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1 INTRODUCTION

1.1 Purpose of the Guidelines

1.

At the end of 2005, in conjunction with the tasks related to the approval of advanced
approaches that can be used under the new capital requirement rules (CRD), the man-
agement of the HFSA decided to develop guidelines explaining the steps of the valida-
tion process, giving guidance on the interpretation of the provisions of the Directive,
explaining the position of the HFSA and its expectations regarding validation. As the
CRD was not yet adapted into Hungarian legislation upon the release of the first ver-
sion of the Validation Guidelines, the first version could only be based on the CRD and
the related international materials as interpreted by the HFSA.

Since then, significant progress has been made both in the regulatory environment and
in experiences gained. In early 2008, all laws that were directly related to the CRD were
adapted into Hungarian legislation. Besides the release of statutory provisions, efforts in
European Union committees, cooperation with home supervisors, pre-validation and
validation projects, cooperation with institutions and questions posed by the institu-
tions have all generated experiences at the HFSA which both called for and enabled the
updating of the Validation Guidelines.

The CRD and the Hungarian laws that serve its local implementation make the use of
advanced approaches (IRB, AMA) for capital requirement calculations subject to the
approval of the supervisory authority. The issuance of such approval, however, embod-
ies a significant departure from the former “Basel I’ approach. This freedom of choice
of institutions also means that the approval process and the subsequent permanent re-
views must take into consideration all non-standard solutions as well while measuring
institutions against a standardised set of criteria. Therefore, under the “Basel II” ap-
proach, institutions are required to evidence their compliance with capital re-
quirements to the Supervisory authority.

When applying the Directive, one of the major challenges for supervisors is to decide
when and on what basis to accept appropriateness, in other words, to identify the
aforementioned standardised set of criteria. Furthermore, the expectations of supervi-
sors should be harmonised across the EU and, as much as possible, should guarantee a
level playing field for institutions applying AMA or IRB methodologies. The standard-
ised interpretation of requirements for individual international banking groups is en-
sured by supervisory colleges set up for the consolidated supervision of such specific
banking groups while harmonised interpretation across Member States is ensured by ef-
forts in CEBS working committees. Based on experiences gained throughout Europe,
an EU-level amendment to the CRD is under preparation. Besides the necessary tech-
nical modifications, the amendment will primarily address regulations on cooperation
between supervisors, solvency capital and large risk exposures. At the same time, the
HFSA also uses the experiences of domestic implementation, validation and pre-
validation efforts to fine-tune the interpretation of applicable laws and, wherever neces-
sary, to initiate amendments to those statutory provisions.

1.2 Documents used
5. The Guidelines ate based on the consolidated English text of Directives 2006/48/EC

and 2006/49/EC (Capital Requirement Directives), which contains the amendments
adopted by the European Parliament on 28 September 2005. In the framework of the
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co-decision procedure, this text was approved by the ECOFIN Council on 11 October
2005, then, following legal-linguistic review, the consolidated text was re-approved on 7
June 2006. The final text of the Directive was issued in the Official Journal (O]) of the
EU on 30 June 2006. After the directives were adapted into Hungarian legislation, legal
references were extended to include references to domestic laws and government de-
crees.

Both the overall structure and the individual sections of the Guidelines follow that of
the CEBS” GL 10 document. The CEBS paper on validation summarises the consensus
reached by European supervisors and gives guidance, mainly to supervisors, on the ex-
amination, assessment and approval of the implementation of advanced approaches. In
addition to heavily relying on the contents of GL 10, the Guidelines are not a Hungar-
ian version of the invoked sections of the GL 10; instead, they contain the detailed in-
terpretation of the subjects discussed therein as applicable to Hungarian circumstances.
Interpretation was assisted by other consultation papers of the CEBS and BIS (Basel
Committee on Banking Supervision) on this subject.

The sources of the Guidelines include the papers published on similar subjects on web-
sites of other supervisory authorities, primarily of Member States, the consultation pa-
per of the HFSA on the domestic adaptation of the new regulation, the paper written
on the areas to be examined in the course of the approval of advanced approaches, as
well as the HFSA’s responses and position statements in respect of previous questions
of banks. While processing that information, the HFSA did keep in mind that all
documents and positions issued earlier reflected the conditions known and the knowl-
edge available at the time.

1.3 What is covered and what is not

8.

10.

11.

12.

The purpose of these Guidelines is to explain, in the field of credit risk, the entire vali-
dation procedure for the IRB Approach, as well as the entire validation procedure of
the AMA in the field of operational risk, and the criteria of the application of more
simple methods (BIA, TSA, ASA), therefore it does not contain issues relating to the
standardised approach to credit risks, market risks, or the second and third pillar. We
use the term validation in multiple senses herein, referring either to validation to be per-
formed by the institution or, in most cases, validation by the supervisor. Whenever we
mean validation by the institution, we indicate it clearly in the text.

Operational risk is discussed as an independent part and therefore all related aspects
(e.g. roll-out, internal governance, documentation requirements) are detailed in the
chapter on operational risk. The resulting material is now a separate part, Volume II of
the Guidelines.

GL 10 documents do not present credit risk mitigation techniques as the criteria of
their eligibility differ from country to country. The HFSA, however, may not dispense
with the thorough consideration of this topic. The chapter on the eligibility of collat-
erals will be published in Volume III of these Guidelines. The requirements on internal
governance and purchased receivables will also be discussed in Volume III.

Although GL 10 documents address securitisation, these Guidelines do not discuss the
subject. The same applies to credit derivatives. These topics are expected to be dis-
cussed at a later time.

These Guidelines do not set out detailed requirements concerning IT system architec-
tures, contingency plans, data integrity and physical security. The discussion of these
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topics is beyond the scope of IRB and AMA capital requirement calculations and relate
to overall IT security. These requirements are regulated thoroughly by the ACI.

1.4 How these Guidelines were prepared

13.

14.

15.

16.

17.

18.

The individual chapters were developed by thematic working groups comprising
mathematicians, lawyers, economists and staff members working on supervision, licens-
ing, regulation and methodological issues. Due to the working method and the subject
matter concerned, the style of each chapter is slightly different, depending on the styles
and wording preferences of the authors.

Regarding references to the Directive and applicable Hungarian laws herein, we chose
to provide references only and did not usually quote any text.

The elaboration of certain chapters in the 2006 version of these Guidelines was assisted
by the International Training Centre for Bankers of Budapest as professional advisors
who won the assignment at a public procurement tender procedure. For elaborating the
chapter on operational risk, the advisor also played the role of project leader. When up-
dating the Guidelines in 2008, the HFSA did not employ the services of the Centre.

The CRD applies to credit institutions and investment firms which it collectively refers
to as institutions. For the sake of simplicity, following the CRD, this paper uses the col-
lective term “institutions” although Hungarian law does not use the term in this concise
sense.

The CRD and, accordingly, the related Hungarian laws recognise two levels within capi-
tal requirement calculations that use the internal ratings based approach:

O In addition to a PD based on their own estimates, institutions may use the LGD
and CCF values' specified in the Directive,

0 if they comply with the criteria’ set forth for the categories of exposures to corpo-
rations, institutions and central governments / central banks, they may use their
own estimates to define the LGD and CFF values to be used in the risk weight
formulae.

The CRD distinguishes the two levels by referring, in the case of (2), to “institutions
authorised to use own LGD and CFF estimates”. Thereby the Directive avoids the
terms ‘Foundation IRB Approach’ (only PD is based on own estimates) and the ‘Ad-
vanced IRB Approach’ (all risk parameters based on own estimates) used in the Revised
Framework of Basel. However, as the Basel terminology is widely accepted and in order
to simplify references, the Guidelines occasionally use the terms ‘“Foundation” and

I CRD Annex VII, Parts 2-3
2 CRD Annex VII, Part 4
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19.

20.

21.

22.

“Advanced IRB Approach” to distinguish between the two levels within the Internal
Ratings Based Approach. Obviously, this differentiation does not apply to retail expo-
sures, as method (1) is not applicable there.

The references to CRD articles relate to Directive 2006/48/EC and its Annexes. Refer-
ences to Directive 2006/49/EC ate indicated cleatly throughout the Guidelines.

Neither the CRD, the Hungarian laws that implement it nor the HFSA requires the si-
multaneous introduction of advanced approaches, i.e., the use of IRB for credit risk and
that of AMA for operational risk. Institutions may select the approach to be used them-
selves and submit an application for approval concerning the implementation of ad-
vanced approaches.

When assessing the application for approval, all institutions must satisfy the minimum
criteria set forth in the CRD and in applicable Hungarian laws, but the HFSA, mostly in
respect of qualitative factors (e.g. organisational and governance requirements) does
take into account, for the examination of compliance, the complexity of the institution
and its business operations (principle of proportionality) along with its size.

Institutions may chose from several approaches, which may even be different from the
solutions recommended and described in the HFSA Guidelines. If an institution gives
an adequate explanation for the departure from the commonly accepted or recom-
mended approach, the HFSA may accept such departure. Naturally, the statutory
minimum requirements must be complied with in all cases.

1.5 Contents

23.

The first two chapters of Volume I of the Guidelines examine the cooperation between
supervisors from two aspects, from the aspects of the home (parent institution) super-
visor and the host supervisor (of subsidiaries of international groups). In both func-
tions, the HFSA is a party to the validation process, but its tasks and the interests it
represents are different somewhat in each function. As most institutions supervised by
the HESA operate as part of an international group, it is important to explain the ap-
proval process in that context as well. The remaining chapters of the Guidelines pro-
vide guidance concerning the minimum requirements for the capital requirement calcu-
lation under the Internal Ratings Based Approach for credit risk and the key assessment
criteria applied during the supervisory review. Thus Volume I addresses the topics of
roll-out, permanent partial use, use test, portfolio segmentation, rules and expectations
concerning rating systems and estimates of risk parameters, with special emphasis on
the definition of important terms (default, loss). Volume II of the Guidelines describes
the supervisory acceptance and approval conditions for the use of the various ap-
proaches to operational risk, in particular that of the AMA. Volume III sets out the eli-
gibility criteria of collaterals, presents internal governance requirements and reviews
purchased receivables.
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2

24,

25.

