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Executive Summary

Risks stemming from environmental and social issues are changing the risk picture for the financial
sector. Economies and societies are increasingly facing the complex and severe consequences of
climate change, biodiversity loss, resource depletion, inequality, migration and other
environmental and social concerns. Through their effect on traditional categories of financial risks,
such as credit, market and operational risks, environmental and social factors are expected to more
significantly contribute to risks to both individual institutions and financial stability as a whole. This
highlights the need to enhance the prudential framework to better account for environmental and
social risks.

On 2 May 2022, the EBA published a DP, which initiated the discussion on the appropriateness of
the current Pillar 1 framework to address those new risks. This report is the outcome of that
reflection and represents the EBA’s response to the mandate in Article 501c of Regulation (EU) No
575/2013, i.e. the CRR, and in Article 34 of Regulation (EU) 2019/2033, i.e. the IFR. It initiates a
series of reports expected to be delivered over the upcoming years in accordance with CRR3 and
complements past and ongoing EBA initiatives aiming to incorporate environmental risks — and
more broadly ESG risks — across all pillars of the regulatory framework in line with the EBA’s
Roadmap on Sustainable Finance®.

Recognising the need for a holistic approach whereby market transparency under Pillar 3 and risk
management and supervision under Pillar 2 play a major role in addressing environmental and
social risks to institutions, the report proposes targeted enhancements to the current Pillar 1
framework, which can be implemented in the short term. Those enhancements aim to accelerate
the integration of E&S-related risks across the Pillar 1 framework, while preserving its integrity and
purpose. They cover both standardised and internal approaches, while acknowledging that the
capture of new risks is better achieved where internal models have been maintained (market risk
and credit risk). In addition, the report proposes medium- to long-term actions, including more
comprehensive revisions to the framework that could be considered, flagging the cases where,
considering the very fundamental nature of such revisions, international cooperation at BCBS level
is important.

As part of this report, the EBA has considered introducing specific risk-weighted adjustment factors.
The EBA considers, at this stage, that the most consistent way forward from a prudential risk-based
perspective is to address environmental risks through effective use of and targeted amendments
to the existing prudential regime rather than through dedicated treatments such as supporting or
penalising factors. Acknowledging the challenges posed by environmental risks for the safety and
resilience of institutions, the EBA will, pending progress to overcome the challenges associated with
such adjustments, reassess if and how environment-related adjustment factors could be designed

1See EBA (2022), Roadmap on Sustainable Finance (link).
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as part of a prudentially sound and risk-based prudential treatment of individual exposures, while
ensuring that the overall level of capital requirements remains adequate to respond to all risks.

While there is already some evidence about the effect that environmental risks have on risk metrics,
more comprehensive changes to the Pillar 1 framework are warranted only where a clear link
between E&S factors and traditional categories of financial risks can be established. In this context,
and with a view to reassessing potential changes to the prudential framework in the future, the
EBA recalls that the main priority remains for institutions to develop techniques to identify how
and to what extent E&S risks translate into financial risks. For environmental risks, in particular, this
implies institutions being able to identify whether a realised loss is linked to environmental factors
and the extent to which the market prices environmental risks, as well as to incorporate
environmental factors into their own assessments. The targeted enhancements proposed in this
report seek to further catalyse this process of better identifying environmental risks where present.
Acknowledging this, the EBA will monitor, as part of its continuous dialogue with competent
authorities, the extent to which and how institutions incorporate environment-related forward-
looking information into their ECL models, as well as the extent to which and how institutions
incorporate environment-related forward-looking information in accounting, including fair value
and corresponding prudent valuation requirements.

Furthermore, with a view to developing more accurate E&S risk assessments and ensuring that
prudential capital requirements remain appropriately calibrated over time, the report identifies
regulatory reporting as one of those areas where further work is needed to enable the collection
of relevant and reliable information on environmental risks and their impact on financial losses of
institutions. In this respect, the EBA will propose amendments to its supervisory reporting and
disclosures framework, including the progressive development of environment-related
concentration risk metrics.

From the Pillar 1 perspective, the use of observed data —i.e. most recent data and historical data,
where relevant, complemented by expert judgement — represents a structural feature of the
prudential framework. However, despite academic literature showing that some environmental
risks are already priced in, most recent data may not yet reflect environmental risks in full due to
data challenges or other challenges in linking environmental factors to traditional categories of
financial risks. The EBA will further consider how scenario analysis could be used to enhance the
forward-looking elements of the prudential framework. It will, however, remain important to
ensure the continued accurate capture of financial risks other than environmental risks. This
includes avoidance of double counting.

Finally, it is acknowledged that several elements of the sustainable finance regulatory framework
are still in the early stages of implementation, while others are being developed, such as the case
of transition plans. As the sustainable finance framework develops, future phases of work on
prudential treatments may also need to consider new policy tools and options, as well as broader
considerations around their design. This further underlines the importance of monitoring future
developments relevant to environmental risk assessment and allocation associated with the
transition to a sustainable economy, when developing potential further risk-based enhancements

10
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to the Pillar 1 framework. In particular, it will be important to ensure that impending and future
adjustments result in appropriate risk differentiation between firms that are adapting successfully
to this transition, and firms that are exposed to greater risk as part of this transition.

The EBA will continue strengthening the integration of E&S risks across all pillars of the regulatory
framework, hence contributing — alongside broader and more critical policy initiatives outside the
prudential framework — to supporting the transition towards a more sustainable economy, while
ensuring that the banking sector remains resilient.

11
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List of policy recommendations

Credit Risk — Standardised Approach

CR-SA-1
]|

CR-SA-2

CR-SA-3

CR-SA-4

CR-SA-5

CR-SA-6

As a short-term action, the EBA recommends that external credit assessments
integrate environmental and/or social factors as drivers of credit risk whenever
relevant. Although at the moment the degree of integration varies across
rating agencies, with further assessment needed on the robustness of the
methodologies and the level of transparency and disclosure to the public,
external credit assessments have the flexibility to integrate environmental
and/or social risks and should be encouraged to progressively do so.

As a short-term action, the EBA recommends that competent authorities
verify that due diligence requirements explicitly integrate environmental
aspects, to ensure that environmental risks are appropriately captured and
reflected in the prudential framework whenever relevant.

As a medium- to long-term action, the EBA will monitor that financial collateral
valuations increasingly reflect environmental factors, both through market
values under Pillar 1 and through valuation and valuation methodologies
under Pillar 2.

As a medium- to long-term action, as environment-related risk assessments
improve and once experience is gained on the newly introduced exposure
class, the EBA will assess whether high-quality specialised lending corporate
exposures introduced in CRR3 could be subject to similar environmental
provisions as under the ISF, where only exposures meeting strong
environmental standards may benefit from the ISF.

As a medium- to long-term action, the EBA will reassess whether
environmental risks should be considered in evaluating the appropriateness of
risk weights assigned to real estate exposures.

As a medium- to long-term action, the EBA will reassess how E&S risks can be
reflected in prescribed risk weights in the SA keeping in mind the intended
simplicity of the approach and taking into consideration the developments
agreed to at the international level by the Basel Committee.

Credit Risk — Internal Ratings Based Approach

CR-IRB-1
|

As a short-term action, the EBA recommends that E&S risks be taken into
account in the rating assignment (i.e. risk differentiation step), the risk
quantification (through for example margin of conservativism, downturn
component, calibration segments) and in the application (e.g. via use of human
judgement and overrides) in accordance with the existing requirements. In
particular, sufficient information should be available, such that:

e the incorporation of new risk drivers in the risk differentiation step

does not materially decrease the overall performance of the rating
system;

12
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CR-IRB-2
|

CR-IRB-3
|

CR-IRB-4

CR-IRB-5

CR-IRB-6
|

e the adjustment of estimates during the risk quantification step are
based on a sufficient number of observed and reliable data;

e the application of overrides should be used in a conservative manner
only in relation to some specific, individual cases, in particular where
the institution is of the view that exposures are materially exposed to
environmental risks or broader E&S risks, but has insufficient
information to estimate the extent to which the borrowers’ financial
condition or facility characteristics would be impacted and only in
relation to a well-justified number of the exposures within the range
of application of a rating system affected by environmental risks or
broader E&S risks.

In this context, the EBA recommends clarifying the existing regulatory
framework by incorporating BCBS FAQs 8 to 15 in the relevant regulatory
products (i.e. RTS and Guidelines) of the IRB repair programme.

As a medium- to long-term action, the EBA will further investigate and
reassess whether E&S risk drivers of a broader relevance across different types
of exposures should be added to the corresponding non-exhaustive lists of risk
drivers referred to in paragraphs 57 (PD estimation), 121 (LGD estimation) and
177 (ELBE and LGD in-default estimation) of EBA Guidelines on PD estimation,
LGD estimation and the treatment of defaulted exposures.

As a medium- to long-term action, as the impact of E&S risks on defaults and
loss rates become available, the EBA recommends that institutions reflect E&S
risks in PD and LGD estimates respectively, via a redevelopment or
recalibration of the rating system.

The EBA considers it, at this stage, premature to consider further
differentiation in the RW supervisory formula, the risk weights applied to the
specialised lending under the slotting approach and the LGD and CCF values
used for under the F-IRB approach for the purpose of taking into account E&S
risks in own funds requirements.

However, the EBA recommends bringing the clarifications provided by BCBS
FAQ 8 directly in Commission Delegated Regulation (EU) 2021/598 on slotting
approach.

As a medium- to long-term action, the EBA will reassess the appropriateness
of revising the RW supervisory formula, the risk weights applied to the
specialised lending under the slotting approach and the LGD and CCF values
used for under the F-IRB approach in light of evolving E&S risks and taking into
consideration the developments agreed to at the international level by the
Basel Committee.

As a short-term action, in line with BCBS FAQ 11, the EBA recommends that
institutions be required to consider E&S risk as part of their stress testing
programmes referred to in Article 177 CRR. Further specifications could be
provided via the mandate set out in CRR3.

Credit Risk — Collateral Valuation

13
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As a short-term action, the EBA recommends that institutions account for
relevant environmental factors in the prudent valuation of immovable
property collateral. In particular, institutions should consider making
necessary adjustments when the current market value of the collateral does
not adequately address relevant risks associated with environmental factors
that could affect the sustainability of the market value of the property over the
life of the exposure. These considerations should include climate-related
transition risk and physical risk, as well as other environmental risks, and
should cover valuation at origination, re-valuation and monitoring, whenever
relevant for current market values and sustainable market values over the life
of the exposure.

As a short-term action, the EBA will continue monitoring how environmental
factors and broader ESG factors are reflected in the value of collateral, with
due consideration of national specificities that may exacerbate environmental
risks.

Credit Risk — Adjustment Factors

CR-ADJ-1

CR-ADJ-2
|

Market Risk

MR-1
]

MR-2
[ ] ]

MR-3

MR-4

MR-5

At this stage, the EBA does not recommend introducing environment-related
adjustment factors.

As a medium- to long-term action, the EBA will reassess if and how
environment-related adjustment factors could be taken into account as part
of a prudentially sound and risk-based prudential treatment of individual
exposures.

As a short-term action, the EBA recommends that all institutions, regardless
of whether they use the simplified standardised approach, the SA or the IMA,
be more explicitly required to consider environmental risks in relation to their
trading book risk appetites, internal trading limits and in the context of the
new product approval.

As a short-term action, the EBA recommends that institutions employing an
IMA for some of their desks be required to consider environmental risks as part
of their stress testing programmes referred to in Article 325bi CRR in line with
BCBS FAQ 17.

As a medium- to long-term action, the EBA recommends that competent
authorities assess how ESG-linked products are treated in relation to the risk-
residual add-on to ensure that there is harmonised treatment across
institutions.

As a medium- to long-term action, the EBA recommends that competent
authorities assess how ESG-linked products are treated in the internal risk
measurement model.

As a medium- to long-term action, the EBA recommends that institutions
specifically consider environmental or even broader ESG risks when
monitoring their risks that are not included in the model. To this end, the
RNIME framework developed by the ECB could be used as a basis.

14
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MR-6 As a medium- to long-term action, taking into consideration the developments

] agreed to at the international level by the Basel Committee, the EBA will
reassess the appropriateness of including under the SbM a dimension, in the
equity and credit-spread risk classes, reflecting environmental or even broader
ESG risks to establish the buckets into which a risk factor falls, or of including
an environmental risk class. A necessary condition for this long-term fix is the
meaningful assignment of issuers to buckets according to their riskiness in
terms of environmental risk, based on a set of factors to be defined. The
assignment of issuers and the corresponding risk weights should provide
sufficient explanatory power for the observed market risk of the position.

MR-7 With the increasing materialisation of environmental risks, internal models are

m expected to automatically capture environmental risk drivers either implicitly,
by means of time series of classical risk factors reflecting environmental risk
drivers in full, or more explicitly. However, to ensure that this is the case, as a
medium- to long-term action, the EBA will reassess the appropriateness of
introducing regulatory provisions explicitly requiring institutions to capture
material environmental risk drivers in their internal models.

Operational Risk

OR-1 As a short-term action, the EBA recommends that institutions be required to

m identify whether environmental and social factors constitute triggers of
operational risk losses in addition to the existing operational risk taxonomy.
This could, for example, be performed as part of supervisory reporting.

OR-2 As a medium- to long-term action, the EBA will following evidence of

m environmental —and where relevant social — factors triggering operational risk
losses in increased frequency and severity, reassess the appropriateness of
revisions to the BCBS SA methodology, taking into consideration the
developments agreed to at the international level by the Basel Committee.

Liquidity Risk
LR-1 At this stage, the EBA does not recommend changes to the LCR framework.
LR-2 At this stage, the EBA does not recommend changes to the NSFR.

Concentration Risk

CONC-1 As a short-term action, the EBA will work on the development of a definition
m of environment-related concentration risk, taking into consideration the
developments agreed to at the international level by the Basel Committee.

CONC-2 The EBA recommends that the current large exposures regime continue
serving its own specific purpose (i.e. to capture idiosyncratic, name
concentration risk) and should be kept unchanged.

CONC-3 As a short-term action, the EBA will work on the development of exposure-
based metrics for the quantification of environment-related concentration
risks. Those exposure-based metrics should be implemented as part of
supervisory reporting and should be disclosed where relevant. The EBA will
conduct benchmarking analyses based on reported values for these
concentration risk metrics across EU institutions. Due to the inherent
limitations of those new metrics in the short-term, the developed exposure-

15
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based metrics should be considered as part of Pillar 2 under SREP or as part of
the Pillar 3 framework, possibly complementing the existing Pillar 3 disclosures
on ESG risks. The EBA will amend its SREP Guidelines accordingly to provide
guidance on how competent authorities should assess and treat environment-
related concentration risks.

