
Strengthening Capital Standards 2 CP 06/03 – Areas for Review
FSA’s second CP on the CRD ‘Strengthening Capital Standards 2’ was published 
at the end of February, another CP on Systems and Controls is due in Q2 2006
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The consultation will close on 28 April 2006, two months after publication, to allow
firms as much time as possible to prepare for compliance. FSA intend to produce a
Feedback Statement in July 2006, and plan to finalise the Handbook rules and guidance
by October 2006 in time for the CRD coming into force on 1 January 2007.

January 2007 is the earliest implementation date for a firm wishing to adopt the
simpler or intermediate approaches (including Retail IRB) under Pillar 1. Firms can
apply the advanced approaches only from 1 January 2008.

The standardised approach to credit risk (the standardised approach) will apply to all
firms that do not adopt an internal ratings based (IRB) approach to credit risk. Overall
the standardised approach aims to be more risk-sensitive than the current Basel 1
approach which bases risk weights on the type of exposure counterparty. FSA are
seeking to give firms on the standardised approach incentives to move to the IRB
approach, which is even more risk-sensitive.

The internal ratings based (IRB) approach will apply to all firms that successfully obtain
a waiver from the standardised approach for the majority, or all, of their exposures.
The IRB approach is more risk-sensitive than the standardised approach as it is based on
firms’ own estimates of risk parameters. The IRB approach may not always give an
incentive to move from the standardised approach as the capital requirements for some
portfolios under IRB may be higher.

The draft Directive allows firms to use an advanced measurement approach (AMA) to
operational risk based on their own internal risk measurement systems, provided FSA
expressly approve the use of the models concerned for calculating the own funds
requirement. 

The CRD, like the Basel Framework, sets a number of floors which will be applied
during the first three years that the new rules operate. The floors are not relevant for
firms on the standardised approach to credit risk, however they are an important issue
for all firms using the Foundation, Retail and Advanced risk-based approaches. The
floors are expressed as a percentage of the total minimum amount of own funds that
relevant firms must hold in line with the current rules. Their purpose in effect is to
restrict the extent to which firms can benefit from reductions in capital until the
implementation of the CRD and Basel Framework can be more fully understood for
individual firms and the financial system as a whole.

Introduction
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Superequivalence - Economic cycle stress-tests

The CRD requires firms to undertake stress calculations of the effects of a recession, but makes no express provision for
them to act on the results. Given the potential impact of a recession on the credit quality of firms’ exposures, and so
on their capital requirements, FSA propose that firms assess the impact of, and demonstrate through a ‘capital manage-
ment plan’, that they could, with reasonable confidence, survive a recession of the severity that might be expected once
in 25 years, while continuing to meet their regulatory capital requirement throughout.

Diversification benefits

FSA propose a revised approach to firms’ claims for diversification benefits under Pillar 2, which is significantly more
liberal than in CP05/3.

M A J O R  P O L I C Y  D E V E L O P M E N T S

K E Y  I M P L E M E N T A T I O N  M E S S A G E S

IRB and AMA waiver applications

The waiver process will entail a rigorous challenge by FSA staff who will expect
firms to acknowledge frankly any shortcomings and to take a conservative
approach while making improvements. If necessary, FSA staff will not approve
waiver applications where insufficient progress has been made in important
qualitative areas, such as the ‘use test’ or senior management governance.
Nor will they agree waiver applications where there are clear shortcomings in
modelling parameters which have a significant impact on capital levels, unless
the firm proposes appropriate conservatism to compensate.

The ‘use test’ is one of the key components of the new framework for the
advanced approaches. Firms must demonstrate that the estimates they pro-
duce from internal models do not result in understating risk parameters. FSA
staff also expect to see model estimates play an essential role in firms’ deci-
sion-making and risk management.

