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Introduction 

 

The purpose of this document is to provide information to credit institutions, investment firms 

and other interested parties by the Financial Supervision Authority on principles and methods of 

supervisory review process applied under prudential supervision, thus increasing transparency of 

this process.  

 

Pillar 2, being an element of Basel II capital adequacy framework, consists of two interactive 

components: the internal capital adequacy assessment process (internationally known as ICAAP) 

to be implemented by credit institutions and investment firms, and the supervisory review and 

evaluation process (internationally known as SREP) to be implemented by supervisors.  

 

Interaction between the supervisory review process (SRP) and the internal capital adequacy 

assessment process is illustrated by the following diagram: 
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The purpose of internal capital adequacy assessment process is to ensure that all risks arising 

from the activities of a credit institution/investment firm and the business environment – i.e. 

risks that are covered by regulatory minimum capital requirement and other risks – are 

adequately covered by capital. Expectations of the Financial Supervision Authority towards the 

internal capital adequacy assessment process of a credit institution/investment firm are described 

in the Authority’s Advisory Guidelines “Requirements to the internal capital adequacy 

assessment process”. 

 

The purpose of supervisory review and evaluation process is to evaluate risk profiles, risk 

management processes, internal control mechanisms and general internal governance of credit 

institutions/investment firms, monitor the general conformity of credit institutions/investment 

firms to regulative requirements and evaluate the reliability of their internal capital adequacy 

assessment process as well as their capital need. As a result of supervisory review process the 

Financial Supervision Authority can set an addition capital requirement exceeding the regulatory 

minimum capital requirement or apply other supervisory methods.  

 

The Financial Supervision Authority emphasizes the importance of cooperation within the 

framework of supervisory review and evaluation process with other supervisory authorities that 

are supervising the same financial group. This cooperation is aimed at harmonizing supervisory 

practices and avoiding duplicated activities, in order to minimize the administrative burden of 

the financial group. Principles for cooperation during the supervisory review process are 

provided by bilateral or group-based supervisory cooperation agreements.  

 

The Financial Supervision Authority is applying its supervisory review process, based on 

instructions of the Committee of European Banking Supervisors (CEBS) on the implementation 

of Pillar 2, as well as on internationally developed good supervisory practices. 
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1. Legal basis for the supervisory review process 

 

1.1. Main principles of Pillar 2 of the Basel II capital adequacy framework that have been 

transposed in Articles 123, 124 and 136 and Annex XI of the EU Directive 2006/48/EU 

are the following: 

1) each credit institution/investment firm shall maintain a process for assessing the 

adequacy of its capital in relation to its risk profile and a strategy to ensure the 

adequacy of capital on an ongoing basis; 

2) supervisory authorities shall review the internal capital adequacy assessment process 

applied by credit institutions/investment firms as well as their conformity to 

regulative capital requirements, and adopt supervisory measures, if necessary; 

3) supervisory authorities shall expect that the capital adequacy level of a credit 

institution/investment firm exceeds the regulative minimum capital, and supervisory 

authorities shall be entitled to establish an additional capital requirement; 

4) supervisory authorities shall interfere early enough to avoid the decline in capital 

adequacy level below the level that is necessary for covering risks of a credit 

institution/investment firm, and they shall require immediate measures to be taken 

when the capital adequacy level is not maintained or restored. 

1.2. Pursuant to provisions of Article 144 of the EU Directive 2006/48/EU, supervisory 

authorities shall disclose general principles of their supervisory review process. The 

Financial Supervision Authority adheres to this requirement by adopting this document. 

1.3. Recommendations of the Financial Supervision Authority to credit institutions and 

investment firms on the arrangement of their internal capital adequacy assessment 

processes are disclosed in the Authority’s Advisory Guidelines “Requirements to the 

internal capital adequacy assessment process”. 

1.4. Main principles of Pillar 2 for credit institutions are provided by the Credit Institutions 

Act: 

1) pursuant to Article 63
1
 (1) of the Credit Institutions Act, all the essential risks of a 

credit institution including the risks not mentioned in Article 79 (2) of the Credit 

Institutions Act (i.e. credit risk, exposure risk in the trading portfolio, settlement risk 

in the trading portfolio and counterparty risk in the trading portfolio, foreign-

exchange risk, commodity risk, operational risk and capital requirement for exposures 

that exceed risk concentration limits) must at all times be adequately covered by own 

funds; 

2) pursuant to Article 63
1
 (2) of the Credit Institutions Act, a credit institution must have 

reliable, effective and all-inclusive strategies and corresponding procedures in order 

to continuously maintain an adequate level and structure of own funds, and an 

adequate division of the own funds between structural units and activities based on 

the level of the risks assumed by the credit institution or of potential risks; 

3) pursuant to Article 104 (2) of the Credit Institutions Act, if all the risks of a credit 

institution are not sufficiently covered by own funds or risk management has not been 

organised in conformity with the requirements of the Credit Institutions Act or 

legislation established on the basis thereof, the Financial Supervision Authority has 

the right to issue a precept to require, pursuant to the provisions of Article 79 (2) of 
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the Credit Institutions Act, a capital adequacy level from the credit institution that is 

higher than the level established by this Act or the Bank of Estonia; 

4) pursuant to Article 104 (1) of the Credit Institutions Act, the Financial Supervision 

Authority has the right, by issuing a precept, to prohibit a credit institution from 

concluding certain types of transactions or to restrict the volume thereof; prohibit, 

wholly or partially, payment of dividends from the profit of a credit institution; 

demand appropriate write-down of the assets of a credit institution in conformity with 

the requirements provided by the Credit Institutions Act and legislation issued on the 

basis thereof; demand amendment of internal rules or rules of procedure of a credit 

institution; and make other demands for compliance with Credit Institutions Act. 

1.5. Main principles of Pillar 2 for investment firms are provided by the Securities Market 

Act: 

1) pursuant to Article 82
2
 (1) of the Securities Market Act, all the essential risks of 

an investment firm including the risks not mentioned in Article 79 (2) of the 

Securities Market Act (i.e. credit risk, exposure risk in the trading portfolio, 

settlement risk in the trading portfolio and counterparty risk in the trading 

portfolio, foreign-exchange risk, commodity risk, operational risk and capital 

requirement for exposures that exceed risk concentration limits) must at all times 

be adequately covered by own funds; 

2) pursuant to Article 82
2
 (2) of the Securities Market Act, an investment firm must 

have reliable, effective and all-inclusive strategies and corresponding procedures 

in order to continuously maintain an adequate level and structure of own funds, 

and an adequate division of the own funds between structural units and activities 

based on the level of the risks assumed by the investment firm or of potential 

risks; 

3) pursuant to Article 234 (1
1
) of the Securities Market Act, if all the risks of an 

investment firm are not sufficiently covered by own funds or risk management 

has not been organised in conformity with the requirements of the Securities 

Market Act or legislation established on the basis thereof, the Financial 

Supervision Authority has the right to issue a precept to require, pursuant to the 

provisions of Article 103 (2) of the Securities Market Act, a capital adequacy 

level from the investment firm that is higher than the level established by the 

Securities Market Act or the regulation of Minister of Finance; 

4) pursuant to Article 235 of the Securities Market Act, the Financial Supervision 

Authority has the right, by issuing a precept, to prohibit an investment firm from 

concluding certain types of transactions or to restrict the volume thereof; prohibit, 

wholly or partially, payment of dividends from the profit of an investment firm; 

demand amendment of internal rules or rules of procedure of an investment firm; 

and make other demands for compliance with Securities Market Act. 