As a medium- to long-term action, as data quality and availability increase and
institutions progressively become able to produce more refined environment-
related concentration risk metrics, the EBA will consider the possible
implementation of enhanced concentration risk metrics, taking into
consideration the developments agreed to at the international level by the
Basel Committee. The EBA considers as a good starting point for defining those
metrics, the principles on which the SbM is built.

As a medium- to long-term action, based on the acquired experience and the
results derived from the implementation of environment-related
concentration risk metrics, the EBA will reassess the appropriateness of
introducing environmental-related concentration risks under the Pillar 1
framework. The new framework would entail the design and calibration of
possible limits and thresholds, add-ons or buffers, as well as the specification
of possible consequences if there are breaches. The work should take into
consideration the developments agreed to at the international level by the
Basel Committee.

Capital Buffers and Macroprudential Framework

MACRO-1
|

MACRO-2
|

Investment Firms

IF-1

IF-2

The SyRB appears as the most relevant tool to address environmental risks
within the current macroprudential framework. As a short-term action, the
EBA will assess the need for changes to its guidelines on the appropriate
subsets of sectoral exposures to which a SyRB may be applied.

Considering the adjustments to the wider macroprudential framework needed
for such a framework to be able to address environmental risks effectively, the
EBA will, as a medium- to long-term action, coordinate with other ongoing
initiatives and assess the most appropriate adjustments.

As a short-term action, the EBA recommends that the treatment of E&S risks
for investment firms remain under the Pillar 2 framework for all K-factors
including those related to RtC. Accordingly, the EBA does not recommend
changing, in the short term, the prudential framework for investment firms
independently from the CRR.

However, as a medium- to long-term action, the EBA recommends extending
the potential changes made to the CRR/CRD framework to the investment
firms’ prudential framework, where applicable. In particular, this would
concern the parts of the investment firm framework that are directly or very
closed related to the CRR. This includes the K-factors related to market risk,
trading book concentration risk, CVA and counterparty credit risk. These
should be replicated for investment firms, to ensure overall consistency while
maintaining proportionality. Differences between the two frameworks, such

16
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as the use of the K-CMG, could be addressed as originally recommended by
the EBA in its 2017 report.

Nonetheless, the EBA still recommends that the peculiarities of investment
firms, including the overarching objective of having a simpler framework than
credit institutions, be preserved also in the medium- to long term. This would
apply, in particular, to the RtC key factors.

At this stage, the EBA does not recommend introducing differentiating factors
for commodity dealers in the scope of IFD/R as they currently apply the K-
factors in line with the CRR and should apply the same requirements in case of
any improvement in the CRR framework in the future for E&S risks. As a
medium- to long-term action, the EBA will reassess, subject to further
evidence and analysis, the appropriateness of introducing differentiating
factors for commodity dealers to further reflect the concentration risk of those
particular business models.

17
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1. Background and rationale

1. Economies and societies are increasingly facing the complex and severe consequences of
climate change, biodiversity loss, resource depletion, inequality, migration and other
environmental and social concerns. The result will be a rise in the frequency and severity of
physical risks, as well as increasingly apparent transition risks following from environmental and
social policy implementation, technological developments and changing consumer preferences
and market sentiment. This could lead to an increase in risks to individual banks as well as
financial stability as a whole. The specific characteristics of these risks, in particular their
multidimensional, non-linear, uncertain and forward-looking nature, could lead to their
underestimation, at a time where the materialisation of these risks is likely to accelerate.

2. The features of environmental and social risks are changing the risk picture for the financial
sector, which has an important role to play in terms of financing the transition and, more
broadly, managing risks. Environmental and social risks have been identified as sources of
financial risk that materialise through traditional categories of prudential risk?. This raises the
guestion as to whether specific clarifications or adaptations of the prudential framework are
required to account for environmental and social risk drivers.

3. The EBA is strongly committed to providing adequate regulatory and supervisory frameworks
and tools which can support the European banking sector in the objectives of transitioning to a
more sustainable economy and mitigating risks stemming from climate change and broader
environmental, social and governance (ESG) factors. This transition should take place in a
manner which continues to ensure the existence of a robust banking sector and overall financial
stability.

4. The EBAis mandated under Article 501c of Regulation (EU) No 575/2013, i.e. the CRR, and Article
34 of Regulation (EU) 2019/2033, i.e. the IFR, to assess whether a dedicated prudential
treatment of exposures substantially associated with environmental and/or social objectives
and those subject to environmental and/or social impacts would be justified, and to provide
reports on this topic.

5. Toanswer these mandates, the EBA published on 2 May 2022 a DP on The role of environmental
risks in the prudential framework, which provided an initial analysis of the framework and
identified areas for further work in this respect. It aimed at initiating the discussion and
gathering a wide range of views and inputs to allow a comprehensive consideration of these
complexissues. The feedback received on this DP, together with the findings of the Commission

2 See EBA (2021), Report on Management and Supervision of ESG Risks (link).
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High-Level Expert Group on Sustainable Finance® as well as the European Systemic Risk Board’s
(ESRB) work on this area have been used as inputs to this report.

6. This report explores the appropriateness and feasibility of possible clarifications and targeted
enhancements to the prudential framework to better reflect the importance of environmental
and social risk drivers for each of its elements. Short-term solutions, as well as possible medium-
to longer-term actions, are explored. It builds on previous EBA publications in relation to
sustainable finance and is part of the EBA’s broader work on the topic as outlined in its Roadmap
on Sustainable Finance®, which includes: fostering transparency and market discipline on ESG
issues, ensuring robust management of ESG risks by institutions and their adequate supervision,
determining the relevance and content of ESG standards and labels, identifying possible
measures to address greenwashing risks, and ESG-related stress testing and scenario analysis.

7. The prudential framework in the EU, which is based on the Basel framework, ensures the sound
capitalisation of banks and fosters prudent risk management, with a view to avoiding or
mitigating disruptions to the financial system that could impact the entire economy. While the
overall design of the prudential framework has broadly remained unchanged, it has been
adjusted over time to reflect the emergence of new risks, together with built-in flexibility for
incorporating new risks, for instance in the IRB approach for credit risk, in which banks are
expected to include new risk drivers in the setting of capital requirements.

8. Given the comprehensive nature of the topic, it should be clarified that this report does not
cover all its different aspects. In particular:

a. It does not aim to introduce new definitions of activities substantially contributing to the
achievement of environmental or social objectives, or environmentally or socially harmful
activities, which is deemed to be outside the scope of the EBA’s remit. Instead, available
definitions and categories from the EU regulatory framework or the literature are used,
while recognising that some of these definitions and categories may need to be further
developed. The EBA is mindful that the EU classification system for sustainable economic
activities, i.e. the EU Taxonomy?®, is of importance. At this point, however, data available on
the performance of Taxonomy-aligned economic activities are limited and the process of
classifying institutions’ exposures into Taxonomy criteria is ongoing®. The developments
and changes in the classification system will, as they progress, be reflected in the
assessment of the justification for changes in the prudential treatment of exposures. This

3See EU High-level expert group on sustainable finance (2018), Financing a sustainable European economy — Final Report,
pp. 67-70 (link)

4 See EBA (2022), The EBA Roadmap on Sustainable Finance (link).

> Regulation (EU) 2020/852 of the European Parliament and of the Council of 18 June 2020 on the establishment of a
framework to facilitate sustainable investment (link).

6 As per Article 8 of the Taxonomy Regulation (link) financial institutions subject to the Non-Financial Reporting Directive
will disclose how and to what extent their activities are aligned with the Taxonomy. They should accordingly gradually be
in a position to identify and monitor their Taxonomy-aligned exposures.
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includes considerations that may arise if the Taxonomy is expanded to cover social and
environmentally harmful activities.

b. The EBA has separately published considerations for ESG bonds for own funds and eligible
liabilities instruments’, providing an overview of the identified risks, as well as policy
observations and recommendations on how the clauses used for issuances of such bonds
and the eligibility criteria for own funds and eligible liabilities instruments interact, with
the ultimate aim of identifying best practices or practices/clauses that should be avoided.
The guidance provided by the EBA is not meant to address potential compliance issues of
ESG bonds with ESG requirements. It aims to clarify the extent to which some provisions
included in ESG bonds may raise regulatory concerns in the context of the eligibility criteria
for own funds and liabilities instruments. In addition, the objective of the guidance is not
to prevent or promote ESG issuances for capital/ loss absorbency purposes, but to clarify
the interaction between ESG features and regulatory eligibility criteria. Finally, the EBA has
announced that it will continue to monitor the developments of sustainability-linked bonds
and possible related KPIs if issued for regulatory purposes.

c. Accounting values are the basis for applying prudential rules to derive risk-weighted
exposure amounts. In principle, the Pillar 1 prudential requirements are designed to only
cover the unexpected losses, which may arise under specific circumstances, while the
expected losses should be covered by accounting provisions and impairment write offs.
These — together with other substantial adjustments such as prudent valuation AVAs - are
deducted from CET 1 own funds before the application of prudential rules to derive
minimum own funds requirements. Due to the complementary nature of — and close
interrelations between — the prudential and accounting frameworks, it is important to
consider to what extent environmental risks are reflected in accounting exposure values,
and specifically whether the accounting framework ensures adequate and timely
recognition and consistent measurement of these risks — among other things through
impairments, provisions and write-downs — which may in turn affect regulatory capital.
Hence, it is important to monitor the evolution of the accounting rules and the
sustainability reporting framework® in order to guarantee that developments on
environmental issues are properly considered. In this regard, the EBA has recently
commented to the IASB, in relation to the post-implementation review of IFRS 9
(classification and measurement phase), that guidance on the accounting treatment of
instruments with ESG features and/or KPI targets would be useful, and that the topic of
ESG instruments would deserve a broader discussion while not being limited to the
accounting classification of financial asset®. Overall, the EBA reiterates the analysis

7 See Section 4 of EBA (2020), Report on the Monitoring of Additional Tier 1 (AT1) Instruments of European Union (EU)
institutions — Update (link).

8 See, for example, the IFRS Foundation’s Trustees Consultation Paper on Sustainability Reporting (for expanding the
scope of IFRS to address sustainability issues) (link) and the EC Renewed Sustainable Finance Strategy (for collaboration
with EFRAG, ESMA and the IASB to assess whether IFRS appropriately integrate sustainability risk) (link).

9 see paragraphs 13 and 14 of EBA (2022), Letter to the IASB (link).
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provided in Annex 3'° of the DP published on 2 May 2022. The EBA will monitor, as part of
its continuous dialogue with competent authorities, developments in this field and, in
particular, the extent to which and how institutions incorporate environment-related
forward-looking information into their ECL models, as well as the extent to which and how
institutions incorporate environment-related forward-looking information into accounting,
including fair value and corresponding prudent valuation requirements.

9. While this report has an EU focus, environmental and social risks are a global challenge. At the
international level, the BCBS is investigating the extent to which climate-related financial risks
can be adequately incorporated into the existing Basel framework, identifying potential gaps
and considering possible enhancements. This assessment is being conducted across the
regulatory, supervisory and disclosure dimensions. Considering the need to ensure consistency
of the EBA’s deliverables and recommendations with international standards and principles, the
BCBS FAQs'?, findings and policy recommendations published to date have been considered in
the preparation of this report. The EBA and its members will continue to participate in and
monitor BCBS initiatives with a view to ensuring synergies.

10.Considering the above, this report explores the appropriateness and feasibility of possible
clarifications and targeted enhancements to better reflect the importance of environmental and
social risk drivers in the prudential framework, focusing on those elements of the framework
which are most likely to be affected by environmental risk drivers and hence where the analysis
is most relevant. Chapter 2 covers the principles, premises and challenges that underlie the
analysis in this report. Chapters 3 (Credit risk), 4 (Market risk), 5 (Operational risk), 6 (Liquidity
risk), and 7 (Concentration risk) cover the different elements of the prudential framework and
how they interact with environmental and social risks. Given the potential systemic risk concerns
driven by environmental and social risk drivers, Chapter 8 discusses how the capital buffer and
macroprudential framework interacts with such risk drivers. Finally, Chapter 9 sets out how the
prudential framework for investment firms interacts with environmental and social risk drivers.

11.The analysis presented in Chapters 3 to 6 is conducted on the basis of the expected future
prudential framework rather than the current, taking into account the final Basel Ill standards
and recent developments of the ongoing CRR3 legislative procedure??.

12.Given that the report includes recommendations on both short- and medium- to longer-term
options to pursue, more detailed work on these latter options will likely follow at later stages.

10 see Annex 3 on Environmental risks in accounting and valuation in the EBA (2022) Discussion Paper on The role of
environmental risks in the prudential framework, pp. 70-72 (link).

1 Basel Committee (2022), Frequently asked questions on climate-related financial risks (link).

12 This report was finalised before the end of the CRR3 legislative procedure. Hence, references to expected changes
introduced by CRR3 should be verified against the final CRR3 text as published in the Official Journal of the EU.
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2. Principles, premises and challenges

13.

Chapters 3 to 9 cover the risk-specific dimensions to addressing environmental and social risk
drivers in the prudential framework. A number of cross-cutting aspects and principles are being
taken as given by the EBA in its work. These are explained in more detail in this chapter.

2.1 Principles and premises

2.1.1 Risk-based approach

14.

15.

16.

17.

The EBA is mandated to assess whether a dedicated prudential treatment of exposures
associated with environmental and/or social objectives / subject to environmental and/or
social impacts would be justified. The assessment of this justification depends on the approach
taken and its underlying objective. In line with its overall approach to the prudential framework,
the EBA is following a risk-based approach.

The risk-based approach seeks to ensure that prudential requirements reflect underlying risks
and ultimately support institutions’ resilience to all risks. This includes, from a microprudential
perspective, making sure that prudential requirements reflect the underlying risk profiles of
exposures associated with environmental objectives and/or social objectives / subject to
environmental and/or social impacts, hence supporting the safety and soundness of individual
financial institutions. From a macroprudential perspective, this would mean safeguarding
financial stability, by ensuring the robustness of the banking and investment firm sectors, with
a view to mitigating potential systemic vulnerabilities of the financial sector as a whole,
stemming from environmental risks.

