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Comments on EBA Discussion Paper on management and supervision of ESG risks for credit institutions
and investment firms (EBA/DP/2020/03)

General Comments

The EBA Discussion paper dated 3 November 2020 for the first time specifies joint definitions of ESG risks
and factors, and provides an overview of possible methodological approaches which are, however,
currently for the most part still the subject of development. The paper contains recommendations for the
integration of ESG risks in business strategies, governance and risk management. We welcome the EBA’s
initiative for the establishment of a unified European framework with uniform definitions and consider this
right. The Chapter regarding definitions also creates clarity in relation to other supervisory papers, which
have already been published, even if it is not clear how the supervisory body envisages the future
application of the points discussed in this paper (e.g. mandatory, partly mandatory or only considered as
suggestions). Nevertheless, it is not clear which of the extensive comments will be included in later
regulations as mandatory, only mandatory in part or as suggestions.

We support the EBA’s approach in first recording the topic of ESG risks in a discussion paper, then
obtaining feedback from industry and then drafting a report of the basis of this which influences or adapts
the existing regulatory requirements, or results in new regulatory requirements. In particular, the
expectation of the integration of a long-term horizon of several decades in risk management is certainly
not trivial and should be considered very carefully. We consider that this issue currently raises more
questions than it provides answers and we therefore very much welcome the EBA’s approach in giving the
topic time and space for consideration. Many banks are today already working on good and practicable
solutions in order to give better consideration to ESG risks. Procedures must be developed which are on
the one hand operable and on the other hand also provide positive steering impulses, so that relevant
decisions can be made at management level, in risk management and in investment and the provision of
loans.

This Discussion paper is very extensive and accurately reflects the current stage reached in the
discussion. In our view, the paper is balanced because it clearly specifies challenges and open issues. The
Consultation paper addresses many important points in the ESG context. There is considerable willingness
in the banking industry to anchor this topic more firmly in the business processes and models, and in risk
management.

Nevertheless, various supervisory authorities (e.g. ECB, BaFin) have already published their own
expectations in this topic. Even if these publications are non-binding documents, they acquire de facto
binding effect through supervisory activities. The ECB plans to discuss implementation gaps arising in
connection with its Guide on climate-related and environmental risks, which formulate supervisory
expectations relating to risk management and disclosure, and were published in their final form in 2020,
with institutions this year; a full supervisory review of banks’ practices is planned in 2022. In this context,
the ECB may establish quasi-facts with its Guide before the EBA could introduce corresponding regulation.
For this reason, further negotiations about new or adjusted regulation cannot take place in isolation
without reference to the publications which have already appeared.

The principle of proportionality is a fundamental principle in Pillar II. Also in the sphere of ESG risks,
it must be considered very important and should be more firmly anchored in the paper. The choice of the
methodological approaches for assessing and evaluating ESG risks depends heavily on the degree to
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which the business model is affected and the regional focus of the banks, and this should be taken into
consideration in future regulation through the establishment of the principle of proportionality. On the one
hand, due to their size smaller and medium-sized institutions have restricted know-how and resources to
master the complexity of ESG risks in full. On the other hand, proportionality should be reflected in the
principle of materiality. The more significant ESG risks are for a bank, the more extensive the
requirements. Conversely, this means that if the impact of ESG aspects only play a subordinate role for
an institution as a proportion of the overall risk, the requirements and expectations should be
correspondingly lower.

It should also be taken into account that the institutions are for the most part still engaged in analysing
the ESG issue, and that the analysis of the various methods and their effects is still at an early stage. We
decisively reject supervisory capital requirements on the basis of scenarios on the strength of
assumptions and which involve great uncertainty.

The integration of requirements in Level 1 regulation (CRD and CRR) recommended in section 6.2 is also
premature in our view. In view of the challenges described well in the Discussion paper, regulatory
requirements should be introduced gradually. The banking industry is only just starting out with many
developments. This should be taken into consideration in further considerations or regulation: Many small
and medium-sized institutions require support in collecting data and choosing methods, as well as with
implementation.

The Discussion paper intends to extend the SREP by ESG factors and introduce a new supervisory
analysis and evaluation of the long-term resilience of the business model with ESG risk factors. In the
light of the lack of standards across the industry in this context, it is important to first identify and try out
suitable methods before introducing fixed rules. However, there is still a long way to go before the
institutions are in a position to extensively evaluate ESG risks for their entire portfolio. In particular in
lending business (especially retail), there can be no recourse to external assessments or providers. For
this reason, the development of strong models and the data collection masks is necessary, which can still
take up to several years. However, integration of ESG risks in the SREP presupposes the existence of
standards in a wide range and suitable methods across the industry. The existence of objective and
comparable valuation standards is nevertheless essential for “grading”. ESG-related SREP grades should
therefore not be introduced either now or in the medium term. In addition, we are also against an
extension of the SREP time horizon for the assessment of the long-term resilience of an institution for the
analysis of the business model to up to ten years.

In general, the principle of the freedom of method should also be applied in Pillar II and therefore
likewise to the treatment of ESG risks. As before, general guidelines are necessary from the supervisory
side. However, the structure of the risk management framework should be created individually by each
institution.

In our view, there is considerable confusion in the current discussions about handling ESG risks. This is
also because the aims of the regulations are frequently unclear or at least lack transparency. One aim
could be the achievement of, or support with, the Paris Agreement climate targets and therefore climate-
neutrality by 2050. Another could be to ensure the solvency of institutions, i.e. measuring risks precisely,
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allocating capital on the basis of this and adequately taking risks into consideration in the pricing. Another
aim could be to identify vulnerabilities of an institution and derive long-term alternatives for action. These
aims, which have definitely not been conclusively listed here, are based on different time horizons and
require different measures and methods.

The complexity of ESG risks is additionally increased by the concept of double materiality. According to
paragraph 36, the focus is not intended to be exclusively on the financial risks of a customer, but also on
the indirect effects of his/her activities on the environment and society.

