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Abstract

This article assesses bank management’s perspective on the use and effectiveness of the risk measurement system
under Basel Il that set capital requirements for banks. These requirements encouraged the use of risk measurement.
Semi-structured interviews with various bank managers at Viking Bank (a fictitious name) provide the empirical data
for this research. These interviews were conducted after the global financial crisis that led, among other events, to
the bankruptcy of Lehman Brothers. Viking Bank was an important European bank that embraced Basel Il and risk
measurement. In its efforts to implement risk measurement, the bank’s management accounting department was
reduced and subordinated to the risk measurement department. Risk measurement information became the bank’s
primary source of information for some loans.

The financial crisis has made us more reluctant to use risk measurement. This was not the case before the crisis hit

us. (Senior bank manager, Internal Auditing, Viking Bank)
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Introduction

The Basel Committee on Banking Supervision’s second Basel Accord
(Basel IT) recommends risk measurement guidelines that banks can use
to set their minimum capital requirements. In the European Union,
Basel II is implemented by Directives 2006/48/EC and 2006/49/EC.
These Directives were adopted in 2006 and came into force on 1 January
2007. The main difference between Basel II and its predecessor, Basel
I, is that Basel II encourages bank officers to take risk measurement
into consideration in their daily operational decisions. The incentive
for banks to use risk measurement is that, under Basel II, they may be
able to reduce their capital reserves. With more capital available for
investment, banks may thus increase their investment yield (ceteris
paribus). (Note 1) Nevertheless, serious doubts have been raised about
the regulation of banks and their use of risk measurement [1- 8]. These
doubts are discussed in the literature review below.

Risk experts act differently in their various activities [3]. In
banking, depending on whether banks use decentralized or centralized
risk management, their risk measurement functions may differ [9]. The
five banks in Mikes [3] study had similar structural arrangements and
used similar risk management techniques, but the banks’ management
handled risk information quite differently. Because managerial
characteristics and practices in banks differ significantly, bank managers
will not treat risk measurement information similarly. This difference
suggests that Basel II can be problematic because the regulatory
framework prescribes and rewards the use of risk measurement
information in daily decision-making.

The rise of risk measurement in banks suggests a continuing
ambition to control and manage the future [7]. Risk management in
banking has thus resulted in an increased emphasis on internal control
as well as the creation of new risk categories and new managerial tasks.
This development, with its increased demands related to decision
-making and control, has created new professions and altered work for
others. These new risk management policies and routines mean that
risk measurement is today much more widespread than in past years.

Power [8] argues that this development, with organizational
governance strongly influenced by concern over risk, is not merely a
technical development. He claims that this development may define
good governance in all phases of organizational life. Risk measurement

then may displace valuable but vulnerable professional judgment [6].
Such a development may also affect employees’ commitment. With less
commitment, the quality and quantity of their work may diminish as
their responsibility diminishes. Institutionalization of risk measurement
may then endanger individual employee accountability.

In its emphasis on risk measurement, Basel II intends that banking
regulators expand risk measurement from a specific instrument of
governance to an entire rationale for governance. According to Power
[7], however, we still know very little about this shift. There are few
studies that investigate risk measurement in action, especially in
instances of financial crisis.

The ambition to measure everything [6] is closely related to
the ambition to manage the risk of everything. This ambition as far
as risk management reflects the efforts by organizational agents to
decrease their personal risk. The result is potentially disastrous for
society as employee judgment shrinks to an empty form of defendable
compliance. Risk management of everything also poses a major risk to
society because the most pressing and unpredictable problems cannot
be solved without marshalling the knowledge and judgment of experts.
In such cases, managers must take a central role.

The implementation of Basel II has increased the role of internal
control in banks [6]. Regulation is considered more effective and
acceptable if implemented in private control systems. The idea is that
regulatory organizations can be relieved of detailed rule making and
can instead focus on the design and function of local systems. In this
effort, risk measurement has to be auditable and governable. As a result,
there has been a change in the supervisory role in banks as internal
conditions and organizational trustworthiness is emphasized [7]. Such
change fosters the design of risk management of everything. The point
is that Basel II has worked through internal controls to encourage
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regulation compliance for risk measurement. However, the difference
in management characteristics has been neglected.

