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Capital Adequacy under 
the CRD Pillar 2 & Pillar 3 
Requirements 

Introduction 

The Capital Requirements Directive 
(CRD) that came into force on 1 
January 2008 introduced a new pru-
dential framework for banks and 
building societies and certain types of 
investment firms, with an aim of re-
lating capital requirements more 
closely to the risks they face. This 
introduced a pillar approach to capital 
requirements. 

Pillar 1 deals with the minimum 
capital requirements regarding 
credit, market and operational risk 
and encompasses the base and vari-
able capital requirements. 

Pillar 2 requires firms to assess 
their need for additional capital not 
covered by Pillar 1. This is done by 
producing an Individual Capital 
Adequacy Assessment Process 
(ICAAP) document. 

Pillar 3 deals with disclosure re-
quirements and aims to improve 
market discipline by requiring firms 
to publish certain details of their 
risks, capital and risk management. 

The requirements of each pillar are 
expanded on below. 

Pillar 1 

Previously, firms only had to consider 
their exposures to credit and market 

risk in order to arrive at the mini-
mum amounts of capital the FSA be-
lieved they should hold. 

Under Pillar 1, the rules were re-
vised, and the capital requirements 
updated to include operational risk. 

However, the operational risk re-
quirements only apply to full scope 
firms and banks. 

The capital requirement for a limited 
licence firm is the higher of the base 
capital requirement (€50K), the fixed 
overhead requirement or the sum of 
the credit and market risk. 

The capital requirement for a full 
scope firm is the higher of the base 
capital requirement (€730K) and the 
sum of the credit, market and opera-
tional risk. 

The capital requirement for a bank is 
the higher of €5M and the sum of the 
credit, market and operational risk. 

Pillar 2 

The CRD recognised that the Pillar1 
requirements might not cover all the 
risks facing a business. 

Pillar 2 was therefore introduced to 
ensure that all firms consider all the 
risks facing their business and to iden-
tify whether they need additional 
capital to cover these risks over that 
required in pillar 1. 

The ICAAP document is designed to 
show all relevant information neces-

sary for a firm’s management and the 
FSA to make an informed decision on 
the appropriate capital level and risk 
management approach. 

 

ICAAP (Internal Capital Ade-
quacy Assessment Process) 

Firms are now required to:  

• Carry out regular assessments 
of the amounts and type of 
capital it considers adequate 
to cover the nature and level 
of risks to which it is or might 
be exposed 

• Identify their major sources of 
risk to its ability to meet its 
liabilities as they fall due 

• Conduct stress and scenario 
tests 

• Ensure that the processes, 
strategies and systems re-
quired and used in its ICAAP 
are both comprehensive and 
proportionate to the nature, 
scale and complexity of the 
firm’s activities 

• Document its ICAAP 

The FSA have produced a document 
containing a suggested format for 
small investment firms – typically 
those BIPRU 50K Limited Licence 
Firms with simple structures (see 
Appendix 1). 

The assessments of capital and risks 
for firms should as a minimum be 
carried out annually. 
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If major events such as the recent 
turmoil in the credit markets occur, 
or alternatively, firm specific events 
which would affect the amount of 
capital needed or the risks facing the 
firm, then the ICAAP should be re-
viewed more frequently to ensure it 
deals accurately with the new trading 
conditions. 

For BIPRU 50K firms, there is no 
requirement for the ICAAP to be 
submitted to the FSA, but it can be 
requested on demand. 

The ICAAP for these firms will in-
stead be assessed via the FSA019 
Pillar 2 Information form to be sub-
mitted on GABRIEL. 

This form (see Appendix 2) is in-
tended to be used as part of the 
FSA’s risk assessment of a firm and 
allow it to reduce supervisory time 
by identifying those firms with a risk 
profile requiring additional individual 
or thematic work. 

The form links directly to a firm’s 
ICAAP document and pulls together 
the most important facts and figures 
to enable the FSA to perform a quick 
review. 

The FSA019 must be submitted by 2nd 
March for firms with a 31 December 
year end. The FSA will then conduct 
a review of submissions and follow up 
with those firms it identifies as out-
liers. 

Pillar 3 

Pillar 3 complements the minimum 
capital requirements in pillar 1 and 
the supervisory review process in 
pillar 2. 

