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ABBREVIATIONS

AMA Advanced Measurement Approach Advanced Measurement Approach

TSA
ASA

BIA

The Standardised Approach The Standardised Approach

Alternative Standardised Approach Use of an alternative indicator in the Stan-
dardised Approach

Basic Indicator Approach Basic Indicator Approach

The primary governing statutes for the development of this part of the Validation Guide-
lines include the provisions of the Act on Credit Institutions and Financial Enterprises
(subsequently the ACI), of Government Decree No. 200/2007 (VI1.30.) on the Manage-
ment and Capital Requirement of Operational Risk (subsequently the DOPR), of Directive
2006/48/EC (subsequently the CRD) and primarily its Annex X and of the document ti-
tled “Guidelines on the implementation, validation and assessment of Advanced Meas-
urement (AMA) and Internal Ratings Based (IRB) Approaches” (subsequently GL 10). The
contents of this part of the Validation Guidelines are to be considered as additions to the
above.

With regard to operational risk, in addition to the Advanced Measurement Approach, sim-
pler approaches are also discussed in these Guidelines.

Following the entry into force of Hungarian government decrees regulating the operational
risks of investment firms, the HFSA will amend the relevant sections to the extent that will
be necessary. Until the entry into force of the government decree, the HFSA shall apply
the contents of Chapters 1-3 of these Guidelines in relation to the general operational risks
of investment firms under Basel 2 and their capital requirements, while the contents of
Chapter 4 shall apply for special risks.

Pursuant to the general rules prescribed under Articles 68 and 71 of the CRD, capital re-
quirements for operational risks must be met on both the individual and the consolidated
levels. Individually, credit institutions and investment firms are subject to the Directive. An
institution may be exempted from the requirement to individually comply with the re-
quirement if it meets the conditions specified in the CRD. On a consolidated basis, with
consideration also to exemptions, the CRD interprets compliance for the group of institu-
tions subject to consolidated supervision, regardless of whether or not they are individually
subject to the CRD. Accordingly, systems for the identification, measurement, manage-
ment, analysis and reduction of operational risks must be established for the group of insti-
tutions subject to consolidated supervision.

1 VALIDATION OF THE USE OF SIMPLER APPROACHES
1.1 Basic Indicator Approach’

Pursuant to the DOPR, the use of the Basic Indicator Approach is not conditional on the
prior notification of, or authorisation by the HFSA. Nevertheless, these Guidelines contain
the supervisory interpretation of some details in order to assist institutions in their work

I CRD Annex X Part 1; DOPR Article 3
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and to provide transparency for the considerations of potential comprehensive supervisory
reviews that may be conducted once the approach has been implemented. In addition to
the issues discussed here, it is important to draw attention to the relevant sections of Arti-
cle 13/C of the Act on Credit Institutions and Financial Enterprises and of Annex V to
the CRD related to the organisational and technical requirements for risk management,
which will be discussed in more detail in Part III of these Guidelines within the part on
Corporate Governance.

1.1.1 Relevant Indicator

1. The relevant indicator is the average of the annual amounts of the items listed under CRD
Article 3 Paragraph (1), calculated over the last three fiscal years (which in Hungary is
identical to the last three calendar years). When performing the calculation data should be
taken from the three most recent audited annual reports for the three most recent subse-
quent completed business years prior to when the calculation is made. The annual
amounts must extend to all portfolios or business lines covered by the Basic Indicator Ap-
proach. Items that improve profits should be included with a positive sign, while items
that reduce profits should be included with a negative sign.

2. If actual data for the 3 prior years is not available to the institution for the calculation of
the average, business estimates may be used for periods where data is not available. For in-
stitutions, business lines or lines of activities just being started, the relevant indicator
should be estimated using data taken from the business plan. Estimates based on the busi-
ness plan are to be prepared only for the next, single full calendar year, until actual data
become available for three prior years. If the capital requirement is unusually low, the cal-
culations used for making the business estimates are to be presented by the institution if
instructed by the HFSA.

3. For institutions, business lines or lines of activities just being launched, the issuance of the
operating license is conditional on the approval by the HFSA of the estimated value of the
operational risk capital requirement. If the institution adequately demonstrates to the
HFSA that the use of the 3-year average would unreasonably over-estimate the actual op-
erational risk exposure, such as under extraordinary or exceptional circumstances like the
selling of business lines or portfolios, the HFSA may permit the use of a different calcula-
tion method.” Using the same pattern, the HFSA may instruct the institution to make cor-
rections, if justified by extraordinary circumstances that may result in under-estimation,
such as if portfolios were purchased.

4. In the event of a merger, de-merger or a change in the scope of activities and if authorised
by the HFSA, pursuant to DOPR Article 3 Paragraph 2, the operational risk capital re-
quirement may be specified using estimated data contained in the business plan. We note,
that if the scope of activities is reduced, the HFSA shall require specifically exceptional cir-
cumstances and a significant over-estimation of the capital requirement in order to author-
ise the gross revenues related to the discontinued activities to be omitted from the calcula-
tion of the 3-year average, with consideration to the potentially large amount of time re-
quired to recognise operational risk events.

5. If the calculated value of the relevant indicator for the year in question is negative or equal
to zero, it should be entered as a zero in the enumerator for the calculation of the average.
If this is the case, the denominator should contain only the number of years with positive
values.” Annex 1 contains an example for the calculation of the capital requirement.

2 GL 10 (CEBS 10 consultation paper) Section 486
3 DOPR Atticle 3 Paragraph (3)
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The relevant Hungarian government decree’ governing credit institutions is fully harmo-
nised with the Directive’ specified in the CRD as the basis for the definition of account-
ing categories to be considered in the relevant indicator. In addition to the original scope
of this government decree, this categorisation is also to be applicable for certain profit
items of investment firms".

Dividends and profit sharing from companies subject to consolidated supervision should
not be included in the relevant indicator computed by the highest-level (consolidating) in-
stitution obliged to comply with the criteria of consolidated supervision provided that the
consolidated institution is also obliged to independently calculate its operational risk capi-
tal requirement (i.e., it is a credit institution or investment firm)’. It is to be noted in this
regard, that the position of the HFSA is conform with the EU Directive and the original
BCBS Recommendation, dividends and profit sharing from subsidiaries located in coun-
tries without effective regulations to be applied may not be excluded from the calculation
of the group-level relevant indicator, regardless of the status of the subsidiary as a credit
institution or investment firm.

For the calculation of the relevant indicator, the various items must be taken into account
before any deduction for provisions or revaluation is made.” Exceptions to this rule in-
clude items belonging to the trading book (regardless of whether the institution has an ob-
ligation to keep a trading book or an exemption), where the creation and the release of
provisions, reserves for impairment losses and their reversals and revaluations that modify
the net book value, are all to be included in the calculation of the relevant indicator.

The relevant indicator is to be calculated without the deduction of operating expenses.
With regard to operating expenses, it is worthwhile to note that charges paid for outsourc-
ing services may be deducted from the relevant indicator. Charges for outsourced services
that may be deducted from the relevant indicator include charges where the company pet-
forming the outsourced activity is subject to the CRD or an equivalent regulation, which in
our interpretation means that it is obliged to create capital requirements for operational
risk and it is neither a parent, nor a subsidiary of the institution.

Outsourced services are meant to include activities that fulfil the requirements of Article
13/A of the ACI and Article 160 of the Capital Market Act, and are also approved by the
HFSA:

Of the categories not to be included in the relevant indicator, ‘Income derived from insur-
ance’, in our understanding, refers exclusively to revenues from insurance claims where the
institution is the beneficiary, that is, income from the sale of insurance products should be
included in the relevant indicator. In the case of insurance providing comprehensive cov-
erage for the institution (and not concluded to secure individual financial service transac-
tions, such as a retail loan), the costs of the insurance paid by the institution are classified
under other operating expenditures, and therefore have no effect to reduce the value of
the relevant indicator.

Pursuant to the provisions of CRD Article 3 Paragraph (2) Section a), profits from the sale
of items not to be recorded in the trading book (regardless of whether the institution has

4 Government Decree No. 250/2000 on the Specific Features of the Annual Reporting and Bookkeeping
Obligations of Credit Institutions and Financial Enterprises

5 Council Directive 86/635/EEC of 8 December 1986 on the Annual Accounts and Consolidated Accounts
of Banks and Other Financial Institutions

¢ CRD Annex X Part 1 Section 9

7'The reason for this section is to avoid a duplication of capital requirements for operational risk already cre-
ated by group members. DOPR Article 3 Paragraph (4) Section c)

8 DOPR Artticle 3 Paragraph (4) Section a)
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an obligation to keep a trading book, or an exemption) are to be excluded from the calcu-
lation of the relevant indicator. We think it is important to note here, that this exemption
covers not only securities, but all assets in a bank’s books, including for example receiv-
ables, tangible assets, intangible assets, equity interests, etc.

Annex 3 presents the profit & loss Categories that form the basis for the relevant indicator
and the exceptions to be used, through the example of the individual profit & loss state-
ments of the credit institutions. We draw attention to the changes in Annex 3 that were
necessitated by the entry into force of the DOPR. The changes are due to the requirement
to perform the netting of profits (by deducting provisions and impairment losses) on items
entered into the trading book, and due to the extension of the earlier restricted range of
other revenues to be included in the calculation.

