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Characteristics of climate-related and
environmental risks

1. Far-reaching impact 2. Extended time horizon 3. Short-term action
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The ECB is of the view that institutions should take a
forward-looking, comprehensive and strategic approach
to considering climate-related and environmental risks.
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ECB Supervisory expectations
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BAREINE SUFERYERIN

Guide on climate-related
and environmental risks

Supervisory expectations relating to
risk management and disclosure

* Climate-related and environmental risks (C/E risks)
are a key risk driver for euro area banks

e Supervisory expectations:
I. Provide transparency about the ECB’s understanding of a prudent
approach to managing climate-related and environmental risks.
il. Enhance the industry’s awareness and preparedness for
managing them
iii.  Contribute to a level-playing field in the euro area, while ensuring
consistency with existing and forthcoming guidance from NCAs

e Supervisory expectations exclusively deal with the
management and disclosure of prudential risks under
the current framework.

e The ECB Guide is consistent with EBA, NGFS and
NCA publications
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The Guide covers expectations related to four key
elements

Chapter 4
Business environment & business strategy

Business
models and

strategy Chapter 5

Management body, risk appetite,

Governance organisational structure & reporting
and risk

appetite Chapter 6

Risk management framework and processes
Risk & scenario analysis and stress testing

management

Chapter 7
Disclosure policies and procedures, and
disclosure content
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Observations: banks’ risk management

Banks'’ risk management approaches to climate-related and environmental risks

(list of risk management approaches; number of banks)

W in plgce Number of banks reporting that either
Not in place physical or transition risks deserve a
comprehensive risk management approach
®
Risk identification and measurement processes or tools _ 15
Climate-related and environmental risks in risk appetite framework 17
Risk management processes for climate-related and environmental risks — 19
Stress test and scenario analysis for climate-related and environmental — 20
risks
2
Quantitative balance sheet targets/exposure limits n 22
ICAAP as a specific risk (sub)category 24
0 5 10 15 20 25

*Source: ECB Annual Report on supervisory activities, 2019.
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Observations: banks’ disclosures

Overview of institutions disclosing basic climate-related information

Category Metric Percentage
Disclosure 1) Percentages of institutions that substantiate consideration of climate-related risks as immaterial in their 8%
policies and disclosures (where the institution reports it deems the risks to be immaterial)

PEucEdimes 2] Percentage of institutions disclesing methodologies, definitions and criteria associated with any figure, metric or 455
target reported

Business 3] Percentage of institutions describing the potential strategic impact of fransition risks in the short and long term 30%
strategy 4] Percentage of institutions describing the potential strategic impact of physical risks in the short and long term 243
Governance 5) Percentage of institutions describing the board’s oversight of climate-related risks 55%
8} Percentage of institutions describing the organisation’s processes for identifying, assessing and managing 57%

climate-related risks
Risk ki Percentage of institutions descrbing how climate-related risks feed into credit-granting policies 4%
management g Percentage of institutions making any references to the use of scenaric-analysis or stress testing 28%
Metrics and g Percentage of institutions disclosing at least one metric and one target AT
targets 10)  Percentage of institutions disclosing a key performance indicator or key risk indicator 26%
Percentage of instifutions that disclose all of the abowve information 3%
Percentage of institutions that disclose less than half of the abowve information 58%
Percentage of institutions that disclose none of the above information 16%
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Planned follow-up actions

Issuance of the final ECB Guide on climate-related and
environmental risks

Q4 2020

_ _ Ongoing work
* Bank’s self-assessment and implementation plans on the Ongoing work

 Gap analysis on disclosures integration of on bridging

ESG risks in climate risk
J capital data gaps
requirements (NGFS)
) (EBA)

* In-depth supervisory assessments of banks’ practices
» Supervisory stress test dedicated to climate risk
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Framing the impact on the financial sector

Risk Transmission Financial and

drivers channels prudential risks
Corporates/sectors: _
Climate change . lower profitability Risk management
! and i + legal claims

environmental
degradatlon Households: Governance and
» devaluation of assets : :

* |oss of income fisk appetite
, Adjustmentio a | Public budgets:
. lower-carbon & « investments Business models
. more circular  relief payments and strategy

economy
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Observed practices: banks’ disclosures

Most of the assessed institutions refer to climate-related risks in their public disclosures in some form, predominantly in their annual

Policies and report. A limited number of institutions disclose information on the outcome of their materiality assessment. For those qualifying

procedures the risk as immaterial, there is typically no substantiation. A minority of institutions disclosing metrics and targets appropriately
reference methodologies, definitions and criteria.

Business Less than athird pf the ins_titu_tions disclose the pott_antia_l impa(_:t _of transition ris_k on their b_usiness model in _the shqrt
and long term. This proportion is even smaller for physical risk. In limited cases only, institutions disclose clear mapping of climate

strategy risks on existing categories of risks, impacts on the strategy and mitigating actions to be implemented..

