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ABSTRACT

Amidst increased attention on climate change, which is characterised
by high uncertainties and long-term time horizons, the financial sector
and supervisors are developing methods and approaches for the
evaluation of climate-related financial risks.

This paper proposes a transition capacity testing system based on the
EU Taxonomy for environmentally sustainable economic activities as a
useful tool for banks and supervisors to identify the exposures that are
most vulnerable to climate change, to improve understanding of the
transition financing needs and to support the greening of the financial
sector.
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Introduction

In recent years, the financial sector has increasingly been paying attention to the risks stemming from
environmental, social and governance factors (ESG factors) and implementing the concept of sustainable finance.
Sustainable finance is understood as financing and other related institutional and market arrangements that
contribute to the achievement of strong, sustainable, balanced and inclusive growth, providing both direct and
indirect support for the Sustainable Development Goals®. Sustainable finance also refers to the process of taking
due account of environmental and social considerations in investment decision-making, leading to increased
investments in longer-term and sustainable activities?.

Environmental considerations are those related to climate change mitigation and adaptation and, more broadly,
environmental risks. Social considerations include inequality, inclusiveness, labour relations and investment in
human capital and communities. The governance of public and private institutions plays an important role in
considering the environmental and social considerations in the management process and business mix.

The banking sector and supervisors are exploring methods and approaches to evaluate the ESG factors and their
materialisation into financial risks. In particular, climate change-related risks, which are characterised by their
uncertainties and long-term time horizon, are frequently discussed®. The use of stress testing and scenario
analysis is often referred to as a possible way to evaluate climate-related risks in banks’ portfolios, in particular
by modelling climate-related scenarios and evaluating the potential impact on banks’ risk profiles.

This paper introduces transition capacity testing as an alternative concept for the identification of the portfolios
or exposures that are most vulnerable to climate change, based on the European Union Taxonomy for
environmentally sustainable economic activities (EU Taxonomy).* The paper discusses how the banking sector
and supervisors could use transition capacity testing to obtain a detailed understanding of the transition or
adaptation financing needs of their customers and of how this approach can contribute to better risk
management as well as to effectively supporting the greening of the financial system.

The European Union has committed to the UN 2030 Agenda for Sustainable Development® and to the Paris
Agreement®, which alongside other documents have been translated into the European Commission’s priorities
for 2019-24 in the form of a European Green Deal.” Under this agenda, the European Union has established the
specific climate targets to be achieved by 2030 and 2050 (EU climate actions) to achieve climate neutrality by
2050 and to cut emissions by at least 55% versus 1990 levels by 2030.

To support the transition towards the targets set, a regulation on the establishment of a framework to facilitate
sustainable investment (Taxonomy regulation)® was introduced, under which economic activities considered to
be environmentally sustainable would be classified. The Taxonomy regulation is accompanied by the technical
screening criteria defining eligibility criteria for sustainable activities as science-based criteria aligned with the
2030 and 2050 EU targets under the Green Deal. These criteria, reviewed by the Commission and progressively

! https://sdgs.un.org/goals

2 Action Plan Financing Sustainable Growth

3 EBA Discussion paper on ESG risk management and supervision

4 https://ec.europa.eu/info/law/sustainable-finance-taxonomy-regulation-eu-2020-852 en
5> https://sdgs.un.org/2030agenda
6 https://unfccc.int/process-and-meetings/the-paris-agreement/the-paris-agreement

7 https://ec.europa.eu/info/strategy/priorities-2019-2024/european-green-deal en

8 https://ec.europa.eu/info/law/sustainable-finance-taxonomy-regulation-eu-2020-852 en
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integrated into delegated acts, will then support the related economic policies being developed under the key
actions from the Green Deal.