Good methods and measures cannot be developed without a clear delimitation of the aims to be pursued
and without focus. To give an example: A portfolio which is greenhouse gas neutral makes a contribution
to climate protection. Thus, it can be assumed that the ESG risk is low. However, this says nothing about
the actual (financial) risk of this portfolio. A 100% “green” portfolio can also be very risky. In particular, a
100% taxonomy-conform portfolio is subject to transition risk. Battery-powered vehicles could, for
example, go out of fashion if hydrogen or synthetic fuels can be manufactured in significantly higher
quantities and at lower costs. For this reason, there is a trade-off here which need to be resolved.

In the further course of the paper, we recommend that the EBA make a stronger differentiation between
the individual perspectives (inside-out vs. outside-in) and the time frameworks to be considered (short-,
medium- and long-term). Both aims and activities can be shown more clearly for the individual cases.
Differentiation between the time horizons also addresses the factor of uncertainty, which in principle
applies to a longer-term view but has an even stronger influence for ESG risks, because there is not
historic data or experience with materialised ESG factors - in particular in the climate context — and also
cannot be generated (key word: Green Swan).

In order not to overload the issue and make more targeted progress, we suggest the following:

1. Our understanding is that the solvency of individual institutions and the accompanying reduction of
systemic risks for the financial system are the focus of the rules to be passed by the EBA for Pillar I1.
In our view, the system of rules regarding ESG risks should focus on the financial risks (outside-in).
Whereas activities by the customer have a known effect on the system (climate, society, etc.) as a
whole (inside-out), these effects cannot be controlled individually at all, or only to a limited extent, by
an institution. It is undisputed that the activities of a company can result in indirect financial risks on
an institution as a result of developments in society (e.g. in the area of reputation). Considering such
risks separately or in isolation increases the complexity of the in any case complex topic. It therefore
appears advisable to provide for the time sequence suggested above.

For disclosure, the concept of double materiality appears sensible. For reasons of complexity, we tend
to have doubts about internal risk management. For this reason, an ESG risk management framework
of the EBA should concentrate on the financial materiality and start with the outside-in perspective.
Activity-based risks of a banks’ customer (e.g. reputation in the social or climate area) can, if
necessary initially, be covered through the outside-in perspective.

2. The framework should differentiate between two horizons: short-term (1-3 years) and medium-/long-
term (> 3 years).
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a. In the short-term view, the focus is on the correct measurement of risks (through the known
risk types and parameters, e.g. PD, LGD in the credit risk). As is already the case today, the
information obtained is used for capital adequacy, capital allocation and pricing. ESG factors
operate as a risk driver and must therefore be taken into consideration in the time horizon.
This can be done qualitatively or quantitatively. Depending on the relevance of ESG factors,
there may be implications for risk provisioning or for capital adequacy. ESG factors could be
taken into consideration methodically at individual management level via the lending process
(credit analysis, rating/scoring, etc.), at the portfolio level via corresponding portfolio models
and scenario analyses (e.g. adverse scenario in the normative perspective). In this context,
they supplement existing procedures.

b. In the medium-/long-term view, the focus is rather on strategic issues: how vulnerable and
resilient are the business models of the customers and the institution itself? How should
portfolios be composed in 10, 20 years? The methods which could be considered here are, for
example, THG measurement methods (PCAF, etc.)/alignment approaches (PACTA, etc.), ESG
ratings and stress tests/scenario analyses, but the latter with different variables and
parameters than in the short-term range. As far as portfolio composition is concerned, the
inside-out perspective ultimately once again plays a role.

In addition, we would like to emphasise the following points at the beginning:

It is unclear which binding effect the methods summarised in fig. 7 (Chapter 5) (and there in particular
the central part “Evaluation”) should have. They are acceptable as academic comments. However, it
must be possible for the institutions to also use alternative procedures, including expert assessments,
if complexity of the methods and data exceeds the institution’s resources, or if they consider the
methods unsuitable or not evaluable.

Climate risk stress tests (Chapter 6.4.5) can be of interest for certain aspects of risk management.
Here, a distinction must be made between the institution’s internal stress tests and supervisory stress
tests. For the institution’s internal stress tests and scenario analyses, the principle of freedom of
choice of method must apply. The institution must also be allowed to decide other aspects for itself,
such as for example the time scales used or the decision about whether they are to be carried out
qualitatively or quantitatively. It is unclear how supervisory stress tests should meet the criteria of
relevance, comparability, transparency and cost efficiency set forth in the EBA Discussion paper about
the future of stress tests. In particular, LSIs will depend on a consistently structured, simple method of
collection.

The restriction of the discussion of ESG risks to the institutions’ counterparties (customers, issuers) is
welcomed. However, the EBA departs from this logic in its discussion of the operational risks in
Chapter 7.5.4. This chapter should be deleted.

We approve of the EBA'’s reference to risk drivers for the known supervisory risk types with regard to
ESG risks. We request the uniform use of the term risk driver.

The review of risk drivers for their materiality is not an established practice and appears not to be
appropriate with regard to the current supervisory practice.
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= No specific deadline should be set for possible implementation of all measures by the institutions. If
deadlines are to be stated, the institutions must be given a sufficient transition period, because the
consequences of the COVID-19 pandemic will certainly last longer.

= Chapter 5.2.4: it should be emphasised that the simultaneous use and combination of the
methodological approaches presented (alignment, risk framework, exposure) can be a possible option
for the institutions. This should not constitute an obligation.

Special Comments

Common Definitions on ESG factors, ESG risks and their transmission channels
(Chapter 4)

Question 1: Please provide details of other relevant frameworks for ESG factors you use.

No uniform standard has yet emerged. There are very different approaches which are based on different
publications:

= Report of the European Commission on “Sustainable Finance”, January 2018

= Action Plan “Financing Sustainable Growth”, March 2018

= ECB Guide on climate-related and environmental risks, November 2020

= Consultation of the EU on the new strategy relating to sustainable financing, April 2020

= Regulation (EU) 2019/2088 of the European Parliament and of the Council on sustainability-related
disclosures in the financial services sector

= Regulation (EU) 2020/852 of the European Parliament and of the Council on the establishment of a
framework to facilitate sustainable investment, and amending Regulation (EU) 2019/2088 (Taxonomy
Regulation)

= Consultation Paper RTS ESG Disclosure (Draft regulatory technical standards with regard to the
content, methodologies and presentation of ESG disclosures)

= BaFin Guidance Notice on Dealing with Sustainability Risks, December 2019
= Standards of recognised sustainability rating agencies
= IFRS Initiative

Standardisation which takes into consideration aspects of proportionality would be desirable, to avoid
overwhelming institutions with a variety of supervisory documents. It is also important that the discussion
centres on the same scope and the same effects. If we consider the impact on climate when looking at
the inside-out perspective, it is essential to clarify whether Scope 1 and 2 or Scope 1 - 3 is meant
regarding the impact of an institution. If the effects of the customer business portfolios must also be
included in Scope 1 - 3, we see a considerable increase in the time, effort and expenditure necessary for
implementation.



