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Abstract
The central role of Value-at-Risk (VaR) within bank market risk regulation received significant criticism from financial media 
and government investigations into the events of the 2007–2009 financial crisis. Impending reform of bank market risk regula-
tion under the Fundamental Review of the Trading Book (FRTB) demotes VaR, replacing it with a layered framework centred 
on expected shortfall (ES). However, many of these criticisms assume full integration of internal and regulatory market risk 
models and further, a linear relationship between risk models and regulatory capital. We examine bank practitioners’ per-
spectives and experienced realities to better understand the operational relationship between internal and regulatory market 
risk models, and between risk models and capital. This has important policy implications for the efficacy of the reforms to 
banking regulation, financial stability and navigating the dichotomy of private and public interests.

Keywords  Bank regulation · Market risk · Value-at-risk · VaR · FRTB

Introduction

The complex nature of managing bank market risk under 
competing commercial and societal needs necessitates care-
ful consideration of the operational mechanisms used. Bank 
regulation is expected to oversee bank risk-taking with a 
public interest mandate [1]. However, domestic and global 
banking regulation received significant criticism in the after-
math of the financial crisis [2]. The resultant nationalisation 
of some private banks and socialisation of bank losses sig-
nificantly damaged the credibility of the banking regulatory 
framework [3–10]. Moreover, Langley [11] outlines how 
mispricing or under-pricing of risk became a common char-
acterisation of the criticisms of the regulatory framework 
and the underpinning capital. Value-at-risk (VaR) models 
are the central market risk measures of Basel II, used as 
the basis for determining market risk regulatory capital 
for banks with approval for their internal model approach 

(IMA). This is the key lever used to manage the prudential 
risk-taking of banks. These criticisms of VaR hinge on its 
perceived inability to curtail the risk-taking behaviour of 
banks, and further, that it could not ensure adequate capital 
buffers to prevent the socialisation of risk. The criticism 
often assumes the same risk model is used for regulatory and 
internal risk management purposes. However, Mehta et al. 
[12] find that 50% of banks reviewed use different market 
risk models for internal and regulatory purposes. We argue 
that this decoupling of banks’ internal risk management 
practice from the regulatory requirements has deepened 
further with the impending implementation of FRTB. The 
phenomenon of decoupling in this context is not addressed 
in the current literature or policy documentation.

The context of why the decoupling of internal practice 
and regulatory market risk management is an important issue 
centres on the opprobrium of VaR. VaR became a cynosure 
of public anger at the risk-taking behaviour of banks. VaR 
received particular criticism for its role with headlines like: 
‘The number that killed us’ [13] (p. 1); ‘… widespread insti-
tutional reliance on VaR was a terrible mistake’ [14] (p. 2); 
‘The monster of VaR has not gone away’ [15] (p. 1). The 
assumption that the internal practice role of VaR is fully 
integrated with the regulatory role is implicit in the criticism 
of VaR’s significance in the financial crisis. The criticisms 
assume that VaR directs behaviour, controls risk-taking and 
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determines sufficient capital to cover market losses. This is 
a significant overestimation of the power of VaR and implies 
that practitioners slavishly follow the models [16]. Indeed, 
banks may also have used the models as a protective foil of 
‘mechanical’ objectivity [17, 18]. Furthermore, criticisms 
characterising market risk bank regulation as neoliberal self-
regulation and/or regulatory capture infer that internal VaR 
is a conduit of regulation, which therefore assumes integra-
tion of internal practice and regulatory VaR [19–23]. This 
paper examines (1) whether the internal practice VaR is 
decoupled from regulatory VaR and its successor expected 
shortfall (ES) and importantly, decoupled from regulatory 
capital, and (2) whether the impending implementation of 
FRTB has compounded this and deepened this decoupling 
effect. If decoupling of market risk regulation and internal 
risk management practices exists (and is deepening), it has 
serious implications for the efficacy of impending regulatory 
reform and its mandate to ensure a stable global banking 
system.

Hutter [16] commends the need for research that exam-
ines the action of regulation and risk-based initiatives. She 
identifies the concern that the risk tools could be followed 
slavishly, that their limitations need to be acknowledged, 
but also that they can be used as a means of shifting blame:

‘Moreover, they might have the added benefit of dis-
tancing any blame-shifting should a crisis emerge, that 
is they might allow regulators to appeal to seemingly 
objective models against which they made their alloca-
tive decisions’ [16] (p. 12)

 Her paper predates the financial crisis and addresses the 
wide application of risk-based regulation across many sec-
tors but is hugely prescient of what transpired with the finan-
cial crisis. There is a dominant narrative that banks were 
undercapitalised because of inadequacies in their propri-
etary risk models. The assumption of linearity between the 
internal and regulatory VaR/ES risk model and capital (and 
thereby risk behaviour) enforces this narrative and shields 
questions about the foundational soundness of risk-based 
regulation. Our study examines the veracity of this linear 
assumption, whether in practice there is significant decou-
pling of internal and regulatory VaR/ES risk models and 
between the risk models and regulatory capital, and whether 
this has been accelerated with FRTB.

This study contributes to the literature examining the 
impact and efficacy of banking regulation by examining and 
holding up to view how regulation is experienced by practi-
tioners. This research has implications for the full realisation 
of regulatory reform. If the regulatory framework seeks to 
effectively influence risk-taking behaviour, ensure the stabil-
ity of the banking system, and act in the interest of society, 
multiple perspectives on its current and future implementa-
tion are required. This research yields insights from banking 

and regulatory practitioners into the decoupling of internal 
and regulatory market risk models and, importantly, decou-
pling with regulatory capital.

The paper begins by setting the context in terms of VaR’s 
role within Basel II capital-based banking regulation and 
the impending changes under FRTB, including the demo-
tion of VaR. We then explore the theoretical basis of the 
study, examining risk-based and capital-based bank regula-
tions. Then follows an outline of our methodology, which 
deploys interviews with participants from banking including 
risk managers, traders, and regulators. We then present our 
findings and analysis of the interviews before concluding.

Background: regulation of market risk

Before we can examine the decoupling of internal and regu-
latory VaR/ES risk models, and regulatory capital and risk 
models, we need to revisit to principles of capital regulation. 
The legitimacy of regulation hinges on the assessment that 
bank activity impacts the domestic economy and yet banks’ 
private interests’ decision-making may not be aligned to this 
public interest. This forms the basis for the existence of bank 
regulation to reconcile public and private interests. Bank 
regulation evolved from ‘lender of last resort’ to deposit 
insurance and structural supervision [24], before develop-
ing into a capital-based system.