26.

27.

28.

COOPERATION BETWEEN SUPERVISORY AUTHORI-
TIES IN THE COURSE OF VALIDATION

Article 129 (2) CRD and Atticles 14/A-14/B of the ACI declare that in the course of
the validation of advanced approaches (IRB, AMA, IMM), the supervisory authorities
participating in the supervision of the group, headed by the home supervisor3, must co-
operate in the approval process and, within six months of the submission of the appli-
cation, they must make a joint decision concerning the application.

In the case of any advanced approach, the applying group or institution should submit
the application to the home supervisor. The six-month assessment period starts on the
date of the submission of the complete and full documentation. Following receipt of
the complete package of documentation, the home supervisor must forward without
delay a copy of the application and of the relevant documents to the host supervisors®.

Supervisory authorities in charge must do everything within their power to reach a joint
position on the application. If the supervisors are unable to reach a consensus during
the six-month period, the home supervisor must make the final decision; however, in
this case it must take into consideration, to the utmost extent possible, the position of
the host supervisors.

The permission is issued by the home supervisor. The document contains the detailed
justification of the decision, including the considerations of the host supervisors and, in
the absence of a consensus, the justification of the decision of the home supervisor as
well. The approval is sent by the home supervisor to the applicant and to the supervi-
sory authorities in charge. The decision set forth in the document shall be binding on
the supervisors of the Member States concerned. In Hungary, the decision enters into
effect directly thus the local Supervisor does not issue a resolution on approval on its
own. In the case of groups and institutions for which the HFSA is the EU-level super-
visor, the HEFSA issues the approval resolution as home supervisor (for details please
refer to section 3.2.3., Decision and approval.)

A Points 2.1 and 2.2 of the GL 10 on the validation of the IRB Approach and AMA
contain detailed guidance on the cooperation of supervisory authorities in the validation
process. To satisfy the requirements of the Directive, the competent supervisory au-
thorities as well as the supervisors and the institution concerned need to cooperate.

3 Supervisor of the parent institution at EU level, also used as consolidating supervisor.
4 Authority that supervises subsidiary institutions
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29. Cooperation may be split into three stages:

e Pre-approval stage - preparation of supervisors and institutions, establishing con-
tacts, preliminary review of the systems proposed to be implemented by the institu-
tions, clarification of interpretation issues.

e Approval stage - submission of the complete application with the required content,
supervisory review, decision-making.

e Post approval phase — continuous monitoring of the implementation and applica-
tion of the approved systems.

Consultation and cooperation steps required in the various stages are set out in Annex I
and IT to GL 10.

2.1 In the role of home supervisor

30. As home supervisor, the HFSA is responsible for the international coordination and
implementation of the approval process.

2.1.1 Principles

31. When conducting the supervisory approval of the internal model based calculation of
the IRB, AMA and IMM in the role of the home supervisor, the HFSA enforces and
acts on the basis of the following principles:

e The HFSA coordinates the supervisory cooperation through the application of
internal models in line with international recommendations and guidelines, in
particular the Guidelines for Co-operation between Consolidating Supervisors and
Host Supervisors (GL 09) and the Validation Guideline (GL 10), and it strives for
effective cooperation.

e The HFSA decides on the form of cooperation in a differentiated manner for each
institution, based on a case-by-case assessment.

e For determining the significance of the institution, the HFSA shall rely on the
criteria set out in Section 30 of GL 09 on the role of the subsidiary within the
group. The subsidiary is to be considered significant by the home supervisor if any
of the following conditions apply:

* The subsidiary’s contribution to the group’s’

5 Consideration concerning the bases of projection to be used for determining ratios: The calculation should
be based on consolidated figures on the group level and on balance sheet and income statement data after the
elimination of consolidated items on the individual (subsidiary) level. This approach is correct both mathe-
matically and economically, as the individual balance sheets add up to the consolidated balance sheet, and
their content, following consolidation, shows the real contribution of the various firms to the consolidated
results. The disadvantage of the approach is that the consolidated balance sheet is included in the flash re-
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(o] Total assets > 3%, or
(o] Profits > 10%

* The risk of its activities is deemed material for the group.

* The internal governance and risk management structure of the
group is de-centralised and top management is unable to control in
full the risks of individual units.

® The various units have strong autonomy.

® A correlation of risks exists among individual units.

32. In the course of preliminary discussions, the HFSA discusses issues of significance with
host supervisors, and arrives at a joint position; in the course of this process, it must
take into account the considerations of host supervisors. If, based on paragraph 30 of
the GL 09, the institution is to be considered significant on the local market by the host
supervisor, it is to be treated as significant in the future from that point on.

33. Considerations for determining the form of cooperation:

e the significance of the institution, as agreed by the competent supervisors in the
pre-approval period;

e the approach intended to be implemented in the country concerned,;

e the EU membership of the country concerned;

e in the case of non-EU countries, the HFSA’s assessment of the supervisory
authority concerned;

e as well as any other specific relevant information.

34. Accordingly, in order to determine the depth and form of cooperation, the HFSA clas-
sifies institutions into the following categories:

Classification Strategy

1. Significant subsidiaries or branch offices
that use internal models (IRB, IMM or AMA)
for measuring credit risk, market risk or opera-
tional risk and elaborate local models® for cer-
tain asset groups / risks.

High-level involvement of the host supervisor
is required. During the approval process, the
host supervisor is responsible for controlling
the local implementation of centrally devel-
oped models” and for the validation of local
models. The HFSA may conclude a special

ports to the stock exchange, but the figures for the vatious subsidiaties (after consolidation) are not, therefore
they must be obtained separately from the parent institution.
¢ In the case of credit risk, local model development means the development of parameter estimation models

and rating models by the subsidiary.

7 A centrally developed model refers to a parameter estimation model developed by the parent institution or
sister institution and introduced/implemented at the subsidiary.

13
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Classification

Strategy

agreement with the host supervisor on partici-
pation in on-site audits. Continuous exchange
of information and regular contacts with the
host supervisor are necessary.

2. Significant subsidiaries or branch offices
that use a standardised approach to measure
credit risk or operational risk and a simple
method to measure market risk, but their par-
ent bank uses an advanced approach (IRB,
IMM or AMA). Roll-out to advanced ap-
proaches is expected at a later point of time.

The host supervisor participates in the ap-
proval process. Commenting on the roll-out
plan and participation in the establishment of
criteria for future conversion are especially
important responsibilities. In the event of a
subsequent conversion, the monitoring of roll-
out plan implementation is principally the task
of the host supervisor, but the HFSA also
monitors the process and collects progress
information on an ongoing basis through the
parent institution (see the chapter on roll-out
herein). Continuous exchange of information
and regular contacts with the host supervisor
are necessary.

3. Significant subsidiaries or branch offices
that are expected to use a standardised ap-
proach permanently to measure credit risk or
operational risk but their parent bank uses an
advanced approach (IRB, IMM or AMA).

If the subsidiary uses a standardised approach
permanently, the HFSA will negotiate with the
supervisor concerned about permanent use.
Basically, the relationship is limited to the fair
provision of information on the part of the
HFSA, but other arrangements may also be
devised by way of harmonisation between peer
supervisors.

4. Non-significant subsidiaries or branch of-
fices that apply an advanced approach to
measure credit risk or operational risk. Devel-
opment of local models is limited or non-
existent, management and risk management is
very centralised.

Central models are developed due to the high
degree of centralisation. Basically, tasks relating
to local application are performed by host su-
pervisors. When necessary, the HFSA partici-
pates in this effort to the necessary extent. The
low level of significance does not call for the
tull involvement of the host supervisor in ac-
tual cooperation, yet it should be involved in
the information flow as necessary, it should be
kept duly informed and should have the op-
portunity to provide comments where justified.

5. Non-significant subsidiaries or branch of-
fices that are expected to use a standardised
approach permanently to measure credit risk
or operational risk.

Due to the approach selected and the low level
of significance, involvement of the host super-
visor is justified only to a limited extent, but it
should be kept duly informed.

35. The framework, specific content and form of cooperation relating to approval must be
defined in written agreements. If (at least three of) the relevant authorities agree, the
HFSA does not exclude the possibility of concluding multilateral Memorandum of Un-
derstanding. If the supervisory authorities of more than one country are affected in
connection with an institution, the HFSA organises so-called single-pole cooperation.
The objective is to ensure that all information flow among the relevant supervisors is
through the HFSA so that the loss of information is avoided.

14
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30.

37.

38.

During both the approval process and ongoing post-approval supervision, the HFSA
places special emphasis on reaching a consensus with host supervisory authorities. Uni-
lateral decision making in the absence of a consensus should be an exception.

The cover letter and the group-level documents to be submitted should be in Hungar-
ian and in English, documents of foreign subsidiaries (subsidiary groups) should be in
English, documents of Hungarian subsidiaries should be in Hungarian (the cover letter
should be a printed copy whereas the application package should be on an electronic
medium). In exceptional cases, on the reasonable demand of institution’s or the host
supervisor, the language of the documentation to be forwarded abroad may be other
than English. Yet these arrangements should be agreed by all involved parties in ad-
vance. The HFSA shall do its best to reach a consensus with the other parties also on
the issue of language.

In the context of organising international cooperation, the HFSA will strive to avoid
the duplication of tasks for institutions and to reduce the workload on the sector as
much as possible.

2.1.2 Tasks

Pre-application stage

39.

40.

The HFSA expects institutions intending to apply internal ratings based approaches to
inform it on these intentions in due time and prior to the legal approval process. In-
formation is especially important in instances when the involvement of host supervisors
is necessary due to foreign subsidiaries. In the pre-approval phase, the HFSA should
strive for developing good cooperation with the institution concerned and, as applicable
laws allow, it should provide all reasonably expectable assistance to the preparation of
the institution. The purpose of cooperation in the pre-approval stage is primarily to dis-
cuss issues of interpretation, to ensure the settlement of any outstanding issues or dis-
putes as soon as possible, and to fix any application that the HFSA considers incorrect.

