CLIMATE ROADMAP:

now what? Next steps
for the ECB to support
the low-carbon transition
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Core principles the ECB should follow when
designing its monetary and prudential policy

1.

Act on its legal obligation
to support the EU’s general
economic policies, as outlined in
its secondary mandate.

3.

Implement immediate
impactful actions to align all
its operations with a 1.5°C
trajectory by adopting a
precautionary approach and
using existing data.

2.

Follow EU policymakers by
recognising and enacting the
double materiality principle.

4,

Work for society, by improving
engagement with citizens
and increasing democratic
accountability.




Replace ‘market neutrality’ with
a new benchmark aligned with

the EU environmental policies
and commitments.

Recommendation 1: Adopt a fit-
for-purpose benchmark to guide
its operations that adheres to
the ECB’s duties under the EU
Treaties and the Paris Agreement
and targets the realignment of the
financial system accordingly.

Recommendation 2: Take into
account the priorities and
expectations of European residents
in designing its operational
benchmarks, such as through
regular public consultations,
making ‘ECB listens’ events
a permanent feature, and
establishing regular forums for
dialogue with civil society.

Integrate climate risks into the
Bank’s own internal credit ratings for
collateral and asset purchases.

*  Recommendation 1: Take
responsibility to set public
standards and develop ambitious
own minimum standards and
ratings incorporating climate and
nature-related risks.

Recommendation 2: Introduce
these standards into the
Eurosystem Collateral Assessment
Framework (ECAF).

Key Recommendations

Fully decarhonise the collateral
framework and asset purchases.

*  Recommendation 1: Decarbonise
quantitative easing (QE)
programmes and the collateral
framework in line with the
precautionary approach to climate
risks.

Recommendation 2: Increase
support towards bond issuances
from the European Investment
Bank and NextGenerationEU to
ramp up green investment and lock
in a low-carbon future.

Adjust its refinancing
operations.

Recommendation 1: Decarbonise
the existing targeted long-term
refinancing operations (TLTRO),
by linking the interest rate to
the exposure of participating
bank’s overall portfolio to climate
risks and alignment with climate
goals and intermediate transition
targets, and by excluding harmful
activities from eligibility.

Recommendation 2: Establish a
pilot green TLTRO providing cheap
financing to banks to encourage
desirable types of lending,
starting with targeted support
for loans and mortgages that
finance energy-efficient building
renovations, to drive the EU’s
Green Deal agenda.

Support development and implementation of prudential measures to align
financial flows with 1.5°C.

*  Recommendation 1: Support the introduction of the Pillar | capital
requirements and macroprudential requirements for climate-related financial

Recommendation 2: Introduce supervisory add-ons (Pillar Il requirements)
based on the results of the supervisory assessment and scenario analyses/
stress testing in cases where: i) banks are not able to demonstrate adequate
processes and organisation to manage climate-related financial risks; ii) Pillar
| capital requirements do not cover climate-related financial risks (also until
such Pillar | requirements are introduced); and iii) stress tests reveal capital
shortfall to cover climate-related financial risks.

Recommendation 3: Require the supervised entities to submit and
implement net-zero alignment plans, subject to robust standards and

validation.




Introduction

In July 2021, the European Central Bank (ECB) concluded its 18-month monetary policy
strategy review, the first since 2003. Looking at its mandate as enshrined in the EU
Treaties, responding to pressure from civil society™ and to mounting scientific evidence
of the threat posed by climate breakdown,?® the ECB recognised that it must integrate
climate considerations into its operations. The Bank outlined a detailed roadmap of its
climate-related actions, signifying a major shift in its thinking. However, while welcome,
the roadmap fails to deliver the ambition and urgency essential if the ECB is to fully
integrate climate risks and impacts to its operations and support the low-carbon
transition.

When designing the policies to fulfil its primary, secondary, and financial stability
mandate, the ECB should be clear: “There can be no price stability, no financial
stability, and no job security on a burning planet in social turmoil.”*

If anything, the current energy price crisis, which has lifted inflation to record high
levels since the creation of the euro, has only reinforced the urgency for the ECB to

act forcefully in support of the EU’s energy transition. Indeed, expanding the supply of
domestic renewable energy would greatly reduce the EU’s exposure to volatile imported
energy prices, such as gas and oil.® In this context, we argue for caution when it comes
to the Bank’s potential response to a prolonged rise in energy prices, as alluded to by
Isabel Schnabel in a recent speech.® Before doing so, the ECB should carefully evaluate
the impact of such a move on the cost of energy transition investments, which are more
sensitive to capital cost than amortised fossil fuels assets.

