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Summary



The objective of this Guidance Notice is to
provide entities supervised by the Federal
Financial Supervisory Authority (Bundesanstalt
fur Finanzdienstleistungsaufsicht — BaFin) with
guidance on dealing with the increasingly
important issue of sustainability risks. It cites
numerous examples and potential questions
for the purposes of illustration.

BaFin intends this Guidance Notice to serve
as a compendium of non-binding procedures
(good practice principles) to be applied, with
regards for the principle of proportionality, by
supervised entities in the area of sustainability
risks to implement the legal requirements

for a proper business organisation and

an appropriate risk management system.
This Guidance Notice can thus be seen as
initiating a useful addition to the minimum
requirements for risk management for credit
institutions, insurance undertakings, pension
funds, asset management companies and

AQDQFLDO VHUYLFHV LQVWLWXWLRQV

not aim to formulate concrete inspection
requirements.

The central focus of the Guidance Notice is risk

PDQDJHPHQW W FRQVLGHUV ULVN LGHQWL.

management and control processes together
with traditional methods and procedures, with

VSHFLAF UHIHUHQFH WR VXVWDLQDELOLW\ L
VHFWLRQ DOVR KLJKOLJKWYV WKH VSHFLAF |

relating to entities supervised under the
KWG Kreditwesengesetz- German Banking
Act), VAG Wersicherungsaufsichtsgesetz
German Insurance Supervision Act) and
KAGB Kapitalanlagegesetzbuch- German
Investment Code), regarding the inclusion of
sustainability risks into risk management.

In addition, the Guidance Notice considers
issues regarding stress tests including scenario
analyses, particularly with regard to entity-

VSHFLAF WHVWV DQG FRQVLGHUV WUDQVLW

impact scenarios. External stress tests are

not covered. Finally, BaFin takes a stance on
guestions relating to outsourcing, group issues
and the use of sustainability ratings.
+RZHYHU LW GRHV
BaFin invited consultation on this Guidance
Notice on Dealing with Sustainability Risks
and received a total of 39 opinions and

7KH *XLGDQFH 1RWLFH GHA Q H soriwhisritariasHNIaRr objections and individual

sustainability on the basis of ESG
(environmental, social and governance)
criteria, and illustrates physical and transition
risks that may unfold with increasing intensity
through existing risk types. BaFin expects
supervised entities to ensure that the relevant
risks are adequately considered.

The Guidance Notice considers details of
strategies, responsible governance and
business organisation. BaFin recommends a
strategic assessment of sustainability risks. The
management board has overall responsibility
for the business and risk strategy and its
communication and implementation within
the entity, as well as for maintaining an
appropriate business organisation with the
responsibilities, processes, resources and
functions to address the risks.

technical points were taken into account when

AQDOLVLQJ WKH *XLGDQFH 1RWLFH
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1 General iInformation

11 Zfee<Pc...f—c's
objective of the Guidance
Notice

@osFible. The initial aim of BaFin is not to formulate
FRQFUHWH LQVSHFWLRQ UHTXLUHPHQWYV
requirements for supervised entities will be introduced

at a later date to implement European Regulations,

Directives and Guidelines.

+F

7KH VSHFLAF REMHFWLYH Rl WKLV *XABDQFALVRKWVFAMRLERLRW RXW WKDW WKLV *

provide entities supervised by BaFin with guidance

on dealing with the increasingly important issue

of sustainability risks, thereby also implementing
recommendation 1(b) of the Network for Greening

the Financial System (NGFS) to include climate-related
risks in the supervisory function and to formulate
supervisory expectations'. The principles and processes
demonstrated in this Guidance Notice can be thought
of as non-binding good practice guidelines with

which entities can align their in-house handling of
sustainability risks; this also applies with regard to the
Supervisory Review and Evaluation Process.

QHLWKHU UHGXFHV QRU H[WHQGV DQ\ ELQG
VXSHUYLVRU\ UHTXLUHPHQWY DV UHJDUGV "
U L ¥ NN applies in particular to pending European

action on the integration of sustainability risks for

insurance undertakings® L QY HV W PHaqidsskiU P V

management companies?, and credit institutions®. In this

context, adjustments will also be made to this Guidance

Notice where applicable.

1.2 Cross-sectoral
application

:KDW LV LPSRUWDQW WR QRWH H[LVWLQJ OHJDO

UHTXLUHPHQWY GHWDLOHG LQ H J

WHisHG Ut Ehte Rotikd défves@Ddd wrientation for

OD5L¥NDD*®RDQG .$0D5UW®PDLQ XQPCHPWWGHQWLWLHY VXSHUYLVHG E\ %D)LQ VSH
LH DOO PDWHULDO ULVNV PXVW EihstiiuGoHQilglrdndeGundBriakingy/ andl g@nsion funds,

monitored, managed and communicated. Sustainability
risks have an impact on existing risk types. % D) L Q

DVVHW PDQDJHPHQW FRPSDQLHV DQG AQDQ
LQVWLWXWLRQV ZLWK WKHLU UHJLVWHUHG

H[SHFWV VXSHUYLVHG HQWLWLHV WD QQ \LXQUD X\WCKHDWWKHLU IRUHLIJQ EUDQFK RYf

VXVWDLQDELOLW\ ULVNV DUH DOVR
SURFHVV LV G RSugéenited\ettes are free to
choose their approaches and methods. In this respect,
alternative or additional approaches to the principles

and processes established in this Guidance Notice are

1 “Acall for action”, NGFS, 2019.

2 Minimum Requirements for Risk Management (Mindestanforderungen
an das Risikomanagement- MaRisk).

3 Minimum requirements on the system of governance of insurance
undertakings (Mindestanforderungen an die Geschéftsorganisation
von Versicherungsunternehmen- MaGo). In the future, there will
also be “Minimum requirements under supervisory law on the
system of governance for institutions for occupational retirement
provision” and “Minimum requirements under supervisory law
on the system of governance for small insurance undertakings
pursuant to section 211 of the German Insurance Supervision Act
(Versicherungsaufsichtsgesetz VAG)".

4 Minimum requirements for the risk management of asset
management companies (Mindestanforderungen an das
Risikomanagement von Kapitalverwaltungsgesellschafter KAMaRisk).

R&Rice \dls@adplids @ tBep@naids DAthirbvaduntty
entities, provided that they are supervised in Germany
like domestic entities.

As this Guidance Notice applies across sectors,

implementation at the individual entity level should

DOVR DSSURSULDWHO\ UHAHFW UHOHYDQW
characteristics. Evidently, the explanations included in

5 For example, there is no requirement for occupational pension
schemes to set up a compliance function.

6 See “Technical Advice on the integration of sustainability risks and
factors in the delegated acts under Solvency Il and IDD”, EIOPA, 30
April 2019.

7 See “Technical advice to the European Commission on integrating
sustainability risks and factors in MiFID 11", ESMA, 30 April 2019.

8 See “Technical advice to the European Commission on integrating
sustainability risks and factors in the UCITS Directive and AIFMD”,
ESMA, 30 April 2019.

9 See Mandate to the EBA in Article 98(8) of the CRD V.
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this Guidance Notice can only serve as an indication BaFin is aware that sustainability risks are sometimes

for supervised entities if relevant to their actual GL“WFXOW WR PHDVXUH DQG PDQDJH JLYHQ !
EXVLQHVV PRGHOV )RU H[DPSOH U HbBskEnct ¢f Felv@whistafisatdataAtReDn@©range

relating to banks shall not apply to asset management of factors requiring consideration and the various

companies when implementing procedures to address uncertainties regarding future climate and political

sustainability risks. scenarios; yet this can also serve as impetus to adapt

existing processes and develop new and innovative
measurement, management and risk reduction tools

1.3 Proportlonallty VXLWHG WR WKH ULVN SURAOH LQ TXHVWLR
should be noted that transition risks in particular may

In dealing with the issue of sustainability risks, arise over a very short time horizon. Interdependencies

supervised entities are also required to develop an between transition risks and physical risks are also

appropriate documented approach for their business conceivable (for details see 2.4 Risk comprehension).