Use of climate scenario analysis

As part of the discussion on methods and approaches to evaluate the ESG risks — and particularly climate change-
related risks, which are characterised by their uncertainty and long-term time horizon —the use of a stress testing
tool is often mentioned. Stress testing, and more particularly scenario analysis, is considered relevant to
evaluating climate-related risks in banks’ portfolios by modelling climate-related scenarios and evaluating their
potential impact on banks’ risk profiles. Supervisors and central banks pay close attention to the use of scenario
analysis, where the work done by the Network for Greening the Financial System (NGFS) is the most noted. In
June 2020, NGFS published an initial set of climate scenarios alongside a preliminary guide to climate scenario
analysis for central banks and supervisors®, providing guidance on the scenario analysis process and a set of eight
scenarios to explore the impact of climate change and climate policy on supervised institutions. A few European
supervisors'® have conducted or announced pilot climate stress tests or sensitivity analyses (e.g. DNB, ACPR, ECB,
EBA). Researchers also cover the topic of climate-related modelling and testing®?, exploring potential methods
and approaches.

For the above-mentioned initiatives, one of the key steps involves designing climate scenarios, exploring
different possible climate change futures and pathways towards achieving long-term climate goals. To design
such climate scenarios, a number of assumptions need to be determined. Alongside expected greenhouse gas
emissions, the socioeconomic context, technological developments and consumer preferences, key assumptions
need to be made on how climate policies may evolve. These factors will then significantly impact the climate
scenario (e.g. meeting the Paris Agreement goals or materially diverging from them) and, eventually, directly
impact the financial soundness of banks’ balance sheets.

Stress testing has been widely used by supervisors since the 2008 financial crisis to evaluate banks’ resilience to
adverse market developments, with a strong focus on solvency. One important distinction between climate
scenario analysis/stress testing and the more established prudential stress tests is that a prudential stress test
identifies overall weaknesses in a bank’s solvency position caused by losses over the medium term (three to five
years) under severe but plausible stress and identifies how the risk of that loss can be mitigated. In the climate
scenario analysis, we aim to identify the portfolios or exposures that are most vulnerable to the potential impact
of climate change over the short, medium and long term (transition risk and physical risk) on a time horizon of
up to 30 years — considering the timeline of internationally agreed targets —in order to design business strategies
that reflect the risks stemming from climate change.

The outcome of this scenario analysis would then enable a bank to gain a better understanding of how to adjust
its portfolio composition to the level aligned with its risk appetite in terms of the medium and long-term impact
of climate change. We also aim to understand how a bank’s stated ESG strategy will impact portfolio allocation
choices over the same long term and what this may mean for existing holdings.

° https://www.ngfs.net/en/liste-chronologique/ngfs-publications
10 https://www.iif.com/Portals/0/Files/content/Regulatory/01 21 2021 prudential pathways.pdf

1 e.g. https://www.nature.com/articles/nclimate3255;
https://www.researchgate.net/publication/341229812 A Finance Approach to Climate Stress Testing
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Do we have an EU scenario?

The European Union has committed to the UN’s 2030 Agenda for Sustainable Development and to the Paris
Agreement. On this basis, a number of initiatives have been activated to support the transition to a low-carbon,
more resource-efficient and circular economy. This ambition has been translated into a number of documents
over the last several years, including the European Commission’s priorities for 2019-24 in the form of the
European Green Deal, which includes the specific climate targets to be achieved by 2030 and 2050 (EU climate
actions). In particular, the EU aims to become climate-neutral by 2050 and to cut emissions by at least 55%
compared to 1990 levels by 2030. Another set of actions deals with adapting to the impact of climate change.

To support the transition to the targets set, a regulation on establishing a framework to facilitate sustainable
investment (Taxonomy regulation) was introduced to classify economic activities that are considered to be
environmentally sustainable. More specifically, an activity meeting the criteria for the climate change mitigation
objective is aligned with the long-term temperature goal of the Paris Agreement.*? For its part, an activity
meeting the criteria of climate change adaptation contributes to the reduction or prevention of the adverse
impact of climate change, or of the risks of such an adverse impact.*® As part of compiling the EU Taxonomy,
technical screening criteria have been developed by the Technical Expert Group on Sustainable Finance,*
defining the eligibility criteria for an economic activity to be deemed sustainable in the form of science-based
criteria that are aligned with the 2030 and 2050 EU targets under the Green Deal. These criteria, reviewed by the
Commission and progressively integrated into delegated acts, will then support the related economic policies
that are being developed under the key actions from the Green Deal (e.g. climate law, regulations relating to
pollution, circular economy, biodiversity, energy, construction, transport or agriculture). A first delegated act on
sustainable activities for climate change adaptation and mitigation objectives was published on 21 April 2021 as
the EU Taxonomy Climate Delegated Act.'® This will be followed by additional delegated acts to complete the
technical screening criteria for other environmental objectives or to adjust the existing criteria, if needed.