The focus of the EBA is therefore on exploring whether there are specificities in the risks (risk
differential) of some exposures, e.g. environmentally and socially sustainable or unsustainable
assets or assets subject to higher or lower physical risk, as such risk differential would be the
key element to consider for adjusting the prudential treatment. This approach ensures that
prudential regulation remains geared towards safety and soundness and is paramount for the
credibility of the prudential framework, the resilience of financial institutions and financial
stability. Furthermore, by ensuring that environmental and social risks are well-reflected in
institutions’ capital positions, a risk-based approach contributes to the robustness of the
banking sector, which is a general precondition for the stable provision of financing, including
for the transition towards a more sustainable economy.

The analysis presented in this report is not aimed at using prudential regulation to increase
demand for environmentally and socially sustainable assets or penalise environmentally and
socially harmful assets. While this could be the effect of the risk-based approach to the extent
that the environmental or social profile of certain assets coincides with the underlying risks, the
EBA is of the view that a dedicated prudential treatment which would explicitly aim to redirect
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lending could have undesirable or unintended consequences, which could have an impact on
financial stability:

a. It could undermine the credibility, suitability and efficiency of prudential tools, hindering
the ability of these rules to meet their primary objectives of ensuring safety, soundness and
financial stability. From a risk-based perspective, it is important to safeguard the reliability
of capital requirements as indicators of risk for institutions. Deviations from international
prudential standards could also weaken them and tilt the level playing field for
international banking.

b. Directly pushing capital towards environmentally and socially sustainable activities could

also cause financing risks to build up at counterparties that are still economically
uncompetitive and lack credible long-term strategies®®.

c. If limitations were imposed on the financing of environmentally and socially unsustainable

sectors, this could have unintended consequences such as impeding the financing of
transition activities that would help these sectors to become more sustainable. In addition,
such limitations could have unintended negative social consequences if they are
implemented without sufficient time for making the necessary adjustments.

One fundamental challenge of environmental and social risks is the issue of negative
externalities, where the harmful effect of buying an environmentally or socially unsustainable
product is not felt by the buyer, but by society at large. This is not only a challenge for the
prudential framework, as investment decisions may not consider the harmful effects on society
as a whole, i.e. the pricing may not reflect the environmentally and socially driven costs to
society. To rectify the issue, a greater recognition of environmental and social risks is needed
in the pricing and capital allocation mechanisms.

An important concept in this regard is that of double materiality®. Institutions can be impacted
by (financial materiality) or have an impact on (environmental and social materiality)
environmental and social risks at the company level, as shown on the left side of Figure 1.
Although relevant for institutions from a financial perspective, these impacts stem from the
institution’s own fully controlled activities and related management arrangements and are thus
less relevant from a prudential and risk-based perspective. More relevant from this perspective,
is how institutions can be impacted by or have an impact on environmental and social risks
through their core business activities, being their lending to counterparties and their
investments in assets, as these impacts could be significant for their financial performance and
solvency. This is shown on the right side of Figure 1.

13 As mentioned in the NGFS (2020) Guide for supervisors (link), a ‘brown’ company that has sufficient capital, a strong
management, and a credible long-term transition strategy might manage the transition well, while green companies can
face transition risks, for instance because their business model might be based on new technologies that have yet to be
proven at scale.

1% The understanding of double materiality in this report, is based on the understanding of this concept and its application
as outlined in EBA (2021), Report on Management and Supervision of ESG Risks (link).
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20. On the financial materiality side, the economic and financial activities of counterparties or
invested assets can be negatively impacted from the outside-in by environmental or social
factors, affecting the value of such activities which might translate into a financial impact on
the institution. On the environmental and social materiality side, the economic and financial
activities of counterparties or invested assets can have a negative impact on environmental and
social factors, which could in turn become financially material when this impact negatively
affects the value of these activities and translate into financial impact on the institution. A risk-
sensitive prudential frameworks should thus take both of these dimensions into account to the
extent that they affect the different prudential risk categories.

Figure 1: Visualisation of the concept of double materiality as it applies to institutions
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21. The primary responsibility and most effective tools for dealing with environmental and social
risk-related externalities lie within the remit of political authorities. However, while
acknowledging that prudential regulation should not serve as a substitute for needed public
policies, a risk-sensitive prudential framework can contribute to facilitating the recognition of
the impacts of environmental and social risks on financial risks, hence ensuring that these risks
are adequately capitalised and are better reflected in pricing.

2.1.2 Environmental and social risks as drivers of traditional risk categories

22. As already highlighted above, institutions can be impacted by environmental and social factors
through their core business activities, i.e. their exposures to counterparties and invested assets.
Environmental and social risks®® should not be understood as entirely new categories of risks,

15 CRR3is expected to define ESG risks in its Article 4(1)(52d): ‘“environmental, social or governance (ESG) risk” means
the risk of losses arising from any negative financial impact on the institution stemming from the current or prospective
impacts of environmental, social or governance (ESG) factors on the institution’s counterparties or invested assets’.
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but rather as risks that drive the traditional categories of financial risks through a variety of
transmission channels. The main risk drivers of environmental risks are physical and transition
risks, whereas social risks can be driven by environmental risks, changes in social policy and
changes in market sentiment on social factors. This is depicted in Figure 2 below. Table 1
explains in more detail how social factors and social risks can be defined in the context of the
prudential framework and elaborates on the different factors that drive these risks.

Figure 2: How environmental and social risks may affect financial risks through different (non-exhaustive) transmission

channels
Risk drivers Transmission channels m
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Table 1: Definition of social factors and social risks

Despite various efforts at the private and public sector level to define social factors, coherent
definitions for such factors are generally more difficult to identify than for environmental factors.
The following is an overview of the available definitions at the European Commission level.

The European Commission’s ‘European Pillar of Social Rights’*® provides a definition of social factors
by outlining 20 principles that relate to equal opportunities and access to the labour market, fair
working conditions, and social protection and inclusion. In 2021, the Commission published its
‘European Pillar of Social Rights Action Plan’'’, which outlines concrete actions to further
implement these 20 principles.

The Corporate Sustainability Reporting Directive'® defines social factors in that it requires
companies within scope to disclose information on equal treatment and opportunities for all
(including gender equality, equal pay for work of equal value, training and skills development, and
employment and inclusion of people with disabilities), working conditions (including secure

16 European Commission (2017), European Pillar of Social Rights (link).
e European Commission (2021), European Pillar of Social Rights Action Plan (link).

18 European Commission (2022), Corporate Sustainability Reporting Directive (link).
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employment, wages, social dialogue, collective bargaining and the involvement of workers), and
respect for human rights.

While no EU Taxonomy currently exists for socially sustainable economic activities, the EU
Taxonomy Regulation does refer to the social dimension of sustainability by defining the following
key international instruments as minimum social safeguards for environmentally sustainable
economic activities'®: the Universal Declaration of Human Rights and the UN Covenants on Civil and
Political Rights and on Economic, Social and Cultural Rights; the International Labour Organization
Declaration on Fundamental Rights and Principles at Work; the UN Guiding Principles on Business
and Human Rights and the OECD Guidelines for Multinational Enterprises.

Also, recently the European Commission’s Platform on Sustainable Finance produced a report® in
which it provides advice to the Commission on a potential future social taxonomy. It proposes three
overarching social objectives with a non-exhaustive list of sub-objectives: (i) decent work (including
wages sufficient for decent lives, eliminating forced labour and exploitation of work, eliminating
child labour, no discrimination); (ii) adequate living standards and well-being for end users
(including ensuring healthy and safe products and services); and (iii) inclusive and sustainable
communities and societies (including improving access for target populations and/or areas to basic
economic infrastructure like transport and telecommunication including the internet). These three
objectives are structured by the type of stakeholder they affect: the entity’s own workforce
(including value chain workers), end users/consumers and affected communities (directly or
through the value chain). As examples of socially harmful economic activities, the report identifies
the involvement with certain kinds of weapons or the production and marketing of cigarettes. It
proposes that the identification of activities as socially harmful could be based on internationally
agreed conventions and on research on the detrimental social effects of certain activities to identify
which of these activities are significantly harmful.

Based on the above definitions, the EBA considers social factors to be related to the rights, well-
being and interests of people and communities, including factors such as decent work, adequate
living standards, inclusive and sustainable communities and societies, and human rights. Social
factors can translate into social risks for institutions when these factors have a negative financial
impact on the economic and financial activities of their counterparties and/or invested assets,
affecting the value of such activities, which might translate into a financial impact on the institution.

As mentioned before, several drivers of social risks can be identified. Firstly, they can be driven by
environmental risks. On the physical risk side, deterioration of environmental conditions and
degradation of ecosystem services imply heightened social risks, such as when climate-related
physical changes affect (already disadvantaged) populations. An example is the quality and
availability of drinking water or droughts that deteriorate the conditions of agricultural land. On the
transition risk side, technological and regulatory changes to address climate change may impact
labour markets in certain (non-green) industries, which could amplify social risks.

19 See Article 18 of the EU Taxonomy Regulation (link).

20 pjatform on Sustainable Finance (2022), Final Report on Social Taxonomy (link).
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The second and third driver of social risks is the change in policies and market sentiment linked to
the social transformation towards a more inclusive and equitable society. An increasing number of

social actions are expected to be taken over the coming years to meet the social goals and targets
set by the Sustainable Development Goals (SDGs) for 2030.

Counterparties’ violations of social factors leading to legal and reputational risks, as well as the

vulnerability and exposure of counterparties’ business model to social risks leading to losses, can

both in turn impact the balance sheets of institutions financing these counterparties.

23.

When looking at the activities of credit institutions and the impacts of environmental and social
risk drivers, credit risk is particularly relevant given that, on average, most institutions’ own
funds requirements reflect credit risk (see Figure 3 below). Additionally, market risk,
operational risk, liquidity risk and concentration risk are addressed in this report, given that
these risk categories are also likely to be affected by environmental and social risk drivers and
are therefore relevant to analyse.

Figure 3: RWA composition (EU/EEA) by risk type (credit institutions only)
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Due to this report focusing on most relevant risk categories, some aspects of the prudential
framework are not covered in depth in this report. This is the case of the securitisation
framework, which is, however, considered to be addressed through the considerations
presented in Chapter 3, since by construction they also indirectly apply to the prudential
treatment of securitisations?'.The EBA has also assessed whether leverage ratios should be
included in the scope of the report and has found that as a non-risk-based measure which
functions as a backstop, they do not specifically interact with environmental and social risks;
hence, they are not covered in this report.

21 On the non-prudential aspects of green securitisation, see EBA (2022) Report on developing a framework for
sustainable securitisation (link).
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25. Finally, the manner in which environmental and social risks translate into financial risks over
time remains an area of much uncertainty, due in part to the likely non-linearity of
environmental and social risks. This will have implications for the extent to which the Pillar 1
framework allows automatic capture of such risks, absent legislative amendments. On the one
hand, a gradual build-up of environmental and social risks may allow for indirect channels in
the Pillar 1 framework to partially translate such risks into higher financial risks over time, e.g.
through increased expected losses, higher PD or LGD, or lower valuations. On the other hand,
an environmental or social shock or greater inherent volatility in the estimation of the
parameters used under the Pillar 1 framework may imply further increases in unexpected losses
and therefore risks to institutions’ capital.

26. Moreover, there remain fundamental questions over whether risks to the overall system are
likely to grow as a result of increasing environmental and social risks, or if environmental and
social risks instead imply the re-profiling of risk between sustainable and unsustainable firms
and sectors in a way that is predominantly neutral to the overall system. Whereas the latter
may imply the reallocation of capital requirements across sectors, the former may in addition
challenge existing assumptions around the optimum capital level for the European banking
system as a whole.

2.2 Challenges

27. This section describes the main challenges that should be considered when assessing
environmental and social risks, or ESG risks more generally, and their incorporation into
regulatory metrics. Where relevant, these challenges are referred to throughout the rest of this
report.

2.2.1 Data availability and measurement challenges

28. The existence of data gaps and other challenges in the context of identifying and measuring
ESG risks makes it difficult to properly discriminate exposures subject to higher ESG risks. The
EBA acknowledges past and ongoing European and international initiatives (e.g. ISSB, EFRAG,
NGFS and the ECB-ESRB Project Team on climate risk monitoring)?? trying to bridge data gaps
on sustainability-related data gaps and supports efforts to introduce common disclosure
standards at international and European level as a response to the growing need for relevant,
reliable and comparable data on sustainability-related matters®. Challenges exist both on the
side of institutions in identifying the risks for counterparties, as well as on the side of
supervisors and regulators in assessing and mapping ESG risks across institutions. The list below
provides a (non-exhaustive) list of frequently observed challenges:

22 50e EBA (2022), EBA response to the public consultations on sustainability-related disclosure standards launched by the
International Sustainability Standards Boards and the European Financial Reporting Advisory Group (link) and ECB-ESRB
(2022), The macroprudential challenge of climate risk (link) and NGFS (2022), Final report on bridging the data gaps (link).

23 See also the conclusions of NGSF (2022), Final report on bridging the data gaps, p.2 (link).
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a. Availability of relevant, high-quality and granular data: this remains a challenge to risk
classification and risk analysis. The various existing and forthcoming sustainability
disclosure initiatives are expected to increase both the availability and quality of
environmental data. Collection of information on ESG risks as part of supervisory reporting,
as proposed under Article 430 of CRR3, is also expected to provide a valuable basis for
meaningful analysis in this area.

b. Lack of a common, standardised and complete classification system: definitions of what
can be considered environmentally and socially sustainable remain fragmented across
exposure types and jurisdictions. Also, they are often binary, which is less helpful for risk
differentiation, considering that there can be different ‘shades’ of environmentally and
socially sustainable, which can affect the level of associated risk. In particular, corporates
currently pursuing unsustainable activities may have credible plans and the required
resources to transition to a more sustainable business model in the future, which would
lead them to have a different risk profile than companies without such plans and resources.

c. Challenges in linking non-financial forward-looking ESG information to prudential
parameters: estimating the probability of materialisation of physical risks poses significant
challenges?®. There is evidence on the financial losses stemming from physical risks,
especially in the historical databases of the insurance sector?. However, estimating the
probability of materialisation of physical risks requires forward-looking information. While
scientific evidence on the realisation of physical risks exists, making a clear and robust link
between the forward-looking dimension of these risks and the prudential parameters used
in the regulatory framework remains a challenge?®.

d. Challenges in the use of ESG ratings or scores: these can suffer from poor quality, a limited
and varying scope, and lack of transparency on underlying methodologies used?’.

e. Complexity of analysis: as mentioned, the granularity of classifications for what can be
considered environmentally and socially sustainable may vary across different exposure
classes. Complexity is further increased by the difficulties around defining common
forward-looking indicators.

24 For the challenges associated with the estimation of physical risks, see also ECB (2021), October Macroprudential
bulletin — The challenge of capturing climate risks in the banking regulatory framework: is there a need for a
macroprudential response? (link).