In the pre-application phase, the HFSA performs the following tasks regarding the in-
stitution that submitted the request for approval:

e Secks information on an ongoing basis concerning the approaches and models to
be implemented by the institution.

e Based on the cooperation with the institution and the approach to be applied, the
supervisor determines the way and means of monitoring the institution’s
preparation. The primary forms of monitoring will include the assessment of
summaries and other documentation submitted in writing, the conducting of
consultation sessions and interviews, assessment of replies to questionnaires and
on-site collection of information.

e The HFSA introduces the approval process to the applicant along with the
requirements that the applicant should comply with.

e It strives for settling, as soon as possible, any disagreements or differences in
interpretation and to achieve a consensus. In the course of the settlement of
interpretation issues or disputes, the starting point should be the principle of a
level playing field, and the HFSA should rely strongly on international experiences.
To that end, it contacts major foreign supervisory authorities, or the relevant
international organisations or committees, and informs the institution without
delay about the supervisor’s position developed in view of the responses received.
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e It may conduct a pre-validation procedure to familiarise itself with the process
implemented by the supervised institution.

e In the course of consultations with the applicant, the HFSA provides information
on the proposed schedule of the assessment, in particular on the timing of tasks

for the institution (e.g. the time of the on-site audit of the rating systems by the
HFSA) and on the delivery of (interim) (pre-) validation results.

41. In the pre-application phase, the HFSA should strive for assuring the following criteria
in its cooperation with the host supervisors concerned. In particular, the HFSA shall

e create the framework for bilateral cooperation; in the absence of a general bilateral
Memorandum of Understanding between the HFSA and the relevant host
supervisors, the HFSA encourages the conclusion of such MoU.

e specify the role of the relevant supervisors based on the assessment of the
subsidiaries’ significance and reach an agreement with these supervisors on the
issue of significance and on the level of cooperation.

e contact host supervisors in order to familiarise itself with the model(s) proposed
by the institution.

e cstablish the framework of cooperation regarding the institution concerned. In line
with the aforementioned principles, the HFSA defines the framework, content and
form of cooperation with host supervisors and checks it with the relevant
authorities. When determining the framework of cooperation, it is essential to
specify what the HFSA expects from the foreign supervisor in respect of its role
and tasks in the cooperation. If the host supervisor participates in the approval
process, both the tasks relating to approval and the subsequent, mostly general
responsibilities (essentially monitoring tasks) should be identified during the of
establishment of the framework of cooperation. The specific scope of cooperation
must be set out in writing.

e claborate the supervisory action plan that sets out the steps to be made by the
HFSA, the main issues, actions and schedule concerning cooperation between the
institution concerned and the host supervisors concerned.

e claborate the strategy for communication in order to ensure the necessary
exchange of information among supervisors and harmonises this strategy with the
host supervisors. Besides serving the approval process, this step also fosters the
continuous cooperation among supervisors in the post-approval phase. The
information strategy must encompass the written exchange of information and the
elaboration of the system of cooperation which should take place in the form of
consultations on expert and management levels.

e cvaluate host supervisors in the case of non-EU countries. This evaluation takes
place through bilateral, expert level meetings where the HFSA learns about the
supervisory and audit methods of the host supervisors, the supervisory tool sets
they apply, their CRD capabilities, etc.

e identify and communicate any issues, problems and material issues to be taken into
consideration in the approval process either the group or on the local level.

e identify any areas where disagreements may arise between the institution and any
supervisory authority. The HFSA should appropriately communicate and settle any
disagreements as soon as possible.

e negotiate an agreement on the monitoring of implementation, with special
attention to the fact that the home supervisor is responsible for setting up the

16
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schedule of discussions between the host supervisors and that the host supervisors
are responsible for complying with that schedule.

Approval

42. During the approval process, the HFSA should act in accordance with its internal pro-
cedures and, when foreign subsidiaries are involved, with the cooperation agreement
signed with the host supervisors, as set out in the “Approval process” section herein.

Post-approval phase

43. As part of its responsibilities as home supervisor, the HFSA should make efforts to
maintain the effective cooperation of host supervisors also after the approval. The spe-
cific tasks for the post-approval stage are set out in the applicable agreements with the
relevant supervisors. Basically, the related tasks are as follows. The HFSA shall:

e coordinate the monitoring of implementation and organise international
cooperation with the competent supervisory authorities.

e coordinate and execute the exchange of information between supervisors in line
with the communication strategy.

e participate in on-site audits abroad and coordinate the results of such audits based
on the cooperation agreements on validation tasks.

e monitor the operation of the approved system on an ongoing basis.

2.2 In the role of host supervisor

2.2.1 Principles

44. As most players on the Hungarian financial market are subsidiaries of large interna-
tional financial groups, the HFSA supervises them in a host role. In the host supervi-
sot’s role, the HFSA acts along the following principles:

e Pursuant to international recommendations and guidelines, in particular the GL 09
and the GL 10, the HFSA participates in the approval procedure, striving for
effective cooperation throughout the entire process.

e The HFSA shall make efforts to document the cooperation in writing.

¢ During the harmonisation steps, the HFSA should make it a point to have the
home supervisor submit all approval documentation in English.

e The HFSA shall assess each proposal submitted by home supervisors on the form
of cooperation individually and in a differentiated manner.

17
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To determine the significance of an institution, the HFSA shall apply the criteria
on the subsidiary’s role on the domestic market as set out in Section 30 of the GL.
9. Thus a subsidiary should be considered significant if any of the following criteria
apply:
The subsidiary’s contribution to the domestic market’s®
O  total assets > 3%
0  credit portfolio >3%
O  mortgage loan portfolio >2%
O  deposit portfolio > 3%
O  profits > 5%
Based on its activities, the subsidiary is a market leader in a certain segment or in a
special type of operations (e.g. futures market, government securities market,
custody, etc.)
It plays an integral role in the financial system (value of payments, stock exchange,
clearing house)
It contributes significantly to the liquidity of the market (either for the entire
market or for a specific segment)
When determining the specific form of cooperation, at least the following criteria
should be taken into consideration:
O  the significance of the institution (as per section 30 of the GL 9), as
agreed by the competent supervisors in the pre-approval period
O  the approach that the institution intends to apply both at group and at
local level (the HFSA must also participate in approval if a standard
method is proposed for the local level but advanced methods are
implemented at group level)
O  whether a method will be developed locally
0  the EU membership of the country concerned
(o] in the case of non-EU countries, the HFSA’s assessment of the home
supervisor concerned
O  as well as any other relevant information.

Under any form of cooperation, local management expected to be fully familiar
with the risk profile of the subsidiary/branch office concerned and to ensure for
capital adequacy accordingly. It also means that local management must have good
understanding of the operation of the underlying systems, fully possess all
information relating to the implementation of the new capital calculation systems
and must be able to demonstrate all this to the HFSA if so requested.’

8 The calculation is based on data received in mandatory reports to the Supervisor.
9 CRD Annex VII, Part 4, Articles 124-127; DCRR Article 93.
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e When central models are applied at a non-significant institution or a non-

significant branch office, the HFSA will not insist on gaining an in-depth
knowledge of the models. Nevertheless, the HFSA will make it a point to
understand the key characteristics and assumptions of those models. See also the

“Approval process” section herein.

45. The planned levels of cooperation and the strategies assigned to the specific levels:

Classification

Strategy

1. Significant institutions that use centrally
developed internal models (IRB, IMM or
AMA) for measuring credit risk, market risk or
operational risk and elaborate local models for
certain asset groups / risks.

The objective is to gain an in-depth knowledge
of the centrally developed models. During the
approval process, the task is to review the im-
plementation of central models and to validate
the local ones. Active participation in the
process is necessary, along with regular contact
keeping with the institution and the home su-
pervisor both in the pre-validation and valida-
tion phase.

2. Significant subsidiaries or branch offices
that use a standardised approach to measure
credit risk or operational risk or a simple
method to measure market risk, but their par-
ent bank uses an advanced approach (IRB,
IMM or AMA). Roll-out to advanced ap-
proaches is expected at a later point of time.

The HFSA needs to participate in the approval
process, in particular in the assessment of the
roll-out plan and in the setting of terms and
conditions for future roll-out. The objective is
to gain an in-depth knowledge of the centrally
developed models. During the approval proc-
ess, the task is to review the implementation of
central models and to validate the local ones.
Active participation in the process is necessary,
along with regular contact keeping with the
institution and the home supervisor in the pre-
validation phase.

3. Significant subsidiaries or branch offices
that are expected to use a standardised ap-
proach permanently to measure credit risk or
operational risk but their parent bank uses an
advanced approach (IRB, IMM or AMA).

If the subsidiary uses a standardised approach
permanently, the HFSA will negotiate with the
home supervisor about permanent partial use.
(As advanced approaches expect a higher de-
gree of risk awareness, significant institutions
and their parent companies should be encour-
aged to avoid using this option.)

4. Non-significant subsidiaries or branch of-
fices that apply an advanced approach to
measure credit risk, market risk or operational
risk (IRB, IMM or AMA). Development of
local models is limited or non-existent, man-
agement and risk management are heavily cen-
tralised.

Central models are developed due to the high
degree of centralisation. The HFSA’s tasks
relate to local application. Active participation
is needed in the information flow during the
approval process but the in-depth knowledge
of the central model is not required. Regular
contact keeping is required in the pre-
application phase.

5. Non-significant subsidiaries or branch of-
fices that are expected to use a standardised
approach permanently to measure credit risk
or operational risk.

Due to the approach selected and the low level
of significance involved, only due information
is needed from the home supervisor.
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2.2.2 Tasks

Pre-application process

46. The HFSA assesses tasks and obtains detailed information on the models to be imple-
mented.

47. Forming of relations with the home supervisor

e Initiation of the revision of Memoranda of Understanding
e Laying down the forms of regular exchange of information at expert level
e Setting of the host strategy based on significance

Approval

48. In the course of the approval process, the HFSA proceeds in accordance with its inter-
nal procedures and the cooperation agreement concluded with the home supervisor(s).