In the face of the climate and energy crisis, it is time for the ECB to acknowledge the
inadequacy of its current policy toolkit and explore ways to reconcile price stability and
support for the low-carbon transition.

The Bank must recognise that voluntary, market-led approaches are not sufficient

to redirect capital flows away from harmful investments that will eventually lead to

an environmental, social, and economic catastrophe. It must use its powers to steer
European finance towards mandatory alignment with international and European
climate and environmental goals. Therefore, the Bank should be guided by a core set of
principles to guide its policy decisions. We also put forward 5 sets of recommendations
that the ECB can implement to align its policies to the transition pathway.




Principles for action

1. Act on its legal obligation to support the EU’s general economic policies, as outlined
in its secondary mandate

The ECB’s climate roadmap is designed to better integrate the impact of climate in its price stability
mandate. It does not propose any measures to actively contribute to EU climate objectives. The ECB
must therefore go beyond this limited roadmap and act on its secondary mandate to support EU
economic policies that aim at a high level of protection and improve the quality of the environment.
Recognising these obligations, the Bank should take a proactive approach in steering financial flows
towards the activities that comply with these criteria.” If needed, the European Parliament and other
EU institutions could provide the ECB with further specifications on which EU priorities the Bank should
focus on under its secondary mandate.

As the ECB Executive Board Member Frank Elderson highlighted,® the Bank’s secondary objective,

defined in Article 127(1) of the Treaty on the Functioning of the European Union (TFEU), is a duty, not an
option. Without prejudice to price stability, it requires the ECB to “support the general economic policies
in the Union with a view to contributing to the achievement of the objectives of the Union as laid down in
Article 3 TEU”. As the secondary objective is both binding and supportive, the ECB should follow it while

coordinating with the competent EU institutions.” Particularly, it should mirror the prioritisation of general
economic policies as reflected by the legislative work of the European Parliament and the Council as well
as the directions and guidelines issued by the European Council under Article 15(1) TEU and Article 121(2)
TFEU.! Doing so implies adopting new measures that have not been taken under the primary objective,
with the secondary objective constituting a distinct legal basis for action.

- The ECB should adopt new and more forceful measures that go beyond the measures announced
so far under its price stability objective and are appropriate to support the EU’s economic policies
geared towards climate neutrality, as expressed in the EU Climate Law'? and the European
Council’s® conclusions.

- The ECB should report yearly to the European Parliament on how it has incorporated the EU’s
general economic policies in its recent decisions.

- If necessary, the ECB should consult with EU institutions to clarify and specify for which EU
general economic policies the Bank’s support would be most beneficial.

2. Follow EU policymakers in recognising and enacting the double materiality principle

The ECB must align with the EU Sustainable Finance strategy, which emphasises the double materiality
principle (outside-in/financial materiality and inside-out/environmental and social materiality),'* thus
recognising that “Investment decisions and financial advice might cause, contribute to or be directly linked
to negative material effects on environment and society.”" As observed by Frank Elderson, the EU Treaties
explicitly require environmental protection to be “integrated into the definition and implementation of all EU
policies and activities, which include actions taken by the ECB”.!¢

However, the ECB’s approach, laid out in its climate roadmap, focuses almost entirely on the climate-
related risks to finance, and sidelines the risks that finance poses to climate. It largely ignores the lead
set by EU policymakers and disregards its environmental obligations under the EU Treaties. This could be
interpreted as a breach of its secondary mandate and leave it exposed to litigation risk.!”

Furthermore, this one-sided approach undermines the ECB’s ambitions to mitigate climate-related

risks. Indeed, by failing to act directly to curb harmful finance that goes to activities resulting in massive
environmental damage, the Bank effectively contributes to a further build-up of climate and nature-related
risks. Therefore, the ECB’s failure to act on climate risks is undermining its price stability mandate, with its
ability to control inflation likely to be significantly undermined, too.!*

- To fulfil both its primary and secondary mandates, the ECB needs to proactively steer the
transition to the Paris-aligned financial system, notably through supporting green investments
(eg via a green TLTRO) and curbing finance to harmful activities.