25 See ECB - ESRB Joint Project Team on climate risk monitoring (2022), The macroprudential challenge of climate change
(link).

26 However, some institutions have started integrating forward-looking aspects of physical risks in their risk management
framework.

27 Discrepancies have been documented in the EBA (2021), Report on Management and Supervision of ESG Risks, Chapter
3.2.3 (link). In order to address these discrepancies and more particularly to increase the transparency and integrity of
ESG rating activities in the EU, the Commission introduced a regulatory proposal in June 2023.
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2.2.2 Challenges in the estimation of losses due to environmental and social risks

29.

30.

31.

32.

The prudential framework is calibrated on the basis of historical data, including market prices
and expert judgement complementing the empirical results. Historical data, as well as current
market prices, are unlikely to fully reflect environmental and social risks, which are more
forward-looking in nature. Beyond institutions’ increased efforts needed to appropriately map
financial losses to respective climate-related events or transition trends, difficulties remain to
guantify the extent to which the impact of environmental and social risks is currently reflected
in capital levels.

Although some studies of specific aspects of environmental risks already illustrate the effect
that environmental risks have on some risk metrics (see Section 3.1. and Section 4.2.2),
identifying how and to what extent environmental and social risks translate into traditional
financial risks remains difficult, hence making the calibration of any capital requirements to
prudently account for environmental and social risks challenging. While there is generally a
level of conservativeness embedded in the Pillar 1 framework, questions can be raised as to
whether historical data are sufficient for the measurement of future, potentially
unprecedented changes driven by the peculiar features of environmental and social risks.
Environmental risk drivers are expected to become more prominent going forward, with an
increase in the frequency and severity of physical risks and more acute transition risks, with
potential tipping points and non-linear effects?®. The data stemming from stressed or downturn
periods in financial markets already observed during the past macroeconomic or financial crises
may not be appropriate to capture environmental risks.

From the Pillar 1 perspective, the use of historical data represents a structural feature of the
prudential framework. However, due to the structural shifts created by environmental risks,
the dependency on historical data and historical relationships between risk factors may by
construction not adequately capture environmental risk dynamics. Estimation techniques still
need to overcome significant challenges related to measuring the contribution of potential
future financial impacts driven by (more frequent and extreme) physical events or by (sudden)
transition tipping points, making the translation of environmental risks into financial risks and
potential losses more difficult. To estimate those impacts, the use of other data, based on
scientific evidence about climate change, biodiversity loss and broader environmental
degradation, needs to be considered. Compared to environmental risks, the estimation of
financial impacts stemming from social risks presents additional challenges in terms of data
availability and how social risks may affect the price of financial assets. Therefore, the capture
of social risks — beyond the impact they already have on traditional risk categories — under the
Pillar 1 framework would appear at this stage to be premature.

Nevertheless, while institutions operate in constantly changing circumstances, the prudential
framework is designed in a way that it allows for these changes to be mechanically captured.
The prudential framework is designed to remain stable over time. It can be noticed that while

28 See, for example, IPCC (2021) Climate Change 2021: The Physical Science Basis. Working Group | Contribution to the
IPCC Sixth Assessment Report (link).
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environmental risk factors are getting more prominent and have specific features such as their
non-cyclicality and incremental nature, they are not the only new risk drivers that institutions
are currently facing. The adaptive nature of the prudential framework to some extent allows
these changes to be captured through the inputs to the prescribed calculation of own funds
requirements. Therefore, this raises a need to clarify which aspects of the Pillar 1 framework
will capture changes driven by environmental risks over time, as risks materialise and data
evolve, and what further amendments may be needed to maintain a prudent calibration in a
situation where environmental risks have become much more prominent. It is also necessary
to analyse the already existing tools making it possible to capture the forward-looking
perspective, while keeping in mind that such tools exist not only in the Pillar 1 own funds
requirements, but also in other parts of the prudential framework.

2.3 Time horizon considerations

33.

34,

35.

The characteristics of environmental risks (i.e. forward-looking, long-term, uncertain timing and
magnitude) also raise challenges that question the ability and/or relevance of the Pillar 1
framework to fully capture such risks. One fundamental challenge is the potential mismatch
between the time horizon of the Pillar 1 framework and the long-term time horizon over which
environmental risks are likely to fully materialise.

Although there is uncertainty as to the exact time horizons that should be applied to
environmental risks, some acute physical and transition risks will possibly materialise in short
to medium time horizons (e.g. one to a few years), while most chronic physical risks are
expected to materialise over a relatively longer time horizon. At the same time, the Pillar 1
framework has not been designed to align with the manifestation of long-term environmental
risks, but rather to capture the possible extent of cyclical economic fluctuations. In addition,
environmental risks are also characterised by the uncertainty on their exact manifestation and
magnitude, with a potential to create structural shifts (non-linearity) and to cause losses over
an extended period of time. As a consequence, it is unclear if the business cycle concepts and
assumptions that are used in estimating risk weights and capital requirements are sufficient to
capture the emergence of these risks. It could therefore imply that the existing Pillar 1
framework may not be able or well-founded to capture the full loss potential stemming from
environmental risks, especially over long-time horizons.

However, in the context of these challenges linked to the nature of environmental risks,
conceptual issues should also be considered with regard to the relevant time horizon which
should be reflected in the prudential framework. For this purpose, the role of the Pillar 1 own
funds requirements should be recalled, considering that other parts of the regulatory and
prudential framework can also contribute to address the forward-looking and long-term
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aspects of environmental risks®. In particular, the following main principles of the current
prudential framework should be recalled:

a. The losses that the institution expects to bear due to the materialisation of known risks are
not covered by own funds requirements. Instead, it is mostly the role of the accounting
framework to capture expected losses through provisions, impairments, write-downs and
appropriate valuation of financial assets. Under the IRB approach for credit risk, expected
losses are estimated based on the IRB risk parameters. In all cases, however, the expected
losses, including the losses expected over long-term forward-looking horizons, are directly
deducted from CET 1 own funds. In contrast, own funds requirements are intended to
address the potential additional, unexpected losses, which may materialise with a certain
confidence level, for instance due to changes in economic and/or market conditions.

b. Under the IRB approach, the PD of an obligor is estimated in a 1-year time horizon based
on long-run average 1-year default rates. However, the risk differentiating factors may be
defined in a way that reflects longer-term characteristics of the obligor. The LGD does not
have a limited time horizon but extends to the full lifetime of the exposure or the full length
of the collection process. The CCF estimates potential additional drawdowns on the
exposure before it defaults, under the assumption that it experiences a default event within
one year. In addition, both the LGD and CCF are estimated in a way that reflects the
situation of an economic downturn.

c. Own funds requirements are mostly related to current exposures of institutions and do not
reflect possible changes in the balance sheets of institutions, which would result from
specific business strategies or risk mitigating actions. The relevance of a long-time horizon
within the Pillar 1 framework can therefore be questioned, especially if such long-term
considerations were to be applied to exposures with much shorter maturities, and without
considering possible management actions over such a time horizon. The purpose of own
funds requirements is to ensure resilience of the institution to unexpected adverse
circumstances, before appropriate mitigation actions and strategy adjustments can be
implemented, pointing rather to short and medium time horizons. Therefore, those
environmental factors that affect institutions in the short- to medium term are expected to
be reflected in the prudential framework. Instead, for environmental factors with a long-
term impact, institutions would rather be expected to take appropriate mitigating actions
in their strategies, for example through the development of transition plans.

d. Pillar 1 requirements are designed to protect institutions from risks with high confidence
levels that may not be achieved if longer-term horizons were to be considered. Therefore,

2 Eor accounting, see Annex 3 on Environmental risks in accounting and valuation in the EBA (2022) Discussion Paper on
The role of environmental risks in the prudential framework, pp. 70-72 (link). For Pillar 2, see the EBA (2022) Report on
Management and Supervision of ESG Risks for credit institutions and investment firms (link), which in particular highlights
that institutions should adopt a longer than usual time horizon, inter alia by extending the time horizon for strategic
planning to at least 10 years, at least qualitatively. Climate and environment-related stress testing and scenario analysis
is another key element in light of the need to integrate a dynamic forward-looking perspective, both by institutions and
supervisory authorities.
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any consideration of the time horizon to be embedded in the Pillar 1 framework would have
to be coupled with the consideration of an acceptable and feasible confidence level.

e. ThePillar 1 own funds requirements are complemented by additional Pillar 2 requirements,
which address risks and elements of risks that are not covered or not sufficiently covered
by Pillar 1 requirements, based on institution-specific assessments and considerations by
the competent authority. To the extent that institutions are exposed to environmental risks
in relation to their specific business model, strategy and risk management framework, Pillar
2 considerations are warranted.

f. The Pillar 2 additional own funds requirements are further complemented by Pillar 2
guidance, which is based on the results of stress tests and aims to ensure resilience of
institutions in stressed conditions. A typical time horizon for stress tests is 3 years, and for
Pillar 2 guidance, the year with the highest impact is taken into account. Although, as
opposed to own funds requirements, the Pillar 2 guidance is not binding, competent
authorities may take appropriate steps should institutions repeatedly fail to meet such
guidance.

36. While the above elements are beyond the scope of this report, they must be taken into account
in the overall considerations of the relevant time horizon for the Pillar 1 framework. In addition,
ongoing developments of accounting, risk management, supervisory and disclosure
requirements should also be considered to design the most appropriate prudential response to
environmental risks.
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3. Credit risk

3.1 Literature review

37. A conspicuous strand of literature has analysed how a firm’s ESG standing can affect its credit
rating and attractiveness to investors, with mixed results (Chodnicka, 2021)%°. Early studies
tended to exclude that a significant link between the two existed. However, more recent
studies have instead outlined how environmental and social risks — and more specifically
environmental factors — can affect creditworthiness. This section, therefore, aims to provide an
overview of this evidence. It has been built by leveraging the ongoing work at Basel level in
relation to climate-related financial risks.

38. The fact that research around the topic is chequered with patches of lights and shadows is
linked to the challenges and difficulties inherent to the quantification of the effects of
environmental risks — both in the form of physical risk and transition risk — on credit risk
exposures. First, difficulties arise with respect to the modelling of the phenomena themselves:
the transition towards a greener economy and physical events®.. In addition, determining the
probability at which a given environmental risk materialises remains difficult. For example,
Lenton et al. (2019)32 highlights the uncertainty in determining how many ice sheets will melt

as a result of a given scenario of rise in global temperature. Again, Pindyck (2020)%

provides a
comprehensive overview of the high level of uncertainty linked to climate-related phenomena.
That being said, a growing number of research papers (see Stern, 2013)** show that not
considering environmental risk would de facto lead to underestimation of the risk, to which
banks are also exposed. All in all, evidence has been found by researchers about the effects of
environmental risk on credit risk exposures. The impact on credit risk has been assessed both

in the context of physical and transition risk.

39. In relation to physical risk, focus has been on extreme weather events, including floods, rising
sea levels, rising global temperatures leading to droughts. For example, Kousky et al. (2020)%*
show that following a flood the probability of default of non-insured borrowers more than

30 Chodnicka, Patrycja, ESG as a Measure of Credit Ratings (2021), Risks, Vol. 9, No. 12. Available at: Link

31 As a matter of fact, in the context of market risk, in accordance with Article 370(f) CRR banks are already required to
model event risk, which, from a modelling point of view, is similar to physical risk. However, supervisory experience
brought to light that banks face significant challenges to meet the requirement to model event risk in a meaningful way.

32 Lenton, Timothy M. and Rockstrém, Johan and Gaffney, Owen and Rahmstorf, Stefan and Richardson, Katherine and
Steffen, Will and Schellnhuber, Hans Joachim, Climate tipping points — too risky to bet against (2019), Nature, Vol. 575,
Vol. 7785. Available at: Link

3 Pindyck, Robert S., What We Know and Don’t Know about Climate Change, and Implications for Policy (2020), NBER
Working Paper, No. 27304. Available at: Link

34 Stern, Nicholas, Potential Impacts of Climate Change: Grafting Gross Underestimation of Risk onto Already Narrow
Science Models, Journal of Economic Literature, Vol. 51, No. 3. Available at: Link

35 Kousky, Carolyn and Kunreuther, Howards and LaCour-Little, Michael and Wachter, Susan, Flood Risk and the U.S.
Housing Market (2020), Journal of Housing Research, Vol. 29, Issue sup 1. Available at: Link
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doubles. Furthermore, Correa et al. (2022)3® shows that some banks are already charging higher
spreads to those borrowers that have been recently exposed to floods. This is consistent with
the study made by Do et al. (2021)%, as well as by Javadi and Masum (2021)%, where it is
showed that borrowers located in areas subject to droughts are charged higher spreads to
account for the higher default risk. Some sectors are naturally more affected than others, for
example, Brar et al. (2021)*° shows the potentially material impact that environmental risk can
have on credit risk of agricultural loans in Canada. Similarly, Nguyen et al. (2022)*° show that
mortgages on properties exposed to sea level rise risk are charged higher spreads. This evidence
does not, however, alleviate the risk that environmental risk is underpriced, which is one of the
main concerns raised by the NGSF in 2019 call for action®!, which states that there is a ‘strong

risk that climate-related financial risks are not fully reflected in asset valuations’.

40. In relation to transition risk, there are numerous studies as well, aiming to assess the impact of
transition risk on loan pricing, as well as on credit risk parameters, such as probabilities of
default. For example, Delis et al. (2018)*? study whether banks price the climate exposure of

borrowers in their loans. They study the impact of fossil fuel reserves on loan interest rates,

and how such an impact changes depending on the climate policy/transition policy of different
jurisdictions. Among others, they conclude that banks price in their loans the environmental
exposure of their borrowers, and that the impact of fossil fuel reserves on loan spread is more
pronounced in those jurisdictions where stringent climate policies have been adopted.

Furthermore, Ehlers et al. (2022)* show that carbon intense companies are usually subject to

a risk premium, i.e. those companies pay a premium when accessing credit, although a

relatively small one. In addition, studies also assessed whether the credit risk of residential

mortgages depend on the energy efficiency of the property (to which the mortgage refers). For
example, Guin et al. (2020)** shows that mortgages for energy-efficient properties are less
prone to payment arrears than non-efficient properties. Finally, there are also studies linking

the environmental sustainability of a given firm to its credit risk — for example, a wide range of

36 Correa, Ricardo and He, Ai and Herpfer, Christoph and Lel, Ugur, The Rising Tide Lifts Some Interest rates: Climate
Change, Natural Disasters and Loan Pricing (2023), International Finance Discussion Paper No. 1345. Available at: Link.