 

 

2. Scope of application of the supervisory review process 

 

2.1. The scope of application of the supervisory review process shall be in conformity with 

the scope of application of the internal capital adequacy assessment process that is 

described in Section 5 of the Authority’s Advisory Guidelines “Requirements to internal 

capital adequacy assessment process”. 

2.2. The Financial Supervision Authority shall apply its supervisory review process to all 

credit institutions and investment firms that apply the internal capital adequacy 

assessment process.  
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2.3. If a credit institution/investment firm is a parent undertaking who uses its capital for 

covering also the risks of its subsidiary or affiliated undertaking, the Financial 

Supervision Authority shall undertake the supervisory review process at group level.  

2.4. In its evaluation the Financial Supervision Authority shall consider all material risks 

arising from the activities of a credit institution/investment firm as well as from the 

activities of its subsidiary or affiliated undertaking. 

2.5. Supervisory review process of the Financial Supervision Authority shall cover all 

essential activities and structural units of a credit institution/investment firm, regardless 

of their geographical location.  

2.6. Supervisory review process of the Financial Supervision Authority shall also cover all 

activities, functions and processes that are centralised or out-sourced at group level.  

 

3. Cooperation with other supervisory authorities 

 

3.1. In case of a credit institution/investment firm that is a part of a cross-border financial 

group, the Financial Supervision Authority shall cooperate during its supervisory review 

process with the authority that supervises the parent undertaking as well as with 

authorities that supervise other undertakings of the financial group, pursuant to signed 

cooperation agreements.  

3.2. In general, the responsibility for coordinating and synchronizing the cross-border 

supervisory cooperation activities during the supervisory review process lies with the 

authority that supervises the parent undertaking of the financial group.  

3.3. In case of a cross-border financial group, different supervisory authorities may cooperate 

during the supervisory review process inter alia in the following areas: 

1) synchronization of the presentation of written reviews on the internal capital 

adequacy assessment process; 

2) identification of risks; 

3) assessment of capital amount required for covering risks; 

4) evaluation of risk management processes and internal control mechanisms; 

5) evaluation of capital planning; 

6) assessment of the need to apply supervisory measures; 

7) monitoring the application of supervisory measures. 

3.4. Cooperation between the Financial Supervision Authority and other supervisory 

authorities is aimed at ensuring, to the extent possible, equal treatment of various 

undertakings in a financial group, adequate consideration during the supervisory review 

process of the organizational structure of a cross-border financial group, as well as 

achieving a common supervisory evaluation on the capital adequacy of the whole 

financial group and of individual undertakings in the group. 

3.5. In its supervisory evaluation the Financial Supervision Authority shall take into account 

the level of integration of a credit institution/investment firm into the group, including the 

fact that certain activities, functions or processes can be centralized in a cross-border 

financial group, leading to a need for a more coordinated supervisory review process.  

 

4. Objectives of the supervisory review process 

 

4.1. The Financial Supervision Authority shall apply its supervisory review process with an 

aim to ensure that credit institutions and investment firms control risks arising from their 

activities and that their capital is adequate to cover all material risks. 
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4.2. The Financial Supervision Authority shall assess during its supervisory review process 

also the general conformity of a credit institution/investment firm to requirements of the 

Credit Institutions Act, the Securities Market Act and legislation established on the basis 

thereof, and to other regulative requirements.  

4.3. In case of credit institutions/investment firms that have been authorized by the Financial 

Supervision Authority to use for their capital adequacy assessment the Internal Ratings 

Based Approach (IRB) for credit risk, the Advanced Measurement Approach (AMA) for 

operational risk or internal models approach for market risk, the Financial Supervision 

Authority shall assess during its supervisory review process also the functionality and 

reliability of internal models as well as their adherence to authorization criteria.  

4.4. The ultimate objective of the supervisory evaluation is to identify current and potential 

problems in credit institutions/investment firms, to establish risks that have not been 

adequately mitigated either through capital or by other risk mitigation methods, and to 

identify deficiencies in risk management processes, internal control mechanisms or 

internal governance. 

4.5. The objective of supervisory evaluation of the Financial Supervision Authority is not to 

define the specific capital requirement, but to achieve a common understanding with a 

credit institution/investment firm in respect of its capital requirement. 

4.6. Based on its supervisory review process, the Financial Supervision Authority shall 

determine the need to apply supervisory measures in a credit institution/investment firm.  

 

5. Main principles of the supervisory review process 

 

5.1. The supervisory review process is an essential element of the risk-based supervision 

performed by the Financial Supervision Authority.  

5.2. The supervisory review process shall cover all material risks and internal processes of a 

credit institution/investment firm, including risk management processes, internal control 

mechanisms and internal governance. 

5.3. The Financial Supervision Authority shall assess during its supervisory review process 

the adequacy of controls implemented for risk mitigation and the adequacy of capital 

available for risk mitigation. 

5.4. The Financial Supervision Authority shall consider both qualitative and quantitative 

aspects when applying its supervisory review process.  

5.5. The Financial Supervision Authority shall be as transparent as possible in applying its 

supervisory review process.  

5.6. The Financial Supervision Authority’s supervisory evaluation shall be proactive and take 

into account all available information on possible future changes in the credit profile of a 

credit institution/investment firm. 

5.7. The Financial Supervision Authority shall perform or review its supervisory evaluation at 

least once a year to ensure that the evaluation is sufficiently relevant and accurate.  

5.8. The Financial Supervision Authority’s annual evaluation may be limited to reviewing the 

supervisory evaluation of essential areas. 

5.9. If the Financial Supervision Authority becomes aware of any new information that may 

have substantial effect on the risk profile of a credit institution/investment firm, it may be 

necessary to perform an additional supervisory evaluation outside the usual annual 

evaluation period. 

 

6. Principle of proportionality 
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6.1. The Financial Supervision Authority shall always follow the principle of proportionality 

when applying its supervisory review process.  

6.2. In defining the frequency and intensity of supervisory review process, the Financial 

Supervision Authority shall consider the following aspects: 

1) nature, scope and complexity of activities of a credit institution/investment firm; 

2) importance of a credit institution/investment firm for the stability of financial system, 

and the volume of its client base; 

3) risk profile of a credit institution/investment firm in relation to its capital, yield 

capacity and reliability of its risk management processes and internal control 

mechanisms; 

4) level of integration of a credit institution/investment firm into a cross-border financial 

group. 

