
7/27/2015 Reg Cap Analytics – Evaluate the risk in regulatory capital

https://www.regcapanalytics.com/#/article/ARHPNBUP 1/3

MDAS: THE POSITION OF PILLAR 2 CAPITAL IN THE
STACK IS STILL UNCLEAR
The EBA's Piers Haben recently said pillar 2 capital requirements sit below the

combined buffers. But the market is unsure if this is the final word
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A recent speech by a senior European Banking Authority (EBA) official has failed to shed light on whether
a breach of pillar 2 capital requirements will result in distribution restrictions or not.

The speech by the EBA’s director of oversight, Piers Haben, in May had received wide attention from
issuers and investors because it implied that banks need to calculate their maximum distributable amount
(MDA) when they breach their combined pillar 1 plus pillar 2 capital requirements.

KEY TAKEAWAYS

Recent comments by an EBA official that pillar 2 capital sits below combined buffers have failed to
reassure the market. Depending on the location, a breach may lead to automatic distribution
restrictions
Few EU member states have clarified their position, and the current approach differs from country
to country
Disclosure of individual pillar 2 requirements and harmonisation across the EU is seen as more
important than the positioning within the capital stack

“For the first time we have clarified that additional capital requirements (pillar 2 requirements) that we
call Total SREP capital requirements (TSCR) should be seen as a binding requirement below the combined
buffer requirements,” Haben said in the speech. He added that the TSCR should be met by the same
quality of capital instruments as the minimum pillar 1 capital requirements.

This did sound like the answer to an important question. Just months earlier the EBA had refused to give
guidance on the location of pillar 2 requirements in the capital stack. “The EBA recognises the importance
of this topic and the potential effects on markets of capital instruments,” the authority wrote in December
2014 about disclosure and stacking of the TSCR. “However, […] after extensive and careful discussion, the
EBA has decided not to provide any guidance on this.”

What Piers Haben said subsequently appeared to be clear. Analysts at Morgan Stanley Research, for
instance, wrote in late May that the speech confirmed pillar 2 requirements “will […] lift the MDA hurdle”.

But several weeks after publication of the speech, many experts remain unconvinced.

The speech contradicts, for instance, the European Commission’s FAQ on the capital requirements
directive. A bar chart in the FAQ locates pillar 2 on top of CBRs, not below:

https://www.eba.europa.eu/documents/10180/935249/EBA-GL-2014-13+%28Guidelines+on+SREP+methodologies+and+processes%29.pdf#page=213
http://europa.eu/rapid/press-release_MEMO-13-690_en.htm?locale=en
javascript:void(null)
http://www.livechatinc.com/?partner=www.regcapanalytics.com&utm_source=chat_window
http://www.eba.europa.eu/documents/10180/1063068/Keynote+speech%252C%20Piers+Haben+-+4+May+2015.pdf#page=5
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"INVESTORS NEED TO
KNOW THE LINE IN THE
SAND. IF THE LINE IS
BLURRY, YOU CAN’T MAKE
A JUDGEMENT"

The FAQ, first published in 2013, used to be a reference point with regard to MDAs and combined buffer
requirements (CBRs) for European banks that operate under the CRD IV, as well as for investors.

But with the launch of the Single Supervisory Mechanism (SSM) in November 2014 and the EBA’s work on
the harmonisation of pillar 2 approaches across Europe, the debate about the location of the TSCR in the
capital stack boiled up again.

Experts also point to a closely related problem. “The bigger question to my mind is the disclosure of pillar
2 requirements,” a lawyer at a magic circle firm says. Only sufficient disclosure would allow investors to
assess the point at which either MDA restrictions kick in or – if TSCRs sit above CBRs - regulatory
discretion was likely to be exercised.

Khalid Krim, head of capital solutions at Morgan Stanley, agrees. “To make a judgement, investors need to
know the line in the sand,” he says. “As long as the line is blurry you can’t make a judgement.”

And it is in this context that Krim does not see Piers Haben’s speech
as the final word. The speech revealed the direction of travel, Krim
suggests, but a final clarification of the location of the TSCR is only
likely once disclosure rules are clear and SREP harmonised.

So far rules in EU member states are inconsistent, with most
countries having either no rules in place or requiring banks to keep
pillar 2 confidential. Meanwhile Italian banks, for instance Monte dei
Paschi di Siena, disclosed their overall capital requirement (pillar 1
plus pillar 2) imposed by the ECB following the introduction of the
SSM last year.

Swedish banks also have to disclose their pillar 2 capital requirement, but the local regulator,
Finansinspektionen, ruled that pillar 2 “does not affect the level at which the automatic restrictions on
distributions linked to the combined buffer requirement come into effect”.

http://english.mps.it/Investor+Relations/Comunicati/Archivio/Results+as+at+31+December+approved.htm
http://www.fi.se/Folder-EN/Startpage/Supervision/Miscellaneous/Listan/Capital-requirements-for-Swedish-banks1/
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The UK has also clarified its position. The Prudential Regulation Authority (PRA) distinguishes between a
pillar 2A and a pillar 2B requirement. Pillar 2B is confidential and a breach does not automatically trigger
MDA calculation. Banks may but are not required to disclose pillar 2A, and it “affect[s] the capital ratio at
which automatic capital distribution restrictions are triggered”. In other words, pillar 2A sits below, and
pillar 2B sits above the combined pillar 1 buffers.

“This reflects the lack of co-ordination on the way pillar 2 powers have hitherto been applied in different
EU member states,” Azad Ali, counsel at Shearman & Sterling’s financial regulatory group in London,
comments. “These differing approaches have to be reconciled across the EU.”

Morgan Stanley’s Khalid Krim agrees that as long as rules among all EU member states are aligned, the
question whether the TSCR sits above or below CBRs is less important. “If it’s done in the context of
harmonisation and disclosure I think this would be a positive, not a negative,” he says.

So what did Piers Haben have in mind when he made his comments? “Maybe he’s conceptualising what
the UK already has in place, in terms of differentiating between a pillar 2A and a 2B requirement,” Azad
Ali suggests.

And Krim thinks the market won’t have to wait much longer. He expects likely clarification in the fourth
quarter of 2015, following the publication of the final SREP methodology but ahead of the next EU stress
tests, which are set to take place in the spring of 2016.

http://www.bankofengland.co.uk/pra/Documents/publications/cp/2015/pillar2/cp115.pdf#page=17