Post-approval phase
49. The HFSA’s responsibilities are as follows:

e DMonitoring of implementation, in particular the roll-out plan and the fulfilment of
conditions set out in the approval.

e If any problems are encountered during implementation, the HFSA will inform the
home supervisor. In the case of severe deficiencies, it may initiate the amendment
of the roll-out plan or the revocation of the permission.

e In line with the communication strategy, the HFSA participates in the exchange of
information. It informs the supervisors involved about the risk structure of the
institution and requests information on the parent institution’s risk structure. The
supervisors may also keep each other informed on the findings of on-site audits.

e In accordance with the Memorandum of Understanding, the HFSA participates in
on-site audits abroad and in audits performed by the home supervisor at the
Hungarian subsidiary.
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3 APPROVAL PROCESS

50. The HFSA’s permission is required for the application of

a) Internal Ratings Based Approaches (Foundation IRB and Advanced IRB)" in
respect of the capital requirement of credit risk;

b) the Standardised Approach (in order to verify the fulfilment of application
criteria), the Alternative Standardised Approach“, the Advanced Measurement
Approach' or a capital requirement calculation based on the combination of different
approaches" to determine the capital requirement for operational risk;

9 the Internal Model-based Approach' for calculating the capital requirement for
position risk, commodity risk and foreign exchange risk
d) own haircut in the case of a comprehensive approach to credit risk and for the use

of an internal model® in the case of netting,.

51. In the case of the approaches that require an HFSA approval, the institutions (!) need
to provide sufficient explanation on their choice of approach in their application and in
the attached documentation, prove the appropriateness of those approaches and dem-
onstrate to the HFSA that their systems comply with the criteria set out in the Directive
concerning the use of the approaches concerned.

52. The applicant shall submit the application to the home supervisor (see Chapter “Coop-
eration between supervisory authorities”). The supervisory review is based on the as-
sessment of the documents submitted (with additional supplementary submissions if
required) and on the findings of the on-site audit(s).

53. In the context of the approval process, the terms approval/opinion mean the following:

10 CRD Article 84; ACI Atrticle 76/B (1)-(5), (14)

11 CRD Article 104; ACI Article 76/ (3); DOPR Atticle 4 (5)
12 CRD Article 105; ACI Article 76/ (4), (8)

13 CRD Article 102 (4); ACI Article 76/ (5)

14 Annex V to 2006/49/EC; DTBR Chapter IX

15 CRD, Annex VIII, Part 3; DCRR Atticles 3, 127-155
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Home

Host

Approval:

As home supervisor, the approval of group-
level applications that are within the scope of
the HISA’s decision-making competence;
assessment of the suitability of models, group-
level governance and risk management
functions.

Opinion:

Section (39) of the GL 10 declares that in the
case of locally developed models, the host
supervisor should “lead” the assessment of the
locally developed models and the local
implementation of centrally developed models.
As the permission, however, is issued by the

home supervisor who also has the decisive
vote in the case disagreements, in practice the
HFSA can only express its opinion.

Depending on the subsidiary’s signiﬁcance16 in
Hungary and the areas to be assessed (model,
implementation, roll-out, permanent partial
use), the HFSA may wish to exercise a
“strong” or “weak” right of providing an
opinion.

54. “Strong” or “weak” opinion indicates the extent to which the HFSA, in the course of
cooperation with the home supervisors, wishes to enforce its position. In case of a
“weak” opinion, the HFSA does not closely monitor the extent to which its opinion is
taken into account in the group-level decision. In the case of a "strong" opinion, how-
ever, the HFSA intends to employ all the means available under the cooperation
framework to assure that its opinion is taken into account when issuing the approval or
determining its conditions.

3.1 Pre-approval phase

55. Considering that the six-month period available for decision-making is relatively short,
the so-called pre-application period is crucial. It should be used for gaining an under-
standing of the systems to be approved and for developing the framework for the joint
efforts. In the case of institutions that are significant on the Hungarian market, the
HFSA makes it a point to review the proposed solutions at an on-site pre-validation ex-
ercise before the application is submitted. The pre-validation exercise also provides an
opportunity for consultations prior to implementation.

16 The principles for determining the level of significance ate set out in chapter “Cooperation between supet-
visory authorities”
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3.2 Approval phase

56. The approval process is illustrated in the schematic chart presented in the Annex hereto
and consists of three main stages: submission of the application, supervisory assess-

ment, decision-making and approval.

3.2.1 Submission of the application

57. The application and the documentation package which the HFSA received either from
the applying group leader institution (home role) or from the home supervisor (host
role) is then assigned to a so-called sponsor. The sponsor manages and coordinates the
efforts of the various expert areas of the HFSA throughout the approval process. The
sponsot’s role is fulfilled by the senior supervisor in charge with the institution or group

concerned.

58. The application and documentation package:

Home

Host

As home supervisor, the HFSA sets forth the
following expectations:

The cover letter is the actual official application
for permission. It has to include a statement
that the contents of the attached documents
are true and fair and that they include, despite
their summary form, all information that is
considered material for the assessment of the
application.

As to the language of the documentation to be
submitted, see section 37.

The application has to be signed by the top
executive of the institution (chairman or
chairman-CEO) and the internal board
member in charge with risk management. The
cover letter must name the contact person
designated by the group of institutions.

The minimum contents of the documentation
package to be submitted is set out in the Annex
hereto  (List of  Documents).  The
documentation should take a top to bottom
approach, i.e. it should progress from a general
view to addressing particular details.

In the host supervisor’s role, the HFSA accepts
the documentation forwarded by the home
supervisor as application documentation (in
this case, it is the home supervisor’s
responsibility to check the submission for
compliance with the requirements on format
and contents). At the same time, the HFSA
may request the institution that belongs to its
supervision ~ to  submit  supplementary
documentation if it is needed for developing an
opinion on specific areas.

In the course of cooperation, it should be a
general goal to ensure that all documents
submitted to the HFSA should be in English.

59. As the first step in the process, the Licensing Department assesses the formal com-
pleteness of the submitted documentation and the sponsor assesses its contents regard-
ing basic compliance. If the HFSA detects any deficiency, it sends a request to the ap-
plicant institution for submitting the missing documents or calls the attention of the
home supervisor to the missing documents, requesting their submission.

60. The six-month period available for the assessment of a group-level application starts
when the application package is received in full.
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3.2.2 Supervisory assessment

61.

62.

63.

64.

65.

If the application complies with the requirements in terms of format and basic con-
tents, the sponsor submits a proposal to the Working Committee, a body consisting of
the representatives of HFSA areas in charge with assessing the application, outlining the
depth of the supervisor’s assessment and the schedule of on-site and off-site examina-
tions. The proposal of the sponsor depends on the home or host supervisor role ful-
filled in respect of the institution concerned and on the institution’s significance as de-
termined in the pre-application period.

When elaborating the proposal, the sponsor develops an overall understanding of the
systems outlined in the application by reviewing the following:

O Suitability of the organizational structure, distribution of responsibilities and
functions, management, measurement and controlling of risks;

O Sufficiency of available material and human resources, feasibility of the
. . 17
implementation plan and the roll-out™ plan;

O The structure of the group, data of the individual entities within the group, chosen
methods, controls, and the level of capital adequacy.

Based on the supervisory assessment procedure approved by the Working Committee,
the sponsor forwards in electronic form the documentation package or the relevant
parts thereof to the areas in charge (also to host supervisors when acting as home su-
pervisor), complete with schedules and deadlines.

During the supervisory assessment, it should be verified that the system developed at
the institution complies with the requirements of the CRD. The considerations of as-
sessment are set out in the relevant chapters of this Validation Guidelines. As a basic
principle for the assessment of the application (and of the documents to be submitted),
it is the applicant (!) who needs to demonstrate to the HFSA that the systems applied
are suitable for their intended purpose and fulfil the minimum application requirements
set out in the CRD, i.e. validation is primarily the task of the institutions. The HFSA
evaluates this demonstration by the applicant and may override the result of the inde-
pendent review.

Assessment actually means the comprehensive examination of the rating systems and
operational risk measurement systems so that the HFSA can state whether

O the systems comply with the requirements on use tests and experience tests,

17 Roll-out period: the aggregate time of individual periods marked by deadlines after the initial approval has
been granted.
Implementation period: the stages including the pre-approval period and the roll-out period combined.
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60.

67.

68.

O the outputs are suitable for the declared purpose, including the calculation of the
regulatory capital,

O the institution applies suitable systems and controls with a view to the actual
circumstances (country, size, complexity, etc.),

O they comply with all other minimum requirements.

If any additional information is needed during the assessment, the sponsor should in-
form the applicant when acting as home supervisor, or to the home supervisor when
acting as host supervisor. If the HFSA as home supervisor is in charge with issuing the
permission and detects a substantial deficiency that may jeopardise approval, the six-
month time limit for the approval process may be suspended.

In order to improve efficiency, the HFSA may rely on the resources of the institutions
(internal audit, internal organisational unit responsible for model validation, users of the
models) or on external resources (e.g. external auditors).

If a cross-border merger or acquisition takes place during the planning or implementa-
tion stage of the supervisor’s assessment and, as a result, a new home supervisor re-
places the original one, the provisions of Section (92) of GL 10 should be applied.

3.2.3 Decision, permission'

69.

70.

Having collected the opinions of specialist areas and host supervisors as home supervi-
sor and having collected the opinions of specialist areas as host supervisor, the sponsor
compiles a report with the main findings. When preparing the report, the sponsor as-
sesses the documentation, the results of on-site and off-site examinations and other
available information, e.g. information received from the home supervisor, the group
leader institution, etc. If the assessment can be closed, the Licensing Department pre-
pares the supervisory resolution (addressed to the applicant) or the positive or negative
opinion (for the home supervisor). The permission or opinion must also include the
applicable terms and conditions, if any. Attempts should be made to reach an agree-
ment concerning conditions during the six-month consultation period with home or
host supervisors, and the conditions must already be known by the applicant. The set-
ting of terms and conditions without prior consultation should be avoided.

The group-level decision is embodied in a single document, prepared and sent to the
applicant by the home supervisor. The reasoning behind the decision must be explained
in detail. This explanation should include the terms and conditions of the permission
(on the group or national level), if any, as well as recommendations for addressing any
minor deficiencies identified during the assessment or for the improvement of the sys-

18 Decision: the final act in the approval process, the result of the consultation between the competent au-
thorities. Permission: the manifestation of the decision in legal form.



