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Sustainable Finance Lab input on the EBA
draft Guidelines on the management of
ESG risks

We welcome the draft EBA Guidelines on the management of Environmental, Social, and
Governance (ESG) risks (the Guidelines). We believe it is crucial to have detailed guidance for
financial institutions to manage ESG risks and the transition to a green economy.

The Sustainable Finance Lab (SFL) is a Netherlands-based international academic think-tank
that aims to ensure a sustainable and stable financial system by bridging academic knowledge
and practice.

In general, we believe there is a need for EBA to speed up the management of ESG risks as these
risks are not yet sufficiently managed by banks. The ECB thematic review on climate and
environmental risks concludes banks are still lacking sophisticated methodologies and granular
information on climate and environmental risks (ECB, 2022). Moreover, a recent report from the
ECB on misalignment states that “the euro area banking sector shows substantial misalignment
and may, therefore, be subject to increased transition risks” (ECB, 2024a). The Dutch Central
Bank performed an analysis of transition plans of the Dutch financial sector and also concluded
that many of the transition plans lack concrete plans and strategies (DNB, 2024). These insights
show the risks are building up and underline the crucial need to accelerate the assessment and
management of ESG risks and transition plans by financial institutions.

As aresponse to the Guidelines, SFL especially stresses the importance of (1) sufficiently
ambitious, robust, and reliable transition plans, (2) the need for prompt action given imperfect
data, and (3) the need to not only focus on climate but specifically also focus on nature
degradation and its link with climate change.

We strongly support EBA to include prudential transition plans in the Guidelines. Transition
plans are a powerful tool for institutions to manage transition risks and to steer financed
activities towards greener outcomes. However, in the definition of a transition, we believe there
is a need for a stronger link between managing the risks and financing the transition (managing
the environmental impacts). Itis the tool for strategic planning and decision-making on steering
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activities to finance the transition — aiming to achieve climate neutrality in 2050. As stated in a
co-legislative proposal for the Capital Requirement Directive (CRD): “The adequate adjustment
of the financial sector, and of credit institutions in particular, is necessary to achieve the
objective of net-zero greenhouse gas emissions in the Union’s economy by 2050, while
maintaining the inherent risks under control”.” Following the so-called double materiality
approach, we believe prudential transition plans should not only focus on managing
environmental risk but also on environmental impacts as a source of financial risks and a threat
to financial stability in the long term. Including environmental impacts would also improve
consistency with the Corporate Sustainability Reporting Directive (CSRD) and Corporate
Sustainability Due Diligence Directive (CSDDD) requirements. Additionally, we believe clear
requirements need to be defined for robust transition plans and to allow for comparability.

We welcome the that the Guidelines include guidance on ESG-related data points and data
processes. Given the radical uncertainty and significant potential harm associated with ESG-
related financial risk, we believe that a more precautionary approach is necessary, both
regarding institutions’ general ESG risk management and the treatment of imperfect or missing
data. The EU legislature is supportive of this course of action, with the Article 191(2) stating: “It
[EU policy on the environment] shall be based on the precautionary principle and on the
principles that preventive action should be taken, that environmental damage should as a
priority be rectified at source and that the polluter should pay”.2 We recognise the shortcomings
related to data availability and quality and risk assessment methodologies. However, this does
not justify limited progress in integrating ESG risks. Financial institutions should work
proactively and act with incomplete information, starting with a focus on the most harmful
activities. Better to be roughly right than exactly wrong.

We strongly support the broader focus on ESG, including environmental topics beyond climate.
Climate goals cannot be achieved in a world where nature continues to degrade at the current
accelerating pace. That is why an integrated approach is needed, for example, for transition
plans. Moreover exposures to activities harmful to nature should be disclosed and managed.
Even though the nature topic is not as mature as climate, and the data from underlying
companies might not be fully available yet®, there is much that can be analysed and managed,
also qualitatively.

Below, we summarise our response per question.

Question 1: Do you have comments on the EBA’s understanding of the plans required by Article
76(2) of the CRD, including the definition provided in paragraph 17 and the articulation of these
plans with other EU requirements in particular under CSRD and the draft CSDDD?

We believe that the current focus of prudential transition plans outlined in the Guidelines is too
narrow and insufficiently accounts for the link between the ESG impacts of activities financed

TCOM_COM(2021)0663_EN.pdf (europa.eu)

2EUR-Lex - 12008E191 - EN (europa.eu)

8 Companies with less than 750 employees are allowed to omit reporting on biodiversity and ecosystems
(ESRS EA4) for the first two years.
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by institutions and the consequent financial risks. Environmental impacts are a source of future
financial risk since the financing of carbon-intensive activities materialises into financial risks in
the future. Leaving impacts out of the prudential transition plan would, therefore expose
institutions to significant future financial (systemic) risk. Moreover, misalighment with the
transition is an indicator of transition risks. This was highlighted by a recent report from the
European Central Bank (2024). Risks and impacts are highly connected and EBA should
underline the importance of portfolio alignment for risk assessment and mitigation.

