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INntroduction

The PRA SS3/19 supervisory statement, issued in 2019, set expectations regarding how firms should
manage climate-related financial risks. The supervisory statement was followed in 2020 by a PRA Dear
CEQ letter, setting out a deadline of the end of 2021 for PRA SS3/19 implementation.

Climate risks are to be considered across four areas: governance, risk management, scenario analysis,
and disclosure. Across each pillar, there are several themes that should be reviewed when approaching
compliance with SS3/19. However, the regulation does require a degree of interpretation from firms in
determining what is deemed a proportionate response, considering the type of business and the size
of the organisation.

In an effort to assess how banks are approaching their implementation of PRA SS3/19, BCS Consulting
carried out a survey in October 2021 to understand banks’ progress and key areas of implementation
focus. This report considers the responses of a broad range of sector participants, including several of
the large systemic banks in the UK market, mid-sized banks, and small-sized banks.
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PRA SS3/19 expectations and
survey results by pillar

Executive summary of the BCS survey results

Our survey demonstrates that there is widespread recognition of climate as a key risk factor, yet how
this risk gets managed varies across organisations.

Governance Scenario Analysis

88% of banks participating report to the board
on climate risk management
Executive committee scope tends to cover
climate primarily as a driver of financial and
non-financial risk
75% of banks participating have made
environmental commitments mostly covering

- Net Zero Financing and Operational

emissions

- ESG product issuance targets

- Environmental Lending restrictions
Scenario Analysis and TCFD reporting are the
most commonly reported content to the board

CBES and NGFS are the most used scenarios
by banks

Carbon tax has been highlighted as a key
driver of transition risk, however few banks
have considered physical risks in stress test
modelling currently

Most respondents have produced metric
outputs on credit book impairments

Stress testing has been used to inform
awareness and business strategy, however in
most cases this has been a pilot or qualitative
assessment to date

Risk Management

75% of banks have defined a qualitative risk
appetite statement

75% of banks participating have implemented
tools to support the identification and
measurement of physical and transition risk
primarily covering scenario analysis and
transition risk assessments/questions for credit
decisioning

All banks participating have developed or are
considering risk management metrics,
particularly carbon assets, credit risk exposure
to physical risk, and transition risk metrics

.

.

63% of banks participating have released a
TCFD report and are planning to use this to
meet SS3/19 disclosure requirements

Banks that have not released a TCFD report are
planning to use a Pillar Il climate disclosure or
are undetermined

Detailed analysis of PRA expectations and survey findings

Governance

PRA expectations

Governance requirements aim to ensure that climate risk management issues are subject to appropriate
governance and accountability. From the PRA’s perspective, firms will need to demonstrate sufficient
oversight at a board and executive level. Firms are also expected to assign senior management
responsibilities for climate-related risks and to consider the impact of climate change on their business
Strategy.



Managing the financial risks from climate change @CONSULTING
PRA SS3/19 Banking Climate Survey

Part of Accenture

BCS survey findings

Is the board receiving reporting on climate Has an executive committee(s) been
risk management? assigned or created to manage climate?

® Ves ® No ® Yes ® No

Figure 1: Responses provided to questions relating to the SS3/19 governance requirements. The
graph on the left represents the ratio of respondents with board members receiving reporting
on climate risk management and the graph on the right represents the breakdown of
respondents with executive committee(s) assigned or created to manage climate risk.
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Figure 2: Bar chart showing the types of climate-related content reported to the board, ranked
from most frequently reported to least frequently reported. The survey permitted respondents
to select multiple options.

Our survey found that most banks’ boards (88%) are receiving reporting on climate risk management
and have also received climate training. The results suggest that the integration of climate risk into
capital and liquidity management is still in early stages of development, as is the development of
financing emissions measurement to support Net Zero goals, with only 38% of banks reporting this
type of content to the board. In contrast, stress testing and disclosure capabilities have been key areas
of focus for banks, currently 75% of respondents report this content to the board.
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How would you rate the current level of board oversight for climate-related risks and opportunities
at your organisation?

(1-no oversight, 5 - very comprehensive)

70%

63%

60%

50%

40%

% of banks

30%
25%
20%
13%
10%

0% 0%

0%

Figure 3: Bar chart to show how organisations rate the current level of board oversight for
climate-related risks and opportunities, with 1 representing no oversight and 5 representing very
comprehensive oversight.