3. Implement immediate impactful actions to align all its operations with a 1.5°C
trajectory by adopting a precautionary approach and using existing data
Given the urgency of the climate crisis and the EU target of 55% reduction in greenhouse gas emissions

(GHGs) by 2030 compared to 1990 levels,*? the ECB must act much faster than proposed in its roadmap,
which envisions many of the measures not being implemented until 2023-24 at the earliest. To combat




the rapid build-up of climate-related risks, the ECB needs to take early preventive action, following the
precautionary principle enshrined in Article 191 of TFEU. It aims at ensuring a higher level of environmental
protection through preventive decision-taking in the case of risks. Such risks have been clearly identified by
the Intergovernmental Panel on Climate Change (IPCC) and are already materialising.?' The ECB itself has
stressed the need to address the climate-related risks mounting with the climate crisis and confirmed that
there are clear benefits of acting early.?

Climate risks are characterised by radical uncertainty, which makes them impossible to accurately predict.
The ECB must therefore adopt a precautionary approach, which stresses that a lack of perfect information
must not be an excuse for inaction,” as championed by De Nederlandsche Bank,?* underlined by the
Network for Greening the Financial System (NGFS),? and recognised by the White House Executive Order.?
Moving away from the risk perspective also recognises the ECB as a universal owner of financial assets

in the Eurozone. With a large and diversified portfolio, the ECB needs to apply a proactive approach,
influencing credit allocation to assist the transition to a Paris-aligned economy 2”2

Using existing data, the ECB can, and must, begin by excluding the most polluting companies from
its programmes, notably those companies financing or developing any new fossil fuel exploration and
production projects.*® As data and methodologies improve, it can fine-tune its approach, echoing and
improving the approach taken by the Bank of England.’!

As Frank Elderson emphasised: “There are risks to acting on the basis of partial data, but in the case of
climate change, the risks of inaction are far greater.”*

- The ECB should act at a pace commensurate with the urgency of the climate crisis. Guided

by science, it should begin by excluding activities that pose the most risk to finance and to the
climate, notably companies that develop new fossil fuel production projects, from its operations
including asset purchases, collateral framework, and TLTROs.

- In its supervisory capacity, the ECB should also support precautionary actions to introduce
prudential capital requirements (Pillar |) for the fossil fuel exposures of supervised entities.
Supervisory measures (Pillar II) alone will not be sufficient to ensure the resilience of the banking
sector, and the current progress on managing climate-related financial risks remains insufficient.*
In its supervisory assessment 2021, the ECB concluded: “If institutions continue at this pace, many
will not align their practices with the supervisory expectations and may not be able to soundly,
effectively and comprehensively manage climate-related and environmental risks in the near
future.”®

- Lastly, as required by the EU Treaties, the ECB must go further than climate and urgently begin

to consider its duties in tackling broader environmental risks, such as biodiversity loss.*®

4. Work for society, by improving engagement with citizens and increasing democratic
accountability

The current ECB accountability framework presents several shortcomings and issues related to integrity
and transparency.®* The Bank needs to fully acknowledge these pitfalls and take measures to enhance its
accountability to the European Parliament, as well as to increase democratic engagement and transparency.

Building on the ‘ECB Listens’ events, the ECB needs to seek greater engagement with civil society, citizens,
and external experts by establishing a regular process of public consultation on its policy changes. As per
its climate roadmap, for instance, the ECB plans on developing proposals to adapt the Corporate Sector
Purchase Programme (CSPP) framework to include climate change considerations. The ECB could follow
the example of the Bank of England, which between 21 May and 2 July 2021 held a consultation on options
for greening its Corporate Bond Purchase Scheme in which several organisations and experts took part.¥
Consulting the public before developing a new policy also translates into a stronger legitimacy basis for the
policy itself.

In full respect of its independence, the ECB should consider societal needs and priorities when deciding the
structural elements of its policy. While first and foremost aiming at price stability, benchmarks and targets
set by the ECB should work for, and not against the goals of society and the wellbeing of people. Guidance
on these priorities should come from the interpretation of the ECB’s secondary mandate in coordination
with the European Parliament and the Council.*®

The ECB also needs to strengthen reporting on the measures it takes and on the progress being made. It
should build on the climate stress-testing of the Eurozone and its financial institutions and monitor how
aligned EU financial institutions and flows are with the Paris Agreement and 1.5° C. The ECB should report
annually to the EU Parliament, including on actions it is taking if the financial transition targets are not
being met.