Therefore, both environmental risks and environmental impacts need to be considered in a
transition plan. The function of a transition plan should be (i) to enable the understanding of
the alignment of institutions with climate goals and the management of misalignment and (ii) to
identify institutions’ exposures to harmful activities as well as the risk management measures in
place. Separating climate risk management from impact management disregards the potential
synergies between these essential objectives.

Adopting a double materiality approach would also improve consistency with the broader EU
framework. We recommend aligning as much as possible with the requirements and
methodologies of the CSRD and CSDDD. On top of these general requirements the prudential
transition plan could be extended with specific requirements related to the risk management
part.

Moreover, we suggest extending the long-term time horizon of 10 years to at least 25 years to
align with 2050 climate goals and the corresponding business strategy highlighted in the
transition plan.

We strongly support that the supervisor assesses the robustness of the transition plans as part
of the Supervisory Review and Evaluation Process (SREP). Our understanding is that this is done
on a yearly basis. We stress the importance of a thorough supervisory review, including
penalties or fines such as capital add-ons in case the plans are not up to standard to
compensate for the higher risks. Also, public access to institutions’ prudential transition plans
is essential to ensure additional scrutiny of institutions' transition plans through civil society,
academia, and the press.

Moreover, we believe additional guidance is needed for transition plans, see our response to
Question 23.

Question 2: Do you have comments on proportionality approach taken by EBA for these
guidelines?

We support that all institutions should implement ESG risk management approaches reflecting
the materiality of ESG risks, given a proper materiality assessment has been conducted (see
Question 4 for suggestions for improvements).
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We understand smaller institutions are allowed to use less sophisticated measures. However,
we like to stress there is no evidence that smaller institutions are less exposed to ESG risks, and
therefore we warn certain ESG risks might be overlooked.

We stress that lack of data should not be a reason for institutions not to include certain ESG
risks in their risk management. In the case of imperfect or lacking quantitative data,
institutions should assess materiality on a qualitative following the principle of precaution.

Question 3: Do you have comments on the approach taken by the EBA regarding the
consideration of, respectively, climate, environmental, and social and governance risks? Based
on your experience, do you see a need for further guidance on how to handle interactions
between various types of risks (e.g. climate versus biodiversity, or E versus S and/or G) from a
risk management perspective? If yes, please elaborate and provide suggestions.

We agree that for the assessment and management of environmental and social risks, both
financial materiality and environmental and social materiality should be considered. We,
however recommend EBA to further specify how a double materiality approach should be
considered for ESG risk management and how the latter feeds in Sections 4 and 5 of the
Guidelines on the management of ESG risks, as those mostly focus on the financial materiality
side.

We support the statement that institutions need to develop tools and practices aiming to
address the wider scope of environmental risks, such as nature degradation. We however
believe that environmental risks other than climate are insufficiently addressed in the
Guidelines. This is concerning given the pressing issue of nature degradation, for both its own
economic impact as well as its link with climate change. EBA should, therefore, provide
explicit and specific guidance on how nature-related risks are to be addressed, taking into
consideration interaction with other ESG risks, particularly climate. Doing so, we
recommend EBA to build on the work of the ECB, the Network for Greening the Financial System
(NGFS) and the Task Force on Nature-related Financial Disclosure (TNFD) (ECB, 2024b; NGFS,
2023a; NGFS-INSPIRE, 2022; TNFD, 2023). In a recent SFL-report, we provide examples of how
climate and nature are linked (the so-called climate-nature nexus), and we list example tools
and methodologies that can be used to assess nature-related risks (Knijp et al., 2024).

There is also evidence that fossil fuel activities are particularly associated with numerous
biodiversity, human, and indigenous rights scandals (Daley & Lawrie, 2022).

Question 4: Do you have comments on the materiality assessment to be performed by
institutions?

The materiality assessment is the starting point for the management of ESG risks. Therefore, it is
important to have clear guidance on how such an assessment is conducted. We believe more
guidance is needed to ensure materiality assessments are reliable and comparable. For
example, further clarification on how to assess financial materiality is needed, including
qualitative and quantitative thresholds to assess materiality. We also recommend EBA to clarify
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in paragraph 14 b how institutions shall evaluate what activities, services, and products are to
be considered most significant.

We support that the materiality assessment is risk based and focuses on financial materiality.
However, large negative impacts drive financial risks; high levels of emissions are, for example a
source of credit risk. Therefore we advise EBA to explicitly state that alignment with the CSRD
materiality assessment is needed, i.e. topics considered material from an impact perspective
should at least be considered in the risk identification process for transition risks.

