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1 Introduction 

Since the adoption of the Paris Agreement and the UN 2030 Agenda for Sustainable Development in 2015, the 

importance of sustainability in the investment process gained momentum. Increasingly, climate-related and 

environmental risks need to be investigated and mitigated when possible.  

With the release of the ‘Guide on climate-related and environmental risks’ by the European Central Bank, the 

significance of these risks in Europe became even more apparent. Soon, a regulator will demand a thorough 

investigation of these risks, and not only a prudent risk manager.  

With this paper, Probability and Partners would like to assist financial institutions in understanding the 

implications the ECB guide has for them, as well as help them prepare for the future where climate-related 

and environmental risks are a part of everyday reporting.  

In the next section, we discuss the key points of the ECB guide. Section 3 contains our advice on how to 

proactively prepare for the upcoming regulation and Section 4 concludes. 

2 The key points from the ECB guide 

We shortly summarize the key takeaways from the ECB guide that we believe will be important for financial 

institutions in the future. 

2.1 The guide applies to Significant Institutions, but it is advised to be used locally by NCAs 

The ECB indicates that the guide will be used as the basis in the supervisory dialogue between the ECB and 

significant financial institutions. 

“Significant institutions are expected to use the guide, taking into account the materiality of their exposures to 

climate-related and environmental risks.” (ECB, 2020) 

However, from our experience, the local NCAs also will adopt its elements for supervision of smaller 

institutions. It is even advised by the ECB: 

“NCAs are therefore recommended to apply, in substance, the expectations set out in this guide in their 

supervision of less significant institutions, proportionately to the risk profile and business model of the 

institution.” (ECB, 2020) 

Therefore, we believe that it will be beneficial for all financial institutions to incorporate the advice from the 

guide in their risk management to the extent they deem feasible and appropriate.  

2.2 Climate-related and environmental risks in short, medium, and long term need to be considered in 

institutions’ current business models and strategy  

The ECB states clearly that they expect the institutions to consider climate-related and environmental risks 

when making decisions, both in relation to their long-term strategy as well as current operations. Climate-

related and environmental risks should be considered in the short, medium and long term as a part of at least 

the non-financial risk assessment.  
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Institutions need to prove that they consider these risks sufficiently. For that, all layers of risk management 

within the institution need to be involved in this assessment.  

The best tool to achieve that purpose is scenario analysis. It is a popular tool widely used by financial 

institutions for qualitative assessment of other highly uncertain and potentially disruptive risks, especially 

when they are expected to unfold over medium to long term (e.g., operational risk, macroeconomic risk or IT 

risk).  

According to the Task Force on Climate-Related Financial Disclosures: 

“The scenario analysis tool is particularly useful in the context of climate-related and environmental risks given 

the uncertainty associated with the future course of climate change and society’s response to it.” (TCFD, 2017) 

 

Scenario analysis can help in: 

a. framing strategic issues 

b. assessing range of potential management actions that may be needed 

c. engaging more productively in strategic conversations 

d. identifying the indicators to monitor the external environment 

e. more effective engagement with investors when discussing strategic and business resiliency to climate 

risks 

For assessing the impact of climate and environmental risks (both transitional and physical), it might be helpful 

for institutions to use the official scenarios of International Energy Agency (IEA) and Intergovernmental Panel 

on Climate Change (IPCC) as a starting point and expand them according to the institution’s needs. As a 

minimum, the well-known 2° scenario should be considered in the assessment.  

2.3 Climate-related and environmental risks need to become a part of institutions’ governance, risk 

appetite and reporting. 

To effectively embed the climate-related and environmental risks in the institution’s risk management 

framework, considerations about those risks should be included within an entire spectrum of risk management 

activities. The ECB guide explicitly mentions: 

a. the management bodies 

b. the risk appetite framework 

c. all three lines of the 3 Lines of Defense (LoD) model 

d. risk reporting (on an aggregate level). 
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2.4 Climate-related and environmental risks should be considered as drivers for the existing risk 

categories. 