Power [6-8] criticizes the legitimacy agenda of various control
agents that drive risk management. This criticism is examined in this
article. The financial crisis that began in 2008, like all such crises, was
proof that it was not possible to work as before. It may be asked whether
bank managers were better at assessing the use and effectiveness of risk
measurement systems under Basel II after the financial crisis of 2008.
Financial crises have been a major force in the implementation of risk
management [7,8] as well as in risk measurement, but the measurement
of risk has not yet been challenged in a banking crisis. If bank
managers base their decision-making on international regulations, it
is not necessarily the case that they will escape criticism and political
interference (e.g., government takeover). Compliance with regulations,
even burdensome regulations, may give management a false sense of
safety. Instead of doing what is best for the organization in the long
run, managers may adopt a seriously flawed decision system. The
assumptions behind such actions have not been adequately discussed.

Risk measurement holds the promise of manageability [6]. There
is a functional and political need to sustain the myths of control and
manageability despite the complex failures, scandals and disasters that
have challenged and threatened organizations. These problems are so
complex that that no single control system can manage them [1,6,7].

Bank regulators emphasize measurement of risk in all its forms.
Other concerns, including political problems, also arise in the banking
industry, but they do not relate to the banking capital requirements.
Basel II, which is concerned with credit, market and operational
risks, imposes various administrative routines. These routines, when
complied with, may give management a false sense of security and the
opportunity to escape responsibility. Thus, regulation may contribute to
poor management practices and decisions. A bank that fails is a failure
of management in which the focus on risk measurement may take
priority over other management concerns.

Beck [1] and Power [6-8] criticize rational risk governance as
a technocratic system and a bureaucratic defense against anxiety.
However, there is as yet little evidence on how users understand and
use risk measurement in their everyday work [2,10-12]. In fact, in
the Scandinavian countries, as recently as ten years ago, listed banks
did not use risk measurement tools; risk measure was considered an
ancient science [2,3]. Risk measurement has also been described as
an administrative and managerial fashion [6]. Such opinions raise
other questions about risk measurement. One question is: What is the
career trajectory for individuals who work with risk measurement?
There is a suggestion that risk measurement specialists, who are skilled
in mathematics and statistics, have become modelling experts in a
specialized profession.

Basel I and Basel I1I-The Experience

National regulators in the 1970s and 1980s (e.g., the Securities and
Exchange Commission and the Federal Reserve Bank in the United
States) were concerned that internationally active banks operated with
lower and lower levels of capital [13]. One response was the founding
of the Basel Committee on Banking Supervision (the Committee),
established in 1974 by the central bank governors of ten nations. The
Committee, whose purpose was to issue banking guidelines and best
practice standards, approved and released the first Basel Accord, Basel
I, to the banks in July of 1988. Many nations adopted Basel I, which
set minimal capital requirements for banks. Initially some observers

said Basel I was the most important international banking agreement
in recent years [14]. However, in time the financial industry agreed that
Basel I was too blunt as a regulatory instrument because it did not give
sufficient consideration to banks” risk measurement practices [15-17]
This criticism of Basel I led to the release of the second Basel Accord,
Basel II, in 2004 [18]. In 2006, in a Directive, the European Union
adopted Basel II for use by banks in the member states.

Basel II provides significant economic incentives for banks to use
risk measurement tools for gathering the information needed for their
daily activities. According to the Basel II guidelines, a bank may operate
with a lower capital requirement if its regulatory authority judges the
bank’s risk management system is sufficiently advanced. With a lower
capital requirement, a bank can invest more of its capital. With greater
returns on invested capital, Basel II reasoned, banks might lower their
customer fees and become more competitive.

