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Key Recommendations

The ABA and its members do not support the development of a separate Pillar 3 framework for
climate-related risks. Instead, we believe that climate risks should be reported on through existing
prudential categories such as credit risk or market risk.

The BCBS should strive for harmonisation with other international standard setters, to reduce the
potential for duplication. The BCBS should work towards interoperability and comparability with
existing frameworks (including both mandatory disclosure standards such as IFRS S1 and S2
and voluntary frameworks such as NZBA) for disclosure requirements in a Pillar 3 context, with
the specific aim of avoiding duplication of any existing disclosure requirements.

Notwithstanding the above, should the BCBS proceed with consideration of this separate Pillar 3
framework, it should ensure that it aligns with the objectives of Pillar 3, namely, to support the
capital adequacy and financial resilience of the banking sector and focus only on addressing any
identified gaps in climate risk information and disclosure relevant to the Pillar 3 objectives.

Policy Leads: Craig Evans, Policy Director, craig.evans@ausbanking.org.au

Merric Foley, Policy Director, merric.foley@ausbanking.org.au

About the ABA

The Australian Banking Association advocates for a strong, competitive and innovative banking industry that delivers
excellent and equitable outcomes for customers. We promote and encourage policies that improve banking services
for all Australians, through advocacy, research, policy expertise and thought leadership.
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ABA submission to BCBS

The Australian Banking Association (ABA) welcomes the Basel Committee on Banking Supervision’s
(BCBS) consultation on a disclosure framework for climate-related financial risk. The ABA acknowledges
that the treatment of climate-related financial risk is an issue of increasing importance, though challenging
at a time when the quality and availability of data are evolving.

Our submission makes some overarching comments reiterating our key recommendations above.
Notwithstanding our general view that we do not support the development of a separate Pillar 3 framework
for climate-related risks, our submission makes some additional short comments regarding further details
of the consultation. We reiterate our view that any climate-related Pillar 3 framework should aim to not
duplicate existing requirements and should be aligned to the specific objectives of Pillar 3, to support the
capital adequacy and financial resilience of the banking sector. Any additional Pillar 3 requirements
should focus only on addressing any identified gaps in climate risk information and disclosure relevant to
the Pillar 3 objectives.

Overarching comments

The ABA and its members do not support the development of a separate Pillar 3 framework for climate
related risks. Instead, we believe that climate risks should be reported on through existing prudential
categories such as credit risk, liquidity risk or market risk. This is because we believe that climate risks
should be treated as a driver of financial risks rather than a separate risk category of its own.

We also believe that the BCBS should strive for harmonisation with other international standard setters,
to reduce the potential for duplication. A single set of disclosure standards enhances comparability across
jurisdictions. To this end, the ABA welcomes the BCBS’s coordination with the International Sustainability
Standards Board (ISSB) and recommends that the BCBS should work towards interoperability and
comparability with ISSB standards for disclosure requirements in a Pillar 3 context.

We further note that voluntary frameworks, such as the Net Zero Banking Alliance, form a substantial and
critical part of the global disclosure requirements. We suggest that the BCBS consider interoperability
with these voluntary frameworks as with IFRS S1 and S2.

To assist the BCBS, we attach a paper from the ABA on Climate Risk and Capital, which looks at
incorporating climate risk in the capital framework.

Data availability

There is global recognition that accurate, public, and easily accessible data will be foundational to the net
zero transition.! Equally, there is recognition that much remains to be done to improve the quality and
accessibility of climate data, both in Australia and globally.

The need to improve climate data has been accepted by Australian public authorities. Most notably, the
Australian Prudential Regulation Authority (APRA), in publishing the results of the 2022 Climate
Vulnerability Assessment, stated that:

[Data quality assessments] indicated that climate-related data quality, granularity and accessibility
remain a challenge. From a transition risk perspective, inputs and estimates essential to modelling
a transition to a lower emissions economy scenario remain a significant challenge. As for data
relating to physical risk, business lending asset location and future climatic data modelling
remains an area for improvement.?