The HFSA expects changes in the calculation of the relevant indicator and of gross reve-
nues to be implemented within the data provided following January 1, 2009.

1.2 The Standardised Approacb9

The HFSA will apply the provisions of GL 10 Section 480: If an institution intends to use
the TSA approach, it has to inform the Supervisory Authority in advance of its intentions
to obtain a preliminary authorisation. This coincides with the Hungarian regulations
(DOPR Atticle 5). Annex 5 contains the guidelines for the process of authorisation for the
use of the TSA method.

1.2.1 Capital Requirements

The provisions of the “Relevant indicator” section of the Basic Approach chapter of these
Guidelines are applicable to relevant indicators calculated by business line, with the excep-
tion of Sections 1 (relevant indicators by business line to be used) and 5 (treatment of a
negative relevant indicator for a business line), which are regulated differently under the
Standardised Approach."

The total capital requirement for portfolios or activities covered by the Standardised Ap-
proach is the sum of the capital requirements calculated for the individual business lines
defined under DOPR Article 5 Paragraphs (6)-(13). The capital requirement for an indi-
vidual business line is the percentage of the relevant indicators related to the concerned
business line as specified in the aforesaid table."

As a result of the departure from the average calculation method described under the Ba-
sic Indicator Approach, the denominator used in the average calculation under the Stan-
dardised Approach is always 3, irrespective of the value of the business line’s relevant indi-
cator for the year concerned.

Unlike the Basic Indicator Approach, the Standardised Approach allows negative business
line profits calculated for the given year to be considered for the calculation of the relevant
indicator of the business line by reducing the nominator of the business line’s relevant in-
dicator. If, however, the sum of the eligible net income of the business lines covered by
the Standardised Approach is negative in the given year, the numerator of the business

9 CRD Annex X Part 2; DOPR Articles 4-5
10 CRD Annex X Part 2; DOPR Articles 4-5
11 DOPR Article 4 Section (5)
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line’s relevant indictor must always contain a zero for each business line covered for the
year. An example for the calculation of the capital requirement is set out in Annex 1.

It should be noted that for the simple approaches, the requirement of consistency between
internal capital allocation (ICAAP) and the allocation of the minimum capital requirement
in Pillar 2 is implemented differently than with other approaches (IRB, AMA). In respect
of the simple operational risk approaches, the minimum capital requirement is to be inter-
preted globally, for the entire institution, therefore the internal allocation of capital does
not have to be consistent with the allocation of the minimum capital requirement, as the
risk of the business lines which are loss-making in the year based on the relevant indicator
would not be captured adequately.

The institution must draw up regulations to provide for the process of the calculation of
capital requirements, the entities participating, the persons supplying data, their tasks and
competences. These regulations must at all times be in compliance with the internal poli-
cies required in connection with the classification into business lines.

Until 31 December 2012, an institution whose relevant indicator for the trading and sales
business represents at least 50% of the sum of its relevant indicators for all of its business
lines may apply a multiplier of 15% instead of the standard 18%. The institution must
demonstrate in advance to the HFSA that it meets the 50% threshold. *

Hungarian legislation” has opted'* to allow institutions applying the Standardised Ap-
proach to use an alternative indicator if the conditions for its application are met.

1.2.2 Business Line Mapping15

With regard to the requirements concerning the documented regulation of business line
mapping, we consider it particularly important that the responsibility for keeping regula-
tions continuously consistent with the expectations should rest with top management (dif-
ferent institutions may follow different practices in this respect), and that the effectiveness
of the documentation should be subject to approval by the Board of Directors.

Institutions must develop detailed written regulations on how they map activities to busi-
ness lines and on their specific mapping criteria'’. The regulations must also cover the
fixed and objective criteria for how support functions are to be mapped unambiguously to
business lines'”.

The regulations for the mapping to business lines must cover activities mapped using ex-
ceptional procedures that are fundamentally different from the principles generally applied,
as well as the procedure used for these. The institution must maintain up-to-date records
of the exceptions used, of any decisions that supplement or overrule the general principles
and of their justification, and these records must, in addition to the effective exceptions,
contain all exceptions applied in the past, together with their time of application.

In our interpretation, compliance with the requirements set out in the previous two sec-
tions is assured if a third party or the HFSA, in possession of the relevant up-to-date

12 Based on CRD Article 155; DOPR Article 16

13 ACI Article 76 Section (6); DOPR Atticle 6 Paragraph (1)

14 CRD Annex X Part 2 Subchapter 3

15> CRD Annex X Part 2; DOPR Article 4 Paragraphs (6)-(13)

16 To supplement CRD Annex X Part 2 Table 2 and DOPR Article 4, Annex 2 contains examples for the
mapping of specific activities that should not exclude other interpretation options being acceptable if proper
reasons are provided.

7DOPR Atticle 5 Paragraph (2)
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documentation, could at any time (including for dates past) reproduce the actual mapping
to business lines and in specific the value of the relevant indicator for a business line.

The documentation for the mapping of activities to business lines must provide clear guid-
ance on how regulations for new or modified activities should be incorporated, the proce-
dure to be followed when modifying the mapping, the decision making competencies and
the methods for the supervision of the actual practice. The regulations must always be re-
viewed accordingly, as an immediate response to changes in activities or risks.

In our opinion, the requirement for each activity to be mapped unambiguously to a busi-
ness line, is met if the annual sum profit or loss for the entire institution, obtained as a
sum total of the appropriate items of the income statement as reported to the supervisory
authority (in line with the annual profit and loss items included in the relevant indicator), is
identical to the sum of the relevant items of the income statements calculated by the insti-
tution for the business lines mapped by the institution. Information provided to the HFSA
must be compiled in accordance with Hungarian accounting regulations, i.e., this will be
the basis of assessment when examining the completeness of the mapping of activities to
business lines and the calculation of capital requirements for operating risk. The documen-
tation pack to be submitted by the institution for the authorisation of the Standardised
Approach should contain a calculation that demonstrates this. A review of the complete-
ness of the mapping constitutes part of the procedure for the authorisation of the Stan-
dardised Approach.

The institution may use internal pricing methods to allocate the relevant indicator between
business lines. The practice for the use of internal transfer prices must constitute part of
the documentation for the mapping of activities to business lines. In our interpretation,
the regulation of internal transfer pricing practices is adequate, if the requirements set out
in both Paragraph 27 and Paragraph 29 are satisfied.

If some specific activity cannot be mapped to any of the business lines described under
DOPR Article 4 Paragraph (5), then the institution must use the highest of the percentage
values valid for the individual business lines in calculating the capital requirement.

Methodological changes with effect on the mapping of activities to business lines and on
the value of the capital requirement may only affect gross incomes calculated as of the year
of their implementation (including the entire calendar year of their implementation, irre-
spective of the date of implementation during the year), but not the values for prior years
also considered in the relevant indicator. Modifications with retroactive effect may be pos-
sible in exceptional and justified cases, subject to approval by the HFSA.

The internal audit function of the institution may also be accepted to perform the inde-
pendent review at appropriate time intervals.'®

1.2.3 Qualifying Criteria"”

34. In our interpretation, the function of the risk assessment system is not limited to the defi-

35.

nition of capital requirements.

In order to meet the qualifying criteria, it is necessaty to collect data on the relevant opera-
tional risk, meaning the collection of data on material losses as well as data related to op-
erational risk and of significance for management.”

18 CRD Annex X Section 12; DOPR Article 5 Paragraph (1) a)
19 CRD Annex X Section 12; DOPR Article 5
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The HFSA sets no threshold value or definition regarding the materiality of the loss; the
institution must develop a uniform definition for the concept of material loss, which
should be part of the documentation of the required self-assessment system® and which
should be communicated and internalised at all levels within the organisation. Without ex-
cluding the use of other methods, when data collection is started, the value of material loss
can be defined, for instance, based on some size indicator, but in this event, in order to
ensure the consistency of the database, the threshold resulting from the current value of
the indicator should be applicable in the long term.

As a minimum, the following information should be collected on material losses (the prin-
ciples of the Advanced Measurement Approach (AMA) concerning data collection may
provide additional guidance for the collection of loss data (see Section 2.3.2.))

The collection of data may go beyond the collection of material loss events; “near miss”
events eventually not resulting in losses as well as operational risk events resulting in prof-
its under the specific circumstances also represent important information for the actual
management of operational risk. The conscious monitoring of these events as well as other
operational risk aspects resulting in reputation and other residual risk exposures/losses al-
low for the fine-tuning of risk management, economic capital calculation and internal capi-
tal allocation.

The collection of data related to additional loss events is particularly justified for institu-
tions that aim to use the Advanced Measurement Approach in the future.

Data must be collected using a method that ensures data integrity and the possibility of as-
sessment by operational risk management at any time.

Information derived from loss data must be reflected in internal reports®. Reports must
also contain a description of the measures taken or proposed in order to mitigate losses or
to avoid them in the future. Ad-hoc reportts are to be prepared for particularly large losses.

In addition to top management, relevant areas include the levels of management with the
responsibility and competence to decide and order that appropriate measures be taken.
The documented regulations must provide for the contents of internal reports, the process
for decision-making and the implementation of decisions, the procedures to be followed
and the scopes of responsibility.

