
Introduction

The financial regulators had been brewing the market risk 
framework reform for over two decades and finally came to 
revised terms in January 2019. Under the Fundamental Review 
of the Trading Book (FRTB) regime, larger banks using internal 
models approach will need to seek IMA approval accordingly 
and prepare for any capital add-ons for risk factors that lack 
sufficient data for modelling, while all banks are set to implement 
the standardised approach (SA) and report their outcomes to the 
supervisors as early as this year.

When the coronavirus pandemic disrupted the world in early last year, the Basel Committee’s oversight body, 
the Group of Central Bank of Governors and Heads of Supervision, announced the deferral of the Basel III 
implementation, including the FRTB, to increase the operational capacity of banks and supervisors to respond 
to Covid-19. The local prudential regulators followed suit and moved the implementation deadline to January 
2023 from January 2022.

The latest FRTB rules, which are much more detailed and sophisticated and require banks to perform more 
calculations, will result in increased data requirements for banks. Both SA and IMA come with respective 
challenges and banks must examine and enhance their risk frameworks and governance processes. Moreover, 
they will need to reconsider how they acquire, align and use their reference and market data to confidently feed 
multiple systems across front-, middle- and back-offices.

Even with the extra one year, the sheer amount of work under the FRTB and the complications caused by the 
transition away from benchmark interest rate LIBOR across all jurisdictions and asset classes, as well as the 
Covid-19 will present huge tasks for banks to manage future liability.
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Banks that have started the implementation process must not lose momentum with the work they are doing 
and use the time to optimise the data pools and infrastructure to comply with the regime. Those who haven’t 
begun the process should get on with it and see what options they have in terms of understanding the rules 
and obtaining the necessary data. 

This report distils the new approaches for calculating market risk outlined by the Basel Committee on Banking 
Supervision, and how regulators across Asia, Europe and the United States plan to roll out FRTB in their 
markets. In addition, the report includes the inputs from banking participants on the latest regime,and reflects 
the challenges (including the implications posed by the LIBOR transition and the Covid-19 pandemic) and the 
available solutions out there in the markets.

Background: the two approaches
The European Central Bank published the results of a questionnaire surveying 70 or so banks on the impact of 
the new FRTB rules on their use of internal models. The conclusions reflect the banks’ thinking as at mid-20191. 

Approximately 40% of the banks currently using the IMA intend to seek IMA approval under the new rules. 
Within those banks, roughly half aim to include as many trading desks as possible under the IMA, while the 
other half plan to include only a subset of their trading desks. Other 40% of respondents intend to move from 
IMA to the new SA. The remaining 20% were at the time undecided.

Until now, banks around the world continue to grapple with important decisions around whether to implement 
the IMA, if so, for which desks, or whether to implement SA only. While using SA as a floor or in its full capacity 
presents a clear path in today’s market environment, some argue that implementing internal models can 
create better risk management and capital relief in the long run. 

“Intrinsically, the use of IMA is positive if it allows banks to truly think about the risks they are taking and get 
rewarded for suitably managing and minimizing them”, says Jacob Rank-Broadley, director of regulatory & 
market structure propositions at Refinitiv. “In many cases, firms have benefited from lower capital requirements 
by using IMA.”

There is also diversification benefit that banks can take advantage of applying IMA to their businesses. If all 
banks rely on SA to calculate their liquidity provisions, they could end up being exposed to the same risks 
and underlyings when asset prices collapse. One of the policy objectives of the FRTB is to avoid that potential 
fallout. 

The BCBS designed the FRTB framework to remove supposed deficiencies in the previous market risk 
framework, the Basel 2.5, which came to light during the global financial crisis. It aims to set a higher bar 
for banks to use their own models for calculating capital, ensuring banks are capturing tail risk events while 
cementing the boundary between trading and banking books.

The Basel 2.5 IMA calculates market risk capital in terms of Value-at-Risk (VAR) and stressed VAR, and 
requires banks to backtest the model to gain regulatory model approval. The revised IMA in 2019 replaces 
VAR with expected shortfall (ES), requires evidence that the risk factors used in the model are derived from 
sufficiently liquid instruments, i.e. risk factor eligibility test, and requires banks to prove that the risk model is 
adequately aligned with front-office models, i.e. profit and loss attribution tests.