1 For example, see: PCAF, CDP (June 2023) The importance of data quality in the journey toward decarbonization (link).
2 APRA (November 2022) Information Paper: Climate Vulnerability Assessment Results (link).
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The Australian Government’s Sustainable Finance Strategy has also drawn attention to the need to
address data and analytical challenges:

Data-related challenges faced by both firms and investors were highlighted in Treasury’s initial
consultation on new mandatory climate disclosure requirements. Stakeholders noted important
gaps in data and capability, particularly around scope 3 emissions reporting and scenario
analysis. The significance of these challenges has been recognised across other jurisdictions,
and there are coordinated efforts to address them through the Financial Stability Board (FSB),
the G20’s Sustainable Finance Working Group and other international processes.

We expect that the process of data improvement will require several years, and that gaps will persist over
this period. This will mean that disclosures or metrics may take some time to mature before they can
support meaningful comparability between disclosing entities.

Industry classification codes

The ABA notes that the BCBS proposes to classify sectors according to the General Industry
Classification Standard (GICS). We recommend that the BCBS consider a more flexible approach.
Different jurisdictions have often adopted their own industry coding classifications (for example, Australia
uses the Australia and New Zealand Standard Industrial Classification), which can create challenges in
terms of mapping domestic and international codes. Should the BCBS continue to consider use of GICS
codes, we recommend that BCBS engage jurisdictional statistical bodies to facilitate mapping between
national industry codes and GICS codes.

Forecasts

Forecasts are not typically required under Pillar 3 disclosures. We recommend that the terminology be
changed to “scenario analysis” to reflect any forward-looking information included in disclosures. This will
capture the fact that scenario analysis does not reflect a forecast of future events but rather an
assessment of potential future outcomes based on a set of assumptions, variables, and inputs.

Pilot testing

Given the interactions and overlap between the proposal and existing disclosure mechanisms
(discussed above), we recommend that, should the BCBS see merit in this proposal, a round of pilot
testing undertaken by jurisdictional regulators be undertaken prior to moving forward. While not
common practice, a pilot in this instance would assist in identifying use cases, eliminating duplication
with other reporting obligations and ensuring that any final position of the BCBS is well-tailored towards
the intended outcome.

- ENDS -
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Executive Summary

« There is no compelling case at present for additional climate-risk specific capital overlays.

 Thereis a case for deeper work on various matters, including data and scenarios.




Key Points

* Australian banks have a very strong capital position on an international comparable basis with (like-for-
like) ratios higher than most global peers. Australian banks are therefore in a good starting position
from a capital standpoint, which implies greater resilience to absorb any near-term capital impacts
from climate risk.

* Pillar 1 and Pillar 2 capital frameworks have existing mechanisms for banks to account for climate risks.
The greater flexibility and longer time horizon of the Pillar 2 framework, give it more degrees of
freedom to capture the broader impact of climate drivers on a bank’s capital position. Intrinsically, it is
also suited to include climate scenarios. For climate risks to be properly included in the capital
framework, the data, methodology and scenarios used in climate risk scenario analysis will need to be
uplifted and will require investment from banks, government and supervisors.

* Capital requirements are an area for policy makers to maintain competitive positioning for Australian
banks to facilitate financing transition investments which reflect the national circumstances. The
industry is well placed on the frontier of transition investing and preserving this should be a focus with
capital framework design amendments.

* The mechanisms and magnitude of climate risk impact on liquidity will need further analysis and
assessment.




Policy Objectives

 The primary purpose of the capital framework is to ensure the stability, safety and soundness of
individual banks and hence the resilience of the wider financial system.

e (Capital serves as the financial cushion available to a bank to protect the bank’s depositors and other
debt holders from unanticipated losses during times of stress. The capital framework is not intended
to be used to achieve ESG goals such as net zero carbon emissions. It is critical that banks’ capital
requirements fairly reflect the risks the bank is taking, and this is not distorted by other objectives.

*  Using the capital framework as a way to penalise high-emitting sectors and reward low-emitting
sectors may result in under-capitalisation and under-pricing of certain investments, reduce the ability
of banks to provide transition finance to the high-emitting sectors that need significant capital to

reduce their emissions, and exacerbate the increases in energy costs that Australians are already
facing.




Supporting Analysis: Incorporating Climate Risk
Into Capital Requirements

« Australian banks are starting from a strong capital position

The capital framework already incorporates mechanisms to capture near-term risks @

due to climate . .

Work is needed to develop scenarios to appropriately incorporate climate risks'gt.

ICAAP




Incorporating climate risk in the capital framework

Transition

Physical

Liability

Arises as a result of exposures to
industries and sectors that are
disrupted due to rapid policy
changes, changes in consumer
sentiment, or technological
innovation.