Market risk banking regulation

Before the introduction of Basel I (the Accord) in 1988, bank 
regulation focused on market structure, asset and liability 
management, foreign exchange and interest rates [1]. The 
increased globalisation of financial activity demanded a 
form of regulation that extended beyond national bounda-
ries [25]. The formation of the Basel Committee on Bank-
ing Supervision (BCBS) in 1975 was propelled by growing 
global commodity and foreign exchange volatility. Further 
impetus was given by the failure of Bankhaus Herstatt in 
1974, highlighting issues around settlement risk in the for-
eign exchange market. The BCBS focus was primarily on 
monitoring the systemic stability of the global banking sys-
tem and providing advice to G10 bank governors. Subse-
quently, the Latin American debt crisis in 1982 prompted the 
Federal Reserve Board to introduce bank capital adequacy 
requirements and further, seek an international equivalent. 
This became the remit of the BCBS [26]. Basel I introduced 
a minimum capital requirement for credit risks of up to 8% 
of the loan. In 1993, it extended its remit to market risks, 
again taking this rigid capital ratio approach. Subsequently, 
banks were permitted to use their own VaR models (subject 
to approval) to determine their market risk regulatory capital 
requirements.
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Following extensive consultation, a revised capital 
framework was issued in June 2004, which became known 
as Basel II. This framework introduced the three-pillar 
approach. The three pillars are minimum capital require-
ments, supervision and market disclosure. The initial focus 
of the Basel II framework was the risks posed by assets in 
the Banking Book. The Banking Book refers to assets which 
are assumed held until maturity, whereas the Trading Book 
refers to assets that are traded frequently. The different Book 
designations are subject to different accounting and capital 
requirement treatment. Goodhart [26] describes the activi-
ties in the trading book as ‘… akin to, and competitive with, 
those in investment houses’. The BCBS collaborated with 
the International Organisation of Securities Commissions 
(IOSCO) to develop a framework for the treatment of banks’ 
Trading Books. This approach was integrated into the Basel 
II document and in June 2006, a comprehensive framework 
was published. With the growth of derivatives markets, most 
of a bank’s market risk is in the trading book, hence, this is 
the focus of much of the literature on market risk model-
ling and the determination of market risk capital using the 
internal model approach (IMA), which was most commonly 
a VaR model. The role of VaR within the regulatory frame-
work is heavily criticised as discussed in Sect. 2.2.

Basel II.5 is the industry label given to the collection 
of changes to (market) risk regulatory capital calculation 
following the large losses in the banking sector during 
the 2007–2009 financial crisis. The official BCBS docu-
ment specifying the changes to market risk capital calcula-
tion (BCBS 193) was published in December 2010, with 
an implementation date of 31st December 2011. The key 
measures introduced were: Stressed VaR measure (SVaR), 
an Incremental Risk Charge (IRC) and a Comprehensive 
Risk Measure (CRM) [27]. The Stressed VaR calculated the 
99% VaR calibrated on a 12 month period within the span 
of the financial crisis 2007–2009. A weighted average of the 
normal VaR and the Stressed VaR was used to determine 
market risk regulatory capital. The incremental risk charge 
was introduced to counteract issues such as the transference 
of assets to the trading book incentivised by lower capital 
charges, the market risk impact of a deterioration in credit-
worthiness and the inadequacy of the standard 10-day liquid-
ity horizon. For securitised products, capital charges per-
taining to the banking book were applied unless banks were 
permitted by their supervisor to recognise correlation-trad-
ing activities, which were then subject to the Comprehen-
sive Risk Measure (CRM). The CRM was required to take 
account of cumulative risk arising from multiple defaults, 
credit spread risk, volatility of implied correlations, basis 
risk, recovery rate volatility, risk of hedge slippage and the 
cost of hedge rebalancing.

The regulatory changes introduced under Basel III 
address many key areas of concern prominent during the 

financial crisis of 2007–2009. These areas of concern 
include excessive leverage, procyclical regulatory capital 
requirements, market and funding liquidity, and inadequate 
quality and quantity of capital. The measures introduced 
include countercyclical buffers, capital conservation buffers, 
leverage and liquidity ratios. Furthermore, Basel III intro-
duces the Output Floor which limits the benefits achieved 
under the internal model approach relative to the stand-
ardised approach. BCBS argue that the output floor will 
strengthen the principle of the level playing field between 
SA and IMA banks, and that it will improve the compara-
bility of disclosures and enhance the credibility of capital 
calculations [28]. Capital requirements will be calculated as 
the higher of: (a) capital calculated using the internal model 
approach (where the bank has approval for their use) and 
(b) 72.5% of the capital requirements calculated under the 
standardised (or simplified standardised where appropriate) 
approach.

The Fundamental Review of the Trading Book (FRTB) is 
the market risk component of Basel III, replacing the inter-
mediate measures brought in under Basel II.5 (Stressed VaR 
and IRC). The reforms under FRTB are considered so com-
prehensive as to be dubbed Basel IV [29–31]. The headline 
event of FRTB is the change from VaR at 99% confidence 
level to ES at 97.5% confidence level and follows significant 
literature promoting ES as a superior metric (see Danielsson 
et al. [32] for an early progenitor of this school of thought 
and Artzner et al. [33] for criteria of coherent risk measures). 
ES measures the average of the losses in the tail at the 2.5% 
significance level (1–97.5% confidence level). The promoted 
advantages of ES are that it satisfies the subadditivity cri-
teria and that it is less easily gamed than VaR as the full 
distribution is considered in its calculation. It is recognised 
that implementation of FRTB will lead to an increase in 
capital requirements [34, 35], but that this is due to the com-
plex layers of the FRTB framework rather than due to the 
change to ES at 97.5% confidence level. FRTB introduces 
significant changes to the approval of internal risk models 
through backtesting and profit and loss attribution (PLA) 
tests required at the trading desk level. Failure to jointly 
meet these desk-level backtest requirements along with the 
PLA tests will mean that the desk will not be authorised to 
use the internal model approach (IMA) (regulatory VaR/ES). 
For banks to be eligible to use the internal model approach, a 
minimum of 10% of aggregated market risk capital require-
ments must be derived from desks with IMA approval.

An important change under FRTB is the granulation of 
liquidity horizons. Under Basel II, assets held on the trad-
ing book were assumed to be of sufficient (and equal) mar-
ket liquidity that the position could be unwound or hedged 
within ten days [36]. The FRTB documentation recognises 
this as a significant flaw and has aligned the liquidity hori-
zon of various asset classes to the average time required to 
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unwind or hedge a position in a stressed market without 
having a material impact on market prices [37]. FRTB intro-
duces five levels of risk horizon from ten days to one year 
and assets are categorised within these levels. They argue 
that varying liquidity horizons is a key means of factoring 
market liquidity risk into their risk measure and regulatory 
capital. They also argue that this will reduce the incentive 
for arbitrage between the trading book and the banking book.

A base liquidity horizon of ten days is specified, which 
permits scaling from a 10-day valuation but not from 1- to 
10-day. There was significant criticism of the permitted use 
of √h scaling rule under Basel II [32, 38]. Several empirical 
studies have reviewed the issue of scaling from 1- to 10-day 
[39–42], finding that the √h scaling rule is only appropri-
ate for distributions that are alpha-stable normal and inde-
pendent and identically distributed (i.i.d.). Otherwise, its 
application underestimates the h-day VaR. While there is 
no BCBS explanation for the ten-day base liquidity horizon, 
Balter and McNeil [43] justify the ten-day base horizon on 
the premise that ten-day market risk factor changes can be 
assumed to follow a Gaussian white noise process, that is, 
independent and identically distributed. While they acknowl-
edge this assumption may be unlikely to be true in practice, 
they justify its use on the basis that it is a less problematic 
assumption for ten-day risk factor changes than for 1-day 
risk factor changes.