The regular independent reviews prescribed for the risk measurement and risk manage-
ment systems may also be performed by the internal audit function of the institution. The
institution must provide for the frequency of the reviews in its relevant internal regula-
tions.

1.3 Use of an Alternative Indicator within the Standardised
Approacb23

The HFSA will apply the provisions of GL 10 Section 481: An institution wishing to use
an alternative indicator must inform the HFSA in advance to obtain an authorisation. The

20 Example: Registration of undesired events falling within the scope of operational risk that have not re-
sulted in losses that can be quantified or that have not been quantified by the institution (such as a system
outage). An estimate by an expert may be used if a loss can not be quantified.

2 CRD Annex X Section 12 a); ACI Article 13/C; DOPR Atticle 5 Paragraph (1) a)

22 CRD Annex X Section 12; DOPR Article 5 Paragraph (1) e)

23 CRD Annex X Part 2 Subchapter 3; ACI Article 76 Section (6); DOPR Article 6 Paragraph (1)
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documentation related to the authorisation process for the use of an alternative indicator
forms part of the Authorisation Guidelines published on the homepage of the HFSA in
August 2007 on the authorisation of the Standardised Approach, an updated version of
which is included in Annex V to these Validation Guidelines.

Meeting the conditions of the Standardised Approach as outlined above is a prerequisite
for the use of an alternative indicator.”

Institutions may use this approach for two business lines: retail banking and commercial
banking.

An institution may use this approach if the gross income from these business lines (the in-
come to be taken into consideration for the computation of the relevant indicator) exceeds
90% of the overall gross income of the institution®. If one of the two business lines in it-
self meets that requirement, the institution may use the approach for that business line ex-
clusively. The 90% limit must be met for the average of the three years considered for the
calculation of the relevant indicators.

The institution must demonstrate that a significant proportion of the assets of the relevant
business lines have a high probability of default, and that the use of the Alternative Stan-
dardised Approach provides a better estimate of the operational risk exposure.”

In the interpretation of the HFSA, by enabling the use of an alternative indictor the aim of
the CRD is to prevent the “standard” capital requirement for operational risks from plac-
ing a double burden on the retail banking and commercial banking business lines, where a
significant part of the high gross income arises from a risk premium offsetting a high
credit risk taken and which therefore is already burdened with a higher capital requirement
for credit risk.

With regard to high credit risks, domestic regulations specify the threshold at 3% probabil-
ity of default”’. In line with the changes in the domestic macroeconomic and lending envi-
ronment the HFSA initiates a change of statutes for the amendment of the threshold if it
assesses the actual threshold value to be out of line with the spirit of the CRD as outlined
in the previous section.

A “significant part” is to be interpreted as a partial portfolio with a value exceeding 50% of
the total portfolio value, interpreted separately for each of the two business lines. As proof
of the high probability of default (or the high credit risk, see below) of a significant part of
the portfolios of the two business lines, the HFSA instructs the institution applying for the
authorisation or the institutions already using an alternative indicator, to submit profit and
loss on the basis of both value and units for the weighing (see below).

An institution may use the alternative indicator if it concurrently meets the above special
conditions as well as the conditions presented for the Standardised Approach. The sup-
porting documentation that demonstrates compliance with the relevant regulations must
be sent to the HFSA in order to obtain approval for the use of the alternative indicator,
every year while the alternative indicator is used, and when using the alternative indicator
to specify the capital requirement for the affected business line(s) for a subsequent year.
An inspection of whether the conditions for the use of the alternative indicator are met is
part of any investigation by the HFSA.

24+ GL 10 Section 481

25 CRD Annex X Part 2 Section 10; DOPR Article 6 Paragraph (3) a)
26 CRD Annex X Part 2 Section 11; DOPR Article 6 Paragraph (3) b)
27 DOPR Artticle 6 Paragraph (3) b)
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The HFSA applies the option described in GL 10 Section 483. Pursuant to this, if an insti-
tution fails to meet the 90% condition while using the alternative indicator, it may still con-
tinue to use the alternative indicator if it undertakes to meet, and provides appropriate
supporting information that it will meet the condition again in the subsequent year. Should
the institution fail to meet the 90% condition also in the subsequent year, it then loses the
right to use the alternative indicator.”

he following additional provisions of the DOPR shall be normative for the authorisation
and investigation practices of the HFSA:

e In addition to demonstrating the extent of their credit risk, institutions must also dem-
onstrate their regulated and consistent application of risk based pricing™;

e In order to justify a credit risk level equivalent to a 3% probability of default, the insti-
tution may, if authorised by the HFSA, use an estimate for the loss rate, as well as ac-
tual loss data.”

2 VALIDATION OF THE USE OF THE ADVANCED MEAS-

UREMENT APPROACH (AMA)’!

2.1 Introduction

Supervised institutions may use the Advanced Measurement Approach (AMA) to measure
regulatory capital requirements for operational risk. This requires an authorisation issued
by the HESA.

The process of validating the AMA, with consideration to its special characteristics, is
similar to the validation of the IRB already presented under credit risks. The HFSA, also in
the case of AMA, consults and cooperates with its affected peer supervisory authorities,
regardless of whether it participates in the validation process as the home or as the host
supervisory authority.

When submitting the application for authorisation the institution must have a methodol-
ogy, developed in all detail, for the calculation of the capital requirement. The detailed
documentation of the proposed methodology to be used, enabling its complete replication,
must be attached to the application for the authorisation. The detailed documentation of
the validation of the model, enabling its replication in full, must also be attached.

Institutions will be able to apply the AMA as of 1 January 2008. Until an authorisation for
the application of the AMA is issued, institutions must determine their capital requirement
amounts for operational risks by using either of the BIA or the TSA methods. The appli-
cation of the Standardised Approach (TSA) for the determination of the capital require-
ment for operational risk is possible only if the HFSA has authorised its use for the institu-
tion. Without an authorisation the institution must use the Basic Indicator Approach

(BIA).

28 We draw attention to the fact that a similar option is not available for the other quantitative condition (the
condition defined above on the basis of CRD Annex X Part 2 Section 11; DOPR Article 6 Paragraph (3) b)).
2 DOPR Artticle 6 Paragraph (3) b)

3 DOPR Atticle 6 Paragraph (4)

31 CRD Annex X Part 3; DOPR Subtitle ,,Advanced Measurement Approach” (Articles 7 — 10)
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59.

60.

61.
62.

63.

64.

05.

66.

67.

2.1.1 Application for Authorisation

A written application for the authorisation of AMA is required in the following cases:
e Tor the introduction of AMA in the given institution;

e For the addition of new exposure categories and/or business units.

2.1.2 The Process of Authorisation

The process for the authorisation of the AMA starts with the submission of an application
by the institution to the HFSA. Each institution must submit an application individually,
even if several institutions have developed their models together. Within their applications,
institutions must identify the institutions with which they form a consortium for data or
for the model. In the course of the procedures related to the individual institutions, the
HFSA may use the information obtained about the consortium in procedures conducted
with other institutions.

At first, the HFSA checks the completeness of the applications received.

The contents of an application may be examined within the framework of an on-site re-
view.

In the course of the authorisation process the HFSA reviews the following:

e The structure of the systems and the organisation of the processes related to the iden-
tification of operational risks, their measurement and control, reporting and govern-
ance;

e The adequacy of the applied (AMA) methodology for establishing the values related to
operational risk and for the verification of the quality of the data used;

e The internal methods for controlling the risk measurement system;

e The reliability and integrity of the relevant I'T systems.

Authorisations are issued on the basis of the approval process conducted at the institution.
The HFSA sends a draft examination report to the institution, which may in turn consult
the HFSA about the contents of the report. Any issues that remain outstanding are de-
cided by the HFSA.

Authorisations are granted with resolutions issued by the HFSA. Institutions may only
start to use the AMA for the calculation of capital requirements for operational risk once
the relevant resolution is issued. An authorisation by the HFSA may be subject to the ful-
filment of certain conditions as set out in the resolution.

Once the HFSA has issued an authorisation, the institution must continuously comply
with the requirements specified in statutory regulations and must always comply with the
specified time schedule. During subsequent reviews, the HFSA will review these, as well as
whether the conditions set out in the resolution are being met. The institution must notify
the HFSA without delay if it is unable to comply with the time schedule due to some ex-
traordinary cause.

2.1.3 Authorisation Criteria

If the applying institution submits the application together with its attachments and the re-
lated time schedule for implementation, the HFSA will conduct an on-site approval review
at the premises of the institution. The HFSA will conduct the approval review only if the
institution has met the following criteria:
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It has all the historical internal loss data to be used within the AMA for a period of at least
three years preceding the launch date of the planned implementation of the AMA. In re-
spect of the period for which the necessary time series of historical data are available, the

institution must be able to retrospectively perform all calculations that it plans to perform
within the AMA;

It has satisfied itself that the methodology is appropriate for the measurement of risk and
for the calculation of regulatory capital.

68. As a minimum, the review of the applied AMA method includes the following:

e Review of methods for the identification, measurement, control, reporting and man-
agement of operational risk;

e The implementation and the use of the methods (for the identification, measurement,
control, reporting and management of operational risk),

e The validity, significance and quality of the data used;
e Testing of the model using qualitative and quantitative methods;

e The relevance of the technical environment.