EBA states the materiality assessment has a long-term horizon of 10 years. We believe this does
not adequately capture the materialisation of long-term environmental risks stemming from the
investment in unsustainable activities. We believe a time horizon of 25 years is needed, to align
with transition planning.

We welcome that both transition and physical risks need to be assessed in the materiality
assessment. However, in paragraph 14 we also expect a reference to nature-related transition
and physical risks. The NGFS work and the TNFD work provide examples of these risks (NGFS,
2023b; NGFS-INSPIRE, 2022; TNFD, 2023).

Question 5: Do you agree with the specification of a minimum set of exposures to be
considered as materially exposed to environmental transition risk as per paragraphs 16 and 17,
and with the reference to the EU taxonomy as a proxy for supporting justification of non-
materiality? Do you think the guidelines should provide similar requirements for the materiality
assessment of physical risks, social risks, and governance risks? If yes, please elaborate and
provide suggestions.

SFL greatly supports the inclusion of a minimum set of prescribed exposures to be considered
as materially exposed to environmental transition risks (paragraph 16). We recommend the list
to be further specified and extended to account for nature-related risks as well. In the
identification of such sectors, EBA should build on the extensive body of existing evidence
(ENCORE, 2024; Knijp et al., 2024; WWEF, 2022). There is also growing evidence that key sectors
and companies have been identified as potentially high risk for deforestation (Ministere de la
Transition Ecologique, 2022; Thomson & Franklin, 2024). In addition to environmentally harmful
activities and sectors, the list could be extended to exposures to nature-related risks stemming
on geographical reasons, for example biodiverse places like the Amazon. We recommend the
list to be regularly reviewed and updated to account for the most recent scientific evidence.

SFL objects using the EU Taxonomy to support the justification of non-materiality of
exposures as stated in the paragraphs 16 and 17. Since EU Taxonomy alighment does not
reflect the level of exposure toward physical climate (or nature) events, the use of EU Taxonomy
alignment as a proxy for ESG risk could only be potentially envisioned for transition risk —and
even here scientific evidence is lacking. While ‘green’ activities are expectedly associated with
less transition risks, this does not mean that they are exempted from transition risk. Therefore,
we suggest eliminating the disposition in paragraph 17. The exposures to sectors that highly
contribute to climate change listed in paragraph 16 should always be considered materially
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subject to environmental transition risks with no possibility of derogation, even if sectoral
exposures show a high level of alignment with the EU Taxonomy Regulation.

Question 6: Do you have comments on the data processes that institutions should have in
place with regard to ESG risks?

We agree institutions should proactively gather ESG related data from their clients and
counterparties and should fill gaps when data is not available. According to the EBA’s
monitoring report on the implementation of IFRS 9, institutions currently follow different
approaches to estimating their forward-looking expected losses, highlighting the challenges
related to forward-looking data (EBA 2023). Consequently, the EBA should clarify how
institutions should use proxies and estimates in the case of data unavailability. The same goes
for the use of data provided by external parties: in what context and for what purpose is the use
allowed? In general, we recommend EBA to stress that missing data or difficulties resolving
gaps should not discourage banks from integrating these ESG risks and that institutions
should take precautionary measures. The EBA could provide guidance on how such a
precautionary approach looks practically, i.e. how institutions can assess and manage ESG
risks in the context of data unavailability and what conservative measures can be taken to
account for uncertainty.

We recommend including both absolute and relative GHG emissions, in line with transition plan
targets (see our response to Question 20). Furthermore, more guidance from EBA is needed
when it comes to methodologies for forecasting GHG emissions in paragraph 23a.

SFL recommends further specifying data points on nature-related impacts in paragraph 23 a iii,
for example on deforestation, pollution, and water quality. The IPBES impact drivers could be a
starting point.

In the section on social and governance risks, more guided is needed regarding governance
practices (23 b ii). For instance, different categories of governance practices could be defined.
This would make the assessment of different institutions’ exposures to governance risk more
understandable and comparable.

Question 7: Do you have comments on the measurement and assessment principles?

We recommend EBA to define specific guidance on what specific KRls institutions should
establish for the measurement of ESG risks, including nature-related risks. Furthermore, KRls
should as well be developed for social and governance risks.

Also, guidance is needed on how institutions can account for the uncertainty that characterises
many ESG risks (Chenet et al., 2021, 2022). In this, it is important to acknowledge non-linear
risk developments and tipping points (see e.g. Trust et al., 2023). For instance, integrated
assessment models, used for calculating many climate scenarios, are based on dubious and
simplifying assumptions, cannot model disorderly climate and environmental change, and do
not account for tipping points (Simi¢, 2023; Trust et al., 2023). Therefore, SFL encourages the
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EBA to endorse a precautionary approach that goes beyond the limitations of data
availability and econometric modelling.

Question 8: Do you have comments on the exposure-based methodology?