6.3. The Financial Supervision Authority shall expect that bigger or more complex credit 

institutions/investment firms use more advanced risk management processes and internal 

capital adequacy assessment methods. 

6.4. When allocating resources for applying the supervisory review process, the Financial 

Supervision Authority shall follow the principles of risk-based supervision and 

proportionality.  

6.5. When applying the supervisory review process, the Financial Supervision Authority shall 

allocate more resources for credit institutions/investment firms that are systemically 

important or have high risk levels.  

 

7. Stages of the supervisory review process 

 

7.1. Main stages of the Financial Supervision Authority’s supervisory review process are the 

following: 

1) the Financial Supervision Authority shall assess risk profiles of credit 

institutions/investment firms at the end of each year, based on its risk assessment 

system (RAS);  

2) each credit institution/investment firm shall submit with the Financial Supervision 

Authority a written summary of its internal capital adequacy assessment process by 

31 March each year, unless otherwise agreed by the credit institution/investment firm 

due to group-scaled synchronization of submission deadline; 

3) the Financial Supervision Authority shall assess the relevance and reliability of the 

internal capital adequacy assessment process of each credit institution/investment 

firm, based in addition to the written summary of the internal capital adequacy 

assessment process also on other information on the risk profile, risk management 

processes, internal control mechanisms and internal governance of the credit 

institution/investment firm; 

4) the Financial Supervision Authority shall require additional information or perform 

on-site inspection, if necessary, in the credit institution/investment firm for assessing 

the functioning of internal capital adequacy assessment process; 

5) the Financial Supervision Authority shall provide preliminary written feedback on the 

reliability of internal capital adequacy assessment process of the credit 

institution/investment firm as well as ask more detailed questions, if necessary;  

6) the Financial Supervision Authority shall organize a dialogue with each credit 

institution/investment firm, and during this dialogue the credit institution/investment 

firm shall be able to express its views and comment on preliminary feedback received 

from the Financial Supervision Authority, provide answers to more detailed questions 
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and explain the methods and results of its internal capital adequacy assessment 

process; 

7) the Financial Supervision Authority shall formulate its conclusive supervisory 

evaluation on the capital adequacy of the credit institution/investment firm; 

8) the Financial Supervision Authority shall inform each credit institution and 

investment firm in writing of its supervisory evaluation and resulting potential 

recommendations or supervisory measures to be taken. 

 

8. Inputs to the supervisory review process 

 

8.1. Main inputs to the supervisory review process of the Financial Supervision Authority are 

the following: 

1) output of the risk assessment system of the Financial Supervision Authority; 

2) the Authority’s evaluation on the internal capital adequacy assessment process of the 

credit institution/investment firm. 

8.2. In its supervisory evaluation the Financial Supervision Authority shall consider all 

essential information that has been received during its supervisory activities and that 

originates inter alia from the following sources: 

1) on-site inspections; 

2) supervisory reporting; 

3) public reports; 

4) internal reports of credit institutions/investment firms; 

5) ad hoc inquiries; 

6) additional reports, questionnaires and special reports submitted in accordance with 

the methodology of the Financial Supervision Authority; 

7) communication with representatives of various functions in the credit 

institution/investment firm, including representatives of management as well as the 

functions of risk management, treasury, internal audit and conformity control; 

8) communication with external auditors; 

9) various public sources. 

 

9. Methods of the supervisory review process 

 

9.1. Methods used by the Financial Supervision Authority in the supervisory review process 

shall include: on-site supervisory activities, i.e. controls performed in credit 

institutions/investment firms; and analytical or off-site supervisory activities, i.e. 

collection and analysis of information. 

9.2. The Financial Supervision Authority shall perform on-site inspections during its 

supervisory review process, if necessary, based particularly on the following: 

1) analytical conclusions from supervisory activities; 

2) market developments or changes in the strategy of a credit institution/investment firm 

that refer to a significant increase in material risks or to emerging new material risks. 

9.3. Analytical supervisory activities of the Financial Supervision Authority shall include the 

analysis of quantitative and qualitative information.  

9.4. Based on the analysis of quantitative information, the Financial Supervision Authority 

shall identify anomalies or alarming trends that may jeopardize the capital adequacy of a 

credit institution/investment firm. 

9.5. During its supervisory review process the Financial Supervision Authority shall also rely 

on qualitative information concerning risk management processes, internal control 
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mechanisms, as well as internal and general governance of a credit institution/investment 

firm.  

9.6. Risk assessment system (RAS) is an important component of the Financial Supervision 

Authority’s supervisory activities.  

 

 

 

 

10. Risk assessment system of the Financial Supervision Authority 

 

10.1. Risk assessment system is an internal tool of the Financial Supervision Authority that is 

used by the Authority for the assessment of risk profiles of credit institutions/investment 

firms as well as for planning supervisory activities and resources. 

10.2. In order to evaluate the internal capital adequacy assessment process of a credit 

institution/investment firm as well as its capital adequacy, the Financial Supervision 

Authority shall first assess the risk profile of the credit institution/investment firm, based 

on its risk assessment system.  

10.3. Risk assessment system of the Financial Supervision Authority shall be based on expert 

assessments. 

10.4. Risk assessment system of the Financial Supervision Authority shall take into account 

qualitative and quantitative information. 

10.5. Risk assessment system of the Financial Supervision Authority shall cover all areas of 

activities of a credit institution/investment firm from which material risks arise.  

10.6. In evaluating an individual risk profile under its risk assessment system, the Financial 

Supervision Authority shall systematically map all current and potential risks of the 

credit institution/investment firm as well as respective control measures, taking into 

account risk management processes, internal control mechanisms and internal 

governance of the credit institution/investment firm. 

10.7. Risk assessment system of the Financial Supervision Authority shall assess risks before 

and after performing controls. 

10.8. Output of the risk assessment system of the Financial Supervision Authority shall not be 

an individual rating, but a matrix of assessments provided on a scale set for risks and risk 

controls. 

 

11. Using proactive methods 

 

11.1. The Financial Supervision Authority shall expect that each credit institution/investment 

firm analysis various development scenarios stemming from potential external risk 

factors when designing its strategy for ensuring capital adequacy.  

11.2. The Financial Supervision Authority shall expect that each credit institution/investment 

firm performs stress tests, scenario analysis and sensitivity analysis when analysing 

various potential development scenarios, in order to identify potential adverse effects of 

external risk factors on its activities and capital.  

11.3. The Financial Supervision Authority shall expect that each credit institution/investment 

firm performs regular stress tests, scenario analysis and sensitivity analysis for all 

material risks arising from its activities. 