PENZUGYI SZERVEZETEK
ALLAMI FELUGYELETE
HUNGARIAN FINANCIAL
SUPERVISORY AUTHORITY

26

71.

72.

73.

74.

tem. The reasoning behind the decision must clearly set out references to relevant laws
and to the application documents. The permission must contain at least the following:

e opinion on the application (detailing whether the application and the models
provide appropriate coverage),

e assessment findings, covering compliance with the CRD’s requirements

e requirements and recommendations concerning the remedies of deficiencies along
with the related deadlines.

The document should include the agreement of supervisors on the timing of supervi-
sory actions, the approved roll-out schedule and the requirements concerning the use
test.

The home supervisor should go out of its way to ensure that the decision is transposed
in each host country in line with applicable national regulations as soon as possible.

The document representing a group-level decision must be transposed in a fully binding
manner through national permissions. The permission enters into force simultaneously
in all affected (home and all host) countries (this is one of the things supervisors must
agree on), and this common effective date must be included in the permission.

When the HFSA is in the host supervisor’s role, the resolution of a member state home
supervisory authority can be directly applied and implemented in Hungary. The HFSA
will disclosure on its home page in Hungarian and in English that a member state au-
thority has released a resolution. Concerning institutions that belong to the HFSA’s au-
thority, the execution of the resolution of another member state’s supervisor authority,
the supervision of fulfilment, measures that can be taken based on such supervision
should all be governed by Hungarian laws that apply to HFSA resolutions."

3.3 Post-approval process

75.

During and after the roll-out period, the HFSA will monitor on an ongoing basis (both
on-site and off-site) whether the institution’s operation complies with CRD rules and
local regulations. The HFSA should also monitor the fulfilment of terms and condi-
tions set out in the approval and in the approved roll-out plan. The person with pri-
mary responsibility for this is the supervisor of the institution. If a new decision is re-
quired due to the amendment of the roll-out plan, the competent authorities, too, must
proceed in accordance with Article 129 of the CRD. After the end of the roll-out pe-
riod, the fulfilment of the terms and conditions set out in the permission are reviewed
by the home and host supervisors in a consultation process.

19 ACI Article 14/B (6)
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4 ROLL-OUT AND PERMANENT PARTIAL USE

4.1 Roll-out and permanent partial use

4.1.1 Principles

76. In relation to roll-out and permanent partial use, the HFSA wishes to enforce the fol-
lowing common principles:

e One important benefit of the application of advanced capital calculation
approaches is the strengthening of the institution’s risk awareness and the further
improvement of their risk management systems. Therefore, the HFSA expects
institutions, within the limits of financial reasonability, to develop their systems
and internal operations in a way that enables the fastest possible fulfilment of IRB
application requirements.

e In order to maintain the competitiveness of the Hungarian financial sector, the
HFSA assigns key importance to

O  applying an approach that ensures a level playing field which at the
same time excludes cherry-picking, including the wunjustified
temporary or permanent exemption of exposures from the application
of the internal ratings based approach, resulting in a lower capital
requirement (Article 85, 2),

O  the application of solutions and interpretations that are in line with
international best practices,

O  the establishment of a sufficiently flexible system.

e In order to duly take into account institution-specific circumstances, the HFSA
as home supervisor decides upon the approval of the roll-out and permanent
partial use in respect of foreign subsidiaries based on a case-by-case
assessment. The decision will be made with a view to the institution’s
significance and with the involvement of competent foreign supervisory
authorities.

4.1.2 Roll-out

77. The directive and the Hungarian laws and regulations require that if an IRB approach is
used, it must be extended to all exposures of the group except for exposure classes /
exposures / business units subject to permanent partial use (or other temporatry exemp-
tion, see e.g. grandfathering of equity participations). At the same time, the Directive
and paragraph (8) of Article 76/B of the ACI allows institutions intending to apply the

27
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78.

79.

80.

IRB approach to implement it gradually in a manner allowed by the HFSA and in com-
pliance with the requirements set out in paragraphs (9)-(10) of Article 76/B in the ACL
This way, institutions do not need to fulfil all minimum criteria associated with the ap-
proach all at once and for all exposures already upon the start The purpose of this op-
tion is to make the implementation of the IRB approach easier and more flexible for in-
stitutions who can thus schedule their preparation and optimise the utilisation of their
resources for preparation accordingly. Roll-out, however, must not be applied for the
unjustified reduction of the capital requirement (cherry picking).

Roll-out may be applied in the following scenarios™

e In the case of transition from the standardised approach to the fundamental IRB
approach:
(o] for specific exposure classes or, in the case of the retail exposure class,
for sub-classes

(o} for specific business units.

e In the case of transition from the fundamental to an advanced IRB approach:

O for exposures to corporations, credit institutions, investment
enterprises and the central government / central bank (in this case,
the migration should take place simultaneously for the estimation of
both risk parameters (LGD and CCF)).

According to Section III/A 20 in Annex 2 to the ACI, a business unit is defined as a
group of homogeneous exposures that is clearly identifiable based on criteria defined by
a subsidiary or a credit institution and is treated differently from other exposures. A
clearly identifiable other unit may refer to a unit that can be segregated based on legal,
organisational or geographical criteria or to any other clearly specifiable group of ho-
mogeneous exposures (e.g. loans provided by the institution to its employees). A group
of exposures is to be considered homogeneous if the institution treats the exposures
within the group identically, but differently from other exposures. The bank must
clearly define the business units used and justify the separate treatment. In the course of
assessing the application, the HFSA pays special attention to the definition of business
units applied by the bank and to the justification of the definition (separate treatment).

Only entire exposure classes or business units may be subjected to roll-out. In the retail
class, roll-out is also allowed for three sub-classes: qualified revolving exposures, expo-
sures secured by real estate collateral and other retail exposures.

20 CRD Article 85 (1); ACI 76/B. (7)-(8)
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81.

82.

83.

84.

The IRB approach should be used for equity stakes” wherever the institution used this
method to calculate the capital requirement of any other exposure class. There are two
exceptions to this rule:

® cquity participations exempted under permanent partial use in accordance with the
chapter on permanent partial of these Validation Guidelines;

e in respect of certain equity exposures, temporary exemption (grandfathering)
granted on the basis of the transitional provisions of Article 75 in Act LI of 2007,
up to 31 December 2017.

In addition to the above exemptions, domestic regulations provide yet another favour-
able facility for calculating the capital requirement for equity stakes held in companies
providing ancillary services. According to Article 32 (2)* of the DCRR, the capital re-
quirement of these equity stakes can be calculated with the approach applied for expo-
sures that represent a non-credit obligation.

For the roll-out, institutions must elaborate a roll-out plan in accordance with Article
76/B (8) of the ACIL. The roll-out plan is a mandatory element of the documentation to
be submitted for the HFSA approval of the IRB approach. Its purpose is to present the
implementation plans relating to the introduction and scheduling of the Foundation or
Advanced IRB Approach to be used by the institution along with information relating
to the current preparedness of the institution. The roll-out plan must cover all business
units and exposure classes that the IRB approach does not cover at the time of intro-
duction but for which the institution wishes to apply an IRB approach later, with the
exception of the items subject to permanent partial use.

The HFSA’s approval of the use of the IRB approach can only be issued if it is clearly
transparent and identifiable for the HFSA (a third party) which approach and when ex-
actly the institution intends to apply and for which sub-portfolio. Therefore, it is ad-
vised to handle the roll-out plan as a part of a comprehensive implementation plan
which presents in a transparent and clear manner the portfolios for which the institu-
tion applies an IRB or the standardised approach, the ones intended for permanent par-
tial use along with the scheduled launch time of the IRB approach in the case of roll-
out portfolios. It is advised to provide an explanation in the implementation plan con-
cerning the institution’s choice of approaches applied or to be applied and to prove
compliance with the applicable conditions. It is important that the aggregate value of
portfolios under IRB approach, the standardised approach and those benefiting from
permanent partial use should equal the grand total of the institution’s on and off-
balance sheet exposures and that it is supported with figures. The choice of approach,
the calculations and the explanation should be presented for institutions subject to con-

21 CRD Atticle 85 (3); ACI Article 76/B (11)
22 CRD, Annex VI, Part I, Article 18
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solidated supervision (l.e. requirements also have to be fulfilled at the consolidated
level, not only on a stand alone [solo] basis).

85. The roll-out section of the implementation plan should include at least the following:

e the principles, theoretical considerations and criteria used by the institution in
relation to roll-out;

e the proposed time schedule for the application of the approach broken down by
exposure class and/or business unit subject to the roll-out. The schedule should
contain not only the final deadline but also the logical interim steps and their
deadlines. The level of detail in the schedule is a decisive element in the evaluation
of the roll-out plan.

e presentation of the level or preparedness, as at the time of the submission of the
application, of each exposure class and/or business unit subject to the roll-out.
This presentation should describe progress to date in the field concerned, the
actions taken and the related results, along with the assessment of these by the
institution (self assessment).

e the reasons of the roll-out for each exposute class and/or business unit subject to
roll-out.

e the definition of the business unit(s) subject to roll-out as well as the explanation
of their separate treatment.

86. The HFSA sets out the following requirements concerning the roll-out-related section
of the implementation plan. The plan should

e be realistic, i.e. feasible along a reasonable schedule,
e be based on the best effort of the institution,

e the sequence of the roll-out should be based on the priority of exposure classes,
i.e. the advanced approach should be implemented first at business units that are
of key importance for the institution’s operation (core operations).