PRGHO DQG ULVN SURAOH DQG WKLV VKRXOG EH DGMXVWHG
over time for any change in circumstances. With

regards to the principle of proportionality, this means 1 4 ExampleS and pOte nt|al

that simpler structures, processes and methods may H

EH VX%FLHQW IRU D PRUH OLPLWHG EXVL%H@§U/QQ§H RU

ORZHU ULVN SURAOH +RZHYHU PRUH H[WHQVLYH VWUXFWXUHV
processes and methods are required for supervised The examples and potential questions detailed in this
HQWLWLHV ZLWK PRUH VLJQLAFD QW GuXahteé DlbtiQeDaEelnon-bividing Bnd Nov the7pkiidoses
SULQFLSOH RI SURSRUWLRQDOLW)\ D& HBtation. Ridy provide BipeRvisety Shttied vith

basis, as incorporated in the respective relevant legal guidance on the issue of integrating sustainability risks

requirements. LQWR WKHLU VSHFLAF VWUDWHJLHV EXVLQ!
and risk management. They are neither exhaustive nor

The sometimes long time horizon associated with FXPXODWLYH DQG GR QRW UHSUHVHQW D G

sustainability risks (in particular for physical risks) poses by BaFin.
major challenges for companies.




2 Introduction

2.1 Climate-related risks

According to the Intergovernmental Panel on Climate
Change (IPCC), the atmospheric concentrations of
carbon dioxide, methane and nitrogen oxide are the
highest they have been for at least 800,000 year#’.

Climate change has already led to average global
warming of around 1.0°C versus the pre-industrial level.
The 1.5°C global warming limit agreed in the Paris
Agreement will probably already be reached between
2030 and 2052, according to the IPCC Climate Change
Synthesis Report.

Continued greenhouse gas emissions will lead to
further warming and sustained changes in the overall
climate system, increasing the probability of serious,
pervasive and irreversible consequences for people
and ecosystems?. Warming of 3-4°C by the end of the
century currently seems to be the most likely outcome,

whereby a scenario of 5°C warming and the catastrophic

consequences it would entail cannot be ruled out. Even
the scenario of 3°C warming could lead to a 0.4-0.9
metre rise in the sea level, which would pose a serious
threat to low-lying coastal towns and regions. Strong
tropical hurricanes could increase by 28% and the
frequency of extreme precipitation events by as much as

2.2 The Paris Agreement

In December 2015, the parties to the United Nations

Framework Convention on Climate Change, which

includes Germany and all EU countries, agreed in Paris

WR WKH WDUJHW RI OLPLWLQJ JOREDO ZDUF

EHORZ f& DQG WR SXUVXH H»RUWYVY WR OLF
f& ZKLFK ZRXOG KDYH OHVV GUDPDWLF H

*HUPDQ\ UDWLAHG WKLV $JUHHPHQW LQ 6HS

The European Commission has called for a reduction

in greenhouse gas emissions to net zero by 2050°.

Achieving these objectives will require dramatic changes

to the economy and will pose enormous challenges to

some economic sectors. The reform of the EU Emissions

Trading System in 2018 has already resulted in a tripling

RI WKH SULFH Rl HPL¥WLRQV FHUWLAFDWHYV

2.3 Sustainability risks are
ESG risks

BaFin takes the risks stemming from climate change
seriously. Calculations in recent models estimate that
the resulting damages could amount to USD 550

WKH H[WHQW RI ZLOGAUHV ZR X O GiliGrRuii@ie if Duréht devaldpmehts continue

more people would be exposed to extreme heatwaves.
Global GDP could decline by 23% versus a scenario
of zero climate change impact, and the global harvest
could fall by 24% (with a higher global population than
today)®.

unchecked'’. BaFin therefore encourages its supervised
HQWLWLHYV WR IRFXV PRUH VWURQJO\ RQ Wt
sustainability should not be restricted to climate

issues; other environmental and social trends may also

SUHVHQW VHULRXV AQDQFLDO ULVNV IRU VX
For example, one million animal and plant species are

threatened with extinction, many within several decades.

This loss of biodiversity could have the same kind of

VHULRXV AQDQFLDO LPSDFW DV FOLPDWH F}
VFLHQWLAF HVWLPDWHY VXJIJHVW WKDW WK
from the loss of pollinators could amount to USD 577

10 “Climate Change Synthesis Report”, Intergovernmental Panel on
Climate Change (IPCC), 2014.

11 “Special Report on the impacts of global warming of 1.5°C”, IPCC,
2018.

12 “Climate Change Synthesis Report”, IPCC, 2014.

14 Act Implementing the Paris Agreement of 12 December 2015, Federal
Law Gazette Part Il, 2016, p. 1082.

15 “A Clean Planet for all”, pages 3 and 5, EU COM (2018).

16 See https://www.eex.com/en/market-data/environmental-markets/
spot-market/european-emission-allowances.

13 "7KH KHDW LV RQp &KLHI 5LVN 2%FHUV )RUXF "7KH KHDW LV RQp &KLHI 5LVN 2¥%FHUV )RUXP
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billion per annum *8, BaFin therefore believes that all ESG
(Environmental, Social and Governance) risks should be
considered; ESG factors include:

(QYLURQPHQWDO

o

Climate mitigation

Adjustment to climate change

Protection of biodiversity

The sustainable use and protection of water and
maritime resources

The transition to a circular economy, the avoidance of
waste, and recycling

The avoidance and reduction of environmental
pollution

The protection of healthy ecosystems
Sustainable land use

o

o

o

o

o

o

o

6RFLDO

s Compliance with recognised labour standards® (no
child labour, forced labour or discrimination)

6 Compliance with employment safety and health

protection

Appropriate remuneration, fair working conditions,

diversity, and training and development opportunities

Trade union rights and freedom of assembly

Guarantee of adequate product safety, including

health protection

Application of the same requirements to entities in the

supply chain

Inclusive projects and consideration of the interests of

communities and social minorities.

o

o

o

o

o

18 “Global Assessment on Biodiversity and Ecosystem Services”, IPBES,
2019.
19 E.g.: the ILO’s International Labour Standards; the UN Guiding

*RYHUQDQFH

=)

Tax honesty

Anti-corruption measures

Sustainability management by the board

¢ Board remuneration based on sustainability criteria
The facilitation of whistle blowing

Employee rights guarantees

Data protection guarantees

Information disclosure

o

o

o

o

=)

o

2.4 Risk comprehension

6 XVWD L QD E Iw@Hirvthe tddaxing\of

this Guidance Notice are environmental, social
or governance events or conditions (see 2.3
Sustainability risks are ESG risks), which if they

earnings situation, or reputation of a supervised
entity 2°.

Sustainability risks in the area of climate and the
environment are split into physical risksand transition
risks

BULQFLSOHV RQ %XVLQHVYVY DQG +XPDQ 5LIJKWV VHFWLRQ F RI WKH
*HUPDQ &RPPHUFLDO &RGH +DQGHOVJHVHWI]EXFK 2 +*% DQG WKH

&RPPXQLFDWLRQ IURP WKH &RPPLVVLRQ *Xt6HOtOHV RO OROAODOFEDO————
UHSRUWLQJ PHWKRGRORJ\ IRU UHSRUWLQJ QMRAUdicRAN B sDp@rviseul etitiesomariaging portfolios on behalf of

(2017/C 215/01).

third parties, sustainability risks also relate to the portfolios managed.
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3K\WLFDO ULVNV 7UDQVLWLRQ ULVNV ,QWHUGHSHQGHQFH R| SK\VLFD(
ULVNV DQG WUDQVLWILRQ ULVN\

arise both from individual exist in connection with the change

extreme weather events and their to a low-carbon economy. A sharp increase in physical risks
consequences €.g. heatwaves, would require the economy to
GURXJKWYVY ARRGV VW Rdlitieal meagute® may lead to transition more rapidly, leading in

IRUHVW AUHV DQG DY|D ORDWQMICHMXHDQ @R U HPLVYViuR@highet tansitidrirrBRa. H V
from long-term changes in climate | becoming more expensive and/or
and environmental conditions (e.g. | scarce €.g. fossil fuel phase-out and | If the required reduction in

rainfall frequency and volume, CQ, taxes), or to high investment greenhouse gas emissions is not
volatile weather conditions, rising costs as a result of the required carried out in time, physical risks
sea levels, changes in sea currents | clean-up of buildings and plants. and the pressure for action will
DQG ZLQGV RFHDQ D F INev tkdhBowdieR @ay replace increase.
and global warming with regional existing ones (e.g. electro-mobility)
extremes). and a change in counterparty? In the least favourable scenario,

preferences and societal extreme climate-induced damages
Physical risks may also have expectations may endanger entities as a result of long delays in energy
indirect consequences .g. that have failed to adjust. transition will eventually force a
the collapse of supply chains, sudden and radical change in the
abandonment of water-intensive The following IPCC chart? shows economy.
operations, culminating to the extent to which global CO,
climate-induced migration and output must be reduced in order to
DUPHG FRQALFW meet the climate goals of the Paris

Agreement:
The perpetrators of environmental
damage or entities that have Billion tonnes CO, per year (GtCQJyr)
fuelled climate change could %07
eventually be held responsible for 50 ggrzﬁr;(i)szsoif;gsr ggggq}% .
its consequences by governments zero in 2055 or 2040
(e.g.Ontario Bill 21, Liability for 1
&OLPDWH 5HODWHG +DWPV $F R
2018) or court rulings. "

10

o T T T \

1980 2020 2060 2100

21 Depending on the context, “counterparty”
within the meaning of this Guidance Notice
may refer to borrowers, policyholders,
LQVXUHG SHUVRQV EHQHARLDULHV LQYHVWRUV
service providers, etc.