The technical screening criteria consist of performance thresholds for economic activities which:

e make a substantive contribution to one of six environmental objectives defined in the Taxonomy
regulation;

e do no significant harm the other five;

e meet minimum social safeguards.

12 https://ec.europa.eu/info/law/sustainable-finance-taxonomy-regulation-eu-2020-852 en
13 Aligned with the Sendai Framework for Disaster Risk Reduction 2015-2030

14 https://ec.europa.eu/info/sites/info/files/business_economy euro/banking and finance/documents/200309-
sustainable-finance-teg-final-report-taxonomy en.pdf

15 https://ec.europa.eu/info/publications/210421-sustainable-finance-communication _en#taxonomy
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Figure 1: Structure of taxonomy criteria

As the transition and adaptation efforts, in conjunction with ongoing digitalisation, will also impact the job
market and social environment, the EU has recently adopted an action plan to implement the European Pillar of
Social Rights®®.

In developing all these initiatives, the EU has designed clear long-term climate goals (2030 and 2050), social goals
and also pathways towards achieving the transition towards them.

Structure of the EU Taxonomy

At this stage, the technical screening criteria under the EU Taxonomy have been prepared with two
environmental objectives: climate change mitigation and climate change adaptation. Regarding the scope of
economic sectors covered, the economic activities cover 70 climate change mitigation and 68 climate change
adaptation activities (using the NACE classification of economic activities'’) responsible for 93.5% of direct
greenhouse gas emissions.*® The European Commission is continuing to develop the technical screening criteria,
with the assistance of the Platform on Sustainable Finance,'® with a view to covering all economic activities and
all six environmental objectives. Work has also begun on the development of a social taxonomy and advice on
defining activities that either significantly harm environmental sustainability or do not have a significant impact.

In its current form, the EU Taxonomy defines four main categories of sustainable activities:
1. Climate change mitigation (aligned with the 2050 climate targets)

2. Transitional (aligned with the 2030 climate targets)

16 https://ec.europa.eu/info/european-pillar-social-rights/european-pillar-social-rights-action-plan_en

17 https://ec.europa.eu/eurostat/statistics-
explained/index.php/Glossary:Statistical classification of economic activities in_the European Community (NACE)#:~:t
ext=NACE%20is%20a%20four%2Ddigit,developed%20within%20the%20European%20statistical

18 https://ec.europa.eu/info/sites/info/files/business economy euro/banking and finance/documents/200309-
sustainable-finance-teg-final-report-taxonomy en.pdf

19 https://ec.europa.eu/info/business-economy-euro/banking-and-finance/sustainable-finance/overview-sustainable-
finance/platform-sustainable-finance en

Page 6 EBA STAFF PAPER SERIES



TESTING CAPACITY OF THE EU BANKING SECTOR TO FINANCE THE TRANSITION TO A SUSTAINABLE ECONOMY

3. Enabling

4, Climate change adaptation (resilience to physical risks)

Figure 2: Four categories of activities under the EU Taxonomy

Climate change
mitigation

e Activity substantially
contributing to the
stabilization of GHG
concentrations consistent
with the long-term
temperature goal of the
Paris Agreement (2050
targets)

Transitional activities

e Activity in which GHG
emissions are substantially
lower than the sector or
industry average

e Aligned with 2030 EU targets

Climate change
adaptation
e Solutions that reduce the

risk and/or adverse impact
of climate change

Enabling activities

¢ Activity that enables other
activities to make a
substantial contribution to
one or more enviromental
objectives

The technical screening criteria provide quantitative and qualitative criteria for substantial contributions to the
environmental objectives (climate change mitigation or adaptation). At the same time, an activity can qualify as
sustainable only if it does not significantly harm other environmental objectives. For example, the renovation of
a building to make it more resilient to physical risk can only be a sustainable adaptation activity if such a building
is not dedicated to the extraction, storage, transport or manufacture of fossil fuels.