Page 7 of 21

Comments on EBA Discussion Paper on management and supervision of ESG risks for credit institutions
and investment firms (EBA/DP/2020/03)

Question 2: Please provide your views on the proposed definition of ESG factors and ESG risks.

There are currently numerous definitions and classifications for sustainable economic activities and ESG-
risks (e.g. TCFD, ECB, SASB, European Commission etc.). Harmonised requirements for supervisory and
regulatory purposes would be desirable. This would enable a standard and comparable assessment of ESG
factors and “ESG risks” by the respective addressees. In addition, standard definitions and classifications
create trust and transparency on the capital market.

In principle, we can share the definition proposed, because many correct and important issues are
discussed here and the definitions are in large parts coherent in our view. Examples of the factors should
be incorporated into the definition.

Moreover, there should be made a differentiation in the definition framework between direct and indirect
driven risks in order to be able to distinguish clearly in the banking and supervisory process between
these two views. This should also be considered in the context of tools (Is it a tool for a factor or a risk?),
rules, processes, materiality, governance etc.

Question 3: Do you agree that, for the purpose of assessing their inclusion in institutions” and
supervisors’ practices from a prudential perspective, ESG risks should be approached primarily from the
angle of the negative impacts of ESG factors on institutions’ counterparties? Please explain why.

ESG factors do not only have negative implications, but they also create opportunities for business
enterprises. In this respect it is correct that EBA describes both effects.

By contrast, for the purposes of internal risk management only negative effects should be taken into
consideration. Negative effects are those which represent a burden for institutions. ESG risks in particular
materialise if the ESG factors influence the customers and business partners of the institutions and thus
have a negative effect on the financial performance or solvency of the institutions. In this context, we
share the view that institutions and regulator should consider when assessing their inclusion in the
practice from the perspective of the negative impact of ESG factors on the counterparties of institutions.
This would correspond to the “outside-in” perspective which is also applied today in risk management.

In our opinion, the effects described in paragraph 36 b are too vague to assume a general materiality in
relation to the risks of the institution. At least, it should not be expected that institutions must analyse
possible effects of the activities of all (individual) business partners on their stakeholders and take this
into consideration in their internal risk management.

For this reason, it should be appropriate, as with the established risk types in SREP, to focus on the
negative effects on the financial position and results of operations of the institutions in the event of ESG
factors becoming striking. However, risks are not entered into in banking activities without corresponding
earning potential. According to Section 289(1) German Commercial Code, the so-called opportunities and
risks report in the management report of an institution must not only refer to foreseeable risks, but also
future opportunities. It also seems appropriate in the context of supervisory action, e.g. in SREP, to
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consider the positive side of ESG factors. This could be done, for example, within the scope of instructions
from the supervisory authority during the business model analysis.

It also appears appropriate taking greater account of the positive side of ESG factors in supervisory
action, e.g. in SREP (in the form of a qualitative note).

From our point of view it is correct that the direct impact of the physical risks on the institution is not
considered in the context of dealing with ESG risks. These risks, such as extreme weather occurrences,
are already part of the management of operational risks today.

As regards social and governance risks, in our view the direct effect of these risks cannot be so clearly
subordinated as clearly to the indirect effects as to the environmental risks. This is also the result of the
fact that in particular many social risks of business partners will be difficult for institutions to identify and
evaluate. However, the argument in paragraph 39 is logical, namely that the ESG risks specific to the
institution are already largely covered (e.g. with money-laundering provisions for institutions, etc.).

Question 4: Please provide your views on the proposed definitions of transition risks and physical risks
included in section 4.3.

We consider the definitions listed to be correct. We take the view that it is difficult to differentiate
between climate and environmental risks, because both topics overlap. In this respect, it is to be
welcomed that the EBA does not artificially delimit climate and environmental risks, in contrast to the ECB
in its Guide.

We agree with the described close interaction between transition and physical risks and the description of
the impact of these risks on companies and institutions. We share the EBA’s view that environmental risks
in particular arise in the form of physical and transition risks.

For reasons of practicability, the focus of regulatory requirements should nevertheless initially be on
climate risks, because this area involves the greatest pressure to act and harbours the greatest risks. A
step-by-step approach should be taken. Orientation could be sought in the Taxonomy Regulation. Other
environmental risks (in particular biodiversity) too strongly increase the complexity at the first stage
through interdependencies.

As described above, the time component plays an important role in particular with transition risks with
regard to which methods and measures can be appropriately applied. In this context, transition risks
involving greater uncertainty, e.g. because their possible materialisation is far beyond the usual risk
observation horizon, should not be included in the short-term risk assessment period. Instead, only those
transition risks should be included in risk management which can be anticipated with a certain degree of
certainty over a specific assessment period (e.g. announcement of planned political measures, etc.).

Liability risks and legal risks should be considered as a separate (operational) risk and not be integrated
into the transition risks, also to avoid overlapping and thus duplications.
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It is clearly plausible to strive for a step-by-step approach, although this can result in certain trade-offs in
the exclusive assessment of one aspect (E). For example, political intervention in the energy sector by
shutting down power plants can affect the area of social aspects. It must be borne in mind that there a
conflict may develop, especially between “E” and “S”, which needs to be addressed, also in terms of
supervisory specification (definition, standards, etc.).

In our view, the investigation of the entire value chain and contract partners specified in paragraph 40 is
too extensive, because a deep analysis of this kind initially presupposes considerable time and effort in
data collection and data may not be able to be collected because the reporting is insufficient in this
context.

