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Executive summary
Background and objectives of the EBA
Discussion Paper
This discussion paper is part of the
EBA mandates on Sustainable Finance,
and especially Article 98 of CRDV which
concerns the potential inclusion of ESG
risks in the supervisory review and
evaluation process 1. On 3 November 2020,
the EBA thus issued a Discussion Paper
(thereafter the DP), “On management
and supervision of ESG risks for credit
institutions and investment firms”2 .
This DP aims at collecting the views of
credit institutions and investment firms
about EBA proposals. These proposals
deal with how ESG factors and ESG risks
could be included into business strategies,
governance, risk management and
regulatory and supervisory frameworks.
The main topics that are addressed in the
DP are:
• The definition of ESG factors and ESG
risks. It also includes the description and
the definition of the main transmission
channels for environmental risks (i.e.
physical and transitions risks) and for
ESG risks in general (liability risks). The
EBA gives examples to understand how
these risks can materialize and how they
are interconnected. A list of ESG factors is
available in the appendix.
• The definition of ESG indicators and
metrics along with a description of
methodologies for identifying and
assessing ESG risks. Three types of
methods are presented: (i) the alignment
method, which measures how an
institution’s portfolio is aligned relative
to global sustainability targets3 (ii) the
risk framework method, which measures
how sustainability related issues affect

the risk profile of a bank’s portfolio and
its standard risk indicators, and (iii) the
exposure method, which assesses how
individual exposures and clients perform
in terms of ESG risk. The EBA outlines that
these definitions and methods are a basis
for discussion. Similarly, the indicators and
metrics are not claimed to be exhaustive
or definitive. The EBA does not either
indicate any preferences between the three
methodologies, which, by the way, could
complete each other in EBA’s view.
• The incorporation of ESG risks in
institutions’ activities. The rationale
behind is that ESG risks materialize in
the form of existing prudential risks
(credit risk, market risk, operational risk).
Thus, the DP discusses how ESG risks
should be integrated into institutions’
business strategies and processes,
internal governance and risk management
framework. Stress-testing is also
underlined as being a fundamental block to
consider.
• The reflection of ESG risks in the
supervisory review. This part logically
follows the previous one. Recognizing
that the current supervisory framework
does not explicitly integrate ESG risks and
especially their long-term impact, the EBA
makes recommendations in that respect.
A total of 29 questions are addressed
relatively to these topics.
The consultation runs until 3 February
2021. The answers will be reviewed to
issue a final report in June 2021, with a
submission to the European institutions in
December 2021.
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Preliminary thoughts on the
Discussion Paper

Operational declination of ESG
concepts

About the methods mentioned by the
EBA

The DP has a double objective: clarifying
existing concepts and mechanisms
related to ESG risks and providing
recommendations or at least views on
how ESG risks should be integrated in
the institutions’ frameworks related
to business, governance and risk
management and in the supervisory
review. In the following, we provide
some preliminary thoughts on each of
these topics. More specifically, we have
addressed additional questions, not or not
explicitly raised by the EBA, that are related
to the topics of the discussion paper or
that go beyond. Feedbacks from financial
institutions on those questions could be of
interest in addition to the questions raised
by the EBA.

Institutions are asked to provide their
views about the proposed ESG-related
definitions and mechanisms (risks, factors,
transmission channels). It would be
interesting if these institutions would
also comment on how these concepts
may be declined in an practical manner.
Indeed, some may appear as further
concepts from operational considerations
and processes. As the institutions have
already begun to implement ESG risks
frameworks, although with a different
degree, their feedbacks on the difficulties
they are facing would bring relevant
materials for the EBA.

As far as methodologies are concerned,
they significantly differ one from
the other. For instance, the Portfolio
Alignment Method aims at measuring how
far institutions are from usually agreed
targets5 whereas the Risk Framework
Method endeavor to model the impact of
ESG risks on banks’ risk profiles. The EBA
performs a relevant analysis of pros and
cons of the three proposed approaches
but does not prescribe one or another
approach and even suggests that they
could complete each other.

