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		Using banks' internal models for regulatory purposes, while aimed at making capital requirements more accurate, invites regulatory arbitrage. I show how the strategic use of risk models can be avoided by penalizing banks with low risk-weights when they suffer abnormal losses. As defaulting banks cannot be penalized, under tail risk uncertainty it is optimal to "reward" banks that truthfully reveal high risk measures by a commitment to bailing them out in case of default. Recent regulatory reforms that use floors on risk weights instead can be counter-productive when the issue is a "hidden model" problem and not model risk. 
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