11.4. The Financial Supervision Authority shall expect that each credit institution/investment 

firm takes into account also its potential to raise additional capital when assessing the 
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effects of outcomes from stress tests, scenario analysis and sensitivity analysis on its 

capital.  

11.5. The Financial Supervision Authority may itself perform stress tests, scenario analysis or 

sensitivity analysis in order to identify the need for early supervisory intervention, or 

require the credit institution/investment firm to perform such tests or analysis on the basis 

of assumptions specified by the Financial Supervision Authority.  

 

 

 

12. Factors to be assessed during the supervisory review process 

 

12.1. Main characteristics of credit institutions/investment firms that shall be taken into 

account by the Financial Supervision Authority during its supervisory review process, 

based on the nature, scope and complexity of activities of each credit 

institution/investment firm, are the following: 

1) capital related aspects; 

2) credit risk; 

3) concentration risk; 

4) market risk; 

5) operational risk; 

6) interest rate risk arising from non-trading activities; 

7) liquidity risk; 

8) reputation risk, business risk and strategic risk; 

9) risk management processes; 

10) internal governance and internal control mechanisms. 

12.2. During its supervisory review process, the Financial Supervision Authority shall also take 

into account, if necessary, specific risks of a credit institution/investment firm that have 

not been mentioned above. 

 

13. Assessment of capital related aspects 

 

13.1. One of the main elements of the Financial Supervision Authority’s supervisory review 

process is the analysis of the level, structure and stability of capital, because various 

capital adequacy indicators are based on capital and the risk tolerance of a credit 

institution/investment firm depends on capital.  

13.2. In assessing capital related aspects during its supervisory review process, the Financial 

Supervision Authority shall focus inter alia on the following: 

1) capital structure, especially the level of Tier 1 own funds in capital; 

2) flexibility of a credit institution/investment firm and its financial group in capital 

planning, whereas special attention should be paid to foreseeable events and facts that 

may adversely affect capital adequacy of a credit institution/investment firm, 

including: 

a) big asset discounts or other expenses that may affect capital, especially in a 

situation where operating income is not sufficient to cover such expenses; 

b) expansion plans that may decrease the capital level of a credit 

institution/investment firm in a short or medium term basis or increase its risk 

weighted assets; 

3) ability of a credit institution/investment firm to raise additional capital, if necessary, 

on reasonable temporal and financial terms; 
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4) potential restrictions to the free movement of capital within a financial group. 

13.3. In assessing capital related aspects, the Financial Supervision Authority shall focus on 

capital planning. 

13.4. The Financial Supervision Authority shall expect that each credit institution/investment 

firm sets a concrete internal capital target as an advisable or minimally acceptable level 

of capital adequacy. 

13.5. The Financial Supervision Authority shall expect that each credit institution/investment 

firm takes necessary steps in due time to raise additional capital or to mitigate risks, if 

effective capital is approaching the capital need identified under the internal capital 

adequacy assessment process.  

13.6. The Financial Supervision Authority shall expect that each credit institution/investment 

firm informs the Authority immediately when the capital need identified under the 

internal capital adequacy assessment process exceeds the level of effective capital, and 

submits an adequate plan for raising additional capital or mitigating risks.  

13.7. During its supervisory review process, the Financial Supervision Authority shall pay 

attention to the dividend policy of a credit institution/ investment firm, as well as on its 

conformity to the level of capital adequacy.  

 

14. Assessment of credit risk 

 

14.1. In assessing the credit risk during its supervisory review process, the Financial 

Supervision Authority shall focus on the loan portfolio in case of a credit institution and 

on non-trading activities in case of an investment firm.  

14.2. In assessing the credit risk during its supervisory review process, the Financial 

Supervision Authority shall focus inter alia on the following: 

1) loan portfolio dynamics; 

2) policy of granting loans; 

3) independence of functions responsible for granting and approving loans; levels of 

making decision to grant loans; and delegation of decision making;  

4) procedures for measuring, monitoring and controlling the credit risk, including 

procedures for rating renewal; 

5) importance of statistical models in making important loan decisions and in measuring 

the credit risk; 

6) quality of loan portfolio, considering inter alia internal ratings and measures for 

mitigating the credit risk; 

7) share and dynamics of problematic claims as well as prudency level of the 

classification of problematic claims; 

8) coverage of problematic claims with provisions and frequency of adjusting the level 

of provisioning; 

9) use of credit risk stress tests and relevant assumptions, use of stress test results in 

monitoring and controlling the credit risk; 

10) claims against connected parties, including management and shareholders. 

 

15. Assessment of concentration risk 

 

15.1. The Financial Supervision Authority suggests that a credit institution/investment firm 

should not consider regulative concentration risk limits for single counterparties and 

connected parties as internal limits, but rather set more strict concentration risk limits 

based on the nature of its business activities.  
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15.2. The Financial Supervisory Authority shall expect that the analysis of concentration risk 

performed by a credit institution/investment firm is not limited to only major 

counterparties, but also takes account the concentration by sectors and geographical 

regions.  

15.3. In assessing the concentration risk during its supervisory review process, the Financial 

Supervision Authority may also apply or ask the credit institution/investment firm to 

apply the Herfindahl-Hirschman Index, which is calculated by squaring the market share 

of each counterparty and then summing the resulting numbers; in case of well-diversified 

loan portfolios, the value of this index is close to zero. 

15.4. In assessing the concentration risk during its supervisory review process, the Financial 

Supervision Authority shall focus primarily on the following: 

1) established limits and methods for monitoring these limits; 

2) applied concentration risk measures and the adequacy of methodology for assessing 

the level of concentration; 

3) procedures for aggregating claims of a single counterparty or connected parties; 

4) methodology and relevance of stress tests performed for concentration risk. 

 

16. Assessment of market risk 

 

16.1. The Financial Supervision Authority shall pay a great attention to market risk in case of 

credit institutions/investment firms who have a significant market risk exposure or 

significant trading activities in relation to capital and total revenue.  

16.2. In assessing the market risk during its supervisory review process, the Financial 

Supervision Authority shall focus particularly on the following: 

1) trading strategy and its conformity with general business strategy; 

2) management involvement in defining and monitoring trading strategy; 

3) nature and complexity of transactions; trading volume and the size of related market 

risk exposures; volatility and relative profitability of trading volumes; 

4) results of market risk stress tests, in order to assess the effects of significant changes 

in market conditions on capital; 

5) existence of human and technical resources in a credit institution/investment firm for 

performing and monitoring trading activities; 

6) market risk monitoring system, including the separation of back-office and front-

office functions, functioning of internal control mechanisms and the existence of 

properly informed management; 

7) conformity of internal control mechanisms with the nature and complexity of 

transactions as well as organizational structure, particularly in terms of establishing 

formal limits and measurement and monitoring of market risk. 