About the definition of ESG factors and
risks and their transmission channels.
Despite (or because) many initiatives have
been taken from everywhere on ESG risks
(policy-makers, central banks, think-tanks,
university researches or industry), there
are currently a lot of questions around
the best way to proceed. In that respect,
the EBA has performed a valuable work
by gathering and synthetizing existing
materials. Although being non-definitive
and non-exhaustive, the list proposed
by the EBA of ESG factors and their
associated risks provides a sound
starting point that is likely to be built on in
the future regulatory guidance. Clarification
related not only to ESG factors but also
to transmission channels that lead ESG
risks to materialize (physical risk, transition
risk, liability risks). Provided that the
respondents will not significantly disagree
with this understanding, it will de facto
contribute to drive the future way of
thinking ESG risks and therefore lead
to a uniformization to a certain extent.
However, we may wonder whether such
an homogeneity is not about to come to
soon because thoughts and knowledge
about ESG risks and mechanisms remain
at an early stage. At a minimum, a periodic
review of those concepts should be
foreseen.
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Transmission channels
Regarding the transmission channels (eg.
transition or physical risks), we find that
the way they are articulated with the ESG
factors or risks is far from being obvious.
What is the view of the institutions on that
question, again, not only on a theoretical
consideration, but on an operational one?
For example, is there a reasonable chance
for an institution to be able to implement
the complex question of the interaction
between physical and transition risks, as
discussed by the EBA (see §69 to §71) or
does such an interaction primarily remain
theoretical?
Positive impacts of ESG factors
It is also worth mentioning that ESG
risks’ definition consider only -or at
least primarily- negative impacts4 .
Although it is justified given EBA’s mandate
to address prudential risks, financial
institutions may also need to consider
ESG risks as an opportunity to grow
their businesses and/or profitability.
Financial institutions may therefore wish
to adopt a more holistic approach to deal
with the two faces of the same coin. This
important issue is related to a dedicated
question by the EBA (question #3) and it
can be expected that institutions provide
interesting points of view on it.

In comparison to traditional prudential
risks that largely rely on historical data,
the proposed ESG methods focus more
on sensitivities and scenarios. The lack
of accurate data and the absence of
deep time horizon are the main reasons
why. This limitation has important
methodological consequences. For
example, probabilities are not considered
in EBA’s proposed ESG methods6 and
forward-looking approaches are strongly
encouraged, especially for long term
horizons7. A great emphasis is therefore
put on stress-testing. This raises the issue
of ESG risks day to day monitoring specially
in the loan origination process.
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An important open topic: the
consistency between the methods and
the role of the institutions
Main EBA’s questions of this part are
related to what institutions think about
such methods or if they plan to use them.
Although the answers will certainly be full
of information, we think it would also be
important to get the view of the institutions
about the consistency between favorizing
the target a green economy and ensuring
at the same time their financial stability.
Indeed, some analysis have put forward
that both objectives could be contradictory,
for example when trying to set up a
framework of capital requirement through
Pillar 18 . Put another way, this question is
crucial as it addresses the main role of a
financial institution. Even when all agreed
about a theoretical convergence of both
objectives in the long term, it makes sense
only if financial institutions are still alive!
A discussion with the institutions would
therefore be highly desirable in that
respect9.
It is to be noted that this issue may be
related to the one raised in the 1st part that
deals with some possible positive impacts
of ESG factors. Focusing only on negative
impacts, as suggested by the EBA, may
increase the risk of inconsistency between
a low carbon target and the necessity of an
institution to manage its financial stability
at least in the short term. By contrast,
recognizing the positive effects may help
the institutions to mitigate the negative
impacts of the constraints stemming from
green targets. It is to be hoped that this
question will also be addressed by the
institutions.
About the incorporation of ESG risks in
the risk management process
When addressing the question of
incorporating ESG risk considerations in
the financial institutions risk management
processes, the EBA’s view looks close
to the ECB’s one10 . The same areas are
considered (business, governance, risk
management)11. Requirements addressed
to Financial Institutions are numerous,

deep and concern multiple aspects of
the institutions’ activities. Therefore,
significant changes in organization,
system information and processes
are expected in order them to comply
with those new requirements. This is
even more challenging that the long-term
considerations required all along in the
discussion paper appears to be a new field
for institutions as well as for supervisory
investigations.
Capital requirements
Additional capital requirements for ESG
risks is still an open question12 .However,
it seems unlikely that regulators and
supervisors would not ask to incorporate
those risks in the capital adequacy
framework, in one way or another.
The EBA states that ESG risks are drivers
of traditional prudential risks (credit risk,
market risk and operational risk) and also
materialize in liquidity and funding risk. In
a restrictive interpretation13 , such a view
may have important consequences on
future prudential capital requirements.
The view taken that ESG risks are drivers
for traditional prudential risks, may
suggest that a specific capital requirement
dedicated to ESG risks would not be
considered. It would clearly complexify
the Capital Adequacy Framework and its
monitoring since it would require linking
traditional prudential risks with ESG
risks14 . Financial institutions will be facing
significant challenges, considering the early
stage of the knowledge on ESG risks and
the difficulties to model and to collect data.