87. With a view to international practices, the HFSA requires the fulfilment of the follow-
ing three conditions for the implementation of the IRB approach through roll-out:

e at the time of the submission of the application, at least 50% of the risk-weighted
on-and off-balance sheet assets should be covered by the internal ratings based
approach (entry threshold);

e the roll-out should ensure that within five years the proposed internal ratings based
approach is extended to all on- and off-balance sheet exposures, with the
exception of exposures/exposure classes/business units subject to permanent
partial use. The five-years should be counted from the date of the supervisory
approval concerning the use of the more advanced approach. Upon the
submission of the application, the approval date must be calculated on the basis of
the maximum time available for the HFSA for approval.

e Within the five-year roll-out period, it has to be ensured that IRB coverage reaches
at least 67% of the basis of reference (risk weighted on- and off-balance sheet
assets, with the exception of exposures subject to permanent partial use) within 2.5
years after the start of the roll-out period.

88. The entry threshold for roll-out is applicable both upon transition from the standard-
ised approach to the Foundation IRB Approach and upon transition from the Founda-
tion IRB Approach to the Advanced IRB Approach. The five-year period is available
separately for both cases. For the calculation of coverage, specialised lending treated
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89.

90.

91.

under the slotting approach is to be regarded as exposure under the proposed IRB ap-
proach, whereas participations that can temporarily be kept under the standardised ap-
proach due to grandfathering” are not and must be considered among the portfolios
under standardised approach. In the case of transition from the Foundation IRB Ap-
proach to the Advanced IRB Approach, retail exposures are to be regarded as expo-
sures managed under the proposed (in this case, advanced) IRB approach, as there is no
difference between the two approaches (Foundation and Advanced) for the retail asset
class.

As the roll-out plan (IRB List of Documents A6.2.)** is patt of the application docu-
mentation for approval, once approved by the HFSA, its implementation becomes a le-
gal obligation. It is the task and responsibility of the institution to implement or ensure
the implementation of the roll-out in accordance with the approval decision and it can-
not be delegated to any other entity e.g. a subsidiary. The institution must do its best to
ensure that roll-out is executed in line with the conditions laid down in the approval de-
cision. It is of outstanding importance that the implementation plan should be feasible
and should specify accurately the scope of approaches chosen by the institution broken
down by portfolios.

Following the approval of the roll-out plan, no additional application for approval
needs to be submitted for IRB introduction under the roll-out, but the HFSA must be
informed on the execution of steps outlined in the plan. The HFSA monitors the pro-
gress of implementation and requests progress information from the institution as nec-
essary but at least upon the milestone dates. Whenever the more advanced approach is
extended to a new exposure class or business unit under the roll-out, the institution
must confirm to the HFSA in writing that implementation has taken place in accor-
dance with the approval granted earlier. In each case, the HFSA shall perform a unique
evaluation to decide how to verify compliance with the minimum requirements during
the roll-out of the IRB Approach.

The top management of the institution should monitor the fulfilment of the implemen-
tation plan and continuous compliance with requirements. The institution is required to
specify the contents and frequency of reports that serve progress tracking and name the
organisation in charge with generating the report. Management must monitor plan ful-
filment and take corrective actions in case of deviation from the plan. (E.g. for equity
participations enjoying exemption under grandfathering until 2017 it should be ensured

23 Act LI of 2007, Atrticle 75; CRD Article 154 (3)

24 Reference to the relevant point of the List of Application Documents (Document List). If a document,
method, procedure etc. is mentioned without reference to a section of the Document List, it must still be
available in the institution, but does not have to be submitted to the HFSA in the documentation package of
the application for approval. Not all sections of the document list are referred to in the Guidelines if their
content requires no detailed explanation.



PENZUGYI SZERVEZETEK
ALLAMI FELUGYELETE
HUNGARIAN FINANCIAL
SUPERVISORY AUTHORITY

that the quantity and ratio of such equity stakes do not increase otherwise these expo-
sures are subject to IRB treatment.)

92. According to paragraph (7) in Article 76/A of the ACI, when calculating the consoli-
dated capital requirement, exposures among group member institutions can only be
made exempt from the application of the IRB and be weighted with a 0% risk weight
under the standardised approach if the principles of risk management are the same at
group level. Therefore, in order to be eligible to use the 0% risk weighting risk man-
agement must be harmonised before submitting an application for the use of the IRB
approach even if this approach will only be launched at a later time concerning the ex-
posures of subsidiaries (i.e. the subsidiary is under gradual roll-out).

93. Departure from the approved implementation plan is possible only with the HFSA’s
approval, based on a case-by-case assessment. Changes in the roll-out plan are only al-
lowed when a significant new circumstance emerges, such as a change in strategy (in-
cluding the launch of a new product), or a merger/acquisition. In other instances, de-
parture from the plan may be allowed only in exceptionally justified cases. In the afore-
said scenarios, the roll-out plan may need to be modified or supplemented. When act-
ing as home supervisor, the HFSA may choose to involve other competent authorities
in the approval of the amendment.

94. When the roll-out plan is modified due to a change in strategy, efforts should be made
to meet the final deadline in the originally approved plan. In this case, the changes may
affect primarily the roll-out sequence of portfolios and the schedule, and they may re-
sult in the amendment of the approved implementation deadline only in justified cases.

95. In the event of acquisitions, Article 76/B (14)-(15) of the ACI shall apply as follows:

e If an IRB institution acquires a non-IRB institution, or an Advanced IRB
institution acquires a Foundation IRB institution, the acquiring institution must
submit, within 180 days of the date of the acquisition of control, a roll-out plan
concerning the acquired unit. The contents of the roll-out plan submitted upon
acquisition must comply with the general criteria on roll-out plans presented
above. If the launch of a more advanced approach is not planned at the acquired
institution, compliance with the criteria for permanent partial use as set out in the
permanent partial use chapter of the Guidelines must be demonstrated to the
HFSA.

e If a non-IRB institution acquires an IRB institution or a Foundation IRB
institution acquires an Advanced IRB institution, the acquiring institution must
inform the HFSA in writing, within 180 days of the acquisition, on its plans
concerning the rating and risk management systems and proposed capital
calculation method of the institution emerging from the deal. Even though the
decision on the approach to be used is the responsibility of the new institution, the
HFSA expects the use of the more advanced approach in these cases as well. If a
decision is made to introduce the more advanced approach, the application will be
regarded as a new application, thus its contents must comply with the provisions
of the chapter on approval and permission in these Guidelines.

e If the plans of the institution resulting from the acquisition concerning the launch
of the advanced approach do not affect the original schedule of the acquired
institution that is still in the roll-out phase, there is no need to submit the schedule;
again; this fact, however, must be indicated in the application for approval.

e If the plans of the institution resulting from the acquisition concerning the launch
of the advanced approach call for an amendment to the implementation schedule
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96.

97.

of the acquired institution that is still in the roll-out phase, the amended schedule
must be submitted to the HFSA as part of the approval package.

In the event of a merger, the emerging new institution should inform the HFSA on its
plans concerning the rating and risk management system and the capital calculation
method to be applied. This information should be submitted along the same deadlines
as specified above for acquisitions.

Reversion from the Foundation IRB approach to the Standardised Approach or from
the Advanced IRB Approach to the Foundation Approach is possible exclusively in jus-
tified cases, only with the approval of the HFSA and in accordance with paragraph (12)
of Article 76/B of the ACL. In the case of reversion from the Advanced IRB Approach
to the Foundation IRB Approach, the provisions of the chapter on permanent partial
use in the Validation Guidelines should be observed on a continuous basis. By default,
the HFSA does not support reversion from a more advanced approach, but in justified
cases, based on individual assessment it may approve such a move. The reversion may
not be aimed at the intentional reduction of the minimum capital requirement by apply-
ing a capital calculation approach more favourable for the institution (cherry picking).
The institution must adequately justify the reversion in its application and present all
the circumstances that prove that the intention of the institution is not the reduction of
the capital requirement.

4.1.3 Permanent partial use

98.

99.

The Directive and the Hungarian laws and regulations also allow institutions imple-
menting the IRB approach to exempt certain exposute classes/exposures/business
units from the application of the IRB in specific cases and on a permanent basis. This
exemption is subject to the approval of the supervisory authority. The purpose of per-
manent partial use is to allow the permanent use of the less risk-sensitive but signifi-
cantly simpler standardised approach in exposure classes/exposures/business units
where the development of the rating system is unduly burdensome due to reasons
specified in Article 76/D of the ACI. Permanent exemption may be granted both from
the Foundation IRB Approach and from the Advanced IRB Approach. It is the institu-
tion’s responsibility to present the valid reasons of permanent partial use concerning
the proposed exposures/exposure classes/business units.

An exposure class/exposure/business unit may be under permanent partial for two
main reasons:
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e in the case of exposure classes/exposures/business units expressively specified by
applicable statutory provisions and exposure classes/exposures/business units®”
that comply with applicable conditions (“specified exemption”),

e on grounds of immateriality, for exposure classes which qualify as insignificant due
to the volume and risk profile of exposures involved and for exposures existing at
insignificant business units*

With a view to the above, the relation of roll-out and permanent partial use to total assets
(on- and off-balance-sheet) as at the end of the roll-out period can be charted out as fol-

lows:
II. Permanent par-
L Pérmanent tial use based on
partial use based immateriality
on pre-defined
criteria
III. IRB coverage to be
achieved through roll-out (i.e.
all exposures except for expo-
sures and exposure categories
enjoying permanent partial
use)
100. In the submission for approval of the use of the Internal Ratings Based Ap-

proach, institutions must demonstrate that the proposed capital requirement calculation
approaches cover their entire portfolio and that all exemption criteria are complied with
in respect of exposures / exposure classes and business units subject to permanent
partial use (IRB Document list A 6)

25 CRD Atticle 89, paragraphs 1. a), b), d), ¢), f), g); ACI Article 76/D, patagraphs (1) a), b), d), €), ), g), h)
26 CRD Atticle 89 1 ¢); ACI Atticle 76/D, (1) ¢)
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101. In the case of acquisitions or mergers, the conditions on roll-out are applicable as
appropriate with the proviso that in addition to the implementation schedule, institu-
tions must demonstrate again that

e the capital requirement calculation approaches cover the entire new portfolio,
e the conditions of approved permanent partial use continue to exist and that

e cxemption criteria are fulfilled for all additional exposures / exposure classes /
business units to be subjected to permanent partial use.