A further important change under FRTB, contributing 
to its complexity and inhibiting linear dependence on the 
chosen risk model, is the limitation on diversification ben-
efits. ES is calculated at the entity level based on a shock to 
all approved risk factors (at appropriate liquidity horizons) 
and then also calculated based on a shock to a subset of risk 
factors while the remaining risk factors are held constant. An 
average of these calculations is then performed to determine 
the regulatory capital requirements.

Criticisms of the market risk regulatory framework

Power [23] contests the rationale of utilising VaR in market 
risk management as a means of countering the crude, con-
servative ratios with a risk-sensitive measure:

While some of the motivation for VaR as a standard 
for risk management was to counter regulatory con-
servatism, it had more to do with improving divisional 
control in financial organisations and charging activi-
ties and transactions with a required return hurdle for 
risk. [23] (p. 72)

He further argues that VaR is beyond a technical measure 
and represents ‘the financialisation of governance’ [23]. He 
presents the adoption of VaR for regulatory purposes as an 
appropriation of a technique that was being used to contest 

imposed regulatory requirements.1 Alternatively, Lall [44] 
characterises this appropriation instead as a co-opting of 
banks’ internal models into the Basel II framework through 
the influence of lobby groups representing large banks. How-
ever, Young [45] argues that ‘access translating to influence’ 
by private interest lobby groups on the formation of the 
Basel II policy process was more restricted than that implied 
by regulatory capture. He refers to the ‘common ideational 
perspective of bankers and members of the BCBS’ (p. 668) 
as a social relationship influenced by shared contemporary 
wisdom, which is the context in which the Basel II policies 
are formulated. Carpenter and Moss [46] describe regula-
tory capture as the reverse of regulation for public inter-
est: ‘regulation applied for the benefit of regulated entities’ 
[46]. Nonetheless, Gunningham and Rees [47] find that self-
regulation in certain contexts can be an efficacious form of 
control. However, they find that self-regulation works most 
effectively when there is strong homology between the pub-
lic and private interests. Albu et al. [48] find the absence of 
homology between practitioner knowledge and the changes 
being implemented can result in lower levels of compliance 
with the new policies or procedures. This suggests that dif-
ferences between the internal and regulatory forms of market 
risk modelling may result in a further decoupling of internal 
and regulatory VaR/ES risk models.

Baud and Chiapello [22] argue that Basel II is a neoliber-
alisation of bank regulation, whereby ostensibly banks retain 
a form of self-regulation through the authorised use of their 
proprietary risk models. Incentivised by potential reduc-
tions in capital requirements, this self-determination is con-
ditional on adherence to specified criteria, described in the 
study as a ‘disciplinarisation’ process. Similarly, Black [49] 
describes the enrolment of the regulated system as central 
to the cooperative relationship between the regulator and the 
regulated in risk-based regulation. Mikes [50] describes this 
mode of regulation as ‘coercive isomorphism’, whereby enti-
ties have autonomy but are induced to conform to a stand-
ard. Similarly, Power [23] describes this as the attainment 
of regulation through asserting control of self-regulation. 
However, Ford [51] argues that the concept of enforced self-
regulation or that of ‘responsive regulation’ [19] does not 
account for the gaps in ‘regulatory spheres of responsibility’ 
[51] realised in the financial crisis. Alternatively, Beltratti 
and Paladino [52] explain the original rationale for the Basel 
Committee on Banking Supervision (BCBS) authorised 
use of proprietary risk models as a means of aligning the 
forecasts with their true risks. BCBS advocate the internal 
information theory, as necessary to achieve a level playing 
field [53]. The theme of a level playing field is central to the 
BCBS multi-jurisdictional approach to banking regulation, 

1  Under Basel I and before the market risk amendment to Basel II.
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reducing cherry-picking of regulatory regimes when capital 
is mobile, thus incentivising efficient banking models. Van 
der Heijden [54] highlights the need for transnational regu-
latory collaboration following the increased internationali-
sation of capital markets. However, the impact of banking 
regulation is not uniform, for example, Leonida and Muzzu-
pappa [55] find that while Basel II has improved alignment 
between banks and regulators in the German market, it has 
caused the disparity between large and small UK banks.

Remarkably, Lall [44] finds that the Institute of Interna-
tional Finance (IIF) lobbied the BCBS to allow banks to cali-
brate their regulatory requirements based on internal VaR 
models to ensure greater risk sensitivity. Similarly, Goldbach 
[56] finds significant influence on Basel standard-setting by 
transnational and national coalitions. Lall [44] argues that 
the influence of this informal social network led to favour-
able structuring of Basel II market risk capital requirements 
for large international and complex banks. A key criticism of 
internal model-based calculations of market risk regulatory 
capital is that the internal model can be designed in such 
a way to minimise the resultant capital, thus introducing 
moral hazard [57]. This is potentially easier to achieve for 
international portfolios with access to advanced, technical 
modelling, thus favouring internationally large, complex 
banks. Bank’s regulatory capital was insufficient to cover 
the unexpected losses of the 2007–2009 financial crisis [6]. 
Furthermore, Conlon et al. [58] highlight the importance of 
examining regulatory capital composition.

Alternatively, Cannata and Quagliariello [59] contend 
that the appropriation of proprietary models was a prag-
matic approach by regulators to gain buy-in by banking 
institutions for the Basel II market risk regulatory regime. 
They find that industry apprehensions were assuaged by the 
reduced regulatory capital and systems impact of adopting 
proprietary models. However, Moosa [60] is critical of the 
retention of proprietary risk models in the FRTB framework. 
Conversely, Walker [61] describes the confluence of political 
and media pressure together with volatile financial markets, 
as an existential challenge for banking regulators. This lit-
erature predominately relates to regulation under Basel II. 
Importantly, the continued use of proprietary risk models 
under FRTB is rationalised as the key means of achieving: 
(1) risk-sensitive allocation of capital; (2) level playing field 
competition; and (3) the restoration of trust and credibility 
of proprietary risk models [62].

Alignment specifications between risk models used for 
regulatory and internal purposes were limited under Basel 
II. However, alignment between the regulatory and internal 
risk models is strongly mandated under FRTB. Validation 
of this alignment is central to the approval for IMA, through 
the assessment of a ‘use test’ [62]. However, findings by 
Mehta et al. [12] and McCullagh et al. [63] suggest that 
banks will retain their use of proprietary VaR risk models 

in practice, even when they diverge from the regulatory risk 
VaR/ES models.