Its aim is to encourage market disci-
pline by developing a set of disclosure 
requirements which will allow market 
participants to assess key pieces  
of information on a firm’s capital,  
risk exposures and risk assessment 
processes. 

The FSA is adopting a risk based ap-
proach to monitoring and enforcing 
firms’ compliance with the market 
discipline disclosure requirements. 

For most firms that fall under CRD, 
the requirements for Pillar 3 came 
into force on 1 January 2008. 

The exact date that firms should pub-
lish Pillar 3 disclosures is not pre-
scribed by the FSA and is left to the 
discretion of management. The dis-
closures should be updated at least 
annually or more often if it is deemed 
necessary. 

The materiality concept applies, and 
the FSA allow certain disclosures to 
be omitted if management believe 
them to be immaterial. 

The FSA also does not expect disclo-
sures to be made if the information is 
considered as confidential by manage-
ment. 

There is a requirement however to 
disclose that information has been 
omitted and the grounds on which it 
has not been disclosed. 

The location of the disclosures is also 
not prescribed. Typically firms will 
choose either to publish them in their 
annual financial statements or on 
their website. 

A document showing the necessary 
disclosures and a suggested format is 
shown in Appendix 3. 

For firms with a 31 December year 
end, these disclosures would typi-
cally appear as part of the annual 
financial statements, or if preferred 
on the firm’s website at the same 
time the annual financial statements 
are made publicly available. 

 

 

 

 

APPENDIX 1:  ICAAP FSA 
Suggested Format for 
Small Investment Form 

Executive Summary 

The purpose of this section is to pro-
vide an overview of the firm's ICAAP 
methodology and results. It may typi-
cally include the following: 

• confirmation that the firm has 
adequate capital for it's size 
and complexity of business; 

• confirmation that all the firm's 
regulated entities are covered 
by the assessment; 

• if the firm is a member of a 
group, confirmation of the 
type of group (e.g. limited li-
cence, limited activity or full 
scope) and if all firms in the 
group are not of the same 
type, what are the different 
types; 

• material risks identified by the 
firm and whether these risks 
are within the firm's risk appe-
tite; 

• the findings of the ICAAP 
analysis: 

• the amount of capital the 
firms considers that it 
should hold compared to 
its capital resource re-
quirement (CRR) 'pillar 1' 
calculation; 

• the adequacy of the firm's 
risk management process; 

• whether the firm has ade-
quate resources over its 
planning horizon taking 
into account the dividend 
policy and the potential 
impact of an economic 
downturn; 

• clarification of the BIPRU ap-
proach that the firm has 
adopted for credit, market and 
operational risk (if applicable); 

• a table itemising components 
of the Pillar 1 (to be provided 
for comparison purposes) and 
the Pillar 2 capital figures (see 
below) 
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• commentary on any major 
issues where further analysis / 
work and decisions are re-
quired; 

• a description of the review, 
challenge and approval process 
of the ICAAP by the firm and 
it's governing body. 

Background – the ICAAP  
Process 

This section should provide a high 
level overview of the firm's ICAAP 
process pulling together the firm's 
risk management framework, busi-
ness planning and capital manage-
ment. It should cover relevant poli-
cies, procedures and systems used by 
the firm to identify, manage and 
monitor its risks in accordance with 
its risk appetite. 

Statement of risk appetite 

This section should provide a high 
level overview of the firm's risk appe-
tite statement and set out the fre-
quency of review by the firm's senior 
management and approval by its gov-
erning body. 

 

Business strategy 

This section should include a high 
level summary of the firm's business / 
corporate plan which should provide 
an indication of the forward view of 
the firm's business (e.g. growth plans, 
new product lines, new market / dis-
tribution channels etc.) Specific de-
tails on the firm's business  model can 
be provided by way of appendices as 
appropriate. 

Material risks 

This section should provide a concise 
description of the firm's identification 
process of risks and how the firm 
assesses which risks are deemed to 
be material.  

As a starting point this section should 
follow the FSA guidance and termi-
nology of the key risks to be consid-
ered as part of an ICAAP. 

If the firm uses Professional 
Indemnity Insurance (PII), the 
firm needs to adequately as-
sess whether there is any gap 
in the coverage, whether the 
insurer is a good credit risk, 

payment history and whether 
the insurer has sufficient li-
quidity to survive the period 
between submitting a claim 
and it being settled. 