Transitional activities are considered to be sustainable based on the 2030 climate targets. This relates to the
activities for which there might not be a technology yet to achieve climate neutrality, while their greenhouse gas
emissions are substantially lower than the sector or industry average (‘best in class’ solutions). For example, the
production of hybrid cars is a transitional activity with a set threshold for CO2 emissions. Activities enabling other
activities to make a substantial contribution are also considered to be sustainable, for example research or
experimental development in natural sciences dedicated to climate change mitigation.

Once the EU Taxonomy has been completed, users should be able to assign each economic activity to the relevant
environmental or social objective and evaluate if the activity meets the criteria of making a substantial
contribution to the given objective, while not significantly harming other objectives. Alternatively, an economic
activity might fall under the category of harmful or ‘no impact’ activity.
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EU Taxonomy as the key to unlocking
banks’ capacity to finance the necessary
transition

The 2030 and 2050 EU targets and the criteria for economic activities to meet these targets, as defined by the
EU Taxonomy, can be seen as defining ‘the EU climate pathway’ or an ‘EU climate baseline scenario’. The
screening criteria for the individual economic activities provide a path for governments, companies and citizens
to align their activities with the EU Taxonomy criteria, as these criteria will guide economic policies and
regulations and may eventually become part of them.

The finance gap for investment in the transition towards a more sustainable economy to meet the EU climate
and energy targets is estimated to range from EUR 180 to 270 billion annually between 2020 and 2030.2 This
will require a combination of public and private investment. The European banking sector, which finances over
70% of the EU economy, plays an important role in funding the transition of all relevant economic sectors under
the strategy in the European Green Deal. As counterparties financed by the banking sector, corporates, SMEs
and households each have a different starting point on the path to becoming more sustainable or aligned with
the Taxonomy.

The transition will be partly driven by economic policies such as climate law or regulations governing pollution,
the circular economy or energy, construction and transport. The transition will also be influenced by the financial
institutions funding or investing in the transition-related transformation. This creates a number of new business
opportunities for the banking sector in steering its customers towards the path to transition and financing their
transition-related investments.

In this context, the clear target criteria set by the EU Taxonomy provide a key for the banking sector to unlock
the capacity needed to finance the necessary transition. At the same time, climate change itself as well as
companies’ and households’ level of success in meeting the targets set create new risk factors for the banking
sector that need to be evaluated and managed appropriately.

While ‘Taxonomy-aligned’ should not be equated with ‘lower credit risk’, it may be assumed from the transition
risk perspective that those counterparties which are unable to transition successfully will eventually become a
higher risk exposure for banks, as their activities might become environmentally misaligned with regulations
governing the respective sectors or be affected by society’s expectations regarding their conduct.

From this perspective, the key question for banks under the EU climate pathway is to understand how ready and
able a counterparty (company or household) is to adjust its activities/behaviour to meet the EU Taxonomy
criteria, or how close (or not, as the case may be) these counterparties are to the EU trajectory. This can be
carried out efficiently by using the EU Taxonomy as the basis for transition capacity testing.

20 https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52018DC0097&from=EN
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Transition capacity testing

How can we use the EU Taxonomy to understand banks’ capacity to finance the transition towards a carbon-
neutral economy by 2050? This question, which focuses on the readiness and willingness to align with the EU
Taxonomy criteria, can be answered by evaluating a ‘likelihood to transition’ using the Taxonomy-based
categorisation and criteria. The likelihood to transition is in principle impacted by two main factors:

o distance from meeting the taxonomy criteria, and
o existence of a strategy and credible transition plan

Transition capacity testing is a tool designed to identify the progress banks are making towards financing the
pathway to the Paris climate goals on a forward-looking basis, as set out in the technical screening criteria of the
EU Taxonomy. The framework builds on the initial categorisation of assets based on the EU Taxonomy and maps
the progress towards the Taxonomy criteria (the single EU climate pathway) on the ten-year time horizon. By
design, the timeframe is shorter than the longer-term (30-year) climate-sensitive analysis/stress testing.