Just half of the institutions provide disclosures on either the board’s oversight of climate-related risks or of opportunities.
Governance While some institutions refer to the involvement of the Board in climate-related topics, the form of this involvement is not always
described.

One in two institutions have publicly described their processes for identifying, assessing and managing climate-related

Risk risks, of which only a minority have done so comprehensively. Less than a quarter of institutions refer to the use climate-
man agement irsls:(e)(gjr:;(;esmarlo analysis in their disclosures and even fewer to stress testing, while many institutions also disclose that the work is

. Just over a third of the assessed institutions disclose both targets and metrics, and a stark minority discloses quantitative

Metrics and information about the carbon intensity of the portfolios. Reporting of GHG emissions typically incorporates scope 1 and 2, and

targets more rarely downstream emissions (scope 3) frqm Fhe_portfoli_os. Targets are not always supported by the relevant metrics, making
it challenging to assess the performance of the institution against them.
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Main messages from the guide (1/3)

Business models and strategy

) ) Institutions are expected to understand the impact of climate-related and environmental risks on the
1. Business environment business environment in which they operate, in the short, medium and long term, in order to be able to
make informed strategic and business decisions.

] When determining and implementing their business strategy, institutions are expected to integrate climate-
2. Business Strategy related and environmental risks that impact their business environment In the short, medium or long
term.

Governance and risk appetite

The management body is expected to consider climate-related and environmental risks when developing
3. Management body the institutions’ overall business strategy, business objectives and risk management framework, and
to exercise effective oversight of climate-related and environmental risks.

Institutions are expected to explicitly include climate-related and environmental risks in their risk

4. Risk appetite framework appetite framework.

Institutions are expected to assign responsibility for the management of climate-related and

S. Organlsatlonal structure environmental risks within the organisational structure in accordance with the three lines of defence model.

] ] For the purposes of internal reporting, institutions are expected to report aggregated risk data that reflect
6. Risk reportmg their exposures to climate-related and environmental risks with a view to enabling the management body
and relevant subcommittees to make informed decisions.

11 www.bankingsupervision.europa.eu ©
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Main messages from the guide (2/3)

Risk management

. Institutions are expected to incorporate climate-related and environmental risks as drivers of established risk
7. Risk management categories into their existing risk management framework, with a view to managing and monitoring these over a
framework sufficiently long-term horizon, and to review their arrangements on a regular basis. Institutions are expected to
identify and quantify these risks within their overall process of ensuring capital adequacy.

o In their credit risk management, institutions are expected to consider climate-related and environmental risks at all
8. Credit risk sta L . e .
ges of the credit-granting process and to monitor the risks in their portfolios.

Institutions are expected to consider how climate-related and environmental events could have an adverse
9. Operational risk impact on business continuity and the extent to which the nature of their activities could increase reputational
and/or liability risks.

Institutions are expected to monitor, on an ongoing basis, the effect of climate-related and environmental factors
10. Market risk on their current market risk positions, on their future investments and to develop stress tests that incorporate
climate-related and environmental risks.

11. Scenario-analysis and Institutions with material climate-related and environmental risks are expected to evaluate the appropriateness
stress testing of their stress testing, with a view to incorporating them in their baseline and adverse scenarios.

Institutions are expected to assess whether material climate-related and environmental risks could cause net
12. Liquidity risk cash outflows or depletion of liquidity buffers and, if so, incorporate these factors in their liquidity risk
management and liquidity buffer calibration.

www.bankingsupervision.europa.eu ©



ECB-RESTRICTED

Main messages from the guide (3/3)

Disclosures

For the purposes of their regulatory disclosures, institutions are expected, to publish meaningful information
and key metrics on climate-related and environmental risks that they deem to be material, with due regard to the
European Commission’s Guidelines on non-financial reporting: Supplement on reporting climate-related
information.

Governance

Disclosure policies and procedures

« Specify considerations for assessment of materiality and determine frequency and means of disclosures
. e Qualitative & quantitative information underpinning the materiality assessment

T Risk N \ * Methodologies, definitions and criteria associated with metrics and targets

Strategy

Management

Content of climate-related and environmental disclosures

» Disclose financed scope 3 emissions for the whole group

Taarggts _ « KPIs and KRIs used for strategy-setting and risk management
e Further environmental disclosures

www.bankingsupervision.europa.eu ©
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The ECB Guide: a holistic approach to climate-
related and environmental risks

» Embedding C/E risks in all relevant

rocesses
P Risk

management

» Involving and empowering all relevant o sl

functions

» Promoting resilient business models

Reporting
and
disclosures

» Transparent and regular reporting

» Disclosing meaningful information on

sustainability figures, metrics and Business
targets models and

Strategy

Governance
and risk

appetite
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