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Executive Summary

Taking climate disclosure to
the next level: time for minimum
requirements!

Exploratory disclosure requirements have led
to innovation and some confusion

In 2015, France pioneered requirements for climate-related
disclosures from financial institutions. They were set in place
without waiting for a clarification of main concepts and the
development of dedicated assessment methodologies, but
with the expectation to kickstart innovation in this area. One
can say that this was a success given the development
of concepts and assessment methodologies since then.
However, at the same time the quality and relevance of
information disclosed at financial institutions were criticized
including by the regulators themselves as the information
disclosed was difficult to interpret and impossible to compare
among financial institutions.

This has mainly two reasons. First, there still exists confusion
with regard to definitions of key concepts, e.g. what does
“Alignment with the Paris Agreement” cover and how
should assessments of portfolio alignment with low-carbon
trajectories differ from portfolio assessments of transition
risks? And secondly, assessment methodologies available
on the market remain backboxes and thus their results are
difficult to interpret.

Since then, the topic has gained traction far beyond France.
The Task Force on Climate-related Financial Disclosures
(TCFD), whilst remaining voluntary in its recommendations
has pushed the issue to the global level. And European
authorities are in the process of reformulating mandatory
disclosure requirements in the broader field of sustainability.
In 2020, France began the process of updating its
requirements with the objective to keep its pioneering
position in the field.

Taking climate-related disclosure to the next level:
time for minimum requirements

It could be tempting at this point to propose methodological
standards that could then be simply referenced in disclosure
frameworks. However, this raises two issues. First, a
precondition seems to be to formally agree on common
definitions of key concepts. Second, methodologies are still
relatively too immature to permit standardization. Continued
experimentation is necessary to improve the quality as
well as the coverage of the analysis. In this fast-evolving
context, disclosure frameworks need to encourage financial
actors to carry out state of the art analysis for their climate-
related disclosure and stimulate at the same time continuous
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improvements towards more satisfactory assessment
methodologies. The authors therefore consider that it is not
yet time for the standardization of assessment methods.

However, time is now ripe for a step change in terms of
quality and readability of disclosure. The objective of the
paper is to propose concrete ideas that can help regulators
but also private initiatives to clarify the language and
increase the readability of climate-related disclosure of
financial institutions. The aim is to increase transparency by
making disclosures more understandable, whilst achieving
real comparability is not yet feasible.

This report proposes for discussion a number of minimum
quality requirements of climate-related disclosure for
financial institutions. These are supposed to provide a
flexible but clear and legible framework including definitions
for key terms. They are designed to setting a quality floor
for disclosure practices, providing transparency on the
analytical process as standardized approaches are lacking
as well as identifying key issues for the improvement of
existing and the development of complementary methods to
provide guidance on the way forward.

Minimum requirements on the “what” and “how”
of assessments employed by financial institutions

WHAT

DEFINITIONS

OF KEY CONCEPTS

HOW

TECHNICAL
SPECIFICATIONS
OF ASSESSMENT

GENERAL APPROACH:
OBJECTIVES, CONNECTION
WITH DECISION MAKING
AND STRATEGY

G & #

WHAT: The report proposes definitions of the main concepts
used in climate-related financial disclosure discussions.
The proposed definitions are based on a review of existing
regulatory texts in France and the EU and aim to satisfy
number of conditions:

METHODOLOGIES

e Ensuring coherence with pre-existing definitions of
concepts used in regulatory texts,

* Reducing overlap and ensuring coherence between the
different concepts, and



e Checking for intellectual coherence with concepts used
in standard risk management as well as in the Paris
Agreement itself.

Balancing out these three aspects is not always
straightforward, therefore the definitions proposed can and
need to be further debated.

HOW: The report proposes to enhance disclosure
requirements on how financial actors frame their analysis.
Two aspects are specifically discussed:

The first concerns the assessment methodologies used.
The final quality of the disclosed information relies
essentially on the quality of the underlying assessments
on which the results disclosed are based. Hence, given
the early state of methodology development, financial
actors also need to provide information on “how” they
analyzed these issues to demonstrate the appropriateness
of methodologies used for the assessments, showing that
they indeed provide answers to the “what”.

METHODOLOGY

EXECUTIVE SUMMARY

The second aspect covers information on the general
approach of the financial institutions to integrating
climate-related data into decision making. This means
explaining what they seek to analyze with their climate-
related assessments; the main features of the assessment;
and how these assessments connect with their climate
strategy as well as with their overall business model and
internal decision-making processes. Such information is
necessary for the users of disclosure to appreciate the
vision and decision dynamics of the financial actor beyond
the assessment results themselves.

The report, however, does not give guidance on the
appropriateness and quality of specific climate strategies.
But if the recommendations of the report are implemented,
the readers of disclosed information and the financial
institutions’ themselves should be in a better place to make
such a judgement.

This report is based on dedicated desk research for the part on definitions and the minimum requirements for
investor impact and contributions. The proposed minimum requirements for the concepts of alignment with
low-carbon trajectories, and physical and transition risk research are based each on dedicated research projects
related to available assessment methodologies. Taken together, these included 35 interviews with service
providers offering dedicated assessment methodologies as well as 20 interviews with financial institutions on the

usability of these methods for their needs.

For more in-depth technical discussions of the state of play of these methodologies; please refer to:

* Romain Hubert et al., 2018: Getting started on physical climate risk analysis in finance

¢ Julie Raynaud et al., 2020: The Alignment Cookbook

* Romain Hubert et al., forthcoming 2021: Review of transition risk methodologies, visit: https://www.i4ce.org/

go_project/finance-climact/
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EXECUTIVE SUMMARY

Clarifying “What”: towards a shared
understanding of key concepts

Existing work by the regulators, supervisors, financial actors
and other stakeholders already provides a converging basis
for key conceptual elements on climate action. Nevertheless,
further clarifications are needed as some terms are used
by actors for very different processes. The paper proposes
for discussion definitions based on emerging use trends
that could help to describe more clearly expected contents
of disclosure as well as to reduce overlaps between
different concepts. Agreeing on what needs to be disclosed
would already be a big step forward in making disclosure
more useful.

e Alignment with the Paris Agreement (entity level):
This term refers today to a range of overlapping concepts
and practices for both financial and non-financial entities.
In the case of financial institutions, “alignment” is
increasingly understood to imply that across all of their
activities and transactions, they should seek consistency
with, as well as contribute to the achievement of all of
the long-term objectives of the Paris Agreement, namely
mitigation and adaptation in the context of sustainable
development.

e Alignment with a low-carbon trajectory (portfolio
level): This term refers to financial institution’s actions
to assess and ensure the ‘consistency’ or ‘compatibility’
of the assets in a specific portfolio with a forward-
looking low-carbon trajectory. Currently, the focus of this
type of alignment is on GHG mitigation only due to the
availability of assessment methods. The diverse range
of methodologies to assess alignment with low-carbon
trajectories typically provide a snapshot of the current
portfolio and whether the underlying assets are likely to
be aligned or misaligned to mitigation goals over time.
This initial analysis is seen by some as sufficient to devise
a strategy for aligning the portfolio in question with the
mitigation goal, however further data and assessment may
be necessary. Various strategies to align with a low-carbon
trajectory are possible and have different levels of potential
positive impact on the real economy (see below).

* Positive impact and contributions of financial
institutions to achieving climate goals: The report
supports the view to clearly distinguish between the
impact of counterparties and underlying assets financed
on the one hand, and the impact stemming from the
financial institutions’ actions and means of intervention on
the other hand. Contributions are considered all actions
that intend to generate positive impact on climate goals.
For example, it has not been robustly demonstrated that
the act of holding shares issued by a company is actively
contributing to climate objectives in the sense of permitting
the company to either further grow its low-carbon
activities or substantially improve the climate performance
of its activities. While holding these assets may create

4 | 14CE ¢ May 2021

the potential for impact, to qualify as a contribution to
climate goals, this would need to be justified by financial
institutions (as discussed in the section on HOW).

Adverse climate impact of financial institutions: It is
suggested that the definition for adverse climate impact
should be coherent with the one for positive impact,
i.e. the act of holding assets in a portfolio does not
necessarily equate to responsibility for an adverse impact.
Nevertheless, given the fact that a vast majority of financial
portfolios are still misaligned with low-carbon trajectories,
the signaling effect of attributing responsibility for the
potential of responsibility for adverse impacts can be
considered to be effective. Therefore, this report proposes
that all financed emissions beyond those compatible with
a 1.5°C trajectory should be considered as responsible for
an adverse climate impact. This would only be otherwise
if the financial institution was explicitly working with the
counterparty as part of an active climate engagement
strategy.

Do no significant harm: This concept has a double
meaning. Firstly, and particularly in the context of the EU
Sustainable Finance Agenda it refers to an analysis of
harmful side effects both against climate goals as well
as the other sustainable development goals. Secondly,
activities that are classed as doing no (significant) harm
are those that are considered aligned with climate-related
goals but may not necessarily directly lead to a climate
co-benefits, e.g. “grey” assets.

Climate-related risk management: In general, this
term refers to the active management or inclusion in
financial risk assessments of “climate-related risks”,
including transition risks and physical climate risks.
The management of these risks is increasingly seen as
necessary as they are posing material financial risks to
financial institutions. In line with the concept of double
materiality of ESG risks, the management of adverse
climate impacts of financial institutions themselves (see
above) is also gaining attention. However, managing
financial climate-related risks does not, necessarily lead a
financial institution to manage its adverse climate impacts
nor align with the objectives of the Paris Agreement, and
vice-versa. Furthermore, the use of low-carbon trajectory
portfolio alignment assessments is not a priori sufficient to
measure and manage the portfolio’s climate-related risk
exposure.



Clarifying “How”: introducing
minimum requirements for disclosure

NB: This part of the report proposes for discussion
minimum requirements for only a subset of concepts
introduced above. They are based on an in-depth analysis
of the assessment methodologies available on the market
at the time of writing (see box on methodology).

Different approaches to propose minimum
requirements depending on the key concept

Depending on the issue under scrutiny, the research
revealed large differences in the state of play of assessment
methodologies, their expected use and perspectives for
further development. This calls for different approaches to
formulate options of minimum disclosure requirements with
regard to each concept:

e Portfolio alignment with a low-carbon trajectory:
Heterogeneous methodologies exist that can provide useful
inputs for financial institutions in the implementation of their
alignment strategies if complemented with other sources
of information. They however need further developments,
more transparency and need to be widely harmonized
on some key methodological choices to ensure their
robustness. As alignment strategies will vary from one
financial institution to another, financial actors should
be required to disclose how this analysis is relevant with
regard with their own alignment strategy, clarify their key
methodological choices and make use of specific best
available technical choices.

Contributions with an investor impact: While some
methods may exist to indicate whether investors are
holding assets that have the potential for contribution
to climate goals, to date there exist no adapted
methodologies to assess if the investor’s financing is
contributing to additional impact. Nevertheless, financial
actors could be required to disclose their strategy and
rationale for contributing to Paris Agreement’s objectives,
with a focus on expected impacts in the real economy.
Furthermore, they should provide insights on whether the
actions engaged to date are adequate with regard to their
objectives and how they make efforts to measure real-
economy impact.

Financial climate-related risks: Heterogeneous
methodologies exist and are likely to be used mainly
for disclosure purposes. Their transparency could be
increased, and the methodologies could also be enriched.
Keeping a certain degree of freedom on technical choices
may be still necessary to explore widely the climate-
related uncertainties. Financial actors should be required
to disclose their key methodological choices, with some
harmonization on part of these choices, and justify their
efforts towards provision of best quality information.

Taking climate-related disclosure to the next level: Minimum requirements for financial institutions  I4CE | 5

EXECUTIVE SUMMARY

Methodologies: Lifting the lid of blackboxes
and introducing first robustness requirements

The minimum requirements proposed in this report aim to
create more transparency on key technical choices of the
underlying assessment methodologies in the absence of
standardization. Where appropriate, additional minimum
requirements to improve the robustness of assessments
are proposed in order to set a “quality floor” for such
methodologies.

Providing this technical information should not become an
insurmountable obstacle. Much information can be provided
by service providers themselves. Moreover, if there is a
uniform transparency requirement this creates a level playing
field for service providers and helps overcoming intellectual
property concerns.

General Approach: Assessment results are
only meaningful when put into perspective

Introducing minimum requirements for disclosure relative
to the general approach a financial institution is taking
regarding climate issues, can help improving the readability
of disclosure documents in two ways:

e First, it can permit users of disclosures to not only
better interpret the results given by the assessment
methodologies but also to judge the relevance of the
methodology used in relation to the general approach,
such as the overall climate strategies and climate actions
put in place.

e Second, overtime, a positive side effect of minimum
requirements related to the general approach would be,
that they could contribute to harmonizing the information
published in disclosure documents. This would in turn
increase their readability and usefulness. Disclosure on
the general approach would become to some extend
comparable, while we are still striving towards making the
assessment results themselves comparable.

=
<
=
=
=)
0
7}
2
E.
o}
O
75}
>
7}




List of acronyms and abbreviations

CSRD
EBA
ECB
ESAs
ESG
ITS
NFRD
RTS
SDGs
SFDR
TCFD

Corporate Sustainability Reporting Directive
European Banking Authority

European Central Bank

European Supervisory Authorities
Environmental, Social and Governance
Implementing Technical Standards
Non-Financial Reporting Directive
Regulatory Technical Standards
Sustainable Development Goals
Sustainable Finance Disclosure Regulation

Task-force for Climate-related Financial Disclosures
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INntroduction

Disclosure: a tool for building
financial institutions’ capacity
on climate issues

In 2015, the Bank of England started to publicly declare
that climate change was a threat to financial stability
(Carney, 2015). And in context of the Paris Agreement,
regulators more widely also realized the need for financial
flows to become compatible with a low-carbon and
climate-resilient development. Consequently, information
was needed from financial institutions about their exposure
to climate-related risks as well as their climate actions
more broadly.

However, regulators and financial institutions alike were
new to climate issues. The concepts were not clear, and
methodologies were lacking to measure the exposure
of financial portfolios to climate-related risks and the
contributions of the financial sector to low-carbon and
climate resilient economic development pathways.

Paving the way, the French regulators were the first to
set up a mandatory disclosure framework (see Figure 1)
asking financial actors to explain their exposure to climate-
related risks and how they were contributing to climate
action. Implicitly, they were asking financial actors to find
the methodologies and data in order to measure their own
exposure to climate-related risks, to measure how their
portfolios were compatible with the Paris Agreement, and to
build strategies that would address these issues.

This approach of setting disclosure obligations, without
waiting for definitions to be set and methods to be
developed, has kickstarted a dynamic and pushed French
financial institutions and regulators to the front line. Not
only did it create awareness with many financial institutions
and financial regulators alike, it also went along with the
development of methodologies to help financial actors
measure their exposure to climate-related risks and their
compatibility with the objectives of the Paris Agreement.

The long way towards good
disclosure practices

The primary goal of disclosure frameworks remains the
provision of clear information in order to increase transparency
and create comparability (IFRS Foundation, 2018). This is
necessary for financial market participants to ensure proper
market functioning as well as to enable public stakeholders,
NGOs, think tanks and the civil society in general to hold

financial actors accountable for their efforts on climate
action.

Unsurprisingly, given the pioneering character of the new
disclosure requirements, implementation of the new climate-
related disclosure requirements by financial institutions was
judged not satisfactory in the opinion of many observers
including the regulators themselves (e.g. (Evain et al., 2018;
WWEF, 2018; Novethic, 2019; DG Trésor, 2019)).

Mainly, the limited precision of initial climate-related
disclosure requirements did not lead financial institutions
to provide clear and reliable information on their exposure
to and management of climate issues. Financial institutions
have disclosed unequal quality of information based on
methodologies that are heterogeneous and with limited
transparency, based on concepts that were only partly
clarified. In addition, it was deplored that climate disclosure
was mainly implemented as a conformity exercise with little
to no connection to internal decision-making processes
(Evain et al., 2018).

Yet, beside all the well-founded criticism that the current
climate-related disclosure of financial institutions is facing,
the plethora of methodologies developed through this
process has the merit of making the debate much more
tangible and concrete as it allows going back and clarifying
basic questions around:

* “What is it exactly that should be measured and disclosed
by financial institutions?”, thus defining the main concepts
and expectations.

* “Are some measurement approaches/ methodological
choices more convincing than others?” and “Are there
‘one size fits all’ methodologies?”, thus understanding
implications of methodological choices and formulating
expectations around these.

Overview of regulatory initiatives
in France and Europe

At the time of writing of the present report, initiatives are
underway in France to improve and clarify expectations
regarding climate-related disclosure of financial institutions.
At the same time mandatory disclosure requirements are
being extended to the European level as shown on Figure 1.