The EU Taxonomy is used as a classification tool to, first, allocate activities to the four main categories and then
determine the likelihood to transition under the EU climate pathway/scenario. This approach will enable banks
to test their ‘transition capacity’ and identify:

e transition or adaptation financing needs of banks’ counterparties (how much counterparties need to
invest in order to transition), and
e the most vulnerable exposures from the transition and adaptation perspective

The transition capacity test effectively creates a bridge, or baseline, between, on the one hand, the initial static

balance sheet categorisation according to the Taxonomy, which is also used for disclosure under Pillar 3, and on
the other hand the multi-scenario longer-term sensitivity analysis.

Figure 3: Transition capacity testing

Categorisation Transition Long-term
based on capacity scenario analysis
Taxonomy testing

RB I I
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Categorisation based on Taxonomy alignment

Firstly, the exposures in the sectors covered by the EU Taxonomy need to be allocated to one of the Taxonomy
categories (adaptation, transitional, enabling and mitigation) following the Taxonomy-based allocation of the
economic activities based on the NACE code of the main activity. Banks will also need to conduct this
categorisation for the purpose of disclosure obligations under the EU Taxonomy regulation.

Secondly, the exposures’ alignment with the EU Taxonomy should be determined to classify all or part of the
exposure as being aligned with the EU Taxonomy criteria. Evaluating the degree of alignment will become an
obligation for banks under Article 8 of the EU Taxonomy regulation, based on which the green asset ratio, as
proposed by the European Banking Authority in its advice on Article 8 of the EU taxonomy regulation,?* will need
to be calculated and disclosed. The level of alignment will be determined based on available information,
primarily using the relevant Non-Financial Reporting Directive?? disclosures or banks’ internal data. Alternatively,
other public information on environmental performance or available databases relevant to specific portfolios
(e.g. energy performance certificates database for buildings) may be used.

The exposures that are not aligned with the EU Taxonomy, or the relevant unaligned portion of the exposures,

will then be allocated to the ‘not aligned with Taxonomy criteria’ category. The exposures that need to transition
are then placed in the relevant bucket of the Taxonomy category.

Figure 4: Categorisation of assets and allocation to the likelihood buckets

Taxonomy-based categorisation and Bucketing of unaligned exposures based
current alignment on likelihood to transition

Not likely to Likely to Likely to fully
transition transition transition

Taxonomy Aligned with Not aligned
category taxonomy with taxonomy

criteria criteria partially

Climate Need to High Managerial
change transition managerial attention
mitigation attention
Transitional Need to w High Managerial No transition
transition ~ » managerial attention concerns
transition attention
Climate Need to High Managerial
change transition managerial attention
adaptation attention
Enabling Need to High Managerial No transition
transition managerial attention concerns
attention

21 EBA Opinion on disclosures under Article 8

22 https://ec.europa.eu/info/business-economy-euro/company-reporting-and-auditing/company-reporting/non-financial-
reporting_en
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Evaluation of the likelihood to transition

After identifying the exposures that need to transition, the likelihood to transition can be evaluated on an
exposure by exposure basis. This is especially true of corporate exposures, for which more information is likely
to be available. The starting point for this evaluation entails estimating the distance of the company, based on
its main activity, from meeting the Taxonomy criteria. This should be carried out based on available quantitative
and qualitative data about the company using the most relevant metrics from the EU Taxonomy (e.g. current
production is emissions-intensive, with CO2 emissions significantly higher than the relevant Taxonomy
threshold). Understanding the distance from meeting the technical screening criteria provides an initial
indication of whether the company is likely to transition fully or partially or is not likely to transition. If the
distance is significant, such exposure should be classified as ‘not likely to transition’, unless there is a credible
transition plan (see below).