the risk managers will communicate
to the Board about uncertainties of
the ESG risk measures and how such
uncertainties may be overcome in order
to take practical decisions that engage
the whole institution.
Other specificities of the ESG risks
Through its questions, the EBA addresses
the specificities of the ESG risks to varying
degrees. We think that among them, some
deserve a special focus in the respondents’
answers. These are:
• The relative magnitudes that an
institution should give to the different
components of ESG. For example,
in the method consisting in rating a
counterparty, the final score depends on
the weights that have been attributed to
the ESG subcomponents.
• The potential overlaps of ESG
subcomponents. These are even more
likely to occur that there are several tens
of ESG factors and indicators.
• The necessary increase of the expertise
of the business managers for managing
the ESG risks. For instance, knowledge
of geographical features, in addition to
the more classical sectorial knowledge,
becomes essential in regard to climate
and physical risks.
• The huge amount of data that are
required to fulfill the metrics associated
to each ESG factors, that clearly raises
the issue of obtaining those data.

The decision processes
The ESG risk management encompasses
specific issues that raise complexity in
the decision processes. For example, the
long-term feature of ESG risks leads to
irreducible and large uncertainties as well
as many possible and disparate outcomes,
depending on the results of the scenarios.
In that context, it would be interesting to
know how institutions are contemplating
to organize their decision process
and the related governance, how
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Main Elements Of The Eba
Discussion Paper

How the EBA frames the ESG factors
and risks
In the discussion paper, the EBA doesn’t
consider ESG impacts stemming from
financial institutions’ own activities but
only those impacting their financial
performance and solvency via their
counterparties15 .
The EBA notes that many international
initiatives have tried to frame ESG factors16 ,
but a common definition is still missing.
The EBA proposes 5 intrinsic features17
for an ESG factor. The definition is then
proposed: “ESG factors are environmental,
social or governance characteristics that

may have a positive or negative impact on
the financial performance or solvency of an
entity, sovereign or individual” (§ 30). This
general definition is declined into E, S and G
components (see below). A non-exhaustive
list of ESG factors is also provided. The
definition of ESG risks is straightforward
once ESG factors are defined: the EBA
systematically refers to negative impacts
stemming from institutions’ counterparties
on the financial or solvency of such
institutions: “the ESG risks for the purpose
of this discussion paper are defined from
a prudential perspective, in the context
of the supervisory review, as the negative
materialisation of ESG factors.” (§34)

Comment: such interconnections
are sources of difficulties when
measuring the magnitude of
environmental risk because a
double counting is likely to partially
occur between their components
or the way they materialize. On
the other hand, integrating or
modelling this interconnection is
highly challenging. The discussion
paper does not go further on this
question.

Table n° 1
ESG factors Country

EBA proposed definition

Environmental Greece

Factors related to the quality and functioning of the natural environment and systems, which may have an
impact on the activities of the institutions’ counterparties (cf. §40)

Social18

Factors related to the rights, well-being and interests of people and communities, which may have an
impact on the activities of the institutions’ counterparties (cf. §72)

Governance

Factors cover governance practices of the institutions’ counterparties, including the inclusion of ESG factors
in policies and procedure under the governance of the counterparties (cf. §80).
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Environmental risks materialize by the
mean of three channels: physical risks19
defined in §54, transition risks20 in §68
and liability channel21 in §90. The latter is
discussed separately as it also concerns
social and governance components in EBA’s
view. Although environmental risks are
usually associated to climate factors, the
EBA stresses that the definition extends
beyond (e.g. water, pollution, biodiversity,
etc. issues that are not per se climate risks).