In France, disclosure requirements for institutional investors
and asset managers were initially introduced in 2015 in the
article 173-VI of the Energy Transition for Green Growth Act'2.
They were replaced in 2019 by the article 29-Il of the Energy
and Climate Act® that covers a majority of financial actors

1 All the legal references (including French acts and decrees, European directives, regulations, RTS, ITS, guidelines, proposals, and drafts) mentioned in text are

fully detailed in the list of references at the end of this report

N

3 Loin°2019-1147 du 8 novembre 2019 relative a I’énergie et au climat
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including part of the banks’ activities. In 2021, the ministries
in charge are due to publish an implementing decree to
provide more detailed guidance on how to implement the
renewed and extended disclosure requirements.

On European level, the Disclosure Regulation (SFDR)* entered
in application in March 2021 and targets the manufacturers
of financial products and financial advisers towards end-
investors. The European Supervisory Authorities (ESAs)
published in February 2021 draft Regulatory Technical
Standards (RTS) for the application of the SFDR,® followed
in March with a proposition for an amended version.®
This document will serve as a basis for the adoption of a
delegated act by the Commission.

In parallel, the Commission launched a public consultation
on the review of the Non-financial Reporting Directive (NFRD)
applying to large companies (including financial institutions).
It led to the Commission’s proposal in April 2021 for a

Corporate Sustainability Reporting Directive (CSRD) that
would also be applicable for SMEs.”

The European Banking Authority (EBA) published draft
implementing technical standards (ITS) on disclosure of ESG
risks under Pillar 3 of the Capital Requirements Regulation
(CRR).2 The European Central Bank (ECB) also published
in 2020 a guide on climate-related and environmental
risks that sets supervisory expectations relating to risk
management and disclosure.®

These mandatory disclosure initiatives also take inspiration
from the TCFD to some extent —and concerning only climate-
related risks. The international private sector-led Task Force
on Climate-related Financial Disclosures (TCFD) published
its voluntary recommendations on climate-related risk
disclosures in 2017 (TCDF, 2017). They are already explicitly
mentioned in the non-binding guidelines on reporting
climate-related information under the NFRD (NFRD nbgc).

FIGURE 1 - TIMELINE OF KEY REGULATORY AND VOLUNTARY FRAMEWORKS FOR CLIMATE-RELATED

AND SUSTAINABILITY DISCLOSURE

FRENCH
REGULATION

For financial actors 08/2015 12/2015 11/2019 02/2021
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Source: authors (Hilke et al., 2021).
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non-binding guidelines
supplement on climate

proposal for a CSRD
(also applicable to SMEs)

02/2021 03/2021

ESA’s draft RTS to guide
application of SFDR

SFDR enters into application;
proposal for amended RTS

03/2021

Consultation on EBA's
draft ITS for Pillar 3
ESG disclosure under CRR

Regulation (EU) 2019/2088 - Sustainability-related disclosures in the financial services sector (SFDR)

ECB’s 2020 ‘Guide on climate-related and environmental risks - Supervisory expectations relating to risk management and disclosure. European Central Bank’.
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https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52019XC0620(01)&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52019XC0620(01)&from=EN
https://www.esma.europa.eu/press-news/esma-news/three-european-supervisory-authorities-publish-final-report-and-draft-rts
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52021PC0189&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32019R2088&from=EN
https://www.esma.europa.eu/sites/default/files/library/jc_2021_22_-_joint_consultation_paper_on_taxonomy-related_sustainability_disclosures.pdf
https://www.eba.europa.eu/eba-launches-public-consultation-draft-technical-standards-pillar-3-disclosures-esg-risks
https://www.tresor.economie.gouv.fr/Articles/2021/02/04/lancement-d-une-consultation-sur-le-decret-au-titre-de-l-article-29-de-la-loi-energie-climat
https://www.tresor.economie.gouv.fr/Articles/2021/02/04/lancement-d-une-consultation-sur-le-decret-au-titre-de-l-article-29-de-la-loi-energie-climat

Obijective of the paper: The case
for setting minimum requirements

The objective of the paper is to propose concrete ideas
that can help regulators but also private initiatives to set
minimum quality requirements for climate-related disclosure
of financial institutions.

It aims to clarify expectations towards climate-related
disclosure and proposes an approach to clarify the language
of disclosure with the aim to increase transparency and
reduce the possibilities of using climate-related disclosure
for green washing purposes.

The paper covers all key aspects of climate-related
disclosures concerning portfolio alignment, contributions to
climate objectives as well as climate physical and transition
risk analysis. It aims at striking a balance between what
would be perfect and what seems feasible today and where
future disclosure should be headed towards.

The paper does not aim to define any kind of normative
positions of what should be done in terms of portfolio
alignment strategies and target setting, neither in terms of
risk management. However, it can assist in understanding
key issues and suggests definitions for key terms used in the
debate, which can be used by actors striving to define their
climate strategies.

As mentioned before, the current state of climate-related
disclosure is judged as not sufficiently serving its objectives
by civil society and regulators alike. There are voices that call
for standardization of disclosure in order to improve on the
comparability of climate-related disclosure.

However, this report argues that there is an issue not only
around the comparability of disclosure but also around the
quality as such of disclosure - and notably the methodologies
that they are based on. The situation does not come as
a surprise, given that the underlying methodologies are
relatively new, have been developed without any clear terms
of reference and face persisting data challenges. However,
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the report argues that it should be clearly acknowledged
that the existing methodologies still have some way to go
in order to increase quality and relevance of their results
and that it is therefore not the time yet for standardization.
Mindful of these challenges, it is nevertheless possible to
increase transparency on how financial institutions deal with
these challenges, the choices they make and how these are
consistent with their mandates or portfolio specificities.

This report therefore proposes for discussion a number of
minimum quality requirements of climate-related disclosure
for financial institutions, thus providing a flexible but
clear and legible framework, proposing definitions for key
terms, setting a quality floor for disclosure practices and
identifying key issues for the improvement of existing and
the development of complementary methods that can guide
on the way forward.

The report is structured into two main parts. The first
provides a discussion on “what” should be disclosed, aiming
to clarify expectations and support the development of
clear definitions of terms. The second part discusses “how”
information should be disclosed and provides suggestions
for minimum requirements for disclosure on alignment with
low-carbon trajectories, financial institutions’ contributions
to climate goals and positive impact claims as well as on
transition and physical risks.

The report is based on dedicated desk research for the part on
definitions and the minimum requirements for investor impact
and contributions. The proposed minimum requirements
for the concepts of alignment with low-carbon trajectories,
and transition and physical risk research are based each on
dedicated research projects related to available assessment
methodologies (Romain Hubert et al., 2018. Julie Raynaud
et al., 2020; Romain Hubert et al., forthcoming 2021). Taken
together, these included 35 interviews with service providers
offering dedicated assessment methodologies as well as
20 interviews with financial institutions on the usability of
these methods for their needs.

INTRODUCTION




1. Clarifying “What”: towards a shared
understanding of key concepts

There are a number of terms in the broader climate
disclosure debate and also in the relevant regulatory texts
that need clarification. Various terms exist, such as “portfolio
alignment”, “financial institutions’ impact”, “financial
institutions’ contributions to climate goals”, “adverse climate
impact”, “do no (significant) harm” and “climate-related risk

management”.

Existing work by the regulators, supervisors, financial actors
and other stakeholders already provide a converging basis.
Nevertheless, further clarifications appear to be needed as
some terms are used by actors for very different processes.
The paper proposes for discussion definitions based on
emerging use trends that could help to describe more clearly
expected contents of disclosure for each concept as well
as to reduce overlaps between different concepts. Agreeing
on what needs to be disclosed would already be a big step
forward in making disclosure more useful.

1.1. Alignment with the objectives
of the Paris Agreement: overall
strategy at entity level

The notion of “alignment” has been coined in relation to the
third objective of the Paris Agreement as formulated in its
article 2.1." It calls on all country Parties to “making finance
flows consistent with a pathway towards low greenhouse
gas emissions and climate-resilient development”'2 while
accounting for “the context of sustainable development and
efforts to eradicate poverty”'®. This term has rapidly been
taken up with the recent European Disclosure Regulation
(SFDR) requiring financial entities to publish at entity level
“where relevant, the degree of their alignment with the
objectives of the Paris Agreement”.4

However, the concept of alignment has not been clearly
defined and questions remain on what it means for a
financial institution to “align with the objectives of the
Paris Agreement”. Since 2015, both financial institutions
and civil society have worked to answer these questions
(Rydge, 2020).

In its 2019 paper, 14CE proposed a framework for a financial
institution’s alignment based on the levels of ambition that
financial actors may seek for their strategy to contribute to
the achievement of the objectives of the Paris Agreement
(Cochran and Pauthier, 2019). At the core of any financial

11 United Nations 2015 - Paris Agreement.
12 Paris Agreement, Art. 2.1c

13 Paris Agreement, Art. 2.1

14 SFDR, Art. 4.2d
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institution’s alignment strategy should a strategy and
concrete steps to make all of its activities “consistent” or
“compatible” with the Paris Agreement objectives in as
short a timeframe as possible. This implies that financial
institutions who are committing to align their activities must,
as soon as possible, strive to ‘do no harm’ and scale down
support for activities that are inconsistent with low-carbon
and climate-resilient development.

In addition, 14CE posits that financial institutions seeking
to align with the Paris Agreement must also whenever
possible aim to pro-actively support the transition to a
low-carbon and climate-resilient economy in the broader
context of sustainable development. Taking into account
their mandates, financial institutions that have committed
to alignment should whenever possible prioritize support
for activities with incremental or transformative co-benefits
for the low-carbon and climate-resilient development, while
making sure that it does not undermine the attainment of
other aspects of a sustainable development as detailed
by the UN Sustainable Development Goals (SDGs)
(Cochran and Pauthier, 2019). This concept is reflected
in the discussion further below of positive impacts and
contributions of financial institutions to climate goals.

Both research and practice appear to demonstrate that
there is however no “one size fits all” approach to alignment
(Pauthier and Cochran, 2020). Nevertheless, 14CE’s work
as well as the recent experience of financial institutions
themselves indicates that implementing “Paris alignment
strategy” implies ‘transformational’ changes within
financial institutions themselves — including the adaptation
of strategies and operations.

1.2. Portfolio alignment: limited
today mainly to consistency
with a low-carbon trajectory

“Portfolio alignment” is increasingly defined as a process
in which financial institutions aim to make all of their
activities “compatible” or “consistent” with the objectives
of the Paris Agreement. The following section further details
what portfolio alignment should cover (see “alignment of
what”, “with what”). It also raises attention about the current
limitations in the scope of “portfolio alignment assessments”
and their role in the broader “portfolio alignment strategies”.
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1.2.1. Alignment “of what”: both financial flows
and the stock of capitals

The Paris Agreement refers to the consistency of financial
flows™ which could be interpreted as excluding “stocks of
capital” or those existing assets in portfolios resulting from
past investment and financing decisions — and focusing only
on current or future transaction. However, to be considered
useful, portfolio alignment should cover entire investment
and credit portfolios — both historical stocks and flows.

This stems from two increasingly accepted lines of thinking.
Firstly, the line between stocks and flows is relatively
blurred as even long-only investment funds turn over their
entire portfolio on average in less than 2 years (2dii and
Mercer, 2017). Thus, a larger portion of all existing financial
assets held in portfolios will likely be part of next transactions
on secondary markets in the near future. Secondly, both
financial institutions and experts have posited that the high
level of ambition of the Paris Agreement implies that as part of
“Paris alignment strategies” (see above) financial institutions
should focus initially on new transactions but should seize
any opportunity they have to align existing portfolios in a
manner that produces real impacts on emissions or resilience
(Cochran and Pauthier, 2019).

1.2.2. Alignment “with what”: mitigation
pathways, resilience and SDGs at national
and international levels

The Paris Agreement mandates consistency “with a pathway
towards low greenhouse gas emissions and climate-resilient
development” and accounting for “the context of sustainable
development and efforts to eradicate poverty”.'® Therefore,
the notion of portfolio “consistency” with the objectives
of the Paris Agreement should assess the consistency of
portfolios with:

1. An emission mitigation pathway that leads to below 2°C
and if possible, below 1.5°C global atmospheric warming,

2. Forward-looking assessments of appropriate levels of
climate resilience of investments as well as contribution
to adaptation needs,

3. The impact of activities on the transition of broader
systems and value chains to achieve the SDGs.!”

Furthermore, both the Paris Agreement as well as the 2030
UN Sustainable Development Agenda focus on a bottom-
up and country-driven approach. As such, taking into
account the specificities of national contexts compared
and using national forward-looking pathways for these
different aspects should be supported and occur whenever
possible. Nevertheless, it is important to ensure that the

15 Paris Agreement, Art. 2.1c

16 Paris Agreement, Art. 2.1

17 See Cochran and Pauthier (2019) for a more in depth discussion.
18 Paris Agreement, Art. 2.1

level of ambition of national pathways is commensurate
with international goals — and it may be necessary to use
international pathways when robust national references are
not available.

1.2.3. Limited overlap with what assessment
methodologies cover today

The methodologies for assessing portfolio alignment
available to date cover aspects around the consistency with
a low-greenhouse gas trajectory. These assessments provide
a snapshot of how the composition of a given portfolio and
the potential future evolution of its current assets compare
with a low-carbon economic development scenario, often
defined/described at the international level that does not
account for the specificities of national trajectories.

However, existing alignment assessments do not cover
to date issues around adaption even though the Paris
Agreement also set an objective for the resilience and
adaptation of economies and societies to a changing
climate.' The resilience of investments portfolios are currently
only assessed from a risk perspective in the framework of
physical risk assessments. It is yet unclear, if and to what
extent co-benefits can be expected for adaptation from
physical risk management approaches.

Furthermore, while the Paris Agreement also embeds climate
action in the broader sustainable development agenda, this
is currently not addressed in the methodologies flagged
as “Paris Alignment portfolio assessment methodologies”.
In practice, a separate family of methodologies and
indicators is currently being developed covering broader
SDG alignment of companies (e.g. MSCI"® or GRI/UN
Global Compact/WBCSD?) or investments (e.g. Sopact?').
These methodologies have not been studied in detail in
the framework of this report and their appropriateness to
respond to the issue at hand is therefore not discussed in
further detail in this report. However, it should be clear that
portfolio alignment with the Paris Agreement or specifically
with article 2.1c would have to cover such approaches
as well.

While results from alignment assessment methods to date
are potentially a useful input into the definition of portfolio
alignment strategies, this depends much on the method at
hand and on the overall strategy approach chosen. On top,
despite this potential, it is essential to note that in current
disclosure documents there is often no clear link made
between portfolio alignment assessment results and the
implementation and improvement of alignment strategies be
it at portfolio level or at the overall entity level.

19 https://www.msci.com/www/blog-posts/assessing-company-alignment/02085389620

20 https://sdgcompass.org/
21 https://www.sopact.com/sdg-indicators
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1.3. Defining financial institutions’
positive climate impact in the real
economy and their contributions
to climate objectives

Beyond “portfolio alignment” in terms of the “consistency” or
“compatibility” with a low-carbon climate resilient trajectory,
there is a need to clarify other key concepts and aspects
related to Paris Alignment: how can financial institutions
further contribute to the Paris Agreement objectives, how
can their positive impact on climate goals be defined. These
further clarifications will be useful for guiding financial actors
towards meaningful climate-related disclosures.

1.3.1. The French disclosure framework already
asks financial actors to explain their
“contributions” to climate objectives

In France, article 29 of the Energy and Climate Act requires
financial institutions to disclose information about the level
of investments favorable to climate as well as their specific
contribution towards the international objective of limiting
global warming and the French objectives related to the
national energy and ecologic transition. It also states that
this contribution is appreciated in comparison with indicative
targets that are defined depending on the nature of their
activities and type of investments, consistently with the
French national low-carbon strategy.?

This law article can be seen as an invitation for all stakeholders
to go beyond being consistent or compatible with a low-
GHG climate-resilient trajectory, and to proactively support
across all business lines the activities that have for principal
objective the mitigation of or adaptation to climate change
or indirect climate co-benefits (Cochran and Pauthier, 2019).

1.3.2. European disclosure frameworks focus
essentially on economic activities’
contributions to environmental objectives

The Disclosure Regulation (SFDR) defines “sustainable
investment” as “an investment in an economic activity
that contributes to an environmental objective (...) or
an investment in an economic activity that contributes to
a social objective (...) or an investment in human capital
or economically or socially disadvantaged communities,
provided that such investments do not significantly harm
any of those objectives and that the investee companies
follow good governance practices, in particular with respect
to sound management structures, employee relations,
remuneration of staff and tax compliance”.?

22 Translated from French by the authors of this report.
23 SFDR, Art. 2.17

The Taxonomy Regulation?* defines substantial contributions
of economic activities: “An economic activity shall qualify as
contributing substantially to climate change mitigation where
that activity contributes substantially to the stabilization of
greenhouse gas concentrations in the atmosphere at a level
which prevents dangerous anthropogenic interference with
the climate system consistent with the long-term temperature
goal of the Paris Agreement through the avoidance or
reduction of greenhouse gas emissions or the increase
of greenhouse gas removals, including through process
innovations or product innovations (...)”.%

Both Regulations specifically mention the contribution of
the economic activity itself but do not make reference to the
contributions of financial institutions such as the obligations
introduced in France.