Question 5: Please provide you views on the proposed definition of social risks and governance risks. As
an institution, to which extent is the on-going COVID-19 crisis having an impact on your approach to ESG
factors and ESG risks?

The definitions are conclusive. A focus on climate and environmental risks as in the ECB Guide does not
make sense in our view. At this point we also refer to our comments in question 4.

The definition of social risks and governance risks appears to be quite general, but appropriate in
connection with the examples and explanations listed before. However, the link between social and
environmental risk appears somewhat forced. There will certainly be interfaces between social and
environmental risks. In our view, emphasising these boundary risks separately, especially to this extent,
is unnecessary and does not appropriately reflect the relationship within the social risks.

The COVID pandemic in principle offers the opportunity for learning in order to assess the extent of
unexpected events. However, the extent to which ESG risks can pose a threat to the vulnerability of the
financial system can only be determined to a very limited extent. It hast to be taken into consideration
that each crisis may manifest itself very differently and therefore does not provide any possibilities for
valid conclusions.

Question 6: Do you agree with the description of liability transmission channels / liability risks, including
the consideration that liability risks may also arise from social and governance factors? If not, please
explain why.

The description of the transfer of liability / liability risks, including the consideration that liability risks can
also arise out of social and governance factors, are understandable. However, liability risks should not
exclusively be related to ESG risks. As they generally exist, separate assessment in an ESG context
appears dispensable and is also not consistent with the risk maps /definitions of many institutions. Legal
costs are in particular difficult to anticipate, which can arise due to possible future changes in behaviour.
In our view, fears about the threat to financial stability also go too far. Liability risks are in principle
already included within the framework of operational risk.

Question 7: Do the specificities of investment firms compared to credit institutions justify the elaboration
of different definitions, or are the proposed definitions included in chapter 4 also applicable to them (in
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particular the perspective of counterparties)? Please elaborate on the potential specificities of investment
firms in relation to ESG risks and on how these specificities, if any, could be reflected in this paper.

Quantitative and qualitative indicators, metrics and methods to assess ESG risks
(Chapter 5)

Question 12 (p. 53, not included in the list on p. 17 ff.): Do you agree with the sequential steps
identified in this discussion paper for the incorporation of ESG risks in institutions” management practices?
If not, please explain why.

We agree that like in any risk assessment, a risk-based approach that takes into account the likelihood
and the severity of the materialisation of ESG aspects should be followed. An important point here is to
what extent the ESG aspects affect the risk drivers and thus contribute to the materiality of the risk
types.

However, the classification between the methodological approaches seems somewhat construed. Each of
the methods has its advantages and disadvantages and can be suitable for various purposes to a greater
or lesser extent in certain cases. None of the methods is currently well suited to correctly and precisely
assess risks as it is usually done and required for internal risk management purposes, because of the
uncertainty of the assumptions. They can be a basis for generating additional ESG information and
deriving measures from this. For this reason, it should always be possible to apply the methods differently
or in combination, depending on the purpose and portfolio.

In case of methods referenced by the EU-Taxonomy, it should be noted that the taxonomy was conceived
as a classification framework for capital market purposes and therefore cannot automatically be applied to
the lending business.

In addition, it should also be emphasised that institutions should be given sufficient time to undertake
methodological adjustments in line with current developments.

Question 8: Please provide your views on the relevance and use of qualitative and quantitative indicators
related to the identification of ESG risks.

The indicators specified may be useful as an orientation. However, we would like to point out that
sometimes it can be difficult to get a grip on certain ESG-risks, as they seem to translate quite “softly”.
Furthermore, new ESG-risks can arise quickly. In so far it is important that supervisory bodies foster the
freedom to use different methodological approaches, as practiced in pillar 2. This includes both,
qualitative and quantitative ways.

In addition, it should be clarified that the entire industry (including the regulators) is still at any early
stage. Indicators which are helpful for risk control will emerge in the future (in the coming years) or prove
to be less useful over the time and therefore discarded accordingly. In this context, it must be taken into
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consideration that especially at the beginning qualitative indicators can be useful and the use of
quantitative figures/parameters is only introduced subsequently or for the future. In a first step, the
identification of the relevant data and data sources is necessary on the basis of which the successive
conduct of initially qualitative analyses can be carried out. In view of the initially restricted reliability of
the indicators and data, inclusion in the (risk) reporting of the institutions must be carefully considered.
In any case, it must be ensured that the perspective (impact vs. risk) is clearly emphasised. Impact
indicators (such as the EU taxonomy) may well be helpful for internal control purposes, but can only be
used to a very limited extent - if at all - for a risk (!) assessment.

The first step is data collection. If no data or information are available, no measurement methods can be
used. Consequently, it should once again clarified that the qualitative analyses are completely sufficient.
In considering indicators, proportionality must also be borne in mind, because smaller institutions in
particular or their small- to medium-sized customers can have difficulty with data procurement.

As regards fig. 93: There is also no reliability and comparability of the data, because it is usually collected
individually and there are no comparable criteria. It is also questionable in context of CSR reporting
whether the statements made by companies can be compared with one another and lead to reliable
statements. It is also doubtful whether the assumptions of the long-term climate scenario can be broken
down to the planning horizon.

As regards fig. 94: In spite of all urgency regarding further development, the possibilities of small and
medium-sized institutions or institutions with non-complex business should not be ignored. In addition,
there must be a grading of the E, S and G components in order to avoid conflicts of interests. A hierarchy
must be developed in this context.

Question 9: As an institution, do you use or plan to use some of the ESG indicators (including
taxonomies, standards, labels and benchmarks) described in section 5.1 or any other indicators, inter alia
for the purpose of risks management? If yes, please explain which ones.

The use of indicators is currently only planned by a small number of the institutions. Possibly, the
Taxonomy Regulation can be taken as a basis for categorisation. The exact design, content and scope will
only be shown in practice over the next few months (or years). It is fundamental that the institutions
check the relevance of such indicators for risk management purposes as a first step. If there is significant
influence on the risk, the institutions should consider the use of the indicators. The expectation of the
supervisory authority should, however, take into consideration this early development stage and the lack
of (market) standards.