09. The institution must document its remedial action plan to eliminate deficiencies, if any,
complete with a time schedule.

70. During the examination of the institution the HFSA may use the relevant findings of the
institution’s internal audit, of any external audits performed, as well as of any examinations
conducted by the HFSA at other institutions.

2.1.4 The Application
71. The application must be submitted to the HFSA both on paper and electronically.

72. 1f the application is submitted by a group of institutions on a group-wide basis, they must
specify the group members that participate in the group-wide capital calculation, as well as
those that calculate capital requirements on an individual basis. Each group-member insti-
tution that intends to calculate capital requirements on an individual basis must submit a
separate application. Institutions intending to calculate capital requirements on an individ-
ual basis must submit their applications concurrently with the application submitted by the
group. If the institution is a subsidiary, the parent institution must be identified. If an insti-
tution is incorporated in another country, its home county and home supervisory authority
must be identified. A consultation with the HFSA is recommended if it is not clear which
group member(s) must submit applications.

73. Within the application, the person responsible for the issue and, if different, the supervi-
sory contact person of the institution (on issues of operational risk) must be identified by
name.

74. The documents attached to the application must enable the HFSA to develop a fundamen-
tal judgment and a well-founded position on the Advanced Measurement Approach that
the institution intends to use.

75. The HFSA may instruct the institution to submit additional information if it deems the
documentation already submitted to be inadequate or insufficient in order for it to develop
its position. If the documentation made available to the HFSA by the institution does not
provide sufficient and adequate information, the HFSA may reject the application.

13
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76. Together with the signed application, all documents listed within the list of requirements

77.

78.

79.

80.

for the AMA must also be submitted. Institutions must provide details on how they com-
ply with the individual criteria.

As part of the application, the institution must also develop a roll-out plan for the imple-
mentation of the AMA. The HFSA expects the institution to complete the implementation
of the AMA at its significant units according to the roll-out plan, within 5 years from the
HFSA issuing its resolution. In addition to the implementation dates, the roll-out plan
must also present the new processes and the changes to existing processes that will enable
measurements related to operational risk to be made and improved.

2.1.5 Validation of the Roll-Out Plan*

The roll-out plan for operational risk is fundamentally different from the roll-out plan de-
scribed under credit risk. The DOPR allows institutions to perform a staged roll-out of the
Advanced Measurement Approach, one business unit after another.

Institutions that must prepare a roll-out plan include institutions that use the AMA on its
own or in combination with either the BIA or TSA.”

DOPR Article 11 allows the HFSA to impose, on a case-by-case basis, the following addi-
tional conditions on institutions in the course of validation:

e As of the date of implementation of an Advanced Measurement Approach, a signifi-
cant part of the credit institution’s operational risks (the operational risks of all activi-
ties and organisational units that represent at least fifty percent of the so called gross
revenues of the institution as defined under DOPR Article 3 Paragraph (1)) should be
captured by the Advanced Measurement Approach;

e The credit institution must commit to roll out the Advanced Measurement Approach
across a material part of its operations within a time schedule agreed with the compe-
tent authorities.

The institution must prepare a roll-out plan that:
e (Can be executed to a reasonable schedule;

e Is based on the best efforts of the institution.

A staged roll-out is based on the order of importance of the exposure grades and of the
business lines, i.e., implementation should occur first for the business lines that are most
important within the activities of the institution. As a minimum. the roll-out plan should
contain the following:

e The principles and considerations used for the roll-out;

e The proposed time schedule for the implementation of the AMA, which the institution
must present separately for each individual exposure category and/or business unit for
which it intends to use the model. The HFSA expects the duration of the roll-out of
the model not to exceed 5 years from the grant date of the authorisation. In addition
to the final deadline, the time schedule should also include the individual tasks with
their implementation schedules and deadlines. The level of detail is a key consideration
in the assessment of the roll-out plan.

e A presentation of the actual level of preparedness at the time of the submission, sepa-
rately for each individual exposute category and/or business unit for which the institu-

32 CRD Annex X Part 4; DOPR Subtitle ,,Concurrent Use of Several Approaches” (Articles 11 — 12)
33 CRD Annex X Part 4 Section 1; DOPR Article 11
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81.

82.

83.

84.

tion would like to use the model. The institution must present the measures taken to
comply with the requirements of statutory regulations, the results of such measures
and the self-assessment performed by the institution.

e The justification for the use of the model, separately for each individual exposure cate-
gory and/or business unit for which the institution would like to use the model. If the
institution defines business units to mean entities other than subsidiaries, a justification
of the deviation and a description of the resulting consequences should also be in-
cluded.

The rules concerning the execution of an approved roll-out plan, it’s monitoring by the
HFSA, as well as the rules applicable to acquisitions, mergers and withdrawals are identical
to those described for the IRB Approach under credit risks.

2.2 Qualitative Standards - ,,Use Test’””

Application of the AMA is conditional on meeting criteria set out in general governance
and risk management standards.”

A system for the measurement of operational risk must contain the following four key
elements: internal data, external data, scenario analysis and factors reflecting changes in the
internal and external environment.

In addition to these general conditions for risk management, institutions must also comply
with the qualitative requirements listed in statutory regulations™. In connection with these
conditions, the following expectations can be set for institutions using the AMA:

e The management of operational risk must be integrated into day-to-day risk manage-
ment processes and must be incorporated into the overall risk management practice;

e Risk management should be independent within the organisation: its independence
from other organisation units must be ensured,;

e There should be regular reporting on operational risk exposures and loss events to the
Board of Directors and Executive Management, and the reports should be discussed
by these bodies. The frequency of reporting should be determined by the internal risk
profile, but reports must be generated at least once a year.”’

e The institution must ensure that the system for operational risk measurement is ap-

propriately documented (measurement documentation, results);

e The management and measurement of operational risk must be verified at least annu-
ally by an internal or external auditor;

e Operational risk management should not be limited to fulfilling the regulatory re-
quirements. The institution must demonstrate that the estimations, predictions or out-
puts from the measurement system are used in the decision making process.”

3 CRD Annex X Part 3; DOPR Subtitle ,,Advanced Measurement Approach” (Articles 7 — 10)

35 CRD Article 22 and ACI Atrticle 13/C Section (1) and CRD Annex V; ACI Article 13/C

36 CRD Annex X Part 3 Section 1.1; DOPR Article 7

37 In connection with this, the framework measurement system for the management of operational risk must
support the management of operational risk. Internal communication and appropriate feedback must be en-
sured within the organisation in order for the findings of operational risk and the related responses to be rep-
resented in the internal operational system. Decisions made on the basis of the feedbacks may improve the
development of processes and controls (GL 10 Section 496).

3 GL 10 Section 496
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85.

86.

87.

88.

89.

e The risk measurement system should evolve as the institution gains experience with
risk management techniques. The risk management system must be relevant and it
must fully reflect the nature of the institution’s business activities. The risk measure-
ment system must be made progtessively more responsive and robust.”

e The operational risk management system should provide benefits to the operation of
the organisation. The capital calculation related to operational risk may be considered
for internal performance measurement and capital allocation.*

When validating the operational risk measurement system, the HFSA audits the following
conditions:

e Whether internal risk measurement operates in line with requirements;

e Whether the data and processes in the risk measurement system are transparent and
also retroactively accessible;

e  Whether the internal validation process is appropriate.

2.3 Quantitative Requirements

2.3.1 Measurement Process

In line with the provisions of statutory regulations, the capital requirement for operational
risk must be defined as the sum of expected and unexpected losses, although it is sufficient
to create capital reserves for only unexpected losses if the institution can demonstrate that
it covers expected losses within its business practices. In the interpretation of the HFSA
the effective Hungarian accounting regulations’' on the creation of provisions do not al-
low the creation of provisions for the expected losses of operational risk events that will
occur in the future. Pursuant to the regulations on provisions and considering their spe-
cific features, the creation of provisions by economic entities regulated by the Govern-
ment Decree may be subject to other, non general regulations®”. According to the position
of the HFSA it could accept institutions applying the Advanced Measurement Approach
to create provisions dedicated to operational risk losses within the category of other provi-
sions for losses to be expected within the coming 12 months related to future operational
risk events, if this would be allowed under the effective statutory regulations. To this pur-
pose the HFSA initiates a change of statutory regulations. The consideration of expected
losses within pricing can also be recognised as cover, this however should be supported
using appropriate documentation.

Operational risk modelling may rely on actual realised loss data as well as on constructed
data (scenario analysis, business line parameters).

The institution must have a methodology describing the probability distribution of loss
amounts to estimate operational risks.

To facilitate the assessment of risk measurement, the institution must document which
percentile its total operational loss for the given period (calendar year) corresponds to the
model used for determining the risk value.

3 GL 10 Section 496

40 GL 10 Section 496

4 Act C of 2000 Article 41 (Act on Accounting)

42 Act C of 2000 Article 41 Sections 6)-7) (Act on Accounting)
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90. An important audit factor in the course of validation is how the institution accounts for
the four key factors (internal data, external data, scenario analysis, business and environ-
mental factors) mentioned in the CRD and in DOPR Article 7 Paragraph (8), and how the
results obtained reflect the actual risk profile.