 

17. Assessment of operational risk 

 

17.1. During its supervisory review process, the Financial Supervision Authority shall assess 

the operational risk exposure of a credit institution/investment firm, focusing inter alia on 

information technology and business continuity risks. 

17.2. In assessing the operational risk during its supervisory review process, the Financial 

Supervision Authority shall focus particularly on the following: 

1) procedures of a credit institution/investment firm for identifying and recording 

important incidents and loss events; 
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2) arrangement of operational risk monitoring system; existence, role and position of an 

employee responsible for operational risk; 

3) procedure for reporting on operational risk; 

4) existence of internal control mechanisms for the mitigation of operational risk; 

5) scope of internal control mechanisms related to operational risk, in order to ensure 

that all important activities and structural units of a credit institution/investment firm 

are included in the measurement and monitoring of operational risk as well as 

covered by internal control mechanisms. 

 

18. Assessment of interest rate risk arising from non-trading activities 

 

18.1. During its supervisory review process, the Financial Supervision Authority shall assess 

the interest rate risk exposure arising from non-trading activities of a credit institution or 

an investment firm with significant non-trading activities.  

18.2. The Financial Supervision Authority shall expect that each credit institution and 

investment firm with significant non-trading activities performs stress tests in order to 

determine the effects of interest rate volatility, based on assumptions corresponding to its 

business activities.  

18.3. The Financial Supervision Authority shall expect that each credit institution and 

investment firm with significant non-trading activities is able to measure the effects of a 

sudden and steep shift in interest rate curve, also in accordance with criteria specified by 

the Financial Supervision Authority. 

18.4. In assessing the interest rate risk arising from non-trading activities during its supervisory 

review process, the Financial Supervision Authority shall focus particularly on the 

following: 

1) general interest rate risk strategy; 

2) procedures for controlling of and reporting on interest rate risk; 

3) methods used for measuring interest rate risk; 

4) scope of stress scenarios in order to ensure the coverage of all important activities and 

structural units; 

5) assumptions used in stress scenarios and their relevance; 

6) effects of stress scenarios on capital and profitability. 

 

19. Assessment of liquidity risk 

 

19.1. During its supervisory review process, the Financial Supervision Authority shall assess 

the ability of a credit institution/investment firm to perform its short-term obligations and 

to refinance itself.  

19.2. As the supervisory review process is primarily focused on capital adequacy, the Financial 

Supervision Authority pays great attention in assessing the liquidity risk to the 

assessment of the effects of expenses occurred due financing. 

19.3. In assessing the liquidity of a credit institution during its supervisory review process, the 

Financial Supervision Authority shall consider both quantitative and qualitative 

indicators in order to identify potential weaknesses in credit institution’s liquidity 

management and financing policy.  

19.4. In assessing the liquidity of an investment firm during its supervisory review process, the 

Financial Supervision Authority relies primarily on the result of investment firm’s 

internal liquidity monitoring and especially on its cash flow forecasts.  
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19.5. In assessing the liquidity risk during its supervisory review process, the Financial 

Supervision Authority shall focus particularly on the following: 

1) liquidity ratios; 

2) quality and development level of the liquidity risk management system as well as the 

use of various limits and forecasting methods; 

3) diversification and stability of financing sources, based on the variety of sources as 

well as on the number of depositors; 

4) capability of a credit institution/investment firm to tolerate sudden termination of 

financing, e.g. as a result of partial or total cessation of money market activities or 

withdrawal of resources by clients; 

5) ability to acquire additional resources from its financial group on reasonable temporal 

and financial terms; 

6) performance of adequate liquidity risk stress tests, taking into account the nature of 

business activities and the structure of refinancing; use of stress test results for (inter 

alia) establishing limits. 

 

20. Assessment of reputation risk, business risk and strategic risk 

 

20.1. During its supervisory review process, the Financial Supervision Authority shall assess as 

material risks inter alia the reputation risk, the business risk and the strategic risk of a 

credit institution/investment firm.  

20.2. In assessing the reputation risk during its supervisory review process, the Financial 

Supervision Authority shall focus particularly on the following: 

1) reputation of a credit institution/investment firm in the eyes of its customers, 

counterparties, investors and supervisors; 

2) potential adverse effects of the activities of a credit institution/investment firm on its 

reputation; 

3) number and content of customer complaints as well as potentially accompanying 

expenses; 

4) existence of adequate measures for preventing money laundering and terrorist 

financing; 

5) potential effects of materialized reputation risk on the client base of a credit 

institution/investment firm and on its ability to generate income. 

20.3. In assessing the business risk during its supervisory review process, the Financial 

Supervision Authority shall focus particularly on the following:  

1) business strategy and business plan of a credit institution/investment firm; 

2) planned activities, target markets and target clients of a credit institution/investment 

firm; 

3) ability of a credit institution/investment firm to generate adequate income and profit 

from its core activities in order to ensure its sustainability; 

4) potential future problems in generating profit, including potential loss of income 

base; 

5) volatility of income of a credit institution/investment firm; 

6) level and structure of and trends in income and expenditure of a credit 

institution/investment firm; 

7) level and structure of and trends in profitability ratios and indicators (e.g. ROE, 

income-to-expenses ratio) of a credit institution/investment firm. 

20.4. In assessing the strategic risk during its supervisory review process, the Financial 

Supervision Authority shall focus particularly on the following: 
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1) business strategy of a credit institution/investment firm and its functioning under 

current external environment conditions; 

2) ability of a credit institution/investment firm to adapt its business strategy according 

to changing external environment conditions; 

3) ability of a credit institution/investment firm to implement in practice its business 

strategy, including the existence of necessary resources and adequate organization. 

 

 

 

21. Assessment of risk management processes 

 

21.1. An important element of the Financial Supervision Authority’s supervisory review 

process is the assessment of functioning and quality of risk management processes of a 

credit institution/investment firm. 

21.2. The Financial Supervision Authority shall expect that each credit institution/investment 

firm draws up, records and implements adequate risk management policies and 

procedures for material risks arising from its activities.  

21.3. In assessing risk management processes during its supervisory review process, the 

Financial Supervision Authority shall focus particularly on the following: 

a) existence of adequate risk management policies and procedures; 

b) procedures for risk identification; 

c) reliability of applied risk assessment methods; 

d) regularity of risk measurement; 

e) existence of adequate risk control procedures, including the existence of risk limits 

and other restrictions; 

f) efficiency of risk mitigation; 

g) existence of adequate risk reporting procedures in order to ensure that the board, 

management and key executives of a credit institution/investment firm are informed 

on regular basis of risks arising from its activities, risk levels and trends, potential 

effects of risks on capital as well as other information necessary for decision making; 

h) operation of internal control mechanisms in order to ensure the conformity with risk 

management policies and procedures; 

i) separation of risk management functions, chain of command and responsibility. 