22 “Special Report on the impacts of global
warming of 1.5°C”, IPCC, 2018.
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6XVWDLQDELOLW\ ULVNV LQ WKH VRBIHSXWRWLRQDO LPSDFWV IRU HQWLWLHV
JRYHUQDQFH DUHDV
Reputational risks are a key element of

Events, developments or behaviours associated VXVWDLQDELOLW\ ULVNV )LUVWO\ SRWH(
with social and governance areas may also lead damages are an additional consequence of

WR QHJDWLYH LPSDFWV RQ WKH DV MikeWcculrénBe@FtheDe@enisQévelopments or

earnings situation of an entity if the probability behaviours outlined above. Secondly, supervised

RI WKHLU RFFXUUHQFH LV QRW V XY Fehtie3 Weals@dxphoBdd @ po@midk damages

WKH YDOXDWLRQ RI WKH D»HFWHG DndegemientiiRdl adylcnEret® éviant dtising,

Reputational impacts are also possible. Social simply by having a business relationship with an

risks are characterisedinter alia by negative entity that may be exposed to a sustainability

H»HFWV RQ WKH VWDNHEBOGHUV RI MBI HQWLW\

successful billion dollar damages claims against

cigarette manufacturers; the refusal of approval Furthermore, the omission of adequate

for a major construction project due to violations sustainable measures in the external and

RI WKH ODQG ULJKWV RI LQGLJH QR XiviteS8l ReSc@pitian which Iy le@dUto a loss of
FRQAGHQFH E\ FRXQWHUSDUWLHVY DQG HP

tax evasion or wrongful tax reimbursements.
potentially represent a key reputational risk.
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2.5 Transmission channels

Sustainability risks may damage productivity, the real estate, and the income and assets of individuals in
valuation of entities in the real economy, the value of a variety of ways:
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YJLIXUH

JURP

SK\WLFDO ULVN mhahcial contagion(0DUNHW ORVVHV F U)HeBding bak td kne/dddpangy J

AQDQFLDO VWDELOLW)\

ULVNYV

3K\VLFDO U

GULYHUV

6 Extreme
weather events

6 Gradual
changes in
climate

YJLIXUH

JURP

(FRQRP\

Business disruption

Capital scrapping

Rekonstruction and
replacement

Increase in
commodity prices

Migration

-

Direct transmission channels

Lower residential
property values

Lower commercial
property values

Lower household wealth

Lower corporate
SURAWDELOLW\

increased litigation

Indirect transmission channels

=

JLODQFLDO V\VWHP

Financial market
losses (equities,
bonds and
commaodities)

Credit market
losses (residential
and corporate
loans)

Underwriting
losses

Operational risk
(including liability

risk)
T

Wider economic deterioration ( ORZHU GH8DRGX FWLYE VRYW S X W
LPSDFWLQJ AQDQFLDO FRQGLWLRQV

ULVNYV

AQDQFLDO VWDELOLW‘l

7TUDQVLWLR/
GULYHU

6 Climate policy

6 Technology

6 Consumer
preferences

(FRQRP\

Strandet assets
(fossil fuels,
real estate,
infrastructure
vehicles)

Reinvestment and
replacement

Increase in energy
prices

Direct transmission channels

Corporate assets

devaluation

Lower corporate
SURAWDELOLW\
increased litigation

Lower residential
property values

Lower household wealth

Indirect transmission channels

JLQDQFLDO V\VWHP

Financial market
losses (equities,
bonds and
commodities)

Credit market
losses (residential
and corporate
loans)

Wider economic deterioration ( ORZHU G HPQ®@ R XWMSPSDFWLQJ AQDQFLDO FRQGLWLRQ"

&KDUWYV

¥%»$ FDOO IRU DFWLRQ’

1%)

6
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26 Characteristics Of LLL /LTXLGLW\ ULVN $IWHU D FDWDVWURS

thousands of clients withdraw money from their

SUStaJ nab|l|ty ”SkS accounts at a regional credit institution in order
WR AQDQFH GDPDJH UHSDLUV 7KH FUHGL

Sustainability risks may potentially have a negative has to sell a high level of assets to cover these
impact on all business areas and risk types; real RXWARZV
estate or assets provided as collateral or covered by
insurance may be damaged or even destroyed; the LY 2SHUDWLRQDO ULVN 7KH EUDQFK R¥FH
time horizon and extent of sustainability risks are LQVWLWXWLRQ DUH DOVR D»HFWHG E\ WK
extremely uncertain; and the historical data basis for
assessing the impact of future sustainability risks is Y ,QVXUDQFH ULVN +RPHRZQHUV:- LQVXUD
LQVX%FLHQW 6XVWDLQDELOLW\ ULVNWERDMH BDHFRPHHUMOWYRIQWVRUPY ARRGV RU
and lead to pressure for action in the short term, as interruption insurance claims may also rise. The
well as over the medium and long-term; physical and increasing intensity and/or frequency of such
transition risks are interdependent (the longer society HYHQWY VKRXOG EH DSSURSULDWHO\ UHA
waits to reduce its greenhouse gas emissions, the assessment of technical provisions or premium
worse the physical consequences of climate change risk. In this context, it is also worth considering
will be); and there is frequently a lack of environmental WKDW LQVXUDQFH XQGHUWDNLQJV PD\ EH

DQG VRFLDO H[SHUWLVH ZLWKLQ WKH th&amesudadabliyFigk Briboth the asset and
the liability side.

27 Translation into knOWn vi) Strategic risk: A credit institution specialised

LQ AQDQFLQJ FRDO PLQLQJ ORVHV WKH EI

I’ISk '[ypeS business.
BaFin considers sustainability risks as factors of the vii) Reputational risk: An investment fund is invested
existing risk types listed below. We are not advocating in a clothing factory owned by a well-known brand
a separate risk type of “sustainability risks”, as in East Asia. The building burns down as a result

VHIJUHJDWLRQ ZRXOG EH H[WUHPHO\ Gadfih&iEqpate n&ixnavsddetyGarardsl Mindreds
ULVNV PD\ KDYH D VLIQLAFDQW L P SD FufwBrkerdizeportswitCidating in the media
existing risk types and be a factor that contributes to name the investor. The sale of allegedly sustainable
their materiality. Examples IRU GL»HUHQW VHFWRBQDQFLDO SURGXFWV NQRZQ DV JUHHQZI
those seeking ESG-compliant investments may
i) Credit risk/counterparty default risk: A credit also represent a reputational risk.
institution providing a loan to an entity with a
EXVLQHVV PRGHO WKDW LV VLIQLAFDQWO\ GDPDJHG E\
political decisions on ESG issues (such as a CO
charge).

if) Market risk: A pension fund or investment fund
could be invested in companies which do not
demonstrate sustainable management or use
the invested monies for transition towards
sustainability. An abrupt change in market
VHQWLPHQW HJ WR UHAHFW WKH FRVW RI UHJXODWRU\
measures) might lead to declines in value.
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3 Strategies of supervised entities

3 . 1 General |nf0rmat|0n CSR Consensus on Corporate Responsibility in
Supply and Value Chains Berliner CSR-Konsens

3.1.1 zur Unternehmensverantwortung in Liefer- und
Wertschdpfungsketter).