- The ECB needs to account for the priorities and expectations of European residents by designing
its policies in an open, consultative manner, with enhanced transparency and accountability to the
public.

- The ECB should open a dialogue with the elected representatives in the European Parliament to

improve its accountability mechanisms, as recently proposed by the European Parliament’s ECON

Committee.®




Delivering on the principles: first steps to take in
2022

1. Replace ‘market neutrality’ with a new benchmark aligned with the EU
environmental policies and commitments

Market neutrality drives the ECB to support the biggest EU carbon emitters as well as companies involved
in arms manufacturing or condemned for fraud.** Amid the Covid crisis, more than 170,000 Europeans*
called on the ECB to stop purchasing assets from fossil fuel companies but - by ignoring their call and
refusing to even slightly deviate from so-called market neutrality - the Bank continued to buy more bonds
from oil and gas majors.*

The ECB acknowledges®# that the market neutrality approach leads to a carbon bias and could amplify
market failures.® By following this misguided approach,* the Bank also quietly accumulates climate-
related risks in its monetary portfolios and contributes to their build-up in the European financial system.
Furthermore, adhering to market neutrality clearly disregards the ECB’s secondary mandate*’ that calls
on it to operate in a way that is compatible with the EU objectives and - when possible and while ensuring
price stability - to contribute to them.

Maintaining the market neutrality approach would defy the ECB’s interpretation of its mandate in light of
climate change. It could also expose the bank to legal challenges for failing to uphold the EU Treaties. This
principle was conceived in a world where environmental and climate harm were not considered, and

it cannot stand in the way of tackling the climate emergency. The ECB must develop a new benchmark
that aligns with the EU objectives and the goal of the Paris Agreement to limit global warming to 1.5°C.

In developing the new benchmark, the ECB must not decide for itself or to suit financial institutions but
should engage with civil society and external experts through an open public process and invite and
respond to the feedback it receives from the elected policymakers in the European Parliament. Only

in that way can the ECB ensure the democratic legitimacy of its policy choices.

- Recommendation 1: Adopt a fit-for-purpose benchmark to guide its operations that adheres to
the ECB’s duties under the EU Treaties and the Paris Agreement and targets the realignment of
the financial system accordingly.

- Recommendation 2: Take into account the priorities and expectations of European residents
in designing its operational benchmarks by strengthening the democratic engagement with, and
accountability to the citizens and the European Parliament.

2. Fully decarhbonise the collateral framework and asset purchases

“The ECB’s collateral framework and asset purchase programmes are, besides their direct impacts,
powerful signalling tools that affect financial market prices and capital allocation more widely. As part of
its Strategy Review, the ECB committed to reviewing and adjusting the collateral framework and the CSPP
under the roadmap of climate-change-related actions.* In taking these steps, the ECB started considering
the carbon bias in its corporate bond purchases as identified by researchers.*® However, the Bank fell
short of recognising a similar carbon bias in its collateral framework.>! It merely outlined a plan to “review
collateral valuation and risk control framework to ensure that climate change risks are reflected”, with
potential adjustments subject to that review possibly taking until the end of 2024 to be implemented.

These first steps by the ECB are welcome, but it must now ensure they lead to concrete results and are
implemented on a timescale appropriate for addressing the climate emergency.

Regarding its approach to the CSPP, the ECB must adopt a fit-for-purpose benchmark to replace the
flawed concept of market neutrality®> and adjust its purchases to be consistent with the low-carbon
transition under the Paris Agreement.” In devising this new approach, the ECB needs to ensure that it
targets ‘real’ outcomes - reductions in emissions and related metrics - and not merely the Bank’s exposure
to climate risks. The ECB could in several respects improve on the recently announced plans by the Bank
of England to green its Corporate Bond Purchase Scheme.* In particular, the ECB must reject the ‘carrots
first, sticks later’ approach and the continuing adherence to market neutrality, which means the Bank of
England’s current approach will not substantially reduce the emissions intensity of its portfolio, and could
even lead to some carbon-intensive firms receiving better treatment than environmentally friendly ones.*




To deliver a robust approach, the ECB should first and foremost: i) target total absolute emission
reductions associated with its holdings on all scopes, including Scope 3 emissions; ii) tilt away from
polluting companies without delay and exclude companies developing new coal, oil, and gas production
projects or thermal coal projects; and iii) lead by example by adopting an accelerated pathway to green
the CSPP, aiming for steeper emission reductions and earlier net-zero alignment to use the signalling
power of the scheme in influencing markets to adjust.