They are already beginning to
crystalise and are expected to be a
growing material riskin the short to
medium term.

Arises as a result of exposures to
areas impacted by natural
disasters where increasing
frequency and severity of weather
events and natural disasters can
cause losses quickly.

Arises as a result of fines and legal
action from regulators, investors,
customers, and other stakeholders
that could result from climate-
related issues

Existing Mechanisms to capture near-termrisks due to climate

Where transition risks are assessed as material for a bank in the near term, it should be consistent
with, and appropriately captured by, capital requirement assessments.

In such cases, the existing Pillar 1 and Pillar 2 frameworks already allow for flexibility to capture such
risks via risk parameters and scenario analysis over a three-to-five-year time horizon (e.g. through
adjustment in ratings to capture an increased risk of default).

Growing material risks will extend beyond a five-year time horizon as indicated by the results of the
APRA CVA.

Even the worst climate scenarios result in minimal changes in temperature over a five-year time
horizon, largely because scenarios depict movements in averages rather than extremes (noting that
potential exposures/losses are still seen to increase by 2030).

Insurance costs have been rising rapidly as these are more responsive to short term weather
changes, and this could continue if bad weather experiences persist.

Either way, the existing capital framework can capture these near-term impacts within risk .

parameters (e.g. adjusting PDs and/or LGDs to consider changes in asset valuations and insurance . ‘

costs).

Considered under current Operational Risk capital requirements, although current methodologies are
not sufficiently granular to attribute capital for specific causes (e.g. litigation due to climate issues).
It is therefore unclear whether climate would materially increase Pillar 1 capital requirements from
their current calibrated levels. However, it can be explicitly considered in scenario processes and thus

influence capital via the Pillar 2 framework.




Pillar 1 frameworks and tools for advanced banks allow
for the consideration of near-term climate risk impacts

Credit Risk * Given how PD and LGD parameters are derived, they have the capability to incorporate nearterm climate risks, although

there are some challenges in doing so.

« Both PDs and LGDs are generally calibrated using historical data. As the severity of impacts continues to change, these
historical periods may not capture the full extent of the climate risk on counterparty ratings.

* Notwithstanding this, existing PD models do include a range of factors, many of which will capture climate-related risks to
some degree.

» The banking system’s reliance on the insurance sector for PD and LGD mitigation is a vulnerability, with rapidly growing
premiums in climate-affected areas, and the risk of under-insurance or uninsured collateral.

Market Risk * While climate risk is expected to impact the market value of securities in some cases (e.g. transitional impacts on
commaodity prices), there is currently limited evidence indicating that climate will drive market volatility in excess of that
already considered by market risk capital models.

Interest Rate » The existing rate shocks to assess the vulnerability to interest rate risk are severe and are agnostic to the source of the
Risk in the volatility.
Banking Book « Given the nature of climate risk, it is not expected to materially drive interest rate risk capital requirements at this stage.

Potential links between climate risk and rates are currently not well understood and the relationship needs to be further
explored and revisited as data develops, noting that itis volatility in rates rather than structural shifts that could impad
IRRBB capital requirements.

Operational » Following the new APS 115, Australian banks are expected to replace the Advanced Measurement Approach and the
Risk standardised approach with the single Standardised Measurement Approach to Operational Risk by January 2023.

» Operational risk capital requirements under APS 115 are assessed based on a percentage of the bank’s business indicator

as defined by APRA. This calculation is agnostic to the source of operational risk.




Pillar 2 is more suited to consider broader capital
needs arising from climate risks

CPG 229 recognises that climate scenario analysisis a core part of a bank’s climate risk
management framework.

Stress testing and scenario analysisconducted as part of banks’ ICAAP allows both
standardised and advanced banks to consider a wide range of risks —includingclimate risk
—over a three-to-five-year horizon.

The relevance of these tools depends on the scenarios fed into the analysis. The
Australian bankingindustry currently lacks sufficiently robust, Australia-specific scenarios

within the three-to-five year range.




