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Abstract 

The aim of the Pillar 2 processes is to enhance the link between a credit institution’s risk profile, 

its risk management and risk mitigation systems and its capital. ICAAP is part of the risk management 

process, closing “the ring” of the whole process. Credit institutions should develop sound risk man-

agement processes that adequately identify, measure, aggregate and monitor their risks. The direct 

effect of the risk management process is now reflected in the level of capital needed. The credit institu-

tions are expected to have an adequate assessment process that encompasses all the key elements of 

capital planning and management and also generate an adequate amount of capital to set against 

those risks.  

The fact that the capital adequation has to be monitored following the main risks directs the 

ICAAP process towards the business lines. The “calibration” of the needed capital level is now done 

taking into consideration and correlating the following issues:  

• the bank business strategies on its business lines; 

• the bank risk appetite reflected in its defined risk profile; 

• the real exposure at risks as a result of its operational activity; 

• related risks implemented controls. 

The present paper focuses on Basel requirements and the means of their implementation. The 

Romanian regulatory framework has already implemented these requirements. The Romanian banks 

started to design and implement their ICAAP. Their options related to the risk approach conducts to 

different ICAAP solutions containing more or less deep defined analysis and scenarios. The authors 

emphasize the management responsibilities on ICAAP process, and generally on risk management 

process and presents the decision process based on ICAAP information. 

The study is based on an analysis and documentation realized by the author in different Roma-

nian banks in her missions on ICAAP assessment aiming to focus on the main components and issues 

of ICAAP. Based of the analysis developed the authors formulate their opinion regarding the neces-

sary steps to be followed in the next years. The paper presents also the supervisor’s role and 

challenges related to Pillar 2 requirements.  
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1. BASEL II REQUIREMENTS 

 
The capital adequacy framework is made up of three integrated areas, the so-called pil-

lars: 
The minimum capital requirements (Pillar 1) concern credit, market and operational 

risk which are characterized by a quantitative approach of the prudential requirements. In 
brief, Pillar I offers flexible and advanced rules to determine the minimum capital require-
ments based on the complexity and volume of the bank activity. There are alternative 
methods for calculating the minimum capital requirements for different risks: 

- For the credit risk the banks can opt for: 
� Standardized approach; 
� Internal risk models approach (IRB) with one of the two so-

lutions: basic approach or advanced approach. 
- For the operational risk the banks can opt for: 

� Basic indicator approach; 
� Standardized approach; 
� Advanced assessment approach. 

- Market risk. 

 

 
Figure no. 1 The three pillars of Basel II 

 
Pillar 2 establishes requirements both for banks and supervisory entities. For the banks 

the requirements ask to identify and assess material risks, identify mitigating controls, iden-
tify the amount of capital in relation with the business plan and the defined risk profile and 
produce capital number and assessment. Pillar 2 brings human judgment directly to bear 
upon risks not fully captured by Pillar I (e.g., portfolio concentration risks), as well as fac-
tors that are less subject to empirical measurement (i.e. business and strategic risks, interest 
rate risks). Pillar 2 also addresses to the supervised entity asking to perform a comprehen-
sive assessment of the banks’ capital management and capital adequacy in relation to the 
risk profile of the business and the risks in its operating environment. The NBR considered 
necessary to ask the banks to maintain excedentary equity comparing with the level showed 
by Pillar I. NBR considered also necessary to develop mechanisms for early reaction of 
NBR. 

In essence, Pillar 2’s objectives address the following issues: 
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� The capital requirements get a stronger focus on real risks or on business concepts 
(dealing with risk calculation and capital allocation); 

� Including those risks that have not be considered up to now (e. g. operational risk); 
� Giving higher importance to qualitative aspects; 
� Involving markets in addition to the supervisory authorities should discipline 

banks. 
The final scope is that banks better control the risks and cover the risk by allocating the 

necessary capital. In this context the main objective is reached: stability of the financial sec-
tor. 

Implementing Pillar 2 requirements induces important benefits for business [2]: 
� Enhances Board and senior management ability to understand how much capital 

flexibility exists to support risk appetite and acquisition strategy; 
� Enables banks to understand capital requirements under different scenarios and 

“stress scenarios”; 
� Builds and supports linkage between risk and capital; 
� Strengthens bank’s positions to respond to increasing focus on capital management 

by both rating agencies and analysts; 
� Supports the industry’s long-term goal to move away from regulatory capital mod-

els to a regime in which the internal models will be relied upon regulators; 
� As regulators and banks gains experience with Basel II framework, objective 

would be to have the “regulatory” capital requirement move closer to the bank 
view of required capital – blurring of Pillar 1 and Pillar 2 components. 