 

22. Assessment of internal governance and internal control mechanisms 

 

22.1. An important element of the Financial Supervision Authority’s supervisory review 

process is the assessment of general organisation of a credit institution/investment firm, 

particularly its internal governance and internal control mechanisms. 

22.2. During its supervisory review process, the Financial Supervision Authority shall assess 

the organizational structure of a credit institution/investment firm, its internal governance 

and internal control mechanisms, particularly based on information received during on-

site inspections as well as on communication and meetings with the credit 

institution/investment firm. 

22.3. In assessing internal governance and internal control mechanisms during its supervisory 

review process, the Financial Supervision Authority shall focus particularly on the 

following: 

1) suitability of the organizational structure for business and strategic goals of a credit 

institution/investment firm; 
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2) ability of the management to implement clearly defined strategies in the relevant 

internal governance system; 

3) role of the management in monitoring the efficiency of internal control mechanisms; 

4) existence of adequate documentation describing internal control mechanisms; 

5) operation of internal control mechanisms, including the existence of adequate human 

and technical resources and organization that ensures the performance of independent 

controls; 

6) scope of internal control mechanisms in the organization in order to ensure the 

coverage of all activities with internal control mechanisms, irrespective of their 

geographical or intra-group location; 

7) existence of internal audit function, its independence, efficiency and readiness to 

collaborate with the Financial Supervision Authority; 

8) existence of conformity control function and application of procedures that ensure the 

conformity of new products, compilation of information and implementation of 

necessary measures; 

9) existence of business continuity plans; 

10) existence of control systems for outsourced activities in order to control pertinent 

risks. 

 

23. Supervisory evaluation of the internal capital adequacy assessment process  

 

23.1. Expectation of the Financial Supervision Authority regarding the internal capital 

adequacy assessment process of a credit institution/investment firm are described in the 

Authority’s Advisory Guidelines “Requirements to internal capital adequacy assessment 

process”. 

23.2. Internal capital adequacy assessment process is an internal process of a credit 

institution/investment firm and its specific application is not prescribed by the Financial 

Supervision Authority.  

23.3. Although the internal capital adequacy assessment process is an internal process of a 

credit institution/investment firm, the role of the Financial Supervision Authority is to get 

assurance during its supervisory review process that policies and procedures applied by a 

credit institution/investment firm guarantee the functioning of a reliable internal capital 

adequacy assessment process.  

23.4. During its supervisory review process, the Financial Supervision Authority shall assess 

the following: 

1) policies and procedures of internal capital adequacy assessment process and their 

practical implementation; 

2) whether the internal capital adequacy assessment process identifies and covers all 

material risks which a credit institution/investment firm is or may be exposed to; 

3) methods, assumptions and conclusions used in the internal capital adequacy 

assessment process, as well as the conformity of methodology with risks and with the 

nature, scope and complexity of activities of a credit institution/investment firm; 

4) methods, assumptions, qualitative results and conclusions of stress tests, scenario 

analysis and sensitivity analysis, as well as decisions made on the basis of such tests 

and analysis; 

5) qualitative results of internal capital adequacy assessment process as well as the 

conformity of evaluated capital need with actual risk profile of a credit 

institution/investment firm; 

6) whether each material risk has been mitigated through capital or by any other 

adequate mean; 
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7) procedures and outcomes of capital planning as well as the conformity of capital with 

risks and with the nature, scope and complexity of activities of a credit 

institution/investment firm; 

8) involvement of management and key executives of a credit institution/investment 

firm in the internal capital adequacy assessment process; 

9) using of outcomes of internal capital adequacy assessment process in decision making 

processes of a credit institution/investment firm. 

23.5. If the Financial Supervision Authority concludes during its supervisory review process 

that the internal capital adequacy assessment process of a credit institution/investment 

firm is not adequate or in conformity with risks and with the nature, scope and 

complexity of activities of a credit institution/investment firm, the Authority shall inform 

the credit institution/investment firm thereof and require it to implement measures for 

improving the quality of its internal capital adequacy assessment process or for 

eliminating any deficiencies identified during this process. 

 

24. Supervisory evaluation of capital need 

 

24.1. The Financial Supervision Authority shall decide the extent to which the outcomes of 

internal capital adequacy assessment process of a credit institution/investment firm can 

be used as inputs to the supervisory review process – the extent of using the outcomes of 

internal adequacy assessment process of a credit institution/investment firm as inputs to 

the supervisory review process by the Financial Supervision Authority increases as these 

outcomes become more reliable.  

24.2. In general, the Financial Supervisory Authority shall assess the calculations of capital 

need made during the internal capital adequacy assessment process based on the principle 

of top-down reliability assessment, not on the principle of bottom-up quantitative 

validation. 

24.3. The Financial Supervision Authority’s evaluation of capital need of a credit 

institution/investment firm may conform with the outcome of internal capital adequacy 

assessment process of the credit institution/investment firm, provided that the credit 

institution/investment firm can assure to the Financial Supervision Authority that all its 

risks have been adequately identified and covered with capital, that processes and 

methods used for risk identification and measurement are reliable and that assumptions 

used in capital need calculations are reasonable.  

24.4. During its supervisory review process, the Financial Supervision Authority generally 

does not concurrently perform the calculation for assessing the capital need. 

24.5. The Financial Supervision Authority shall calculate the capital need only in case there is 

a reason to believe that outcomes of the internal capital adequacy assessment process of a 

credit institution/investment firm are unreliable due to serious deficiencies in this 

process. 

24.6. The Financial Supervision Authority shall expect that, in addition to regulative capital 

requirement, each credit institution and investment firm has got capital for covering risks 

not covered by regulative capital requirement or risks that are totally without cover and 

for covering potential adverse effects due to external risk factors.  

24.7. Although the capital need calculated during the internal capital adequacy assessment 

process of a credit institution/investment firm may in principle be smaller than the 

regulative capital requirement, the Financial Supervision Authority shall expect that this 

capital need calculated during the internal capital adequacy assessment process generally 

exceeds the regulative capital requirement.  
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24.8. The Financial Supervision Authority shall expect that each credit institution/investment 

firm operates with capital that exceeds the capital need calculated during the internal 

capital adequacy assessment process, by having an additional capital buffer that would 

protect it against a sudden drop in the capital adequacy level below the desired level and 

minimize effects of the phase of economic cycle on its capital adequacy. 

24.9. The Financial Supervision Authority shall not consider capital buffer that exceeds the 

capital need calculated during the internal capital adequacy assessment process as an 

additional capital requirement, but as an advisable element in planning the capital of a 

credit institution/investment firm. 

 

 

25. Dialogue during the supervisory review process 

 

25.1. An integral element of the supervisory review process is the dialogue between the 

Financial Supervision Authority and a credit institution/investment firm.  

25.2. The purpose of this dialogue between the Financial Supervision Authority and a credit 

institution/investment firm is to reach a common objective evaluation regarding the risk 

profile and the respective capital need of the credit institution/investment firm. 