Two main categories are usually considered for climate-related and environmental risks: 

a. physical risks – direct financial impact of climate change, including an increase in frequency and 

severity of extreme weather events, changes in precipitation patterns, increase in temperature, rise 

of sea level as well as environmental degradation; 

b. transition risks – potential financial losses that arise from the process of transitioning to a low-carbon 

and environmentally sustainable economy. The changes can arise from new policies, technological 

change or a shift in market preferences. 

Events within these categories can materialize within all the existing risk categories. The qualification and 

(potential) quantification of their severity should take place within the existing framework. In particular, 

climate risks can severely financially impact following risk categories: 

a. credit risk, e.g., through lowering collateral values of buildings situated in danger zones, lowering 

credit quality of loans to companies who may be negatively impacted by a transfer to low-carbon 

economy or possess stranded assets; 

b. market risk, e.g., change in commodity prices, as well as in equity and bond prices of companies which 

are struggling to transition to a new economy; 

c. operational risk, e.g., business disruption due to extreme weather events; 

d.  liquidity risk, e.g., increased withdrawal of money from clients’ accounts for repairs due to changes 

in weather patterns, abrupt changes in asset quality for banks’ most liquid assets due to transition risk 

events. 

The climate-related and environmental risks in Europe are expected to unfold over a longer time horizon that 

those banks use in their current risk assessment. Therefore, risk management practices should adapt to a more 

long-term view. This is needed to account for the climate risk and minimize the impact of transition risks 

(especially in case the transfer to a new economy accelerates). 

2.5 Material climate and environmental risks need to be quantified and reported. 

According to the guidelines from the European Commission (EC, 2019), the two types of materiality should be 

considered by financial institutions: 

a. financial materiality – e.g., climate change impact on company results; 

b. environmental and social materiality – e.g., company’s impact on climate change. 

Communication about both areas is required, in case they contain risks that are material for a financial 

institution.  

Modelling of climate-related risks is a new and quickly developing area. No established industry standards have 

emerged yet, but many different approaches have been already proposed. The developments in this area 

should be closely followed, to ensure that the company is aware of the best practices.  
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Scenario analysis is the most popular way to approach these issues at the moment. It can help in identifying 

and quantifying materiality of climate risks (financial, environmental and social) in short, medium and long 

term. Additionally, KPIs can be assigned to areas which the institution considers strategic to its future 

performance. 

3 How to proactively prepare for the upcoming regulation on climate-related and 

environmental risks 

Given the breadth of the upcoming regulatory requirements and the complexity of assessing climate-related 

and environmental risks, we advise the institutions to start incorporating these risks in their risk management 

cycle as soon as possible and frequently evaluate and refine their approach. In the chart below one can see 

how climate risks can be effectively incorporated in each step of the risk management cycle. 
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4 Concluding remarks 

Even though climate-related and environmental risks are considered to be medium- to long-term, their 

complexity and potential severity is recognized by the ECB. The first step in preventing their devastating results 

is publishing the ‘Guide on climate-related and environmental risks.’ (ECB, 2020) that we comment on in this 

paper.  

We consider it to be in the best interest of financial institutions to take on the challenge of including climate 

and environmental risks within their risk management framework at this early stage, and to be proactive in 

their approach. Therefore, we advise to take a critical look at the way that climate-related and environmental 

risks are currently considered by your institution and use the advice in this paper to strengthen your position 

regarding these risks. Scenario analysis can be a great tool for this task.  

Probability & Partners is uniquely positioned to help you address these issues. On one hand, we have a 

substantial expertise in sustainability and ESG issues, which can be witnessed by our white papers, webinars 

and events in this area, as well as our long-term consulting agreement with a major ESG data provider. On the 

other hand, we have many years of experience in using scenario analysis for assessing financial and non-

financial risks, ALM and other applications in finance industry. 

Do not hesitate to contact us to discuss your climate and environmental risk management needs. 
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