We welcome the distinction between the exposure-based methodology for risk management
purposes and the portfolio-based methodology for alignment purposes. Both are important and
there should be consistency between the methods. We support ESG risks to be included in the
overall assessment of default risk and internal credit scoring and rating models. It is our
understanding ESG risks are therefore included in Pillar | models. We recognise the current
Pillar | framework is backward looking and has a short-term horizon. Therefore, given the current
setup (until the Pillar | framework is redesigned to allow for more forward-looking information)
we suggest integrating ESG risk in a more pragmatic way in for example the margin of
conservatism, in the calibration methodology or the downturn component.

The Guidelines are still too vague about how institutions should evaluate the appropriateness of
the ESG risk mitigation actions taken by their counterparties. Regarding paragraph 32, the EBA
should also specify how exactly institutions should adjust sector-level characteristics to
account for counterparty-specific aspects in the case of data unavailability. Before resorting to
using different data sources, institutions should engage with their counterparties and only in the
case of unsuccessful engagement use external data.

Regarding paragraph 33, more guidance from the EBA is needed on what specific due diligence
processes institutions should implement. Do these processes differentiate from due diligence
in place for CSDDD, and if so, how exactly should these processes look like?

The EBA should also ensure that the assessment of environmental risks at exposure level
includes absolute and relative GHG emissions, as well as the current and forecasted
investments (CAPEX) in activities that are carbon-intensive and harmful to nature.

SFL greatly supports the inclusion of both off and on balance sheet activities in paragraph 31a
and recommends to systematically apply this approach throughout the document. Following a
double materiality-perspective, this extension would ensure that ESG risks in off balance sheet
activities are properly considered and that the financing of unsustainable activities or
companies does not shift off the balance sheet.

Finally, the EBA could provide additional and specific guidance on the granularity needed for
appropriate physical risk analysis in paragraph 31 and specify how institutions should assess
the likelihood and severity of the materialisation of risks over the long term.

Question 9: Do you have comments on the portfolio alignment/portfolio-based methodologies,
including the reference to the IEA net zero scenario? Should the guidelines provide further
details on the specific scenarios and/or climate portfolio alignment methodologies that
institutions should use? If yes, please elaborate and provide suggestions.
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SFL welcomes and further supports the consistent use of the IEA net zero scenario throughout
the Guidelines. If other scenarios than the latter are to be used, the EBA should clarify that
alignment analysis must be based on a 1.5°C no/low overshoot scenario with limited levels of
negative emissions. Scenarios with high overshoot and high levels of negative emissions might
underestimate transition risks associated with high carbon activities, since such high levels of
negative emissions are unlikely to be achieved. Consequently, SFL urges the EBA to define clear
principles on the scenario-based methodology as well as to clarify the difference between
portfolio-based and scenario-based methodologies.

Furthermore, the EBA should clarify how institutions should deal with the deficiencies of the IEA
net zero emissions scenario. Responding to critiques regarding the lack of sectoral and
geographical granularity in the IEA net zero emissions scenario, the EBA should provide
guidance on how institutions can account for differences between sectors, countries, and
regions. The IEA net zero emission scenario does also not consider land and subsequent
nature-based carbon sequestration.

Fossil fuel production should be added to the listed sectors in paragraph 36.

Furthermore, we recommend EBA to ensure that the analysis of portfolio alignment goes
beyond mere emissions-based metrics to consider the real alignment of specific sectors.
Indeed, evidence suggests that portfolio alignment methodologies are unprecise and
insufficient to adequately measure alignment with climate policy (Noels & Janchnik, 2022;
OECD, 2023). Hence, institutions should look beyond mere GHG emissions to consider how
companies in their portfolios transition their activities. Rather, the EBA could suggest that
institutions look at sectoral transition milestones identified in the IEA NZ scenario.

Beyond heat maps, the use of portfolio-based methodologies for other ESG factors is not really
specified. Therefore, the EBA could provide further guidance on how portfolio-based
methodologies can be applied to ESG risks, including nature, from both a financial and impact-
related perspective.

With regards to paragraph 38, itis unclear how ‘large institutions’ are defined as well as what
specific the methods and approaches are to be used to identify natural capital dependencies
and to measure impact on SDGs. In addition to natural capital dependencies, impact on nature
needs to be measured as well.

Furthermore, the EBA should provide further guidance of how to apply the portfolio-based
methodology to social and governance risks.

Question 10: Do you have comments on the ESG risks management principles?

We support the mentioning of engagement as a risk mitigation strategy. The Guidelines could
clarify that engagement strategies include clear time-bound objectives, an escalation process,
and a divestment strategy for off-track counterparties with no credible prudential transition plan
(Masson, 2023).
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Also, we underline the necessity that institutions regularly check whether their counterparties
execute risk mitigation actions as planned through long term risk mitigation and adaptation
metrics and/or KPIs, as suggested by the NGFS (2024).