91. The extent of operational risk must be established for all grades of operational risk”. Each
individual operational risk estimate must rely on operational risk grades and loss data. Pur-
suant to CRD Annex X Part 3 Section 11 and DOPR Article 7 Paragraph (10), institutions
may use correlation assumptions if they demonstrate that their correlation estimates are
sufficiently stable, integrated and also considers the occurrence of stress situations. In the
interpretation of the HFSA, the term ‘correlation' (here and now) refers to the linkages be-
tween the data (actual or constructed) related to the various different grades of operational
risk. The concept of correlation is to be interpreted in a broad sense, meaning any relation-
ship triggered by any internal or external factor between two (or more) grades of opera-
tional risk (i.e., both linear and non-linear, related to all data or only to the "central area" or
the extremities of the distribution curve). For the validation of a correlation estimate, the
description of the correlation estimate and the verification of the result of the correlation
model must be ensured. The documentation of the model must identify and demonstrate
any correlation assumptions and must asses the sensitivity of the model to those assump-
tions.

2.3.2 Internal Data

92. In relation to internal data collection, the major elements of the validation work of the
HFSA include the review of the completeness of data collection, the review of the sub-
stance of data collection and the review of the verification points.

Collection of Internal Data
93. The process of internal data collection consists of three fundamental stages:

Setting up the process infrastructure, meaning the definition and the maintenance of the
process and the identification of units that participate in and are responsible for the col-
lection of data.

The implementation of the data collection process, consisting of the identification, collec-
tion and validation of events and the preparation of reports. The institution, depending
on its size and activities, may decide itself on the loss threshold* to be used for the vari-
ous individual types of loss, i.e., the value above which it will record loss data in its data-
base. The operational loss database must also record operational risk losses that are re-
lated to credit risk but are treated as credit risk by the institution with the calculation of
related capital requirements. The institution must ensure comprehensive coverage in its
accounting for risks, which the HFSA will also audit in the course of its Pillar II proce-
dure. Operational risk losses related to market risks must be considered within the capital
requirement for operational risks.

Supervision and control of the data collection process, to ensure the long-term reliability,
completeness and adequacy of data collection. Adequacy can be ensured, inter alia, by

# ,Grade of Operational Risk”: A homogeneous (risk profile, loss data) category with regard to operational
risk, the definition of which could for example be based on the 8 business lines defined in CRD Annex X
Part 2 or in DOPR Article 4 Paragraph (5), or on the 7 event types defined in CRD Annex X Part 5 or in
DOPR Article 13 Paragraph (1), or a combination of business lines and event types, or sets defined by activi-
ties and/or legal units.

4 CRD Annex X Part 3 Section 15; DOPR Atticle 8 Paragraph (3)
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trend analyses, the identification of missing data, examination of consistency with ac-
counting data or reviews by senior management.

94. Senior management must continuously participate in the control and supervision of the

95.

96.

data collection process. The review of data by senior management and the related meas-
ures taken, establish the foundations for the institutional culture of data collection

In respect of internal data, a minimum loss threshold must be specified, above which the
institution will collect all loss data from every relevant sub-system and geographical loca-
tion for all significant events and exposures. Exclusion from the database is only possible
for data that can be demonstrated to have no significant effect, either individually or in ag-
gregate, on total risk. Pursuant to DOPR Article 8 Paragraph (3) an activity or exposure
qualifies as significant if the capital requirement for the operational risk calculated with its
inclusion would exceed, by more than five percent, the capital requirement calculated by
the institution without its inclusion. The inclusion of the individual activities or exposures
and the estimation of the extent of the related operational risks falls within the compe-
tence of the institution, but it must always be able to justify its decision to the HFSA. The
HFSA deems it acceptable for institutions to estimate the operational risks of their indi-
vidual activities and organisation units in proportion to their so called gross revenues as
specified in DOPR Article 3 Paragraph (1). Decisions on what should be included should
be revised, if justified. The “5% limit” for the totality of the activities and the exposures
not included should not only apply at the time when the model is authorised, but subse-
quently as well.

Content and Use of Internal Data

The internal data collected by credit institutions may serve several purposes, including the
following highlighted examples:

e Collection of information on the various types of events® and, on that basis, the allo-
cation of internal loss data to business lines and event types*. Internal loss data must
be allocated to the business lines and event types specified in the recommendation de-
veloped by the Basel Committee on Banking Supervision.”

e The internal measurement of operational risks*®;
e The definition of equity requirements49‘;
e Internal reportsso.

Data on related (sequential) events should be represented in the database in the aggregate,
but the database should also allow their individual identification. Institutions must specify
the threshold value for the collection of loss data.

If certain loss events, each below the threshold value, can be established to be related, the
aggregate loss value of the entire series of events is to be considered. In its relevant regu-
lations the institution must provide for the manner of treatment of events that arise from

4 CRD Annex X Part 3 Section 16; DOPR Atticle 8 Paragraph (5)

4 CRD Annex X Part 3 Section 14; DOPR Atticle 8 Paragraph (2)

47 International Convergence of Capital Measurement and Capital Standards: a Revised Framework: Business
Lines (Annex 6) and Event Types (Annex 7)

4 CRD Annex X Part 3 Section 13; DOPR Atticle 8 Paragraph (1)

4 CRD Atticle 105 Paragraph (1); ACI Atticle 76/] Paragraph (1)

50 CRD Annex X Part 3 Section 4; DOPR Atticle 7 Paragraph (3)
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the same cause or that are related, as well as for the procedures used to identify such rela-
tionships.

In its relevant regulations, the institution must provide for the manner of treatment for
loss events below the threshold. For the internal assessment of operational risk, we con-
sider it acceptable if the institution estimates loss values below the threshold value based
on their conditional distribution. '

Internal operational risk measures must be based on a minimum historical observation
period of 5 years. Nevertheless, when a credit institution applies the Advanced Measure-
ment Approach for the first time, it is also sufficient to use data from a three-year histori-
cal observation period.

In addition to those included in DOPR Article 8 Paragraph (5), the HFSA expects institu-
tions to maintain records of at least the following information in relation to internal loss

data:

o The name of the event;

o The effect of the event in addition to the gross loss that was quantified, includ-
ing the related risks;

o The person recording the event;

o The description of the event;

o0 The dates when the event was identified and recorded and the date when the
loss was booked;

o The number of loss events related to the event;

o 'The final or preliminary nature of the loss amount.

IT Support

97. Institutions must operate I'T systems that should at all times meet the following require-
ments:

The IT system must ensure access to and maintenance of the appropriate database. Insti-
tutions must ensure that regular safety backups of the data storage software elements are
made at regular time intervals that should be identical to the backup regime employed for
other data used by the institution, to ensure that data can be recovered within the critical
service continuation time provided by the system. This should be included in procedures
prepared by the institution. The institution must operate a data storage system that is ca-
pable of repeatedly retrieving the records, to ensure that archived materials are stored in a
way that allows their retrieval or recovery at any time for a period of at least 5 years, but
at least until the duration of the data collection period.

The system must provide sufficient capacity for building the model and for calculations.
The software, or the various software products in aggregate, must be suitable for generat-
ing and operating the internal models that describe the operational risk.

51 According to our information, the planned threshold values to be used by a majority of the affected insti-
tutions range between HUF 50,000-250,000. We note that setting a lower threshold value for loss data col-
lected in order to improve risk management enables the capture of a broader range of risks. There are signifi-
cant differences in the characteristics of individual business lines that may justify the use of different business
line threshold values.

19
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The system must ensure appropriate control for the process of data collection. The insti-
tution must provide for a regulated and auditable user administration of the IT system
concerning access levels, individual authorisations and their approvals, as well as scopes
of responsibility, access logging and logging of extraordinary events.”

Quality Standards

98. Institutions should develop a continuously operating data verification system that allows
for the operation of a quality risk management system that facilitates the exact calculation
of the capital requirement for operational risk. Institutions may themselves develop their
data quality standards, to be reviewed at sufficient time intervals but at least once every
year. Institutions must be able to demonstrate that their data are appropriate, comprehen-
sive and cover all areas of their operations. In order to ensure quality data, institutions may
apply the following methods:

e Development of decision trees;
e EBxamination of data entry times;
e FExamination of outliers or improbable values;

e Reconciliation with general ledger data (this is an expectation by the HFSA for loss
data collected using both the Advanced Measurement Approach and the Standardised
Approach).

99. Institutions must specify in procedures the minimum amount of data they consider neces-
sary for the secure operation of their operational risk management systems.

100. An operational risk loss event fundamentally means a realised loss event, but for risk
management purposes losses may be established before the conclusion of the event using
an appropriate internal methodology to estimate the loss.

101. In order to ensure the adequate quality of data generated in the course of the internal data
collection process for operational risk, the internal audit function of the institution must
examine the control process for internal data collection and must reconcile loss data to
book-keeping data as often as appropriate, but at least once every year.

102. In the course of internal audit, the sources of all data must be verified, with particular at-
tention to instances where data was transferred from one system to another. Data that
were left out of the database or underwent some manipulation must be recorded.