Figure 5: Example of distance to transition

Taxonomy threshold:

Do not significant _ Company A direct CO2 emissions
Direct CO2 emissions of the vehicles are

SOgCOZIkm 7ero

] I
1 I :
: ] Distance to transition >
I 1 l I
l l

Urban, suburban and road passenger transport
(NACE H49.31, H49.3.9 and N77.11)

harm criteria

In this context, climate change mitigation activities would not normally be expected to qualify as ‘likely to fully
transition’ under the 10-year time horizon of transition capacity testing, as the technical screening criteria are
earmarked to be met within the scope of the 2050 targets. However, in order to be allocated to the ‘likely to
transition partially’ bucket, sufficient progress by 2030 is expected to be included in the company’s transition
plan as a step on the path towards meeting the 2050 criteria. For their part, the criteria for transitional activities
are expected to be met by 2030. As a result, a significant shortfall in meeting the transitional activities criteria
would indicate that the activity is most likely unable to fully transition.

The initial gap between the current level of non-environmentally friendly production and the EU Taxonomy
criteria can be closed only if the company concerned has a clear strategy and transition plan that outlines the
path towards improving the parameters of the specified activity (or alternatively if the company plans to
transform to other more environmentally friendly activities). Thus, evaluation of a company’s strategy and the
credibility of its transition plan is the second important component in allocating the exposures to the buckets
based on the likelihood to transition.

If a company has developed a clear strategy and investment plan regarding how to improve its environmental

performance (with a view to ultimately meeting the Taxonomy criteria), the exposure should be placed in the
‘likely to transition partially’ or ‘likely to fully transition’ bucket depending on the transition plan’s credibility. If
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no such plan is available, a conservative approach should be adopted of placing the exposures in the ‘not likely
to transition’ bucket.

Information for evaluating the likelihood to transition would be based on the engagement banks have with their
counterparties as part of the loan origination and monitoring process, or as part of their investment evaluation.

Figure 6: Example of a company likely to transition partially

Company A: Taxonomy
Direct CO2 threshold: direct
emissions CO2 emissions of

50gC02/km the vehicles are zero

] ]
L ]
| Distance to transition >
]
Company A:

Investments in new
vehicle to reduce CO2
emissions to 30 by
2030

In the case of household exposures, in particular those relating to mortgages, the best estimates of progress in
energy efficiency of the financed properties will most likely have to be used, as exposure by exposure evaluation
would not be possible.

Transition capacity

After allocating all the relevant exposures to the buckets based on the likelihood to transition and considering
the 2030 time horizon, a bank would have a clear picture about the

a. amount of exposures that are not likely to transition, even partially, by 2030 and require a high
level of managerial attention as these might eventually become higher-risk exposures;

b. amount of exposures in the transitional and enabling activities that are likely to transition
partially by 2030, thus requiring targeted engagement with customers to finance their transition path;

c. amount of exposures in climate change mitigation and climate change adaptation activities
that are on the right path to transition even if by 2030 they would be placed in the ‘likely to transition
partially’ bucket, thus requiring close engagement with customers and continued progress monitoring
to finance their long-term transition needs;

d. amount of exposures that are expected to fully transition by 2030 to meet Taxonomy criteria
(2030 or 2050 targets). These exposures would not require heightened managerial attention from the

transition perspective.

Exposures under a, b, c and d represent the overall amount exposed to transition risk, or the bank’s ‘transition
requirement’. Exposures under b, ¢ and d can be considered ‘likely to transition’ either fully or partially. For
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exposures under b and ¢, the amount should be taken as a proportion of the assets to transition partially, as
these are the only ones on the transition path. This proportion could either be assigned individually based on the
information available, or a proxy of 50% could be used to calculate the ratios proposed below.

Likely to transition exposures = 0.x *b + 0.y *xc + d
Where 0.x and 0.y represent the estimated proportion of assets that are expected to transition partially.

The overall transition capacity can then be expressed as a proportion of the exposures likely to transition and
already aligned out of the overall Taxonomy-eligible exposures. These exposures have either transitioned or are
on the right pathway towards transition. This represents the proportion of the Taxonomy-eligible assets that a
bank can expect not to be a source of potentially high transition risk. This proportion can be expressed in the
form of a transition capacity testing ratio (TCTR).