For a desk to qualify for the IMA, it must pass two tests: P&L attribution test and backtest. The P&L attribution 
test compares the profit and loss generated by a bank’s front office pricing system with the figures generated 
in the middle office for risk measures. Backtesting compares the P&L values with the VAR figures. In both 
tests, if a bank’s own estimates are found to deviate excessively from realised P&L on a given desk over a 
12-month period, the desk could lose IMA approval and be forced to use the SA.

One of the biggest challenges with applying for IMA is making it through the risk factor eligibility test (RFET). 

https://www.bankingsupervision.europa.eu/press/publications/newsletter/2020/html/ssm.nl200212_2.en.html
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Pass RFET with risk analytic data
The policy objective of the test is to ensure the inputs into a bank’s risk model have sufficient evidence 
of trading activity, which gives regulators the comfort that the prices being used are robust and contain 
legitimate pricing information. If a bank has good inputs into a risk model, it is more likely that its output is 
going to be good as well.

However, the demands of the RFET standards are comprehensive and costly. At the extreme situations, banks 
could be considering whether to scale back their trading activity or exit certain business lines altogether. 

“From a bank’s perspective, it becomes an onerous process of identifying consistent data,” says Rank-Broadley. 
“It hasn’t been a focus of banks in the past to identify what information is executed trades and what isn’t.”

For a risk factor to be classified as modellable by a bank, a necessary condition is that it passes the RFET. 
The test requires identification of enough “real” prices that are representative of the risk factor. A price will be 
considered real if it meets at least one of the following criteria.

1. It is a price at which the institution has conducted a transaction;
2. It is a verifiable price for an actual transaction between other arms-length parties;
3. It is a price obtained from a committed quote made by (i) the bank itself or (ii) another party. The committed 

quote must be collected and verified through a third-party vendor, a trading platform or an exchange; or
4. It is a price that is obtained from a third-party vendor, where: (a) the transaction or committed quote has 

been processed through the vendor; (b) the vendor agrees to provide evidence of the transaction or 
committed quote to supervisors upon request; or (c) the price meets any of the three criteria immediately 
listed in (1.) and (3.).

In particular, the definition of a “committed quote” leaves some room for interpretation.

According to the BCBS, “a committed quote is a price from an arm’s length provider at which the provider of 
the quote must buy or sell the financial instrument”. In situations where transactions and eligible committed 
quotes might not be sizable enough to be counted as valid real price observations, the standard-setter adds 
that “orderly transactions and eligible quotes with a non-negligible volume, as compared to usual transaction 
sizes for the bank, reflective of normal market conditions can be generally accepted as valid”.

To pass the RFET, a risk factor that a bank uses in an internal model must meet either of the following criteria 
quarterly. In both cases, banks are only permitted to count one real price observation per day.

1. The bank must identify for the risk factor at least 24 real price observations per year measured over the 
period used to calibrate the current ES model, with no more than one real price observation per day to be 
included in this count. Furthermore, in the previous 12 months, there must be no 90-day period in which 
fewer than four real price observations are identified for the risk factor. These criteria must be monitored 
on a monthly basis. 

2. Or, the bank must identify for the risk factor at least 100 real price observations over the previous 12 
months.

Any desks that cannot meet the stringent criteria must calculate FRTB capital based on a revamped SA. The 
standardised calculation is driven by risk sensitivities and multi-level formulas based on bucketing and netting 
rules.

A real price is representative for a risk factor of a bank where the bank can extract the value of the risk factor 
from the value of the real price. The bank must have policies and procedures that describe its mapping of real 
price observations to risk factors, as well as providing information to its supervisor to justify its methodologies.
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Know the impact, make investments count
The impact of the FRTB can be grasped in a monitoring report by the BCBS in December 20202. Compared 
with the current regime, the weighted average prospective Basel III market risk capital requirements increase 
by 47.9% for Group 1 banks (i.e. 52 banks that have Tier 1 capital of more than €3bn and are internationally 
active, including 23 G-Sibs), and by 30.9% for Group 2 banks (i.e. 11 other banks). At the individual bank level, 
the impact is as wide as a decrease of 72.4% to an increase of 187.5%, according to the results.

For positions subject to the latest IMA, Group 1 banks are expected to have 43.9%, 25.9% and 30.2% of its total 
internally modelled capital requirements split into those for modellable risk factors, non-modellable risk factors 
and default risk capital requirement. For Group 2 banks, the corresponding shares are 81.8%, 18.2% and 0%.