As far as social and governance risks are
concerned, they are much less addressed
by the EBA, who mainly proposes
definitions and gives several examples.
The EBA notes that in comparison to
environmental issues, the impact of social
and governance risks stemming through
physical and transition risk channel is
far from being obvious. In addition, the
evolution of social norms, preference
and policies is less predictable than for
the environment. As a consequence,
a distinction Physical / Transition is
not retained by the EBA for social and
governance risks.

Environmental

Physical

Transition

Comment: the effort made by the EBA to review, compare and capitalize on
existing works from international institutions and industries is highly valuable.
Those works are systematically referenced in the paper and provide much food for
thoughts.
The Discussion Paper provides more clarity to widely used concepts and proposes
definitions of ESG factors and risks and of their transmission channels. In addition,
the mechanisms by which the ESG risks materialize are clearly described. Last,
the discussion paper brings welcome clarifications on some confusing terms and
concepts (e.g. environmental vs. climate-related, financial vs. environmental / social
materiality, exogeneous impacts vs. own impacts).
No clear separation exists between climate-related and other environmental
risks because of the interconnection and even overlap between them. In a similar
manner, close interactions exist between transition and physical risks including the
existence of trade-offs between them.

Comment: such interconnections are sources of difficulties when measuring the
magnitude of environmental risk because a double counting is likely to partially
occur between their components or the way they materialize. On the other hand,
integrating or modelling this interconnection is highly challenging. The discussion
paper does not go further on this question.

Social

Liability

Physical and Transition not split

Governance

Liability

Physical and Transition not split

Liability

Above: the way EBA classifies the ESG risks. It can be noted (i) that Liability risks and channels apply to all E, S, G and (ii) only environmental
risks is split in physical and transition risks as the EBA considers that such a split is too complex to apply to two other risks.
The EBA however emphasizes the existence
of close correlation between environmental
and social risks22 . Governance risks are also
interlinked with that risks23 .
7 out of the 29 questions asked to
respondents are related to this part. They
mainly ask for the view of respondents
of the definitions and the transmission
mechanisms proposed by the EBA, and
if these definitions also apply without
difference to investment firms.

Comment: correlation and interconnection mechanisms are widely addressed by
the EBA by the mean of many examples, in addition to other effects like overlap and
trade-offs. The problem of their modelling and the way they may be considered in
a future framework is however not covered by the discussion paper and raises high
challenges in the future. Indeed, correlations between E, S and G risks could raise
complex issues when modelling and measuring these risks.
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Quantitative approaches to ESG risks
There are significant challenges to the
measure and integration of ESG risks
in the Risk Management. Among them:
the level of uncertainty, insufficient data,
methodological constraints, time horizon
mismatch, multi point impacts of ESG risks
and non-linearity.

As a first step, an approach to assess ESG
risks should include the identification
of exposures according to ESG
characteristics (asset class, sector, etc.).
Then methodological tools are needed
to perform the evaluation of the risks,
according to a risk-based approach that
consider the likelihood and the severity.

As far as climate-related factors are
concerned, some indicators have been
defined and are measured, following
international principles and standards, and
especially taxonomies24,25. The challenge is
to extend them to all ESG factors. Based on
this available material, the EBA proposes
a set of indicators and metrics along with
ESG factors.

Table n° 2 based on information in Appendix 1
Environmental Factors

# of indicators

# of metrics

Production of GHG/ CO2 emissions

6

6

Energy efficiency

3

3

Water use and availability

1

1

Circular economy

3

3

Biodiversity and healthy ecosystems

5

5

18

18

Total

Environmental Hazard
(physical risks with environmental and social impacts)
Environmental Factors

# of indicators

# of metrics

Heatwaves

2

3

Water availability, droughts

2

3

Floods

4

5

Wildfires, hurricanes, earthquakes and mass movements

2

4

Biological hazards

1

1

School and work absenteeism

1

1

Migration

1

1

Homeless

1

1

Deaths

1

1

15

20

Total

Social Factors

# of indicators

# of metrics

Community / Society

2

2

Employee relationships / labour standards

7

13

Customer relationships

4

12

Human rights

1

1

Poverty / famine

1

2

15

30

Total
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Governance Factors

# of indicators

# of metrics

Ethical considerations

4

6

Strategy and risk management

2

2

Inclusiveness

1

3

Transparency

1

2

Total

8

13

Comment: this list provides a
large amount of ESG factors and
is even not exhaustive, as stated
by the EBA. Such a granularity
reflects the diversity of the ESG
risks. However, it can be asked
whether the risk is not to lead to
overlaps between some of these
factors. This raises the issue of a
partial double counting and / or
the ability to model the interaction
or correlation between these
factors. This example illustrates
one of the difficulties to set out
a relevant list of ESG factors at
an appropriate level: a too high
level (low granularity) leads to the
risk of missing important sources
of ESG risks and to the risk of
multiple different interpretation or
operational declinations. On the
other hand, a too high granularity
exposes to overlap as outlined
above.