Requirements of capital adequacy disclosure (Pillar 3) complement Pillar 1 and Pil-
lar 2 of the capital adequacy framework so that depositors, investors and other external 
parties can assess information on the capital adequacy and risk management of market par-
ticipants. In this way is promoted the market transparency and it is introduced the market 
discipline.  
 

2. IMPLEMENTING ICAAP 

 
The Basel Committee has published recommendations concerning capital adequacy 

and risk management, which form the basis for the EU Directives (2006/48/EU and 
2006/49/EU) on capital adequacy. 

An adequate ICAAP (Internal Capital Adequation Assessment Process) ensures the 
appropriate risk coverage at any given time by the allocation of risk coverage capital. The 
figure 1 presents the content of the Basel II pillars and EC Directives regarding capital ade-
quacy [2]. 

In our opinion Pillar 2 must be understand as a holistic review of capital, having Pillar 
1 as a sub-set, rather then understanding Pillar 2 as an “add-on” to Pillar 1. The figure 2 
shows the two important components of Pillar 2: ICAAP (in the banks’ responsibility) and 
SREP (Supervisory Review and Evaluation Process – in the supervisors’ responsibilities). 

As we stated in the previous chapter, Pillar 2 offers the possibility to opt for different 
solutions.  
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Figure no. 2 Regulatory foundation of ICAAP  

 
According with the data published by NBR, starting with January 2008, the Romanian 

credit institutions’ options regarding the means of implementation of Basel II requirements 
are: 

� For the credit risk: 
- 31 banks opted for standard approach; 
- one entity opted for standard approach (in case of public sector exposures) and 

internal rating model approach (in case of sovereign entities and banks). 
� For operational risk: 
- 22 entities opted for basic indicator approach; 
- 9 entities opted for standard approach; 
- one entity opted for advanced approach. 

No matter the option chosen, the banks must have in view two important issues: 
ICAAP is part of the risk management process and that the principle of proportionality must 
be applied. The principle of proportionality is referring to the following aspects: 

� Undertakings individual risk profile; 
� Type and scale of the business; 
� Business complexity; 
� Materiality principle. 

The figure no. 3 presents in a very suggestive way the content of Pillar 2 [2]. 
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Figure no. 3 Pillar 2 issues 

 
The banks must be aware of their risk-bearing capacity and its wide risk position. Risk-

bearing capacity is assessed increasingly on the basis of the need for so-called economic 
capital. This means extensive estimation of the amount of capital necessary to cover poten-
tial losses. The bank must have developed its risk strategy defining the risk profile and 
means of mitigating risk. The ICAAP imply stress tests. Stress tests approach helps quanti-
fying capital planning element given the current strategy and growth target of the bank. The 
risks must be identified, assessed, controlled and monitored over all the processes and the 
concentration of risks must be permanently monitored. All the ICAAP must be well docu-
mented and permanently reviewed. For special conditions, emergency plans must be 
prepared. 

The supervisory entity evaluates the risk bearing capacity the bank and aims at early 
identification of pressures for change and potential sources of mismatch between risk expo-
sures and risk bearing capacity (proactive supervision). In order to fulfill their 
responsibilities the supervisors have to review the followings issues: 

- the establishment of capital targets by the bank based on the business plan and 
the assessed level of risks; 

- the definition of capital in relation to the overall risk profile and the entity's 
strategy for maintaining capital adequacy; 

- the adequacy of internal control and risk management processes and the bank’s 
capacity for fulfilling prudential capital adequacy requirements.  

The Committee of European Banking Supervisors (CEBS) established the principles to 
be followed in ICAAP’s design and implementation. These principles are: 
1. Every institution must have a process for assessing its capital adequacy relative to its 

risk profile (an ICAAP). 
2. The ICAAP is the responsibility of the institution. 
3. The ICAAP´s design should be fully specified, the institutions´ capital policy should be 

fully documented, and the management body (both supervisory and management func-
tions) should take responsibility for the ICAAP. 

4. The ICAAP should form an integral part of the management process and decision-
making culture of the institution. 

5. The ICAAP should be reviewed regularly. 
6. The ICAAP should be risk based. 
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7. The ICAAP should be comprehensive. 
8. The ICAAP should be forward-looking. 
9. The ICAAP should be based on adequate measurement and assessment processes. 
10. The ICAAP should produce a reasonable outcome. 