Interestingly, the criticism of VaR as a means of model-
ling market risk predates its adoption to its regulatory role. 
Notably, Danielsson et al. [32] issued a warning to regula-
tors about their choice of metric, describing it as a ‘poor 
quality measure(s) of risk’. Of further concern is the lack of 
consistency between the outcomes of various VaR models, 
noting that VaR is a family of models. Basel II does not 
specify what form the VaR model must take, instead relying 
on a system of exceedances to encourage conformity of use. 
In 1995, Beder applied eight common VaR methodologies 
to three hypothetical portfolios and found results varying 
by a magnitude of fourteen [64]. Similarly, Berkowitz and 
O'Brien [65] and Pritsker [66] found significant variation 
across banks’ resolution models. There is a rich literature 
that examines the performance of candidate resolution mod-
els [67–71] in terms of their forecasting performance, the 
propensity to experience loss exceedances and stability infer-
ence of VaR and ES at different confidence levels. However, 
a McKinsey report on the choice of resolution models finds 
a preference for simpler models [12]. Additionally, Hermsen 
[72] examines empirically the conflict between improved 
model performance and minimising capital requirements. 
He finds that banks are not incentivised to deploy better 
models under the Basel II framework. There is an internal 
conflict between deploying the best candidate model and 
the resource implications. Ultimately, there is a preference 
shown for models that imply the lowest capital requirements, 
while simultaneously minimising system requirements.

Deinstitutionalisation of VaR

The intense public cynosure of VaR, resulted in its position 
as the central regulatory market risk measure, becoming 
untenable. Clemente and Roulet [73] develop a theoreti-
cal model to explain how public opinion can influence the 
deinstitutionalisation of a practice. Deinstitutionalisation is 
where practices are dropped because of their reduced social 
approval. VaR’s displacement as the central risk model in 
the determination of market risk regulatory capital can be 
interpreted as a deinstitutionalisation of VaR whereby public 
opinion perceives it as having violated what Robson et al. 
[74] describe as the ‘social contract’ inferred under self-
regulation serving the public interest. Similarly, O’Regan 
and Killian [75] discuss how a stress event can heighten ten-
sions between the self-regulated and society through erosion 
of trust. The financial crisis was one such stress event that 
caused the public to question the efficacy of banking regu-
lation, with particular censure for perceived self-regulatory 
mechanisms. For example, Nesvetailova and Palan [76] 
argue that Basel II not only failed to ensure stability, but its 
system of ‘privatised financial regulation’ also exacerbated 
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the crisis. However, Callan et al. [77] report the IIF’s belief 
that the banking sector itself should devise the necessary 
regulatory reforms. This illustrates the coexistence in the 
immediate aftermath of the financial crisis, of opposing 
industry and societal logics [78].

Examining this conflict further, Roulet [79] examines 
the internal mediation of external opposition and finds 
that, because of the opacity of the financial sector, it can 
withstand pressure to acquiesce to societal logics. Yet, the 
BCBS through FRTB, have replaced the infamous VaR 
with a highly prescriptive framework [80], within which 
approval for internal risk models is heavily vetted [81]. Oli-
ver [82] finds that the endurance of organisational practices 
is dependent on their perceived legitimacy. Using the charac-
teristics of accounting measures defined by Miller and Power 
[83] to examine the latent power and endurance of the VaR 
measure, McCullagh et al. [63] find that VaR’s legitimacy is 
predominantly derived from its internal control role, rather 
than its regulatory imprimatur.

Methodology

The issues explored in this paper centre on the practition-
ers’ perception of the role of VaR/ES risk models within the 
market risk regulatory capital framework. In particular, we 
are interested in the strength of association between internal 
and regulatory risk models, risk models and regulatory capi-
tal, and regulatory capital and risk behaviour. The context 
of the impending regulatory reform under FRTB heightens 
the prescience of this research. The FRTB framework is 
designed to ensure the stability of banking systems through 
a risk-based capital calculation mechanism that is more 
prescriptive than the VaR-based mechanism under Basel II. 
However, this may be undermined by (1) further decoupling 
of internal and regulatory VaR/ES, and (2) decoupling of 
capital and VaR/ES risk models.

Hutter [16] discusses the emergence of risk-based regula-
tion, arguing that inefficiencies in the public sector prompted 
the adoption and ‘almost unthinking acceptance’ of the 
suitability of private-sector practices (p. 2). The objectiv-
ity and transparency inferred by risk-based approaches were 
viewed as a means of reconciling different interest groups 
and informing the allocation of resources. Furthermore, 
Hutter [16] finds that risk models were used to legitimise 
regulation, enabling the further retraction of government. 
Power [23] describes regulatory systems linked to licencing 
privileges (such as bank licenses) as following an ‘enforced 
self-regulation model’ that enrols ‘self-regulating resources’. 
The inherent conflict of regulators is that they are ‘… in 
part about political perceptions of effectiveness and the pos-
sibility of blame’, yet they are empowering self-regulation 

of entities where the bank’s self-interest transcends public 
interest.

The regulation of banks’ exposure to market losses 
manifests the conflict between the shareholder value theory 
deployment of VaR, characterised by Power [23] as the 
internal capital allocation and control mechanism, and the 
fail-safe public expectations of bank regulations over which 
VaR currently presides [84]. They argue that regulators have 
a blameless protective foil via the regulatory conditionality 
of self-governance by regulated entities but are exposed to 
the interface of the risk-based philosophy (which includes 
failure within its accepted event set) with the public’s intol-
erance of risk spillover from the financial sector. Power [23] 
characterises VaR as the embodiment of the shareholder 
value mode of performance-to-risk-based capital allocation 
in banks. He argues that VaR’s origins in the organisational 
need for an overview of transactions’ exposure, resulted in 
organisational and institutional significance far exceeding 
its regulatory role.

Hellwig [1] suggests that risk-based capital requirements 
have led to significant declines in regulatory capital and 
increased systemic interconnectedness and thereby, systemic 
vulnerabilities. Furthermore, that risk-based regulation 
incentivises shifting and translating risks out of the port-
folio, often transforming them into more complex risks. He 
further argues whether public interests are to be served then 
reforms to regulation must refocus on capital requirements 
not calibrated to banks’ risk models. This relates to the 
concerns of Hutter [16], whereby the risk device becomes 
an illusion of objectivity that distances regulators from the 
outcomes. Although Hutter’s [16] paper addresses regula-
tion in a broader context, she identifies the inherent conflict 
between public and private interest groups that regulation 
needs to navigate. She suggests that risk-based models are 
used as a ‘seemingly objective means of adjudication’ [16] 
between the two interest groups. We interpret her challenge 
to examine how ‘ideas translate into action’ [16] as a need 
to examine the reality of the implementation of risk-based 
regulation in market risk. We, therefore, use ideas from Hut-
ter [16] to examine practitioners’ perceptions of the relation-
ships between internal and regulatory VaR/ES and between 
regulatory capital and the risk models.