The attempt to analyse the entire value chain of a borrower with the aid of ESG indicators appears today
to be too ambitious, i.e. in particular appears inappropriate with regard to time, effort, expenditure and
benefits. In addition, relevant data and information from data offerors/providers or third parties in our
experience are only available for a very small part of the institution’s portfolio. In particular, the reference
to investment benchmarks is only suitable for proprietary business; customer loan business cannot be
reflected.
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The expectation of the supervisory authority should take into consideration this early development stage,
the lack of (market) standards and the restricted availability of data/information.

Question 10: As an institution, do you use or plan to use a portfolio alignment method in your approach
to measuring and managing ESG risks? Please explain why and provide details on the methodology used.

In our view, the “portfolio alignment method” seems less suitable as a method of assessing risk than the
two alternative methods mentioned. This approach is not risk-based, but instead serves as a strategic
tool for aligning the institution with a climate target and the associated measurement of target
achievement. In addition, there are no established standards. Before investments are made here, more
experience is necessary.

However, the degree of “greenness” of an institution’s activities in a certain part of a loan portfolio does
not in our view permit a direct statement about the risk content. For example, financing companies which
act sustainably and promote the environment but which do not have an appropriate business
management can involve increased risks. In this context, the distinction between impact and risk must be
borne in mind. This could be emphasised more strongly in Table 3 in paragraph 146. A further challenge
in this context is the differentiation of the emission sources included according to the three scopes
(according to the GHG Protocol), for example to measure the carbon dioxide footprint and to analyse a
portfolio in this respect (or to check/observe the alignment, for example, with the Paris climate targets).
In particular, the involvement of Scope 3 emissions, i.e. emissions caused by the companies’ activities
but which are not under the companies’ control, for example from suppliers, service providers or
employees, appears sufficiently difficult.

Alignment can only lead to the rough conclusion that the institution is exposed to a lower climate-related
risk than others who have not aligned their portfolios to the Paris climate targets. However, as described
above a 100 % green portfolio can constitute a significantly higher loan risk than a “brown” portfolio. In
this context, it always depends on the individual case and the respective framework parameters. For
example, a loan to a coal-fired power plant generates stable cash-flows for the next five years - at least
this loan usually does not involve an increased risk. Yet an institution might encounter problems if the
business model is based to a large extent on the financing of coal-fired power stations and the loss of this
business would lead to lower earnings, or the financing leads to damage in reputation. These thoughts are
less a case for short-term risk management, and more for strategic considerations. For this reason,
alignment or carbon accounting should not be listed as a risk measurement method, but as a method of
generating additional information to the risk concentrations and for strategic positioning.

In addition, we refer to our statements in response to Question 9.
Question 11: As an institution, do you use or plan to use a risk framework method (including climate
stress testing and climate sensitivity analysis) in your approach to measuring and managing ESG risks?

Please explain why and provide details on the methodology used.

The “risk framework method” in the sense of using stress tests and scenario analyses currently appears
to us being the most suitable method of the three alternatives mentioned. Scenario analyses are a
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targeted-oriented method on the risk side; this can be used to control the follow-up effort even if an
institution is only midly affected. It is also positive that the EBA explicitly emphasises the challenges such
as the increased complexity as well as the uncertainty of “climate stress tests” in contrast to other stress
tests (paragraph 123 et seq.).

However, these models involve many assumptions. The following uncertainties must be sufficiently
interpreted: climate development, political interventions, consequences for the economy, data availability.
For these reasons, we consider a quantification or consideration of the stress test results in ICAAP to be
premature. We are still at an early stage; initial considerations, in particular with regard to qualitative
assessments, are taking place in individual institutions. We therefore consider scenario analyses on a
qualitative basis or expert opinions capable of implementation.

Question 12 or Question 13 on page 71: As an institution, do you use or plan to use an exposure
method in your approach to measuring and managing ESG risks? Please explain why and provide details
on the methodology used.

The exposure method, including a glance at ESG risks which affect the individual exposure or the
borrower, can be sensible depending on the business model and the degree to which the bank is affected.
As the exposure methods mentioned in the EBA-paper do not necessarily have a risk-impact (ESG ratings,
ESG scoring models), institutions should check materiality of such indicators. If a material correlation to
risk is shown, those indicators should be used. Consequently, a distinction should be made between risk-
relevant and non-risk-relevant aspects (aspects which contribute to an institution’s own ESG objective,
but do not have an effect on the customer’s solvency). First cautious steps are currently being made by
classification, e.g. classification into taxonomy-conform and non-taxonomy-conform.

The use of the exposure method is essentially based on ESG ratings: a complete cover for the customer
portfolio with external ESG ratings does not exist (in particular with medium-sized businesses) in spite of
many providers. Standardisation of the methods and a higher transparency/regulation of the (ESG)
rating-agencies is necessary because the ratings of the different agencies are not comparable in our view.
A “master scale” of ratings would be helpful for a mapping of the ratings.

The development of own (internal) ESG ratings is complex and would further increase banks’ costs.

In detail, there are numerous difficulties in creating ESG ratings, especially when it comes to
differentiating them from existing credit ratings.

= Credit ratings should incorporate the ESG aspects relevant to creditworthiness and should not be
influenced by (strategic) ESG ratings. The addition of selective criteria that result from ESG aspects
(e.g. being affected by increases in the carbon dioxide price) must first be incorporated into the credit
rating and validated. This will take some time, because the conventional rating procedures are very
well validated and tested. The quality of these ratings should not change in the context of ESG aspects
either. Adjusting the rating scales only makes sense if valid data can be taken as a basis which
justifies a change.
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= There is currently insufficient coverage of external ESG ratings, both in terms of the scope of rated
counterparties and the risk factors included within the ratings. This is exacerbated when considering
the lending business and rather medium-sized borrowers.

= Modelling the institution’s own ESG rating procedure can be difficult, amongst other things due to the
lack of a database.

We consider the point “data issues” in Table 3 in paragraph as a disadvantage for this method as well (in
particular for developing the institution’s own scores) and not just for the risk framework method.

Question 13: As an institution, do you use or plan to use any different approaches in relation to ESG risk
management than the ones included in chapter 5? If yes, please provide details.