37 Do, Viet and Nguyen Thu Ha and Truong, Cameron, Is drought risk priced in private debt contracts? (2020), International
Review of Finance, Vol. 21, Issue 2. Available at: Link.

38 Javadi, Simark and Masum, Abdullah-Al, The Impact of Climate Change on the Cost of Bank Loans (2021), Journal of
Corporate Finance, Forthcoming. Available at: Link.

39 Brar, Jagdeep Kaur and Kornprobst, Antoine and Braum, Wiliard John and Davison, Matt, A Case Study of the Impact of
Climate Change on Agricultural Loan Credit Risk (2021), Mathematics, Vol. 9, No. 23. Available at: Link.

40 Nguyen, Duc Duy and Ongena, Steven and Qi, Shusen and Sila, Vathunyoo, Climate Change Risk and the Cost of
Mortgage Credit (2020), Swiss Finance Institute Research Paper No. 20-97. Available at: Link.

1 NGFS Publications, First Comprehensive Report — A call for action (2019). Available at: Link.

42 Delis, Mathos and de Greiff, Katrin and losifidi, Maria and Ongena, Steven, Being Stranded with Fossil Fuel Reserves?
Climate Policy Risk and the Pricing of Bank Loans, Swiss Finance Institute Research paper No. 18-10. Available at: Link.

43 Ehlers, Torsten and Packer, Frank and de Grieff, Kathrin, The pricing of Carbon Risk in Syndicated Loans: Which Risks
are Priced and Why? (2022), Journal of banking and Finance, Vol. 136. Available at: Link.

44 Guin, Benjamin and Korhonen, Perttu, Does energy efficiency predict mortgage performance? (2020), Bank of England
Working Paper No. 852. Available at: Link.
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studies (see Li et al., 2022%; Carbone et al., 2022%; Hock et al., 2020%; Capasso et al., 2020%)
show that low ESG ratings lead to higher probabilities of default.

3.2 Standardised Approach

3.2.1 Overview of the framework

41. The SA is the simplest of the approaches to credit risk, whereby risk-weighted exposure
amounts are calculated as the product of the exposure amounts (net of specific credit risk
adjustments) and supervisory determined risk weights, which depend on the exposure class
and, in some cases, may be determined through external credit assessments. This approach
aims to strike a balance between simplicity and risk sensitivity and it does not distinguish
between potential differences in the creditworthiness of each individual borrower, otherwise
than through external credit assessments, where these are available.

42. The SA represents on average around 54% of all credit-risk-weighted exposure amounts in the
European Union, although this percentage differs markedly by country (see Figure 4). Smaller
banks tend to calculate regulatory capital based on this approach, which does not require
sophisticated risk management and measurement practices. Avoiding introducing excessive
complexity is therefore particularly relevant to this framework.

43. Goingforward, the SA is set to be relevant also for credit risk exposures under the IRB approach,
as CRR3 is expected to include the output floor introduced in the Basel Il reforms, whereby
institutions’ capital requirements calculated using internal models are constrained by a lower
bound based on a percentage of the risk-weighted exposure amounts that would have resulted
using the SA. Therefore, the calibration of the SA will also have an impact on the adequate
recognition of environmental and social risks in the IRB Approach.

45 Li, Hao and Zhang, Xuan and Zhao, Yang, ESG and Firm’s Default Risk (2022), Finance Research Letters, Vol. 47. Available
at: Link.

46 Carbone, Sante and Giuzio, Margherita and Kapadia, Sujit and Kramer, Sebastian Johannes and Nyholm, Ken and
Vozian, Katia, The low-carbon transition, climate commitments and firm credit risk, ECB Working Paper Series No. 2631.
Available at: Link.

47 Hock, Andre and Klein, Christian and Landau, Alexander and Zwergel, Bernhard, The effect of environmental
sustainability on credit risk (2020), Journal of Asset Management, Vol. 21, No.2. Available at: Link.

48 Capasso, Giusy and Gianfrate, Gianfranco and Spinelli, Marco, Climate Change and Credit Risk (2020), Journal of Cleaner
Production, Vol. 266, No. 1. Available at: Link.
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Figure 4: Use of the Standardised Approach in the credit risk framework across EU countries

Share of total credit risk-weighted exposure amounts derived through the Standardised Approach

S0
80
70

50
40
30
2
- |

NL DK LV BE CZ FR SE LT IT NO ES FI PT AT EE DE IE LU HU RO HR PL BG GR CY MT U

o

Q

Note: Data displayed as percentages.
Source: COREP supervisory data as of June 2023, covering all credit institutions

3.2.2 Interaction between E&S risks and the standardised approach

44, Supervisory determined risk weights are prescribed under the SA. The CRR allows the use of

45,

external credit ratings, when available, to determine risk weights for certain exposure classes,
while otherwise it prescribes flat risk weights per exposure class, which in some instances can
be further broken down into more granular risk weights depending on specific characteristics
of the exposure.

Environmental and social factors seem to be captured unevenly across credit rating agencies
and sectors at this stage, according to research by ESMA on the level of consideration of E&S
factors across credit assessments®. Based on a survey of industry practices®, challenges arise
in developing a common understanding on what constitutes an environmental factor and its
relevance for a credit assessment. CRAs’ possible further integration of environmental
considerations into their credit rating methodologies over time must be accompanied by
adequate disclosures and transparency on the rating methodologies. CRAs in the EU are
required to provide environmental disclosures®!, which is improving transparency around
whether E&S factors were a key driver of the credit rating action. However, although the overall

4 For the purposes of investigating the role of environmental risks in the prudential framework under credit risk, the
relevant aspect to capture under external credit assessments is how environmental risks are embedded into credit
ratings. The separate growing field of ratings that solely measure sustainability components, without any indication of
creditworthiness, is hence not of direct application in this chapter.

%0 see ESMA (2019), Technical Advice to the European Commission on Sustainability Considerations in the credit rating
market (link).

1 See ESMA (2019), Final Report on Guidelines on Disclosure Requirements Applicable to Credit Ratings (link).
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level of disclosure has improved, a high level of divergence in disclosure of E&S factors is
observed®. Going forward, disclosures should be enhanced to further facilitate the
understanding of users of ratings on where E&S factors are affecting credit rating actions.

The prudential framework has room to incorporate environmental and social risks through the
use of external credit assessments, as ECAIls are set over time to further incorporate
environmental and social aspects into their underlying methodologies, as shown by industry
surveys. In this regard, it would be important to duly consider the inclusion of environmental
and social factors as drivers of credit risk, whenever relevant, in external credit assessments as
well as the disclosures of such methodologies to the public in order to enhance the
comparability of ECAls, assess the robustness of the methodologies and facilitate due diligence.
At this stage where evidence is still being collected on the robustness of the ECAI’s
methodology, corrections to the prudential framework do not seem, however, to be warranted.

The correspondence between external credit assessments of ECAls and the prudential scale of
credit quality steps set out in the prudential framework is established through the mapping
tables provided in Commission Implementing Regulation (EU) 2016/1799%. The calibration
analysis is based on a set of objective quantitative criteria to benchmark the performance of
credit assessments, together with qualitative elements to ensure a level playing field across
ECAIs, e.g. considering varying levels of strictness in the definition of default and stability of the
ratings. The mappings are monitored over time and regularly reviewed to ensure that the
underlying performance of credit assessments remains aligned with prudential considerations.
Environmental risks are currently not explicitly factored into the methodology underlying the
mapping assignment. Integration is expected to occur implicitly through the natural
incorporation over time of environmental risks in the credit assessments of ECAIls. At this stage,
it would be premature to include explicit adjustments to the qualitative factors calibrating the
ECAl mappings given the lack of sufficient evidence, and potential risks of double counting, once
environmental risks are better captured at the level of external credit assessments.

The current prudential framework includes due diligence requirements as a safeguard when
using external credit assessments for own funds calculation, as set out in Article 79(b) of
Directive 2013/36/EU i.e. the CRD, which does not exempt institutions from additionally
considering other relevant information when assessing their allocation of internal capital. This
due diligence applies both to exposures externally rated and to unrated exposures.

CRR3 is expected to further strengthen this safeguard by enhancing due diligence requirements
with a view to further mitigating mechanistic reliance on external credit assessments. This is
proposed to be implemented through Article 113(1) CRR3, according to which, where the due
diligence assessment conducted in accordance with Article 79(b) CRD reflects higher risk

52 See ESMA (2019), Text mining disclosures in rating agency press releases, (link) and ECB (2022), Disclosure of climate
change risk in credit ratings (link).

>3 Commission Implementing Regulation (EU) 2016/1799 (link).
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characteristics than implied by the external credit assessment, a risk weight penalty is applied
by assigning a risk weight at least one credit quality step higher than that implied by the external
credit assessment>*.

50. There is room to broaden due diligence requirements to explicitly integrate environmental
aspects, to ensure that environmental risks are appropriately captured and reflected in the
prudential framework. This is in line with the BCBS clarifications issued in December 2022,
where FAQ 1 noted that banks should give proper consideration to the climate-related financial
risks as part of counterparty due diligence, to the extent that the risk profile of the counterparty
is affected by climate-related financial risks® >6. However, this should not replace the role of
ECAIls in appropriately considering environmental risks in their credit assessments. The
inclusion of ESG disclosures for credit rating agencies in the EU may support institutions in their
due diligence assessments, which are expected to strengthen going forward as availability of
ESG-related information for market participants will improve over time, backed by policy
initiatives, such as the EU CSRD, and regulatory developments, like the Pillar 3 disclosures on
ESG risks for institutions.

51. The SA allows for recognition of CRM techniques, while avoiding excessive complexity. The CRR
makes a distinction between funded and unfunded credit protection, as they follow different
dynamics and are recognised based on different methods.

52. By using UFCP, the institution relies on a payment from the protection provider upon default
of the obligor. The UFCP may be recognised when calculating capital requirements by applying
a substitution approach, where institutions replace the risk weight of the counterparty with the
risk weight of the guarantor or the protection provider for the protected portion of the
exposure, while the unprotected portion remains with the risk weight of the counterparty.
Institutions are required®’ to have in place systems to manage potential concentration of risk
arising from the use of guarantees and credit derivatives. Environmental due diligence
considerations presented in the previous section apply to the resulting risk weights when using
external credit assessments for own funds requirements calculation.

53. The framework for FCP refers to financial collateral, which may deteriorate in value over time,
potentially exacerbated by environmental risks>®. For financial collateral, two approaches are
available: either the simple or the comprehensive approach, with partial collateralisation

> The following exposure classes are exempted from the enhanced due diligence requirements: central governments or
central banks, regional governments or local authorities, public sector entities, multilateral development banks and
international organisations.

%5 See BCBS (2022), FAQs on climate-related financial risks (link).

%6 For full reference, the BCBS issued a further clarification under due diligence, FAQ 2, to clarify that banks should also
give proper consideration of climate-related financial risks in connection with covered bonds as part of due diligence
(link).

57 Article 213(2) CRR.

%8 Funded credit protection is also available through on-balance-sheet netting and in the form of credit-linked notes
issued by the lending institution.
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recognised. Under the simple approach, institutions replace the risk weight of the counterparty
with the risk weight that the institution would assign if it had direct exposure to the market
value of the collateral instrument for the secured part of the exposure, where the
environmental due diligence considerations presented in the previous section apply to the
resulting risk weights. The comprehensive approach allows the exposure amount to a
counterparty to be reduced by the market value of any eligible collateral, subject to haircuts to
take into account potential value fluctuations due to market movements, currency mismatch
or maturity mismatch. Furthermore, the current prudential framework requires® institutions
using financial collateral as a CRM technique to check for concentration risks to particular types
of collateral assets, with room to potentially control for concentration risks to collateral with
significant exposures to environmental risks.

Regarding physical collateral, exposures secured by immovable property are the only type of
physical collateral recognised under the SA, which is dealt with in the CRR outside of the CRM
framework and discussed separately in Section 3.4.

Collateral re-evaluation requirements set out minimum frequencies at which collateral is to be
monitored, although more regular assessments are warranted if there is any evidence that the
market value may have significantly decreased. For financial collateral this is performed at least
every 6 months, which gives room to incorporate the evolving nature of environmental risks
over time as market values are expected to increasingly embed environmental risks®’.

To conclude, environmental risks may already be embedded in the current CRM framework
through market prices used for the valuation and re-evaluation of financial collateral. Where
market prices used for financial collateral valuations do not yet fully reflect environmental risks,
it is expected that they will improve over time with the development of data, standards, tools
and methodologies used by market participants for their calculations. Amendments to the
prudential framework at this stage are therefore not deemed appropriate, although monitoring
of valuation and valuation methodologies could more explicitly integrate environmental
aspects, backed by policy and regulatory initiatives outside of the Pillar 1 framework to ensure
that accounting standards, ICAAP and credit risk management under Pillar 2 increasingly
capture environmental factors.

%9 Article 207(4) points (b) and (g)(ii) CRR.
80 Article 207(4)(d) CRR.
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This section focuses on corporate and retail exposures, as these are considered the most
relevant from the perspective of environmental risk-related considerations. No specific analysis
on sovereign exposures was performed due to the specific treatment of sovereign exposures
to Member States granted in the CRR, which goes beyond the discussion of only environmental
aspects. Nevertheless, for sovereign exposures that are risk-weighted based on external credit
ratings, the discussion presented above on the use of credit ratings applies, noting that due
diligence is not applicable for sovereign exposures. Similarly, further analysis on exposures to
institutions was not considered necessary due to broader reliance on external ratings in this
exposure class®.

Exposures to corporates may be risk-weighted based on an external credit assessment issued
by a nominated ECAI, with current supervisory data showing a limited share of externally rated
corporate exposures, at around 15% as reported in the EBA DP on The role of environmental
risks in the prudential framework (2022)%2.

Widening the availability of external credit assessments for corporates may increase the risk
sensitivity of the framework and allow the capturing of environmental risks, to the extent that
ECAIs are capable over time of integrating environmental aspects to a greater degree into their
methodologies. CRR3 is expected to include a mandate to analyse impediments to the
availability of external credit ratings by ECAIs, in particular for corporates, and possible
measures to address them. Recent policy initiatives such as the proposal for a CSRD will
promote the collection of environmental data for large corporates®, hence supporting the
information set available for ECAls to conduct assessments, as well as facilitating the possibility
to broaden the due diligence scope to cover environmental aspects.