The ECB must also align its other purchase schemes - the asset-backed securities purchase programme
(ABSPP) and the covered bond purchase programme (CBPP3) - with the EU climate goals. To do so, the
Bank could use the climate footprint of the financial institutions that issue them, as it is already planning
to derive indicators that measure the climate footprint of financial institutions’ portfolios.

Regarding the collateral framework, the ECB needs to go beyond the pure risk approach indicated in its
climate roadmap. It should ensure consistency with EU policy goals and the Paris Agreement, as well as its
indicated approach to the CSPP. The Bank must recognise that its current rules - which disproportionately
favour fossil fuel and other carbon-intensive companies relative to their contribution to EU employment
and Gross Value Added - go directly contrary to the EU’s policy goals.® To address this, the Bank needs

to revise the framework by i) climate-adjusting the haircuts on bonds it accepts according to their climate
footprint and ii) adjusting its eligibility criteria. The latter should be a combination of negative screening -
excluding bonds issued by the most carbon-intensive firms and companies at odds with the transition,®

and positive screening - including more bonds of issuers and activities conducive to net-zero transition.®!

- Recommendation 1: Decarbonise QE programmes and the collateral framework in line with the
precautionary approach to climate risks.

- Recommendation 2: Increase support towards bond issuances from the European Investment
Bank and NextGenerationEU to ramp up green investment and lock in a low-carbon future.

3. Adjust its refinancing operations

The ECB needs to go beyond the narrow scope of tools to be climate-adjusted presented in its Strategy
Review. This must include influencing the banking system, particularly by integrating climate risks in, and
decarbonising, its refinancing operations® (notably the TLTROs). This should lead towards climate-aligned
refinancing operations (CAROs)® and include setting up a green TLTRO pilot supporting housing retrofits in
the EU.%65

Targeted refinancing operations are key instruments for central banks to stimulate the issuance of credit
during periods of crisis to specific segments of the real economy by lowering the cost of funding for banks.
The ECB TLTROs represent an effective mechanism of transmission of monetary policy by encouraging and
favouring bank lending to households and non-financial corporations for a longer term than in the regular
refinancing operations.*

Currently, the ECB is providing cheap funding to banks without any environmental criteria attached,
funnelling credit towards activities that may be worsening the climate and ecological emergency. Although
data on the allocation of TLTROs funds is not disclosed by the ECB, research shows that bank loans

worth billions of euro still flow to coal and gas plants.?’ This way, TLTROs may be conflicting with the EU
Green Deal, and therefore breaching the ECB secondary mandate.®® The ECB must comply with its legal
obligations and with the Paris Agreement that binds all EU institutions, and align its refinancing operations
with supporting the general economic policies of the EU.

To achieve its inflation target without neglecting its full mandate, the ECB could adjust the TLTROs facility
in several ways. In the current context of rising inflation mostly driven by skyrocketing energy prices, the
ECB could use this programme to address inflation by penalising dirty lending without jeopardising the
investments necessary to realise the low-carbon transition. To this end, the ECB could adjust its interest
rate according to the borrowing bank’s exposure to climate risks: the riskier the bank’s portfolio, the

higher the interest rate. In this way, investments in activities exposed to climate-related financial risks are
discouraged and the ECB would not risk acting against its duty to preserve financial stability.®® Alternatively,
refinancing operations can be indirectly decarbonised by excluding dirty assets from the pool of assets
eligible for such operations, or by introducing additional haircuts that account for environmental risks.”