1.3.3. Distinguishing company impact
from financial institutions’ impact

In this context, it is useful to distinguish between the impact
of financial institutions and the impact of companies in
the real economy. Kdlbel et al. (2019) underline that the
financial institutions’ impact is defined through the concept
of “additionality” or the idea that an investor can provoke
either an increase of the company impact or a qualitative
improvement of the company impact, as illustrated on
Figure 2 below. The concept is valid for financial institutions
more generally.

Such a vision is coherent with current regulations if
“sustainable investments” as defined by the Disclosure
Regulation are not meant to be equivalent to additional
impact of financial institutions as defined by Kolbel et al.
(2019). It is worth noting that such a distinction has
been integrated by the UN convened Net Zero Asset
Owner Alliance in its Draft 2025 Target Setting Protocol
(NZAOA, 2020). It can therefore be considered non-
controversial at least among the leading asset owners
with regards to the integration of climate change in their
business.

24 Regulation (EU) 2020/852 - on the establishment of a framework to facilitate sustainable investment (EU Taxonomy Regulation)

25 EU Taxonomy Regulation, Art. 10
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FIGURE 2 - KEY CONCEPTS AND MECHANISMS OF POSITIVE INVESTOR IMPACT

COMPANY IMPACT

Company activity

INVESTOR IMPACT

Mechanisms

Investor
activity

—— 1. Engagement —_

—— 2. Capital allocation — development

Source: adapted from Kélbel et al. 2019.

1.3.4. Differentiating levels of contributions:
from doing no harm to incremental
to transformational impacts

Beyond differentiating between financial institution vs
company impact, it is also increasingly important for
financial institutions to differentiate between different levels
of impacts. As discussed, portfolio alignment implies at a
minimum that financial institutions scale-down and stop
activities that are deemed as ‘harmful’ or misaligned across
their entire portfolio. In turn, it could be tempting to aim
for an ambitious definition of “contribution” beyond this

a. Growth of activities supporting sustainable

e el s g b. Increase in quality of company activities
in terms of sustainability criteria

World

Improvement

on sustainability
aspects

@I4CE_

scaling-down, with a specific focus on the means to achieve
a positive impact.

While there is a growing consensus that a commitment to
align does imply a positive contribution beyond scaling down
misaligned activities, there is an open question about whether
all types of financial actors should be expected to aim to
have an additional positive impact via proactive contribution.
This may much depend on their specific mandate and
business model. Additionally, approaches or methodologies
to assess the impact of a financial institutions’ planned or
past contribution are only starting to emerge and are even
less mature than alignment assessments.

FIGURE 3 - THE PARIS ALIGNMENT ‘BULL’S EYE’: ACTIVELY SUPPORT NATIONAL AND INTERNATIONAL

TRANSFORMATIONS ACROSS ALL ACTIVITIES

—

’

17 DO NO HARM

Low-GHG Development: Scale-down and stop non-consistent operations.
Avoid locking-in emissions.

Adaptation: Avoid decreasing resilience, increasing vulnerability,
and contributing to maladaptation.

Financial Flows: Stop support of non-consistent flows whether direct
or through intermediation.

SUPPORT PARIS
CONSISTENT
CLIMATE
CO-BENEFITS

Low-GHG Development: Contribute to the decarbonization of the entire
economy and society.

Adaptation: Contribute to increasing adaptation, resilience and adaptive
capacity of investments.

Financial Flows: Foster contributions of own flows and those of partners.

FOSTER
TRANSFORMATIVE
OUTCOMES

B B> BB

<
el

Low-GHG Development: Facilitate the transformation to low-GHG
systems and value chains.

Adaptation: Facilitate and reduce the cost of adaptation actions

to long-term climate change.

Financial Flows: Support the ‘consistency’ of the broader financial system
(regulation, norms, transparency).

Source: Cochran and Pauthier, 2019

1.3.5. Differentiating contribution and impact:
means and result

The distinction between contribution and impact is however
less clear to date. One option is to define contribution as the
activities of investors that have the aim to create investor
impact. To describe the contribution, financial institutions
would then need to describe the actions and the intended
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result, i.e. the role they seek to play in a low-carbon,
climate-resilient and sustainable development, as well as
the associated level of ambition and key features of their
“Paris alignment” strategy to do so. In addition, they would
need to explain why the actions are deemed appropriate in
relation to the intended result, and finally describe the impact
chain that relates the action to the intended result (theory of
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change) and mechanisms to monitor the appropriateness of
the measures and their effectiveness.

Contribution would thus correspond to the means, whereas
investor impact would correspond to a measurable result.
Any impact claim should go with explanation of efforts to
measure and monitor progress towards attaining impact, and
perspectives to address difficulties. This is discussed in more
detail in the corresponding section on proposed minimum
requirements for disclosure further below.

Such a distinction is also broadly in line with how the different
terms are used by the Impact Management Project (2018) in
their “Guide for classifying the impact of an investment”.

1.4. Identifying activities with
negative impact and avoiding
negative side-effects,

a prerequisite for consistency

As a basic component of portfolio alignment and ensuring
the “consistency” or “compatibility” of an investment
portfolio, it is necessary to identify all activities which are or
may be counterproductive with the achievement of climate
and sustainable development objectives. The European
regulators are working on the concepts of “adverse climate
impact” and “do no significant harm” that help clarify these
aspects, as explained below.

1.4.1. Adverse climate impact: financial actor’s
behaviors that are counterproductive
to climate action

European disclosure frameworks are developing
the concept of “adverse climate impact”

The Disclosure Regulation (SFDR) provides a general
definition of adverse impacts stating that “Principal
adverse impacts should be understood as those impacts
of investment decisions and advice that result in negative
effects on sustainability factors”.?

The Disclosure Regulation empowers European Supervisory
Authorities to develop draft regulatory technical standards
(RTS) “on the content, methodologies and presentation of
information [...] in respect of the sustainability indicators
in relation to adverse impacts on the climate and other
environment-related adverse impacts”.?” A clearer definition
of adverse climate impact and the type of information that
needs to be disclosed is therefore likely to be available
in 2021 following the publication of the ESA draft.

In addition the Disclosure Regulation specifies : “Where
financial market participants (...) consider principal adverse
impacts, whether material or likely to be material, of

26 SFDR, Recital 20
27 SFDR, Art. 4.6
28 SFDR, Recital 18

investment decisions on sustainability factors, they should
integrate in their processes, including in their due diligence
processes, the procedures for considering the principal
adverse impacts alongside the relevant financial risks and
relevant sustainability risks.”?® Three things are interesting to
pick up from this citation:

First, there is a clear distinction made between adverse
impacts and sustainability risks.? This distinction will be
discussed in the following subsection on climate-related
risk management. Second, the recital makes it clear that
materiality of adverse impact needs to be disclosed even
if it is not certain but only deemed “likely”. And third, the
recital speaks of “principal adverse impacts of investment
decisions”, which would call for a definition of the term
in line with the definition of positive investor impact as
discussed above.

Proposals to clarify the definition, mechanisms
and proxy for investor adverse climate impact

This report proposes that “adverse climate impact of
investment decisions” can be defined as the effect of
investor decisions on either maintaining company activities
at levels inconsistent with low-carbon trajectories or even
supporting a decline of the alignment of company activities
with low-carbon trajectories. The same would also count
for adaptation issues, i.e. supporting planned company
activities that are not resilient with respect to future physical
climate impacts or that are worsening the climate resilience
of a company.

The mechanisms of investors adverse impact could be
similarly defined as for positive impact:

e Engagement: covering not only active engagement
against improvements of company climate alignment
and resilience but also for example the passive validation
of company strategies at general assemblies which are
clearly incompatible with low-carbon trajectories or
non-resilient.

e Capital allocation: allowing to maintain or increase
company activities incompatible with low-carbon
trajectories or non-resilient activities.

¢ Indirect impacts: as with positive impacts, signaling only
has an impact on company activities if the same signals
are sent by a sufficient number of investors or creditors.
The exact threshold starting from which signaling starts
having an impact remains unknown. However, given that
the majority of investments is still invested in assets which
are non-aligned, it can be assumed that investments in
activities incompatible with the low-carbon transition and
which are not combined with active climate engagement
strategies by investors currently still create an adverse
climate impact.

29 A sustainability risk means an environmental, social or governance event or condition that, if it occurs, could cause a negative material impact on the value of
the investment. Source: https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32019R2088&from=EN
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As a result of the importance of the signaling effect, this
report argues that the GHG emissions related to the assets
invested in and covering all scopes could be used as a
proxy for adverse climate impact. The notion of “principal
adverse impacts” may in this case refer to “material or
likely to be material” GHG emissions. Materiality refers
to the environmental materiality as defined by the NFRD
supplemental guidelines on climate change: “Climate-
related information should be reported if it is necessary for
an understanding of the external impacts of the company”.%
A clear threshold would have to be defined to make this
principle more operational, especially if the currently non-
binding guidelines would become binding through a potential
integration into the RTS of the Disclosure Regulation (SFDR).
A possible threshold could be that all financed emissions
beyond those compatible with a 1.5°C trajectory are to be
considered material or likely to be material. Companies
which are covered by active climate engagement strategies
should be excluded, provided that there is tangible proof
of engagement and monitoring the credibility of expected
outcomes of this engagement strategy.

1.4.2. Do no (significant) harm: avoid negative
side-effects on climate action and
sustainability

The general clarification of the “do no harm” concept
is underway

A fundamental consideration of whether an actor is ‘Paris
Aligned’ is that across all its operations it does not support
activities that are counterproductive to achieving the three
main climate-related objectives of the Agreement — as well
as SDGs (Cochran and Pauthier, 2019). However, there is a
need to reach a clear terminology to clarify how it can be
considered that activities of the financial sector are “doing no
harm” to this set of climate-related and sustainability goals.
The European frameworks use a similar “do no significant
harm” concept to explain that a specific activity cannot be
considered as contributing to one or several sustainability
objective(s) if it is detrimental to any other aspect of
sustainable development. The concept of “do no significant
harm” is mentioned in the Disclosure Regulation®' as well
as multiple times in the Taxonomy Regulation, with further
explanation of the different aspects of sustainability that
they target.

According to the Taxonomy Regulation, ESAs shall “develop
regulatory technical standards to further specify the details
of the content and presentation of the information in
relation to the principle of ‘do no significant harm’”.32 While
the ESAs have the task to define this principle across all
aspects of sustainable development (environmental, social
and governance), the present report concentrates on a
possible definition in relation to Paris alignment strategies.

30 NFRD nbgc, 2.2

31 SFDR, Art.2.17

32 EU Taxonomy Regulation, Recital 36
33 Paris Agreement, Art. 2.1a

34 Paris Agreement, Art. 2.1b
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Proposal for a definition of the “do no harm” concept
applied to climate issues

In general terms, as part of Paris alignment approaches
actors need to take into account the direct and indirect
impacts of their actions on systems and value chains in a
given country.

More specifically, applying the “do no harm” concept to
the temperature goal of the Paris Agreement®® means that
actors should scale-down and halt activities that result in
punctual increases or the lock-in of GHG emissions at levels
inconsistent with national and international objectives (i.e.
insufficiently ambitious energy efficiency projects or less-
emissive forms of fossil fuels), as well as activities that
support systems and value chains counterproductive to
long-term climate goals (such as energy transport networks
that indirectly support continued fossil fuel use).

“Do no harm” applied to the adaptation and resilience
objective of the Paris Agreement® would require institutions
to identify and scale-down or adapt their actions that:
1) could decrease resilience or increase vulnerability of
people, assets and economies; or 2) could lock-in economic
development which would not be able to cope with
ongoing and coming climate changes (such as economic
development in flood-prone areas or growth of water
intensive industries in a drought prone area). Finally, they
should seek to identify and avoid maladaptation.

In addition, as the Paris Agreement is embedded in the
Sustainable Development Agenda, actors should also ensure
that all of their activities “do no harm” on other aspects of
sustainable development.

Technical issues for a financial institution to measure
how it does no harm in the field of climate issues

The application of the “do no harm” concept to the
temperature goal of the Paris Agreement raises technical
questions. While in theory alignment assessments with a
low-carbon trajectory could be taken as a proxy, there is
a fundamental problem with such assessments as they
are constructed to date: none of them allows to ensure
that lock-in effects are avoided. This problem, amongst
other methodological issues (discussed in the section on
alignment methodologies), would have to be solved before
making them usable in the context of a “do no significant
harm” approach.

Besides, it remains to be confirmed if assessment
methodologies for physical climate risks can be used as a
steppingstone to ensure a “do no significant harm” approach
on the adaptation and resilience objective of the Paris
Agreement.
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1.CLARIFYING “WHAT”: TOWARDS A SHARED UNDERSTANDING OF KEY CONCEPTS
1.5. Climate-related risk management and climate action in financial institutions

1.5. Climate-related risk management
and climate action in financial
institutions

1.5.1. The financial approach to “climate-related
risks” in context of the “double materiality”
framework

Climate-related risks can be considered as important issues
from two perspectives that are explained in the European
Commission’s “double materiality” framework. This report
discusses climate-related risk analysis and management
more essentially from a “financial materiality” perspective.

Financial materiality of climate-related risks

The present report discusses “climate-related risks” in
terms of financial risks as defined in context of the TCFD.
This comprises “transition risks”, “physical climate risks”
and “liability risks” (the last category being sometimes
considered as a specific case of the two first categories).
Climate-related risk analysis looks at how climate and
transition impacts in the real economy may significantly
amplify the financial risks that are typically managed in
financial institutions (e.g. credit risk). In the terms of the

European disclosure frameworks, the TCFD approach
focuses on the “financial materiality” of climate issues
(see Figure 4 below). This approach is also called an
“outside-in” approach as it looks at how some changes in
the climate and society might affect financial institutions.

Environmental and social materiality
of climate-related risks

It is also important to note that “climate-related risks” can
be understood also as the risk of negative impacts on the
society and climate. In the terms of the European disclosure
frameworks, this is called the “social and environmental
materiality” approach of climate-related risks (see Figure 4
below). This is also called an “inside-out” approach as
it looks at how companies in general (financial and non-
financial) impact on the society and the environment.

In financial institutions, such an approach has historically
received more attention from ESG divisions and other teams
involved in alignment and impact strategies, while the
financial materiality approach has received more attention
from the teams in charge of financial risk management.

The European Commission mentions that “these two
risk perspectives already overlap in some cases and are
increasingly likely to do so in the future”.3

FIGURE 4 - CLIMATE-RELATED RISKS AND OPPORTUNITIES IN THE DOUBLE MATERIALITY FRAMEWORK*

OPPORTUNITY
for company, climate and society if company
contributes to climate mitigation/adaptation

TRANSITION RISK
Risk of negative impact
on company arising
in the low-carbon
transition

: o
T Eollcly % {/_
egal 2
9 o
Technology | ——— %
(7}
Market
E \\/

- Reputation

COMPANY CLIMATE
ACUTE AND CHRONIC PHYSICAL RISK
Risk of negative impact on company
arising from climate change
Caption:
—— Financial materiality approach —> Inside-Out approach
—— Environmental and social materiality approach <4— Outside-In approach @I4CE_

Source: authors (Hilke et al., 2021). Adapted from EC NFRD Non-binding guidelines supplement on climate-related information (C/2019/4490).
*Note: this representation does not exclude further links between the financial materiality and the environmental and social materiality.
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1.CLARIFYING “WHAT”: TOWARDS A SHARED UNDERSTANDING OF KEY CONCEPTS
1.5. Climate-related risk management and climate action in financial institutions

1.5.2. Uncertainty: a key aspect of climate-related
“risks” and a challenge for traditional
financial risk management practices

The financial materiality approach to climate-related risks
should be talking to the teams in charge of managing
financial risks in financial institutions. However, one of the
key defining characteristics of climate-related risks is their
uncertainty. This makes “climate-related risks” sound like
an oxymoron from the technical stand of risk management
teams at financial institutions.

Risk — as understood by an insurance company for example
— refers to situations where the range of potential future
situations is precisely identified and understood prior to
taking a decision. Risk information is typically based on
probability distribution of losses observed in the past. This
approach is not appropriate to analyze climate-related
issues, which are characterized by radical uncertainty about
the future (cf. Bolton et al., 2020). This means that the actual
future evolution of physical climate impacts is — and will
remain to a large extent — unpredictable. The same is true for
the question of how exactly the transition to a low-carbon
economy will be shaped, which technologies will drive the
transition and what role will be played by energy efficiency
and energy sobriety.

However, it is possible to take decisions even under high
levels of uncertainty. For example, analytical approaches
that recognize this inherent uncertainty include the use
of exploratory scenarios that propose representations of
plausible alternative futures — even if the probability of each
scenario materializing remains unknown. Uncertainties may
also call for different decision criteria that could account
better for this non probabilistic range of potential futures
(Depoues et al., 2019).