We explore, using risk-based regulation insights from 
Hutter [16], the experiences of practitioners on the relation-
ship between internal and regulatory VaR/ES risk models 
and between VaR/ES risk models and regulatory capital. We 
examine practitioners’ expectations about the implementa-
tion of FRTB and whether it will result in further decou-
pling. In this qualitative study, we utilise these insights from 
Hutter to examine the practitioners’ perspectives on the 
operationalisation of market risk regulation using a series of 
semi-structured interviews with relevant actors in the field.
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We conducted twenty semi-structured interviews with 
a range of VaR stakeholders in Ireland and the UK from 
January 2018 to January 2019. The rationale for focusing on 
these two markets is that there is strong integration between 
Irish and UK banking institutions2 and that, culturally, lend-
ing practices, societal norms and legal frameworks in the 
two jurisdictions have strong similarities. The Irish and UK 
banking sectors are an interesting paradox in that they are 
part of the European banking system but are differentiated 
by their financial openness [85]. Buch and Heinrich [85] also 
find that Ireland, the UK, and Luxembourg have more liberal 
regimes concerning foreign banks. Interestingly, Nesvetai-
lova and Palan [76] connect the events of the financial crisis 
with Liberal Market Economy capitalism associated with 
Anglo-Saxon banking cultures. However, Konzelmann et al. 
[86] find that the divergent experiences of countries with 
this culture defy this conclusion. They distinguish between 
the effects of the crisis on the USA and the UK compared 
with Canada and Australia as two other major Anglo-Saxon 
economies. Ireland and New Zealand complete their list of 
Anglo-Saxon economies. They find key differences in the 
form of liberalisation but also in the nature of the regulatory 
systems between the couplets: USA and UK, versus Canada 
and Australia. Kwok and Tadesse [87] make the conjecture 
that countries whose culture promotes stronger uncertainty 
avoidance are more likely to have a bank-based financial sys-
tem configuration, as opposed to the markets-based system 
associated with Anglo-Saxon financial systems. Although 
the choice of jurisdiction is interesting for the reasons out-
lined above, it may also be considered a limitation of the 
study. Future studies could explore the views of practitioners 
in alternative jurisdictions.

The respondents included market risks managers, trad-
ers, treasury managers, regulatory executives and repre-
sentatives from professional risk management bodies. We 
have grouped the respondents into the following categories, 
summarised in Table 1. The interviews of the informants 
were generally carried out face-to-face with the information 
transcribed for further analysis. Where this was possible, 

this allowed for the development of trust between the inter-
viewer and the informants. The informants were provided 
with assurances of confidentiality, non-disclosure of their 
name or their employers and secure storage of information. 
The views expressed are assumed personal views rather than 
those of their employers.

The final profile of the participants is shown in Table 2.
Following transcription, we analysed the interviews in 

accordance with O’Dwyer [88]: data reduction; data display; 
and data interpretation. Braun and Clarke [89] discuss how 
qualitative semi-structured interviews can be used dually 
to explore participants’ experiences and realities together 
with how these realities have been informed or influenced 
by discourse and societal, institutional organisational norms.

This study has taken participants from roles within the 
banking organisations immediately interfacing with VaR, 
end-users that engage with the outcome of the VaR models 
but not their development or calibration, and those outside 
of the organisation but involved with market risk supervi-
sion (regulation) or market risk practitioner advocacy. The 
interview participants possess considerable experience in 
implementing regulatory changes and tacit knowledge of 
organisational practices [90–92]. The importance of hav-
ing interactional expertise is highlighted by Spears [93], as 
a means to gain trust and establish confidence to engage 
with an implicit epistemology. It is advantageous, therefore, 
that the first author has industry experience but conversely, 
this positional bias, not uncommon in research interviews, 
demands rigorous self-critique [94]. We found the pool of 
potential participants with exposure to market risk regulation 
and VaR to be a relatively small, homogeneous group. Rec-
ognising that the concept of saturation is contestable [95], 
we contend that our sampling had reached a point where no 
new information would be yielded from further exploration.

Findings and discussion

In this section we analyse participant responses under the 
key research aim of examining (1) decoupling between inter-
nal and regulatory VaR/ES risk models, decoupling between 
risk models and capital, and the relationship with bank 
risk-taking behaviour, and (2) the impact of the impending 
implementation of FRTB on these relationships Noting the 
key concern that decoupling of market risk regulation and 
internal market risk practices could undermine the efficacy 
of regulatory reform, we pay heed to references to behav-
ioural influences.

Table 1   Coding of respondent categories

In Table 1 outlines the codes used to represent the interviewer's cur-
rent role. It is worth noting that some interviewees had previously 
worked in at least one of the other category roles

Role category Description

R Risk manager/risk modelling
T Trader/treasury management
P Regulator/advocacy

2  The study was carried out prior to Brexit.
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Relationship between internal and regulatory risk 
models and capital

First, we explore the interview participants’ views of VaR 
and its role within the Basel II regulatory framework. Sec-
ond, we examine the practitioner’s perception of the perfor-
mance of internal and regulatory risk models. We are inter-
ested in whether they treat these as integrated or discrete and 
whether there are any differences in the criticisms levied. 
Then finally, the third emergent theme within the examina-
tion of the relationship between internal and regulatory VaR 
centres on perceptions around the efficacy of current regula-
tions (pre-implementation of FRTB) to deliver stability in 
the global banking system.

VaR within Basel II

Cannata and Quagliariello [59] find that the criticism 
levelled at VaR was mired in a misunderstanding about 
the implementation of Basel II. VaR’s role in determin-
ing market risk regulatory capital under Basel II had not 
been implemented in most jurisdictions at the time of the 

financial crisis. Indeed, a significant body of work has 
explored the inhomogeneous implementation of Basel 
guidelines across various jurisdictions [96–99]. Some of 
the respondents identify the issue of translation of Basel 
II into jurisdictional regulations (Capital Requirements 
Directive (CRD) and Capital Requirements Regulation 
(CRR) in Europe) and their subsequent implementation, 
in their defence of VaR:

Many stones were cast at Basel II and internal mod-
els and all that stuff. I think it’s slightly unfair, if you 
look at it, certainly what I’m familiar with, Basel 
II was not really introduced until 2007 in terms 
of CRD, if you look across Europe, most institu-
tions didn’t approval until 2008, 2009, certainly 
in the Irish context you could see that as problems 
emerged, backstop things with the SA, so it’s com-
pletely ludicrous to blame Basel II. (P12)

However, a more dominant argument is that VaR met their 
(particularly the R cohort) expectations of what the model 
was supposed to do:

Table 2   profile of interview 
respondents

The employment grouping in the second column is explained in Table 1. These designations relate to the 
most current/relevant employment experience of the participants. Some of the participants have worked in 
other areas of banking or outside the industry as indicated by the superscripts as follows. 1: Risk manage-
ment; 2: Trading, Academia; 3: Risk management; 4: Risk management. The seniority rank in column 5 is 
author determined and reflects the seniority of the relevant position held, where 5 indicates a senior man-
agement position and 1 indicates an early career with over ten years of experience

Unique alpha-numeric 
identifier

Employment 
grouping

Geographical designation 
of institution

Institution Senior-
ity rank-
ing

R1 R IRISH/UK SA bank 1
R2 R IRISH/UK SA bank 2
R3 R IRISH/UK SA bank 3
R4 R IRISH/UK SA bank 3
T5 T1 IRISH/UK SA bank 4
T6 T IRISH/UK SA bank 5
T7 T IRISH/UK SA bank 5
P8 P2 IRISH Advocacy 5
P9 P3 GLOBAL Advocacy 5
T10 T UK/GLOBAL IMA bank 5
T11 T IRISH/UK/GLOBAL IMA bank 5
P12 P IRISH Regulatory body 4
P13 P UK Regulatory body 3
R14 R UK/GLOBAL IMA bank 4
R15 R UK/GLOBAL IMA bank 4
P16 P4 UK/GLOBAL Regulatory body 3
R17 R IRISH/GLOBAL IMA bank 2
P18 P IRISH/GLOBAL SA bank 4
P19 P UK/GLOBAL Regulatory body 4
T20 T UK/GLOBAL IMA bank 5
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On the whole, I’d be pretty positive around it [VaR] 
just in terms of the information it gives you. I think 
the problem with VaR is what people expect it to do. 
So, when you say 99% VaR, that’s saying that on 1% 
of occasions it’s going to be worse than that. It doesn’t 
tell you how bad that’s going to be. (R1)