102. If the criteria for permanent partial use are no longer fulfilled (regardless of
whether it was provided based on a specified exemption criterion or based on immate-
riality) the IRB approach shall be extended to include the exposure
classes/exposures/business units previously exempted in the manner agreed with the
HFSA. As it is the responsibility of the parent institution to monitor compliance with
these criteria, it must possess all the necessary systems and procedures to fulfil this role.

e If the institution perceives any material change concerning compliance with the
criteria of permanent partial use, it must notify the HFSA without delay. In this
case, the procedures in place must describe how the institution can re-establish
compliance with the criteria within the shortest possible timeframe after a
threshold has been exceeded. In view of the circumstances, the HFSA assesses on
a case-by-case basis whether the measures initiated/taken by the institution are
sufficient for compliance with the regulatory and supervisory requirements.

e If the compliance with the conditions of permanent partial use ceases due to a
strategic/business policy decision of the institution (e.g. expansion of the formetly
immaterial portfolio to increase market share), or due to some other cause which is
expected to lead to non-compliance with the criteria, the institution must submit to
the HESA, for approval, the method and schedule of transition to the IRB
Approach in the framework of a roll-out plan for the given portfolio(s).

4.1.4 Permanent partial use based on specified exemption cri-
teria

Under permanent partial use, the Directive and the Hungarian laws and regulations allow
for exemption from the use of the IRB approach in the following specific cases:

103. Exposures to the central government and the central bank, if the credit insti-
tution is able to demonstrate that that the number of material counterparties belonging
to this exposure class is limited and that the development of a rating system is unduly
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burdensome. Based on this condition, however, permanent partial use can only be ap-
proved for an entire exposure class, not for a part of it”.

104. Exposures to credit institutions and investment firms (together referred to
as institutions), if the credit institution demonstrates that the number of material
counterparties in this exposure class is limited and that the development of a rating sys-
tem is unduly burdensome. Besides institutions, this category also includes local gov-
ernments, public sector entities (PSE’s), financial enterprises and multilateral develop-
ment banks which are treated under the same methodology as institutions in the stan-
dardised approach. For the “exposure to institutions” class, permanent partial use can
be approved also per sub-category.

105. There are two eligibility criteria for the exemptions specified in the two sections
above: the limited number of clients and the disproportionate nature of the effort
which the elaboration of the associated rating system would require. When assessing
compliance with these criteria, the HFSA will give equal weight to the following con-
siderations:

e The market share of the institution in the market segment concerned. When
examining this factor, the HFSA looks at the relationship of the institution’s
exposure to clients in the segment concerned (e.g. central government) and the
exposure of the entire banking system to the same segment. If reasonable (in the
case of a finite number of potential counterparties, e.g. exposures to local
governments) market concentration measured on the basis of client numbers is
also examined.

e Quantity of default data. The low number or lack of data on defaults on its own
cannot be considered the fulfilment of this condition, but it will be taken into
consideration when assessing the unduly burdensome nature of the effort
concerning the development of the rating system.

106. In the standardised approach, in the case of exposures to the central government,
local governments and PSE’s of countries of domicile with a 0% risk weight.

107. Exposures to the central government, local governments and PSE’s of countries
of domicile can also be exempted permanently from the application of the IRB if

e the conditions set out in paragraph 103 (CRD Article 89, point 1. a) are not
fulfilled and/or

e if the institution applies an IRB approach to exposures to other central
governments, local governments and PSE’s.

27 CRD Artticle 89 1 a); ACI Article 76/D (1) a)
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108. Permanent partial use can be granted without compliance with any additional cri-
teria in the case of exposures to the central government of the country of domicile. In
contrast, permanent partial use can only be granted to regional governments, local au-
thorities and PSE’s pursuant to this section if both of the following conditions are ful-
filled simultaneously:

e By way of a guarantee or counter guarantee the central government warrants for
the payment obligations of the local government and the PSE, and

e the risk weight of exposures to the central government concerned is 0% under the
Standardised Approach.

109. As the regulations do not distinguish between exposures in the domestic currency
and foreign currencies, in theory the following exposures can be granted permanent
partial use and be assigned a 0% risk weight:

e HUF-denominated exposures to the Hungarian state because exposures to the
central government of the country of domicile denominated and funded in the
domestic currency can be exempted” without any further conditions.

e cxposures to the Hungarian state denominated and funded in euro or in the
currency of another EU Member State up to 31 December 2012, pursuant to the
exemption provided among the transitional provisions.

e cxposures to PSE’s which are to be treated the same way as exposures to the
central government and have been given a 0% weight (such as the Hungarian
Privatization Agency (APV ZRt), State Debt Management Agency (AKK),
Hungarian Treasury (MAK), etc.)

110. Exposures to Hungarian local governments cannot be granted exemption from
the application of the IRB method because due to their risk characteristics, they are to
be treated in the same manner / way as exposures to institutions instead of exposures
to the central government.

111. Exposures of a credit institution to its parent, subsidiary or subsidiary of
the parent, if the client is a credit institution, investment enterprise, financial institution
(including financial holdings), asset management company or ancillary services com-
pany, plus exposures among institutions that are members to the same institution pro-
tection scheme™.

112. Equity stakes held in entities that are financed by the central government or local
governments and which qualify for a 0% risk weight.

28 CRD Annex VI, Part 1, paragraph 4; DCRR Atticle 4 (3)
29 CRD Atticle 153; DCRR Article 163 (1), (3)
30 CRD Artticle 80 paragraph 7. a); ACI Atticle 76/A (8); CRD Article 89, paragraph 1. ¢); ACI Article 76/D

O
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113. Equity exposures incurred under legislated programmes launched to pro-
mote specified sectors of the economy, where the capital investments of the credit in-
stitution are supplemented by significant subsidies and therefore the projects involve
government oversight and restrictions on the use of the subsidy’".

114. Equity stakes meeting these conditions can be granted an exemption up to 10% of
the aggregate value of original and additional own funds. The fulfilment of this condi-
tion should be examined at the application levels stipulated in the regulation (at individ-
ual, consolidated and, occasionally, sub-consolidated level).

115. For equity stakes which are eligible for the application of the standardised ap-
proach based on the laws of another Member State, domestic credit institutions can
also apply the standardised approach (mutual recognition).

116. Mandatory reserves placed at a correspondence bank can also be made exempt of
the application of the IRB subject to the conditions laid down in relevant regulations..

117. Exposures guaranteed or counter guaranteed by the state which fulfil the re-
quirements concerning guarantees and counter guarantees may also be given exemption
from the application of the IRB.

4.1.5 Permanent partial use based on immateriality

118. In addition to exposure classes eligible for permanent partial use based on speci-
fied exemption criteria, exemption from the application of the IRB approach may also
be granted in cases when the exposure is not material as per the definitions in para-
graph (1) ¢) in Article 76/D of the ACIL. Exposures exempted based on immateriality
can be of two kinds:

e Exposures in non-significant business units (including equity stakes) and
e Exposures which belong to an immaterial exposure class based on their size and
risk profile.

119. The aggregate value of these two types of exposures must not exceed either 10%
of total exposures (on- and off-balance sheet assets, as indicator of size), and 10% of
risk-weighted exposures (as indicator of the risk profile). Apart from that, no additional
requirements are imposed by exposure class. For the calculation of the 10% limit, the
following must be taken into consideration:

e For the calculation of both total exposures and risk weighted exposures, the
exposures and exposure classes which may be exempted permanently from the use

31 This exemption criterion is supposed to have been added to the CRD under German influence, as institu-
tions in Germany are also allowed to finance SME through equity stakes.
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of the IRB based on a specified exemption shall not be considered. Accordingly,
using the symbols of the chart in paragraph 99, the limit is specified with the
following formula both for exposures and for risk-weighted exposures:

I
I+ 1l

<10%

e When calculating the IRB coverage ratio, specialised lending exposures treated
under the slotting approach are to be regarded as exposures treated according to
the proposed IRB approach. Equity exposures treated under the standardised
approach under a ‘grandfathering’ arrangement, however, must be treated as
exposures under the Standardised Approach. This latter type of equity stakes
cannot be considered as specified exemptions, i.e. these exposures can only be
granted exemption within the framework of immateriality limits. Upon transition
from the Foundation IRB Approach to the Advanced IRB Approach, exposures
classified in the retail class can be regarded as exposures treated according to the
proposed (in this case, advanced) IRB Approach.

e Off-balance sheet items are to be calculated taking into consideration the credit
conversion factor.

e For the calculation of risk-weighted exposure amounts, the value of exposures
already covered by the IRB approach must be calculated with the IRB approach,
the value of exposures covered by the standardised approach should be calculated
with the standardised approach, and then the two values must be added up in the
denominator. For an institution in the roll-out stage, it means that the risk-
weighted amount of exposure classes/business units for which the roll-out plan
allows the use of the Standardised Approach must also be calculated with the
Standardised Approach.

e Institutions must comply with the aforementioned 10% limit for immateriality on
an ongoing basis — upon the launch of the IRB approach and during and after the
roll-out period.

120. The monitoring of the 10% threshold is the responsibility of the parent institu-
tion, which must possess the necessary systems and procedures for this role. In this
context, the expectations discussed earlier regarding non-compliance with the condi-
tions of permanent partial use are applicable.

121. Business unit means an entity as defined in the chapter on roll-out. A business
unit can be granted permanent partial use if it does not qualify as significant. The key
criteria for the assessment of a business unit’s significance are its role within the group
and that on the relevant market (or in a relevant segment).

122. Concerning permanent partial use, the equity exposure class can be considered
immaterial if the value of exposures in this class does not exceed, on the average of the
preceding 12 months, 10% of the institution’s solvency capital. If the equity exposure
class consists of less than 10 individual equity stakes, the threshold shall be 5% of the
average solvency capital of the preceding 12 months. Equity participations as per point
(1) g) and h) of Article 76/D of the ACI do not have to be taken into consideration for
the calculation of this exposure class.

123. With a view to the requirement set out in GL 10 declaring that the restrictions for
the equity exposure class are to be calculated on the same level as the application of the
capital requirement, the thresholds must be complied with on the individual, sub-
consolidated and consolidated levels as well. If the institution enjoys exemption from
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the obligation to comply with the requirements of specific application levels, it is not
required to meet the limits outlined above either. Equity stakes other than those speci-
fied in point (1) g) and h) of Article 76/D of the ACI (e.g. companies providing ancil-
lary services, etc.) must not be exempted from the limitations.