Supporting Analysis: Climate Scenarios

« Localised and shorter-term climate scenarios are necessary to support their use in the
capital framework

« To support analysis of climate risks under Pillar 2, Australian-specific shorter term climate @
risk scenarios will need to be developed @




Existing long-term scenarios

e Existing climatescenarios are over 30 years+ and typically designed to support policy
making to manage climate change. Central banks and supervisors also use climate
scenarios to explore the possible impacts on the economy and the financial system.

e Limitationsinclude:

* NGFS scenarios do not vary significantly from the current state in the three-to-
five-year time frame, despite showing material changes in the medium to long
term. Therefore, they are useful for exploring longer term risks, but less useful for
capital adequacy assessment.

e Scenarios are not specific to Australiaand may not accurately reflect material
physical and transitionrisks that are more likely in the short-to-medium term.




Opportunities for uplift

* Scenarios that are shorter-term and/or more specific to the Australian economy could be
developed by central authorities (the ABA, RBA, APRA, other Government body). The key
advantages of this approach are to:

* Provide the industry with a uniform set of standards upon which to assess climate
risk.

* Reduce the need for scenario expansion by individual banks.

* Enableregulators to make further policy decisions, includingassessing climate-
related stress testing outcomes vs. existing capital buffers.

 Thereisalso a broader need for banks to improve scenario developmentand modelling
capabilitiesto explore a range of possible near term climate risks and update these as the
world evolves. To support this, banks will also need to collect climate-related data (both
internally and externally), be able to translate these into macro-economicindicators, as
well as outcomes relevant for capital (e.g. ratings transition matrices) to improve risk
assessment and scenario analysisover time.
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Recommendations — Banks

Individually or at the industry level through the ABA :

. Continue to refine how climate risk can be embedded into existing capital methodologies across Pillar 1 and 2, analysing,
adapting, and embedding existing frameworks and models to evolving climate regulations, market environment and data,
including but not limited to:

O

Individually, review credit rating frameworks to ensure climate risks (physical, transition, and liability) and their impact
on credit worthiness of bank clients are adequately considered in the rating process and outcomes.

Improve scenario development and modelling capabilities to explore a range of possible near-term climate risks and
update these as the world evolves.

Collect climate-related data toimprove risk assessment and scenario analysis over time.

Develop standards of insurance and establish systems to monitor the suitability of the cover, and monitor the currency
of the insurance in conjunction with other relevant stakeholders such as the insurance industry.

. Continue to implement and embed climate risk into risk management practices, consistent with relevant supervisory
standards and/or guidance, e.g. APRA CPG 229 and BCBS d532, including but not limited to:

O

Continuing to develop risk management practices to assess and, where necessary, mitigate the impacts of physical and
liability risks on banks’ operations and liabilities.

Carefully monitoring and managing risks related to the carbon derivatives market while rapidly adapting frameworks
and models to this new asset type.

Consider including climate-related causes as part of ICAAP and stress testing, scenario analysis and funding/liquidity
stress testing.




Recommendations — Supervisors

e Lead and/or assistin the development of new short-term (e.g., five year) scenarios specific to
the Australian financial industry, which will enable banks to run more targeted scenario analysis
that is relevant for capital adequacy purposes. Include in these scenarios appropriate
macroeconomic variables to ensure more consistency across banks.

e Staycoordinated with global peers to ensure the approach to address climate risks through the
capital framework remains relevant to the national circumstance and does not further widen an
uneven global playing field — noting that APRA’s capital framework is already more conservative
than international peers. All adjustments made to align the capital framework with
international best practice should first consider local market context (e.g. capital position, data
availability of Australian banks).

e Continue to consult the banking industry to explore the most optimal and feasible approaches
for managing climate risk.

e Coordinate banking and insurance supervision to harmonise transparentrisk sharing between
the sectors, especially on property insurance. This may require standardisation of policies, and
systems of recording the currency of policies and notification of policy lapses.




Recommendations — Government

e Lead and/orassist in the developmentof new short-term (e.g., five year) climate scenarios
and data inputs (including insurance coverage data) for the Australian economy, which will
enable banksto run more targeted scenario analysis that is relevantfor capital adequacy

purposes.

e Supportfacilitation with the CSIRO and Bureau of Meteorology for the provision of
scenario data for community and government agencies, and industry planning.
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About the ABA

With the active participation of 23 member banks in Australia, the Australian Banking
Association provides analysis, advice and advocacy for the banking industry and contributes
to the development of public policy on banking and other financial services.

The ABA works with government, regulators and other stakeholders to improve public
awareness and understanding of the industry’s contribution to the economy and to ensure
Australia’s banking customers continue to benefit from a stable, competitive and accessible
banking industry.
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