Portfolio Assignment and Acquired Business Lines

103. A special situation arises where an institution purchases portfolios to add to its existing
business lines or purchases a new business line. A problem may arise where, prior to ac-
quisition, an Advanced Measurement Approach validated by the HFSA and based on in-
ternal data had been used for the purchased portfolio or business line. In this case, the ac-
quiring institution, in addition to notifying the HFSA about the event and the mode of the
acquisition, must also determine the length of the transitory period during which consis-
tency of the two databases can be ensured (convergence of thresholds where different,
etc.). The validation procedure can only be performed afterwards.

52 ACI Article 13/B Paragraph (1) ¢)
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2.3.3 Validation of the Use of External Data

104. Statutory regulations require that institutions use external data for the use of the Ad-
vanced Measurement Approach. The use of external data is especially important where the
institution is exposed to events of low probability but significant effects.”

105. The purpose of the use of external data is to supplement internal data and to define risk
levels that are more appropriate for the risk profile.

106. External data may originate from public databases or the institution may be a member of
a data consortium.

107. To allow for the validation of the Advanced Measurement Approach, the institution must
specify the cases where it uses external data, i.e., the business lines/loss types for which it
uses external loss data, and the type of data to be included in the analyses.

108. The institution must set up a methodological framework as to how it will incorporate data
on operational risk events from external sources into its own database. The essence of the
methodological framework is to specify clear decision making criteria to ensure that it can
be applied. The use of scaling mechanisms is required to allow for external data to be ap-
plied to the institution. The scaling may be based on information related to the size or the
activities of the institution, or to the complexity of its operations.

109. The purpose of scaling is to ensure that the institution adjusts the operational risk data
originating from other institutions to its own risk profile, and to that end, to norm the op-
erational risk data according to its own institutional profile. Within the documentation of
the methodology, the institution must specify the assumptions used for the approach, their
applicability and the instances where the scaling methodology may yield distorted results.

110. Accordingly, the institution must have documentation regarding the use of external data
and must make it available for independent review. Independent review may be performed
by an internal organisation unit or external auditor that has no conflict of interest with the
objective operation of the operational risk management framework. A review must be en-
sured whenever there is a significant change affecting the risk profile, but at least once
every year.

111. In the course of supervisory validation, the internal validation of the appropriate use of
external data and the application of the methodology are examined. When using external
data, the institution must use data that is appropriate for its own relevant risk profile.

112. Ensuring the quality of external data is especially important when consortium data are
used. In this case the HFSA considers the internal quality assurance regulations of the data
consortium for the validation of the use of external data by each institution. Regarding the
use of external databases, the HFSA may examine, by institution, the consistency of inter-
nal data and the data of the data consortium.

113. External data may be used for several purposes, including the following highlighted ex-
amples:

e Incorporation into risk measurement, such as to supplement internal data to ensure
appropriate risk measurement;

e Use for scenario analysis, such as to capitalize on the experience of external institu-
tions to outline worst-case scenarios;

5 CRD Annex X Part 3 Subchapter 1.2.3; DOPR Article 8 Paragraph (8)
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e Internal validation based on external data, such as to analyze the consistency and com-
parability of loss data;

e Use for benchmarking and risk management considerations, etc.

2.3.4 Business Environment and Internal Control Factors

114. In the course of the measurement and management of operational risk, institutions must
consider the relevant business and internal control factors (the risk drivers) that funda-
mentally determine their operational risk profile.”™

115. When considering various factors, historic experience and expert estimates may be used.
All these provide qualitative inputs to the operational risk system. The institution must
create consistency between the use of operational risk elements (internal data, external
data, scenario analysis).

116. The use of business environment and control factors is reflected in the industry practice
for the use of self-assessment and key risk indicator systems. Examples for business envi-
ronment factors could include the composition or the turnover of employees or the num-
ber of transactions, while examples for control factors could include the ratio of controls
existing within the organisation to manual transactions. This however is not an exclusive
requirement as other methodological tools that meet the requirements set out in the CRD
and in these Guidelines may also be used.

117. The expansion or increasing complexity of business line activities and the improvement
of control factors must be adequately considered. It is therefore important for institutions
to repeat their assessment of the risk associated with the business environment and the in-
ternal control factors as regularly as appropriate. The risks related to the business envi-
ronment and the control factors must be assessed whenever there is a significant change in
the risk profile (change of the scope of activities, other significant changes) but at least
once every year. The frequency must reflect the risk profile of the institution. The valida-
tion of the consideration of relevant factors may be performed by comparison to internal
and external loss data.

118.In order to ensure relevance and adequacy, the institution must demonstrate that it can
appropriately manage qualitative data, properly eliminate errors, and that qualitative infor-
mation is relevant, furthermore, the institution must demonstrate the purpose of risk as-
sessment (e.g., to obtain forward-looking information).

119. The appropriate treatment of qualitative data means that the institution must ensure that
the use of qualitative data can be made conform to other elements of risk management™.
The elimination of risks aims at managing the issue of differences between the risk aware-
ness of risk assessment participants. Assessment is appropriate if it individually identifies
the people participating in risk assessment and demonstrates why each person is fit for this
task.”

120. Business and control factors may be used for multiple purposes, including the following
examples’":

e Integration into risk measurement;

5 CRD Annex X Part 3 Subchapter 1.2.5; DOPR Article 8 Paragraph (10)

55 Example: The same categories ate to be considered in the course of data collection.
56 Example: Risk assessment personnel are validated and assessed separately.

57The listing is not exclusive.
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e Use for risk management considerations;

e “Validation” of internal data collection, etc.

Use of Scenario Analysis

121. The purpose of scenario analysis is to ensure that the institution applying an Advanced
Measurement Approach is able to capture extreme events both in terms of sector-specific
and institution-specific factors.

122. The use of scenario analysis should not be restricted to the evaluation of exposures to
high-severity events, as it should also be a useful source of information on the institution’s
overall operational risk exposure.

123. In order to generate credible and reliable results, institutions should make sure that their
processes used to generate data for analyses are highly repeatable, and that quantitative and
qualitative results are consistently prepared and used.

124. Institutions must strive to ensure that the analysis allows as little subjectivity and distor-
tions as possible.

125. The assumptions underlying the analyses and the process by which the methodology for
scenario analysis is constructed should be well documented.

126. Institutions in the sector are continuously enhancing their scenario analysis methodolo-
gies, and the HFSA therefore does not wish to specify a generally applicable analytical
framework.

127. As a minimum, at least the following aspects are to be examined in the course of supervi-
sory validation:

e The preparation of scenarios: the adequacy of operational risk scenarios, the consis-
tency and relevance of scenarios and the coverage of all material operational risks, as
well as whether scenario analysis has sufficient depth;

e Scenario assessment: the methodology for the assessment of scenarios, the involve-
ment of experts, the information obtained in the course of assessment;

e Data quality: the comparability of the results of the assessment of scenarios, the ability
to screen out errofs,

e Suitability for integration into the modelling framework: how parameter values are de-
fined, the methodological framework for preparing model outputs, the robustness of
the model framework.

128. In the course of scenario analysis the institution must ensure consistency with the other
elements of the AMA.

2.4 Considering Insurance and Other Mechanisms for Risk
Transfer’®

129. Operational risk insurance and other transfer mechanisms that allow for an effective
transfer of any operational risks that may arise, constitute the only acceptable instruments

58 The modifications of the Validation Guidelines as of June 2010 ate based on the Guidelines on the Opera-
tional Risk Mitigation Techniques published by CEBS on December 2009.
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allowed for the mitigation of the operational risk capital requirement. The reduction in the
capital requirement for operational risk arising from the recognition of insurance and other
risk transfer mechanisms may not exceed 20% of the capital requirement for operational
risk before the recognition of risk mitigation techniques. It is to be noted, that risk mitiga-
tion solutions for operational risk may only be considered with the use of the AMA
method, while the same option is not available if simpler approaches are used.

130. The HFSA, in the course of its validation procedure, examines the methodology of risk
mitigation. The following is a non-exclusive example for a method for the recognition of
risk mitigation:

o Allocation of risk events to insurance policies and other transfer mechanisms;
o Definition of the allocation of gross loss;

o Application of the impact of insurance and other transfer mechanisms on the
losses allocated;

o Calculation of residual risks after insurance and other risk transfer mechanisms
and the subsequent calculation of the capital requirement based on net losses.

The institution is required to monitor closely the potential changes in the risk reduction ef-
fect of insurance and other risk transfer mechanisms. In case of material changes the insti-
tution should recalculate its capital requirement for operational risk and notify the HFSA.

131. In line with general insurance concepts, insurance activity is the undertaking of obliga-
tions based on an insurance contract, whereby the insuring institution establishes a risk
partnership, assesses insurable risks, specifies the consideration (premium) for assuming
the risk, assumes the risk based on the legal relationship created and delivers the related
services. The category of other risk transfer mechanisms fundamentally includes products
where risk is transferred using capital market instruments.”

In order to assess the institution assuming the risk, the HFSA examines its compliance
with the following criteria:

e Jtis authorised on the basis of Act ILX of 2003 or Act CLIX of 2007 and has a license

to provide insurance or re-insurance services;

e It has a claims paying ability rating of at least 3 (this corresponds to a paying ability rat-
ing according to credit quality steps as used for the assessment of credit risk);

e Risks are assumed by a third (independent) party, or the consolidated risks are to be
transferred to a third party if assumed by a subsidiary or a “captive” insurance firm.”

e Steps taken by the institution to avoid calculating with risk transfer mechanisms as-
sumed by companies which are in close link with the institution.