According to many bank managers the lower capital requirement
incentive was critical to the survival of their banks. When the Basel II
guidelines were issued, there was a commonly held beliefamong bankers
that they were facing lower and lower margins [9]. Some bankers
thought that the adoption of an advanced risk management system
that used sophisticated risk measurement tools aimed at making better
credit decisions would allow them to reduce their capital requirement
level. Implementing such a system, which would free up capital reserves
for investments, could give them a competitive advantage over banks
that did not use such sophisticated risk measurement tools.

Research Question, Method and Case Study Setting

The research question of this study is the following: What is
management’s perspective on the use and effectiveness of the risk
measurement system imposed by Basel II? Thus this study questions
the core rationale of risk measurement. To try and answer this question,
17 senior bank managers at Viking Bank were interviewed in the first
six months of 2009. The major finding of the initial round of interviews
was that the system provoked a false sense of security in Viking Bank’s
management. To confirm this finding, the bank was revisited a year
later in 2010. At that time, 15 senior bank managers, three supervisory
authority managers and one rating agency analyst were interviewed.
The major finding of the initial round of interviews was that the system
provoked a false sense of security in Viking Bank’s management. To
confirm this finding, the case study site was revisited in 2010.

The interviewees were division heads, the Treasury manager,
senior credit staff, financial managers, senior risk managers and other
executives. In addition, four representatives from regulatory and rating
organizations were interviewed. The interviews continued until the
interviewees repeated responses; at that point, saturation was achieved
[19] and the interviews concluded. Each interview lasted an average of
40-60 minutes.

There is a debate on the merits of the interview as a data collection
method, particularly when the issues are sensitive, even political. Given
Viking Bank’s negative cash flow, its losses and its high Cost to Income
(C/T) ratio at the time of the first round of interviews, there was indeed
turmoil at the bank. Such turmoil in a for-profit entity may affect
employees’ interview responses. They may be cautious, fearful and not
entirely forthright. For this reason, I rejected the use of anonymous,
written questionnaires. Instead, I conducted only face-to-face interviews
in order to promote a relationship of trust with the interviewees. In
the second round of interviews, when the financial distress had eased
and Viking BanK’s key ratios had improved, I interviewed the same
individuals I had interviewed previously.
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This interview/re-interview strategy was effective in that, by the
second round, I was no longer a stranger to the interviewees. In my
interviews that dealt with the core rationale of risk measurement,
unavoidably I asked sensitive questions. However, as a certain level of
trust was established between us, the interviewees, who may have had
doubts about risk measurement, seemed to welcome the opportunity to
speak freely even though they had not expressed their doubts to their
colleagues.

I used the semi-structured interview form in which interviewees
are encouraged to give extensive responses to general questions in a
conversational forma [20-22] that allows the phenomena under study
to become visible. When the interviewees gave thought-provoking
responses, I could ask additional questions that explored the area or
issue further. Although this interview technique is demanding, both
for the interviewees as well as the interviewer, its advantage is that
responses are more likely to be reliable. An indication of the reliability
of the responses in this study is that the interviewees expressed both
positive and negative opinions on the risk measurement system.

My literature review also influenced my selection of interviewees.
First, because Viking Bank management took a greater interest in risk
measurement following a process of centralised decision-making, I
found it worthwhile to interview staff members at headquarters as well
as at the branches. Second, although risk measurement is an ancient
science, as Mikes [2,3] states, we do not know much about it in practice.
Thus I wanted to understand how various bank managers implemented
risk measurement in their daily work, and if they found it a useful tool.

For my analysis of the interviews, I used a recommended
methodology to examine the interviewees experience with risk
measurement during and after a financial crisis [ 20,21,23]. Immediately
after each interview, I summarized it in a few keywords in order to
obtain a general idea of the most important ideas expressed by the
interviewees. Then I transcribed the interviews and summarized each
paragraph by one keyword. Next, using these keywords, I grouped the
paragraphs and condensed them into fewer paragraphs. The keywords
I ultimately used are ‘Support, Management tool, ‘Decisions, and
‘Influence. The main theme in the interviews concerned the erosion of
trust in the risk measurement system at Viking Bank.