4.1.6 Roll-out and permanent partial use from the host super-

124.

visor’s view
In case of institutions where the HFSA has a host supervisory role, the application

of requirements concerning roll-out and permanent partial use depends on whether the
consolidated supervision of the parent institution concerned is performed by the super-
visory authority of a Member State (or of a third country recognised as equivalent) or of
a (non-equivalent) third country.

If the home supervisor is:

the supervisory authority of a Member State (or third country recognised as
equivalent): the requirements imposed by the home supervisor are recognised, with
the proviso that bilateral consultation and case-by-case assessment is necessary in
issues affecting the institution/group in Hungaty. In this case as well, the
implementation plan must cover the full range of institutions subject to
consolidated supervision as per the ACI, regardless of whether they qualify as a
material or immaterial subsidiary from the parent institution’s aspect. The
proposed approach has to be specified and presented for each portfolio also for
subsidiaries. In case of groups established in another Member State and having a
subsidiary in Hungary, the HFSA, similarly to the considerations described for
home supervisors, does not require compliance with the requirements on roll-out
at the individual and sub-group level set out in this chapter of the Validation
Guidelines.

the supervisor of a non-equivalent third country: the requirements set as home
supervisory authority are applicable to the institution in Hungary on the individual
and/or sub-group level.

Recognised supervision means a supervisory authority of a country with a legal system
equivalent to that of the European Union, in accordance with the provisions of Directive
2002/87/EC (ACI Atticle 96/P).

125.

The start date of the period available for roll-out at the Hungarian institution is

the date of approval of the application for permission submitted by the parent institu-
tion. The date for the implementation of IRB coverage of the Hungarian institution is
set on that basis, based on case-by-case assessment. In the course of consultations with
the home supervisor, the HFSA tries to enforce its decision on the acceptability of the
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roll-out plan which it made in view of the significance™ of the institution concerned,
while striving for a consensus.

126. The HFSA monitors the implementation of the roll-out plan and the fulfilment of
conditions on permanent partial use on an ongoing basis; in that context, it may con-
duct on-site or off-site examinations. If it encounters circumstances (e.g. conditions,
deadlines) during implementation which a deviation from the permission, it contacts
the home supervisor.

127. Agreement with the home supervisor is necessary concerning the definition of
immateriality at the level of an EU-level parent company. This agreement should cover
the common understanding of conditions that serve as a basis of exemption, the criteria
for evaluating their fulfilment and the methods of monitoring.

32 See the section on cooperation between home and host supervisors herein.
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5 INTEGRATION OF RATING AND RISK CALCULATION
RESULTS INTO BANK PROCESSES (USE TEST, EXPERI-
ENCE TEST)

128. In the course of permitting the use of advanced approaches, the HFSA must as-
certain that the presented rating systems, processes and the default and loss estimates
are generated by the institution not only for the calculation of capital requirements, but
they also play an essential role, i.e. are integrated into the institution’s risk management,
credit rating, credit approval, internal capital allocation and corporate governance func-
tions™.

129. The use test examines the way the outcomes of debtor rating and of PD, LGD,
CCF calculations are integrated into the internal regulations effective at the time of the
submission of the application and in the practices of the institution. The HFSA reviews
how the results of rating mechanisms are integrated into e.g. the end-to-end lending
process (preparation, submission, monitoring, work-out), decision making, management
information system and governance processes of the institution. The underlying princi-
ple is that if the institution itself does not trust these rating mechanisms so as to rely on
them in its internal processes, the ratings should not be used for calculating the capital
requirement either.

130. The HEFSA also checks practices in force before the submission of the application
for compliance (experience test) to verify the viability of the system and that the institu-
tion not only established the required rating mechanisms but also uses and develops
them.™

5.1 Use test

131. For the assessment of the applicability of the IRB approach, the integration of the
results of the rating into processes, i.e. the assessment of the use test is a key factor.
When assessing the reliability of the use of the IRB approach, the HFSA looks at the
depth of integration into institutional processes, that is, if on the whole the IRB ap-
proach is not adequately integrated into processes, this may make the permission of the
use of the IRB approach questionable on its own.

3% CRD Article 84 (2) b); ACI Article 76/B (2) b), €); DCRR Article 91 (1), (2), Article 93 (4)
3 CRD Article 84 (3); ACI Article 76/B (4); CRD Article 154 (2); Act LI of 2007, Article 75 (1); CRD Article
84 (4); ACI Article 76/B (5); CRD Article 154 (3); Act LI of 2007, Article 75 (2)
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132. While it is fair to say that it is impossible to define simple criteria for adequacy,
the structure and composition of the rating systems used for the calculation of capital
requirements on the one hand and in internal bank processes on the other hand should
not be significantly different. Any deviation must be documented and justified by the
institution.

133. When examining the use test, the HFSA considers the criteria listed below. Never-
theless, other considerations may also be observed in the processes and decision-
making mechanisms and the significance of criteria may change from process to proc-
ess. The HFSA examines at the areas of application by exposure classes.

The rating results may affect the following considerations:
e In the corporate lending process (proposal, risk management, credit decision,
monitoring):

e  setting of a client limit

e limitation of product eligibility

e facility grading

e  usec of collaterals, level of coverage

e  pricing

e approval level

e  monitoring (frequency, depth and consequences of data report requests,
analyses and account monitoring)

e  setting up impairment loss

e  work-out activities

e impact of a default event on the lending process and on work-out
activities

e rules of override/overrule for all elements

e In the retail lending process (proposal, risk management, credit decision,
monitoring):
e conditions based on client/transaction rating
e  product development process
®  pricing
e  use of collaterals, level of coverage
e  monitoring (frequency, depth, consequences of monitoring)
e  setting up impairment loss

e  work-out activities
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e impact of a default event on the lending process and on work-out
activities

® acceptance / rejection ratio

e use of overrule / override rules

In respect of the corporate and retail lending process, assessment of the use test is based
on the examination™ of the relevant risk management procedures (IRB List of Documents
C 1) (e.g: risk taking, debtor rating, lending, monitoring etc..) and the verification of
harmony between regulations and practical application relying on interviews, process
monitoring and selected documents.

e For the other exposure classes (e.g. central government, institutions, local
governments), use test should be interpreted in line with the specific characteristics
of the category concerned.

e At the level of strategic processes and governance:

e development of a strategy and risk profile, establishment of a risk control
mechanism

e  cstablishment of an acquisition strategy

e allocation of decision-making competences within the bank/banking
group

e analyses, reports prepared for internal use, reporting

e  risk management at portfolio level (e.g. setting of portfolio/product limits)

e internal capital adequacy assessment process (ICAAP)

e internal capital allocation decisions (definition of the capital requirements
of segments with different risk ratings)

Again, the basis of the assessment is the examination of the internal regulations for the
various elements and of other documents (e.g., content and form of regular reports,
effective strategy, minutes of board meetings, etc.) (IRB List of Documents C1; B 1- B 3;
A 4; C3), plus the assessment of actual processes and practices applied at the institution.

For the use test, the institution shall also demonstrate its internal capital adequacy
assessment model. If it is materially different from the models used for the calculation of
capital requirements, the difference must be presented and explained (IRB List of
Documents C 5). Naturally, before the issue of the permission by the supervisor, the
supervisory assessment is extended also to the operation of these mechanisms.

35 ACI Atticle 13/C (3) a), b); DCRR Atticle 64 (1), 93 (1); Government decree 250/2000, Annex 7/chapter
111



PENZUGYI SZERVEZETEK
ALLAMI FELUGYELETE
HUNGARIAN FINANCIAL
SUPERVISORY AUTHORITY

134. The self-assessment of compliance with the requirements of the use test forms
part of the application for permission; in the self assessment, institutions explain in
writing where and how the rating systems and estimated parameters used in the IRB
approach are incorporated into their processes and decision making, and explain any
differences (IRB List of Documents C 2). Nevertheless, with a view to the diversity of
eligible models and that of process engineering at institutions, the regulators do not ex-
pect exclusivity. Le. other factors may also be taken into account in the risk manage-
ment process and other internal processes and there may also be differences in the pa-
rameters used (e.g. due to maturities different from the requirements of the regulator).
If the variables used during decision making at the institution are different from the
variables generated by the rating system, the differences must be documented and their
acceptability must be demonstrated convincingly to the HFSA.

135. In addition to the survey at start-up, the institution shall regularly review what ac-
tivities are the internal ratings and the underlying risk parameters, systems and proce-
dures used for’. This must also be reviewed by the internal audit’” based on a proce-
dure specifically geared towards compliance with the requirements of the use test IRB
List of Documents C 4). The internal audit report must be submitted to the HFSA as
well. This document must discuss all material differences, specifying in particular
whether the applied procedure is more conservative or less conservative from a capital
calculation standpoint than the regulatory calculation. The related internal procure must
be part of the documentation of the rating system.

136. To support the validity of the use test, the aforementioned rules and documents
must be submitted in an attachment. To some extent and depending on the supervisor’s
opinion, the roll-out may be acceptable in the case of use test, but it must also be dem-
onstrated in the presentation of the use test. It has to be underlined that the roll-out of
the use test must not question compliance with the requirement on the integration of
rating system results upon the submission of the application. E.g. if an institution uses
rating results exclusively for setting client limits at the time of submitting the applica-
tion and intends to roll-out application to the remaining areas gradually, the institution
is unlikely to fulfil requirements regarding the use test and, apart from extraordinary
cases, will probably not receive the IRB approval. The examination of the use test partly
relies on the evaluation of the submitted documents, i.e. on reviewing how the esti-
mates of the advanced approach are enforced in risk taking rules, areas where differ-
ences exist and whether these differences are justified; This review is then supple-

30 ACT Article 76/B (2) ¢)
37 CRD Annex VII, Part 4, paragraph 131; DCRR Article 95
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mented by an on-site examination that is intended to verify the practical implementa-
tion of integra