In order to handle sustainability risks (and where
applicable, opportunities), supervised entities should

H L Wdetkldp stand-alone strategies, or adapt their 3 2 Review Of the business
existing strategies accordingly. )
strategy

3.1.2
The business strategies of supervised companies
If entities have voluntarily agreed to abide by should be fully reviewed for sustainability risks.
external sustainability standards, or to implement Potential questionsentities may consider if relevant:
UHFRPPHQGDWLRQV WKHVH VKRXOG EH UHAHFWHG LQ LQ
house strategies and organisational guidelines. 3.2.1
E.g: “Principles for Responsible Banking”, “Principles Which business areas are exposed to a physical risk?
for Responsible Investment”, “Principles for ,V WKH ULVN PDWHULDO" 6KRXOG WKH D»HF
Sustainable Insurance”, recommendations of the “Task continued, scaled back or adapted? Do sustainability
Force on Climate-related Financial Disclosures”, the risks require consideration across all business areas
German Sustainability Code (Nachhaltigkeitskode), and processes on the basis of their materiality, or is
the “SD-KPI Standard 2016-2021", and the Berlin LW VX%FLHQW WR IRFXV RQ SDUWLFXODUO\
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areas and processes? Are impact analyses over a comply with the disclosure recommendations of the
period of several years required for informed decision- Task Force on Climate-related Financial Disclosures
making on any (future) management measures that (TCFD), the EU Commission’s guidelines on non-
may be necessaryZE.g. UHDO HVWDWH AQDQFAQDQFLDOHMMSRUWLQJ WKH 6XVWDLQDELOL
DW ULVN RI ARRGLQJ LQVXUDQFH R SE-KRIStandac 2016w2R21. RU WK H
introduction or expansion of underwriting limits or
exclusions, and investments in water-cooled power 3.2.3
stations in regions at risk of drought.
Are adjustments to the business model necessary

3.2.2 or sensible in order to take account of physical or
transition risks (energy transition) and investors’ and
Which business areas are exposed to a transition counterparties’ increased awareness of sustainability
ULVN" ,V WKH ULVN PDWHULDO" 6K R Xs6uésV$HKodldRonkret¥\sHs@irakility Doals be
be continued, scaled back or adapted? Should IROORZHG RU VXVWDLQDEOH AQDQFLDO SU
sustainability requirements be set for third parties bonds, social bonds, green loans, sustainability
and communicated to them? Should stakeholders LQYHVWPHQW IXQGYVY HWF R»HUHG" :KDW L
with material sustainability risks be contacted to that will be used to recruit future employees? E.g: the
discuss how such risks can be mitigated or reduced H[SDQVLRQ RU UHGXFWLRQ RI LQVXUDQFH F
in the future? What is the policy on exercising voting cooperation with development banks to provide
rights with regard to equity investments? Are impact loans for sustainable construction; issue of green
analyses over a period of several years required Pfandbriefen FHUWLAFDWHY Rl LQGHEWHGQHVV
for informed decision-making? E.g: restrictions on that are more innovative, for example as regards
AQDQFLQJ FRPSDQLHV ZLWK EXVLQ HiipacPdr® Shbiivity BDDiskHa€sumption of an advisory
primarily on fossil fuels, or the real estate used by role vis-a-vis counterparties regarding the transition
such companies; critical dialogue with companies that to carbon neutrality for their business operations
are directly or indirectly reliant on the production of RU WKH AQDQFLQJ RI HQHUJ\ H%FLHQW UHD
combustion engines concerning their strategies for OXFUDWLYH QHZ EXVLQHVV AHOG

the future; and requirements for counterparties to
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3.24 3.3.4

+RZ FDQ WKH DYDLODELOLW\ RI DGHFRBWHKRXFPENMNIMKHRNVLPH KRUL]JRQ RI SK\VLFD
DSSURSULDWHO\ TXDOLAHG SHUVR Q (sks®@e DaRdiedRr ArdtHede tisks\aRdxeddediaarly or
to meet the new challenges posed by sustainability is a wait-and-see approach taken? Is (extended) cover
risks be ensured? for the risks possible using derivatives, insurance
solutions or similar? Does the planning horizon for
LQIRUPHG GHFLVLRQ PDNLQJ QHHG H[WHQGI

3 3 Review Of the risk sustainability risks and factors?
strategy 3.3.5

The risk strategy should be fully reviewed with regard Can the processes for identifying, measuring,

to sustainability risks. Potential questionssupervised managing and reporting sustainability risks be

HQWLWLHY PD\ FRQVLGHU LI UHOH Y B@tamaticalWeiseldctively Snprotobl F
business model:

3.3.1 3.4 Communication
Would there be any detrimental impact on legally 7KH KDQGOLQJ RI VXVWDLQDELOLW\ ULVNYV
prescribed key ratios such as capital ratios if any management board should be clearly communicated
sustainability risks (in the form of existing risk types to the entity’'s managers, employees, counterparties
WKDW KDYH EHHQ LGHQWLAHG DV P 2idihektBre In Battiduthr Vit R ré&Briedded that
Which stress tests, including scenario analyses, have any criteria for the exclusion or targeted management
been carried out for sustainability risks? What are the of certain risk positions be communicated externally,
implications of the outcomes? in order to make the approach transparent for
stakeholders and dispel any uncertainty on the part of
3.3.2 counterparties.

KLFK ULVN W\SHV DUH D»HFWHG E\ VXVWDLQDELOLW\ ULVNV DW
WKH HQWLW\" $UH WKH VXVWDLQDELOLW)\ ULVNV D»HFWLQJ WKHVH
ULVN W\SHV LPSOLFLWO\ DQG DGHTXDWHO\ UHAHFWHG ZKHQ
GHAQLQJ ULVN DSSHWLWH DQG ULVN OLPLWV" $UH WKHUH DQ\
FRXQW\ UHJLRQ FRPSDQ\ RU VHFWRU VSHFLAF LVVXHV"

3.3.3

Are there any risk concentrations?E.g: a reinsurance

undertaking accepting the storm risk of a number of

insurance undertakings for the same region; within

D AQDQFLDO FRQJORPHUDWH D FUHGLW LQVWLWXWLRQ KROGLQJ
receivables from uninsured companies that are

sensitive to weather damages, whilst an insurance

undertaking within the conglomerate provides cover

against natural disasters in the same region (see also

9.3 Risk concentrations).
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4 Responsible corporate governance

4.1 Responsibility for the
strategy

The management board is responsible for the
business and risk strategy and its communication and
implementation within the entity (risk culture), as well
as for institutionalising it through established process
structures. Accordingly, senior management is also
responsible for the strategic considerations described
under section 3 Strategies of supervised entities; of
course support may also be provided by experts, e.g.
from the risk control function.

4.2 Understanding of
sustainability risks

The management board is expected to develop
an understanding of any material sustainability
risks, including physical and transition risks, their
characteristics and potential impact on the entity’s
business.

4.3 Responsibilities

The management board is responsible for allocating
responsibility for managing risks (those under
2.7 Translation into known risk types), including

sustainability risks, within the organisation. The
supervised entity may also take account of external
sources when identifying potential sustainability
risks. E.g: data providers specialised in sustainability;
publications of the Federal Environmental Agency
(Umweltbundesami) or the Potsdam Institute for
Climate Impact Research.

4.4 Role model

The management board should provide a positive
example to pre-empt any potential reputational
risks. Potential questions Are existing remuneration
systems conducive to the appropriate management
of sustainability risks (e.g.a link between bonuses
and the management of sustainability risks), and

in keeping with any existing concrete sustainability
strategies of the supervised entity (e.g.the

DFKLHYHPHQW RI VSHFLAF \WXWREBLQDELOLW

can the long-term success of the entity be ensured,
which includes counterparty and employee acceptance
of the conscientious handling of sustainability risks,
and any potentially negative impacts of the entity’s
own business operations on sustainability issues?

23 Based on the EU Regulation on sustainability-related disclosures in

WKH AQDQFLDO VHUYLFHV VHFWRU $V DQ H[DPSOH

“Principles for Responsible Investment”.
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5 Business organisation

risks, or to set up a separate sustainability unit with
UHVSRQVLELOLW\ IRd)dsvslepiyAF WDV NV
VSHFLAF SURFHVVHV RU JXLGHOLQHV HQVX
implementation within the entity and providing

support with this, and internal and external reporting/

communication).