Viking Bank

I chose Viking Bank as the case study site for several reasons. First,
in the late 1990s, when Viking Bank implemented a risk measurement
system, it was the first bank among its competitors to do so. Viking
BanK’s Board of Directors and top management embraced the drafts
of Basel IT as a step in right direction. Thus, several years before its
main competitors, Viking Bank had a risk measurement system in
place for decision-making. Within the banking community, Viking
Bank was regarded as the most sophisticated bank in this respect. The
national regulatory authority for banking approved Viking Bank’s risk
measurement system as one of the most advanced under the stipulations
of Basel II. Second, the banking community admired Viking Bank’s risk
measurement system. Other banks asked Viking Bank for advice when
designing their risk measurements systems. Third, Viking Bank was
open to academic research and permitted researcher access to people
with experience in risk measurement.

Viking Bank, which was founded over 150 years ago, is today the
result of some 120 mergers and acquisitions. Viking Bank has enjoyed
a close connection with the national Government over the years,
regardless of whether a liberal or conservative coalition has governed.

In general, society regards Viking Bank as a symbol of capitalism in a
socialist country. As might be expected, the country’s wealthier citizens
make up its main retail customer base. Traditionally Viking Bank has
had a centralized management structure, and as recently as the 1980s,
the Board met every week to review each promissory note.

Forty years ago, following a merger that was a response to tighter
national bank regulations, Viking Bank emerged as both a commercial
bank for business customers and a retail bank for private customers,
with branches throughout country. In recent years, the retail division of
Viking Bank has not been a top priority. In the year 2000, Viking Bank
even considered giving up the unprofitable private mortgage lending
activity. However, with the lower capital requirements that Basel II
permitted, mortgage lending again seemed profitable, and the activity
was retained. In addition, home mortgages in banking are viewed today
as a sales channel for other products such as home insurance, credit
card lending and personal accounts. By contrast, the viability and
profitability of Viking Bank’s commercial division has never been in
doubt.

In the early 1990s, when the risk measurement movement began, a
nationwide financial crisis threatened Viking Bank. During that crisis,
when the country’s central bank set its interest rate at 500%, three of
the country’s four listed banks applied for, or considered applying for,
financial support from the Government as their credit losses mounted.
Viking Bank prepared a request for such support, but it was never
submitted. When the early twenty-first century financial crisis arose,
Viking Bank’s major shareholders and its top management team were
anxious to avoid a repeat of the situation in the 1990s when they almost
lost control of the bank. . Banks in the country that received financial
support had to issue common stock to the Government.

In 1965, Viking Bank started to expand internationally by opening
branches in London and Geneva, followed by expansion in the 1970s
and 1980s into other European cities, Asia and the United States. As its
international activity increased, in the late 1990s Viking Bank launched
e-banking, which allowed it to close some local branches? In 1997,
Viking Bank bought an insurance company, and in 1999 it bought a
German bank of equal size. However, the German acquisition has been
troublesome and has not developed as intended. Between 1998 and
2000, Viking Bank expanded rapidly in Eastern Europe, mainly in the
Baltic countries, Poland and Ukraine. Viking Bank’s goal was to gain
a significant market share quickly in this fast-growing area by buying
local banks and adapting them to its own culture.

Because of this expansion activity, Viking Bank describes itself
as an international banking group and a finance group in northern
Europe with international operations. However, in 2008 and 2009,
with the global financial markets facing crisis, the Eastern Europe
expansion began to seem more a burden than an opportunity. Although
it may take Viking Bank some years to resolve these problems with the
Eastern European expansion, Viking Bank has recovered from difficult
situations before. For example, in 1932, following the Krueger Crash,
the Government intervened to support the bank. And in 1993, when
the country’s real estate bubble burst, the Government again provided
assistance.

Findings

The shift to risk measurement from management accounting
information

Given this scenario, Viking Bank’s managers were fearful of losing
control of the bank as it almost had following the financial crisis
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of the 1990s. After Viking BanK’s survival of the crisis in 1990s, new
top managers were employed. These managers, who were convinced
that risk measurement was necessary in decision-making, strongly
supported a shift from the use of management accounting information
to risk measurement. The Basel II project manager at Viking Bank
described the shift:

Yes, you are right. We have seen a shift to a risk measurement
perspective. As an example, consider our business team. Previously our
business team consisted of an accountant and other business people. In
addition to these people, the team now has a risk-adjusted performance
person. In a business deal decision, the risk-adjusted performance person’s
views are more important than those of other team members.