1.5.3. Alignment analyses are not sufficient
to measure a portfolio exposure
to financially material transition risks

Alignment analyses have put much emphasis on portfolio
consistency with a low-carbon trajectory and they include
GHG emission metrics among other metrics. These could
be useful inputs to understand also how a counterparty is
misaligned with a low-carbon trajectory. However, in theory
such measures may generally not be a good proxy for
transition risk exposure due to multiple reasons, as illustrated
below (see also Lucas-Leclin et al., 2015).

First, alignment analyses do not cover financial impact
analysis. Two counterparties with the same misalignment
may have different net exposures to financial transition risks.
Other factors need to be integrated in the assessment in
order to reflect financial impacts from the transition. For
instance, in the case of a corporate counterparty exposed
to transition risks over its value chain, the net impacts on
the company’s financial statements may depend on the
bargaining power of the company with suppliers, customers
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and regulators, or also depending on the company’s plans to
adapt and seize opportunities of the low-carbon trajectory.

Second, transition risk analysis requires to look at the financial
robustness of counterparties in a range of low-carbon
transition scenarios. This is necessary in order to account
for uncertainties about which low-carbon trajectory may
materialize. For instance, a car company can be compatible
with a low-carbon trajectory where hydrogen car technology
dominates the market. However, it says very little about
its strategic resilience in front of other transition scenarios
where other car technologies prevail, or where other types
of mobility prevail. Hence, transition risk analysis requires
to explore different pathways to a low carbon economy,
and how the counterparty’s strategy accounts for these
different pathways.

Nonetheless, alignment measures can be a relevant proxy
for financial climate-related risks in such specific cases as
reputational risk. For example, if a company or a financial
institution is known to be misaligned with a low-carbon
trajectory, this might damage its goodwill and capacity
to attract clients, staff or funding sources and its overall
profitability.

1.5.4. Climate-related risk management and
alignment/impact strategies are not
necessarily reinforcing each other

In the current state of practices, it is important to note
that portfolio climate-related risk management does not
necessarily lead to portfolio alignment with a low-carbon
trajectory, nor to a proactive contribution to achieving the
Paris Agreement goals and vice versa.

An alignment strategy may include an objective of
engaging with counterparties that are vulnerable to the
physical impacts of climate change in order to help these
counterparties become resilient to climate impacts. On the
opposite, a financial risk management strategy could consist
in avoiding those counterparties and result in making their
access to capitals more difficult.

Further, an alignment strategy may include support to
some low-carbon activities. On the opposite, a low-carbon
activity may be winning in one transition scenario but lack
resilience in other scenarios. Or this same low-carbon
activity may be held by a company with an immature
business and little financial robustness overall. Hence, a
financial risk management strategy may end up avoiding
such low-carbon asset.

The same issue exists with high-carbon assets. A portfolio
alignment strategy could include an engagement strategy
with high-carbon assets in sectors that need to decarbonize
to ensure that a low-carbon transition materializes
successfully in the real economy. On the opposite, if these
high-carbon assets are considered already too much risky in
financial terms, one risk management strategy could simply
consist in avoiding or divesting from such assets. By doing
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1.CLARIFYING “WHAT”: TOWARDS A SHARED UNDERSTANDING OF KEY CONCEPTS
1.5. Climate-related risk management and climate action in financial institutions

so, the financial institution would miss the opportunity to
drive the transition in these assets.

However, it does not mean that alignment and financial
risk management strategies are incompatible. As part of its
financial risk management strategy, the financial institution
could also decide to engage dialogue with the same high-
carbon counterparty on building a credible transition
strategy. If the financial institution concludes that is has no
chance to obtain positive results with engagement, it may
then decide to divest in order to manage its portfolio risk.
When doing so, the financial institution may also explain
to the market participants why they should not invest in
this counterparty. That way, the financial actor not only
manages its financial risk; it also uses its last opportunity
to make a positive impact for climate action by an attempt
to reducing the company’s access to capital. There may be
some further overlapping between financial climate-related
risk management and alignment/impact strategies to be
investigated.
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2. Clarifying “How”: introducing minimum
requirements for disclosure

2.1. Research context for setting
ambitious and realistic
requirements

2.1.1. Rationale and methodology

Section 1 of the report discussed the state-of-the-art
understanding of the main concepts related to climate
action in the financial sector that financial institutions should
strive to explain in their disclosure. Ensuring a common
understanding of these key concepts is a first step towards
improving the comparability and readability of disclosure
documents.

In practice, the quality of climate disclosure also depends
on the underlying assessment methodologies that financial
actors use to analyze their exposure to climate-related
risks, their alignment with climate action objectives and
how impactful their climate action is. The disclosure of
many financial institutions relies on assessment tools
that were developed by external service providers. In the
absence of a standard, the service providers and financial
institutions have developed their own frameworks and made
heterogeneous methodological choices. The landscape
of these assessment tools is continuously improving, with
different levels of maturity depending on the type of climate
issue under scrutiny. Yet it seems far too early for proposing
methodological standards (see introduction).

Instead, this report seeks to provide minimum disclosure
requirements that account for existing good practices in
current assessment methodologies, but also for further
development needs specific to each climate issue.

They are based on dedicated research projects related to
available assessment methodologies. Only exception is the
section on contribution and impact, for which dedicated
assessment methods are still broadly under development.
Taken together, the research projects included 35 interviews
with service providers offering dedicated assessment
methodologies as well as 20 interviews with financial
institutions on the usability of these methods for their needs.
For more in-depth technical discussions of the state of play
of these methodologies; please refer to:

e Hubert et al., 2018: Getting started on physical climate risk
analysis in finance

¢ Raynaud et al., 2020: The Alignment Cookbook

e Hubert et al., forthcoming 2021: Review of transition risk
methodologies, visit: i4ce.org
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This section of the report proposes several types of
minimum disclosure requirements that serve specific
objectives:

* Increased transparency about key methodological
choices shall increase the capacity of readers to interpret
the disclosed information and appreciate its quality. This
may also be a first step towards more comparability.

¢ Justifications on key analytical choices and
requirements for some specific technical choices shall
help encourage the use and development of most relevant
analytical practices. To some extent this may also help
towards more comparability of the results.

* Improved information on the link with the overall
climate strategy of financial institutions shall help readers
to understand the relevance of the assessment results
disclosed. It shall therefore improve the readability of
disclosure documents.

The suggested minimum requirements in the following
section of this report apply to climate-related disclosure in
general, both using the approaches developed in-house and
by external service providers.

They are to be understood as a basis for further discussion
and may need to be adapted in order to be used in different
contexts, such as voluntary best practices or regulatory
frameworks.

2.1.2. Some key issues about setting minimum
disclosure requirements in relation
to specific assessment methods

Issues about making connections
with decision-making in financial institutions

There are key issues about suggesting minimum technical
requirements that would directly impact the decision-making
processes at financial institutions.

This is particularly the case for technical requirements in
relation to financial risk management, for several reasons.
Dedicated regulatory requirements for risk management
exist for example in the European CRR and CRD
regulations. Optimally, qualitative requirements related to
how to best integrate climate-related risks into general risk
management procedures should first be included directly
there. Requirements related to the disclosure of how climate-
related risk is managed would then pick from there the
aspects that need to be published for stakeholders. It seems
not desirable to include qualitative aspects into disclosure
requirements that are not covered by regulations on risk
management in the first place. Secondly, the methodologies
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https://www.i4ce.org/download/getting-started-on-physical-climate-risk-analysis-in-finance-available-approaches-and-the-way-forward-3/
https://www.i4ce.org/download/getting-started-on-physical-climate-risk-analysis-in-finance-available-approaches-and-the-way-forward-3/
https://gsf.institutlouisbachelier.org/publication/the-alignment-cookbook-a-technical-review-of-methodologies-assessing-a-portfolios-alignment-with-low-carbon-trajectories-or-temperature-goal/
i4ce.org

2. CLARIFYING “HOW”: INTRODUCING MINIMUM REQUIREMENTS FOR DISCLOSURE
2.1. Research context for setting ambitious and realistic requirements

for climate-related risk assessments that were reviewed for
this report are particularly adapted for disclosure exercises.
However, risk management at financial institutions may
mobilize in practice more granular processes and inputs
going beyond the methodologies that were part of the
reviewed methodologies.

This difficulty seems less salient in the field of alignment as
no issue of potential regulatory overlap was identified in this
context. However, the assessment methodologies that were
reviewed are not considered sufficient for decision making
when used alone and, in some cases, may not be relevant
as inputs for framing alignment strategies.

The proposed minimum requirements try to best consider
these challenges, but obviously, adaptations may be needed
regarding the specific context when aiming to put these
recommendations into practice.

Issues about full and public transparency on some
key methodological choices

Some aspects of disclosure on transition risk might face
potential confidentiality challenges for certain types of
financial institutions.

For instance, climate change is one of the megatrends that all
asset managers may want to investigate when managing their
portfolio. Their capacity to frame the issue and techniques
to integrate climate-related risks and opportunities are
expected to become part of their core business activities
and of their added value as asset managers. Hence it can
be complicated for them to disclose in too many details
the risk propagation channels that are analyzed, the criteria
for assessing materiality, the indicators and datasets.
Such information might be a large clue about their keys for
investment decisions on climate change.

The recommendations are aimed at limiting transparency
to the strict necessary, with the aim to allow notably the
identification of practices with little relevance, as opposed
to identifying best practices. Furthermore, disclosure
obligations seem to be more adapted in this regard than
voluntary initiatives, as obligations create a level playing field
for all and do not penalize voluntary first movers.

20 | 14CE ¢ May 2021



2. CLARIFYING “HOW”: INTRODUCING MINIMUM REQUIREMENTS FOR DISCLOSURE
2.2 Communicating on contributions and the role of positive impact of financial institutions

2.2. Communicating on contributions
and the role of positive impact
of financial institutions

This section proposes minimum disclosure requirements
related to contributions of financial institutions to climate
goals with a specific focus on positive impact, as summarized
on Figure 5 below. It should be noted that these options for
minimum requirements as discussed are not prescriptive in
relation to the ambition expected of financial institutions.

They would only apply where financial institutions are
themselves claiming to contribute to climate goals and to
generate through their actions a specific “positive impact”.

As discussed in part one, regulators could consider
setting clear definitions for the terms “positive impact” and
“contributions” of financial institutions. While specific impact
assessment methodologies are only emerging, the disclosure
requirements may also seek to clarify expectations regarding
future methodology developments for impact assessments
for financial institutions as well as for disclosure on
contributions.

FIGURE 5 - OVERVIEW OF SUGGESTED MINIMUM REQUIREMENTS FOR DISCLOSURE RELATED

TO CONTRIBUTIONS AND POSITIVE IMPACT CLAIMS

FRAMING
OF CLIMATE

ACTION

EFFORTS
FOR MEASURING
THE RESULTS

For impact claims:

MONITORING
OVER TIME

and action planning

Source: authors (Hilke et al., 2021).

2.2.1. State of play of the methodology market

Following the definition proposed in the first section of
this report, a financial actor’s contribution can be achieved
through an alignment strategy and/or a dedicated
impact strategy.

While the following section of this report discusses portfolio
alignment methodologies, the present section specifically
discusses the case of investor impact assessment
methodologies. No in-depth analysis of the methodology
market has been undertaken as part of the research done
in preparation of this report. Yet, it is relatively evident that
there are not many (if any) methodologies readily available to
financial institutions to date which would cover the question
of additionality of investor impact in terms of increasing a
company’s positive climate impact in the real economy.

35 https://impactmanagementproject.com/

36 https://2degrees-investing.org/resource/impact-measurement-target-setting/
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@C_, THE FINANCIAL INSTITUTION’S VISION FOR UNDERTAKING CLIMATE ACTION
]

- Beliefs: clarify the transition pathway that actions are supposed to contribute to
- Objectives: explain the perception of the financial institution’s role, including the level
of ambition and if specific positive impacts are intended to be achieved
- Theory of change: outline impact mechanisms targeted, the planned actions in order
to achieve objectives and discuss the appropriateness in relation to the ambition described
- Conditions for success: explain dependencies on actions from other stakeholders

- Relevance: explain the relation of your intended positive climate contribution to your overall
business model and mandate

- Efforts undertaken: explain efforts to assess consequences of actions in the real economy
and their additionality — including support to methodology development

- Impact estimations: measure changes in the real economy and track relevant indicators
that also influence your targets, provide a narrative or qualitative estimation of impacts

- Explain if and how prior impact evaluations have informed strategy development

@I4CE_

However, research is underway to fill this gap. The Impact
Management Project,® which is building on a practitioners’
community of over 2,000 organizations, has developed a
“Guide for classifying the impact of an investment” (Impact
Management Project, 2018). This guide supports the
differentiation between company impact and investor impact
and has categorized investor impact mechanisms (growing
new/undersupplied markets, providing flexible capital,
engagement, signaling).

Building on this work, the 2° Investing initiative launched
in early 2020 the “Evidence for Impact” Working Group®
in collaboration with financial institutions. The Working
Group aims to develop the tools to understand and
operationalize positive climate impact of financial institutions.
Acknowledging that the systematic quantification of financial
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https://impactmanagementproject.com/
https://2degrees-investing.org/resource/impact-measurement-target-setting/

2. CLARIFYING “HOW”: INTRODUCING MINIMUM REQUIREMENTS FOR DISCLOSURE
2.2 Communicating on contributions and the role of positive impact of financial institutions

institutions impact may remain out of reach, the working
group aims at partly filling this methodology gap by:

2. Providing the most recent scientific knowledge about
effectiveness of climate actions to financial institutions
building on latest academic findings such as by Kdlbel
et al. (see Figure 6 below).

1. Creating a tool to set and track climate actions of financial
institution’s as well as to track changes in the real
economy.

FIGURE 6 - EXAMPLE OF A CONCEPTUAL FRAMEWORK ON INVESTOR IMPACT

Investor Impact Type of Evidence | Requirements Limitations Typical
Mechanism change Level asset
classes
Grow new/ undersupplied Enabling ® Investment in companies ¢ Not suited for investments in Private
capital markets growth with net positive impact large, established companies, markets
o Companies growth is limited which have sufficient access
by external financing conditions ta external financing
Provide flexible capital ¢ Not suited for companies
that have sufficient access to
philanthropic or commercial
capital
Engage Provide ® [nvestment in companies © Only suited for early-stage
actively non-financial with net positive impact investments, where investors
support e Investors with know-how, can directly influence the
reputation or network that helps company
companies grow faster
Shareholder Encouraging e Focus on meaningful impro- e Limited to incremental Public
engagement  improvements vements that companies can improvements; unlikely markets
achleve at a reasonable cost to transform industries
e Investor with strong influence on
a company
Signal Market e Transparent ESG criteria ® Only suited for early-stage
that impact  signals that companies can meet investments, where investors
matter at reasonable cost can directly influence the
C e Substantial portion of the market company
screening out or underweighting
firms that
don’t meet the criteria
Non-market Growth or ¢ High level of public visibility ¢ Impact is difficult to evaluate
signais improvement of the signal as it is indirect and depends

Source: Driouich et al., 2021 building on research from Kélbel et al., 2020

Scientific consensus;

2.2.2. Distinguishing impact of financial
institutions from company impact

There is a widespread confusion between company
impact and financial institutions’ impact when it comes to
communication around investment products and this is
leading to misunderstandings by retail clients (Dupré and
Felmer Roa, 2020). At the same time, leading financial
institutions via the Net Zero Asset Owner Alliance are
supportive of a clarification of the definitions as discussed in
the dedicated section above.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

Regulators could require the proposed definitions to be
used for disclosure purposes.
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on political action or cultural
change

Empirical evidence; (& Model-based prediction; Bl Narrative.

By doing so this would create a new demand for
methodologies focused more specifically on financial
institutions’ impact and provide a clear direction for future
methodology development.

2.2.3. Clarifying the link between stated impact
targets and actions put in place

An increasing number of financial institutions is adopting
overarching climate strategies and objectives and disclose
on climate actions they are taking (Novethic, 2019). However,
there is generally little insight on the actual link between the
climate actions reported and the institution’s overall climate
objectives. Based on climate disclosure it is to date very
difficult to judge whether the actions can be considered
adequate in relation to the institution’s climate strategy and



2. CLARIFYING “HOW”: INTRODUCING MINIMUM REQUIREMENTS FOR DISCLOSURE
2.2 Communicating on contributions and the role of positive impact of financial institutions

the expected impact communicated.

This lack has been tackled in the framework of the Finance
ClimAct® project and a number of assessment criteria have
been integrated in the overall assessment framework® of
the French Climate Transparency Hub® in order to promote
and identify good practices in this regard. The following
options for minimum requirements have also been inspired
by the research results of the Evidence for Impact Working
Group. In addition, a new ISO standard 14097 is scheduled
to be published in 20214, that is supposed to provide more
detailed guidance in this regard.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

¢ Transition beliefs: Financial actors should describe in
general terms the transition pathway to a low-carbon,
climate-resilient and sustainable development that
they are seeking to contribute to through their actions.