We appreciate as necessary to present, briefly, how these principles can be imple-
mented. The Romanian legislation has implemented the most important requirements of 
Pilar 2, but the banks effort to implement all these principles must continue. In the authors 
opinion the Romanian banks are not in full compliance with all the principles presented 
above. 
 

3. GETTING ALIGNED TO THE CEBS’ ICAAP PRINCIPLES 

 

The ICAAP of the bank is based on appropriate risk identification, measurement and 
assessment. Sound risk management practices serve to reliably ensure an appropriate capital 
adequacy level under various conditions, and internal control and risk management are also 
designed to prevent excessive risk exposures. Each bank must define its risk strategy and re-
lated policies and the risk profile must be periodically reviewed. The risk management 
process starts with risk identification. The risk quantification, permanent control and moni-
tor are compulsory. The risk taking capacity can be determined based on the risks identified 
and their assessment. The risk must be subject of a continuous control so that the bank can 
provide quick reaction and mitigate the risk. The entire ICAAP must be fully documented 
and be reviewed periodically. All the developments in ICAAP must be discussed with the 
management and have to respond to its demands also.  

Management is responsible for integrating capital management with corporate man-
agement and internal control systems. And so we are reaching the corporate governance 
area. The board of directors has the responsibility for preparing a capital plan setting out the 
amount and quality of capital and a strategy for the maintenance of capital adequacy. The 
board of directors should ensure that the bank has processes and methods in place for relia-
ble definition of the level of capital necessary for covering the risks and for appropriate risk-
based capital allocation. Capital management processes are an integral part of the monitor-
ing system of the board of directors and of the corporate risk management system. 

In our opinion the overall responsibility of the management can be sinthetized as fol-
lows: 

�  Responsibility for an adequate organizational framework; 
�  Implementation of an early-warning system; 
�  Risk awareness in day-to-day business (e.g. objective of risk reporting). 

For the sophisticated institutions it is expected a complete integration of ICAAP into 
day-to-day management. Integral part of management process could include activities such 
as: allocation of capital to business units, individual credit decisions, more general business 
decisions (e.g. expansion plans) and budget. 
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Figure no. 4 Processes in bank-wide risk management 

 

There must be a close correlation and a specific determination between business strate-
gy and risk strategy. The Figure 5  presents the components of the bank’s strategy and its 
risk strategy [11]. The business can’t be panned and managed without having a consistent 
undersyanding and control of risks. 

The ICAAP should be risk based. As we already stated, The Internal Capital Adequacy 
Assessment Process aims to assess all material risks. For all the relevant risks materiality 
must be established. Credit risk (including concentration) market Risk  (including FX ) in-
terest rate risk on the banking book (IRRBB), liquidity risk, operational risks (including 
legal and outsourcing), strategy risk (including business and growth) are usually considered 
material, whereas settlement risk, pension risk, reputation risk and residual Risks are not. 
For the moment, Romanian banks, according with the local regulations, are determining 
capital adequation based on credit, market and operational risks. 

The figure 6 describes the ICAAP design based on the identified risks [3]. The process 
starts with the risk identification process, continues with their assessment giving the level of 
exposure to each risk, comparing those limits with the targeted ones. Then it can be deter-
mined the bank’s risk-bearing capacity and finally the accepted level of risks is determined 
and approved by the Board of Directors. 
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Figure no. 5 Necessary linkage between banksț business strategy and risk strategy 
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Figure no. 6 Designing an effective ICAAP  

 

 

4. CONCLUSIONS 

 

In the authors’ opinion, the effort to align the ICAAP to the EU Directives must con-
tinue. The step forward made by the Romanian banks is important and consistent with the 
EU requirements. In the same time, a real imbedding of ICAAP in the risk management 
process must be a priority for the future. In the authors’ opinion the main issues for the fu-
ture are: 
 

- Developing the planning capital process based on a more consistent and de-
tailed stress testing; 

- Better define the risk appetite; 
- Extend the type of risks considered in ICAAP; 
- Better articulated, holistic scenarios; 
- Focus on key econometric drivers; 
- Develop/acquire IT specialized tools for stress tests;  
- Being aware of the necessity to adopt more advanced methods in the future; 
- Improved linkage between stress test outcomes and capital plan; 
- Ensure adequate documentation for ICAAP; 
- Demonstrate progress from year to year. 
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