The Treasury manager made the following comment on the
transformation from accounting information to risk measurement:

Basel II has been a step in the right direction. At the bank, the shift
towards risk-adjusted yield has been seen as a step forward. Of course,
this has led to the increased importance of risk measurement at the bank
over the last ten years.

Accounting people have had to adjust to this changed condition. From
my point of view, this [the shift toward risk-adjusted yield] has not been
a problem.

We will have more models that provide us better standardization
throughout the whole bank. The size of the group developing models for
Basel IT will remain intact because Basel 1I is a step forward towards
achieving better economic results. Decisions based on risk measurement
lead to improved decisions. Using only accounting information, based on
some sort of historical valuations, is a certain way to drive the bank off
the road.

At Viking Bank, it is clear that risk measurement information had
taken priority over accounting information. Top management at Viking
Bank viewed risk measurement as the best way to produce the crucial
information needed to avoid a future financial crisis. However, over
time, especially due to the crisis of 2008-2009 and the failure of Lehman
Brothers, support for risk measurement was divided.

Divided support for risk measurement

Management support for risk measurement generally depended on
the type of loans Viking Bank made. For loans to private individuals,
including mortgages, risk measurement seemed to work well. According
to national law in the country where Viking Bank is incorporated, a
loan is secured by the borrower and not by the items acquired or the
real estate mortgaged. For example, a bank will seek repayment from
the borrower if a house is sold for less than the outstanding mortgage
balance. However, it is not possible for the borrower to just walk away
from the mortgaged property. Thus, risk measurement is useful for
evaluating private individuals’ risk of default.

Viking Bank managers also supported the use of risk measurement
for personal loans to private individuals. They could evaluate the
creditworthiness of individuals by referring to a leading credit rating
organization that provides information on individuals’ credit history,
assets, income tax data, and so forth. The managers said the lack of
access to such information in the Baltic States was the main reason for
the severe difficulties that arose in 2008.

Although a system of models may be strongly rooted in a bank’s
policies, users may not necessarily find the information useful. One
branch risk manager said:

A conservative interpretation is that we have not seen how the
models work through a whole economic cycle. It is not yet proven that the
prediction level is high. Models are only models.

Another problem is that data series from brief time periods may
create the suspicion that risk measurement information is unreliable.
Managers who are suspicious of information are unlikely to rely
on it, especially if they are responsible for decisions based on that
information. The highest ranked officer in the Loan Department and a
member of the management committee described his experience with
risk measurement:

You not have been in before. You get driving instructions from
someone who is just looking out the back window. You get information
too late.

Moreover, information from risk measurement is based on historic
numbers. When users experience situations that have not previously
been recorded, risk measurement is unable to provide support for
decisions. Thus it is unsurprising that the support for risk measurement
weakened at Viking Bank. The same loan officer described how the
information from risk measurement should be used:

I dont want the risk measurement staff to be involved in credit
decisions. They should be statistically oriented. I want them to sit in the
chairs behind their desks.

A loan to a business is based on specific factors unique to that
business, while risk measurement is based on generalized statistical
data. This makes risk measurement difficult to use. A manager who
reported directly to the CEO explained the problem:

On average you can get risk measurement systems to work very well.
From a pool of 100, 200 or 300 companies, you can get a reliable average.
But the average says nothing about the individual cases. A credit decision
is a decision for an individual. This is the reason that such systems do not
work.

When someone states that a risk measurement system does not
work, the implication is that there is a problem with the information that
Basel II is intended to produce. This was the situation at Viking Bank
following the financial crisis that began in 2008. Managers at Viking
Bank were sceptical of the value of the risk measurement system. As a
fallback solution, Viking Bank introduced the use of Expert Judgment
to evaluate the risk in its loan portfolio.