Some elements of the GENPRU and BIPRU rules and guidance will apply to all
CRD-scope firms from 1 January 2007, these are:

• capital definition and the new 
fixed overhead and base capital 
requirements;

• the consolidation regime for 
groups, including the revised 
rules for solo consolidation and 
‘CAD waivers’;

• the trading book definition and 
updated position risk requirement 
(PRR) for market risk, including 
the PRR for foreign exchange 
currency risk and commodity 

positions that may be held out
side the trading book;

• valuation, including the 
requirements for prudent 
valuation in the trading book; 

• systems and controls 
requirements (subject to a 
separate consultation planned 
for April 2006).

If a firm wants to switch to the
new standardised approach to
credit and operational risk during
2007, it must determine when
exactly it would like to do so.
Once it has switched to the
new CRD rules, a firm will need
to:

• calculate its Pillar 1 prudential 
capital requirements under 
the new CRD approaches;

• undertake individual capital 
adequacy assessments 
required under Pillar 2; 

• meet its disclosure 
obligations under Pillar 3; 

• assess its SYSC requirements;

• comply with reporting 
requirements.
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C R D  S C O P E  F O R  I N V E S T M E N T  F I R M S

MiFID exemption for
receivers and transmitters /
investment advisers

MiFID Article 3 creates an optional
exemption for firms which:

• do not provide any investment 
service besides receiving and 
transmitting orders or investment
advice for transfer able securities 
and units in collective investment 
undertakings;

• do not hold client money or 
securities;

• transmit orders only to investment 
firms or other specified authorised 
persons.

Exempt CAD firm

If MiFID Article 3 does not apply,
this does not mean that a firm is
automatically an investment firm
for the purposes of recast CAD.
Receivers and transmitters or
investment advisers who do not
otherwise meet the conditions
attached to the Article 3 MiFID
exemption may fall outside the CRD
definition of investment firm by
virtue of Article 3.1(b)(iii) of the
recast CAD. They are exempt from
the risk-based capital requirements
of the recast CAD and subject to
Article 7 or 8 of the recast CAD
instead. 

Article 7 introduces flexibility for
such firms by offering them the
option of a capital/professional
indemnity insurance (PII) trade-off
or a combination of the two, which

gives equivalent coverage. Article 8
requires a firm which is subject to
both the MiFID and the Insurance
Mediation Directive (IMD) to have
capital or PII, or a mix of the two.
The PII requirement is set at 50% of
the MiFID requirements in addition
to the IMD requirement (the IMD
requires PII of at least €1,000,000
for each claim and in aggregate
€1,500,000 for all claims).

UCITS investment firms

UCITS investment firms are UCITS
management companies that, in
addition to their UCITS scheme
management activities, are autho-
rised to provide a limited amount
of ISD-scope business services,
namely managing portfolios of
investments and, as ‘non-core’ ser-
vices, investment advice and safe-
keeping and administration.

The UCITS Directive currently
requires UCITS investment firms to
comply with parts of the ISD for
their ISD-scope business, including
Article 8(2), which applies the CAD.
In Chapter 7 of IPRU (INV), such
firms are required, in addition to
having to meet the capital require-
ments specified in the UCITS
Directive, to comply also with CAD-
equivalent capital requirements.

FSA propose to implement these
requirements by treating UCITS
investment firms as BIPRU investment
firms (but also subject to the minimum
capital requirements for a UCITS
management firm as set out in the
UCITS Directive).

Calculating capital 
requirements for CAD
investment firms

Investment firms subject to the full
recast CAD requirements must
determine their base capital resource
requirement by ascertaining which
category of firm they fall into. There
are three broad categories:

• a BIPRU 50K firm (subject to an 
initial capital requirement of 
€50,000);

• a BIPRU 125K firm (subject to an 
initial capital requirement of 
€125,000);

• a BIPRU 730K firm (subject to an 
initial capital requirement of 
€730,000).

Investment firms must first consider whether they are subject to the requirements of the recast CAD. Where they fall
within a MiFID exemption (MiFID Article 2 – exemptions b, c, d, e, f, h, i, j, k, and l are relevant) generally speaking they
will not be subject to recast CAD requirements.