For an asset management firm, see BI-
PRU 2.2.61 and for a securities firm, 

see BIPRU 2.2.66 to 2.2.70 

Capital planning and stress and 
scenario tests 

This section should provide details on 
the firm's projections of its capital 
resources and capital requirements. 

These projections may include a for-
ward projection of 3 to 5 years (or a 
shorter time period if more appropri-
ate) and should be consistent with 
the firm's business plan. This initial 
projection would form the 'base case' 
for the capital planning analysis. A 
projection of past and forecasted 
income streams would also be useful. 

This information should provide an 
indication of the level of capital plan-
ning, management and cashflow analy-
sis. 

This section should include a state-
ment of the firm's operating philoso-
phy on capital management and how 
this links up with the firm's ICAAP. 

Using the base case as a starting point 
the firm should use stress tests to 
consider how it would perform un-
der stressed conditions. This section 
would set out the stress tests under-
taken and the extent to which the 
stressed conditions that the firm has 
selected meet the FSA's definition of 
a severe recession or relevant busi-
ness downturn / event, i.e. of a sever-
ity that occurs once in a 25 year pe-
riod.  

The firm should provide an indication 
of how it would manage its business 
and capital alongside meeting its mini-
mum regulatory requirements, the 
firm's total capital held can not be 
less than the minimum Pillar I figure. 
Where mitigating actions are relied 
upon, the results of the stress tests 

  Pillar 1 
(optional) 

ICAAP 

  Minimum 
capital 

Firm’s pillar 
2 capital 

Credit risk     
Market risk     
Operational risk     
Fixed overhead requirement (FOR)     
Pillar 1 total     
Pillar 2 risk X     
Pillar 2 risk Y     
Pillar 2 risk Z     
Pillar 2 total     
Adjustments     
Additional capital to cover stress testing     
ICAAP total     
Current total capital     
Surplus     

Table for itemising components of the Pillar 1 and Pillar 2 capital figures 
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should be provided on both gross 
and net of controls and credible man-
ageable actions. The details of the 
stress test such as the methodology 
and assumptions used should be in-
cluded in an appendix. 

There is guidance with respect to 
stress tests for asset managers and 
securities firms which can be found in 
BIPRU 2.2.65 and 2.2.66 respec-
tively. 

Management actions following the 
stress and scenario tests should be 
articulated and the following should 
be considered: 

• quantitative impact of manage-
ment actions; 

• sensitivity analysis / testing of 
management actions; and 

• justifications for why these 
mitigating actions are realistic. 

Challenge and adoption of the 
ICAAP 

This section should describe the ex-
tent of challenge and testing of the 
ICAAP. It would include the testing 
and control processes applied to the 
ICAAP models or calculations. 

The ICAAP document should be 
maintained and owned by the firm's 
Board / equivalent decision making 
body. The document's purpose is to 
inform the Board of the ongoing as-
sessment of the firm's �����, 
how the firm intends to mitigate 
those risks and how much current 
and future capital is necessary having 
considered other mitigating factors.  

This section should include the senior 
management and governing body re-
view and sign‐off procedures. If used, 
details should be provided of any 
reliance on external suppliers of eco-
nomic scenario models or consult-
ants. Copies of reports obtained 
from external reviewers or internal 
audits should be referred to in a 
separate appendix. 

This section should also include a 
brief description of how the ICAAP is 
used by the firm including how it is 
embedded in the firm's decision mak-
ing process. 

Details of any future refinements to 
the firm's ICAAP (including any work‐
in‐progress) and any relevant infor-
mation that would help the FSA when 
they review the ICAAP should be 
included. 