Another complementary approach would be to offer preferential treatment to the financing of green
projects, such as energy efficiency home renovation or renewable energy (e.g. recent green lending
programmes by the Bank of Japan,” the Bank of Korea,”? and the People’s Bank of China).” This can be
done by offering a green discount rate under the TLTRO programme, proportional to commercial banks’
portfolio of green loans. The ECB could lower the interest rate of the TLTROs, which currently ranges
between -1% and 0%, for the volume of loans compliant with green purposes, hence encouraging banks
to increase their funding to sustainable business models.* The ECB could rely on the EU Taxonomy
Regulation™ and upcoming legislation on the Energy Performance of Buildings Directive (EPBD) and the
review of the Mortgage Credit Directive to identify what classifies as such and therefore contributes to

62 Refinancing operations provide banks with liquidity of different frequency and maturity. Main refinancing operations (MROs)
consist of liquidity-providing operations with frequency and maturity of one week, while regular Longer-term refinancing operarations
(LTROs) have a maturity of three months and are conducted on a monthly basis. Recently, non-reguar longer-term operations with a matu-
rity of more than three months have been introduced. In this paper, we focus on Targeted Longer-Term Refinancing Operations, which the
ECB has made available since 2014. They offer financing to credit institutions for periods up to four years at very attractive rates ranging
from -0.5% to as low as -1.0%, dependent on commercial banks meeting lending targets. By providing cheap funding to banks if they meet
specified lending criteria, the ECB is encouraging bank lending to the real economy.




the EU environmental objectives until an EU-level green mortgage standard is developed.

- Recommendation 1: Decarbonise the existing TLTRO programmes by linking the interest rate to
the exposure of a bank’s overall portfolio to climate risks and to its alignment with the transition
goals, and by excluding harmful activities from eligibility.

- Recommendation 2: Establish a pilot green TLTRO to drive the EU’s Green Deal agenda,
starting with targeted support for loans and mortgages that finance a buildings green renovation

programme.

4. Integrate climate risks into the ECB’s internal credit ratings for collateral and
asset purchases

In its climate roadmap, the ECB committed to assess the way rating agencies incorporate climate change
risks into Credit Rating Agencies (CRAs) and to develop minimum standards for in-house credit ratings, as
well as introducing climate change-related requirements, if warranted.

The ECB should not wait and see what private CRAs will - or won’t - do. It should lead by example, by
developing its own ratings and ambitious minimum standards and mandate the CRAs to follow them.”
The ECB should also provide support and technical advice to the EU and national regulators on prudential
measures necessary to tackle those risks, such as through implementing prudential capital requirements
for climate-related financial risks and climate systemic risk buffers.”

The Eurosystem provides credit to financial institutions and non-financial corporations only against
adequate collateral, which consists of different kinds of financial assets as defined by eligibility criteria.

8 Credit institutions pledge collaterals as a form of insurance towards their lender (in this instance the
Eurosystem). Should they be unable to repay their debts, the Eurosystem can sell those assets - the
collateral - to recoup its losses.” Identifying and managing the risks associated with the assets eligible as
collateral is key to minimising risks within the Eurosystem balance sheet and in the wider market. Given the
systemic nature that climate change poses to individual companies and financial institutions, as well as to
the whole economy and financial system, climate and environmental criteria should be taken into account
when rating credit.

The Eurosystem assesses the adequacy of collateral through the Eurosystem Collateral Assessment
Framework (ECAF), which draws on three sources: the in-house credit assessment systems (ICASs), the
internal ratings-based (IRB) system, and the external credit assessment institutions (ECAIs). The latter
mainly provide ratings for marketable assets, whereas ICASs and the IRB system assess non-marketable
assets, which, in the form of credit claims, represent one-third of the outstanding collateral in the
Eurosystem.

Given the recent expansion of eligibility for credit claims and the sheer proportion of private assets that
they represent in the collateral framework, we encourage the ECB to develop ambitious standards and
enhanced methodologies to integrate climate and environmental risk assessment into the ICASs to assess
the health of small and medium enterprises (SMEs) and non-financial corporations (NFCs). For this, the
ECB should also build its own database and risk indicators, as currently SMEs and NFCs rely on various
ESG providers, which may provide unreliable metrics and data, as well as suffer from conflicts of interest.®

Given the neutral nature of credit assessment by the national central banks (NCBs), which they provide at
no charge, the weight of the climate-updated ICASs within the ECAF should increase. Their methodology
should become the main source to inform ECAIs, the IRB system, and other market participant ratings.
This would allow the Eurosystem to reduce reliance on ECAIs and private ESG ratings providers, as

recommended by the Financial Stability Forum following the Great Financial Crisis.®!

