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Six key learnings for financial institutions

to consider as they prepare for the
regulatory climate stress test in 2022




In November 2020, the European Central Bank (ECB) issued guidelines on climate related and environmental risks,
setting the regulatory expectation that financial institutions will embed climate change, as any other risk, into their
decision making and risk management processes. The ECB has also announced a stress test for H1 2022 focussed

on the exposure of the European financial institutions to climate change and their readiness to address it.

Further guidance for the ECB stress test is to be issued later this year, but the general expectation is that
financial institutions will need to perform both a short term and long term (30 years) climate change impact
analysis on their corporate and residential credit portfolios and trading book based on physical risk and
transition risk scenarios to be provided by the ECB. This credit risk analysis is expected to be sector specific
for identified carbon intensive industries and will include some level of review of the largest exposures

per sector at counterparty level. The timelines for submission of the initial and final results of the

analysis are expected to be Q1 and Q2 2022, leaving little time for financial institutions to prepare.

Learnings from the Bank of England’s 2021 climate stress test

The Bank of England is just concluding its in-depth stress test focused on climate change, the CBES. Many of the same
factors are at work and will no doubt inform the ECB approach. Baringa has partnered with 10 of the 18 CBES participants
in providing them end-to-end support to complete this exercise.

Based on this experience, we have distilled six key learnings for financial institutions to consider as they prepare

for the ECB climate stress test next year:

1. Start now

It will take time to build up to running a full scenario
analysis at scale. As we have done with many of our clients,
we recommend starting with a small-scale pilot to support
developing your data sourcing strategy, progressing to

a full-scale dry run to enable you to test and refine your
implementation ahead of the final ‘live’ run. As it’s already
September, time is already running short.

2. Use the ECB stress test to accelerate your strategic
climate scenario analysis solution...

Do not see the ECB stress test as a one-off exercise, but use
it to build capability and to progress the implementation of
climate risk management into the organisation. Taking this
approach has enabled many of our clients to keep up with
the climate change progress being made by competitors
and the growing pressure from shareholders to manage
climate risk and temperature alignment.

3. ...and to accelerate your climate data sourcing strategy

Climate change scenario analysis requires a lot of
granular counterparty-specific data not commonly held
by banks. Filling these data gaps requires a strategy for
addressing data gaps, e.g. counterparty engagement,
use of third party data providers, and implementing
proxies for residual counterparts. We have found that
addressing the data gap on unlisted counterparties is

a large part of the effort, usually taking far longer than
expected - especially as 75% of the counterparties

in a typical corporate banking portfolio are unlisted.

4. Engage key stakeholders across the organisation early

This exercise is an opportunity to accelerate the high-
quality dialogue and capability building around climate
risk and net zero, across a wide range of stakeholders
(including Risk, Finance, Front Office, Sustainability and
Technology). By running Climate Change Education and
Scenario Outcome Review sessions with Executive Teams,
Sector Leadership teams and Risk Boards/Committees
at our clients, we have helped build understanding of
the drivers of climate change and the specific impact
on portfolios, sectors, geographies, counterparties and
assets classes.

5. Clearly articulate the strategic value of climate scenario
analysis with all stakeholders

30-year scenarios are inherently exposed to significant model
risk, and the outputs should not be interpreted as predictions.
However, many of our clients have found that climate scenario
analysis can be a very powerful technique for creating material
separation between the potential ‘winners’ and ‘losers’ from
climate change, and therefore for identifying concentrations
of risk in a portfolio, identifying potential opportunities, and
informing portfolio strategy. The real value of granular and
sector and counterparty -specific outputs will be to provide
you with actionable insights, which you can use to drive
your business strategy and portfolio decision making.

. Allocate significant time and resource to the qualitative

components of the exercise

The stress test should stimulate the development and
embedding of new risk management capabilities within
firms’ business-as-usual processes. We have helped our
clients use the scenario analysis outputs to accelerate their
thinking on how to embed climate risk in their enterprise
risk management framework: e.g. portfolio reporting, Board
Risk Committee engagement, annual credit reviews, and
risk appetite. Using scenario analysis results to inform

your climate risk framework development will not only
accelerate your strategic embedding, but also strengthen
your response to the qualitative questionnaire from the ECB.
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Baringa Partners is an independent business and technology consultancy. We help businesses run more effectively,

navigate industry shifts and reach new markets. We use our industry insights, ideas and pragmatism to help each
client improve their business. Collaboration is central to our strategy and culture, ensuring we attract the brightest and
the best. And it's why clients love working with us.

Baringa launched in 2000 and now has over 900 members of staff and 92 partners across our practice areas Energy &
Resources, Financial Services, Products & Services, and Government & Public Sector. These practices are supported by cross-
sector teams focused on Customer & Digital; Finance, Risk & Compliance; People Excellence; Supply Chain & Procurement; Data,
Analytics & Al Intelligent Automation & Operations Excellence; and Technology Transformation. We operate globally and have
offices in the UK, Europe, Australia, US and Asia.

Baringa Partners have been voted as the leading management consulting firm in the Financial Times’ UK Leading Management
Consultants 2021 in the categories Energy, Utilities & the Environment, and Oil & Gas. We have been in the Top 10 for the last 14 years
in the small, medium, as well as large category in the UK Best Workplaces™ list by Great Place to Work®. We are a Top 50 for Women
employer, and are recognised by Best Employers for Race.

www.baringa.com
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