Once indicators are defined, the next step
is to translate them into risks assessments
with an appropriate approach. In the EBA’s
view, all methodologies should follow the
objective of assessing the alignment of
portfolios with sustainability goals. Three
different ways are put forward, as a basis
for discussion.
• Portfolio Alignment Method (§113 and
seq.)
This method consists in understanding
how far portfolios are aligned with
agreed targets and especially climate
targets (alignment to the Paris
Agreement 2 degrees scenario).
Examples of such approaches are
PACTA Tool26 or UNEP FI’s Principles
for Responsible Banking, the latter
considering all ESG components by
contrast to PACTA Tool.
• Risk Framework Method (§119 and seq.)
This encompasses climate stress testing
and climate sensitivity analysis. The
former relies on projections of different
variables (carbon prices, temperature,

macro-economic variables and market
data) and translates these results in
terms of portfolios’ risks. The second
method consists in changing some
attributes of the portfolio and deducing
the impacts on risks indicators.
• Exposure Method (§131 and seq.)
This approach relies on ESG ratings
or scorings. It aims at measuring the
performance of portfolios in terms of
ESG factors.
Each of these three approaches allow
to consider ESG factors both when
originating exposures and when
subsequently monitoring ESG risks. The
EBA also analyses the pros and cons of the
above approaches (§146).
7 out of 29 questions are dedicated to this
part. They mainly ask if the respondents
use the proposed ESG indicators and the
indicated methods.
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Comment: EBA’s classification brings some clarity in a context where a large number of approaches and metrics are available.
The three proposed approaches significantly differ in their objective as well as in the information they provide. It should be
noted that they often concern climate-related risks, more than social and governance risks, with the exception of ESG scoring
methods which usually apply to all ESG components.
An important feature is the global objective stated by the EBA (§109): “Ultimately, all approaches have the same objective of
assessing the alignment of institutions’ portfolios with global sustainability goals”. In contrast to “classical” risks (as credit risk),
these objectives are external from the institutions. This may originate a tricky issue as the consistency between favorizing the
target a green economy and ensuring at the same time financial stability. Indeed, some publications, for instance an analysis of
I4CE, have put forward that both objectives could be contradictory, for example when trying to set up a framework of capital
requirement through Pillar 127. Put another way, this question is crucial as it addresses the main role of a financial institution and its
“duties” with respect to the society. In the discussion paper, the EBA seems to consider that both approaches would be consistent
at least in the long term. However, it is difficult to find solid elements that would ensure a consistency in the short term. This
raises the question of which philosophy will be chosen in the future for establishing a risk management framework and potentially
prudential impacts. Therefore, the challenge would be to find a such a framework consistent with sustainable goals in the long
term while avoiding failures of institutions in the medium- short term.
If the main objective, as stated by the EBA in §109, is the alignment with global sustainability goals, then the Portfolio Alignment
Method would appear as a good candidate. However, as stated by the EBA, this approach does not explicitly reconcile with the
risks of the individual exposures within various portfolios.
For that reason, it is possible that the EBA would support the use of several methods (including possibly other methods than the
3 mentioned above). Such a requirement would also make sense in a context where methods and data are far from being robust.
Different approaches and analysis axes would be consequently an appropriate way to provide relevant insight.