25.3. The Financial Supervision Authority shall be responsible for initiation and designing of 

dialogue. 

25.4. The Financial Supervision Authority shall decide the initiation, nature and intensity of 

dialogue, based on the risk profile and systemic importance of a credit 

institution/investment firm.  

25.5. Intensity and profoundness of dialogue shall be proportional to the systemic importance 

of the credit institution/investment firm and to the nature, scope and complexity of its 

activities.  

25.6. Small credit institutions and investment firms with simple activities are not required to 

apply the internal capital adequacy assessment process; therefore, an intensive dialogue 

with the Financial Supervision Authority is generally not required.  

25.7. Dialogue between a credit institution/investment firm and the Financial Supervision 

Authority in aimed inter alia at the following: 

1) to give to the Financial Supervision Authority the possibility to get a better 

understanding of the following areas of the credit institution/investment firm:  

a) business strategy and organization; 

b) structure of the internal capital adequacy assessment process; 

c) choice of risk strategy; 

d) definition of risk tolerance; 

e) risk management processes and internal control mechanisms; 

f) risk identification principles; 

g) risk measurement methods and respective assumptions; 

h) risk monitoring and reporting; 

i) risk aggregation; 

j) adequacy of capital necessary for covering risks; 

k) capital structure and capital planning, including the possibility to raise additional 

capital; 

l) reasons for possible differences between the outcome of internal capital adequacy 

assessment process and regulative capital requirements; 

2) to explain to the credit institution/investment firm the background of the Financial 

Supervision Authority’s supervisory evaluation; 
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3) to give to the credit institution/investment firm the possibility to provide additional 

information for the elaboration of supervisory evaluation; 

4) to exchange information on the most significant findings and important discovered 

deficiencies; 

5) to reach a common understanding on the risk profile and capital need of the credit 

institution/investment firm; 

6) to give to the Financial Supervision Authority the possibility to explain the 

amendments that have to be made in risk management processes and internal control 

mechanisms of the credit institution/investment firm in order to guarantee their 

conformity with its activities and risk profile; 

7) to give to the Financial Supervision Authority the possibility to explain the reasons 

for adjusting the capital need of the credit institution/investment firm;  

8) to discuss the implementation of possible supervisory measures. 

25.8. If the Financial Supervisory Authority identifies significant deficiencies in risk 

management processes, internal control mechanisms, internal capital adequacy 

assessment process or other areas of a credit institution/investment firm that may affect 

its capital adequacy, the dialogue between the credit institution/investment firm and the 

Financial Supervision Authority shall be primarily focused on achieving an agreement on 

the elimination of deficiencies or implementation of necessary measures. 

25.9. Credit institutions and investment firms may amend the outcomes of internal capital 

adequacy assessment process due this dialogue.  

25.10. In assessing the internal capital adequacy assessment process of a credit 

institution/investment firm, the Financial Supervision Authority shall take into account 

the fact that responsibilities and liabilities for the internal capital adequacy assessment 

process frequently lie on different levels of a credit institution/investment firm; therefore, 

also the dialogue may take place on different levels: 

1) general strategy, capital planning, raising of additional capital, risk management 

strategy, risk appetite and risk profile may be discussed on the level of the 

management of a credit institution/investment firm; 

2) identification, measurement, monitoring and mitigation of risks of a credit 

institution/investment firm as well as methods for calculation of capital need may be 

discussed on the level of employees who are responsible for the internal capital 

adequacy assessment process of the credit institution/investment firm. 

25.11. At the end of dialogue the Financial Supervision Authority shall communicate its 

supervisory evaluation to the credit institution/investment firm.  

25.12. The Financial Supervision Authority shall provide the credit institution/investment firm 

with adequately detailed information on factors that formed the basis for the Authority’s 

supervisory evaluation.  

25.13. The Financial Supervision Authority shall inform the credit institution/investment firm 

on an appropriate organizational level – generally the management level – of its 

supervisory evaluation, possible actions advisable for the credit institution/investment 

firm, as well as possible implementation of supervisory measures.  

 

26. Implementation of supervisory measures  

 

26.1. Implementation of supervisory measures is one possible outcome of the supervisory 

review process of the Financial Supervision Authority. 

26.2. If the Financial Supervision Authority decides as a result of its supervisory review 

process that there are significant deficiencies in risk management processes, internal 

control mechanisms, internal capital adequacy assessment process or other areas of a 
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credit institution/investment firm that may affect its capital adequacy, the Authority shall 

consider the implementation of supervisory measures.  

26.3. The Financial Supervision Authority shall make its final decision on the implementation 

of supervisory measures, based on the results of dialogue held with the credit 

institution/investment firm.  

26.4. Supervisory measures to be implemented by the Financial Supervision Authority during 

its supervisory review process may include the following: 

1) setting of an additional capital requirement that exceeds the regulative capital 

requirement or setting of other restrictions for the own funds of the credit 

institution/investment firm; 

2) requirement that the credit institution/investment firm should improve its internal 

control mechanisms or risk management processes; 

3) requirement that the credit institution/investment firm should change its approach to 

the valuation of assets and apply a specific provisioning policy or a specific policy for 

the valuation of assets in the context of assessing its capital adequacy;  

4) limitation of business activities of the credit institution/investment firm; 

5) requirement that the credit institution/investment firm should limit the risk arising 

from its business activities, products or systems. 

26.5. In accordance with the principle of proportionality the Financial Supervision Authority 

shall use the least strict supervisory method necessary for achieving the objective.  

26.6. Selection of supervisory methods to be implemented by the Financial Supervision 

Authority shall be conditioned by severity of problems and their reasons. 

26.7. The Financial Supervision Authority shall immediately inform the credit 

institution/investment firm of the implementation of supervisory measures and: 

1) explain factors that have had an influence on the supervisory evaluation; 

2) present deficiencies and set a schedule for the elimination of these deficiencies; 

3) provide reasons for any potential adjustment in the assessment of capital need. 

26.8. The Financial Supervision Authority shall use supervisory measures both separately and 

combined.  

26.9. Depending on circumstances, the Financial Supervision Authority may apply as a 

supervisory measure an additional capital requirement, combine the additional capital 

requirement with other supervisory measures or implement other supervisory measures 

instead of the additional capital requirement.  

 

27. Setting of additional capital requirement  

 

27.1. The Financial Supervision Authority shall set an additional capital requirement for a 

credit institution/investment firm only where the capital, risk management processes or 

internal control mechanisms of the credit institution/investment firm are not in 

conformity with its risks and the situation cannot be improved through the application of 

other supervisory measures in a reasonable time period.  