Question 11: Do you have comments on section 5.2 — consideration of ESG risks in strategies
and business models?

It would be helpful to have concrete examples and guidance on how different business
environments might affect institutions’ ESG risk situation.

Question 12: Do you have comments on section 5.3 — consideration of ESG risks in risk
appetite?

Given the unprecedented urgency of the state of climate change and nature loss (Lenton, 2023;
Stockholm Environment Institute et al., 2023; UNEP, 2023), we recommend EBA to express
more prescriptive recommendations on what level of ESG risk appetite might be considered
excessive or dangerous. In this, we suggest referring to the planetary boundaries.

Question 13: Do you have comments on section 5.4 — consideration of ESG risks in internal
culture, capabilities, and controls?

We recommend EBA to align section 5.4 on internal culture, capabilities and control with the
European Sustainability Reporting Standards (ESRS) and particularly the ESRS G1-1 on
Corporate culture and business conduct policy.

Furthermore, the EBA should define clear minimum requirements for the evaluation of
counterparties’ ESG risk mitigation actions and particularly the qualifications of responsible
staff to ensure that the latter follow a high standard.

Question 14: Do you have comments on section 5.5 — consideration of ESG risks in ICAAP and
ILAAP?

No additional remarks.

Question 15: Do you have comments on section 5.6 — consideration of ESG risks in credit risk
policies and procedures?

We support the view that ESG risks need to be integrated in loan origination and monitoring
processes. We also recommended EBA to specifically state ESG risks to be integrated in
internal rating-based models for capital requirement purposes (see our response to Question 8)
and in loan loss provisioning calculations. According to the EBA’s monitoring report on the
implementation of IFRS 9, very few institutions have integrated ESG in their loan loss
provisioning (EBA, 2023).

Question 16: Do you have comments on section 5.7 — consideration of ESG risks in policies and
procedures for market, liquidity, and funding, operational, reputational and concentration risks?
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Relating to concentration risk, we recommend EBA to specify a minimum set of harmful
industries, sectors, or regions that institutions are required to assess. The EBA should clarify
that the need to finance the transition should not exempt banks from considering concentration
risk in a proper and exhaustive way.

Question 17: Do you have comments on section 5.8 — monitoring of ESG risks?

We recommend defining clear guidance and a consistent approach on scope 3 emissions to
ensure the credibility and comparability of risk measurement across institutions. With respect
to paragraph 72f, the EBA should provide a specific definition of ‘the share of carbon-intense
exposures, based on clear and documented methodologies.

Given that institutions increasingly finance the economy through off balance sheet activities
(Buchak et al., 2024), the EBA should ensure that financed emissions for off balance sheet
activities are fully monitored. Extending the assessment and management of ESG risk to off
balance sheet activities is necessary to prevent unsustainable investments to migrate from the
balance sheet to off balance sheet activities. At the same time, evidence shows that even off
the balance sheet, these activities remain a significant risk for institutions (ECB, 2021).

Question 18: Do you have comments on the key principles set by the guidelines for plans in
accordance with Article 76(2) of the CRD?

As discussed in our respond to Question 1, the Guidelines should explicitly state that the
transition plan follows the double materiality approach including both financial risks and
impacts. Moreover, the interconnectedness of climate change and biodiversity requires
biodiversity to be integrated in transition plans. This can be done on a qualitative bases until
nature scenarios and methodologies are more advanced.

To ensure the quality of ESG risk assessment and management, institutions’ plans should be
updated yearly (and supervised yearly as part of the SREP) and not only when the business
strategy is updated.

SFL welcomes and further supports that institutions environmental objectives should align with
the EU environmental commitments.

Question 19: Do you have comments on section 6.2 — governance of plans required by the
CRD?

The Guidelines should specify the responsibility of the board and senior management for taking
decisions on remedial actions in case of significant deviations between the institution’s
performance and its targets. Following the NGFS (2024), transition plans should be reviewed
and approved by the board, and senior management should be held responsible for their
execution. Here, itis particularly relevant that institutions systematically keep track of their
engagement practices and subsequent divestment decision on an aggregate level.

10
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Also, EBA should define a specific minimum set of qualification ensuring that relevant staff,
including the board and senior management, possesses sufficient expertise and capabilities to
assess the soundness and credibility of their counterparties transition plans in paragraph 86.
These minimum qualifications ought to reflect a good understanding of transition planning per
se, as well as sufficient knowledge of the natural science background of climate and
environmental change. Furthermore, at least one board member should possess specific
knowledge of nature-related risks (Knijp et al., 2024). These educational requirements translate
into the need for training and education measures being undertaken on a regular basis (NGFS,
2024).

In addition, more granular engagement metrics should be defined based on the types of
engagement already defined in paragraph 42 a.