Incorporating ESG risks in the
institutions’ activities
The EBA observes that the incorporation
of ESG risks in their effective
management framework needs
significant improvements. Three
domains are especially concerned:
business strategies and processes,
internal governance and risk
management. These issues are also
discussed in the recent ECB paper “Guide
on climate-related and environmental risks”
28
, issued in November, with similar views as
those from the EBA.
Regarding business considerations,
several sound reasons justify their
integration. First, business activities
are directly or indirectly impacted by
international initiatives as the latter aim
at transforming the economy into a more
sustainable one. Secondly, the risk for
them to be deeply impacted increases as
the environmental conditions deteriorate.
Another reason is linked to the time scale
characteristic to ESG issues which requires
the integration of ESG risks in the longterm business strategy. As a consequence,
the EBA expects the institutions to:
• monitor how ESG risks affect macro10

economics and sectoral business
environment, that may lead to an
adaptation of business strategy. This is
especially important for longer horizons
than those usually considered (3-5 years).
• define ESG objectives and associated
limits, with sectorial and regional
declinations. Sustainable Development
Goals and EU Taxonomy are important
points of reference.
• engage with customers, counterparties,
sectoral organization, etc. in order to
mitigate risks.
• consider the development of sustainable
products29, not only to comply with
sustainable goals and requirements
but also to meet increasing customers’
expectations.
The EBA asks for integrating these
considerations in directives and regulations
for the banking sector.
As far as internal governance is
concerned, the management body
should be involved by understanding ESG
risks and ensuring the existence of an
appropriate and effective framework of
monitoring. In this respect, the EBA may
recommend setting up specialized ESG

risk-related committees, along with the
consideration of interactions between
ESG risks and prudential risks and the
appointment of a dedicated member of the
management body.
The internal governance framework
traditionally relies on the ‘three lines of
defense’ model. Therefore, it is necessary
to translate the ESG aspects in order
to be in line with this framework and
its components (business lines, risk
management, compliance and internal
audit function). This should be done in
respect with the institution’s risk appetite,
policies and procedures. Attention should
be drawn to specific risks like greenwashing, conflict of interest stemming
from short term incentives, undue ESG risktaking, etc.
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Risk Management: As for traditional
prudential risks, ESG risks may be
considered in the institutions risk appetite
along with metrics and limits, that may
be of new types30 .The latter should be
declined within the group and its activities.
They should incorporate backward looking
and forward-looking indicators. Emphasis
is on counterparties creditworthiness and
loan origination process31 which should be
assessed in the light of ESG risks.
The EBA considers data availability and
accuracy as a challenge for the building
of methodologies as well as for the
loan origination process and for Pillar 3
disclosure and transparency purposes.
The transmission of ESG risks to prudential
risks requires a significant adaptation of
existing data or traditional risk indicators.
For instance, credit parameters (PD,
EAD, LGD) usually don’t integrate ESG
considerations whereas they are impacted
by them32 . Market volatility may significantly
reach assets that depend on ESG policies
and regulation. Operational risks are also
concerned via reputational and liability
risks. By contrast with a common view,
even liquidity and funding risks may be
affected33 .

Comment: the EBA considers that ESG risks are drivers of traditional prudential
risks34 . Therefore, ESG would not be considered as a risk per se. This way of viewing
ESG risks implies to be able to link them with the credit, market and operational
risks, which is very challenging. Another view would have been to consider ESG
risks in addition to prudential risks. Such an approach would perhaps have been
less relevant to a certain extent 35 but simpler to implement, at least as a starting
point.
Dialogue between institutions and stakeholders (borrowers, investee companies)
is considered by the EBA as a way to mitigate ESG risks. The rationale behind the
“educational role” of institutions could be more precise as it is very different from
financial risks management.
It is to be noted that the EBA does not provide comprehensive examples or tracks
of how traditional prudential risks are driven by ESG risks. As a consequence,
significant work and development still remain to be done in order to establish these
links and model them.
Climate risk stress testing

The case of investment firms

As of today, attention has been drawn
to environmental and more particularly
climate risks for a quantification of them36 .
Still important challenges and limitations
remain as: little available data, difficulties of
classifying green vs. non-green exposures37
, calibration of the scenarios considering
interactions between policy, technology
and economic sector shocks, discrepancy
between business usual time horizons
(until 5 years) and scenario horizons
(until 30 years), necessity of forwardlooking approaches that are able capture
differences between sectors.

The EBA acknowledges that some
investment firms are not systemic
and bank-like (e.g. asset management
companies), with therefore different
ESG risk metrics, business strategies,
internal governance and risk management
framework. However, these firms are also
required to incorporate ESG risks.