This quote highlights that for them, VaR did not fail in the 
sense that their expectations were a 99% confidence level3 
value and not an indication of the worst-case scenario. The 
implication is that the public expectation of the model as a 
fail-safe means of determining adequate capital for a worst-
case scenario was not the expectation of practitioners. This 
is suggestive of a risk-based regulatory regime incongruent 
to reconcile private bank interest with the public interest. 
It characterises VaR as a risk mechanism aligned with the 
expectations of bank interests. This does little to honour the 
expectation expressed by Hutter [16] that the risk model 
would objectively adjudicate between interest groups.

Modelling market risk: internal and regulatory VaR

For most of the R cohort, misuse or poor interpretation and 
understanding of the VaR figures led to poor portfolio man-
agement, but they did not consider the model itself to be 
causal in the events of the financial crisis. This is reflec-
tive of Beck’s [100] expert-lay discordances as discussed 
in O’Regan and Killian [75], whereby their risk expertise is 
both prized and exclusionary even within the banking sys-
tem. Furthermore, it rationalises and justifies continued trust 
in the risk model as a key component of their belief systems, 
by identifying application and interpretation errors [101]. 
This is a manifestation of Hutter’s [16] concerns around 
awareness of the risk model limitations.

There’s always a disconnect between people who 
model stuff and it’s a mathematical problem and peo-
ple who live in the real world and see the consequences 
of this. (T7)
I wouldn’t say [VaR] hasn’t performed well, it’s totally 
based on the information you put into it: you put the 
assumptions into it, and it gives you a number back. 
(R2)
I think VaR as a measure has an unduly bad reputa-
tion. It was an easy tool, most people even with a basic 
background [mathematically], it’s very intuitive, you 
can set it up in an excel sheet, it’s not difficult to cal-
culate the returns of a data series. So, a lot of people 
could very quickly get a grasp of what historical VaR 
was. (R3)

However, in the defensive arguments around VaR, it is clear 
that they are talking about its usefulness in terms of its inter-
nal role. We find varying degrees of acknowledgement of the 
decoupling of internal VaR and regulatory VaR in terms of 
both its legitimacy and its practical performativity:

VaR as a measure of risk level or certain changes in 
risk level from period to period: absolutely fine. But 
the idea that you can give it a regulatory imprimatur 
and say that everybody should do this. (T3)
I think what was a major shock was the degree to 
which it broke down. They understood that this model, 
as the vast majority of models in finance, is an approxi-
mation and needs clever use and needs people who 
understand limitations to use them. Extending them 
into the more general world, the problem with VaR 
is largely the breakdown between people who work 
day to day on the modelling and understand it and the 
people who are really 2 steps removed from it. (T10)

The second quotation suggests that the VaR output is unsuit-
able for external digestion. We further find practitioners’ 
acceptance of VaR’s performance internally while othering 
its performance in the regulatory role. The appropriation of 
VaR by regulators for the determination of market risk regu-
latory capital was welcomed by practitioners as it enabled 
reductions in capital requirements based on a calculative 
technology’s quantification of the risk in their portfolios. 
Yet, any apparent failing in its regulatory role is given a 
detached position. This discursive positioning provides an 
insight into the extent to which practitioners have not fully 
integrated the internal and regulatory roles of VaR and view 
the regulatory version as external to them and their risk 
management practice. This is consistent with the strategic 
response of buffering as described in Oliver’s organisational 
response framework [82].

Market risk regulations and stability

The philosophical moorings of the model may not have been 
considered when the BCBS appropriated banks’ VaR models 
for the determination of market risk regulatory capital.

The starting point [with VaR] depends on why you are 
doing it. (T6).

This highlights that model use is both informed and con-
stituted by its purpose [102]. Externally, the regulatory 
role and internal role of VaR were assumed to be seamless, 
thus contributing to the external perception of VaR’s role 
in banks as a form of self-regulation and further, as evi-
dence of regulatory capture. We examine the participants’ 
responses for any acknowledgement of failed self-regulation 
or regulatory capture.3  That is, a statistical probability that 99% of the time under pre-

scribed assumptions, the portfolio losses will not exceed VaR.
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Conclusion: over the last 10 years is that the dangers 
are far greater when regulators leave institutions to 
themselves. But the crisis illustrates sitting on the 
fence and saying heterogeneity is a great thing, as 
what predated the … in the run-up to 2006 … well 
we accept banks, left to manage their risks, why 
would they want their businesses to blow up, surely 
we can rely upon that, but I think that’s proven to be a 
little bit … optimistic! (P12) Basel II allowed banks 
bring in their own models, so you had divergence, 
that’s why you had Bear Stearns and Lehmans, now 
we're going back to SA - level playing field. (T5)

These responses indicate a belief in modelling auton-
omy under Basel II and allude to a form of self-regulation. 
The first quote suggests the existence of a moral hazard, 
concomitant with the use of proprietary models. With 
the appropriation of VaR into regulation, banks contin-
ued to use their bespoke risk models. There was a limited 
requirement to realign with the regulatory public interest 
mandate. The ‘return to SA’ refers to the Basel I Stand-
ardised Approach which was not risk-based and viewed 
as a crude measure, at odds with the sophisticated risk 
models in use internally [1]. This infers the practitioner’s 
perception of the FRTB framework as a return to a more 
prescriptive, capital-based form of market risk manage-
ment. Triana [13] suggests regulatory adoption of VaR 
was motivated by aspirational association with these pro-
gressive modelling approaches, a position that is voiced 
by one respondent:

I think it was regulatory capture. Using a formulaic 
approach like they had in the standardised method 
made them look like the dumb people in the class. 
So, they said, we’re going to be smart too, we’re 
going to try and use the most modern method and 
they want to be able to say that they were aware of 
developments in the ’science’. But there is no sci-
ence. Regulatory capital is all about loss in a dry 
spell and in that circumstance, every single assump-
tion underlying VaR goes out the window. (P8)

The P contributor characterises the relationship between 
the regulated and the regulator as regulatory capture. How-
ever, this quote shows the perception of the adopted regu-
latory use of banks’ VaR modes as a manifestation of an 
inferiority complex. It infers that they were beguiled by 
the allure of sophisticated mathematical models when their 
priority should have remained with capital sufficiency. 
This statement indicates a clear belief that VaR was not 
capable of delivering the stabilising capital required. Hut-
ter [16] argues that any discussion on the limitations of 
risk-based regulation must link back to broader considera-
tions about the efficacy of regulation and a cost–benefit 

analysis. If, as suggested by Power [23], this is translated 
to a shareholder value logic, then public interest won’t be 
served.