Taxonomy aligned exposures+Likely to transition exposures Ly
0

Transition capacity testing ratio = —
Taxonomy eligible exposures

On the other hand, the remaining portion of exposures not likely to transition represents the proportion of
exposures requiring managerial attention as a potential source of higher risk to the bank. This can be labelled as

the ‘not likely to transition’ ratio (NLTR).

Not likely to transition ratio = (100 — Transition capacity) %

Figure 7: llustrative example of transition capacity ratios

Total
assets

Taxonomy|Taxonomy| Need to |Notlikely| Proxyfor | Likelyto | Likelyto Green |Transition| Not likely
eligible | aligned [transition to partial [transition fully asset capacity to
transition |transition | partially [transition ratio testing |transition
ratio ratio
100 9 91 20 50% 50 21 9.0% 55.0% 45.0%
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Figure 8: Transition capacity

Transition capacity

= Taxonomy aligned = Not likely to transition

Likely to transition partially m Likely to fully transition

Estimation of the transition or adaptation financing needs based on transition capacity testing can support the
adjustment of banks’ business strategies, including the fine-tuning or development of new financial products
tailored to their counterparties’ transition needs. On the other hand, identifying the most vulnerable exposures
from the ‘likelihood to transition’ perspective will also enable selection of those exposures that require the most
urgent management attention from the transition risk perspective — as exposures with potentially higher risk
over the medium and long term.

If and when the activities which significantly harm environmental sustainability (so-called ‘brown activities’) are
defined by the European Commission, transition capacity testing can also be applied to evaluating the likelihood
for such activities to transition — as well as the attendant financing needs — to at least meet the ‘do not cause
significant harm’ thresholds. Similarly, once the social taxonomy has been developed this approach can be used
to estimate the transition capacity of socially related exposures.
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Conclusions

Transition capacity testing is a granular approach to evaluating the transition needs and transition likelihood of
a bank’s portfolio. The tool is designed to identify the progress banks are making towards financing the pathway
to the Paris climate goals on a forward-looking basis, translated into the technical screening criteria of the EU
Taxonomy. Subject to the time horizon of 10 years, it can create a bridge between static balance sheet
categorisation used for the green asset ratio and the multi-scenario, longer-term sensitivity analysis.

This approach requires data, which are not readily available to banks at present. However, as part of the
implementation of the EU Taxonomy and expected revision of the Non-financial Reporting Directive in the EU%,
the data needed to evaluate Taxonomy alignment and companies’ transition plans should become reality in the
next couple of years. Banks will need to use a similar set of data for the disclosure of Taxonomy-aligned exposures
under Article 8 of the Taxonomy Regulation. As a result, transition capacity testing should be practically possible
to apply within the same timeline as the green asset ratio disclosures.

The plan is for the overall transition capacity of an individual bank, or of the banking sector, to be expressed by
the simple metrics TCTR and NLTR, which in combination with the green asset ratio (GAR) could become useful
metrics for banks and supervisors to monitor the transition of the banking sector to finance the EU climate
targets.

Transition capacity testing can be implemented as an action-oriented risk management and supervisory tool to
support:

° Climate change-related strategies and transition target-setting (comparing the green asset ratio and
overall transition capacity would indicate a gap in in alignment with the EU climate pathway)

o Managerial and supervisory focus on the portfolios most exposed to transition and physical risks
o Product design (e.g. transition loans) and setting the loan origination criteria applied by banks
o Improvements in sustainability-related disclosures

Applying transition capacity testing to the banking sector in a coordinated way (‘transition capacity testing
exercise’) could support supervisors and regulators in testing the transition capacity of the sector as a whole in
order to identify the portfolios or exposures most vulnerable to climate transition risk. Using simple and easy to
understand metrics such as GAR, TCTR and NLTR will enable supervisors and risk analysts to compare data across
banks, regions or countries with ease.

23 The European Commission adopted a proposal for a Corporate Sustainability Reporting Directive amending NFRD
reporting requirements, which it published on 21 April 2021.
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