Objectives: Financial actors should describe the
perception of their own role in contributing to this
pathway, including:

-If or not a specific positive impact is intended
(e.g. increase sustainability of counterparty activities
through change in activity levels or quality).

- The level of ambition (e.g. aiming to generate through
their actions climate co-benefits or specifically
targeting assets and companies with transformative/
catalytic potential) and if this is part of a broader
alignment strategy.

Theory of change:

- Financial actors should describe the impact
mechanisms that they are targeting (if any) (Signalling,
engagement, non-financial support, additional/
flexible capital, litigation) and

- Financial actors should describe the actions that
they are planning to implement and if applicable the
characteristics of companies targeted by the actions.

- They should explain the adequacy of the actions
put in place to achieve the objectives, including a
discussion how their specific climate actions relate
to their general business strategy and the scaling
down of support to any investments mis-aligned
with climate targets, including those already in their
portfolios.

Conditions for success: Financial actors should
explain which external factors are increasing or
decreasing the likelihood of achieving investor impact
with their actions.

37 https://finance-climact.fr/

38 See criteria 3.4 and 3.5; in French at: https://finance-climact.fr/wp-content/
uploads/2020/12/Guide-du-CTH-Criteres-danalyse-2020-vFinale.pdf

39 https://finance-climact.fr/actualite/lobservatoire-de-reporting-climat/

40 https://www.iso.org/standard/72433.html
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2.2.4. Clarifying how the financial institution
evaluates the effectiveness of its actions

Given the need for rapid methodology developments, more
transparency is needed on the efforts that financial actors
undertake to evaluate the impacts achieved, on the success
of the contribution efforts as well as how this evaluation is
used to update action plans.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

e Efforts for impact measurement: If financial
institutions report that they are contributing to climate
goals with an impact, they should describe the
efforts they undertake to assess the consequences
of their actions in the real economy and how they
are additional to the company impact (including their
participation in efforts to increase the evidence base
on impact tracking).

e Estimation of impact achieved: Financial institutions
should aim to measure changes in the real economy
that they are intending to achieve through their actions
and track relevant indicators that could also have
caused the changes (e.g. changes in relative energy
prices or in regulations). Based on such indicators,
they should provide a qualitative estimation or narrative
of the positive impact that they claim.

e Feedback loops into action plan design: Financial
institutions should explain if and how impact
evaluations of preceding years have been used
to inform action planning in order to improve the
adequacy of actions with regard to the objectives or
have informed strategic revisions.

2.2.5. Clarifying how contributions relate
to the overall business activity

In order to allow readers to judge the relative relevance of
a financial institutions’ contributions to climate goals it is
necessary to be transparent on how they relate to the overall
business activity and business model. Small steps may
be considered important for some and irrelevant for other
institutions, depending on their mandate. Also contributions
in only some business areas may be counterbalanced by
a strong negative impact in other business areas. In order
to be credible, financial institutions therefore need to be
transparent and discuss, why they think that the contribution
they propose is appropriate in relation to their business
model and mandate.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

e Financial actors should explain how their contributions
relate to their overall business model and mandate.
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2.3. Communicating on portfolio alignment assessments
with a low-carbon trajectory

FIGURE 7 - OVERVIEW OF SUGGESTED MINIMUM REQUIREMENTS FOR DISCLOSURE RELATED TO THE USE
OF METHODOLOGIES ASSESSING THE ALIGNMENT OF A PORTFOLIO WITH A LOW-CARBON TRAJECTORY

OBJECTIVE AND COVERAGE OF THE ANALYSIS

FRAMING OF THE
ANALYSIS AND

GOVERNANCE L. . .
OF CLIMATE - Ensure that communication of results is coherent with assessment scope

ACTION - Update of the assessment approach in a controlled manner

- State the objective of the analysis and the specific assessment question

LINK WITH THE STRATEGY DEVELOPMENT, ACTION PLANNING AND MONITORING

- Justify the selection of alignment indicators, their strengths, weaknesses and
complementarity including relative to the overall coverage at portfolio-level and across asset
classes

- Explain how the specific assessment question fits to the strategy

SCENARIOS AND ASSOCIATED TRAJECTORIES

KEY ANALYTICAL
CHOICES AND

IMPLICATIONS - Transparency on the scenario, including use of carbon sequestration

- Use most recent, fit-for-purpose and ambitious temperature scenarios to derive
sectoral and if possible geographical GHG reduction requirements

COUNTERPARTY CLIMATE PERFORMANCE AND AGGREGATION AT PORTFOLIO LEVEL

- Transparency on methodological choices (perimeter, granularity, time horizons, associated
uncertainty, assumptions, etc.)

- Use value chain view where relevant

- Use of a sector-specific approach where possible
- Integrate forward-looking elements and balance past and forecasted climate performance

DATA SOURCES

V)

- Prioritize third party verified data sources

Transparency on data quality and methodological uncertainties and how they affect
the usefulness of indicators for decisions

Be transparent and consistent when addressing the challenges

OUTPUTS OF

Quantification of the results, if possible expressed with several indicators
THE ANALYSIS

Discuss complementarity of the chosen alignment indicators with other indicators on
climate action and sustainability

(]

AND RELEVANCE
FOR DECISION-
MAKING

Explain how results are used for strategy and action development or updates and if they
are used for monitoring of success

MONITORING e - Explain year-on-year changes of reported results, including impact from evolutions
OVERTIME ﬁf'— in methodological choices

Source: authors (Hilke et al., 2021)
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2.3. Communicating on portfolio alignment assessments with a low-carbon trajectory

It should be noted that the proposed minimum requirements
are specifically addressing the disclosure of results of these
methodologies assessing a portfolio’s alignment with a
low-carbon trajectory. They do not provide recommendations
on how to design and implement alignment strategies,
neither do they provide orientation on the relative merits
of different alignment strategies. While these are important
questions, they were not part of the scope of this report.

2.3.1. State of play of the methodology market

Since at least five years, there has been a strong dynamic in
the development of methodologies to assess the alignment
of investment portfolios with a temperature trajectory. While
there was initially no formal requirement in the framework
of mandatory climate disclosure in France to report on
the alignment of investment portfolios with a temperature
trajectory, most financial institutions have chosen to use
one of the available methodologies for the purpose of their
climate disclosure.

An in-depth review of methods for assessing the alignment
of an investment portfolio with a temperature trajectory is
available in the “Alignment Cookbook” (Raynaud et al., 2020).

The “Alignment Cookbook” details the four main steps of
these assessments and associated methodological choices
and structuring questions:

» Step 1: Assessing the climate performance
of a portfolio

- What metric should be used?

- What value-chain perimeter to use?

- Should avoided emissions be included?

- Should “removed” emissions be included?
- Asset-level forward-looking data?

e Step 2: Choosing one or several scenarios
and associated trajectories

- What scenarios and how many?
- How to adapt a third-party derived pathway?

e Step 3: Deriving microlevel temperature
benchmarks

- How to express the benchmark?
- How to allocate the benchmark to companies/portfolio?

* Step 4: Portfolio temperature alignment
assessment

- Should the spread or speed be measured?

- How to express the results?

- Adjustments

- Apportioning and aggregation
This review stresses the heterogeneity of the various tools
that have been developed for listed equities and corporate
bonds, the lack of transparency of the methods currently

available in terms of processes, and the lack of consistency
in terms of results - as demonstrated through empirical
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tests. The outputs can hardly be compared, or added up
for communication purposes, a fundamental reason to
encourage a rapid convergence of the implied metrics.

Making it clear that these tools can only be part of a wider
process to support investors’ alignment strategies, the review
provides the intended users with a methodological framework
for assessing which alignment recipe may better fit their
investment constraints and strategies as well as their climate
commitments and their overall disclosure goals. It defines
four general steps for assessing a portfolio temperature
alignment, each implying different methodological choices.

The following sections draw on these insights to propose
minimum disclosure requirements on temperature alignment
assessments, as summarized in Figure 7 above.

2.3.2. Clarifying the objective of alignment
assessments and being transparent
on their coverage

According to the “Alignment Cookbook”, available
assessment methodologies for alignment with a temperature
trajectory do in reality answer very diverse assessment
questions and (partly as a result) are structured around very
different assumptions and coverage levels. “Therefore, it is
essential to highlight the specific question answered when
disclosing the results of this type of assessment.” (Raynaud
et al., 2020).

Specific questions can include for example the following
ones: “Have the companies in my portfolio set ambitious-
enough scope 1, 2 and 3 targets and to which temperature
level do they correspond, based on sector and scope-
specific precautionary temperature benchmarks
derived from IPCC?” or “Are the revealed plans of the
companies in my portfolio sufficiently ambitious for my
portfolio brown and green technology exposure to be
aligned with a 2°C trajectory over the coming 5 years,
compared to its company and technology-specific
temperature benchmarks?”.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

The financial institution/ methodology user must state
clearly its objective(s), i.e. why it seeks to assess the
alignment of its portfolios with pathways commensurate
with the net zero emissions by 2050 or the well below
2°C temperature rise limitation objective and what is the
specific angle taken by the analysis, i.e the question that
is answered by the assessment.

A more stringent option for implementation is for the
regulator to define the specific assessment question the
alignment methodology is meant to answer, in order to
improve comparability of the results. This would amount to
define the specific technical characteristics an alignment
approach should follow (see section on comparability below)
given that the assessment question answered depends on
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2. CLARIFYING “HOW”: INTRODUCING MINIMUM REQUIREMENTS FOR DISCLOSURE
2.3. Communicating on portfolio alignment assessments with a low-carbon trajectory

the underlying methodological choices made. At this stage,
it seems difficult and not desirable to do so given the lack of
maturity in methodologies and definitions.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

Communication around such assessments should be
coherent with the scope of the analysis: e.g. avoiding to
make reference to “Paris Alignment”, if only mitigation
targets are covered by the assessment (see section on
definitions).

2.3.3. Clarifying the linkages between
assessments and strategy and actions

As highlighted in the “Alignment Cookbook”, alignment
assessments can be an input into strategy development
related to alignment with and contributions to climate
goals. However, they need to be complemented with other
tools, especially when it comes to the actual definition and
monitoring of actions underpinning the strategies. Moreover,
the link between actual results of the assessment and how
they influence strategy development and implementation
is to date rarely explained in climate-related disclosure of
financial institutions. However, contrary to climate-related
risk assessments, there are currently no legal requirements
on how such assessments should actually be integrated into
decision-making processes.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

Financial institutions should explain how alignment
assessments fit within their “theory of change” (see
section on minimum requirements for contribution/
impact), how and in combination with which other
indicators they are used to inform general internal
strategy development and investment decision-making
including but not limited to climate-related strategies and
target-setting, and how the outcomes of their climate-
related strategy and actions are monitored.

A more stringent option for implementation includes
allowing only the disclosure on the approaches that are
actually used for internal strategy development and within
decision-making processes. Given that a large number of
financial institutions are still exploring how this may be
done, it is most likely too soon to impose such an eligibility
requirement.
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2.3.4. Improving transparency on underlying
methodological choices and their
implications

According to the “Alignment Cookbook”, “many permu-
tations of the same recipe are possible; yet there is no ideal
temperature alignment methodology. In practice, service
providers and financial institutions face a range of trade-
offs given data availability [that arise when seeking internal
methodological consistency]. What is best from a theoretical
perspective may not be easily applicable.”

Each methodology is based on a unique set of assumptions
and hypotheses and each methodological choice has its
pros and cons. For example, a methodology that chose
to cover a large perimeter in terms of emissions through
the inclusion of scope 3 emissions in order to improve the
relevance of the result, is likely to be confronted with data
gaps, that may need to be filled through various techniques
that increase the uncertainty of the result. Methodologies
that chose to cover a wide range of sectors to increase
portfolio coverage may need to combine different scenarios
for their analysis, which makes the result less reliable when
it comes to ensuring the respect of the overall carbon
budget associated with a temperature trajectory (see
Raynaud et al., 2020 for an in-depth discussion).

Transparency is therefore key to ensure that the data users
understand what is captured by the method, and that the
finance industry at large understands the key areas for
improvement.

Financial institutions may use one or several alignment
methods, together with a range of other approaches, in
order to overcome current limitations built-in within different
methodologies and leverage their complementarities, as
well as achieve higher portfolio coverage.



2. CLARIFYING “HOW”: INTRODUCING MINIMUM REQUIREMENTS FOR DISCLOSURE
2.3. Communicating on portfolio alignment assessments with a low-carbon trajectory

PROPOSAL FOR DISCLOSURE MINIMUM REQUIREMENT

The general approach and methodology, and the strengths, weaknesses and complementarity of the alignment
approaches and “alignment indicators” used, should be clearly explained, in particular relative to the overall coverage
(at portfolio-level and across asset-classes), data quality and methodological uncertainties, and how these affect the
usefulness of the indicators for strategy definition and decision-making processes.

In order to ensure adequate transparency on the different methodological elements, the minimum requirement may
specify the expected information, namely:

Step of the process Minimum requirements

Transversal ¢ A description of the overall approach(es)/ specific assessment question.
e Sectoral, geographical and temporal granularity of the analysis.
e Time horizon of the assessment (start and end date).
e Levels of uncertainty associated with the overall method, expressed at least qualitatively
and if possible, quantitatively through a confidence score, interval or other metric.
Step 1 e Scope of the analysis in terms of asset classes.
Assessing e Coverage (at portfolio-level) — see below for more stringent options for implementation on
the climate performance coverage.
of a portfolio ) ) o ) )
e Value chain perimeter of the methodology: scope 1, 2 and/or 3 emissions of the financial
institution; categories of scope 3 emissions (e.g. financed emissions).
e Value chain perimeter of financed emissions: scope 1, 2 and/or 3.
e Methodology used to estimate the future emissions associated with a company or portfolio
(extrapolation, announced targets, revealed plans, others).
e Assumptions made to estimate missing data, where relevant.
Step 2 e Name and publication year of the scenario(s) used as benchmarks.
Choosing one or several ¢ Whether carbon removal/ sequestration is taken into account.
scenarios and associated
trajectories
Step 3 * Methodology used to translate macro-level scenarios to micro-level benchmarks.
Deriving microlevel temperature | o \Whether the micro-level benchmark is expressed in absolute or intensity terms.
benchmarks
Step 4 * Whether the methodology uses a cumulative or point-in-time approach.
Portfolio teTperature alignment | o When the analysis is done at investee-level, the portfolio-level aggregation method chosen.
assessmen

The above listed items are drawn from the “Alignment
Cookbook” (Raynaud et al.2020) where a full discussion can
be found on the rationale as well as current practices. A
summary can be found in the annex and some are also
further discussed in the next section.

More stringent options for implementation on coverage
include:

* Requiring transparency in terms of coverage (portfolio-
level and asset-classes) initially and then requiring a
minimum coverage, rising to 100% after a fixed number of
implementation years;

e Requiring minimum coverage at portfolio-level and/or
asset-classes from the start, rising to 100% after a set
number of implementation years.
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2.3.5. Encouraging minimum technical
requirements that foster comparability
and quality of the analysis

One of the intentions of the “Alignment Cookbook” was to
bring more transparency about the different issues faced
and the answers that have been found to date by service
providers. Yet the publication can only be a snapshot. The
rapid development in the field is welcome in order to improve
the relevance of the assessment results to the issues at
stake. Beyond improving transparency, as highlighted
in the section above, and despite a number of remaining
unresolved issues, the report has revealed a set of aspects
that can already be considered for the establishment of
minimum quality standards from a technical perspective.
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2. CLARIFYING “HOW”: INTRODUCING MINIMUM REQUIREMENTS FOR DISCLOSURE
2.3. Communicating on portfolio alignment assessments with a low-carbon trajectory

PROPOSAL FOR DISCLOSURE MINIMUM REQUIREMENT

In order to be eligible for disclosure, the assessment approach chosen should:

Step of the process Minimum requirements

Transversal

¢ Make documentation publicly available from which the below-mentioned criteria can be verified.

e The assessment approach should be updated on a yearly basis in a controlled manner.

Step 1: Assessing the climate
performance of a portfolio

possible.

data.

e Use a sector-specific approach where possible.

¢ Take a value-chain view, i.e. include scope 1, 2 and 3 emissions of investees where relevant and

¢ Integrate forward-looking elements and balance appropriately past and forecasted climate
performance (corporate and portfolio-level forward-looking elements can be based on historical
extrapolations, macro-economic trends, CAPEX, green revenues, patents & R&D, green/brown
share as well as public commitments to decarbonize business mix in the “real economy” for
example in line with technology shifts derived from the EU taxonomy, per sector).

Use reliable (if possible third party verified) data sources, address missing data problems in a
consistent and transparent manner, and highlight assumptions made to compensate for missing

Step 2: Choosing one
or several scenarios and
associated trajectories

Make use of the most recent and fit-for-purpose temperature scenarios to derive the sectoral and
if possible geographical GHG reduction requirements, i.e. priority shall be given to scenarios with
a precautionary narrative, with low or limited overshoot, lower reliance on removal technology,
stronger decarbonization rate and sooner emissions peak.