To ensure an effective governance of ESG risks and encourage the management body to
implement a strong, sound, and credible ESG risk management framework, we recommend
EBA to adapt the Guidelines on sound remuneration policies (NGFS, 2024).

Question 20: Do you have comments on the metrics and targets to be used by institutions as
part of the plans required by the CRD? Do you have suggestions for other alternative or
additional metrics?

While relative- or intensity-based metrics allow for the assessment of mitigation actions on the
company- or sector-level, absolute targets are necessary to effectively assess and manage
the transition on a more aggregate level. In the end, an absolute emission reduction is
needed. Reductions in relative GHG emissions do not necessarily coincide with absolute
reductions, which could lead to false impressions. Furthermore, the variety of formulas for
calculating relative emissions, e.g. GHG per enterprise value, unit of production, or revenue in
million, render the use of relative metrics even more difficult. Therefore, the Guidelines should
always require both relative and absolute metrics.

In paragraph 94e we recommend adding a metric for the engagement stage the companies are
in, to better keep track of institutions engagement strategies. In addition, institutions should
disclose the cases where engagement was unsuccessful and led to divestment.

Furthermore, SFL urges the EBA to add metrics and targets for nature-related risks, since
current metrics are very much focused on the climate-dimension of environmental risks.
Regarding paragraph 94c, we recommend adding the total share of income related to business
with counterparties operating in sectors that highly contribute to nature degradation.

Furthermore, SFL urges the EBA to rework paragraph 89 to ensure that all activities and
business lines are covered by targets and metrics.

In general, the Guidelines could be more prescriptive on the evaluation of counterparties’
transition abilities, including counterparties investment (CAPEX) plans.

11
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Question 21: Do you have comments on the climate and environmental scenarios and
pathways that institutions should define and select as part of the plans required by the CRD?

As mentioned earlier, EBA should use the IEA net zero emissions scenario in a consistent way to
ensure coherence and comparability between different institutions’ ESG risk assessment and
management approaches. Beyond the IEA net zero emissions scenario, targets must be based
on a 1.5°C no/low overshoot scenario, with limited reliance on negative emissions. Given the
lack of sectoral and geographical granularity of the IEA net zero emissions scenario, the EBA
should provide guidance on how to improve the granularity of this scenario.

Question 22: Do you have comments on section 6.5 — transition planning?

No additional remarks.

Question 23: Do you think the guidelines have the right level of granularity for the plans required
by the CRD? In particular, do you think the guidelines should provide more detailed
requirements?

SFL strongly believes that more detailed, granular, and specific requirements would be
useful to ensure that institutions adopt coherent and comparable transition plans that are
to be effectively supervised and monitored.

First of all, institutions are now free to decide whether to use absolute or relative targets. We
consider it crucial that targets are set on an absolute basis. Where relevant, relative targets can
be used in addition. See our response to Question 20.

Banks should not only monitor the amount and share of income stemming from business
relationships with counterparties operating in sectors that highly contribute to climate change,
but also the investments (CAPEX) in fossil fuels and other high-impact activities. Banks also
need to report on their escalation policies and policies on carbon credits and offsets.

A clear implementation plan with short term milestones to achieve the targets is needed.
There is growing evidence of the high degree of risk associated with banks’ continuous support
of fossil fuel extraction building on recent scenario analysis (California Department of
Insurance, 2024) and climate stress tests (ACPR, 2021; Emambakhsh et al., 2023; ESRB, 2023).
With the |IEA stating that in a 1,5 world there should be no new investments in fossil fuels,
financial institutions should make clear in their plans how they terminate fossil fuel related
projects. The same should apply to exposures particularly harmful to nature.

Following the recent NGFS report on credible transition plans, we believe that prudential
transition plans should mandate institutions to explain the extent to which broader just
transition aspects are considered that could impact the community and social level fragility,
and consequently, lead to additional financial risk for the institution (NGFS, 2024).

Furthermore, the EBA should further underline the need for institutions to periodically review
their prudential transition plans to reflect the latest state of climate science (NGFS, 2024).

12
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Allin all, the Guidelines could be more prescriptive on the content of prudential transition
plans, for instance taking orientation on the red flag indicators for the assessment of the
ambition, credibility, and feasibility of transition plans identified by Bingler et al. (2023).
Additionally, the EBA could build on the work of the Transition Plan Taskforce (TPT), in particular
the Disclosure Framework (TPT, 2023) and Banks Sector Guidance (TPT, 2024), and the
recommendations from the United Nations’ High-Level Expert Group on the Net Zero Emissions
Commitments of Non-State Entities (UN HLEG) (UN HLEG, 2022).

Question 24: Do you think the guidelines should provide a common format for the plans
required by the CRD? What structure and tool, e.g. template, outline, or other, should be
considered for such common format? What key aspects should be considered to ensure
interoperability with other (e.g. CSRD) requirements?