5.1 Internal organisational
guidelines or written
directives

A comprehensive review should be carried out to
integrate sustainability risks into the existing internal
organisational guidelines. The contents, methods and
level of detail are at the discretion of the supervised
entities, within the framework of the minimum legal
requirements. Internal ESG guidelines or directives
may be introduced but are not compulsory.

5.5 Dedicated sustainability
unit

If a supervised entity sets up or intends to set up a

unit with special responsibility for sustainability risks,

its integration with existing processes and interfaces

ZLWK RWKHU IXQFWLRQV PXVW EH FOHDUO\
dedicated sustainability unit may be involved

5.2 Processes

A review should be carried out to determine: (i) if and
how sustainability risks are integrated into existing
processes for credit business/underwriting/investment
decisions, risk management and risk control (including
any proprietary ESG risk management system);

or for the activities of the special functions within

the meaning of MaRisk or key functions within the
PHDQLQJ RI WKH 9%*
(i) separate processes are being set up, in which case
the seamless integration of these separate processes
must be ensured.

5.3 Responsibilities

5HVSRQVLELOLWLHV VKRXOG EH GHARB®QQ QWKH/ WPHQW VKRXOG EH LGHQWLAH

organisational guidelines.

5.4 Resources

With regards for the principle of proportionality, we

whenever the counterparty or investment belongs to
an economic sector with high transition risks. In such
cases in particular, misunderstandings regarding the
extent of the assessment by the sustainability unit
must be excluded, e.g. whether it is responsible solely
for reputational risks or also for sustainability-related
AQDQFLDO ULVNYV

DQG IRU RXWVRXUFLQJ VSLQ R» RU

e ‘A-D(_._:I: of"oi_

5.6
portfolio management

The relevant information regarding any potential
sustainability risks associated with a counterparty

included in the decision-making process at the start
of the review process for the relevant counterparty
transaction? or investment.

UHFRPPHQG WKDW DSSURSULDWH SHUVRQQHO DQG AQDQFLDO

resources be made available to handle sustainability
risks (in particular in the risk management system). It
is important to ensure that personnel are adequately
TXDOLAHG

. R 2
VSHFLAF IXQFWLRQV GHAQHG LQ O0DS5LY MR

,W PD\ EH DGYLVDEOH WR VWUHQJWKH WKH

4 Dependingﬁ)n the context, “fransactions” within the meaning of this

otiéél nﬁﬁef&‘ tt'g\ranting credits, making investments

IXQFWLRQV GHAQHG LQ 9$* E\ H[SH U Wardd in@nwitidg Viddabek @kDE L O L W\
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57 f...e ""b«<«... ¢t 5.10 Internal audit function

‘KHUH UHOHYDQW WR WKH VSHFLAF MidrRaNaRdit shaulddIsE dBidssRiie Bpropriate

should carry out an appropriate review of the front handling of sustainability risks as part of their
RY“FH DVVHVVPHQW DQG PRQLWRU F RuditsotivibeR. FrHpazticiai this should include an
relevant sustainability-related limits or exclusions. DVVHVVPHQW RI WKH DSSURSULDWHQHVV D(

of the revised rules for the organisational and
. . operational structure, risk management and the
5.8 Risk control function VSHFLAF IXQFWLRQV DV GHAQHG E\ OD5LVN

IXQFWLRQV DV GHAQHG E\ WKH 9%*

5.8.1

In carrying out its duties, the risk control function 5 . 1 l CO nt| ngency p|ann [ ng

should take account of sustainability risks in

conformity with decisions taken pursuant to sections The supervised entities should verify that sustainability

5.1 Internal organisational guidelines or written ULVNV DUH DGHTXDWHO\ UHAHFWHG LQ FRQ

directives and 5.2 Processes. In particular, it is recommended that contingency
plans be extended if sustainability risks may threaten

5.8.2 the continuation of the supervised entity’s business
operations. In addition to the obvious issues (related

In particular, the risk control function should provide to buildings, employees, etc.), a communications

comprehensive internal reports for the management strategy may also be developed e.g. in case of public

board on the type and extent of material sustainability discussions concerning the investment policy and/or

risks. strategy of the entity.

5.9 Compliance function 5.12 Special features

The compliance function should include the legal for undertaklngs
UHTXLUHPHQWYV UHJDUGLQJ VXVWDLQDELGIPErvIsedarnder

sector entities when carrying out its duties under

MaRisk, MaGo and KAMaRisk. the VAG

5.12.1

Sustainability risks related to writing insurance policies
may also be material. Reputational risk considerations
and actuarial elements for the purposes of an
appropriate premium and reserves calculation are
both important. As regards potential reputational
impacts, the key focus is business with commercial
and industrial counterparties. The actuarial function
must consider the actuarial relevance of sustainability
risks.
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5.12.2 5.12.3

The actuarial function should take account The actuarial function must gain an appropriate

of sustainability risks in its evaluation of the understanding of all risks, including long-term risks
appropriateness of the technical provisions and its and novel risks. To ensure this, actuaries must be
opinion of the general underwriting policy. When made aware of these risks, and where necessary,
assessing the quality and completeness of the receive further training.

underlying data used for this evaluation, the actuarial

function should also take account of information that

LY DYDLODEOH RQ VXVWDLQDELOLW\ ULVNV +LVWRULFDO DQDO\VHYV
PD\ QRW EH VX%FLHQW WR HQDEOH WKH DSSURSULDWH
FDOLEUDWLRQ Rl SUHPLXPV RU UHVHUYHV WR UHAHFW

sustainability risks, in particular with regard to novel

risks.
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6 Risk Management

6.1 General requirements 6.1.2
for the |ntegrat|0n Of Supervised entities should review their methods and
Sustainability risks into procedures for identifying, evaluating, managing,

é i " e _|_ i . ‘D monitoripg and rqportiasustainability risks at regular
- < < —< Sintervald. Ths $hoult o include the quality of the

management and Control underlying data.

processes 6.1.3
Sustainability risks should be considered as
6.1.1 IDFWRUV RI LGHQWLAHG ULVN W\SHV VHH
Translation into known risk types) in the written risk
Tasks, responsibilities and the timelines for identifying, management guidelines. In particular, processes
evaluating, managing, monitoring and reporting should be established for the early recognition of

VXVWDLQDELOLW\ ULVNV VKRXOG EHVKFKDWIOANGH AQ WE L2 WK LMQX W HAHG E\ WKH
IUDPHZRUN RI DQG ZLWK UHJDUGYV II%idreh‘@ﬂﬂ@&dblihm@erlstlcVMswmhb\'ﬁtyrisks

(see 2.7 Translation into known risk types) in the risk (see 2.6 Characteristics of sustainability risks).

management system of the supervised entity.

.4,‘
%é

Guidance Notice on Dealing with Sustainability Risks



6.1.4 and forestry, manufacturing, electricity (generation,
storage and distribution), fossil fuels (extraction,

Existing escalation processes should be used or processing and distribution), transport (road, sea and
extended to include management in the handling of DLU WUD¥%F DQG FRQVWUXFWLRQ DQG UHDC
any sustainability risks. WKHLU UHOHYDQFH IRU SROLWLFDO FOLPDW
ULVN FDWHJRULHYV RYHU D WLPH D[LV )RU F
6.1.5 exclusions, a decision may be necessary on whether
D“WOLDWHG RU JURXS FRPSDQLHV VKRXOG D
In assessing the extent and time horizon by the exclusion and any threshold levels.

of sustainability risks, it may be helpful to

GHAQH DSSURSULDWH ULVN LQGLFDWRUW/ VHH 1*)6

recommendations?®) that take account of internal

capital adequacy and risk appetite. 3RVLWLYH OLVWYVY 7KHVH PD\ EH EDVHG RQ
of the companies, sectors, regions, countries, etc. that
are preferred for investment, as a result of compliance

6 . 2 M eth OdS with certain sustainability criteria.