Viking bank staff and their work with risk measurement

The effect of the risk measurement system as a management tool was
quite evident as far as Viking BanK’s staffing. In the past, when the bank
reduced staff and cut programs, various areas suffered (e.g., accounting
and auditing). However, risk measurement staff members were not
affected; in fact, their numbers, as well as their salaries, increased.

In2000, very few people at Viking Bank worked in risk measurement-
By January of 2009, the bank employed 130 persons at headquarters in
risk measurement. Today, as many people work with risk measurement
as with accounting/financial issues. (Note 5) In addition, there are more
people at the branches who work with risk measurement than work
with traditional accounting/financial issues. The Viking Bank project
manager for Basel IT described the change:

When I joined the bank in 2003, we had a group of five people in risk
measurement and maybe 25 more people in trading. That was seen as
sufficient. Now we have 130 people, and a lot of them were hired because
of the need to comply with Basel II. It is now necessary to hire people who
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are able to model risk, who have good statistics knowledge and who are
able to interpret the rules.

It may seem initially that risk management is a good area for
new university graduates to begin employment. They may rise to key
positions at a bank with a 150-year history. They may be involved
with producing information essential for decision-making at various
managerial levels--from the Board of Directors down to the branches.
However, based on the interviews, it seems that risk measurement offers
a rather bleak career path. The risk measurement specialists were often
overlooked when promotions were made. The reason may be that they
are employed soon after graduation from university or are promoted
from a junior position in marketing or IT. Thus, they often lack the
banking experience and/or the management skills necessary to advance
in the managerial hierarchy. The risk measurement chief described this
situation:

Nearly all my staff members are risk measurement professionals. Only
a few of them have management skills, and almost no one has any business
skills. They are often recruited from a marketing position, or straight from
university, or from the field of IT. Without a business background, they
face great difficulty in advancing in the organization.

To address the problem of career advancement in the area of risk
measurement, Viking Bank decided different levels of risk measurement
specialists were needed. The risk management chief continued:

As a bank, we are trying to create some sort of seniority of specialists.
Our idea is that a staff member could become a senior risk measurement
specialist who might earn as much as 100 000 crowns a month. A
high-risk measurement specialist earns much more than that, but that
compensation should be a possibility for a super, top-risk measurement
specialist. Until now in the banking industry, that sort of money has been
reserved for 100, 200, 300 people with profit responsibility. So that’s a goal.
I would like to see, and we lack this in the risk measurement area, is more
people with economics degrees and business experience. I mean people
who actually, for example, are in credit risk modelling, I would like to
have more people who have lent money, have dealt with customers and
have understood the data.

At present, Viking Bank, risk measurement staff members have to
change positions if they wish to advance (with commensurate increases
in compensation). Often they have to take a position at a lower level, in
another area, in order to advance in the bank.

More criticism of Basel II

In the 2008-2009 financial crisis, when Viking Bank was following
the Basel II guidelines, lending activity decreased as losses increased. As
a result, the bank was forced to set aside more funds in order to meet
the capital requirements. A senior bank branch manager said:

The difficulty with Basel II is that it allows banks to operate with
lower amounts of capital. If you look at yourself as a private person or a
large company, when times are good you save for when times are bad. But
Basel II works just the opposite in several ways. So when times are bad,
you have to save and reduce the loan activity. Because revenues are lower,
you need to increase your capital. Risk measurement is a theory that does
not hold.

This statement suggests the problem is the method of risk
measurement. When a financial crisis arises, it is the result of previously,
unidentified risks. In other instances, there is no crisis.

According to the interviewees, the financial crisis revealed another

deficiency of Basel II. Because Basel IT does not address liquidity risk, its
models could not predict the liquidity crisis that the banking industry
experienced in 2008-2009.

Since risk measurement uses market values, it is sensitive to
market movements. The interviewees said they were shocked by the
dramatic downward turn in share prices in the global financial crisis of
2008-2009. They said they had not experienced such volatility before.
Therefore they were cautious about the market’s valuation of assets for
collateralized loans. One branch manager said:

The association of market values and Basel II has proven to be
dangerous. With a leverage ratio of 40-50 times, a few of the present
capital requirements can easily be wiped out when market values start
to plunge.