4

Strengthening Capital Standards 2 CP 06/03 – Areas for Review

BIPRU 50K firms:
• are not authorised to deal for own account in, or underwrite issues of, financial instruments on a firm commitment 

basis or operate a multilateral trading facility;
• offer one or more of the following services: 

reception and transmission of orders; 
execution of orders; and/or 
management of individual portfolios of investments;

• are not authorised to hold client money or securities (because their permission contains a limitation or requirement 
prohibiting the holding of client money and does not include safeguarding and administering investments).

BIPRU 125K firms:
• are not authorised to deal for own account in, or underwrite issues of, financial instruments on a firm commitment 

basis or operate a multilateral trading facility;
• offer one or more of the following services: 

reception and transmission of orders; 
execution of orders; or 
management of individual portfolios of investments;

• do hold client money or securities or are authorised to do so.

BIPRU 730K firms:
• are subject to the recast CAD and are neither a BIPRU 50K firm nor a BIPRU 125K firm.

Having determined their base capital resources, investment firms must ascertain whether they are limited licence, limited activity
or full-scope BIPRU investment firms. 

• Limited licence investment firms apply the higher of: 
base capital resources (50k or 125k);
credit risk (CR) + market risk (MR); or
fixed overheads requirement

• Limited activity investment firms apply the higher of:
base capital resources (730k); or
the sum of CR + MR + fixed overheads requirement (FOR)

• Full-scope BIPRU investment firms apply the higher of:
base capital resources (730k); or
the sum of CR + MR + operational risk capital requirement (ORCR)

For a firm subject to the recast CAD, the scope of its Part IV permission and any limitations placed upon it will also dictate whether it is
a limited licence, limited activity or a full-scope BIPRU investment firm. Broadly speaking, the benefit of being a limited licence firm or a
limited activity firm is that a firm will be exempt from requirements to hold capital to cover operational risk. However, it will be subject
to the requirements to hold own funds calculated by reference to credit risk, market risk and fixed overheads.

• A limited licence firm is either a BIPRU 50k firm or BIPRU 125k firm and one that is not authorised to provide the 
investment services of:

dealing on own account; and
underwriting and/or placing financial instruments on a firm commitment basis.

Generally, limited licence does not apply to a BIPRU 730K firm. However, it may apply to a firm which operates:
a multilateral trading facility (and is therefore a BIPRU 730K firm); and,
does not have a dealing in investments as principal permission enabling it to deal on own account or to 
underwrite or place financial instruments on a firm commitment basis.

• A limited activity firm is a BIPRU 730K firm that deals on own account only for the purpose of:
fulfilling or executing a client order; or
gaining entrance to a clearing and settlement system or a recognised exchange when acting in an agency 
capacity or executing a client order.
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Credit risk

For the simplified version of the
standardised approach to credit risk,
rather than having to risk-weight
exposures individually, eligible firms
should apply a single risk-weight to
all exposures in each exposure class.
This would be the risk-weighting for
unrated entities or the ‘without
prejudice’ risk-weighting for the
given exposure class. For asset classes
which attract a 150% risk-weighting,
this will be used in exactly the same
way by firms taking advantage of this
simplified approach and firms on the
standardised approach to credit risk.

Operational risk

Limited licence and limited activity
investment firms must apply the fixed
overheads requirement (FOR). This
replaces the expenditure based
requirement (EBR) and will apply from
1 January 2007. However, these firms
may apply for a waiver from the FOR if
they can justify to FSA that the
operational risk capital requirement
(ORCR) would be more appropriate
for their business.

Further exemption from the ORCR
for certain types of investment firm

Late amendments to the CRD allow
FSA to exercise discretion to exempt
some investment firms from the ORCR
on a case-by-case basis until December
2011, provided that certain conditions
continue to be met as follows:

• the investment firm does not fall 
into the limited licence or 
limited activity category;

• the total trading book positions 
do not exceed €50m;

• the average number of relevant 
employees during the financial 
year does not exceed 100;

• the investment firm does not 
reduce its capital to a level 
below that which would be 
required if the current rules 
remained in force.