It must be taken into consideration that the entire banking industry is in an early phase of dealing with
ESG risks approaches and so far no approaches or procedures have yet been able to establish themselves
as standards. This is closely associated with the challenge that the approaches (still) involve a high
degree of subjective assessment. Although an institute itself, or institutes amongst themselves, are
methodically working on objectivity and therefore also comparability of results, there is still a long way to
go. We therefore propose that the regulator should currently only make recommendations.

Moreover, we want to point out that considering the diversity of ESG (risks) it is important to foster
methodological diversity and to juxtapose different results of different approaches to get a full picture.

Question 14: Specifically for investment firms, do you apply other methodological approaches, or are the
approaches described in this chapter applicable also for investment firms?

The management of ESG risks by institutions (Chapter 6)

Question 15: Please provide your views on the extent to which smaller institutions can be vulnerable to
ESG risks and on the criteria that should be used to design and implement a proportionate ESG risks
management approach.

The idea of proportionality in paragraph 149 is important. Proportionality as described esp. refers to the
size and the business model as well as the complexity of the activities of the banks. But it should also
apply at the transaction level, i.e. less stringent requirements should apply to smaller loans (e .g. retail).
It should be also noted here that the procurement of relevant data from customers in the sector of small-
and medium-sized businesses poses particular challenges. The standards to be developed may not incur
any disproportionate expenses for small- and medium-sized businesses in the context of lending.
Recommendations in this context are difficult. Suitable methods still have to be found, otherwise there is
a risk of mistaken investments.

The statement in paragraph 150 that small institutions are not necessarily be less susceptible than large
institutions could apply if they have (higher) concentrations in particularly exposed sectors, regions, etc.
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Ideally, the institution classifies itself in the course of an initial/simple impact or sensitivity analysis.
Specific methodological recommendations should not be made in this context. Suitable approaches still
have to be developed which can be implemented in smaller banks. In any case, it should be possible for
the ESG risk management approach of smaller institutions to have strong qualitative traits.

The statement that small institutions can be more susceptible to ESG risks because they have fewer
resources and experts to deal with them is poorly worded in our view. Would the consequence at this
point be that small institutions with fewer resources for the management of ESG risks should classify
there risks as higher? In our view, this should be exactly the opposite. Identified ESG risks and their risk
content should determine the needs of resources and not the other way around. This would otherwise
contradict the idea of proportionality.

In paragraph 205 it is emphasised that ESG risks can be integrated into existing governance structures at
smaller and less complex institutions. From our point of view, however, this integration of ESG risks into
existing governance structures should be the desired aim regardless of the size of the institution. Isolated
treatment of ESG risks in their own governance structures would contradict the classification of ESG risks
as risk drivers within existing risk types. For this reason, the handling of ESG risks should be found in the
existing governance structures for the existing types of risk on which ESG aspects act as risk drivers (e.g.
within the guidelines on credit risk, etc.).

Question 16: Through which measures could the adoption of strategic ESG risk-related objectives and /
or limits be further supported?

Here again, consideration must be given to the “novelty” of this topic: banks will need a “start-up phase”
in order to anchor this topic appropriately throughout the organisation (depending on how strongly it is
affected). In this content, the strengthening of the credit risk culture, lived responsibilities and knowledge
of the topic will play a special role. Simple qualitative considerations should be the starting point here.

The specific design of methods and procedures in institutions which integrate ESG risks into the overall
bank steering and risk management should be derived from relevance impact. This also applies to the
recognition of these risks in the long-term/strategic planning, which must always be based on sufficiently
likely assumptions, or the institutions’ governance structure. The focus of an institution on the CSR
perspective can be appropriate, for example, if for the institution ESG risks are less relevant/if the
institution is less affected by ESG risks. With regard to the role of the management and supervisory or
administrative board, it must be pointed out that there is clear responsibility for risk control or monitoring
which has been tightened over recent years in Europe by stringent regulatory requirements. This
responsibility also encompasses ESG risks. In addition, it can be observed that due to very high
importance of sustainability aspects, ESG issues are consistently prioritized on the agenda of
management bodies.

Likewise, the effort and resources which are, for example, invested in the acquisition of data, the
derivation of KPIs or KRIs, the setting up scenario analyses and stress tests must always be viewed in the
light of the extent to which the institution is affected by, or sensitive to, these risks (or their business
model, (credit)portfolios, etc.). For this reason, we consider general statements about inadequacies in
institutions in the area of the use of data to be ineffective, unless they are placed in context of the
institutions’ individual (ESG) risk profile.
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Question 17: Please provide your views on the proposed ways how to integrate ESG risks into the
business strategies and processes of institutions.

The procedures presented in the Discussion paper are mainly comprehensible. However, we would like to
refer to our comments on questions 8 and 10. There is no clear link between pursuing SDGs or
taxonomy-conform products and low risks. Whether ESG is integrated or not into the business strategy
should not be a supervisory duty. Institutions themselves must examine their business strategy against
the background of the supervisory requirements and decide whether it needs adjustments or not. Certain
“Green” or “"ESG-friendly” sectors could have a lower PD than other sectors, but this still has to be proven
(by quantitative analysis). The risk strategy of an institution however is relevant. Quantitative or
qualitative methods, bottom-up or top-down methods, should all be permitted.

For this reason, the procedures presented should be identified as exemplary procedures, and the
“novelty” of the topic should be reflected in the timeline.

The comments on "Considering the development of sustainable products" do not appear appropriate for a
Discussion paper, which focuses on the risk side. The “level of ambition” regarding ESG (inside-out
perspective) should be left completely up to the bank.

An extension of the strategic planning calculations to time horizons extending far beyond five years does
not appear expedient or reliable, because the degree of uncertainty would prevail. A detailed qualitative
examination of the effects of longer-term trends within the strategic planning horizon should be sufficient.
This could, for example, avoid investments in sectors which have not a viable future option. In addition,
the currently considered horizons of the normative perspective are sufficient and should not be extended,
because a sensible quantitative assessment would then not be possible at all.

We consider the recommended integration of requirements into Level 1 regulation (CRD and CRR)
premature.

We share the view that ESG is a risk driver which can have effects on the different relevant risk
categories.