Though the results evidence that the board is engaged, there are additional benefits to be realised
from this engagement. When asked to rate the current level of board oversight for climate-related risks
and opportunities between 1 (no oversight) and 5 (very comprehensive), the most popular answer was
right in the middle, 3.

There are additional gaps identified in assigning and documenting climate accountabilities across the
three lines of defence, as half of the respondents (50%) feel these have only been partially achieved.
Additionally, only 63% of banks having either assigned responsibility for or created a specific non-
board executive committee for managing climate. Where executive committee oversight exists, the
survey results show most banks considering not only climate-related financial risks but also non-
financial climate risks and climate-related business opportunities within their governance framework.

As per PRA SS3/19 requirements, all banks have allocated a senior management function for climate
risk. In all cases this position has been held by the Chief Risk Officer. One respondent has additionally
allocated this role to the Chief Executive Officer.
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Which environmental strategic commitments have been made?

80% r
75%

70%
63% 63% 63%
60%

50%

40%

% of banks

30%

20% |
13%

10%

0%

Environmental Net Zero Financing Net Zero ESG product Divestment
lending restrictions emissions Operational issuance targets commitments
in certain specific emissions

activities or sectors

Figure 4: Bar chart showing environmental strategic commitments that have been made by
organisations, ranked from most frequently reported to least frequently reported. The survey
permitted respondents to select multiple options.

Encouragingly, the results also demonstrate that there is widespread recognition of climate as a key
risk factor. Alongside recognising climate as a key risk to their operations, the majority (75%) of firms
have made outward-facing environmental strategic commitments, ranging from environmental lending
restrictions, Net Zero financing and operational emissions targets, as well as ESG product issuance
targets. The recognition of climate as a strategic priority can also be reflected in firms’ growth agenda.

86% of survey respondents are considering hiring additional resources to support climate risk
management in the upcoming quarters. Indeed, amongst stress testing modelling, data capabilities
and metrics development, many of these new hires are being brought in to assist not only to meet
regulatory requirements but the increased strategic focus on Net Zero and the low carbon economy
transition.
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Risk Management
PRA expectations

These requirements are concerned with the firm’s ability to recognise climate risk, articulating how it
can drive losses across traditional risk types (e.g., market risk, credit risk) in different time horizons and
developing measurement capabilities. Firms are expected to define a risk appetite statement for climate
risk, update policies accordingly and conduct portfolio analysis to understand the firm’s exposure to
climate risk. Firms should also ensure that they ve fulfilled the PRA’s expectations to hold capital in the
areas where material climate risks have been identified.

BCS survey findings

Which tools have been implemented to support identification and measurement of physical and
transition risks to date in your organisation?
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Figure 5: Bar chart showing the types of tools that have been implemented to support
identification and measurement of physical and transition risks, ranked from most frequently
reported to least frequently reported. The survey permitted respondents to select multiple options.

Aside from stress testing, several banks are progressing in the development of transition risk
assessments to gain a better understanding of corporate client plans and their climate exposure (63%
of respondents). The survey also evidences significant focus in reviewing deal screening standards and
completing physical risk assessments for client assets and own facilities (50%).

Areas of future focus highlighted by firms, including enhanced ESG supply chain due diligence and
assessment of physical locations of own facilities indicate a broadening of awareness from climate
implications on credit risk management to operational risk management.
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Which metrics have been implemented in your organisation for risk management?
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Figure 6: Bar chart showing the types of metrics that have been for risk management, ranked
fromm most frequently reported to least frequently reported. The survey permitted respondents
to select multiple options.

The progress in development of these risk assessments is further evidenced by the implementation of
climate metrics such as the exposure of the portfolio to carbon-intensive sections and physical risk
indicators. Firms are however, looking to further develop their monitoring capability of quantitative
stress testing outputs such as climate VaR and temperature alignment, as well as financed scope 3
emissions and weighted average carbon-intensity across key lending sectors.

Furthermore, climate risk is being defined by most banks as a cross-cutting risk type (only 12% of
banks defined climate as a standalone risk). The development of a climate risk appetite is still in early
days of development with 75% of respondent banks acknowledging a qualitative risk appetite at this
stage.
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Scenario Analysis
PRA expectations

Scenario Analysis requirements vary depending on the business model of the firm, although the PRA
emphasises that scenario analysis is a very important tool for smaller and larger firms alike to determine
potential financial impacts and inform business strategy.