- Recommendation 1: Take responsibility for setting public standards and develop minimum
standards and ratings incorporating climate- and nature-related risks.

- Recommendation 2: Introduce these standards to all sources informing the Eurosystem Collateral
Assessment Framework.

5. Support development and implementation of prudential measures to align financial
flows with 1.5°C#2

In its capacity as a supervisor and a member of the NGFS, the ECB should support and, in line with its
supervisory mandate, contribute to the development and implementation of measures to incorporate
climate-related financial risks into banks’ prudential rules.

In the ongoing review of the Capital Requirements Regulation and Capital Requirements Directive (CRR/




CRD), the ECB should signal its support for the implementation of additional Pillar | capital requirements
to reflect climate-related financial risks associated with the financing of fossil fuel assets and activities to
ensure the resilience of the banking system to climate-related financial risks. In particular, risk weights for
assets and activities associated with the exploration and exploitation of new fossil fuel reserves and the
expansion of existing ones should be increased, which is consistent with the risk profile of such activities.®
Such capital requirements can be summarised as a One-for-One rule for stability: Every euro/dollar/
pound, etc., of financing provided in relation to any new fossil fuel reserves, must be matched by one euro/
dollar/pound of the institution’s own funds, to be held liable.

In line with the results of the ECB economy-wide climate stress test (scenario exercise), which showed
“there are clear benefits to acting early” in terms of costs to the banking system and economy overall,%
the measures should be implemented without further delay, i.e., within the current CRR/CRD review.
Further, as per the European Commission s call for advice to the European Banking Authority (EBA), the
European Systemic Risk Board (ESRB), and the ECB in its macroprudential capacity,® the ECB should
contribute to designing appropriate macroprudential tools to prevent and mitigate financial stability risks
arising from climate change.® The ECB should then support the implementation of such tools in the 2022
review of the EU macroprudential framework.

The ECB also needs to use its supervisory powers to ensure robust implementation of the Pillar Il prudential
measures®’#% to mitigate climate-related financial risks of the supervised financial institutions. This
includes i) ensuring that financial institutions consider climate-related financial risks in their business
strategies, governance and risk management, and capital and liquidity adequacy assessment to the degree
possible given the existing data and methodological limitations;” ii) based on the results of the Supervisory
Review and Evaluation Process (SREP), including stress testing, imposing additional supervisory capital
requirements to cover institutions” climate-related financial risks not captured under Pillar I; and iii) in
accordance with the double materiality principle and a precautionary approach to climate risks, ensuring
that financial institutions consider the climate impact of their activity and align with a 1.5° C trajectory.

- Recommendation 1: Support the introduction of the Pillar | capital requirements and
macroprudential requirements for climate-related financial risk.

- Recommendation 2: Introduce supervisory add-ons (Pillar Il requirements) on the results of the
supervisory assessment and stress testing in cases where: i) banks are not able to demonstrate
adequate processes and organisation to manage climate-related financial risks; ii) Pillar | capital
requirements do not cover climate-related financial risks (also until such Pillar | requirements are
introduced); and iii) stress test reveal capital shortfall to cover climate-related financial risks.

- Recommendation 3: Require supervised entities to submit and implement net-zero alignment
plans, subject to robust standards and validation.




The roadmap of the climate-related actions that the ECB announced last summer as part of its Strategy
Review was a welcome shift in recognising that central banks have responsibilities to act on climate change.
The ECB’s plans, however, fall far short, offering an approach focused on protecting the financial sector,
and the Bank’s balance sheet, from climate risks, rather than on precautionary action to tackle those risks
and protect the environment and society as a whole. Essentially, “rather than fighting climate change, the
ECB seeks to flee from its consequences.™ The current energy crisis, driven predominantly by spiking gas
prices, has painfully underscored the urgency of the move away from volatile fossil fuels. With inflation on
the rise and the cost-of-living squeeze hitting millions, the ECB must act decisively within its mandate to
support EU governments in delivering an orderly green transition. By using its policies to shift financial
flows away from fossil assets and towards essential green investments, the ECB can play a key supporting
role in both ensuring resilience to future energy shocks and tackling the climate emergency.
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