Manish and O’Reilly [103] examine whether banking reg-
ulation follows a public interest philosophy or an economic 
theory approach. They conclude, based on the resultant 
increased disparity in wealth distribution, that it is the latter. 
They assert that this form of regulation predicates regulatory 
capture. A broad interpretation of regulatory capture can 
be understood as special interest groups exerting significant 
influence over regulatory bodies. A more narrow interpre-
tation is where regulated entities manipulate the regulatory 
agencies [104]. Temporal observation of the evolution of 
the FRTB regulatory framework illustrates the difficulties 
in making ideals manifest. Investigating the reason for the 
deviation between the original aspirations of Basel II and 
the resultant regulatory guidelines, Lall [105] has strong 
resonance with the theory of regulatory capture. Mattli and 
Woods [106] find that the conditions needed for regulatory 
change that serves the common interest to dominate regula-
tory capture where vested interests are served include knowl-
edge of the ‘social cost of capture’. Using Power, the prag-
matic adoption of VaR may be seen as an alignment with the 
economic theory approach. Although there is insufficient 
support for the interpretation of regulatory capture espoused 
by Dal Bó [104], the conditions for Young’s ‘common idea-
tion’ are present. The closed organisational roof concept 
deployed by Killian and O'Regan [75] in their examination 
of accounting professionals is present in how risk practition-
ers delineate those who understand VaR and those outside 
that understanding. However, practitioners’ descriptions pri-
marily relate to the internal role of VaR and the experts and 
non-experts within the organisation, rather than delineating 
the internal from the external. Therefore, in the case of VaR, 
we cannot interpret this as an indication of an exclusionary 
expert technology used to self-regulate.

We further pursue practitioners’ perceptions around the 
proficiency of the regulatory mechanisms to deliver stabil-
ity. We find an awareness of the inherent conflict within 
a regulatory capital regime between public and private 
interests.

Regulator believed that banks were undercapitalised 
in terms of the trading book. Mixture of both: regula-
tor want to protect the people from the banks, obvi-
ously, they don’t want the situation again where they 
have to bail out banks which obviously impacts on 
the taxpayer as well. Regulator sees themselves as 
the guardian of the people almost, they understand 
it better than the people on the streets. (R1)
The big one is, regulator need to do something. Reg-
ulators have gone too far … big debate … someone 
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like me who works in the system … how far should 
they go? … finding the sweet spot, between banks 
the economy. (P124)

Here we find recognition of the balancing act required by 
regulators: protecting the interests of society while ena-
bling banks to perform the role required by the economy 
and meeting their commercial needs [16]. We find aware-
ness of the social cost of failed regulation, but we also find 
that the responsibility of regulation is externalised in their 
discussions. This is not consistent with Power’s precept of 
self-regulation as a form of regulatory coercion. The regula-
tory role of VaR is othered by practitioners, along with the 
responsibility for regulatory failings.

Impact of the impending implementation of FRTB 
on risk model and capital relationships

Having explored practitioners’ perceptions of the current 
(pre-FRTB) relationship between market risk regulation, 
internal market risk measurement and management, and 
capital, we now explore practitioners’ responses to ques-
tions on the likely impact of the implementation of FRTB. 
The two key emergent themes under this area of examination 
are the succession of VaR by ES and the pre-eminence of 
capital. We explore each of these in turn.

ES succeeds VaR

The headline change under FRTB is the demotion of VaR 
as the means of determining market risk regulatory capital. 
We explore practitioners’ perception of the characterisa-
tion of VaR post-crisis, and their views on its downgraded 
prominence in FRTB post-crisis regulatory reform. Industry 
commentators vilified the role of VaR within the Basel II 
regulatory framework. Joe Nocera, business columnist with 
the New York Times, reflects on the sentiment around VaR 
in 2009:

Given the calamity that has since occurred, there has 
been a great deal of talk, even in quant circles, that this 
widespread institutional reliance on VaR was a terrible 
mistake [107].

Pablo Triana, a former derivatives trader, Financial Times 
columnist and Professor of Finance at Esade, described VaR 
as: ‘The number that killed us’ and ‘VaR may have been 
the single most influential metric in the history of finance’ 
in his column in the Financial Times. At the behest of the 
Chancellor of the Exchequer (UK), the Turner review was 
commissioned to review the causes of the financial crisis 

and to make recommendations about the changes necessary 
to ensure a stable banking system. The review identifies 
dependence on VaR as one of the key issues.

Capital required against trading book activities should 
be increased significantly (e.g. several times) and a 
fundamental review of the market risk capital regime 
(e.g. reliance on VaR measures for regulatory pur-
poses) should be launched [108].

There is an acknowledgement by regulators that the mar-
ket risk regulatory system required reform post-crisis. 
However, the FRTB framework, notionally at least, main-
tains the authorised use of proprietary risk models. How-
ever, additional criteria are introduced. Also notable is the 
replacement of VaR with expected shortfall, arguably a dein-
stitutionalisation of VaR. One of the regulatory/advocacy 
participants described the impetus for removing dependence 
on VaR from the FRTB framework:

Just after the crisis, there was, within the Basel Com-
mittee, there was of a crisis of confidence in the inter-
nal model – the feeling that the models were ‘the 
devil’s work’, they were the reason why the banks 
went crazy and got into all these complex products, 
and there was a sense that some of the local supervi-
sors didn’t understand the models so they couldn’t [sic 
have] supervised very well. (P13)

This echoes concerns by Ackermann [10] that the risks of 
these complex structures (securitisations) were not fully 
understood and that there should have been a regular reflec-
tion on the risk models’ adequacy and usefulness. Despite 
the apparent change in the risk model and demotion of VaR 
in FRTB, several participants argued that the same risk fore-
casting engine will be deployed.

So, I find it ironic that people should think that ES is a 
new thing. I mean ES is on the same distribution. (P8)
Any criticism that you level at VaR you can level ES 
because the criticisms of it, … its the same analytical 
framework. (T10)

Demoting VaR within the FRTB framework allows regu-
lators to distance themselves from VaR and to demonstrate 
recognition of the criticism of VaR. This is important to the 
perceived legitimacy of the regulator in being seen to act in 
the public interest [109]. Although ostensibly succeeded by 
ES in the layered risk calculation of the FRTB framework, 
VaR remains part of the backtesting requirements. It must 
be noted that practitioners broadly welcome the changes to 
market risk modelling introduced under FRTB. For example:

4  Former risk manager.
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As a framework, it is conceptually better than the VaR 
and SVaR.5 (RM15).