The interviewees said that market valuation influenced Viking Bank
to such an extent that they were unclear about the bank’s performance.
They said the markets reflexively reinforce ups and downs [24,25],
which creates volatile numbers. A branch manager echoed this criticism
of market valuation that created unreliable paper values:

I think the models for market valuation are too flexible. We no longer
use the prudence concept that we used before. We have a portfolio of
venture capital investments that we are supposed to write up or down,
depending on some model. In my world, I think this is being a bit
aggressive. I think that in the area of venture capital, you take a decline
directly. In an upswing you sell because then you have the cash. The system
no longer works that way, and thus there is greater volatility. There is a
risk that paper values are inflated. Market values are certainly creating a
swing for us.

In summary, Viking Bank managers faced a difficult situation in
the financial crisis of 2008-2009. The bank was experiencing losses that
required it to reserve funds to meet the Basel II capital requirements.
Viking Bank had also converted its management accounting
information system into a risk measurement system. In this conversion,
the Management Accounting Department employees were assigned
risk measurement duties in order to meet the reporting requirements
outlined in Basel II. Yet, as the losses increased, Viking Bank managers
questioned the value of the new system. They thought they lacked
reliable information for use in making loans. This situation, of course,
had implications for other staff members.

Discussion

The purpose of this article is to assess management’s perspective on
the effectiveness of the risk measurement system under Basel II. Viking
Bank managers initially thought this risk measurement system would
warn them in time to avoid future financial crises. Yet in the financial
crisis of 2008-2009, following the failure of Lehman Brothers, senior
bank managers realized that market values of assets held as collateral
for loans were unrealistically high. They became skeptical of the
information provided by the risk management system. As the support
for the risk measurement system weakened, Viking Bank turned to the
use of Expert Judgment to evaluate collateral asset value and credit risk.

From a banking regulatory point of view, lack of trust in a risk
measurement system is problematic. Complicating the problem is that
a bank may lack good alternatives to its risk measurement system.
The incentives offered by Basel II were so tempting that Viking Bank
managers felt market pressure to implement a risk measurement system
prescribed by Basel II. Yet when the financial crisis arose, it was difficult
to find an alternative to their risk measurement system.
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Career advancement prospects for risk management staff members
at Viking Bank were discouraging. There was little opportunity for
them to advance to top management positions at the bank. Their only
hope for promotion was to move to another area of the bank.

With decreasing faith in the risk management system, Viking Bank
looked for other sources of risk information. The solution was to rely
more on the Expert Judgment of managers when making loans and
valuing collateral. As a consequence, Viking Bank may have found
itself in the curious position of providing information to the national
regulatory authority based on the risk measurement system that differs
from the information they use in practice. This divergence is hardly the
intention of Basel IL

More research is needed in this area. We need to know more about
how knowledge is transferred between staff members in banks. The lack
of reliable information indicates that private channels for exchanging
information are important. Because financial crises are recurrent, it is
important to retain the knowledge acquired in previous crises. In some
banks there is a new management team every fifteen years. In other
banks, management remains essentially unchanged, and replacements,
when necessary, are internally recruited. In both cases it is necessary to
transfer knowledge from experienced people to novices. However, we
do not know very much about this process.

The interviews were conducted during a severe global financial
crisis. Therefore, the data provide insights that are exceptional given
that global financial crises of this magnitude are rare. Many banks faced
very serious problems, especially when it was known that Lehman
Brothers failed. The crisis was more a turning point for Viking Bank
in that it survived. It was, nevertheless, a very sensitive situation to
approach some of their top bank managers and ask them about risk
measurement that has both regulatory and management implications.
The author’s presence could have influenced the interviewees responses
[26] such that their responses may not necessarily be the “windows
into the depth of reality” that [27] describes. The interviewees may
have responded in ways they thought the interviews expected. This is a
possible limitation of the study, although the problem may have been
mitigated somewhat by the number and variety of interviews.
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