C O M M O D I T Y  A N D  O T H E R  N O N - I S D  F I R M S

R E G U L A T O R Y  R E Q U I R E M E N T S  D U R I N G  2 0 0 7  A N D  2 0 0 8

Commodity firms and other non-ISD firms brought within the scope of MiFID and which cannot benefit from one of the
MiFID exemptions, will also be caught by the CRD, subject to the transitional provision set out in CAD Article 45d. At the
solo level, this exempts firms from having to comply with the capital requirement provisions of the CRD if:

• their main business consists exclusively of providing investment services or activities for commodity derivatives or other 
specified derivatives;

• the ISD would not have applied to them if it had remained in force in the form it was on 31 December 2006.

Investment firms should be aware that the CRD allows firms to apply the existing CAD and BCD rules to their non-trading
book, credit risk exposures during 2007. The effect of this will be that investment firms can continue to use the IPRU
(INV) module of the FSA Handbook to calculate any credit risk exposures they may have. Full-scope BIPRU investment
firms which take advantage of these provisions will only have to calculate the ORCR during 2007 if they move all of their
credit exposures onto the new CRD regime at that time.

Firms that decide to delay their application of the new rules on credit risk until 1 January 2008, and therefore also delay
the application of Pillar 2 and 3 rules, should continue to apply a secondary capital requirement during 2007 if this rule
currently applies to them.

From 1 January 2008, the CRD rules will apply to all investment firms unless specific exemptions apply.
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I N D I V I D U A L  C A P I T A L  A D E Q U A C Y

FSA will not require a firm to submit a report
on its ICAAP for review unless and until
asked.

a) When larger and more complex firms submit their ICAAP
for supervisors to review, it will be used as a basis for a
detailed dialogue;
b) When other firms submit their ICAAP for supervisors to
review, it may form the basis for a dialogue with the firm
similar to (a), but it will be less intensive. Alternatively, it
may simply be compared to assessments drawn from a
peer group of similar firms.
c) FSA intend to require all investment firms to provide
relevant information on aspects of their risk management
procedures and capital assessment under their ICAAP as
part of their regular returns. For the smaller investment
firms, they will use this information to identify those that
appear to hold inadequate capital or have inadequate risk
management procedures and in such cases, they will ask
for those firms to submit ICAAP assessments for review
and follow the broad approach outlined in (b).

BIPRU 2.2.17 states that ‘in relation to a firm
whose activities are moderately complex, in
carrying out its ICAAP, it could:

1. having consulted the operational management in each
major business line, prepare a comprehensive list of the
major risks to which the business is exposed;
2. estimate, with the aid of historic data, where available,
the range and distribution of possible losses which might
arise from each of those risks and consider using shock
stress tests to provide risk estimates;
3. consider the extent to which that firm’s CRR adequately
captures the risks identified in (1) and (2) above;
4. for areas in which the CRR is either inadequate or does
not address a risk, estimate the additional capital needed
to protect that firm and its customers, in addition to any
other risk mitigation action that the firm plans to take;
5. consider the risk that that firm’s own analyses of capital
adequacy may be inaccurate and that it may suffer from
management weaknesses, which affect the effectiveness
of its risk management and mitigation;
6. project that firm’s business activities forward in detail
for one year and in less detail for the next 3 to 5 years and
estimate how that firm’s capital and CRR would alter,
assuming that business develops as expected;
7. assume that business does not develop as expected and
consider how that firm’s capital and CRR would alter and
what that firm’s reaction to a range of adverse economic

scenarios might be;
8. document the results obtained from the analyses in (2),
(4), (6), and (7) in a detailed report for that firm’s senior
management, and, where relevant, its governing body;
9. ensure that systems and processes are in place to review
against performance the accuracy of the estimates made in
(2), (4), (6) and (7).