BCS survey findings

Which climate scenarios have you considered as the basis for your stress testing?
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Figure 7: Bar chart showing climate scenarios considered as the basis for stress testing, ranked
from most frequently reported to least frequently reported. The survey permitted respondents
to select multiple options.

Many banks have developed internal methodologies to complete scenario testing whilst others have
relied on third-party vendors, with carbon tax highlighted as the key driver of transition risk
underpinning assessments across the majority of respondents.

In the few cases where banks have considered physical risks in stress testing, this has typically been
measured by the impact on country-level GDP and the use of third-party tools to map natural hazard
risks, as well as leveraging the Representative Concentration Pathways (RCP) scenarios published by
the Intergovernmental Panel on Climate Change (IPCC). Key outputs of stress testing focus on credit
impairments and credit rating impacts, with two firms further considering qualitative inclusion in
internal capital adequacy assessments and only one respondent considering marked to market losses.

Most banks have used either CBES or NGFS scenarios to assess the resilience of the firm to climate
change. Few banks have also considered Institute for Applied Systems Analysis IAMC 1.5, International
Energy Agency Sustainable Development Scenario and Climate Change Committee Budget Scenarios,
highlighting that meeting regulatory requirements has been the main driver for scenario testing capability.
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Disclosure
PRA expectations

Firms are expected to develop an adequate approach to disclosure, reflective of the distinctive elements
of the financial risks inherent in climate change.

The PRA recommends aligning disclosures to the Taskforce on Climate Related Financial Disclosures
(TCFD) Recommendations and wider climate initiatives to promote comparability across the industry,
support adequate pricing of climate risk and allocation of capital across the economy. For smaller firms,
disclosing financial risks from climate change in their Pillar Il disclosure is acceptable.

BCS survey findings

How is your organisation planning to meet PRA SS3/19 disclosure requirements?

@® Group TCFC report ® UK entity TCFD report
@ Pillar lll climate disclosure @ Unknown

Figure 8: Responses provided to a question relating to PRA SS3/19 disclosure requirements,
showing that the most favoured method of disclosure is via a Group TCFD report.

The majority of respondents (63%) have released a TCFD report and plan to meet their PRA SS3/19
disclosure requirements via either their Group or UK entity TCFD report. Banks that have not released
a TCFD report to date are either planning to use Pillar Ill to complete a climate disclosure or have not
yet determined how to meet PRA disclosure requirements.
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Conclusion

The emergence of regulations such as PRA SS3/19 requirements have gone a long way towards
operationalising what climate risk management should look like in the banking sector. Most firms in our
survey, however, recognise that this will continue its growth trajectory into 2022.

In July 2020, the PRA highlighted with their Dear CEO Letter, that there were important gaps that
needed to be addressed ahead of the regulatory deadline for implementation of SS3/19:

1. Unclear strategic responses to climate-related financial risks and inconsistent board-level review of
climate management information

2. Unclear understanding of the magnitude of climate risks and their relationship to financial risks

3. Immature definition of metrics and guantification of climate-related financial risks iv. Immature
development and integration of climate risk management processes and lack of end-to-end
understanding of climate-related financial risks

4. Significant gaps in capabilities, data and tools and a lack of integration of scenario analysis in
broader risk assessments

5. Limited capabilities to make climate disclosures in line with the Taskforce on Climate-related
Financial Disclosures (TCFD) framework

The results of this survey indicate that banks have made progress towards closing these gaps,
particularly in terms of board engagement, disclosure capabilities and implementation of tools to
support climate risk assessment, particularly from a credit risk perspective.

However, areas of development still include implementation of a risk appetite statement, embedding
guantitative assessment of climate metrics into scenario analysis and integration the outputs of these
assessments into strategic decisions.

Climate risk management will undoubtedly remain a key area of focus and cannot be ignored if firms
want to strengthen their existing risk frameworks.

At BCS Consulting we understand the complexity that comes in developing climate risk management
capabilities, and we have an extensive track record helping numerous clients embed climate risk into
their operating models. If you would like to know more, please contact:

Hector Fontaine, Sustainable Finance Lead
Hector.Fontaine@bcsconsulting.com
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