27.2. The Financial Supervision Authority may set an additional capital requirement also in the 

following cases: 

1) there is a doubt that the capital of the credit institution/investment firm is not 

adequate for covering its risks, particularly in a situation where risks or the risk 

concentration can increase unchecked; 

2) risks are being systematically underestimated in the context of capital adequacy, 

including when using Internal Ratings Based Approach for credit risk, Advanced 

Measurement Approach for operational risk or internal model approach for market 

risk; 
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3) rapid or significant increase in the volume of business or taking up new activities 

without an adequate capital buffer; 

4) significant or permanent deficiencies in risk management processes or internal 

control mechanisms of the credit institution/investment firm; 

5) significant predictable loss or inadequate profitability that may jeopardize the capital 

adequacy of the credit institution/investment firm; 

6) there is a persistent doubt that the credit institution/investment firm is not able to 

raise, if necessary, additional capital from owners, particularly where owners are 

other than financial institutions. 

27.3. Although capital has a significant role to play in the mitigation of risks, the Financial 

Supervision Authority shall consider during its supervisory review process that capital is 

not an adequate long-term method for eliminating integral deficiencies in risk 

management processes, internal control mechanisms or internal governance of a credit 

institution/investment firm. 

27.4. Additional capital requirement set by the Financial Supervision Authority is specific to 

the credit institution/investment firm by its nature and it can be reviewed or withdrawn 

when the situation is changed.  

27.5. As the additional capital requirement that is applied as a supervisory measure is specific 

to the credit institution/investment firm, its application by the Financial Supervision 

Authority is not based on a specific method prescribing a single and predetermined link 

between the identification of risk and setting of additional capital requirement. 

27.6. The Financial Supervision Authority shall notify the credit institution/investment firm 

individually of methods and presumptions used for setting the additional capital 

requirement. 

27.7. In setting the addition capital requirement, the Financial Supervision Authority shall 

consider inter alia the following aspects: 

1) possible error in the outcome of internal capital adequacy assessment process due to 

inadequacy or unreliability of used methods, assumptions or conclusions; 

2) possible error in the outcome of internal capital adequacy assessment process due to 

the fact that a risk has not been taken into account or has been taken into account only 

partially; 

3) possible error in the outcome of internal capital adequacy assessment process due to 

partial or total disregard of external risk factors; 

4) possible error in the outcome of internal capital adequacy assessment process due to 

overestimation of risk mitigation effects; 

5) possible error in the outcome of internal capital adequacy assessment process due to 

inadequate use of proactive methods, including stress tests, scenario analysis and 

sensitivity analysis; 

6) potential loss due to unreliable risk management processes or internal control 

mechanisms; 

7) necessary capital buffer due to inadequate profitability or the ability to generate 

income, or problems in raising additional capital. 

27.8. As the capital has to be able to adequately absorb losses, the Financial Supervision 

Authority may define the additional capital requirement as Tier 1 own funds or net own 

funds that include also Tier 2 own funds. 
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Definitions 

 

Basel II – an international capital adequacy standard drafted by the Basel Committee on 

Banking Supervision named „International Convergence of Capital Measurement and Capital 

Standards: a Revised Framework” that has been transposed in the European Union by Directives 

2006/48/EC and 2006/49/EC of the European Parliament and of the Council and in Estonia by 

the Credit Institutions Act and the Securities Market Act and legislation adopted under these 

Acts. 

 

Herfindahl-Hirschman Index – an index used for measuring inter alia the concentration of 

loan portfolio in respect of single counterparties.  

 

Interest rate risk – a risk arising from changes in interest rates. 

 

Capital – a set of instruments of own funds or commitments that can be used by a credit 

institution/investment firm for covering losses. 

 

Capital adequacy – a ratio that expresses the coverage of risks arising from the activities of a 

credit institution/investment firm with own funds. 

 

Capital buffer – an amount of capital that remains from covering risks and can be used for 

covering unexpected losses. 

 

Capital need – an amount of capital that in necessary for adequate coverage of risks. 

 

Exposure risk in the trading portfolio – a risk of changing stock prices and interest rates 

arising from trading portfolio exposures. 

 

Counterparty risk in the trading portfolio – a risk that the counterparty to the trading portfolio 

transaction is not able or willing to perform its contractual obligations. 

 

Settlement risk in the trading portfolio – a risk that the credit institution/investment firm 

transfers sold assets or money but does not receive purchased assets or money. 

 

Concentration risk – a risk arising from large exposures to a single counterparty or connected 

counterparties, or to such counterparties whose risks are affected by a common risk factor or 

between whose risks there is a strong positive correlation. 

 

Credit risk – a risk that the counterparty to transaction is not able or willing to perform its 

contractual obligations. 

 

Liquidity risk – a risk that a credit institution/investment firm is not able to perform its future 

obligation in due time or in full extent. 

 

Operational risk – a risk arising from inadequate or failed internal processes, people and 

systems or from external events. 

 

Pillar 2 – a principle-based part of Basel II framework that provides requirements to the internal 

assessment of risks and capital adequacy as well as to the supervision of this assessment. 
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Regulative capital requirement – capital need that is calculated on the basis of the Credit 

Institutions Act or the Securities Market Act as well as procedures prescribed in prudential 

norms that have been adopted on the basis of these Acts. 

 

Reputation risk – a risk arising from adverse perception of the image on the part of customers, 

counterparties, investors or supervisors. 

 

Risk – potential loss or unexpected variations in incomes or asset value that can be described by 

probability distribution. 

 

Risk appetite – an informed decision of a credit institution/investment firm to take a specific 

risk. 

 

Risk management process – a set of activities aimed at systematically identifying, measuring 

and controlling the risks of a credit institution/investment firm. 

 

Risk profile – a unique risk combination of each credit institution/investment firm arising from 

the nature, scope and complexity of its activities as well as from its business environment. 

 

Internal capital adequacy assessment process – a set of activities aimed at evaluating the risk 

profile of a credit institution/investment firm as well as the respective capital need. 

 

Strategic risk – a risk arising from inadequate strategy or improper implementation of strategy. 

 

Stress tests – an analysing method aimed at evaluating the effects of significant adverse changes 

in business environment factors on risks and capital need of a credit institution/investment firm. 

 

Scenario analysis – an analysing method aimed at evaluating the effects of concurrent changes 

in several business environment factors on risks and capital need of a credit 

institution/investment firm. 

 

Systematically important credit institution/investment firm – a credit institution/investment 

firm whose inadequate financial position (including inadequate capital level or liquidity) may 

jeopardize the stability of local financial system (including the functioning of payment systems). 

 

Sensitivity analysis – an analysing method aimed at evaluating the effects of changes in each 

business environment factor on risks and capital need of a credit institution/investment firm. 

 

Market risk – a risk arising from adverse changes in market prices. 

 

Foreign-exchange risk – a risk arising from changes in exchange rates. 

 

Business risk – a risk that inadequate business decisions or improper implementation of business 

decisions or inadequate reaction to changes in business environment or in the behaviour of 

customers or to technological development cause losses or reduces income. 

 