Despite FRTB’s positive perception, practitioners view 
the complexity of the FRTB framework as an impetus for 
decoupling internal VaR and regulatory risk management. 
Practitioners consider that the complexity of FRTB makes 
it unwieldly for use for internal risk allocation and have no 
imminent plans to migrate for other internal risk manage-
ment purposes:

They will probably manage on VaR and calculate capi-
tal on whatever FRTB says because it’s very difficult 
to manage positions with FRTB calculations. (R15)
Undecided whether internal risk measure will change 
in line with FRTB. (R3)

This is not a surprise to the regulators. We find a benign 
attitude of regulators to the decoupling of internal VaR and 
FRTB’s regulatory risk measure:

So, at the moment we have what we call a ‘use test’. 
So, banks are meant to use the same model that they 
use for capital requirement as the basis of their internal 
risk management. And what we’ve done in framing the 
new framework is slightly loosen that use test to talk 
more about the engine that drives the model being the 
same, but the risk measure isn’t necessarily going to be 
the same. So, I would expect that banks will continue 
to use VaR for day-to-day risk management purposes. 
(P13)

This adds further weight to the characterisation of the regu-
latory position as pragmatic rather than using self-regulation 
as a guise for coercive isomorphism.

Pre‑eminence of capital

FRTB is part of a wider suite of reforms under Basel III. 
Other capital requirements under Basel III (such as Pillar II 
capital requirements) have shifted the culture away from the 
‘minimum capital requirements’ associated with the intro-
duction of Basel II, to a ‘fail-safe’ level of capital. Many of 
these elements have already been implemented in European 
banks. We find that practitioners perceive that the regula-
tors will determine the appropriate level of overall capital 
rather than self-determined capital requirements. This fur-
ther underlines a practitioner experience that recognises the 
primacy of capital decoupled from risk models, under the 
Basel III and FRTB reforms.

Ultimately Pillar II is going to be what the regulator 
decides it’s going to be. You stick in your calculation, 

and they say we don’t like it and here is an add-on. It 
then becomes almost a gaming situation where the risk 
management people, it comes back to Keynes beauty 
contest; the risk management people decide ok you 
don’t go with the minimised amount of capital, you 
don’t go to calculate it accurately or you go bold to get 
as close as possible to what the regulator is expecting. 
(T10)
They [regulators] are not looking at it from a simplis-
tic model, if they don’t[sic] think the answer they are 
getting from any model is not the right one they have 
the discretion to put a Pillar II add-on on top of your 
capital. (T6)
If the models are giving an outlier answer, you’ll get 
add-ons that will get you there. They just increase 
the capital in the system and the capital in the system 
needed to increase. (T6)

The clear indication from practitioners’ responses is that 
FRTB promotes capital rather than the risk model as the 
conduit for ensuring bank stability and incentivising pruden-
tial risk behaviour. Practitioners find that FRTB discourages 
banks from holding complex products, heralding a return to 
a simpler form of banking. Note that the reforms under Basel 
III including FRTB are so comprehensive that collectively 
they have been dubbed Basel IV [30, 31, 110].

Basel IV is driving banks to simplicity. (T6).
I think standing back from it banks are returning to 
Banking 101 where banks are thinking what banks 
really should do is help people build homes and set up 
current accounts and move money around the place 
and that’s it! We don’t want to see any trading activity 
in banks other than stuff that is incidental trading risk 
that you get on your balance sheet by virtue of the fact 
you’re doing that kind of maturity transformation. (T7)
Retail banks should be sticking to the knitting and 
doing what their retail customer needs. (T5)
I think in practice that really means if you’re trading 
complex stuff, you’re going to have a higher capital 
requirement and there will be incentives there to stick 
to the centre. (P13)

The complex nature of securitised structures and other 
highly leveraged products were viewed to be central to the 
socialisation of losses in the 2007–2009 financial crisis. 
FRTB is perceived by practitioners to discourage complex-
ity in bank portfolios and, in combination with other reforms 
under Basel III, promote capital over risk modelling as the 
conduit for incentivising prudential risk-taking. Interest-
ingly, Acharya and Richardson [111] argue that it wasn’t 
the complex products in themselves that led to the scale of 
the financial crisis but ‘banks’ efforts to circumvent these 
capital-adequacy requirements caused the financial crisis’, 

5  Stressed VaR.
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where they describe the balancing of assets and liabilities 
and the role of capital requirements as part of Banking 101.

I think clearly people will move towards what the regu-
lator requires, and if they move [towards capital-based 
regulation] people will reflect on that basis. (T10)

Conclusion

Our objective in this examination of the perspectives of 
bank practitioners is to develop a deeper understanding of 
their experienced realities of internal market risk manage-
ment VaR, regulatory VaR/ES risk models and regulatory 
capital. Under Basel II, the market risk regulatory capital 
mechanism is VaR, but as VaR relates to a family of models 
rather than a single model, there can be a significant dis-
parity between approaches taken for internal and regulatory 
purposes. Previous studies have recognised the decoupling 
of internal and regulatory VaR through the use of different 
models for internal and regulatory market risk modelling. 
However, our study explores how this is experienced in prac-
tice and how this may change with the implementation of 
FRTB. We further question whether there is a decoupling 
between VaR/ES risk models and regulatory capital under 
FRTB and Basel III regulatory reforms.

We find widespread recognition and acceptance of 
decoupling between regulatory risk models and VaR risk 
models used in internal risk management practice. This is 
at odds with the narrative presented by external commenta-
tors, whose criticism of VaR assumes these roles are fully 
integrated. We further find that this decoupling is known 
and regarded benignly by regulatory bodies. Where we add 
further insight is the positioning of practitioners with respect 
to regulatory VaR. This is most evident in the discussions 
on the apparent failure of VaR in the financial crisis. In the 
internal organisational role of VaR, practitioners find that 
it performed in line with their expectations. They position 
the regulatory role of VaR as external and other, distancing 
themselves from the outcome of its use in this context.

The apparent deinstitutionalisation of VaR as the regula-
tory risk model under FRTB is acknowledged by the regula-
tory/advocacy participants, but for participants within the 
banks, the relationship between the internal VaR model and 
the regulatory mechanism is already decoupled so this pre-
sents no imminent challenge to their internal risk manage-
ment practices.

While we find a generally positive reception to the layered 
FRTB framework in conjunction with Basel III reforms, it is 
widely recognised as a capital measure that takes the impe-
tus away from the choice of risk model; that is, we find that 
practitioners perceive the decoupling of capital and the risk 
models. There is a strongly held belief that these regulatory 

reforms will incentivise migration to simpler products 
through high capital implications for complex products, 
ultimately upholding a public interest mandate. Capital is 
perceived as the conduit for managing risk behaviour under 
FRTB, usurping the role of any risk model. Furthermore, the 
study participants suggest that the complexity of the FRTB 
calculative framework is expected to reduce opportunities 
for capital minimisation and indeed obfuscate the role of the 
proprietary risk model itself within the regulatory frame-
work. One of the implications of this study is the need for 
greater recognition of the decoupling of market risk regula-
tion and internal market risk modelling and management. If 
regulatory reform designed to enhance the stability of the 
global financial banking system assumes full integration, 
then the decoupling recognised in this study will undermine 
the efficacy of that reform and dilute the impact on risk-
taking behaviour.

This research highlights the importance of qualitative 
research in the realisation of regulatory ideals, particularly 
the operationalisation of regulatory philosophy. In turn, this 
flags the need for research that examines the behavioural 
impact of regulation through the experienced realities of 
practitioners in the field beyond apparent compliance. There 
will be opportunities for further exploration of the decou-
pling of regulatory and internal risk management practices 
following the implementation of FRTB.
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