5 Example: disaster policies, other financial derivatives.

60 This latter situation occurs for instance when a specific banking group insures the risks of the group mem-
bers (for economies of scale) through a “captive” institution that appears on the insurance market to transfer
the risks such as by way of reinsurance.
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132. The following requirements must be met in order to be able to recognise and validate the
risk reduction effect of the insurance policy:

e The insurance (risk transfer) agreement must have an initial term of not less than one
year;

e The termination notice period should be 90 days (3 months) at least;

e There can be no exclusions, not even in a bankruptcy situation or if a receiver or liqui-
dator is appointed.

The institution must adopt the following procedure to recognise the risk mitigating effects of
insurance. The HFSA audits compliance with these requirements:

Residual Term: Appropriate haircuts must be made for policies with a residual term of less
than one year. No haircut is required however, if the contract contains an automatic re-
newal clause with a minimum notice period of one year. A haircut of 100% is to be applied
if the residual term is 90 days or less. In case of renewable policies the contract should not
contain any reservation which affects the risk reduction effect of the insurance.

Notice Period: A haircut is to be made if the notice period for termination is less than one
year.

Uncertainty of payment or uncoordinated insurance coverage: An appropriate discount fac-
tor or haircut must be used if, under the terms of the insurance contract, uncertainty of
payment is possible (deductible — consideration of non-comprehensive compensation, late
payment, counterparty risk), or if there is a mismatch between the various insurance poli-
cies of the institution (such as property insurance and liability insurance).

133. The following requirements must be concerned by the institution during the recognition
of other risk transfer mechanisms as a risk mitigation technique.

Acceptability: The institution should not accept other risk transfer mechanisms as risk
mitigation if they are held or used for trading purposes. The HFSA examines the docu-
mentation of the aims of position taking.

Individual: The institution should decide on the recognition of a risk transfer mechanism
on a case by case basis taking into account the eligibility of the protection seller and the na-
ture and characteristics of the protection provided.

Experience: The institution should have experience in using a risk transfer mechanism be-
fore recognising the product in its AMA capital calculation.

2.5 Use of an AMA on a Group-Wide Basis”

134. When a parent institution domiciled in the EU and its subsidiaries, or the subsidiaries of a
financial holding firm domiciled in the EU intend to use an Advanced Measurement Ap-
proach for the calculation of capital requirements for operational risks, the application
submitted to the HFSA must include a description of the methodology that they intend to
use to allocate the capital requirement for operational risk and the capital itself among the
different members of the group.”

61 CRD Annex X Part 3 Sections 30 and 31; DOPR Article 10; GL 10 Section 597
62 GL 10 Section 597
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135. Institutions must use this methodology to allocate capital, setting out from the consoli-
dated group-level requirements towards the subsidiaries that are involved in the consoli-
dated calculation of capital using the AMA.

136. Institutions must demonstrate that their allocation methodologies are reliable and reason-
able, and that they are applied in practice in a consistent, fair and integrated fashion.

137. Institutions are strongly encouraged to move towards allocation mechanisms that, at all
times, properly reflect the operational risks of their individual subsidiaries and their actual
contributions to the consolidated capital requirement. The assessment of the allocation
mechanism is a significant component of the approval procedures of the home and rele-
vant host supervisory authorities.

138. In order to accept the capital allocation mechanism on a group-wide basis, the HFSA will
examine whether the effects of diversification are quantified and allocated to the underly-
ing factors in the risk management system, and if yes, in what manner.

139. The ACI” has adopted the option allowed for supervisory authorities by the CRD to
consider the entire group as the basis in order to determine whether the criteria for the use
of the Advanced Measurement Approach are met, for groups that apply a uniform Ad-
vanced Measurement Approach on the group level and that allocate operational risk capi-
tal to the subsidiaries on this basis, and the HFSA will not audit compliance with regula-
tions that are thus irrelevant for the individual domestic subsidiaries (such as if there is no
modelling on the level of the individual subsidiary).

2.6 Organisational Requirements related to the Advanced
Measurement Approach — Corporate Governance Issues

140. The GL 10 Guidelines supplement and structure the provisions of the CRD for corporate
governance. The risk management organisation for operational risk must be different from
the risk management organisation for credit risk due to differences in the nature of these
risks. Operational risks are present in all activities and all units of the organisation. For in-
stitutions that intend to use the AMA to satisfy the requirements concerning operational
risk the HFSA will examine the organisational structure for the management of opera-
tional risk before granting an authorisation.

141. Institutions must prepare regular reporting on their operational risk exposures and losses.
The reports must be approved by a supervisory and management body. In order to im-
prove the efficiency and effectiveness of operational risk management, the Board of Direc-
tors may set up special risk committees to perform some of these functions. The organisa-
tion approving the reports must have powers to allocate financial resources to the opera-
tional risk framework and to understand issues that arise in relation to the operational risk
framework. These may include the following:

e Activities aimed at identifying, measuring, monitoring, controlling or mitigating opera-
tional risk;

e Proactive risk management strategies and policies;

e The organisational structure for control functions;

e Specification of the acceptable level of risk.

63 ACI Article 76/] Paragraph (9)
64 CRD Article 105 Section 4
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142. Both the Board of Directors and the executive management must be properly involved in
risk management so that they have an understanding of control and measurement proc-
esses to ensure that the management and measurement of operational risk is efficient.

143. The HFSA will pay special attention to the following internal governance aspects:

Reporting system: Reporting on operational risk should be an essential part of the inter-
nal reporting system. Reports should be sent to the Board of Directors, executive man-
agement, internal audit and the risk committees (is established). The frequency and the
contents of such reports should be approved by both the Board of Directors and the ex-
ecutive management. It is the responsibility of executive management to ensure the suit-
ability of the reporting framework. The scope of information included in the reports var-
ies according to the nature, size and degree of complexity of the business. The more
complex and in parallel, the more riskier the business, the more information may be re-
quired.

Operational risk management function: The institution must have an independent risk
management function for the management of operational risk. With regard to its position
within the organisation, the function for the management of operational risk must be
aligned with the institution’s own organisation structure. Appropriate operations and con-
trols must be ensured in connection with the operation of decentralised operational risk
experts.

The role of internal audit: The processes and measurement systems for the management
of operational risk must be regularly audited by internal or external auditors. Internal au-
dit must continuously monitor the adequacy of the operational risk framework. Coopera-
tion with the internal audit function is possible, but the primary consideration is to ensure
the independence of internal audit. Internal audit should not participate in day-to-day op-
erational risk management processes.

3 PARTIAL USE OF VARIOUS OPERATIONAL RISK AP-
PROACHES®

3.1 Use of an Advanced Measurement Approach in Combina-
tion with Other Approaches

144. A credit institution may use the Advanced Measurement Approach in combination with
either the Basic Indicator Approach or the Standardised Approach subject to the following
conditions:

The system must capture all of the institution’s operational risks. The HFSA will accept
an approach, by which the institution can ensure a comprehensive coverage for opera-
tional risk management using an allocation by the various activities, geographical re-
gions, legal structures or other internal principles;

The application criteria must be met for activities covered by the Standardised Ap-
proach and the Advanced Measurement Approach.

145. On the basis of the authorisation contained in the CRD and the DOPR, the HFSA im-
poses further conditions for the combined use of the Advanced Measurement Approach

65 CRD Annex X Part 4; DOPR Articles 11-12
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as listed under Section 82 of Subchapter 2.1.5 (Validation of the Roll-out Plan) of Part II
of these Validation Guidelines™.

3.2 Combined Use of the Basic Indicator Approach and the
Standardised Approach

146. An institution may use a combination of the Basic Indicator Approach and the Standard-
ised Approach only in the case of a merger or acquisition and only if it meets the condi-

tions — such as the requirement for an agreed time schedule — contained in the authorisa-
tion issued by the HFSA®".

3.3 Various Partial Use Combinations®

147. The CRD and the DOPR allow for a wide range of partial use combinations pursuant to
the above subchapters 3.1 and 3.2. However, the combined use of the individual ap-
proaches raises an issue as to how the capital requirements calculated using the various ap-
proaches should be totalled for the calculation of the total capital requirement for opera-
tional risk for the entire institution or for the group of institutions.

148. The relevant domestic statutory regulations address the issue of capital adequacy ap-
proaches and calculations fundamentally on the level of the solo institution and Chapter
XIV of the ACI contains separate provisions for compliance on the consolidated level.
Despite the fact that the text of the relevant statutory regulations makes no detailed dis-
tinction between calculations made by a group (consolidated) and those made by solo legal
entities, it is still expedient to make such a distinction. In addition to this, effective regula-
tions do not explicitly regulate whether a parent company (or group) otherwise not using
an Advanced Approach may include in its consolidated capital requirement the results of
the solo capital requirement calculations of its subsidiaries prepared using an Advanced
Measurement Approach.