GENPRU 1.2.30R states ‘A firm must have in
place sound, effective and complete
processes, strategies and systems:

(1) to assess and maintain on an ongoing basis the
amounts, types and distribution of financial resources,
capital resources and internal capital that it considers ade-
quate to cover the nature and level of the risks to which it
is or might be exposed;

(2) that enable it to identify the major sources of risk to its
ability to meet its liabilities as they fall due, including the
major sources of risk in each of the following categories:

• credit risk;
• market risk;
• liquidity risk (a firm should consider the extent to 
which there is a mismatch between assets and liabilities 
and the amount of assets it holds in highly liquid, 
marketable forms should unexpected cash flows lead to 
a liquidity problem);
• operational risk;
• insurance risk (the inherent uncertainties as to the 
occurrence, amount and timing of insurance liabilities);
• concentration risk (sectoral, geographic, liability and 
asset concentrations);
• residual risk (risks that may result from the partial per
formance or failure of credit risk mitigation techniques 
for reasons that are unconnected with their intrinsic 
value);
• securitisation risk (a firm should consider the effect on
its financial position of a securitisation arrangement 
failing to operate as anticipated);
• cyclicality and capital planning risk (a firm should aim 
to maintain an adequate capital buffer during an 
upturn in business and economic cycles such that it has 
sufficient capital available to protect itself in 
unfavourable market conditions);
• interest rate risk arising from non-trading activities 
(a firm may wish to use stress tests to determine the 
impact on its balance sheet of a change in market 
conditions).
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• Supervisory Review
Evaluation Process (SREP)
methodology

The SREP dialogue will focus essentially
on a top-down reasonableness test of
the firm’s ICAAP. Where firms are
members of a group, the SREP will
focus on the financial position of the
UK consolidation group or insurance
group as appropriate.

First, supervisors will review the
adequacy of the firm’s ICAAP,
focusing on what they consider to
be the risks most material to the
particular firm – current risks,
unexpected events or losses and
the outcome of forward capital
planning.

The second step is to consider the
more overarching qualitative factors
which, although difficult to relate
to capital needs with precision,
nevertheless influence supervisory
views on the adequacy of capital
held for a firm’s risk profile.
The final stage is to feed back to the
firm those areas where supervisory
views differ from the firm’s, and
explain why, including any additional
risks identified.

• Pillar 2 stress-testing

FSA will require firms to carry out
stress and scenario analyses for each
major source of risk relevant to
them. FSA also expect firms to have
both plans and capital sufficient to
survive a recession or business cycle.
For firms whose business is relatively
simple, stress and scenario analyses
(‘what if’ questions) are likely in
themselves to be a satisfactory
approach towards meeting ICAAP
requirements.

As part of which the firm must:
• take reasonable steps to identify
an appropriate range of realistic
adverse circumstances and events in
which the risk identified crystallises;
• estimate the financial resources
the firm would need in each of the

circumstances and events considered
in order to be able to meet its liabilities
as they fall due.

• Interest rate risk

Interest rate risk is likely to be relevant
to every firm, but it is of specific
concern where it is not fully captured
in the market risk capital requirement
because a firm has exposure to
interest rate risk in the non-trading
book. It must form a specific element
of all firms’ ICAAP and will be part of
the SREP.

• Procyclicality

The CRD requires firms with
approval to use the IRB approaches
to carry out a stress-test on their
credit risk capital requirements in an
economic downturn. Supervisors
will expect firms to provide details of
the projected effect on their existing
balance sheet of likely ratings
migration during a recession, and
will then consider those factors likely
to offset any increase in capital
requirements based on the firm’s
capital management plan.

• Other stress-tests

FSA expect the CEBS paper on
stress-testing to provide further
guidance on the other stress-tests
the CRD requires, but the CRD
includes references to stress-testing
on:

• the value of collateral;

• net funding positions in the context 

of liquidity risk;

• the enforceability of master netting 

agreements;

• the illiquidity of markets;

• one-way markets;

• event and jump-to-default risks;

• non-linearity of products;

• deep out-of-the-money positions;

• positions subject to the gapping of 

prices;

• other risks not captured appropriately

in a Value at Risk (VaR) model.