 

 

 

 

 

 

(Continued on page 5) 
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APPENDIX 2 – FSA019 
PILLAR 2 INFORMATION 
FORM

FSA019 Pillar 2 Information Form 

FSA update - March 09 



FSA update 
 6 

FSA019 Pillar 2 Information Form (continued) 
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APPENDIX 3 – FSA Sug-
gested Format for Pillar 3 
Disclosures 

Background and Overview 

This section should include the fol-
lowing: 

• A brief account of the purpose 
of the Pillar 3 disclosures 

• An explanation that it is the 
application of CRD and Basel 
II to the firm that requires it 
to make the Pillar 3 disclo-
sures 

• A statement that the rules 
provide that the firm may omit 
one or more of the required 
disclosures if it believes that 
the information is immaterial, 
including the definition of ma-
teriality 

• A statement that the firm is 
also allowed to omit one or 
more disclosures where it 
believes that the information is 
regarded as confidential, in-
cluding a definition of confi-
dential information 

• Confirmation that the firm has 
made the disclosures in accor-
dance with BIPRU 11 

• A statement confirming where 
the disclosures are to be pub-
lished, and a website address if 
the disclosures are made 
online 

Scope of Application 

This section should provide a sum-
mary of the disclosures the firm will 
be making and under which BIPRU 11 
rules. 

Details of any waiver applicable to 
the firm should be disclosed here. 

The firm must also disclose the basis 
on which it is preparing the disclo-
sures i.e. an individual basis, as part of 
a UK consolidation group etc. 

If the firm reports on a group con-
solidated basis, it should list the sub-
sidiaries that the disclosures apply to 

and give a breakdown of the group 
structure. 

If applicable, this section should also 
confirm that there are no current or 
foreseen material practical or legal 
impediments to the prompt transfer 
of capital resources or repayment of 
liabilities when due between the par-
ent company and its subsidiaries. 

Risk Management 

Firms should disclose here their risk 
management objectives and policies 
for each separate category of risk. 

These disclosures must include: 

• The strategies and processes 
to manage those risks 

• The structure and organisation 
of the relevant risk manage-
ment function or other appro-
priate arrangements 

• The scope and nature of risk 
reporting and measurement 
systems 

• The policies for hedging and 
mitigating risk; and the strate-
gies and processes for moni-
toring the continuing effective-
ness of hedges and mitigants 

A firm may choose to include here 
much of the risk assessment section 
from their ICAAP, as well as the con-
siderations of the material risks faced 
by the firm and how it mitigates 
them. 

Capital Resources 

This section should include: 

• Summary information on the 
terms and conditions of the 
main features of all capital 
resources items and compo-
nents thereof 

• Tier 1 capital resources, with 
separate disclosures of all 
positive items and deductions 

• The total amount of tier two 
capital and tier three capital 
resources 

• Deductions from tier one and 

tier two capital resources 
• Total capital resources net of 

deductions 

Firms should have already considered 
this for their ICAAP, so again much 
of this can be taken from that docu-
ment. 

A table would be the best format 
here to show the breakdown of regu-
latory capital held by the firm. 

Compliance with BIPRU 3, 4, 6, 
7 and 10 

This section should disclose: 

• A summary of the firm’s ap-
proach to assessing the ade-
quacy of its internal capital to 
support current and future 
activities 

• For a firm calculating risk 
weighted exposure amounts in 
accordance with the standard-
ised approach to credit risk, 
8% of the risk weighted expo-
sure amounts for each of the 
standardised credit risk expo-
sure classes 

• For a firm calculating risk 
weighted exposure amounts in 
accordance with the IRB ap-
proach, 8% of the risk 
weighted exposure amounts 
for each of the IRB exposure 
classes 

• In respect of its trading book 
business (not applicable for 
limited licence firms) minimum 
capital requirements for: 

• Interest rate PRR 
• Equity PRR 
• Option PRR 
• Collective investment 

schemes PRR 
• Counterparty risk capital 

component 
• Concentration risk capital 

component 
• In respect of all its business 

activities, minimum capital 
requirements for: 
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• Commodity PRR 
• Foreign currency PRR 
• Operational risk capital 

requirement 

It is also a requirement for firms to 
refer directly to the three core risks 
underpinning CRD – namely market, 
credit and operational risk. 

For operational risk, disclosure of the 
approaches for the assessment of the 
operational risk capital requirement 
that the firm qualifies for is also 
needed. 

For firms applying credit risk mitiga-
tion techniques, the following disclo-
sures also need to be made: 

• Policies and processes for, and 
an indication of the extent to 
which  the entity makes use of, 
on and off balance sheet net-
ting 

• The policies for collateral 
valuation and management 

• A description of the main types 
of collateral taken by the firm 

• The main types of guarantor 
• Information about market risk 

or credit risk concentration 
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