For that reasons, in EBA’s view, climate
stress tests remain work in progress and
they are significantly less informative and
reliable than classical supervisory stresstests 38,39.

7 out of 29 questions deal with the
management of ESG risks by institutions.
The objective is to hear the views of
the institutions on the proposed way
to integrate ESG risks in the above
areas. A specific question concerns the
smaller institution and their vulnerability
and another one the particularities of
investments firms.

Stress-tests form an important analysis
block of ESG risks. The EBA expects the
institutions develop and improve climate
stress tests 40 , keeping in mind the main
objectives 41, while maintaining current
stress tests and scenarios as a reference.
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Integrating ESG risks in supervisory
review
The EBA clearly states that ESG risks
materialize in the form of prudential risks.
However, they are not explicitly included in
current directives as CRD42, IFD43 or in the
SREP guidelines 44 .
Based on its previous analysis, the EGA
gathers the domains that would fall into the
supervisory review as follows:
• Business model (§293 - §315). ESG
factors should be included in the
business model analysis: business
environment, model, strategy and
assessment of its sustainability. The
EBA calls for introducing a new area of
analysis in order to assess the long-term
resilience of the institutions.
• Internal governance (§316 - §327).
Supervisory review will for instance deal
with the governance framework, the
management body and the risk culture,
the remuneration policies, the risk
management framework, information
systems.
• Assessments of risks to capital (§328 §353). Risks that are explicitly considered
in the discussion paper are:
– (i) credit and counterparty risks.
Supervisors will, for instance, review
how the ESG risks are considered in
the risk profile of the counterparty, how
the credit strategy is fully aligned and
properly reflects the ESG risk appetite
in addition to the follow up of the EBA
guidelines on loan origination and
monitoring.
– (ii) market risks with a specific focus on
market strategy and investment criteria
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defined by the institutions and how the
latter monitor them.
– (iii) operational risks, for which
supervisory review will consider the
exposures on potential reputational
and legal damages, with a specific
attention to liability risks.
• Assessments of risks to liquidity and
funding (§354 - §358). The liquidity
needs and the maintain of adequate
liquidity buffers under normal and
stressed conditions should incorporate
ESG risks with a governance and a risk
management framework.
The incorporation of the ESG risks as
drivers of financial risks accords with the
principle of proportionality, depending
on the magnitude of the risks of the
institutions 45 .
The EBA notes that current methodologies
are at early stages and emphasizes
the necessity for the institutions to
improve their knowledge with the latest
developments. This is especially true when
comparing environmental methodologies
with those of Social and Governance, the
latest being less advanced.
6 out 29 questions to institutions
addresses the topic of the supervisory
review. The EBA asks for the opinion of
the respondents about the incorporation
of ESG risks in the 4 domains above. A
question (#23) is specifically dedicated to
the extension of the time horizon and the
issue of the long-term resilience, as being a
new area of the supervisory assessment.
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Positive impacts can also stem from ESG factors. For example, transition risks may represent an opportunity for companies that have invested in green
technology and are in good position relatively to their competitors who would not have made such investments.
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These targets, when quantitative, mainly concern climate risks.

6.

Because not enough historical data would be available to calibrate probabilities. By contrast, in Credit risks, probabilities of default are largely used while in
Market risks, Value-at-Risk metric intensively uses probabilities associated to a large palette of market risk factors.
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However, the forward-looking approach does not clearly appear in the third method (the Exposure Method).
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See for example the interesting analysis from I4CE (Institute For Climate Economics): ‘Intégrer les risques liés au climat dans les exigences de fonds propres des
banques’ in which the authors give examples of undesired and contradictory effects when trying to simultaneously satisfy both objectives. On its side, the EBA
seems to acknowledge existence of some inconsistencies but considers a convergence in the long run.
https://www.i4ce.org/wp-core/wp-content/uploads/2020/03/IntegratingClimate_EtudeVF.pdf
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This issue is specific to ESG risks. In the prudential risk framework, risks methodologies, ratios, or other metrics concern the institutions themselves, not the
financial world as a whole. For instance, there are no global targets that would be related to the market volatility.