The prudential framework includes considerations around environmental criteria with respect
to the corporate exposures subject to the ISF, which is further described in Section 3.6.
Assessment of these environmental elements is to be performed by the obligor, and although
no positive assessment of the contribution to environmental objectives is currently required
under Article 501a(1)(o) CRR to qualify for the supporting factor, CRR3 is expected to
strengthen the weight of environmental considerations by requiring a positive or neutral
contribution to one or more environmental objectives.

In the medium- to long-term it could be considered whether high-quality specialised lending
corporate exposures newly introduced in CRR3 could mirror similar environmental provisions
as under the ISF, given the similarities across exposures. Any such requirement should be
strictly based on credit risk considerations, to exposures, as the availability of environment-

61 The BCBS issued a related clarification on climate-related financial risks under FAQ 3, noting that climate-related
financial risks should be considered when determining the Grade A classification (link).

62 See Table 1 of the EBA (2022) Discussion Paper on The role of environmental risks in the prudential framework, p. 30
(link).

63 Companies with securities listed on regulated markets (except micro-enterprises) are also covered by the proposed
directive.
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related risk assessments improve, and once experience is gained on the newly introduced
exposure class®.

Environmental and social risks may affect corporate exposures through physical and transition
risk drivers, which may affect their profitability, for instance through expenses for lowering the
environmental footprint of industrial processes to stay in line with transition policies, and the
potential depreciation of physical assets due to physical environmental events. Against the
background of the transition to a more sustainable economy, it could be argued that emission-
intensive corporates or corporates relying on emission-intensive products or commodities will
face higher transition risks than comparable corporates that are aligned with the transition
trajectory. However, the link between higher transition risks and lower creditworthiness cannot
be fully established at the moment based on available evidence. In this regard, the ultimate
impact of transition risk would require further consideration and analysis®.

The EU Taxonomy, as a classification system for environmentally sustainable economic
activities, gives potential for further differentiation of corporate exposures. However, the
prudential treatment should be anchored in a risk-based assessment, while the EU Taxonomy
does not provide an indication on the riskiness and associated credit quality of exposures.
Criteria that would be useful in this regard would need to correctly differentiate credit risk, and
at the same time would need to be objective and easily available, to ensure appropriate
application of the prudential framework. Furthermore, the use of such criteria would require a
fine level of granularity, and their ease of use should be carefully assessed, so that they can be
applied by smaller institutions that may have less statistical and operational capacity.

It can also be noted that the current SA framework treats all unrated corporate exposures
equally, and provides an overall calibration at a portfolio level, without differentiating risk
profiles of individual exposures. In order to maintain the robustness of the framework, any
considerations of the risk differentiation between such corporate exposures would have to take
into account not only the environmental risks, but also other, potentially more prominent,
credit risk drivers.

Retail exposures cover around 20% of overall SA exposures in the EU. This exposure class is
assigned a flat risk weight of 75%, except for the case of loans granted to pensioners or
employees with a permanent contract against the unconditional transfer of part of the
borrower’s pension or salary to that credit institution, which, subject to some conditions, are
assigned a preferential risk weight of 35%. CRR3 is expected to introduce enhanced risk
sensitivity through introducing a sub-exposure class of ‘transactors’, which refers to obligors in

64 The BCBS issued a related clarification on climate-related financial risks under FAQ 5, noting that climate-related
financial risks should be considered when assessing the ability of a project finance entity to meet its financial
commitments in a timely manner (link).

85 The BCBS issued a related clarification on climate-related financial risks under FAQ 4, noting that institutions in
jurisdictions that do not allow the use of external ratings for regulatory purposes (hence, not the EU) should consider and
evaluate how material climate-related financial risks might impact the capacity of the corporate to meet its financial
commitments in a timely manner even under adverse changes in the economic cycle and business conditions when
determining whether a given corporate meets the investment grade definition (link).
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relation to facilities such as credit cards and charge cards, where the balance has been repaid
in full at each scheduled repayment date for the previous 12 months and which attract a risk
weight of 45%.

Any adaptation of the risk weight for retail exposures to account for environmental risk would
be particularly challenging. As compared to corporate exposures, it is far less clear to determine
which of the retail exposures could be considered green or environmentally harmful.
Furthermore, the scope of information available to institutions as well as access to potential
additional information about the retail clients is much more limited. Finally, existing research
on risk differentials does not appear to be sufficient at this stage to warrant changes to the
framework. Should further evidence emerge, the EBA would reassess the appropriateness of
amendments to the framework accordingly.

Further, in relation to the supervisory prescribed risk weights assigned to real estate exposures,
and in line with the clarification issued by the BCBS under FAQ 6, the EBA will reassess whether
environmental risks should be considered in evaluating the appropriateness of those risk
weights. This will be done in the context of the EBA mandate under Article 124 CRR, which
requires specifying the types of factors to be considered for the assessment of the
appropriateness of the risk weights for exposures secured by mortgages on residential and
commercial immovable property.

Finally, the current framework provides specific risk weights for exposures in default in Article
127 CRR. The scope of application of this Article is defined in Article 178 CRR, which is part of
Chapter 3 on the IRB Approach. Consequently, further considerations on the definition of
default are provided in Section 0 of this report.

3.2.3 Conclusions

69.

70.

The SA is designed to balance simplicity and risk sensitivity and tends to be used by smaller
institutions for capital determination purposes, as it requires less sophisticated risk
management measurement and management practices. However, the SA will become relevant
also for larger institutions as a result of the output floor that is introduced by CRR3.

E&S risks should be better reflected in the framework, while avoiding excessive complexity.
This may be achieved through the following tools:

a. \Verification by competent authorities that due diligence requirements explicitly integrate
environmental aspects.

b. Monitoring that financial collateral valuations increasingly reflect environmental factors,
both through market values under Pillar 1 and through valuation and valuation
methodologies under Pillar 2.

c. Assessment - as environment-related risk assessments improve and once experience is
gained on the newly introduced exposure class — of whether high-quality specialised
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lending corporate exposures introduced in CRR3 could be subject to similar environmental
provisions as under the ISF, where only those exposures meeting strong environmental
standards may benefit from the ISF.

d. Reassessment of whether environmental risks should be considered in evaluating the
appropriateness of risk weights assigned to real estate exposures.

e. Reassessment of how E&S risks can be reflected in prescribed risk weights in the SA,
keeping in mind the intended simplicity of the approach and taking into consideration the
developments agreed to at the international level by the Basel Committee.

PoLicY RECOMMENDATIONS ON CREDIT RISK — STANDARDISED APPROACH
1. EXTERNAL CREDIT ASSESSMENTS

CR-SA-1: As a short-term action, the EBA recommends that external credit assessments integrate
environmental and/or social factors as drivers of credit risk whenever relevant. Although at the
moment the degree of integration varies across rating agencies, with further assessment needed on
the robustness of the methodologies and the level of transparency and disclosure to the public, external
credit assessments have the flexibility to integrate environmental and/or social risks and should be
encouraged to progressively do so.

2. DUE DILIGENCE

CR-SA-2: As a short-term action, the EBA recommends that competent authorities verify that due
diligence requirements explicitly integrate environmental aspects, to ensure that environmental risks
are appropriately captured and reflected in the prudential framework whenever relevant.

3. CREDIT RISK MITIGATION TECHNIQUES

CR-SA-3: As a medium- to long-term action, the EBA will monitor that financial collateral valuations
increasingly reflect environmental factors, both through market values under Pillar 1 and through
valuation and valuation methodologies under Pillar 2.

4. PRESCRIBED RISK WEIGHTS

CR-SA-4: As a medium- to long-term action, as environment-related risk assessments improve and
once experience is gained on the newly introduced exposure class, the EBA will assess whether high-
quality specialised lending corporate exposures introduced in CRR3 could be subject to similar
environmental provisions as under the ISF, where only exposures meeting strong environmental
standards may benefit from the ISF.

CR-SA-5: As a medium- to long-term action, the EBA will reassess whether environmental risks should
be considered in evaluating the appropriateness of risk weights assigned to real estate exposures.
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CR-SA-6: As a medium- to long-term action, the EBA will reassess how E&S risks can be reflected in
prescribed risk weights in the SA keeping in mind the intended simplicity of the approach and taking
into consideration the developments agreed to at the international level by the Basel Committee.
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3.3 Internal Ratings Based Approach

3.3.1 Overview of the framework

71. To assess how environmental and social risk drivers interact with the credit risk framework
when IRB models are used, it is useful to recall first the key features of the IRB approach. Under
this approach, institutions calculate own funds requirements by determining four regulatory
parameters: the PD, the LGD, the CCF and the Maturity (M). The PD, LGD and M parameters
are then plugged into the regulatory risk weight function, whereas the CCF is used to determine
the exposure value. The relevant parameters are determined in the following manner:

a. For all IRB exposure classes, with the exception of the specialised lending exposures under
the slotting approach®®, institutions estimate PDs by grade or pool from long-run averages
of 1-year default rates®’. The slotting approach is discussed in a specific subsection below.

b. Forretail exposures and other exposures for which the institution has the permission of the
competent authority to estimate LGDs and CCFs, these should be estimated by facility
grade or pool and should be appropriate for an economic downturn (if more conservative
than the long-run average)®. For non-retail exposures, where the institution does not have
the permission to use own estimates, regulatory values of LGD and CCF parameters should
be used®.

c. Miis calculated directly for the non-retail exposures and does not need a dedicated model.
The M factor in the risk weight function for non-retail exposures recognises the potential
for reductions in the obligor’s credit quality over the lifetime of the exposure. Where the
institution does not have permission to use own estimates of LGDs and CCFs or has not
received the permission referred to in Article 143 CRR, regulatory values of M should be
used’®. For retail exposures, M is not used in the risk weight function, but the average
duration of exposures is to some extent reflected in the calibration of the applicable
correlation coefficients’ .

72. Where own estimates of risk parameters are used, the following steps can be identified in the
IRB framework for the estimation process and determination of own funds requirements:

a. Step 0 - Establishing the RDS: the institution should collect all necessary data, i.e. it should
be in a position to identify all historical defaults and calculate realised credit losses and

%6 Other approaches not relying on PDs are also available for the equity exposures. However, these exposures are no
longer in the possible scope of IRB models in the final Basel lll framework and are hence left out of this section.

57 Article 180(1)(a) and (2)(a) CRR.
%8 Articles 181(1)(a), (b) and 182(1)(a), (b) CRR.

89 For the rest of the report, unless specified otherwise, the requirements for the LGD and CCF models apply only to
institutions allowed to use own estimates. The cases where regulatory values are used (the ‘F-IRB Approach’) are
discussed in a specific subsection.

70 Article 162(1) CRR.
1 See BCBS (2005), Explanatory Note on the Basel Il IRB Risk Weight Functions (link).
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their components (i.e. economic loss and realised LGDs, and realised CCFs), as well as
collect data on all relevant risk drivers that will be necessary in the model development (in
particular under step 1a).

b. Step 1la — Developing the rating system using historical data, risk differentiation: the

1”2 should allow for a meaningful differentiation of risk’”® (i.e. appropriate

mode
discriminatory power) in order to ensure the grouping of sufficiently homogenous

exposures (i.e. obligors or facilities) into the same grade or pool.

c. Step 1b — Developing the rating system using historical data, risk quantification:
institutions estimate PDs by grade or pool (determined in step 1a) from long-run averages
of 1-year default rates, whereas LGD and CCF estimates are produced by facility grade or
pool (determined in step 1a) from the long-run average of realised LGDs and CCFs, and
institutions have to use downturn LGD or CCF estimates where these are more conservative
than the corresponding long-run average. During this quantification step, the estimates of
risk parameters may be increased by a MoC.

d. Step 2a — Applying the rating system to the current portfolio: based on the implemented
models (step 1), the risk estimates are assigned to each exposure in the application
portfolio.

e. Step 2b - Calculating own funds requirements: the risk parameters are plugged into the
applicable RW formula’* and the exposure value of certain off-balance-sheet items is
calculated using the CCF parameters to eventually derive the own funds requirement for
the exposures. Where institutions do not have permission to estimate certain risk
parameters, e.g. using the IRB approach without using own estimates of LGDs and CCFs (F-
IRB approach), the regulatory values are used.

73. It should also be recalled that the use of the IRB approach is subject to a number of other
requirements, and in particular some linked with risk management processes and corporate
governance, such as:

a. use test, introduced in the IRB approach to ensure a high quality of risk parameters, under
the assumption that institutions would not use the estimates of risk parameters for internal
risk management if they did not have confidence that these estimates appropriately reflect
the actual level of risk’>;

b. independence of the model development function (the credit risk control unit) from the
business functions responsible for originating or renewing exposures’®;

2 |n this section, a model refers to either expert-based model or statistical model.
73 Article 170(1) and (3) CRR.

74 Articles 153 and 154 CRR.

75 Articles 144(1)(b) and 145 CRR.

76 Article 190 CRR.
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c. regular reviews of the performance of the model and independent assessments by an
independent validation function and the internal audit’’;

d. involvement of the management body and senior management in the implementation and
maintenance of rating systems, as well as robust management information systems’%;

e. appropriate implementation of capital adequacy stress testing programmes.

3.3.2 Interaction between E&S risks and the internal ratings based approach

74.

75.

76.

This section uses the different steps identified in the previous section to identify areas where
environmental risks are or could be better integrated into the IRB framework, in particular
when own estimates are used.

As a first observation, E&S risks may appear not to be directly linked with the mere
identification of the defaults nor with the actual calculation of realised LGDs and CCFs. It could,
however, be further assessed if the materialisation of some E&S risks could be considered as
additional indications of unlikeliness to pay. At this stage, the EBA does not see the need for
the introduction under Article 178(3) CRR of additional unlikeliness to pay criteria related to
E&S risks which justify a general application to all exposures. Instead, the EBA believes E&S risks
can be assessed indirectly under the current criteria and in particular by the means of the
criteria provided in paragraphs 59 and 60 of the EBA Guidelines on the application of the
definition of default’. In this regard, institutions shall have a process to obtain and update
relevant and material E&S-related information on the borrowers’ financial condition and facility
characteristics, as part of due diligence during the onboarding process and ongoing monitoring
of borrowers’ risk profile (e.g. acute or chronic physical risks, physical climate-related financial
events, borrower-specific information related such as vulnerability to policy and technological
shocks).