The prospective impact gives every bank a reason to get on top of the data. “Getting access to an extensive 
quantity of data is important. But more importantly, banks need to have the ability to use the data,” says Rank-
Broadley. “Each institution will have to define its own risk factor to instrument mapping rules. Much work is 
required to convert common sense industry definitions into rules that are specific to one’s own institution.”

A Hong Kong-based market risk lead at a large global bank echoed the thought, saying that one of the 
biggest tasks with making FRTB work for his institution lies in “revamping systems”.

To address the challenges derived from determining risk factor eligibility, accessing real price observation 
data and selecting optimal bucketing approach, banks will need to make investments. That includes data 
sourcing, mapping and calibrating real price observations to risk factors to ensure results are optimised while 
making sure internal infrastructure can support the investments for continuous and reliable diagnostics to 
assess the FRTB framework’s impact and RFET results monitoring. 

Banks have identified the main operational challenges affecting their FRTB compliance is the availability and 
quality of data, as well as the development of IT infrastructure, according to a survey3 conducted by the ECB. 

That means third-party pooling data services can help. Banks can leverage data providers to improve their 
RFET results, optimise capital requirements and add value to their internal data infrastructure. 

Refinitiv, for one, has come up with tools that provide banks with the data required to comply with RFET and 
accelerate the process of conducting the test from months to seconds. 

Its Trade Discovery has a web application that allows banks to source real price observation data, refine risk 
factor to instrument mapping rules and calculate the pass rate for customers via a visualised user interface 
that is easy to understand and analyse. 

The service provides 100+ million deduplicated and processed observations across several million 
instruments covering rates, credit, foreign exchange and equities in multiple jurisdictions. A consistent 
data model captures the instrument terms and conditions across 60 attributes, allowing easy mapping of 
instruments to risk factors.

Refinitiv also stores more than one year’s worth of historical time-series data and provides updated data at the 
end of each day, enabling banks to monitor existing risk factors and introduce new ones. Finally, the service 
also generates a bulk API to download data from the Refinitiv Data Platform. 

Banks appreciate the comprehensiveness and usability of vendors’ platforms. But it requires delicacy when it 
comes to handling client information. 

“We focus on processing the data and adding the terms and conditions that are relevant for mapping 
instruments to risk factors in order to take away as much of the standardised work from our clients as possible. 
We also keep the workflow simple. We want to make it easy for customers to use our data” says Rank-Broadley.

https://www.bis.org/bcbs/publ/d512.pdf
https://www.bankingsupervision.europa.eu/press/publications/newsletter/2020/html/ssm.nl200812_4.en.html
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“We are not forcing transparency onto markets, which aren’t necessarily well-equipped to deal with it. We 
would be sensitive by masking fields such as price and volume,” he adds. 

Around 50 datasets are including in Refinitiv’s Trade Discovery offering and there is more to come. “We are 
seeing very good benefits to our customers with those datasets. But it is by no means perfect. There is a 
huge amount of work for us and the rest of the industry to get to the next stage and improve data coverage.”

Complications along the way
During the height of the Covid-19 shock in early 2020, some markets such as commodities were crashing and 
whipsawing, resulting in trading desks crashing out of eligibility to model their own capital requirements due 
to the failure of backtesting.

FRTB would have nixed some of the procyclical effects of the previous market risk capital regime. But it wasn’t 
the case because of a double-counting defect in the calculation methodology4. 

Now in retrospect, while one of the key concerns in the industry early on in the crisis was what will happen 
to the RFET during periods of stress since the test hasn’t been thoroughly tested in a range of market 
conditions, the results – fortunately – sent a pat on the back. 

“We looked at the data for many asset classes and we didn’t find significant evidence that there was a drop 
off in trading activity. In isolated cases, some markets may have been adversely affected; but a vast majority of 
major markets did not see any sustained periods of low trading activity,” says Rank-Broadley.

In the post Covid-19 world, in which market and credit risk must be considered from additional perspectives, 
banks should be approaching FRTB with a holistic mindset and act early with an aim for full implementation 
by 2023.

Another area of concern for banks implementing IMA under the FRTB is the LIBOR transition and benchmark 
reforms that are underway around the world. The replacement of risk factors due to the benchmark rates 
reforms could raise challenges due to lack of historical price observations. 