R U L E S  
O F  D I S C L O S U R E

Disclosure requirements do not
apply until a firm has calculated its
CRD capital requirements. For firms
electing not to implement  the
standardised approach immediately,
the disclosure requirements, may
not become applicable until after 1
January 2008.

FSA think there will be some overlap
between the CRD disclosures
requirements and existing disclosures
required by Statute, Accounting
Standards and Listing Rules. 
This overlap will be greater for the
qualitative rather than quantitative
disclosures.

The CRD also affords firms an element
of discretion with regard to disclosure.
If the firm’s senior management
deems it appropriate, smaller firms
might not need to disclose information
due to materiality or proprietary and
confidentiality reasons.
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A P P R O V A L S  P R O C E S S  F O R  I R B ,  A M A
A N D  C C R  I M M  W A I V E R  A P P L I C AT I O N S

G O V E R N A N C E  O F
I R B  A N D  A M A

IRB / AMA waiver applications

Firms intending to apply in Wave 3
should submit their application by
end-June 2006; FSA will aim to reach
a decision on these applications by
end-December 2006. FSA have
dropped the requirement that firms
should apply for a waiver at least a
year before they propose using the
advanced approach, but do expect
firms to complete a year of parallel
running before using the approval.

CCR IMM waiver applications

FSA are ready to receive applications
for CCR IMM waivers with immediate
effect, and aim to decide on most
applications received on or before 30
September 2006 within six months. A
firm wishing to apply for a CCR IMM
approach for counterparty exposure
measurement should consult its
relationship manager at an early
stage and discuss its plans with them. 

This will be followed by one or
more on-site review visits using
a combination of relationship
management staff and specialist
staff from the Risk Review
Department, covering:

• governance;
• the ‘use test’;
• model methodology;
• validation;
• data;
• collateral management;
• netting;
• operational aspects of the application.

IRB, AMA and CCR IMM waiver
applications made before FSA’s rules
come into force will be ‘shadow’
applications and FSA will give
decisions in principle in the form
of individual guidance. Once the
rules come into force, firms which

have already submitted a shadow
application will need to convert the
shadow application to formal status. A
short pro forma letter will suffice for
this purpose

Administrative arrangements

• When FSA request IRB systems 
documentation and AMA risk 
management systems documentation,
firms should be able to supply 
this electronically within one 
week of FSA’s request.

• If they request information which 
requires special preparation (for 
example ad hoc analysis), they 
expect firms to provide this within
a reasonable timescale not 
exceeding one month. 

• FSA expect key personnel to be 
available for meetings within 
three weeks of invitation.

Fees

Firms will have to pay a fee for all
waiver applications. In addition, FSA
propose introducing a new fee for
firms applying for a waiver allowing
them to use CCR IMM estimates for
their derivative exposures and security
financing transactions, and are
considering a proposal for new
periodic fees to be charged to firms
that have successfully applied for
an IRB, AMA or CCR IMM waiver or
a combination of these.

Parallel running

For IRB and AMA applications, firms
need to undertake parallel running
for a minimum period of one year in
all cases, for CCR IMM applications,
there will not be a parallel running
requirement.

BIPRU 4 requires a firm’s ‘governing
body’ and ‘designated committee’
(where one is used) to possess a
‘general understanding’ of its rating
systems and senior management to
possess a ‘good understanding’ of
its rating systems and operations. In
addition, these parties must possess
a detailed comprehension of the
management reports (associated
with the rating systems).

A Chief Executive Officer (or equiva-
lent) must sign off the AMA applica-
tion before submitting it to FSA, who
expect the firm’s ‘governing body’ and
senior management to be satisfied
that the AMA is credible before
applying for permission to use it.
FSA also expect that the ‘governing
body’ (or ‘designated committee’ if
one is used) and senior management
have knowledge of their AMA and
understand how it works.
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