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In the next hour:

» AFME - Climate Risk Stress Testing

> Q &A

» Introduction: GCD Climate Risk Focus Group
» Closing Remarks
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» Established collector of hard-to-get credit risk

experience directly from banks’ books

S » Banks are in the driver seat
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to contribute to a better understanding of credit risk,
to promote quality, standardization and
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the ability of the Members to actively manage the
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Credit Dat

Key Value| Address climate related credit risks faced by banks.

Key Focus Areas
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Stress Testing and Scenario Analysis @ Bringing climate risk into PD and LGD modeling
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Get Involved!
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Purpose of the Report (1/2)

** We aim to take stock of the work banks have already undertaken to drive best practice and bridge
efforts of banks and policymakers to improve climate risk stress testing methodology and data.

** Our report highlights the industry’s commitment to work together to build on the ECB effort and drive
EU and international initiatives underway.



https://www.afme.eu/Portals/0/DispatchFeaturedImages/AFME_ClimateRisk2023_09.pdf

Approach to the Design of the Report

Extensive Research
on Supervisory
Reports and

Our report builds upon SEILEILE DL IS We have collaborated
. . Testi 9 . .
industry learnings from Leading torisdictions with Oliver Wyman to

the 2022 ECB climate
stress test.

bring additional resource
and insight to this

Engagement with .

ECB, EBA and NGFS project.

@ External Insights
@ 'nternal Insights

Survey of 15 AFME Interview with 9
member banks AFME member banks

AFME-Oliver Wyman Climate Risk Stress Testing Report



https://www.afme.eu/Portals/0/DispatchFeaturedImages/AFME%20Climate%20Risk%20ST%20Key%20Learnings%20-%20Public%2004012023%20(PDF)-1.pdf
https://www.afme.eu/Portals/0/DispatchFeaturedImages/AFME%20Climate%20Risk%20ST%20Key%20Learnings%20-%20Public%2004012023%20(PDF)-1.pdf
https://www.afme.eu/Portals/0/DispatchFeaturedImages/AFME%20Climate%20Risk%20ST%20Key%20Learnings%20-%20Public%2004012023%20(PDF)-1.pdf

Key Findings - Overview

Scope:

87% of banks believe that it is relevant
to define materiality thresholds based
on exposure and climate “riskiness” to
understand the most impacted
portfolios in future exercises.

Scenarios:

Most respondents (67%) see the lack

of short-term scenarios as the biggest
challenge and 53% of banks intend to
integrate nature and related risks into
scenarios in the next two years.

Iad

Data:

Most respondents rely on external
data providers for climate (100%) and
physical risk data (87%).

Risk Types:

While most respondents support
improving the approaches to credit
(100%) and market risk (67%), there is
a growing appetite among banks
surveyed (up to 20%) to explore the
impact of climate risks on other
financial risk types such as reputational
and funding risks

Time Horizons:

67% of banks would welcome more
focus on shorter time horizons (i.e. 3-5
years) in future stress tests.



Key Findings (Credit Risk) — Data Visualisation (1/3)

Would it be helpful to introduce materiality thresholds to focus on relevant
portfolios for credit risk? @ Do you consider climate risk with your IFRS9 expected loss modelling?

13%
7% ] No, but we intend to once we have a better understanding
of the transmission channels and drivers

. Yes, based on both exposure and
climate “riskiness” of portfolio

[ No, and we currently have no plans to
47%

= Yes, based on climate “riskiness” [ No, but we intend to in the next 2-years

of portfolio
| Yes, but we do not use the output of our climate
B7%% stress testing analysis to do this
Which risk types do you believe should be included in the next EU supervisory @ Which sectors do you believe that counterparty-level analysis is useful?

stress test?

Al sectors, with materiality of exposure used |, 7
100% None, climate stress testing should be performed NN 33%
Power generation |G 20%

Credit risk

oo | i E—
Steel | 13%
Coal 13%
Reputational risk 20% Agriculture [ 13%
Shipping [N 7%
IRREB l 7% Chemicals 7%
Airlines [ 7%



Key Findings (Credit Risk) — Data Visualisation (2/3)

@ How What are the biggest challenges to corporate physical risk modelling currently?

Low quality data on corporate assets i.e. locations, resilience ||| NGEKENGEGEGEGEGEEE 0
Lack of data on supply chains _ 67%

I

I

—

T

High cost of physical peril data 13%
Other . 7%

Lack of common industry approach

Quality of physical peril data
Macro variables included in scenarios don't properly capture

Limited understanding of key transmission mechanisms

@ How What are the biggest challenges to corporate transition risk modelling currently?

Quality of emissions data

Lack of common industry approach

Reflecting net-zero strategy in dynamic balance sheet projections
Limited understanding of key transmission mechanisms

Lack of data on supply chains

Other

Scope of variables included in scenarios

Quality of production data

Getting consistency with net-zero target setting

@ How are you looking to address gaps in data coverage?

Use of external data providers for climate data

Use of simple proxies (e.g. by region / sector / size)

Use of external data providers for physical data

Sourcing data directly from clients

Manual scraping of data from disclosures
Involvement with industry/country initiatives (e.g....
Broader use of advanced analytics (e.g. machine learning) to...
Use of NLP and other advanced techniques to source data from...