Because of data availability and in order to maintain internal
consistency, service providers have made to date a variety
of methodological choices on the items above. The table in
the annex summarizes why the above recommendations are
sound from a conceptual perspective as well as the current
practices from providers and options for implementation
given practical challenges. A full discussion can be found in
the “Alignment Cookbook” (Raynaud et al. 2020).

2.3.6. Ensuring decision-relevance of the output
information on portfolio alignment

In order to facilitate the integration of assessment results
into strategies and decision-making processes, quantified
results would be highly desirable, preferably expressed with
several indicators for example on sectoral level. These can
include the more granular underlying analysis of an Implied
Temperature Rise metric, the amount of emissions above or
below the temperature benchmark, or alignment scores for
example.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

Whenever possible, quantified indicators should be
disclosed and on a more granular level than only the
aggregated portfolio level view.

Options for implementation include requiring a quantified
view from the start or phasing the requirement by starting
with a qualitative view and requesting a quantified view
after a given number of implementation years. For example,
qualitative indicators can be used for the disclosure
of alignment assessments with a low-carbon trajectory in
the near term. However, 2-3 years later, the disclosure of
quantified results would be required.
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Given that current portfolio alignment indicators only give
a very partial view analyzing the compatibility of a portfolio
with a low-carbon trajectory, it seems beneficial for decision
making that such indicators be complemented with other
indicators (carbon footprinting, green/brown share and
EU Taxonomy, environmental and biodiversity footprints,
ESG scores, indicators related to adaptation and SDGs,
etc.). A discussion of how different indicators are combined
to provide a more holistic view, would therefore be beneficial
to understand the relative importance of indicators for
decision making.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

The complementarity of “alignment indicators” with
other climate, environmental and ESG indicators shall
be discussed.

2.3.7. Facilitating monitoring of the disclosed
results over years

The landscape of portfolio alignment assessment metho-
dologies is continuously evolving and financial actors
may also change their technical choices overtime. In this
context, it is essential to disclose information that helps the
disclosure users to monitor the evolution of the results and
how they are influenced by change in analytical choices.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENT

Year-on-year changes of reported results must be
documented and explained to ensure that they can be
properly interpreted.
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In order to encourage a more transparent communication
around the evolutions of assessment results, a stronger
option for implementation would be to ask financial
institutions to attribute changes in year-on-year results to,
where applicable:

1. Changes in the investment strategy;

2. Changes in the absolute climate performance of investees
(Reported);

3. Changes in the absolute climate performance of investees
(Modelled or estimated data);

4. Changes in underlying scenario data (e.g. update for a
most recent version);

5. Changes in portfolio composition;

6. Changes in production, revenues (changes in pricing
or sales structures) or enterprise value of investees, or
portfolio value;

7.In market share of company and attribution of carbon
budget (because of M&A, gain/loss at the expense of
competitors, gain/loss of market share in a growing
market);

8. Other relevant explanatory factors.

This would allow to understand whether an improving
alignment is due to actual changes in the absolute climate
performance of investees, portfolio turnover, or exogenous
factors to the investors’ action.

2.3.8. Further issues for consideration

A number of technical questions are not addressed by
the above suggested options for minimum technical
requirements, in particular the ones that are listed below.

Minimum time horizons of assessments

Regulators could consider adding requirements on a
specific minimum time horizon that should be covered by
the assessment.

Dynamic/ cumulative vs static/ point-in-time
approaches

To assess the (mis)alignment of a company or portfolio,
its climate performance is compared to the temperature
benchmark(s). The way the comparison is performed can
take various shapes and forms that will ultimately drive the
results and their meaning. A dynamic assessment evaluates
the climate performance of a company or portfolio over a
period of time — the “bad” performance in one year can
be compensated by a “better” performance in another. A
static assessment is performed at one point in time, captures
distance (or proximity) to target and is very sensitive to the
year of assessment chosen. Therefore, a portfolio may
be 2°C “aligned” in 2030 - but it does not mean that its
cumulative past and future performance lead to a 2°C world
in the aggregate.
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Approaches based on absolute vs normalized
benchmarks

How to take into account company specificities, without
constraining growth in portfolio value, but ensuring that
the macro-level remaining carbon budget is respected?
Methodologies that rely on benchmarks expressed in
absolute terms ensure that the overall remaining carbon
budget is respected but may be seen as restrictive as they
restrict growth to zero-carbon growth. Methodologies
that use relative benchmarks, i.e. expressed per unit of
production or revenue, do not guarantee the overall respect
of the carbon budget - if the production or revenue growth
rate is higher than that embedded in the scenario and used
to derive the normalized metric, then the overall budget
is overshot even if all portfolios and/or companies are
“2°C aligned”. Given the lack of mature methodology to
overcome this challenge, we suggest greater transparency
in terms of change attribution analysis (see minimum criteria
on transparency on underlying methodological choices).

Requiring the disclosure on an uncertainty metric

Temperature alignment metrics may give a false sense of
certainty to the uninformed reader and provide misleading
results, as they rely on multiple layers of assumptions that
build upon each other, in particular:

1. The measurement of the climate performance of
companies and portfolio;

2. The estimation of their future climate performance, when
a forward-looking assessment is used;

3. Uncertainties embedded in the scenarios themselves;

4. Assumptions to disaggregate the macro trajectories to
micro benchmarks;

5. Assumptions regarding the calculation of temperature
alignment;

6. When an Implied temperature rise metric is used,
calculation of the temperature metric itself.

It is well possible that the overall uncertainty embedded
within the aggregate alignment metric is higher than the
comparative result between two investment products for
example. While mitigation options exist at each of these
steps, no method/ approach attempts to estimate, either
qualitatively or quantitatively, uncertainty level at the
aggregate, i.e. at the level of the alignment metric itself.
Research, innovation and transparency is therefore urgently
needed on this theme.

Portfolio alignment with the Paris Agreement

No methods are currently built on the methodological choices
that would be appropriate to capture “alignment to the Paris
Agreement” from a multi-dimensional perspective and it
remains to be shown whether a “trajectory alignment” type
of assessment could be used to demonstrate “compatibility
with the Paris Agreement objectives”, in a relevant, sound,
holistic, and easily understandable way.
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2. CLARIFYING “HOW”: INTRODUCING MINIMUM REQUIREMENTS FOR DISCLOSURE
2.3. Communicating on portfolio alignment assessments with a low-carbon trajectory

Indeed, this type of assessment would require a minima:

e Using nationally determined trajectories as a starting
point, while achieving the objective of reaching net zero
emissions at the global level in 2050. However, current
nationally determined trajectories to achieve these goals
are most often not available, or not ambitious enough.
The UNEP Emissions gap report (2020) shows that the
sum of today’s NDCs puts us on a 3.2°C trajectory.

e Using trajectories and assessing the performance of
companies and portfolios taking into considerations
relating to both adaptation and the SDGs - at the local,
regional, national, and global level.

The link between portfolio-level and issuer-level
assessments

Alignment assessment approaches are relative: the
company or portfolio climate performance is compared to
what it should be according to one or several temperature
benchmarks. Therefore, any company or portfolio may
be aligned with a 2°C trajectory regardless of whether it
operates in/ finances a high stake or low stake sector in
terms of achieving the transition.
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In parallel, investment portfolios represent only parts of
the economy. Let us take a hypothetical portfolio that
is invested 100 % in media companies, all of which are
aligned with their 2°C temperature benchmark. Assigning
a 2°C alignment score to this portfolio assumes that, for
the whole economy to be aligned with a 2°C trajectory,
other investment portfolios finance in the “appropriate
2°C aligned” proportion other sectors, such as renewable
energy.

Service providers and investors have therefore introduced
additional calculation protocols to reflect the relative
importance of different sectors to the low-carbon transition
in temperature alignment metrics and determine whether
the investment portfolio finances each sector in the
right proportion. However, we believe that none of these
calculation protocols address adequately the interplay
between portfolio-level and issuer-level assessments (yet),
requiring additional research and innovations in that area.
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2.4. Communicating on portfolio
assessments of physical
and transition risks

The analytical tools for transition risks and physical
climate risks both need to follow the same overarching

Nonetheless, transition risks and physical climate risks
arise from very different phenomena. Methodology markets
have emerged in parallel to address each risk, and they face
specific needs and issues in terms of data and analytical
choices. Therefore, there are differences in the proposed
disclosure requirements for each type of risk. Figure 8
below summarizes in BLACK the proposed disclosure

principles. Hence, the proposed disclosure requirements on
transition risk below follow the same outline as for physical
climate risk.

requirements COMMON TO TRANSITION AND PHYSICAL
RISKS, and in BLUE the ADDITIONAL requirements that
are SPECIFIC TO TRANSITION RISKS.

FIGURE 8 - OVERVIEW OF SUGGESTED REQUIREMENT DISCLOSURE RELATED TO TRANSITION AND PHYSICAL
CLIMATE RISKS

CLIMATE ISSUES UNDER ANALYSIS

FRAMING OF THE
ANALYSIS AND
GOVERNANCE
OF CLIMATE
ACTION

- Explore climate-related financial impacts on counterparty, qualitatively and/or quantitatively
- Adopt a forward-looking approach beyond historical information

LINK WITH THE GOVERNANCE OF CLIMATE ISSUES

- Disclose climate-related risk information on short, middle and long-term time horizons
of interest for risk analysis in the context of the financial institution

- Explain how these horizons connect with the operational and strategic time horizons

RELEVANT PERIMETER OF ANALYSIS

- Detail selected perimeter of analysis: portfolios; risk drivers/climate hazards; resulting impacts
per time horizon, geography and sector, with detail on counterparty value chain approach

KEY ANALYTICAL
CHOICES AND
IMPLICATIONS

- Clarify relevance of the selection process:

- Initial efforts for exploring the climate-related risks relevant to the portfolio, including
transition risk drivers that go beyond carbon pricing, and complex cascading effects

- Prioritization of material risks: the selection criteria and their relative weight

x: EXPLORATION OF UNCERTAINTIES: SCENARIOS AND OTHER APPROACHES

- Justify the relevance of selected forward-looking information: including scenarios and/or
other types of data

- For transition risks, use systematically several transition scenarios: including at least a
1.5/2°C, and demonstrate effort to include at least one disorderly transition scenario

- Explain key characteristics of scenarios if not available online

- Justify the use of tailored scenarios
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INDICATORS

- Clarify what the indicators cover and their relevance to address the selected perimeter of
analysis (with interpretation on parameters used to represent specific transition risk drivers)

DATA SOURCES

- Mention the source and resolution of primary data
- Explain consistency with granularity of output

- Prioritize state-of the-art and third party verified data sources (e.g. scenarios making the most
of the currently best modelling capacities)

- Clarify reactions to data gaps

OUTPUTS OF - Explain the granularity of the analysis and its consequence on the quality of the results

THE ANALYSIS - In case of estimates of financial impact: explain the robustness of the underlying
methodology

MONITORING ﬁ:',_ - Explain year-on-year changes of reported results, including impact from evolutions

OVERTIME in technical choices

@I4CE_

Source: authors (Hilke et al., 2021)
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2.5 Transition risk assessments in portfolios

2.5. Transition risk assessments
in portfolios

2.5.1. State of play of the methodology market

Transition risks have appeared in early climate-related
financial disclosure frameworks, such as the 2015’s
application decree for article 173 of the Energy Transition
for Green Growth Act, the 2017’s international market-
based TCFD recommendations and the 2019’s non-binding
guidelines on reporting climate-related information under
the NFRD. They have also received much attention in the
work of financial supervisors on climate change threatening
financial stability.

The minimum requirements presented in this section build
on a review of transition risk assessment methodologies
that 14CE carried out in 2020. 14CE researchers had direct
exchanges with the service providers to clarify the key
characteristics of their approaches. The research will be
made publicly available in 2021 in a dedicated report as
part of the Finance Climact project. This research is also
compatible with the findings of the study published by ETH
Zurich in 2020 (Bingler and Colesanti Senni, 2020).

The landscape of transition risk assessment methodologies
by commercial and non-profit organizations demonstrates
substantial expertise on the subject. They provide diverse
outputs based on heterogeneous analytical choices. Some
of these choices may be standardized to some extent,
but complete standardization may also undermine the
possibilities to explore the “radical uncertainties” of transition
risks in all relevant manners, as explained below.

Transition risk assessment methodologies face other
challenges. For instance, as discussed in the chapter
on definitions, there has been some confusion on how
methodologies should differ when analyzing the alignment of
a portfolio with a low-carbon trajectory and when analyzing
transition risks. As a result, certain transition risk assessment
methodologies are in effect methodologies to assess rather
portfolio alignment. The following section only accounts
for those methodologies that are considered transition
risk assessment methodologies in line with the definitions
discussed above. The alignment assessment methodologies
are considered and commented separately in the section of
this report on alignment.!

2.5.2. Clarifying the framing of the analysis
and links with the governance of climate
action in the institution

Clarifying what qualifies as a transition
risk analytical approach

Transition risks are a financial materiality approach to
climate-related issues. It means that transition risks are
defined as the financial consequences that may arise on

the financial institution as the result of their exposure to
potential low-carbon transition trajectories. The low-carbon
transition may affect the financial institution directly, or
indirectly through its counterparties. In addition, transition
risks arise from the ‘radical uncertainty’ of the low-carbon
transition. This means that the transition could arise in many
different forms that cannot be predicted in advance. The
proper exploration of this unprecedented and unpredictable
transition requires forward-looking approaches such as
scenario analysis as the TCFD recommends.

Current methodologies on transition risks are not always
clear about their focus on financial impacts and exploration of
radical uncertainties. Some methodologies also let financial
actors think that certain metrics like carbon footprint would
be sufficient proxies of transition risk. However, carbon
footprint is theoretically not a sufficient metric for transition
risk analysis as lacks a forward-looking approach and a
focus on financial impacts.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should base their disclosure on a
transition risk approach that:

e Focuses on the financial impacts on counterparties
arising from the low-carbon transition. The output of
the analysis can potentially be formatted as estimates
of financial impacts or other forms of information such
as risk scores.

e |s forward-looking. It should be based on the
exploration of a variety of different scenarios for the
future consistent with models describing plausible
socio-economic development options.

These general characteristics of transition risk analysis are
not sufficient to guarantee that financial actors disclose
information that is based on a satisfactory analysis. Further
aspects need to be accounted for as explained below.

Providing information on appropriate range
of time horizons

In order to address adequately transition risks (and physical
climate risks), the TCFD has called for expanding time
horizons, including usual strategic horizons. This is because
the low-carbon transition requires a deep mutation of socio-
economic systems that may materialize over several years.

This does not mean that transition risk analysis is relevant
only for the long-term. Companies need to anticipate now
the dynamics of the low-carbon transition. Companies that
do not account for these long-term changes may make
decisions today that already lead them to strategic dead-
ends should any transition materialize over time. This could
be the case for example of extractive fossil fuel industries
that build their value on outlooks to exploit proven reserves
(Carbon Tracker, 2018). This lack of strategic medium to

41 It is important to note that the 2020’s ETH Zurich report also covers what the present report considers to be alignment methodologies.
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long-term resilience might be priced in company’s financial
value already in the short-term. In addition, the dynamics
of the low-carbon transition are already started. The
consequences of climate policies and other drivers of a
low-carbon transition are materializing and can generate
financial impacts now.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Explain their short and distant time horizons of interest
for risk analysis and explain how this connects with
their operational and strategic time horizons.

e Provide transition risk information on each of these
time horizons as much as can be and taking into
consideration that transition impacts happen in the
long-term and are also materializing in the short-term.

This recommendation for disclosure requirements and the
two following ones are consistent with TCFD’s recommended
disclosure “Strategy a)”.

2.5.3. Demonstrating the relevance
of the perimeter of analysis

Detailing the perimeter of transition risks
and their relative importance in the results

Transition risk drivers are plural and can lead to an array of
financial consequences on counterparties. For the interest
of understanding how the risks propagate through the
economy to financial actors, this report considers three main
transition risk drivers, widely overlapping with the drivers of
the low-carbon transition itself: policy; market behavior and
technological change.

Each of these drivers can trigger diverse impacts propagation
channels in the economy. For instance, a carbon pricing tool
such as a tax can target diverse aspects of a counterparty’s
value chain or generate cascading effects across sectors
down to the counterparty. An energy efficiency standard
could either lead to abrupt consequences or leave time for
counterparties to adapt.

Current methodologies do not cover the same perimeters of
transition risk drivers and impact propagation channels. They
are not always clear about the scope of impact channels that
is covered, and which type of impact channels prevails on
the economic activities. This type of information is however
necessary for preparers and users of disclosure to make
sense of transition risk information.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Explain the perimeter of portfolios that is covered in
the analysis.

Taking climate-related disclosure to the next level: Minimum requirements for financial institutions  I4CE | 33

2.5 Transition risk assessments in portfolios

e Explain the main transition risk drivers (policy;
market behaviors; technology) and resulting impacts
that are covered and their relative importance for a
given economic activity, geography and time horizon.
In particular, detail the types of financial impacts that
are accounted for in the analysis for each type of
economic activity. This includes the financial impacts
at the level of the counterparty and potentially impacts
at the level of the financial institution.