10. See the “ECB Guide on Climate-related and Environmental Risks”. A first draft has been published in May 2020 and the final one in November 2020
11. However, the EBA paper gives much more emphasis to ESG features and specificities, with many and more comprehensive examples. It should be noted that the
length of the EBA text is around three times the ECB one.
12. The EBA still assesses “whether a dedicated prudential treatment of exposures related to assets or activities associated substantially with environmental and/or
social objectives would be justified as a component of Pillar 1 capital requirements” (§7).
13. i.e. if ESG risks would entirely be contained in prudential risks.
14. In order to compute the capital requirement, the institutions sum the credit risks, the market risks and the operational risks (in addition to other specific risks). No
compensation is allowed between these risks. Following this framework, one could contemplate the possibility of adding a new category of risk, without explicit
link to the already existing risks.
15. Counterparty has here a general meaning. It may refer to a client or an issuer. However, the EBA acknowledge that it is less relevant for investment firms.
16. In the EBA’s paper, an ESG risk is defined based on the related ESG factor. A risk stems from a factor in the sense where it materializes the impact of the ESG
factor.
17. (i) factors that are traditionally considered as non-financial, (ii) uncertainty about impacts, (iii) negative economic externalities, (iv) patterns arising from the value
chain and (v) increased sensitivity to changes in public policies designed to mitigate climate change and other externalities.
18. Definitions of social factors are more difficult to find than for environmental.
19. Including acute physical effects and chronic physical effects
20. Including climate and environment related policy changes, technological changes, behavioural changes. Note that these risks may be differently categorized
or differ according to EC, TCFD or NGFS. In EBA’s view, legal risk is for instance not fully captured by transition risks and should be consider outside them.
21. Risks that may occur when enterprises are held accountable for negative impacts and therefore are asked to provide compensation.
22. For instance, unrests, migration in regions that are affected by environmental degradations.
23. For instance, the Diesel emissions scandal where environmental violations were linked to failures in compliance and governance.
24. For instance, the GHG Protocol methodology, TCFD and EC recommendations, EU Taxonomy Regulation.
25. The EU Taxonomy Regulation defines a set of criteria that identify sustainable economic activities.
26. Paris Agreement Capital Transition Assessment Tool.
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28. https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.202011finalguideonclimate-relatedandenvironmentalrisks~58213f6564.en.pdf
29. For instance, ‘green’ bonds provided they follow standards as stated by the Green Bond Principles.
30. For instance, exclusion of sectors in transition risks, limits related to geographical aspects for physical risks, exclusion of counterparties that don’t respect social
criteria, limits on financing projects that would ham environment, limits based on ESG score.
31. On 29 May 2020, the EBA published its “Guidelines on loan origination and monitoring” that expect institutions to develop robust and prudent standards to
ensure newly originated loans are assessed properly.
32. For example, weather conditions can lead to severe droughts which in turns impact the credit quality of agricultural business.
33. For instance, a risk that materializes in a damaged geographical area may lead to significant withdrawals in the institutions of that area. Increased funding risks
may occur from changes in the preferences of customers who may deposit in other institutions.
34. Of course, it does not mean that prudential risks entirely derive from ESG risks.
35. ESG risks have undoubtedly links with some prudential risks. However, it does not mean that all ESG risks are entirely contained in them. This is even a strong
assumption.
36. The main reason is that they are less challenging to model than social or governance ones.
37. Despite the publication of the taxonomy from the European commission.
38. Climate stress-tests methodologies typically consider how the balance sheet is affected by risk factors stemming from scenarios and how the bank exposures are
impacted (mainly credit and market exposures). They are applied at different levels of aggregation.
39. The methodologies and the data that are used in these exercises have been subject to a pilot sensitivity analysis launched by the EBA in May 2020. It gathers 29
banks from 10 countries. A main goal is to provide comparable assessment on banks exposures to climate risks.
40. For instance, by using multiple scenarios instead of one or two as done in supervisory stress-testing and developing forward looking approach rather than a
probabilistic one for the long run.
41. Mainly: assess climate-related risks, inform on institutions’ business and strategies resilience, determine the effectiveness of business strategies, etc.
42. Article 97
43. Article 36
44. There are 6 SREP elements which are related to business model, internal governance, risks to capital, risks to liquidity and funding, capital assessments and
liquidity assessments.
45. This does not mean the size of the institution is the relevant criteria. As mentioned by the EBA, some small institutions may have a significant dependence to ESG
risks, depending on the sectors, the geographical areas, etc. they operate.
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