Question 18: Please provide your views on the proposed ways how to integrate ESG risks into the
internal governance of institutions.

To integrate ESG-risks into the existing governance should be suitable and allowed for every institution
(whether small or big).

The comments on the role of management bodies and committees and the internal control functions in
principle already correspond to existing recommendations or requirements of the EBA (e.g. in the
guidelines on loan origination and monitoring) as well as numerous national competent supervisory
authorities. In view of the knowledge, skills and experience of members of the management bodies or
those performing key functions, in view of numerous existing requirements, it seems to us to be
dispensable to additionally emphasise ESG aspects in particular. In addition, we would like to point out
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that the institutions’ existing governance framework must also be taken into account. Any further
development that may be necessary with regard to ESG aspects must first be examined. If dedicated
sustainability units or committees exist or are being established, attention should be paid to their
interlinking with regard to roles, tasks and methods in relation to other participants within the framework
of overall bank management. As regards the structure of remuneration systems, the numerous existing
requirements to avoid inappropriate incentives appear sufficient. We do not consider mandatory
adjustment of remuneration guidelines to any separate ESG aims of institutions to be appropriate,
because they are generalised and do not take into account the degree of exposure of an institution with
regard to risk and business profile.

We do not fully understand points c. and d. of the “policy recommendations”. The risk committee is
responsible for risk management: a committee specialised in ESG risks is therefore usually not necessary.
The recommended allocation of responsibility to a single member of the management body is formulated
in a misleading manner and should be brought into line with the requirements of the EBA guidelines on
internal governance.

Question 19: Please provide your views on the proposed ways how to integrate ESG risks into the risk
management framework of institutions.

We welcome the statement on page 113 f. that stress tests for ESG risks initially contribute in particular
to improving the understanding of the effects of ESG aspects and therefore are intended to support the
consideration of ESG risks in the strategies and processes of institutions, and that the focus should not be
on capital adequacy for ESG risks.

On the risk management side, the result of impact/sensitivity must be taken into consideration in
particular: the requirements formulated here should only apply in the form described (for orientation) if
the institution is severely affected.

We take a critical view of the expectation that ESG risks are intended to be limited within the framework
of risk appetite and capital should be allocated accordingly (page 112). ESG risks are risk drivers which
affects the known risk types. Consequently, capital can only be allocated to risk types, but not to risk
drivers. In other words, it makes no sense to allocate capital for a risk driver and this cannot be reflected
in the risk-bearing capital calculation. Naturally, there is a limit system for the types of risks and capital is
allocated to them. By considering the materiality of the (known) risk types, the risk drivers are indirectly
taken into account.

Proportionality and materiality aspects were not sufficiently considered in the “Conclusions and policy
recommendations”. For example, qualitative assessment approaches should also be permitted for ESG
risks. Point c should be supplemented by an exception for loans to consumers and small enterprises. Not
every institution has to design its own comprehensive “climate risk stress programme” either.

Question 20: The EBA acknowledges that institutions’ approaches to environmental, and particularly
climate-related, risks might be more advanced compared to social and governance risks, and gives
particular prominence in this report to the former type of risks. To what extent do you support this
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approach? Please also provide your views on any specificities associated with the management of social
and governance risks.

In a first step, a concentration of regulatory requirements on climate and environmental risks, or perhaps
better solely on climate risks, primarily seems sensible and understandable. The otherwise high
complexity of this regulation could especially pose major challenges to smaller and medium-sized
institutions. A proportional approach appears advisable here. We refer to our comments in answer to
question 1 here.

In our view, the identification and assessment of social and governance risks of the institution’s business
partners is likely to be very difficult due to the nature of the risks and the data necessary for the
assessment of these risks. Data and information will often require a certain degree of protection. Social
and governance risks will often affect the institution’s business partners through reputation risks and
therefore indirectly the institution itself. As reputation risks are themselves difficult to quantify, this again
makes the assessment of social and governance risks even more difficult.

Question 21: Specifically for investment firms, what are the most relevant characteristics or
particularities of business strategies, internal governance and risk management that should be taken into
account for the management of the ESG risks? Please provide specific suggestions how could these be
reflected.

ESG factors and ESG risks in supervision (Chapter 7)

Question 22: Please provide your views on the incorporation of ESG factors and ESG risks considerations
in the business model analysis of credit institutions.

The test steps listed regarding the inclusion of ESG aspects in the business model analysis are
understandable. However, the inclusion of ESG factors and risk considerations should above all extend to
the analysis of the business environment and current business model. It is important that the analyses or
information requirement specified are merely provided as an example. For example, not every institution
will have (to have) an ESG-rating. Not all institutions have an obligation to produce non-financial reports
either.

There should be stronger emphasis on the aspect that audit procedures always depend on the degree to
which a business model is affected by ESG risks at all. It appears worthwhile to base the intensity of the
audit on the results of the risk inventory (including with regard to ESG risks). This is hot mentioned here.
In addition, the analysis of strategy and financial plans should be restricted to a relevant and definable
time horizon. In our view, an extension of the economic sustainability analysis beyond the procedure
described in the SREP guidelines generally is mostly not expedient due to the associated uncertainties.
These uncertainties are evident in the multitude of possible development paths on which the climate
scenarios of the climate models are based.
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The range of ESG indicators is enormous and it will not be possible to take into consideration all factors at
the same time. In our view, the banks should have a margin of discretion to choose the focus and
threshold values they use for individual factors.

Question 23: Do you agree with the need to extend the time horizon of the supervisory assessment of
the business model and introduce as a new area of analysis the assessment of the long-term resilience of
credit institutions in accordance with relevant public policies? Please explain why.

Generally, stronger differentiation seems necessary at the institutions regarding the actual influence of
ESG factors on the risk types in the form of a step-by-step approach. Currently banks are already
monitoring long term trends (including ESG) which might have an influence on the long-term resilience of
our business model during the business environment analysis of the strategy process. The rationale is
that a bank must always consider long term trends to identify shorter term business model changes
needed. A distinction must be made in this context between a longer-term vision and consistent, reliable
detailed planning on the way there for a period of 3 to 5 years.