Justifying the prioritization of material risks
that are analyzed in the selected time horizons

The perimeter of analysis mentioned above is selected based
on a “materiality assessment” that considers a large array
of potential risks and prioritizes the most important ones
for in-depth analysis. It is important to have information on
the quality of this prioritization process as it conditions the
relevance of the perimeter that is effectively analyzed.

The quality of this prioritization process depends on the
exhaustiveness of the perimeter of analysis that was initially
screened, and how the preparer of disclosure reaches the
conclusion that some aspects of this broad initial perimeter
will be excluded from the final set of material risks. For
example, it is important to clarify if the limited representation
of risk drivers such as market preference shifts are
conceptually justified after careful investigation of sectoral
vulnerabilities or if it results from limited modeling capacities.

The prioritization process can also use diverse criteria of
selection (see section on physical climate risks for more
details), some of which might be questionable in the case
of transition risks. An example of such criteria is assigning
transition scenarios with a probability of likelihood in order
to sort out the relative importance of the scenarios. This
is questionable due to the radical uncertainty about the
materialization of one transition scenario compared with a
range of others.

On the one hand, the landscape of available methodologies
demonstrates some good practices that need to be
generalized. For instance, the methodologies have developed
significant efforts to explore the sector-specific sensitivities
and adaptive capacities to transition risks. This is a good
level of analysis to sort out material risks on different types
of counterparties.

On the other hand, the methodologies are often not clear
about the overall effort that was made to explore potential
transition risks and on how they prioritize the risks. Only a
few of them allow financial actors to customize materiality
criteria such as sectoral weights in portfolio or scenarios.

PROPOSAL FOR DISCLOSURE MINIMUM

REQUIREMENTS

Financial actors should:

e Explain the perimeter that was initially screened in
terms of: portfolios; economic sectors and geographic
areas; transition risk drivers and categories of
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2.5 Transition risk assessments in portfolios

potential financial impacts. In particular, explain
how risk drivers are considered that go beyond
a carbon pricing (including other types of climate
policies; change in market behavior; technological
evolutions) and how potential cascading effects in
all economic sectors are considered.

e Explain how the materiality assessment uses sector-
specific sensitivities and adaptive capacities to
transition risks.

e Explain the criteria that are used to select material
risks and justify how these criteria are weighted
relatively to each other. In particular, disclose how
the relative importance of impacts is identified and
selected per type of transition risk driver; economic
activity; geography and time horizon. In addition,
provide comments on the type and source of data that
is used, explain whether data gaps were faced and
treated on specific areas.

2.5.4. Demonstrating proper exploration
of uncertainties about future transition
impacts

The available methodologies already seek to explore the
radical uncertainties on how a low-carbon transition might
materialize. They do so by exploring different transition
scenarios that can lead to limit global warming to 1.5°C or
2°C. One scenario is not enough to explore how different
cases of transition drivers and cascading effects may expose
the economy to financial risks.

Disorderly transition scenarios can be particularly relevant to
explore transition risks, as it appears in the NGFS scenarios
(NGFS, 2020). Some models can already simulate non
optimal transitions with impact in the short-term and are used
by a limited number of service providers. However, most of
the publicly available transition scenarios are produced with
integrated assessment models that were built to look for
optimal climate policy pathways. Sustained efforts will be
needed to increase the availability of disorderly transition
scenarios and integrate them in the methodologies that are
used for transition risk analysis.

A few service providers also develop in-house scenarios
for running their methodology. This can be useful to make
up for the limitations of most publicly available scenarios,
in terms of their granularity and relevance of their outputs.
However, more transparency is needed on the modeling
assumptions for these in-house scenarios. Indeed, these
scenarios can be produced based on a range of approaches,
such as econometric simulation models that are widely used
internationally or various types of expert judgments yet to
be clarified.

Besides, more transparency is needed on the motivations of
financial actors for using in-house scenarios in their analysis.
Some of them reportedly prefer tailored scenarios in order
to include transition risks that are the most relevant to test
the vulnerabilities of their specific portfolios. Others want
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scenarios that reflect their own belief about the most likely
transition trajectory. This diversity of motivations has large
implications on the scope of exploration of uncertainties
and potential impacts arising from the transition.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Explain if the transition risk disclosure accounts
for several scenarios, including: at least one 1.5
and/or 2.0°C scenario; at least one disorderly
transition scenario (or explain why it is not currently
possible). Explain if NDC scenarios are used when
available and usable, either as a baseline when
such scenarios are not compatible with a 1.5°-
2°C objective or as a transition scenario otherwise.

e Disclose the characteristics of the transition
scenarios used when the information is not publicly
available otherwise (on the narrative; reference
baseline scenario; timing, magnitude, the nature
of sectoral and macro impacts, their timing
and magnitude; the compatibility with a given
climate objective; how the objective is attained
(e.g. assumptions on CCS, other technological
assumptions); how structural changes in the
economy are considered; the comparability with
other public scenarios).

¢ Disclose the rationale for using tailored scenarios
when they do so.

e Disclose if efforts were made to base the analysis
on peer-reviewed material and on databases
recommended by the relevant authorities.

¢ Provide justification (potentially through relevant third
parties) on whether scenarios are aligned with state-
of-the-art modelling capacities.

It should be noted that these minimum requirements are
deliberately formulated as transparency requirements and
not as minimum quality requirements. This is only due to
the issue of potential regulatory overlap as discussed in
the introductory section to the second part on minimum
requirements. Clear quality requirements along the same
lines would need to be integrated in requirements on
risk management practices directly and not initially via
disclosure requirements. This is however out of scope for
the present report.

2.5.5. Clarifying the relevance of indicators
and other data choices

Clarifying how the chosen parameters contribute
to the rationale of the analysis

The clarification of the perimeter of analysis is necessary but
not sufficient to make sense of transition risk information.
Clarifying the choice of technical parameters is also essential
to understand the rationale of the analysis, interpret the
results and appreciate their robustness.
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Typically, a parameter labelled “price of the ton of CO,”
can refer to the modeling of different mechanisms in the
real economy. In some models it can represent a carbon
tax that may be implemented effectively by policy makers
among other climate policy tools. In others it can summarize
a broader set of climate policies or it can summarize the cost
of the decarbonization effort in different sectors (and the
model may still call it a “carbon tax”). It is important that the
preparers and users of disclosure have enough information
to interpret correctly those parameters that play a central role
in the analysis.

In addition, the parameter or indicator used to describe a
risk driver, adaptive capacities of counterparties, etc. can
be sometimes a default choice. It may reflect the limited
availability of relevant variables from the model; limited data
availability; or constraints of compatibility with the broader
datasets that is used for the analysis. It is important that all
stakeholders know to what extent the chosen parameters are
deemed satisfactory or used by default.

While the service providers were informative about their
choices when interviewed, this information is in general not
publicly available.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Option 1: comment on the rationale to select the
set of parameters or indicators, how they provide
satisfactory information over the scope of impact
chains and diverse aspects of the counterparties or of
the financial institution, and explain any difficulty and
potential for solving the issues.

e Option 2: provide a stable link to publicly available
documents that explain major elements on the
major technical analytical choices that underpin the
disclosed information.

Clarifying issues on the data and quality
of the output information

To appreciate the reliability of transition risk information, the
preparers and users of disclosure need to know if it was
produced with an appropriate level of data granularity.

To understand the relevance of this question, it is important
to note first that the output information does not provide a
clue about the granularity of the underlying methodology
and data. For instance, the methodologies providing
financial estimates of impacts can be based on data with
diverse levels of granularity. They can include a top-down
sectoral ventilation of potential impacts on GDP; they can
also include some level of counterparty-specific data. Some
methodologies providing financial estimates of impacts are

2.5 Transition risk assessments in portfolios

not necessarily providing more robust information than a
qualitative scoring methodology.

The data granularity is a substantial challenge. The available
methodologies face important data gaps at counterparty
level, to analyze for instance the exposure and strategic
resilience of companies.*? In addition, more research would
be needed to understand to what extent counterparty-
specific information can make a large difference in the
counterparty’s net level of transition risk. It is important that
preparers and users of disclosure obtain information about
how the methodology addresses these issues of granular
data availability and sufficiency.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Explain the granularity of the analysis and its
consequences on the quality of the results.

e Explain the robustness of the underlying methodology
when the output information is presented as an
estimate of financial impacts.

e Describe specifically how they consider the inclusion
of counterparty specific information — for instance on
its adaptation/adaptive capacity and how they react to
the data availability issue.

2.5.6. Facilitating monitoring of the disclosed
results over years

The landscape of transition risk assessment methodologies
is continuously evolving. Financial actors may also apply the
analysis to an increasing array of activities and time horizons
from one disclosure exercise to the other. In this context, it
is essential to disclose information that helps the disclosure
users to monitor the evolution of the results and how they
are influenced by change in analytical choices. In parallel,
it would be useful to develop external audit processes by
independent third parties to check the quality of the results
and of the methodologies.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Disclose explanation about the evolution of their
methodological choices and their impacts on the
results over years.

e Ensure availability of documents that help monitor
methodological choices and results overtime (including
for example past disclosure; explanation of major
analytical choices — such as IAMs and other models -
and their evolution overtime).

42 Forinstance, there is a lack of information about the revenue split of companies per activity and country (Vailles et al., 2020). This information is however one of
the keys to understand the exposure of the corporate counterparty to transition risks. Besides, as illustrated in the TCFD (2020) stock take, corporate strategic
resilience to climate-related issues remains one of the least disclosed information expected from TCFD recommendations. This information is however one of
the keys to improve understanding of the corporate counterparty’s adaptive capacity.
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2.6. Physical climate risk assessments

2.6. Physical climate risk
assessments

2.6.1. State of play of the methodology market

In the same way as transition risks, physical climate
risks have been mentioned in early disclosure framework
including the application decree of article 173 of the Energy
Transition for Green Growth Act; TCFD recommendations
and NFRD nbgc. The launch of these disclosure frameworks
has come along with the development of services developed
by external service providers that financial actors have used
as a basis for their disclosure (Hubert et al., 2018).

As part of the European ClimINVEST project, 14CE reviewed
in 2018 the methodologies developed by service providers
to help financial actors analyze their exposure to physical
climate risks. The service providers kindly collaborated to
shed light on some of their key methodological choices, in
the boundaries of proprietary models. They are presented
in a unified framework developed by [4CE and detailed per
methodology in annex | of the report Hubert et al. (2018) and
summarized in chapter 35 of the NGFS occasional paper
(Hubert and Cardona, 2020). The proposals formulated in
the following section of the present report are based on
this review. They also account for updates from the review
published in section 4 of UNEP FI and Acclimatise (2020)
report after Phase Il of their banking pilot project.

The methodologies on physical climate risk analysis have
been developed by a limited number of commercial service
providers that demonstrate substantial expertise in their
tools. Their output is either a climate risk score or an
estimate of financial impacts. Each provider has focused
its efforts on different perimeters of analysis with diverse
methodological choices that remain only partly explicit.
Some gaps in the analyses were observed overall and the
service providers face substantial data gaps, typically on
the value chain of corporate and SME counterparties. The
UNEP-FI report also highlights the emergence of new tools,
including tools for financial actors to structure discussions
with their counterparties on their adaptation plans.

As reported in the CIimINVEST project and the UNEP
FI Phase Il banking pilot, financial institutions are in
increasingly building internal climate expertise and
mobilizing their teams for the development of tailored
analytical tools. Therefore, they are looking for a broader
range of data and analytics to assess their exposure
to physical climate risks and manage the risk (Hubert
et al., 2021; UNEP FI and Acclimatise, 2020). The UNEP FI
and Acclimatize 2020 report provides an overview of this
broader set of methodologies and data.

36 | 14CE ¢ May 2021

2.6.2. Clarifying the framing of the analysis
and links with the governance of climate
action in the institution

Clarifying what qualifies as a physical climate risk
analytical approach

The TCFD and the other disclosure frameworks on climate-
related issues frame ‘physical climate risks’ as a financial
materiality issue. Physical climate risks are the potential
financial consequences on the financial institution arising
from climate hazards. Financial actors are exposed to
physical climate risks primarily through the financial
consequences of climate impacts on the real economy.

In addition, climate hazards are evolving in a non-linear
way with unprecedented levels of perturbations applied to
the climate system — mainly because of GHG emissions
from human activities. Hence, future climate conditions
cannot be inferred based on sole extrapolation of past
observations in climate conditions. They require instead a
forward-looking analysis.

Most of the methodologies on physical climate risk analysis
developed by service providers address these two key
characteristics to some extent. However, some of them are
not perfectly clear on whether they integrate any type of
consideration about the financial consequences of climate
hazards (even qualitatively). Some methodologies also rely
only on description of climate impacts observed in the past
or on the assumption that they are representative of future
climate conditions.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should base their disclosure on a
physical climate risk analysis that:

¢ Includes an exploration (quantitative and/or qualitative)
of the financial impacts on counterparties arising
from their exposure to climate hazards.

e |s forward-looking. It should make use of relevant
tools to explore uncertain future evolutions of climate
change and socio-economic responses, including
scenarios on relevant aspects. It should not rely solely
on historical information.

These general characteristics of physical climate risk analysis
are not sufficient to guarantee that financial actors disclose
information that is based on a satisfactory analysis. Further
aspects need to be accounted for as explained below.

Providing information on appropriate range
of time horizons

Market participants need to understand how financial
institutions are exposed to physical climate risks in their
current portfolios, but also how these risks may affect
their strategies over longer time horizons. Hence, financial
institutions may provide information on all the time horizons
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that are relevant for both their portfolio life cycle and
their strategy.

Financial institutions may keep in mind that climate impacts
can occur in distant time horizons and have strategic
relevance, even though they may go beyond usual time
horizons of strategic thinking. Financial institutions should
also have in mind that our current climate conditions are
already symptomatic of a changing climate. Hence, all
economic activities are potentially exposed to climate
impacts not only in the coming decades but also now.

Most of the available methodologies on physical climate risk
analysis have provided information on long-term climate
impacts, while only a few of them have started to provide
information on the short-term. In any case, there is a need
to make sure that further developments on short- and long-
term horizons are technically relevant (see more detail in the
section on uncertainties).

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Explain their short and distant time horizons of interest
for risk analysis, and explain how this connects with
their operational and strategic time horizons. Especially
for longer term time horizons, financial actors should
discuss what types of balance sheet adjustments they
could consider for mitigating risks identified by the
analysis.

¢ Provide climate risk information on each of these
time horizons as much as can be and taking into
consideration that climate impacts happen in the long-
term and are also materializing in the short-term.

2.6.3. Demonstrating the relevance
of the perimeter of analysis

Detailing the perimeter of physical climate risks
and their relative importance in the results

Physical climate risks in finance can be seen as a set of
climate impact chains. A climate impact chain describes
how a climate hazard leads to a certain type of physical
impact on a given aspect of a counterparty and its resulting
consequences on a given aspect of a counterparty’s
financials. As shown in Figure 9 below, an example of
climate impact chain would be how a flood triggers damages
on a company’s operation buildings, the consequences in
terms of OPEX and ultimately how that affects the company’s
market value. More generally, multiple climate impact chains
can be potentially relevant to characterize fully the level of
exposure of a counterparty to climate hazards.*®

The methodologies developed by service providers do not
always provide clear explanation about the type of hazards
and impacts that are considered. In addition, they are not

2.6. Physical climate risk assessments

always fully transparent on the relative importance of the
different types of hazards and types of impacts for a given
activity. However, the preparers and users of disclosure
need clear information about this perimeter of impact chains
and their relative importance so they can make sense of
the physical climate risk analysis and build capacity to use
this information.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Explain the perimeter of portfolios that is covered in
the analysis.

e Explain the main hazards and resulting impacts that
are covered and their relative importance for a given
economic activity, geography and time horizon.

e In particular, detail the types of financial impacts that
are accounted for in the analysis for each type of
economic activity. This includes the financial impacts
at the level of the counterparty and potentially impacts
at the level of the financial institution.

Justifying the prioritization of material risks
that are analyzed in the selected time horizons

The perimeter of analysis mentioned above is selected based
on a “materiality assessment” that considers a large array
of potential risks and prioritizes the most important ones
for in depth analysis. It is important to have information on
the quality of this prioritization process as it conditions the
relevance of the perimeter that is effectively analyzed.

Financial actors will assess the “financial materiality” of
climate-related financial risks. To do so, they can use various
criteria and weight them in diverse ways. It may typically
include such criteria as: the characteristics of the financial
institution’s portfolios (e.g. weight of economic activities);
time horizon issues (e.g. mismatch between expected
period of climate hazard materialization and capacity to sell
the exposed assets earlier); level of likelihood of climate
hazards in specific geographies (be it objective or subjective
likelihood); relative importance of specific types of climate
vulnerabilities on a given economic activity; etc.