OHWKRGV VKRXOG EH GHAQHG IRU PB@I3ILQJ DQG
or limiting sustainability risks, which are consistent

with the business and risk strategy and enable Best-in-class approach. As in 6.2.2, but with the focus
the supervised entity to appropriately manage on identifying companies that outperform their
sustainability risks. Potential examples(if relevant to peer group for the sustainability criteria chosen.
the business model of the entity): This approach is sometimes criticised, and the risk
of greenwashing should be taken into account. As
6.2.1 this is a relative approach, the portfolio may include
companies that are less sustainable when measured
Exclusion criteria/limits. These may be based on on an absolute basis.
WKH LGHQWLAFDWLRQ RI FRPSDQLHV VHFWRUV UHJLRQV
countries, etc. that are excluded as investments or 6.2.4
subject to investment limits, as a result of the extent
of compliance with certain criteria. E.g: exclusion of Standards based screening/ESG integration. As in
companies generating at least ___ % of sales from 6.2.1 to 6.2.3, except that the sustainability criteria
PLQLQJ SURFHVVLQJ RU EXUQL®J |RakE\nbt@etexnhined/in-rokdde, WutRadspond to
that highlight sustainability risks based on their internationally recognised standards. E.g: UN Global
relevance and urgency for individual (sub-) sectors in Compact. Taking a holistic approach is referred to
a chart, or on a scaling system may also provide an as ESG integration E.g.“Principles for Responsible
indication of this. These heat maps may be purchased Investment”, “Principles for Sustainable Insurance” and
externally or created internally; typically, they rank “Principles for Responsible Banking”.

the transition risks for the economic sectors of land

25 1*)6 "ODFURHFRQRPLF DQG AQDQFLDO VWDELOLW\ LPSOLFDWLRQV RI
climate change”, Annex 1. The risk indicators were developed for the
purposes of supervisors and central banks, but in many cases are also
appropriate for use in risk management by supervised entities.
26 An example of heat maps can be found in “Climate Change —
0DQDJLQJ D QHZ AQDQFLDO ULVNp S 20LYHU :\PDQ
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6.2.5 6.3.2

$ VSHFLAF FKDUDFWHULVWLF RI WK Hrah§acRoBs) (it bXsihe&skl ddunterparties) should

to 6.2.4 is investments in companies which have also be examined to identify companies belonging

set the target of a positive environmental or social to sectors of the economy generating high emissions

contribution. (if possible, including the upstream and downstream
supply chain and other closely related economic

6.2.6 VHFWRUV +HDW PDSV FDQ DOVR EH XVHG L
(see 6.2.1 above). If external providers are used, we

Engagement. Exercising voting rights, engaging in would suggest that appropriate plausibility checks be

GLDORJXH ZLWK FRPSDQLHV RU H[H Watiedalit biithek Fagkmgs. Ri@ ranking of a sector

sector organisations can be used to try and encourage on a heat map should only be used as a starting point

targets of investment and counterparties to adopt a for a more individual assessment of the actual risk

PRUH VXVWDLQDEOH DSSURDFK +RZpésitiad WKH SURYLVLRQV
of stock corporation, company and antitrust laws must
also be observed. 6.3.3

For transactions associated with a higher risk

63 Use Of risk analysis or (for example, based on an initial ranking of the

~ . gounterparty ri vestment o the heat map), more
A f eecP«... f —<  ° intensivaani/si ofttre actepl Business model is
required. E.g: a review of current and projected

6.3.1 greenhouse gas emissiong?, the market environment,
supervisory requirements for the companies under
Supervised entities may use risk analysis or FRQVLGHUDWLRQ WKH OLNHO\ LPSDFWV RQ
FODVVLAFDWLRQ SURFHGXUHV IRU Wal\enS/Xdo®iRt¢isttarRgies. The risk analysis
identifying and evaluating sustainability risks. These should take account of the fact that a company in
also serve to ensure compliance with legaf” and an inherently high-risk sector may be subject to
in-house sustainability requirements (including any lower transition risk than other companies in the
exclusion criteria/limits), and to assess the ability and VDPH VHFWRU DV D UHVXOW RI LWV VSHFLAI
willingness of the counterparty or investment target (E.g: the electricity sector is per se high-risk as
to introduce risk mitigation measures, including regards climate goals, but if the actual counterparty
an evaluation of the quality of its sustainability or investment operates wind parks, it is subject to
management and any potential (contractual) lower transition risk.) A sustainability rating for the
agreement on corresponding risk mitigation counterparty may be useful as part of the risk analysis
measures. In this context, supervised entities can and assessment.

integrate sustainability risks into existing risk analysis
RU FODVVLAFDWLRQ SURFHGXUHV RU VHW XS QHZ VSHFLAF
procedures.

27 E.g: The EU Regulation on sustainability-related disclosures in the

AQDQFLDO VHUYLFHV VHFWRU LQ UHODWLRQ-WR VXVWDLtODEOHLtOYHVWPHOWY DOG6G——

sustainability risks provides for disclosure of the due diligence 28 Scope 1 emissions are direct emissions from owned or controlled
SURFHVV ZLWK UHJDUG WR DQ\ PDWHULDO Q H Jdomtesy Scode>HerEsionR ard. iQuirddt\ekissiard thom the use of
decisions on sustainability factors, or a corresponding explanation of purchased electricity, steam, heat and cooling. Scope 3 emissions are
any non-disclosure. all other indirect emissions occurring in the value chain of a company.
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6.3.4 6.3.4.3

7KH H[DPLQDWLRQ VKRXOG UHVXOW Iteptifpingyrhaaslurés@managd 6 miigata Q

for the counterparty or investment target that takes sustainability risks or the detrimental impacts on

account of its sustainability risks. Based on the sustainability, culminating in a comprehensive action

ULVN FODVVLAFDWLRQ DQG GHSHQ G plgnloRIgninate $dich riske ¥iDa/éteRIy-step basis;

measures may include the following: Non-binding improve the sustainability rating or comply with

examplesentities may consider if relevant: particular sustainability standards.

6.3.4.1 6.3.4.4

Dialogue with the counterparty or investment to A legally binding agreement on progress with a

raise risk awareness, with a view to reducing the mandatory time horizon and reporting duties.

sustainability risks and developing a strategy for the

future. 6.3.4.5

6.3.4.2 $GYLFH UHJDUGLQJ WKH AQDQFLQJ RI LQYH"
to reduce the sustainability risk, e.g. in cooperation

For participations with voting rights, exercising these with development banks.

voting rights at shareholder meetings of the company.
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6.3.4.6 6.3.5

5HMHFWLRQ RI WKH WUDQVDFWLRQ RU WLS/S\ODRDW LRIV RRUD F\OSHALLAFDWLRQ SURF

limit on the exposure. If the risk analysis and/or WKH ULVN FODVVLAFDWLRQ VKRXOG IRUP SI
FODVVLAFDWLRQ VKRZV D KLJK WR Yéldpprdoe thi transactiviDana Riete@dlenant, to
risk, the organisational guidelines can ensure the GHAQH LWV WHUPV

involvement of the risk control function and, where
applicable, management board.

2T i e %
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6.4 Tools for conducting
a risk inventory or
portfolio analysis

Tools already available in practice for establishing a
risk inventory or portfolio analysis may be used by

the supervised entity. Responsibility for the content
and the technical and other aspects of these tools lies
with the provider or operator, i.e. they should not be
used as a substitute for an in-house risk assessment in
supervised entities, but may be used for support with
identifying risks.

6.5 Internal reporting

Sustainability risks should be adequately addressed
within the framework of internal risk reporting if

not already including in the reporting of other risk
types. To this end, a review should be carried out to
ascertain how sustainability risks can be included

in current internal reporting as part of existing
reporting channels, and whether the characteristics

RI VXVWDLQDELOLW\ ULVNV LQGLFDVSHR DWQREGRIRD ¥YBSHFRAGW

reporting with a medium to long-term outlook.

6.6 Special features for
institutions supervised
under the KWG

In addition to the aforementioned recommendations,
institutions that fall under the scope of the KWG
and MaRisk should also comply with the following
principles:

6.6.1

(Based on MaRisk AT 2.2 nos. 1 and 2) In the context
of the regular risk inventory, institutions shall also
examine which sustainability risks may materially

UHVRXUFHVY AQDQFLDO SHUIRUPDQFH RU O
+RZHYHU LQ JHQHUDO LW VKRXOG EH SRV)\
VXFK ULVNV LQ WKH ULVN W\SHV DOUHDG\ L
VSHFLAFDOO\ FUHGLW ULVN PDUNHW ULVN
operational risk (see also 2.7 Translation into known

ULVN W\SHV || DGGLWLRQDO PDWHULDO UL
under this framework, then the requirements of

MaRisk should also be applied to these risks.

6.6.2

(Based on MaRisk AT 4.1 nos. 1 and 11) Based on the

RYHUDOO ULVN SURAOH LQVWLWXWLRQV VK
ULVNV LGHQWLAHG DV PDWHULDO LQFOXGL
ULVNV LQFOXGHG LQ WKH GL»HUHQW ULVN V
account of risk concentrations, are constantly covered

by the risk coverage potential, thus maintaining

internal capital adequacy.