“Where LIBOR transition may create some trouble is the bifurcation of liquidity. Historical LIBOR trading 
activity will switch to referencing overnight rates,” said Rank-Broadley. “From a RFET perspective, 
banks could end up with a tough situation where that drop off in liquidity puts existing risk factors out of 
modellability. Obtaining data is important to stay on top of the potential fallout of the LIBOR transition.”

To address this, the BCBS allows banks in conducting the real price observation test for a new benchmark 
rate, to count both real price observations of the old benchmark rate from before its discontinuation, and 
those of the new benchmark rate, until one year after the discontinuation of the old benchmark rate. In most 
jurisdictions, the LIBOR discontinuation is expected to be December 31, 2021.

In calculating the capital requirements under the IMA, there is a possibility that the new benchmark rate was 
not available during a stress period and could pose a challenge to banks calculating the ES for the current 
and stress period. 

Hence, the BCBS allows banks to use the historical data for a subset of the risk factors, or the ‘reduced set’, 
in their ES model to calculate market risk during a historical stressed period. The reduced set is subject to 
supervisory approval and must meet the data quality requirements for a modellable risk factor. 

This calibration is to be scaled up by the ratio of the internal model ES result for the full set of risk factors 
to that for the reduced set of risk factors based on current market conditions. The reduced set of risk 
factors must cover a minimum of 75% of the risks of the trading portfolio, therefore, it may need to include 
benchmark rates.

https://www.risk.net/regulation/7523801
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Regulatory responsibilities
A final piece for banks solving the FRTB puzzle – and perhaps the most crucial one – is keeping up with the 
regulators. A risk analytics head at a European global bank expressed his great concerns of complying with 
the regime are “regulatory uncertainties, requirements and timeline divergence in different jurisdictions”.

It is clear among the national supervisors that although the timeline of the FRTB implementation has changed, 
the rules remain, and full implementation is expected. Some local prudential regulators have made their 
moves to start the implementation process. 

In the EU, the FRTB is being implemented in two stages. First, the revised Capital Requirements Regulation 
(CRR II) requires banks to report their capital requirements under the new market risk rules to their supervisor. 
Second, EU legislators have asked the Commission to submit a legislative proposal that will require banks to 
meet their capital requirements under the new rules.

The European Banking Authority has proposed making the reporting requirement for the SA binding in the 
third quarter of 2021. It will be mandatory for all banks with trading activity above a certain level, regardless of 
whether they use the current IMA or the SA. Around 70 of the 116 banks directly supervised by the ECB are 
expected to report based on the new SA.

Meanwhile, in the US, the Federal Reserve has said it will start the FRTB model approvals for US banks in 
2021, meaning that banks should now be deciding desk structure and readying backtests5.

The Hong Kong Monetary Authority has concluded its consultation paper describing the proposals on how 
the full suite of FRTB requirements would be adopted in Hong Kong. The de facto central bank has urged all 
locally incorporated institutions to start working on their firm-specific plans given the size and complexity of 
the new market risk standards. 

Utilise reference data, fund & index constituents
Under the FRTB, banks and financial institutions will also need to source additional historic time series market 
data back to a decade ago, as well as fund and index constituents and weights information for “look through” 
requirements, with a further requirement being the classification of buckets for the SA. 

The latest framework specifies the treatment of investments in funds, permitting equity investments in funds 
to be allocated to the trading book if the bank is able to “look through” to the fund’s underlying assets, i.e. 
determine capital requirements based on the underlying positions held by the fund, or where the bank has 
access both to daily price quotes and to the information contained in the mandate of the fund. 

That is a much-needed clarification as investors, asset managers and bank trading desks directly use funds 
or via derivative contracts to obtain or hedge diverse exposures in ways that are operationally efficient and 
cost effective. The look through approach will paint a truer picture of a fund’s risk characteristics when the 
underlying positions in the fund are identified and analysed. 

Obtaining consistent datasets, including reference and pricing data, can help banks comply with the FRTB 
standards and confidently feed multiple systems across their front, middle and back-offices. 

“As a data vendor, we want to empower customers through the provision of data that optimises their market 
risk models. By ensuring instruments are correctly classified, collecting sufficient evidence of executed trades 
and committed quotes and demonstrating that risk factors can pass the eligibility test, we can help clients 
accurately assess the risks they are taking,” says Rank-Broadley.

Visit: https://www.refinitiv.com/en/fundamental-review-of-the-trading-book
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