But ESG aspects are only one of many risk drivers influencing the bank’s business model. Hence a
limitation towards those risks in a long-term business model resilience analyses would not make sense.
ESG topics should rather be seen as one of many influences with impact on the longer-term business
model resilience (alongside other social and technological trends).

Also, the ten-year timeframe of the long-term resilience analysis should rather be seen as orientation
than as a fixed point in time for scenario analysis because impact of long-term trends cannot be projected
with high accuracy. In addition, the question is raised about the stability of, for example, a ten-year view
and the consequence of any defects discovered by the supervisory authority. These could not be
addressed with a SREP requirement in the form of additional equity. Measures could merely rely on
reference to long-term strategic considerations.

Moreover, this long-term strategic assessment of the business model resilience should not be mixed up
with the strategic targeting and planning process which focuses on the next three to five years. The
reason is that the pace of change which is effecting the banks business environment has increased
significantly in the last years (e. g. innovation & technology cycles). In our current VUCA (high volatility,
uncertainty, complexity and ambiguity) business world the strategic targeting and planning process must
rather focus on short term capacity for adaptation and agility to respond fast on most recent
developments in order to stay relevant for our customers. Trying to plan on a ten-year horizon would not
satisfy these requirements.

Question 24: Please provide your views on the incorporation of ESG risks considerations into the
assessment of the credit institution’s internal governance and wide controls.

The audit approaches described can also be derived from existing publications by BaFin and ECB, i.e. the
comments about this are deemed conclusive. However, here too there should be a stronger differentiation
whether the ESG factors have a significant influence on the risk types or not. There is also frequent
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reference to the quantification of ESG risks. However, a qualitative assessment should also be possible
without leading to a deficiency in supervisory assessment.

We also refer to our comments in response to question 23.

Question 25: Please provide your views on the incorporation of ESG risks considerations in the
assessment of risks to capital, liquidity and funding.

EBA and other supervisory authorities confirm that ESG risks are risk drivers and are included in the
known prudential risk types. This means that all ESG risks which became relevant in the period forming
the basis for the calibration of the procedure to measure these risks are already fully reflected in these
risks. The assessment should then mainly concentrate on the question of the extent to which a different
realisation of the risk factors can be expected as a result of the dynamics of the ESG factors in the future
than in the past. Instead, the assessment of the impacts on the types of risk should be decisive.

The comments on fundamentally relevant considerations regarding the assessment of risks for capital,
liquidity and refinancing must be specified more clearly in the direction of specific assessment steps in the
sense of clear expectations of the supervisory authority. As regards the types of risk, liability risks are
addressed in the context of operational risks, but so are reputational and legal risks which are located
elsewhere on the risk map in most institutions and are also taken into consideration separately in the
risk-bearing capacity. The initial focus on “climate and environment” is to be welcomed, and that
developments in “governance” and “social aspects” are observed, even if these aspects can also be
important and can develop interactions. This would be in line with the focus of the ECB on the risks
specified first. As regards the refinancing risks, it should be noted that ESG aspects can also open up
considerable opportunities for institutions in this context, which are not mentioned at all.

Paragraph 333 expressly states that “fundamental differences” should be made between the standard
assessment of credit risks (e.g. assessment of credit-worthiness with the aid of a rating score with a one-
year probability of default) and that for ESG risks. This de facto requires an additional assessment
procedure suitable for ESG risks due to the credit assessment procedure permitted today under
supervisory law. This would not be appropriate and would also contradict paragraph 332, which makes
direct reference to the “credit assessments”.

In order to integrate ESG risk factors which are relevant to credit-worthiness into the established credit-
worthiness assessment procedures, the institutions must be given sufficient time to establish data series
and examine the suitability of the criteria with regard to their selectivity in the credit decision, and the
interaction with the existing rating procedures must be clarified. As we know from experience in
expanding regulatory recognized rating procedures, this involves very long periods. Otherwise, it must be
possible to use procedures based on expert judgement.

Question 26: If not covered in your previous answers, please provide your views on whether the
principle of proportionality is appropriately reflected in the discussion paper, and your suggestions in this
respect keeping in mind the need to ensure consistency with a risk-based approach.
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The principle of proportionality is not adequately addressed, because reference is made almost exclusively
to methods and data which are at best available to the largest institutions with the most intensive
research. As evaluation of materiality is a key aspect, this must be emphasised more strongly in the
paper. For this reason, we advocate that it must be possible to permit largely qualitative procedures for
the treatment of ESG risks and also to discuss this possibility appropriately in the final guidelines.

The principle of proportionality is also not adhered to at the level of type of transaction (e.g. retail
transaction) and scope of transaction (e.g. individual transaction in relation to the entire or partial
portfolio). If extensive data is collected from all customers, including for example small amounts of retail
financing, all usual threshold values in risk relevance which are usual today will be ignored, along with
numerous consumer protection regulations at national and EU level.

In addition, there is no stronger separation of ESG factors that have a significant influence on the types of
risk and ESG factors that have a non-material influence on risk types in the possible intensity of audit
steps. There may be numerous institutions whose business model is only exposed to ESG factors to a
limited extent, if at all. The starting point should be the institution’s individual risk inventory. A
differentiation should also be made regarding the intervals for assessing ESG factors and the level of
detail and extent of the information to be obtained.

Question 27: Are there other important channels (i.e. other than the ones included in chapter 7) through
which ESG risks should be incorporated in the supervisory review of credit institutions?

Whilst there is no reporting information on ESG risks by analogy with COREP and FINREP, there are
numerous other regulatory and commercial disclosure obligations, of which only the non-financial

reporting is mentioned. Information about the institutions which is already available should be inspected
first before requesting an institution’s internal assessments and reports.

Annex I

Question 28: As an institution, do you use or plan to use some of the indicators and metrics included in
Annex 1? If yes, please describe how they are used in relation to your ESG risk management approach.

See Answer 9 above; the approaches are still at any early stage across the industry.

Question 29: If relevant, please elaborate on potential obstacles, including scope of applicability,
granularity and data availability, associated with the indicators and metrics included in Annex 1.

See Answer 9 above; the approaches are still at any early stage across the industry; in particular, the
data situation will probably be a considerable challenge at the start (and for the foreseeable future).