As discussed in Section 2.2.1 on data availability and measurement challenges, the
identification of materially relevant E&S risk drivers is not trivial, and institutions may not
ensure the comprehensiveness of the RDS. This is particularly relevant for dated exposures for
which information on E&S-related dimensions was not necessarily collected. Any retrospective
assessment of non-collected E&S-related information (i.e. database completion) is challenging.
In fact, in the case that E&S-related information has been recorded (for instance, geographical
location, value and nature of the collateral or sector of the corporates), relevant residual data
gaps may still exist. Furthermore, even if E&S risk drivers can be identified and data has been
collected, the frequency and impact of E&S-related events is likely to increase in the future in
a way that has not been observed in the past. In this context, the EBA has been reflecting on

77 Articles 185 and 191 CRR.
78 Article 189 CRR.
79 EBA/GL/2016/07 (link).
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whether further guidance on data collection on potential risk drivers could be beneficial to
institutions in terms of relevance for the design of the rating system. In this regard, EBA will
further investigate and assess whether relevant E&S risk drivers across different types of
exposures shall be added to the corresponding lists of risk drivers referred to in paragraphs 57
(PD estimation), 121 (LGD estimation) and 177 (ELBE and LGD in-default estimation) of the EBA
Guidelines on PD estimation, LGD estimation and treatment of defaulted assets®’. However, it
is worth outlining that the reference to additional E&S risk drivers represents a non-binding and
non-exhaustive list. Further, the institutions shall continue to regularly assess whether other
E&S risk drivers are relevant for their types of exposures and shall document the subject and
the results of such regular assessments.

One specific element of the RDS used to derive LGD is the valuation of the collateral. The
prudential requirements for the SA and F-IRB approach include some principles for valuation,
based on market values, but they do not specify detailed valuation standards for identifying the
correct market value, and under CRR3 for assessing whether and to what extent the current
market value of immovable properties is sustainable over the life of the exposure. In order to
avoid fragmentation of practices, the prudential framework refers to market values, where
independent valuers are expected to follow comprehensive valuation standards applicable to
a given type of assets, including immovable and movable properties. Already now valuations
often include certain elements of E&S risks under the SA and F-IRB approach as far as
distinguished by different market values (for instance, factors such as energy efficiency and
location in areas affected by floods are taken into account in valuations of immovable
properties). It can be expected that valuation standards will further develop over time to
include more explicitly and comprehensively E&S-related considerations, under the SA and F-
IRB approach as far as distinguished by different market values. So far, under the A-IRB
approach, the framework requires institutions to establish internal requirements for collateral
management, legal certainty and risk management that are generally consistent with the ones
applicable under the F-IRB approach and SA. Nevertheless, the EBA believes that additional
requirements could be specified in Article 52 of Commission Delegated Regulation (EU)
2022/439 on assessment methodology®! and Section 5.1 of the EBA Guidelines on credit risk
mitigation for institutions applying the IRB approach with own estimates of LGDs® for the
valuation principles to explicitly reflect E&S-related aspects (e.g. as clarified in BCBS FAQ 7)%.

With respect to the development of the model, it is useful to recall that all relevant information
should be taken into account when assigning obligors or facilities to grades or pools.

80 EBA/GL/2017/16 (link).
81 Commission Delegated Regulation (EU) 2022/439 (link).
82 EBA/GL/2020/05 (link).

83 BCBS FAQ 7: ‘Banks should determine whether the current market value incorporates the potential changes in the
value of properties emerging from climate-related financial risks (e.g potential damage related to weather hazards, the
implementation of climate-policy standards or changes in investment and consumption patterns derived from transition
policies). National supervisors should consider jurisdiction-specific features that account for climate-related financial risks
when setting out prudent valuation criteria’ (link).
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Information should be current and should enable the institution to forecast the future
performance of the exposure. In this context, E&S risks may already be factored in, to the extent
that they are part of the RDS and have led to a materialisation of defaults, realised losses or
drawdowns (and hence potentially lower than that expected to occur in the future). In addition,
the design of the model leaves some room for human judgement, including the possibility to
have subjective input data via expert judgement. Hence, even if E&S risks could not be
translated into observable metrics or the observed metrics do not accurately reflect the future
performance of exposures, they could still be captured in the rating system via expert-based
gualitative variables. This is of particular importance with regard to the expected increase in
the frequency and impact of E&S risks. Lastly, where E&S risks have led to a materialisation of
credit risk in the past, this will already be captured in the performance metric of the rating
system, and a failure to capture them would be considered as a deficiency of the rating system
under the current rules of the framework. In this respect, the clarifications brought by the
international standard (BCBS FAQ 10 for the PD parameter® and BCBS FAQ 14 for the LGD
parameter®) could be further integrated into Chapter 7 of Commission Delegated Regulation
(EU) 2022/439 on assessment methodology® and in Section 5.2 of the EBA Guidelines on PD
estimation, LGD estimation and the treatment of defaulted exposures®.

79. For E&S risks which have not led to historical credit losses, but are expected to do so, another
guestion arises based on which information and assumptions the expectation in terms of the
materialisation of additional future credit losses caused by E&S risks could be built into the
model. The rationale for this inclusion would be that models built solely on historical data may
not be well-suited for predicting future defaults/losses, when the frequency and magnitude of
environmental risks is likely to increase with respect to past observations. In this regard
however, it is worth recalling that the current rating system development is based on historical
observed data, as well as the model performance evaluation (e.g. a Gini test can only be applied
on past observed defaults). Thus, it will be challenging to assess the performance of the rating
assignment function when the E&S risk factors have not yet materialised. Further, an
unintended consequence could be the risk of authorising models with lower predictive power,

84 BCBS FAQ 10: ‘Banks should use a time horizon longer than one year in assigning ratings. The range of economic
conditions or unexpected events that should be considered when making the assessment of a borrower’s ability to
perform should include climate-related financial risks, both physical and transition risks, if these materialise as credit
risks. Banks should assess whether climate-related financial risks will have an impact on obligors’ ability to perform and
this information should be integrated into rating assignments. In particular, if some data (e.g. counterparty location data,
which is a particular risk driver for physical risk) have been already collected, banks should assess the granularity of the
data and which additional data relevant to climate-related financial risks needs to be collected’ (link).

85 BCBS FAQ 14: ‘When assigning ratings to facilities, banks should take into consideration material and relevant
information on the impact of climate-related financial risks on the facility characteristics. Banks should establish an
effective process to obtain and update relevant and material climate-related information on the facility characteristics.
Where the bank is of the view that an exposure is materially exposed to climate-related financial risks but has insufficient
information to estimate the extent to which the facility characteristics would be impacted, the bank should consider if it
would be appropriate to take a more conservative approach in the assignment of exposures to facility grades or pools in
the application of the rating model. It is recognised that data used to analyse these risks may not be immediately available
and hence, banks may rely to some extent on a conservative application of expert judgment for the purpose of the
assignment of ratings to facility grades or pools. Banks are reminded of the requirements in CRE36.85 in respect of
grounding LGD estimates in historical recovery rates and not solely on the collateral’s estimated market value’ (link).

8 Commission Delegated Regulation (EU) 2022/439 (link).
87 EBA/GL/2017/16 (link).
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under the assumption that poorer observed performance is mainly due to the lack of historical
observations of E&S risks (hence being in conflict with Article 174(a) CRR). The integration of
E&S risks beyond what is supported by observations would likely result in a deterioration of
model performance.

Following the latter argument, it should be kept in mind that the design of an IRB model is not
solely based on optimisation of quantitative performance metrics, but also includes expert
judgement: the adequacy of the selected risk drivers and rating criteria is assessed both in
terms of consistency with the results of statistical tests and with business expectations. In fact,
restricting the model design to the use of historical data only that do not enable accounting for
the expected future changes, such as increased impact of E&S risk drivers on credit risk, would
not be desirable from a prudential point of view. Nevertheless, this flexibility is not expected to
be used to allow models to continuously underperform from a quantitative point of view, and
as such E&S risks should only be incorporated to the extent that they are expected to translate
into credit risk in a relative short term. However, it cannot be excluded that E&S-related risks,
that are expected to materialise beyond the time horizon on which the prudential framework
is calibrated and within the contractual maturity of the exposures being rated with the
respective rating system, have an impact on credit risk even in a short-term time horizon.
Notwithstanding, for missing relevant E&S risk drivers, as soon as the related defaults and
losses start to materialise, the deterioration of the model performance would be assessed in
an early phase through the existing mechanism of annual review of estimates (as discussed
below). In this case the rating system may need to be redesigned.

It is also worth noting that the uncertainty on the risk differentiation part of the model cannot
easily be tackled by ad hoc conservatism, as this would break the homogeneity within grades
or pools (with therefore unpredictable effects on final own funds requirements, i.e. a
conservatism implemented in the risk differentiation does not necessarily lead to more
conservative own funds requirements). At this stage, E&S risks should therefore only be taken
into account in the risk differentiation step via additional risk drivers under the existing
requirements and under the condition that sufficient information is available without
materially decreasing the overall performance of the model. It is important to note that any
model assumption, particularly expert judgement, should be regularly assessed and challenged
as per existing requirements.

With respect to the risk quantification, there are several ways in which E&S risks could
potentially be factored in under the framework.

As an introductory remark, it is useful to recall that estimates are rarely associated with a
particular exposure, but rather apply at a more aggregated level, such as to a specific grade or
pool. Therefore, any change related to E&S risks in the estimates (e.g. add-ons or additional
MoC) would apply subsequently to all exposures falling into that grade or pool, including
exposures not particularly impacted by these environmental risks. This means that a change in
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the quantification of risk parameters would need to reflect a change in the risk at the grade or
pool level, otherwise, any adjustment to the risk estimates would have to be complemented by
the representativeness analysis of the sample used for risk quantification vis-a-vis the
application sample, with potential unintended consequences such as frequent recalibration
needed and lack of stability of risk parameters. A potential way to circumvent this particular
issue would be to introduce some calibration segments, where the risk quantification would be
performed separately between exposures impacted or not by E&S-related financial risks. While,
similar to what was discussed in the previous section, the difficulty of this approach would be
to identify risk drivers able to discriminate between positions exposed and not exposed to E&S
risk. In any case, this approach would have the advantage of not distorting the risk
differentiation.

84. When quantifying the PD based on the default rate long-run averages, institutions should
ensure that these are ‘representative of the likely range of variability of default rates for that
type of exposure’ and adjust the estimates if they are not. According to paragraph 83(c) of the
EBA Guidelines on PD estimation, LGD estimation and the treatment of defaulted exposures®,
institutions need to take into account ‘significant changes in the economic, legal or business
environment within the historical observation period’ when assessing the representativeness
of the historical data. Hence, E&S risks may in principle be reflected in the PD estimates as long
as they lead to changes in the business within the historical observation period and as long as
reliable data on the impact of such E&S risks on defaults are available.

85. To the extent that an institution associates or maps its internal grades to the scale used by an
ECAI or similar organisation and then attributes the default rate observed for the external
organisation’s grades to the institution’s grades, it should consider whether the scale used by
the external institution reflects material climate-related financial risks, in line with BCBS FAQ
13%. This clarification could be provided in Chapter 8 of Commission Delegated Regulation (EU)
2022/439 on assessment methodology®® and in Section 5.3 of the EBA Guidelines on PD
estimation, LGD estimation and the treatment of defaulted exposures®..

86. The LGD and CCF estimates must be adequate for downturn conditions. The details associated
with these estimations have been clarified by two products: RTS®, which define the nature,
severity and duration of the economic downturn, and Guidelines®, which clarify how the

88 EBA/GL/2017/16 (link).

89 BCBS FAQ 13: ‘Where banks associate or map their internal grades to a scale used by an external credit assessment
institution, they should consider whether the scale used by the external institution reflects material climate-related
financial risks. Where the scale used by the external institution incorporates consideration of material climate-related
financial risks, banks should critically review the models and methods used by the external credit assessment institution
to judge climate-related financial risks given the challenges with data sources, data granularity and historical time series
that often apply to data on climate-related financial risks. Where the scale used by the external institution does not
incorporate consideration of climate- related financial risks, banks should consider whether adjustments are appropriate
to mitigate this limitation’ (link).

%0 Commission Delegated Regulation (EU) 2022/439 (link).
91 EBA/GL/2017/16 (link).
92 Commission Delegated Regulation (EU) 2021/930 (link).
93 EBA/GL/2017/16 (link).
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estimation of the LGD appropriate for an economic downturn should be performed. One may
argue that the downturn nature of the estimates should theoretically already include any E&S-
related deterioration of conditions, at least to the extent that E&S risks have contributed to an
economic downturn affecting aggregate macroeconomic and credit-related indicators.
However, although market conditions caused by E&S risks might resemble those of an
economic downturn, they significantly differ in nature. The economic downturn is expected to
have some cyclicality, while an E&S downturn may be unprecedented (in particular if it is due
to the materialisation of a non-cyclical transition risk, but also to some extent for physical risk
as the previous realisations were more local than a potential future global ‘physical risk
downturn’). Therefore, the E&S downturn may be difficult to validate given that empirical data
are likely to be insufficient to assess its robustness. For these reasons, the EBA does not
consider that the nature of the economic downturn should be amended to incorporate
additional dedicated E&S angle in the form of specific additional E&S set of indicators in Article
2 of Commission Delegated Regulation (EU) 2021/930 on the economic downturn®.
Consequently, environmental and social risks could only be considered to the extent those risks
have an impact on the economic indicators list provided in the above-mentioned Article 2
(including any other relevant economic indicator considered in accordance with Article 2(1)(c)
of the above-mentioned Commission Delegated Regulation).

With regard to the estimates of all risk parameters, the CRR requires institutions to apply a MoC
to address any deficiencies and uncertainties in the data or modelling methodologies, as further
explained in Section 4.4 of the EBA Guidelines on PD estimation, LGD estimation and the
treatment of defaulted exposures®™. In principle, missing data on E&S risks may call for
additional margins of conservatism, both under current category A (e.g. missing or outdated
data on risk drivers and future recoveries and missing information for reflecting economic
downturn in LGD estimates) and category B (e.g. changes to the market or legal environment
or forward-looking expectations). However, under the current framework, the additional MoC
is quantified based on existing data, and a departure from this principle may then increase the
non-risk-based variability and in turn hinder the comparability of solvency ratios. Thus, it is the
EBA’s view that any deficiencies resulting from E&S risks have to be treated in a similar manner
to all other deficiencies, in accordance with the criteria in the Guidelines on PD estimation, LGD
estimation and the treatment of defaulted exposures®, for which the MoC quantification is
based on observed data, appropriate methods, and it shall be reviewed regularly by
institutions. In conclusion, at this stage, MoC A&B may only be introduced related to E&S risks,
if they fulfil the criteria in the Guidelines on PD estimation, LGD estimation and the treatment
of defaulted exposures®’.