149. Definitions to be used in the area of operational risk with regard to partial use (with spe-
cial regard to the possibility to aggregate the capital requirements of the individual ap-
proaches):

,Partial use at consolidated level” means that different operational risk ap-
proaches are used in parallel by the parent and its various subsidiaries within the
group;

,Partial use at solo level” means that different operational risk approaches are
used in parallel for different business lines or different branches within the same
legal entity. (Partial use at solo level is expected to be of lesser significance in
Hungary than in the major member states of the EU due to the typical sizes of
businesses).

Therefore, the issue regarding the above “partial use on the consolidated level” is not
whether a subsidiary may calculate its capital requirement for operational risk on the solo
level using an approach that is different from the approach used by the group of institu-
tions for the calculation of capital requirements on the group level (which in practice is
typically the method used by the institution that controls the group, i.e., the parent com-
pany), but whether the capital requirement of the subsidiary calculated using a different

% CRD Annex X Part 4 Section 1.2 Subsections a)-b); DOPR Article 11 Paragraph (2)
7 DOPR Article 12
% GL 10 Chapter 4.1 on the Variations for the Combined Use of Approaches
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approach can be considered for the calculation of the consolidated capital requirement of
the parent or the group of institutions.

150. Since the Alternative Standardised Approach (ASA) is a special variant of the Standard-
ised Approach (TSA), the use of the Alternative Indicator in possible combinations is
treated in the same way as the Standardised Approach.

151. An institution using the Basic Indicator Approach or the Standardised Approach (with or
without an alternative indicator) for its consolidated capital requirement calculation is al-
lowed to include in its consolidated calculation the result of a capital requirement calcula-
tion by a subsidiary using the Advanced Measurement Approach.

152. An institution using the Standardised Approach (with or without an alternative indicator)
for its consolidated capital requirement calculation is allowed to include in its consolidated
calculation the result of a capital requirement calculation by a subsidiary using the Basic
Indicator Approach. This combination option may be used in the case of a recent acquisi-

tion and under other extraordinary circumstances, subject to an authorisation by the
HFSA.

153. An institution that opts for the Standardised Approach (with or without an alternative in-
dicator) for the calculation of its solo capital requirement must meet the criteria for the use
of the selected approach on a total (solo institution) basis, including all of its business lines
and branches.

154. The below tables provide an overview of the partial use combinations on the group and
the solo levels and indicate the appropriate methods for the calculation of capital require-
ments on the consolidated and solo levels.

Table 1 (Source: CEBS GL 10 on validation)
Group Level: Partial Use Combinations and ,,Consolidated Capital Requirement”

Group Level Ap- | Group Uses BIA Group Uses TSA (or | Group Uses AMA
proach ASA)

Subsidiary Level

Approach

Company ,,A” locally
uses BIA

Partial use acceptable

Partial use acceptable

Company ,,B” locally
uses TSA or ASA

Partial use not accept-
able

Partial use acceptable

Company ,,C” locally
uses AMA

Partial use acceptable

Partial use acceptable

Table 2 (Source: CEBS GL 10 on validation)
Legal Entity Basis: Partial Use Combinations and ,,Solo Capital Requirement”

| | Legal Entity Uses BIA | Legal Entity Uses | Legal Entity  Uses |

9 In similar, “partial use on the solo level” relates to the issue, whether an institution may use the calculation
results obtained at the business line or branch level for the calculation of its capital requirement for opera-
tional risk on the solo level of the entire institution. However, it does not relate to whether the institution
may be allowed to use certain calculation methods on the business line level or on the branch level (such as
out of internal considerations, or as preparation for a future transition to a more refined approach).
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TSA or ASA AMA

Business Line/Branch

Approach
Business Line/Branch Partial use not accept- Piimal llisia§cegglbclle
,»A” Uses BIA ) able specially justifie

cases only

Business Line/Branch | Partial use not accept- .
- Partial use acceptable

,,B” Uses TSA/ASA able
Business Line/Branch | Partial use not accept- | Partial use not accept-
,C7 Uses AMA able able )

4 CAPITAL REQUIREMENTS OF INVESTMENT FIRMS™

155. The investment firms detailed below need not include operational risk capital require-
ments within their overall capital requirement, this privilege however does not exempt
them from meeting the other qualitative requirements.

156. As a general rule, the overall capital requirement includes the same components as in the
case of credit institutions’', being the sum of the following factors:

e Capital requirement for credit risk and dilution risk;

e Capital requirement for risks related to the trading book;

e Capital requirement for exchange rate risk and commodity risk'%;
e (apital requirement for operational risk.

157. However, the HFSA may allow investment firms that are not authorised to provide in-
vestment services” to have a guarantee capital that is at all times at least as high as the
higher' of the following amounts:

e The sum of the relevant” capital requirements but NOT including the capital require-
ment for operational risk;

e The amount specified under Article 21 of these Guidelines, i.e., one quarter of the
fixed overheads for the previous year.

Total _capital _requirement > max( C, + C, + C,;Cost, *0,25)

Where:
C,: capital requirement for operational risk

70 Directive 2006/49/EC Atticles 20-21

I CRD Atticle 75

72 Directive 2006/49/EC Article 18

73 The list contained under Directive 2004/39/EC Annex I Section A Items 3 and 6

74 It is important to note that the actual translation of the CRD into Hungarian available at the date of the
preparation of these Guidelines is not good. Based on the original 2006/49 the institution must have the
higher of the two values (at least).

75 CRD Atticle 75 Sections a)—c)

76 The term used in the Hungarian text of these Guidelines (,,altalinos miikédési koltség”) originates from
the current available translation of the CRD into Hungarian. The original term ,,fixed overhead” is better
translated into Hungarian as ,,altalanos igazgatasi koltség”.
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C.: capital requirement for credit risk

Cg: capital requirement for risks related to the trading book
C,: capital requirement for exchange rate risk

Cost,: fixed overheads for the prior year

158. Firms eligible for preferential treatment include firms that are not authorised to provide
the following services’”:

e Trading on their own account; and

e Underwriting of financial instruments and/or the placement of financial instruments
on a firm commitment basis.

159. The HEFSA will allow investment firms in possession of the required initial capital (EUR
730,000) but falling into one of the below categories to have a guarantee capital greater
than or equal to the sz of the following at all times:

e The sum of the relevant™ capital requirements but NOT including the capital require-
ment for operational risk;

e The amount specified under Article 21 of this Directive, i.e., one quarter of the preced-
ing yeat’s fixed overheads.

Total _ capital _requirement > C_ + C, + C, + Cost, *0,25)
Where:
C,: capital requirement for operational risk
C.: capital requirement for credit risk
C,: capital requirement for risks related to the trading book
C,: capital requirement for exchange rate risk
Cost,: fixed overheads for the prior year

160. Entities in the following categories are eligible for favourable treatment:

e Investment firms that deal on their own account only for the purpose of fulfilling or
executing a client order or for the purpose of gaining entrance to a clearing and settle-
ment system or a recognised exchange, if acting in an agency capacity or executing a
client order;

e Investment firms:
o 'That do not dispose over money or securities owned by clients;
o 'That undertake dealing only on their own account;
o That have no external customers;

o Whose transactions are executed and settled under the responsibility of a clear-
ing institution and are guaranteed by that clearing institution.

161. Irrespective of the method used for capital calculation, firms must comply with all re-
quirements concerning operational risk”’, including the following: they must introduce
procedures and policies for operational risk to assess and manage exposures, which should
also contain infrequent but severe events, and they must also prepare emergency and busi-
ness continuity plans.

77 Directive 2004/39/EC Annex I Section A Items 3 and 6
8 CRD Atticle 75 Sections a)—c)
79 CRD Annex V
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4.1 Transitional Derogation:

162. Pursuant to Directive 2006/49/EC Article 45b, by derogation from Article 20 (1) the
HFSA may decide on a case-by-case basis, until 31 December 2011, not to impose the
capital requirements arising from CRD Article 75 Section d) (i.e., for operational risk) on
investment firms that are not subject to Article 20 Paragraphs (2) and (3), but whose total
trading book positions never exceed EUR 50 million and whose average number of af-
fected employees does not exceed 100 during the fiscal year.

163. Instead, the following procedure applies. The capital requirement must reach at least the
lower of the following:

e The capital requirements arising from Article 75 Section d) (i.e., operational risk capital
requirements); and

o A 12/88" portion of the higher of the following values:

e The totality of the capital requirements listed under Article 75 Sections a)-c) (credit
risk, trading book risk and exchange rate risk); and

e The amount specified under Article 21 (one quarter of fixed overheads), with consid-
eration to Article 20 Section (4a).

e If the second point of the second paragraph applies, an incremental increase must be
applied at least once every year.

164. The application of this derogation may not result in a reduction of the overall capital re-
quirements of investment firms in comparison to the requirements as of 31 December
2000, unless such a reduction is justified by a reduction in the business volume of an in-
vestment firm.

"Supplementary” _ capital _requirement > min(C,;12/88 * max( C_ + C,, + C,;Cost, *0,25))

Total capital requirement 2 C_+ C , + C ; + ,,supplementary” capital requirement
Where:
C,: capital requirement for operational risk
C.: capital requirement for credit risk
C,: capital requirement for risks related to the trading book
C,: capital requirement for exchange rate risk
Cost,: fixed overheads for the prior year
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