SFL believes that the interoperability of the prudential transition plans with the transition plan
requirements stemming from the CSRD and the CSDDD is key. Therefore, the EBA should clarify
that there is one transition plan with a common format. The guidance should develop a
common template responding to the requirements mentioned hereabove.

Question 25: Where applicable and if not covered in your previous answers, please describe
the main challenges you identify for the implementation of these guidelines, and what changes
or clarifications would help you to implement them.

The main challenges that SFL identified regarding the Guidelines concern the narrow focus on
financial risks instead of impacts. Not considering impact in a transition plan can lead to a
build-up of financial risks in the financial system. This also gives rise to another challenge which
is the inconsistency with CRD and CSRD based transition plans. We also believe more detailed
requirements are needed on what needs to be included in a transition plan. Otherwise the
transition plans will not be ambitious enough (relative versus absolute goals) and will not be
robust and reliable. Moreover we believe nature needs to be considered in transition planning as
well.

13



SUSTAINABLE
FINANCE
LAB

References

ACPR. (2021). Une premiere évaluation des risques financiers dus au changement climatique—
Les principaux résultats de Uexercice pilote climatique 2020 (Analyses et Synthéses
122). Banque de France. https://acpr.banque-
france.fr/sites/default/files/medias/documents/20210602_as_exercice_pilote.pdf

Bingler, J., Senni, C. C., Fixler, D., & Schimanski, T. (2023). Net Zero Transition Plans: Red Flag
Indicators to Assess Inconsistencies and Greenwashing.

Buchak, G., Matvos, G., Piskorski, T., & Seru, A. (2024). The Secular Decline of Bank Balance
Sheet Lending (w32176; p. w32176). National Bureau of Economic Research.
https://doi.org/10.3386/w32176

California Department of Insurance. (2024). Executive Summary—The hidden cost of delaying
climate action for West Cost insurance markets. https://www.insurance.ca.gov/01-
consumers/180-climate-
change/upload/ExecSummary_TheHiddenCostOfDelayingClimateActionForWestCoastl
nsuranceMarkets.pdf

Chenet, H., Kedward, K., Ryan-Collins, J., & van Lerven, F. (2022). Developing a precautionary
approach to financial policy—From climate to biodiversity.
https://eprints.lse.ac.uk/115535/1/INSPIRE_Sustainable_Central_Banking_Toolbox_Poli
cy_Briefing_Paper_2.pdf

Chenet, H., Ryan-Collins, J., & Van Lerven, F. (2021). Finance, climate-change and radical
uncertainty: Towards a precautionary approach to financial policy. Ecological
Economics, 183, 106957. https://doi.org/10.1016/j.ecolecon.2021.106957

Daley, F., & Lawrie, C. (2022). Fuelling Failure. University of Sussex, Fossil Fuel Treaty.
https://static1.squarespace.com/static/5dd3cc5b7fd99372fbb04561/t/629621606337¢c
b2779a632f9/1654006125016/FFN_MVSA003+Report+-
+Fossil+Fuels+vs.+the+Sustainable+Development+Goals_V4-FA-Screen-Single.pdf

DNB. (2024). Een analyse van de klimaatactieplannen van financiéle instellingen.
https://www.dnb.nl/media/23enm1h4/dnb-analyse-transitieplannen-voor-publicatie-1-
2.pdf

EBA. (2023). IFRS 9 Implementation by EU Institutions, 2023 Monitoring Report (36).
https://www.eba.europa.eu/sites/default/files/2023-11/25b12d35-9¢28-4335-a589-
166¢77198920/Final%20Report%200n%20IFRS9%20implementation%20by%20EU%20
institutions.pdf

ECB. (2021). Financial Stability Review.



[Type here]

ECB. (2022). Walking the talk—Banks gearing up to manage risks from climate change and
environmental degradation.

ECB. (2024a). Risks from misalignment of banks’ financing with the EU climate objectives—
Assessment of the alignment of the European banking sector.
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.bankingsectoralignmentr
eport202401~49c6513e71.en.pdf

ECB. (2024b). Climate and nature plan 2024-2025. https://www.ecb.europa.eu/ecb/climate/our-
climate-and-nature-plan/shared/pdf/ecb.climate_nature_plan_2024-2025.el.pdf

Emambakhsh, T., Fuchs, M., Kordel, S., Kouratzoglou, C., Lelli, C., Pizzeghello, R., Salleo, C., &
Spaggiari, M. (2023). The Road to Paris: Stress Testing the Transition Towards a Net-Zero
Economy. SSRN Electronic Journal. https://doi.org/10.2139/ssrn.4564374

ENCORE. (2024). ENCORE Database [dataset]. https://www.encorenature.org/en

ESRB. (2023). Towards macroprudential frameworks for managing climate risk: December 2023.
Publications Office. https://data.europa.eu/doi/10.2849/846786

Knijp, G., van Tilburg, R., & Simi¢, A. (2024). Finding a way with nature—How central banks and
supervisors can start acting on nature-related risks.