6.6.3

(Based on MaRisk BTO 1.2) Sustainability risks

should also be included in the processes for credit

business (the granting and further processing of

loans) (see alsainter alia JURQW R¥YFH PDUNHW
%DFN R¥YFH DQ
ULVN DQDO\VLV RU FODVVLAFDWLRQ SURFH(
credit risk, institutions should form an opinion on

counterparty default risk that incorporates future

risks, including sustainability risks (as characterised

above). The aspects material to the counterparty

GHIDXOW ULVN RI WKH ORDQ H[SRVXUH VKR:
and assessed, whereby the intensity of such activities

should depend on the risk content of the exposure

(see also 6.3.3) Any sector and, where applicable,

country risks, which may be increased as a result of

sustainability risks, should also be considered. Critical

aspects of an exposure should be highlighted and,

where applicable, considered under various scenarios.

Furthermore, even if using external credit assessments,

the institution must form an opinion on counterparty

default risk including its own knowledge and

information in the credit decision. E.g: a borrower’s

DELOLW\ WR VHUYLFH D ORDQ XVHG WR AQD
it has let to a company generating high emissions may

LPSDLU WKHLU AQDQFLDO SRVLWLR Qe deQeRdit GriteJutk& ¢f this cBripay\W the

Guidance Notice on Dealing with Sustainability Risks |31



rent is the borrower’s primary source of income; if the 6 ) 7 Special features for asset

building can be easily let to a third party, the future

income stream of the borrower is less risky. management Compan IES
6.6.4 supervised under the

KAGB
As part of the procedure to establish the value of
FROODWHUDO IDFWRUV D»HFWLQJ WKHIYDOXH WKDW DUH UHODWHG
to (future) sustainability risks should also be taken into
account. (Based on KAMaRisk 4.1 no. 3) In assessing the
materiality of risks for the investment fund and
E.go D EXLOGLQJ ZLWK D ".I: (¥YFLH Q Fthe é¢iXpahly on auregular and on an ad hoc basis,

rating should be worth less than an identical building the senior management of the asset management
LQ WKH VDPH SRVLWLRQ ZLWK D ’.I|: dovapanyisQdi ‘alsoRnXIde sustainability risks as a
rating; a building on the coast could lose its insurance component of the known risk types (see also 2.7
cover in the event of a future rise in sea levels or an Translation into known risk types).

increase in the number of maritime storms.

6.7.2

(Based on KAMaRisk 4.3 no. 8) During the regular

FRPSDULVRQ Rl WKH RYHUDOO ULVN SURAOI
within the meaning of part 4.1 no. 3 of KAMaRisk with

the risk coverage potential of the company, it should

DOVR EH HQVXUHG WKDW DQ\ ULVNV LGHQW
are covered, including the sustainability risks included

LQ WKH GL»HUHQW ULVN W\SHV WDNLQJ DF
concentrations.
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6.8 Special features for 6.8.3

Undertakings Su pel‘Vised The following risk management areas may be
Undel’ the VAG SDUWLFXODUO\ D»HFWHG E\ VXVWDLQDELOL

liability management, investment risk management,
underwriting and reserving, reinsurance and other
6.8.1 insurance risk-mitigation techniques, and reputational
risk management.
In the context of the regular risk inventory,
undertakings supervised under the VAG shall also 6.8.4
examine which sustainability risks may materially
LPSDLU WKHLU AQDQFLDO SRVLWLR Qs pa@ BfGhx ndepuiritgiprbteds for the insurance
FDSLWDO UHVRXUFHV AQDQFLDO S Hfuisk \hRyipQential RudtaDability kigkd, iWcluding
SRVLWLRQ +RZHYHU LQ JHQHUDO Ip¥ésiviKieputatBnal HskS Rae\b11E D), IshaMIR also
LQFOXGH VXFK ULVNV LQ WKH ULVN WMSH®HROWHMHG DQB OMIDAMHEHG DQG RQO\ D
2 VSHFLAFDOO\ PDUNHW ULVN LQV XdOrBigéntHwiththé Nsk Bttategy (séé also 6.3 Use of

risk, spread risk and operational risk (see also 2.7 ULVN DQDO\VLV RU FODVVLAFDWLRQ SURFH(
Translation into known risk types). of heat maps? and ESG scoring procedures may be
helpful in this respect. Individual business areas or
6.8.2 counterparty relationships may be the subject of a
WDUJHWHG DQDO\VLY EDVHGeRQ VSHFLAF (6
When comparing the solvency needs with the environmental and air pollution, or human rights
supervisory own funds requirement as part of the violations). Insurance undertakings should also
Own Risk and Solvency Assessment (ORSA) by consider new types of risk related to climate change
insurance companies, supervised entities should when underwriting business (see also 5.12 Special

WDNH DFFRXQW RI WKH VSHFLAF U L Vddtuges RAuOddtakgs@upenied under the VAG)
DQ\ VXVWDLQDELOLW\ ULVNV LG H Q W(.A,vBerd appRcablé Hiabllitp @sks)dRding as a result

institutions for occupational retirement provision, of amendments to the law or case law judgements).

material sustainability risks should also be addressed The insurance underwriting guidelines should be

as part of the supervisory requirements of the own GHAQHG DFFRUGLQJO\ LQ RUGHU WR LPSOH
risk assessment (ORA). approach in ongoing operations.

29 E.g: “Underwriting environmental, social and governance risks in non-
life insurance business”, PSI Guideline.
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7/ Risk management: stress tests
Including scenario analyses

7 . 1 Intern a|30 Stt‘ESS teStS plausible future developments, and make greater
use of long-term scenario analyses®. The NGFS, the
Supervised entities should check whether the existing European Systemic Risk Board, the European Central

internal®® VWUHVYV WHVWYVY DGHTXDWHO\ BhdkiaHdth¢ Dektstie BlrQdstEahiCaradirrently

ULVNV RU LI QHZ RU*RBfRe6slidstd G L Q W HIdRiflg®n scenarios for climate-related stress tests*,

should be created to address these. 7KHVH VFHQDULRY SURYLGH SRLQWHUV IRU
stress tests in the sustainability area.

7.2 Scenario analyses

6WUHVV WHVWV PD\ LQFOXGH VSHFLAF VHQVLWLYLW\ DQG
scenario analyses to examine the entity’s ability

to withstand adverse events or scenarios caused 33 On the use of climate-related scenario analyses in entities, see also:
TCFD (2017), “Technical Supplement: The Use of Scenario Analysis

by phySICaI and transition risks. Stress tests should in Disclosure of Climate-related Risks and Opportunities”, UNEP Fl,
WKHUHIRUH DOVR WDNH DFFRXQW RI \(dﬁl'ﬂo@%&dnﬁb/oukhbﬂizﬁﬂﬁ-E’Wﬂ—lQ’r&nsition-related risks
& opportunities”, UNEP FI, July 2018; “Navigating a new climate -
PART 2: Physical risks and opportunities”, Global Compact Network
Germany, 2019; “Evaluating corporate climate risks”.

30 Supervised entities managing portfolios on behalf of third parties 34 +RZHYHU WKHVH DUH VFHQDULRV IRU VXSHUYLVRU\ S
VKRXOG UHYLHZ ZKHWKHU H[LVWLQJ VWUHVYV WHDMWVDDG SHHRISHQ W RBX W MWARHAWWLW\ VSHFLAF VWUHV\
sustainability risks both at the level of the portfolios managed and at to granularity and the regions considered. Supervisory scenarios
the level of the entity. FDQ WKHUHIRUH DW EHVW EH XVHG DV D VWDUWLQJ SR

31 See footnote 31. considerations.

32 See footnote 31. 35 See footnote 31.
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5LVN DVVHVVPHQW

Oil and gas Commodities Industry Consumer- Utilities Financial Technology
goods products
Costs of direct Costs of indirect Investments Changes in sales
emissions emissions
Emissions Prices Energy Investments Percentage
requirements of fossil fuel
energy

7TUDQVLWLRQ LPSDFW VFHQDULRYV

Chart Source: Potsdam Institute for Climate Impact Research/SENSES project.