The financial materiality assessment requires a certain
amount of data to make sure that all relevant aspects of
physical climate risks were identified before proceeding to
the selection of priority issues. Hence, the boundaries of the
selected material risks may arise not only from the rationale of
weighted criteria, but also from the limited capacity to identify
and assess the importance of some climate impact chains.

The available methodologies are not always transparent
about the type of criteria, weights, data and boundaries of
this materiality assessment. This is however needed for the
preparers and users of disclosure to understand the rationale
and robustness of the methodology.

43 More detail on the diversity of climate impact chains can be found in chapter 35 of NGFS occasional paper (Hubert and Cardona, 2020).
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2.6. Physical climate risk assessments

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Comment on the perimeter that was initially screened in
terms of: portfolios; economic sectors and geographic
areas; climate hazards (acute and chronic hazards);
categories of financial impacts.

¢ Explain the criteria that are used to select material risks
and justify how these criteria are weighted relatively to
each other.

e In particular, disclose how the relative importance of
impacts was decided on per type of climate hazard,
economic activity, geography and time horizon.
Comments should be provided on the type and source
of data that is used; identified data gaps on specific
areas should be explained including how they were
addressed.

2.6.4. Demonstrating proper exploration
of uncertainties about future climate
impacts

Providing information on forward-looking analysis
of climate hazards

Technical understanding of climate science is necessary
to choose the right type of climate information for physical
climate risk analysis. For instance, the use of several climate
scenarios based on future GHG emission trajectories is
relevant most of all for horizons after the next decades,
but it depends also on the hazard and geography that are
considered. There is also a need to monitor that up-to-date
information is used for the analysis. While the representation
of climate conditions in the next years remains challenging,
climate scientists are undertaking developments to increase
the robustness of climate information on these short-term
horizons. (Hubert et al., 2021).

The available methodologies on physical climate risk analysis
do make relevant use of IPCC climate scenarios for exploring
climate impacts beyond the next decades. While service
providers are aware of the need to find appropriate climate
data for analyzing climate impacts in the next decades, some
improvements may still be made in this regard.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Disclose the characteristics of forward-looking
information they use to analyze different types of
climate hazards at different time horizons (including
information on the underlying GHG emission scenarios
where applicable).

e Provide justification (potentially through relevant third
parties) on how this choice of information is aligned
with state-of-the-art scientific recommendations.

e When the use of different climate scenarios is relevant,
disclose their exposure in several climate scenarios,
and among them: at least one scenario that is based
on plausible worst case of future GHG emissions from
human activities.

Providing information on forward-looking analysis
of socio-economic dynamics

Future climate impacts not only depend on the evolution
of climate conditions. They also depend on future socio-
economic choices that modify the exposure, sensitivity,
adaptation and capacity to adapt to climate hazards at the
scale of the socio-economic systems and of the financial
actors’ counterparties in the real economy (Colin et al., 2019).
For instance, a 2015’s study carried out for the French
Insurance Federation shows that if socio-economic trends
are extrapolated in the future, they might be responsible for
an estimated 29% of future climate impacts in the selected
perimeter of the study (FFA, 2016).

Such information might prove relevant for financial actors to
build a strategic view on future climate impacts; to engage
discussion with counterparties on their adaptation needs;
and to let know the market about their approach. However,
the available methodologies developed by service providers
generally do not make forward-looking assumptions on
socio-economic aspects.*

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Justify how their analysis considers inclusion of
forward-looking perspective on the evolution of
socio-economic systems that may impact on their
counterparties at a given time horizon.

e For physical climate risk analysis beyond the next
five years, explain their assumptions on the adaptive
strategy of their counterparties.

2.6.5. Clarifying the relevance of indicators
and other data choices

Clarifying what the indicators cover

When analyzing physical climate risks, several building
blocks of information (that service providers and climate
scientists usually call “indicators”) are used to characterize
the hazard, the exposure of the counterparty, their sensitivity,
their adaptive capacity and how the counterparty may be
adapted already.

44 It is also interesting to note that specific tools are developing to help financial actors gain more information on the adaptation strategy of their counterparties,

in the form of engagement tools.
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The methodologies that financial actors may currently use
from service providers most often do not detail the meaning
and content of each indicator. However, it is important to
understand which indicator is used. For example, a “flood”
indicator can refer to one of several types of floods that
will not have the same consequences on counterparties
(ClimINVEST, 2020).

In addition, the available methodologies from service
providers are not totally clear on how the combination of
indicators covers the whole chain of hazard/exposure/
sensitivity/adaptive capacity/adaptation. For instance,
a “climate indicator” can provide information not only
about climate conditions but also about the counterparty’s
sensitivity. This would be the case with an indicator on
drought, integrating not only hydric data but also a threshold
on the level of drought where the exposed crop dies (Gallo
and Lepousez, 2020). Some other climate indicators do not
properly incorporate information on the counterparty but
they directly correlate with the financials of the counterparty

2.6. Physical climate risk assessments

(e.g. indicator on average seasonal temperature correlated
with income variations of an urban heat distribution system)
and any implication of this type of approach needs to be
clarified.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Option 1: comment on their rationale to select the set
of indicators, how they provide satisfactory information
over the scope of impact chains and diverse aspects
of the counterparties or of the financial institution
and explain any difficulty and potential for solving the
issues.

e Option 2: provide a stable link to publicly available
documents that explain major elements on the
major technical analytical choices that underpin the
disclosed information.

FIGURE 9 - ILLUSTRATING THE ANALYSIS OF A CLIMATE IMPACT CHAIN ON A CORPORATE COUNTERPARTY
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Source: Hubert and Cardona. 2020. NGFS Occasional Paper on Case Studies of Environmental Risk Analysis Methodologies.

Clarifying issues on the data and quality
of the output information

The granularity of the analysis and of the underlying datais a
key aspect to appreciate the robustness of physical climate
risk information.

This granularity issue applies to both climate data and the
data on counterparties (including their value chain) and the
broader business environment. Climate data precision can
be described in terms of geographic resolution and temporal
resolution (i.e. describing yearly vs seasonal climate
conditions). Counterparty level data can be described in
terms of geographic resolution and economic resolution
(e.g. activity per country; latitude and longitude of specific
company’s facilities; components of the supply chain of a
specific company per country).

The appropriate level of data granularity can vary depending
on the impact chain and portfolio under analysis. Sovereign
risk analysis may not require as much granular data as
corporate level credit risk analysis. For a company risk
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analysis, some sectoral level data could be considered as a
satisfying proxy on certain aspects. But some counterparty-
specific data may also be necessary on other aspects.
For example, the precise geographic coordinates of a
facility and the topography at this location are necessary
to understand the direct exposure of the facility to pluvial
floods. A company’s bargaining power may also condition
its capacity to pass through the costs of damages to other
actors in its value chain, which is part of its capacity to adapt.
It is important that financial actors and market participants
be able to understand how the granularity of input data is
consistent with the targeted granularity of output information
on physical climate risks.

At the same time financial actors and service providers are
still looking for increased availability of counterparty-specific
data. Typically, information on the counterparty’s adaptation
and adaptive capacity is seldom addressed due to data
scarcity. The sensitivity is approached at sectoral level. The
efforts to address these data gaps need to be sustained.
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2. CLARIFYING “HOW”: INTRODUCING MINIMUM REQUIREMENTS FOR DISCLOSURE
2.6. Physical climate risk assessments

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:

e Explain the granularity of the analysis and its
consequences on the quality of the results.

e Explain the robustness of the underlying methodology
when the output information is presented as an
estimate of financial impacts.

¢ Describe specifically how they consider the inclusion
of counterparty specific information — about the
counterparty’s exposure, sensitivity, adaptation,
adaptive capacity along its value chain and broader
business environment — and how they react to the data
availability issue.

e Demonstrate efforts to base their analysis on peer-
reviewed material and on databases recommended by
the relevant authorities.

2.6.6. Facilitating monitoring of the disclosed
results over years

As explained in the section on transition risk, the landscape
of physical climate risk assessment methodologies is
continuously evolving and financial actors may also
apply them on variable perimeters overtime. While there
is currently no consensual audit process for climate-
related disclosed information and for the underlying
methodologies, financial actors should disclose information
to help monitor the evolution of the results and impact of
methodological choices.

PROPOSAL FOR DISCLOSURE MINIMUM
REQUIREMENTS

Financial actors should:
e Provide explanation about the evolution of their
methodological choices and results.

e Provide stable links to publicly available documents
that help monitor methodological choices and results
overtime (including for example past disclosure;
explanation of major analytical choices and their
evolution overtime).
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Concluding remarks on the links between
disclosure and climate-related assessment

methodologies

It is not the time for
standardizing climate-related
assessment methodologies

The maturity and stakes in the development of assessment
methodologies is variable depending on the targeted
climate issue.

Climate-related risk and portfolio alignment have been the
main focus of attention. The profusion of heterogeneous
assessment methodologies has gone along with the
emergence of some good assessment practices on certain
aspects. However, there is a need to further explore the
potentialities of analytical approaches on these subjects, and
to measure how far the diversity of assessment practices
is justified by any significant change in the assessment
outputs. The field of positive impact assessments of financial
institutions’ climate action is only starting to develop.

Therefore, it is not time for standardization of any type of
climate-related assessment methodology. Other actions
can be undertaken to foster the development and use of
good practices.

Updating disclosure frameworks
is a timely solution to stimulate
good analytical practices

The launch of climate-related disclosure frameworks in 2015
has stimulated the financial sector and its stakeholders
to clarify the concepts of climate action and to develop
assessment methodologies. Five years later, the updates of
the French and European regulatory disclosure frameworks
can stimulate financial actors to adopt emerging good
practices in concepts and methodologies and to favor
further developments.
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More ambitious disclosure
requirements should not be seen
as a burden for financial actors

This report makes the case for setting minimum disclosure
requirements on a number of aspects around disclosure.
This could be seen as creating additional burden for financial
institutions. However, while naturally disclosure regulation
can only target financial institutions, the real target behind
these requirements are service providers. Disclosure
regulation can indirectly require more transparency from
them if their methodologies are to be used to respond to
these disclosure requirements. Thereby a level-playing field
in terms of transparency is created for all providers, thus
breaking the tendency to keep proprietary methodologies
as blackboxes. In addition, minimum requirements on basic
technical choices can push service providers towards
more convergence in areas, where clear good practices
have been identified. The disclosure requirements should
therefore not generate substantial new burdens for financial
institutions. Instead, they are designed to help them to
better understand the services they are paying for and in
fine improve the usability of these assessments for their
internal decision making processes. This should be a step
moving away from disclosure to only ensure regulatory
compliance or compliance with societal expectations
and towards making the exercise useful for the financial
institutions’ themselves.

Disclosure dynamics
need to be complemented
with other approaches

The quality of disclosure is only as good as the quality
of the underlying analysis. Yet one cannot regulate all
the required aspects around the quality of the underlying
analysis with regulation on disclosure as they can call into
the scope of other regulatory fields. This is especially the
case for assessment methodologies that are used for risk
management.

CONCLUSION




Annex

TABLE 1 - REVIEW OF OPTIONS FOR TECHNICAL MINIMUM QUALITY CRITERIA

(BASED ON “THE ALIGNMENT COOKBOOK?”, RAYNAUD ET AL. 2020)

Minimum
quality criteria
recommendation

1. Use a sector-
specific
approach;

2. Make use
of the most-
recent and
fit-for-purpose
temperature
scenario(s)
and
trajectorie(s).

Rationale

Sector-specific analysis, based
on sector-specific trajectories
better capture the differentiated
role that sectors can and should
play in the transition.

To date, IEA scenarios are

the most disaggregated,
comprehensive, usable and up-
to-date output data, although new
scenarios are being developed.
However, they are biased
towards a specific technological
development path and do not
cover all sectors. In addition, the
way the remaining carbon budget
is split between sectors is often
an over-simplification that relies
on specific hypothesis (e.g. cost-
efficiency).

If the assessment question is
“alignment with the temperature
objective of the Paris Agreement”,
the scenario must lead to a
1.5C° temperature outcome, be
as precautionary as possible,
with a high-level of probability,
a short-term peak, limited
overshoot and low reliance on
capture technologies. While
IPCC scenarios are best from

a conceptual perspective, they
are not as easily usable from an
output perspective, including
sector-specific trajectories.

Current practices

To date, service providers:

1. Favor a “pure” sector-based
approach based on IEA, in
spite of the lower coverage;

2. Use sector-agnostic
trajectories and put company-
specific constraint;

3. Use a mix of scenarios
depending on sector
(e.g. [EA, IPCC);

4. Derive additional trajectories
to cover additional sectors;

5. Build new trajectories on the
basis of existing datasets
(e.g. SR1.5);

6. Build new scenario(s) with
the required criteria.

Options for implementation

We see the following options
for implementation:

1. Require methods to be based on multiple
trajectories to take into account non-
linearity. If the trajectories taken from
multiple scenarios, it should be made
explicit why and to what extent these
are complementary, or not, and whether
this leads to uncertainties, in particular
in limiting absolute emissions under the
global carbon budget. If new trajectories
have been derived, the hypotheses and
uncertainties should be made explicit.

2. Option 1 + require methods and
approaches to use sector-specific
trajectories for all sectors and most-
recent/ fit-for-purpose scenario(s) and
trajectories where possible. If the scenario
used is not the most fit-for-purpose from
a conceptual perspective, differences
should be discussed in detail.

3. Option 1 + require methods and
approaches to use sector-specific
trajectories for all sectors and most-
recent/ fit-for-purpose scenario(s) and
trajectories where relevant (even if not
possible).

With the above options, we rule out purely
sector-agnostic approaches. In addition,

we do not attempt to “impose” a set of
given scenarios to be used by all financial
institutions and method/data providers.

We believe it would be too restrictive,
discourage innovation and not optimal given
that no scenario today tick all the boxes.
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ANNEX

3. Take a value

Scope 3 emissions can represent

To date, methodology and data

We see the following options for

chain view the largest share of a company providers: implementation: E
or portfolio emissions. To ensure 1. Only includ 1 and 2: : =
that the temperature alignment - Only include scope 1 and 2; * Require methoc'zls e?nd approaches to take <
assessment does not lead to a 2. Use most relevant scope(s) a full value chain view for all sectors;
displacement of emissions along where benchmark(s) are * Require methods and approaches to
the value chain, these may be available ; take a full value chain view for the most
captured where relevant. relevant sectors and where benchmarks

£ i e [l S0 ) are available (e.g. auto, oil & gas);
Data availability and quality, and derive specific ek ) gas);
although increasing, has benchmark(s); * Require methods and approaches to
historically been very low. It may take a full value chain view for the most
also lead to double-counting 4. Use most relevant relevant sectors (e.g auto, oil & gas,
under certain circumstances. scopes(s) and m:ap them .to food & beverages, textile manufacturing,
Finally, sector-specific Ze:chmark(s) using additional retail...);

ata;
temperaturs benchmarks fc?r & ¢ With the above options, we exclude
number of scope 3 categories 5. Use all scopes (1+2+3) and methods that do not take a value chain
E“ay ?Otc(lyztz)be avallablte " sector-agnostic benchmark(s) ; | approach where possible with the data
9 e Sl Ul currently-available.
manufacturing, retail...). 6. Use all scopes and recalculate Y
benchmark(s);
7. Do a mix of the above.
4. Integrate There is a disconnect between To date, methodology and data We see the following options for

forward- the time horizon embedded providers: implementation:

lookin within the climate models of the ) . .

- C N . 1. Do not forecast future climate | 1. Require methods to use forward-looking

elements scientific community, international X

. ) . performance; data to forecast the climate performance
and balance treaties and national climate . . -
R . . of companies and portfolios and explicit

appropriately plans, the investment horizons for | 2. Use one type of forward- ; .

. . ) the time horizon;

past and different asset classes and type looking metric, e.g. focus

forecasted of investors, and the disclosure of on engagements and targets | 2. Require methods to use forward-looking

climate businesses. or revealed plans; cut off at data to forecast the climate performance

performance most relevant time; of companies and portfolios and impose

Temporality is therefore a

central point of the concept of
alignment. Indeed, a portfolio can
be aligned with a 2°C trajectory
when a short-term perspective

is adopted, but not be aligned

in the long term. However, the
further the time horizon, the more
uncertain the estimation of the
future climatic performance of a
company or portfolio.

3. Use a mixture of forward-
looking metric and cut-off
“arbitrarily”;

4. Use a mixture of forward-
looking metric depending on
company disclosure and time
horizon; cut-off at the end of
scenario used (2050);

5. Split the results by time period
(short, medium,
long);

6. Any of the above and provide
an uncertainty measure,

a specific time horizon;

. Option 1 or 2 + explicit why a specific

type of forward-looking data/ time
horizon is used;

. Option 1 or 2 + explicit why a specific

type of forward-looking data/ time
horizon is used and provide a qualitative
view on uncertainty;

. Option 1or 2 + explicit why a specific

type of forward-looking data/

time horizon is used and provide a
quantitative view

on uncertainty;

e.g. “confidence corridor”. With the above options, we exclude
methods that do not attempt to forecast
the future climate performance of

companies and portfolios.
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