Lenton, T. J. (2023). Global Tipping Points Report 2023. University of Exeter, Global Systems
Institute. https://global-tipping-points.org/about/

Masson, A. (2023). Climate Stewardship: A guide for effective engagement and voting practices.
https://reclaimfinance.org/site/wp-content/uploads/2023/08/Reclaim-
Finance_Climate-stewardship_August-2023_VF.pdf

Ministere de la Transition Ecologique. (2022). Tableau de bord d’évaluation des Risques de
deforestation liés aux importations frangaises de soja.
https://www.deforestationimportee.ecologie.gouv.fr/ressources-6/strategie-nationale-
de-lutte-contre-la-deforestation-importee/article/tableau-de-bord-d-evaluation-des-
risques-de-deforestation-lies-aux-importations

NGFS. (2023a). Nature-related Financial Risks: A Conceptual Framework to guide Action by
Central Banks and Supervisors.
https://www.ngfs.net/sites/default/files/medias/documents/ngfs_conceptual-
framework-on-nature-related-risks.pdf

NGFS. (2023b). Nature-related Financial Risks: A Conceptual Framework to guide Action by
Central Banks and Supervisors.
https://www.ngfs.net/sites/default/files/medias/documents/ngfs_conceptual-
framework-on-nature-related-risks.pdf

NGFS. (2024). Credible Transition Plans: The micro-prudential perspective.
https://www.ngfs.net/sites/default/files/media/2024/04/17/ngfs_credible_transition_pla
ns.pdf

NGFS-INSPIRE. (2022). Central banking and supervision in the biosphere: An agenda for action
on biodiversity loss, financial risk and system stability.
https://www.ngfs.net/sites/default/files/medias/documents/central_banking_and_supe
rvision_in_the_biosphere.pdf

Noels, J., & Janchnik, R. (2022). Assessing the climate consistency of finance: Taking stock of
methodologies and their links to climate mitigation policy objectives (OECD
Environment Working Papers 200; OECD Environment Working Papers, Vol. 200).
https://doi.org/10.1787/d12005e7-en

15



[Type here]

OECD. (2023). Assessing net-zero metrics for financial institutions: Supporting the monitoring of
financial institutions’ commitments (OECD Business and Finance Policy Papers 37;
OECD Business and Finance Policy Papers, Vol. 37). https://doi.org/10.1787/dedcfe56-
en

Simi¢, A. (2023, March 20). NGFS climate scenarios understimae the impact of climate change.
https://sustainablefinancelab.nl/en/ngfs-climate-scenarios-underestimate-the-impact-
of-climate-change/

Stockholm Environment Institute, Climate Analytics, E3G, International Institute for Sustainable
Development, & UN Environment Programme. (2023). The Production Gap: Phasing
down or phasing up? Top fossil fuel producers plan even more extraction despite climate
promises. Stockholm Environment Institute. https://doi.org/10.51414/s€i2023.050

Thomson, E., & Franklin, H. (2024). Annual Report 2024: A decade of deforestation data. Global
Canopy. https://forest500.org/wp-content/uploads/2024/02/Forest500_Annual-Report-
2024_Final.pdf

TNFD. (2023). Recommendations of the Taskforce on Nature-related Financial Disclosures.
https://tnfd.global/wp-
content/uploads/2023/08/Recommendations_of_the_Taskforce_on_Nature-
related_Financial_Disclosures_September_2023.pdf?v=1695118661

TPT. (2023). Disclosure Framework. https://transitiontaskforce.net/wp-
content/uploads/2023/10/TPT_Disclosure-framework-2023.pdf

TPT. (2024). Banks Sector Guidance. https://transitiontaskforce.net/wp-
content/uploads/2024/04/Banks.pdf

Trust, S., Joshi, S., Lenton, T., & Oliver, J. (2023). The Emperor’s New Climate Scenarios.
https://actuaries.org.uk/media/qgeydewmbk/the-emperor-s-new-climate-
scenarios_ifoa_23.pdf

UN HLEG. (2022). Integrity matters: Net zero commitments by businesses, financial institutions,
cities and regions. United Nations’ High-Level Expert Group on the Net Zero Emissions
Commitments of Non-State Entities. https://www.un.org/sites/un2.un.org/files/high-
level_expert_group_n7b.pdf

UNEP. (2023). Emissions Gap Report 2023: Broken Record — Temperatures hit new highs, yet
world fails to cut emissions (again). United Nations Environment Programme.
https://doi.org/10.59117/20.500.11822/43922

WWEF. (2022). Central Banking and Financial Supervision Roadmap: Transitioning to a Net Zero
and Nature Positive economy.
https://wwfint.awsassets.panda.org/downloads/wwf_gfri_roadmap_2022_nov_2022.pdf

16