71

7.3 Transition scenarios D VSHFLAF FRPSDQ\ DQG WKH SULFH SHU XQ
enables conclusions to be drawn regarding values

Transition scenarios from integrated assessment such as the (in)direct cost of emissions or expected

modelling (IAM), inter alia, may enable an VDOHV AXFWXDWLRQV IRU WKLV FRPSDQ\

understanding of the time horizon and the sectors based on these values can be expanded to create an

that could come under pressure as a result of the shift aggregated assessment.

away from fossil fuels on the road to a low-carbon

economy. These scenarios are not forecasts based on Please note that certain types of IAM have been

VSHFLAF VWDWLVWLFDO SUREDELO L Mgétivins@itdile @ Bnélifding Eadnsifidr Kskd) &g vy

development trajectories for the achievement of a the International Monetary Fund=¢. Scenario analysis

VSHFLAF FOLPDWH JRDO H J F DU E RifetipdsXsgdd DiOsuc WAM Eefuire scrutiny.
The decarbonisation of sectors presented in transition

scenarios describes one such coherent development

trajectory; however in reality, events may occur in a

GL»HUHQW RUGHU ZLWK D GL»HUHQW OHYHO RI LQWHQVLW\ DQG
greater turbulence.

Relevant costs and expenditures can be concretely

LGH Q WLA H‘G DSSO\L Q J D FR Q VLVWH %\éée %&ée%rﬁogc':arﬁ FinaM%ll#’olicies for Climate Change
H[DPSOH AJXUHV VXFK DV WKH HQ H U digblidd TinElwoktihdPrb ) M. Wo/Rsl (2019).
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7.4 Impact scenarios 7.6 Interpretation

The aim of impact scenarios is to improve global and The outcomes of stress tests and scenario analyses
regional risk management of the direct consequences may be interpreted on a quantitative basis, and

of climate change on people and the environment: depending on the background of the supervised

in concrete terms, they draw up consistent climate entity, on a qualitative basis. The outcomes of these
change impact projections taking into account the methods may thus serve as the starting point for
long-term planning horizon of the company in descriptive and narrative elements.

question and spanning economic areas and ranges,
covering themes such as agriculture, water, biomes,
healthcare and coastal infrastructure. The focus of

these scenarios is on the impacts of physical risks €.g. 7 7 SpeCiaI features for
GURXJKW ARRGLQJ HWF 2WKHU WKHPI-iINgtIi?tQJ\ti.@ﬂS Isiupervised

LQFOXGH AVKLQJ HQHUJ\ SHUPDIURVW ELFHSLYHUVL%W&G
forestry. unaer the

. . (Based on MaRisk AT 4.3.3) If sustainability risks have

7.5 Proportlonallty D VLIJQLAFDQW LPSDFW RQ WKH ULVN W\SHV
accordance with section 2.7 Translation into known

7KH VXSHUYLVHG HQWLW\ GHAQHV Wisktyie¥, dri R@inNtuR @ Yhel Rateriality of these

stress tests and analyses based on its own business risk types as part of the risk inventory, they should

PRGHO ULVN SURAOH DV ZHOO DV L QeGicMde6iX hereyufaHant AdFDd/gtreRIQeéts for

The entity should consider several alternative material risks.

VFHQDULRYV EDVHG RQ GL»HUHQW FRPELQDWLRQV RI

assumptions.
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8 Outsourcing

8.1 Outsourcing guideline 8.3 Outsourcing agreement

Where relevant, the handling of sustainability risks In the event of material outsourcing, the outsourcing
should also be governed by the internal outsourcing agreement should include the following rules
guideline. Potential questions Which business areas/ regarding sustainability risks:

processes/tasks are subject to sustainability risks?

What standard arrangements should be agreed with 8.3.1

service providers to cover this? Are the reporting

REOLJDWLRQV RI WKH VHUYLFH SUR Y Lisk khahsgamént &ctilities\ereiRsoRrided, W

external sustainability reporting obligations? WKH VHUYLFH SURYLGHU VKRXOG EH JLYHQ
WDUJHWVY JRYHUQLQJ WKH LGHQWLAFDWLRQ
management, monitoring and reporting of

8 . 2 R|Sk an aIyS|S sustainability risks.

Sustainability risks should be included in the 8.3.2

risk analysis to identify material®” outsourcing

arrangements and the risks related to outsourcing. If the supervised entity commits to compliance with
Examples RXWVRXUFLQJ WKH LGHQW L A E®tairnsRsairbility standards (see 3.1.2), it should be
sustainability risks could be material if these checked whether the outsourcing agreement includes

VXVWDLQDELOLW\ ULVNV KDYH D VL 30 abligafio® o thePssrice\proRd@r to comply with
WKH ULVN W\SHV LGHQWLAHG LQ D F Feds dh@aFds. [7soMhi§ outsbEning Rigity must

2.7 Translation into known risk types; outsourcing be provided with the information required for the
activities to a service provider that regularly violates purposes of monitoring and reporting in accordance
employment law standards may represent a with these standards.

reputational risk.

8.4 Centralised outsourcing
management

Sustainability risks should also be included in the
organisational guidelines for central outsourcing
management, where relevant.

37 In contrast to the KWG, the KAGB makes no distinction (see section
36 of the KAGB) between a material and non-material outsourcing
arrangement.
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9 Group Issues

9.1 Organisational
guidelines

Where applicable law does not provide otherwise,
rules for dealing with sustainability risks should be
consistently implemented across the group in the
business and risk strategy, and in the organisational
guidelines.

9.2 Sustainability unit

The competent parent undertaking should also
decide whether a dedicated sustainability unit
should be created at the group level. Given that the

9.3 Risk concentrations

One role of group-wide risk management is to

HVWDEOLVK ZKHWKHU WKH GL»HUHQW DFWL
belonging to the group result in any sustainability

risk concentrations. Potential example E.g. various

credit institutions within a group granting loans to

FRPSDQLHVY LQ D ARRGSODLQ WKDW LV QR O

9.4 Sustainability standards

If the decision is taken to comply with voluntary
sustainability standards (see 3.1.2), their application
across the entire group is encouraged. It may create
reputational risk if some group entities apply non-

UHOHYDQW GDWD LV RIWHQ PLVVL Q hildRdsuSthialhilXyStanddids tbatareAidlated by

quantifying sustainability risks (see 2.6 Characteristics

of sustainability risks), this sustainability unit could
provide support to all relevant group entities.

other entities in the group.
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10 Use of ratings

10.1 Credit ratings 10.3 e<Dctt e—fetfte

In accordance with the EU Credit Rating Regulation, 7KHUH DUH FXUUHQWO\ QR XQLAHG FRQFHS)
traditional credit ratings only take account of the standards for ESG ratings. The EU taxonomy for
factors required to assess the creditworthiness of an sustainable activities proposed by the Commission

HQWLW\ RU WKH FUHGLW ULVN RI D Afbqked Budinldeial by ithe Padrival EXper V H

PD\ RI FRXUVH LQFOXGH (6* IDFWR GMupnRybeYised aslalguiéeline (although it is

IDFWRUV KDYH QR LQAXHQFH RQ W K Eurfebtii ilLikVdewrelopm Erit) QTHeVdévdtdpment

DQ HOQWLW\ RU WKH FUHGLW ULVN RIRD XQDAHG D/ DQBGW U GRHIQWDLRHY UHTXLUHP

a particular case, then they should not be included creation of long-term ESG ratings as a source of

as part of the credit rating. Otherwise, there is the LQIRUPDWLRQ IRU DVVHVVLQJ WKH VXVWDLC
risk of distorting the validity of a rating on default investments.

probability.

10.4 Plausibility checks

Against the background of the aforementioned

10.2 ESG ratings

Specialised ESG ratings can be used to determine points, the users of ESG ratings should not simply

WKH VXVWDLQDELOLW\ Rl AQDQF L D Oadcé€piihb¥e/WRard Qsuessiy e sugaindhility of a

applicable, to infer additional information regarding AQDQFLDO LQYHVWPHQW EXW VKRXOG FDUL
sustainability risks. These already exist in the market plausibility checks in light of the principle of

DQG DUH R»HUHG E\ YDULRXV FR P S Dpipbditnatiyr 8id distinguish between sustainability

registered rating agencies also provide ESG ratings. aspects and creditworthiness or credit risk aspects, if

Pure ESG ratings that have no bearing on credit risk these are not connected.

should be clearly distinguished from established
market credit ratings, in order to avoid any confusion
and to provide the necessary security for the market.
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