Other

0%

100%
93%
87%
60%
47%
33%
20%
13%

I 7
— B2
— EZ

—
= B

I 20

— B

13%

I 13%



Key Findings (Credit Risk) — Data Visualisation (3/3)

@ How do you use results of supervisory climate risk stress tests internally?

To understand portfolio sensitivity to adverse scenarios _ 87%
33%

Strategy setting 27%

Capital planning - 20%

@ Are there any use cases which you don’t currently use climate risk stress testing
output for currently, but intend to within the next two vears?

Credit decisioning
Strategy setting
Engaging with clients

67%

To understand portfolio sensitivity to adverse scenarios  [NENEGEEE 334
prices |
Capital planning |G 27
ICAAP 13%

Other

67%

@ Do you think climate risk should be included within the Pillar | capital framework?

MNo, this should be reflected within the
Pillar 2 framework

Potentially, but we need a better
understanding of transmission channels
and drivers before we do



Next Steps: Considerations in Supervisory Development (1/2)

Climate Risk Stress Testing Report Launch:

AFME held a webinar (Thursday 22 June 2023) to further discuss the state of play of industry climate risk stress testing and
common challenges and provide supervisory insights - in particular regarding short term scenarios and Pillar 2 - from the ECB
and industry participants among others.

The ECB and NGFS are working to develop a conceptual framework for nature-related consideration — the ECB is providing
recommendation to the NGFS scenarios workstreams on how to integrate nature related risk into climate risk scenarios.



https://youtu.be/AV-vXCqybr8

NGFS Work on Short-Term Scenarios

Next Steps: Considerations in Supervisory Development (2/2)

The ECB is supporting the NGFS to provide better scenario narratives and horizons as part of key priorities for the next 2 years. These
will cover new short-term scenarios which are grounded in the long-term scenario framework but with a 3-5 year time horizon. This will
allow for:

* A more dynamic translation of shocks to near-term impacts

* Accounting for shocks that have a short-term impact but may subside in the long-term, including cyclical factors, compound shocks

and feedback loops

* Incorporating the role of expectations and preparedness
Q3/ Q4 2023: The NGFS will publish a conceptual framework reflecting the NGFS workstream members’ thinking on short-term
scenarios, specifically applications, narratives, shocks and calibration and possible modelling frameworks.
This will then guide the modelling team which is chosen (there was a recent tender for applications which has now closed), it will also
guide institutions wishing to align with the NGFS in terms of development of short-term scenarios
Q4 2024: New NGFS short-term scenarios which have the potential to be used in climate stress tests, monetary policy assessment and
economic assessments.

Fit-For-55 Climate Risk Stress Test Exercise: The work of the NGFS on short-term scenarios will not be considered in the preparation of
the 2024 ESAs exercise. Templates have now been made available for this exercise and are under consultation.

EBA stress testing mandates in CRR3: to cover both internal and regulatory exercises, de minimis. Due by entry into force of CRR3 +
12m (i.e. 2025-2026)



Annex: Recommendations - Credit Risk (1/3)

y::

Future regulatory Climate Risk Stress Test exercises should run at a minimum every 2 years and leverage off the experience of the ECB
2022 exercise.

Banks support the ‘Fit for 55’ exercise in 2024 but early clarity on the process and data requirements would be welcome.

Future regulatory stress tests should consider interaction with other supervisory initiatives and banks internal obligations.

Future regulatory Climate Risk Stress Test exercises should continue to concentrate around three main risk types — (credit, market, and
operational).

While NGFS scenarios provide a good global baseline for banks, there will continue to be a need for banks to integrate their own data
and relevant scenarios to support meaningful and quantifiable scenario analysis. Banks are already moving forward on this.



Annex: Recommendations — Credit Risk (2/3)

Future regulatory Climate Risk Stress Test exercises should focus on short-term horizons of 3-5 years. While challenging,
almost half of members support also maintaining a 30-year long-term horizon and introducing medium-term horizon of 10
years.

A dynamic approach for long-term transition risk is preferable but challenging, on the other hand a static balance sheet
approach is deemed more appropriate for short-term scenarios.

Sourcing of proxy data is still a major challenge and further regulatory guidance on this would be welcome. Additionally,
CSRD will also help to address data gaps, though banks will still need to rely on external data providers and use their own
initiatives to source client-level data.

Regarding credit risk assessment, future Climate Risk Stress Test exercises should consider a smaller scope of NACE codes,
focusing on the most exposed sectors and highest emitters as well as a more granular breakdown.



Annex: Recommendations — Credit Risk (3/3)

v 4 The IFRS9 model is relevant and should be maintained in future regulatory Climate
iz Risk Stress Test exercises.

For now, regulators should only consider climate risks in Pillar Il provisions. Most
@l respondents still use supervisory climate risk stress testing results primarily to
understand portfolio sensitivity and as part of their ICAAP.
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Caroline Liesegang
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+44 (0)20 3828 2676

Constance Usherwood

Managing Director, Prudential Regulation
Constance.Usherwood@afme.eu

+44 (0)20 3828 2719
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@AFME_EU

You

Frankfurt Office

Neue Mainzer StraRe 75
Taunusanlage 1

60311 Frankfurt am Main
Germany
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