9 Commission Delegated Regulation (EU) 2021/930 (link).
95 EBA/GL/2017/16 (link).
% EBA/GL/2017/16 (link).
97 EBA/GL/2017/16 (link).
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With respect to the application of the model, while the assignment of exposures to grades or
pools should generally use the model developed in the previous steps, the CRR mentions the
possibility of further adjustments, either in the form of ad hoc conservatism, for instance in the
case of a lack of information, or in the form of overrides, for instance in the form of a rating
upgrade or downgrade. These ad hoc exposure-specific adjustments, if applied solely in the
application phase, do not require changes in the risk quantification and have the benefit of not
impeding the quality of the model or impacting the risk estimates of other exposures. However,
the override policy would in any case have to be well justified and should not be used
excessively, such that the model itself would be undermined. In some ways, setting up a
comprehensive E&S risk-related overrides policy to some extent faces similar challenges to the
ones mentioned in the development of the model (i.e. difficulty in selecting relevant E&S risk
drivers and E&S information in general, as well as in the possibility to integrate forward-looking
drivers that will not materialise in the short term). While the overrides are not intended to be
a substitute for the model in general, they could address some specific, individual cases, where
only a limited and well-justified number of the exposures within the range of application of a
rating system is affected by environmental risks or broader E&S risks until the relevant drivers
are incorporated into the model to apply more broadly to the whole portfolio of exposures. In
this regard, as set out in BCBS FAQ 9%,

The CRR explicitly mentions the need for conservatism in the estimates in some specific cases.
The EBA does not believe that similar provisions in relation to E&S risks are necessary at this
stage. Further, these considerations may, however, only partially address the recognition of
E&S risks in the Pillar 1 framework considering that its use is largely anchored in historical data.
The emergence of unprecedented economic fluctuations driven by E&S risks may limit the
usefulness of these areas of flexibility to capture E&S risks.

98 BCBS FAQ 9: ‘Banks may rely to some extent on a conservative application of expert judgment for the purpose of the
rating assignment. Banks are reminded of the requirements in CRE36.44 in respect of rating assignments where overrides
are applied based on expert judgments, as well as CRE36.32 in cases where available data are limited or where projected
information is used’ (link).
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With respect to the calculation of own funds requirements, while the RW formula does not
explicitly refer to E&S risks, it includes elements, which to some extent may indirectly capture
certain E&S aspects.

On the PD side, the Basel risk weight function is already using different correlation coefficients
between the retail and non-retail exposure classes but also within the retail exposure class via
different fixed values for qualifying revolving and real estate exposures. In addition, a specific
adjustment is performed for small and medium-sized enterprises based on the value of the
annual sales for the consolidated groups the firm is part of, as well as for large and unregulated
financial entities. The EBA started the reflection on whether further differentiation could be
introduced in the RW formula based on E&S risks, and in particular on the relationship between
the capital requirements and the systemic risk. Theoretically, such differentiation could be
justified if the status of the economy impacts E&S harmful assets or assets subject to E&S
impacts to a different degree from other exposures, i.e. if the risks faced by such assets are less
idiosyncratic and more systematic in nature. For example, exposures subject to transition risk
are likely to be all affected by sudden public policy changes. This would, however, come with
difficulties similar to the ones previously mentioned in the development and application of the
model:

a. It would be difficult at this stage to find common and objective differentiating factors (for
instance, exposures subject to transition risk may not be equally affected by policy changes
depending on their transition plans).

b. It would also be difficult to determine appropriate levels of any adjustment, given the lack
of evidence supporting the calibration.

c. This regulatory adjustment could potentially take various forms and hence the exact
functional form of the adjustment would have to be carefully considered in order to ensure
the overall consistency and robustness of the framework.

d. Double counting should be avoided between the potential adjustment and the estimates
used as inputs to the formula (in particular, the downturn estimates).

Against this backdrop, the EBA does not consider that further differentiation in the RW
supervisory formula based on E&S risks is a feasible option at this stage.

The maturity adjustment factor is solely based on the PD and maturity of the exposures, with
the latter being capped and floored at 5 and 1 year(s) respectively. It can be argued that
exposures with longer maturities are more exposed to E&S risks, which can materialise over
longer time horizons. While this is already captured by the maturity adjustment factor, the fact
that M is capped at 5 years allows efficient long-term financing, which is particularly needed in
the context of the transition to a sustainable economy.
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Slotting approach

93. Institutions have the option to apply a specific approach for the specialised lending exposures,
where they are not able to estimate PDs for those exposures. Under this approach, institutions
solely develop the assighnment methodology of exposures into five categories, using a set of
prescribed factors, and do not need to perform the risk quantification step described above.
The risk weight for each risk category is prescribed in the regulation. The use of the factors has
been further specified in Commission Delegated Regulation (EU) 2021/598 (RTS on slotting
approach)®, which leverages Annex 6 of Basel Il standards.

94. As such, the slotting approach makes extensive use of human judgement in the form of
subjective input data (such as qualitative variables derived from an expert-based assessment
and weights applied for their aggregation). While environmental risk drivers are not directly
mentioned in the set of sub-factors to be considered in the RTS on the slotting approach, they
are nonetheless indirectly captured by some of the sub-factors (for instance, ‘stress analysis on
the basis of the income being generated during the tenor of the loan’, ‘insurance against
damage’, ‘political and legal environment’ as well as ‘security package’) and can nevertheless
be added as additional sub-factor components. For real estate, the LTV also plays a role in the
assignment of the risk weight category (sub-factor of financial strength). The EBA assessed
whether the regulation could be more explicit on where to incorporate E&S risks (i.e. into which
sub-factor and the resulting risk category) exactly and considers that it is relevant to bring the
clarifications provided by BCBS FAQ 8% directly into the RTS on slotting approach®,

95. Another element is the general calibration of the risk weight associated with each category,
along with the related expected losses. In the absence of empirical data on E&S risk-related
losses on specialised lending exposures, any recalibration would necessarily be highly
speculative, with a risk of double counting if E&S risks are already taken into consideration in
the risk category assignment. Thus, changes to the RW calibration do not appear to be a feasible
option at this stage.

F-IRB Approach

96. Under the F-IRB approach, which is available for all non-retail exposures, institutions have to
use regulatory values for the LGD and CCF parameters, without building a specific model or

9 Commission Delegated Regulation (EU) 2021/598 (link).

100 gcBs FAQ 8: ‘When performing the assessment of the category of the subfactor components, banks should analyse
how climate-related financial risks could negatively impact the assignment into a category. This includes any potential
impact on the financial strength (e.g. estimations of the future demand, economic assumption and stressed economic
conditions used for stress analysis), the political and legal environment (e.g. transition risk into “stability of legal and
regulatory environment (risk of change in law)”, physical risk into “Force majeure risk (war, civil unrest, etc.)” and the
asset characteristic in the case of object finance. When performing this assessment, banks should take into consideration
whether climate-related financial risks have been adequately mitigated (e.g. improving adaptation or taking insurance
coverage against physical climate risks)’ (link).

101 commission Delegated Regulation (EU) 2021/598 (link).
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performing risk quantification as described above. Leaving aside the CCF, for which the impact
of E&S risks would be expected to be generally more limited, on the LGD side it is worth noting
that the drivers used for the differentiation in this approach indirectly and partially capture E&S
risks. This is because, apart from the seniority of the exposures and their exposure class, the
LGD values depend on the credit risk mitigation associated with each exposure, which factors
in E&S risks indirectly (e.g. via the value and haircuts used for funded credit protection, and via
the credit risk of the guarantor for unfunded credit protection).

97. However, in a similar way to the case of the slotting approach, the general calibration of risk
parameters, including the ones related to the credit risk mitigation, could be reassessed in light
of future E&S risks. Yet, at this stage, such an assessment would not be possible due to lack of
evidence on risks differential and the respective levels of losses. For reasons similar to the ones
mentioned in the previous section, the EBA considers that it would also not be feasible at this
stage to find common and objective new differentiating factors to be added in the F-IRB
approach.

98. Finally, in accordance with Article 177 CRR, institutions using an IRB approach to determine
their own funds requirements for credit risk are required to have in place sound stress testing
processes and regularly perform a credit risk stress test to assess the effect of certain specific
conditions on their total capital requirements for credit risk.

99. The exact design of the stress test is currently left to the institution, though subject to a
supervisory assessment. The test should be meaningful and consider the effects of severe, but
plausible, recession scenarios. While there is no impediment under the current framework to
incorporating E&S components in their stress test scenarios, CRR3 is expected to explicitly
require institutions to include ESG risks — in particular physical and transition risks stemming
from climate change — in their stress test scenarios, when considering severe but plausible

recession scenarios. This would be in line with FAQ 11 of the BCBS.1%?

3.3.3 Conclusions

100. The IRB approach is by design more risk sensitive than the SA, and as such is able to better
capture any (new) risk that could result in credit losses. A prerequisite for good modelling is
availability of adequate data. Therefore, ensuring appropriate data gathering and RDS
completeness is of crucial importance.

101. However, given that most environmental risks have likely not fully materialised yet, or not
in the expected frequency or with the expected impact on credit risk, this raises the question

102 BcBs FAQ 11: ‘Climate-related financial risks have the potential to impact banks’ credit exposures and banks’
assessment of credit risk, asset impairment and expected credit losses. Banks should iteratively and progressively
consider climate-related financial risks that affect the range of possible future economic conditions in their stress testing
processes. A bank that uses the IRB approach should consider climate-related financial risks that may significantly impact
the bank’s credit exposures within the assessment period’ (link).
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based on which information and assumptions the expectation in terms of the materialisation
of additional future credit losses caused by environmental risks could be built. Against this
backdrop, the EBA has reached the following conclusions:

In the short term, E&S risks should be taken into account in the rating assignment (i.e. risk
differentiation step), the risk quantification (through for example margin of conservativism,
downturn component, calibration segments) and in the application (e.g. via use of human
judgement and overrides) in accordance with the existing requirements and under the
condition that sufficient information is available to apply corresponding adjustments to the
rating function without materially decreasing the overall performance of the model. In the
case where E&S risks increase in frequency and impact, they could still be captured in the
model via expert-based qualitative variables. In this regard, the existing regulatory
framework should be clarified by incorporating BCBS FAQs on climate-related financial
risks.

The EBA recognises the need for further guidance on data collection regarding potential
E&S risk drivers to benefit institutions in designing their rating models. In the medium- to
long term, the EBA will investigate and assess whether relevant E&S risk drivers should be
added to the existing lists of risk drivers mentioned in the EBA Guidelines on PD estimation,
LGD estimation and the treatment of defaulted exposures'®, specifically paragraphs 57 (PD
estimation), 121 (LGD estimation) and 177 (ELBE and LGD in-default estimation). However,
it is important to note that the reference to additional E&S risk drivers is non-binding and

non-exhaustive.

As the impact of E&S risks on defaults and loss rates becomes available, institutions should
reflect these risks in their PD and LGD estimates through a re-development or recalibration
of their rating systems in the long term. This would enable banks to better account for and
manage E&S risks in their portfolios.

At this stage, the EBA currently views it premature to make immediate changes to the RW
formulas, risk weights for specialised lending and LGD/CCF values to address E&S risks in
own funds requirements. Nonetheless, the EBA suggests incorporating BCBS clarifications
into Commission Delegated Regulation (EU) 2021/598 on slotting approach. In the medium-
to long term, the EBA will reassess the need for revisions in light of evolving E&S risks,
keeping in mind that revisions of such a magnitude would require international agreement
in Basel.

The EBA suggests incorporating E&S risk considerations into banks’ stress testing
programmes as a short-term action, with additional details to be outlined through the
mandate for the EBA to issue Guidelines included in Article 177 CRR3.

The aim of any adjustments in the IRB framework should be to increase the accuracy of

103 EBA/GL/2017/16 (link).
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performance, despite potentially higher reliance on expert judgement. As such, further
incorporation of forward-looking elements in the Pillar 1 framework for credit risk, for which
there is limited room under the current framework, should be anchored in available empirical
evidence on the impact of climate change and environmental degradation. Thus, one key aspect
is to find the appropriate balance between the need for accurate model predictions and undue
variability among institutions created in the case of too much reliance on subjective assessment
of the forward-looking elements. This might require increased scrutiny by competent
authorities in their review processes.

PoLICY RECOMMENDATIONS ON CREDIT RISK — INTERNAL RATINGS BASED APPROACH
1. APPLICATION OF THE IRB FRAMEWORK BY INSTITUTIONS

CR-IRB-1: As a short-term action, the EBA recommends that E&S risks be taken into account in the rating
assignment (i.e. risk differentiation step), the risk quantification (through for example margin of
conservativism, downturn component, calibration segments) and in the application (e.g. via use of
human judgement and overrides) in accordance with the existing requirements. In particular, sufficient
information should be available, such that:

- theincorporation of new risk drivers in the risk differentiation step does not materially decrease the
overall performance of the rating system;

- the adjustment of estimates during the risk quantification step are based on a sufficient number of
observed and reliable data;

- the application of overrides should be used in a conservative manner only in relation to some
specific, individual cases, in particular where the institution is of the view that exposures are
materially exposed to environmental risks or broader E&S risks, but has insufficient information to
estimate the extent to which the borrowers’ financial condition or facility characteristics would be
impacted and only in relation to a well-justified number of the exposures within the range of
application of a rating system affected by environmental risks or broader E&S risks®.

In this context, the EBA recommends clarifying the existing regulatory framewaork by incorporating BCBS

FAQs 8 to 15 in the relevant regulatory products (i.e. RTS and Guidelines) of the IRB repair programme.

CR-IRB-2: As a medium- to long-term action, the EBA will further investigate and reassess whether E&S
risk drivers of a broader relevance across different types of exposures should be added to the
corresponding non-exhaustive lists of risk drivers referred to in paragraphs 57 (PD estimation), 121 (LGD

104 As a large number of overrides of the results of the model might be the indication of a model weakness as per Article
24 of the Commission Delegated Regulation on assessment methodology (and recital 20), and the situation where the
input data have actually been adjusted should be limited, as per Article 39 of the Commission Delegated Regulation on
assessment methodology. These requirements have been further specified in Section 8.2 of the Guidelines on PD
estimation, LGD estimation and the treatment of defaulted exposures (in particular, paragraph 205).
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estimation) and 177 (ELBE and LGD in-default estimation) of EBA Guidelines on PD estimation, LGD
estimation and the treatment of defaulted exposures'®.

CR-IRB-3: As a medium- to long-term action, as the impact of E&S risks on defaults and loss rates
become available, the EBA recommends that institutions reflect E&S risks in PD and LGD estimates
respectively, via a redevelopment or recalibration of the rating system.

2. STANDARD PARAMETERS IN THE IRB FRAMEWORK

CR-IRB-4: The EBA considers it, at this 