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1. Defini�ons:  
 
It would be helpful to state (or re-state), in a glossary or introduc�on, defini�ons of all key 
terms and risks. For illustra�ve purposes, these could be as follows:- 
 
A global bank is exposed a range of risks across two typical kinds of balance sheets, viz, banking 
books and trading books.  
 
Banking books: comprise all loans, overdra�s, por�olio finance/Lombard, trade finance and 
project finance assets, and held-to-maturity bonds including statutory por�olios or reserve 
por�olios of government bonds, etc.  
 
Trading books: consist of posi�ons in debt and equity securi�es and their deriva�ves, posi�ons 
in foreign currencies and commodi�es, deriva�ves books (including foreign exchange, interest 
rate, credit & commodity deriva�ves), and units of various types of funds, etc. 
 
Risk: In a general commercial and financial context, risk is the most probable divergence 
between expected returns and actual returns. In other words, risk is what can happen to your 
Profit and Loss account, as a business or as an investor.  
 
There are three typical defini�ons of risk, in three different banking contexts, viz, 
 

1. Trading book context: In a trading context, risk is measured as the standard devia�on of 
return over suitable horizons – daily, monthly, quarterly, annual. The “value at risk” of a 
posi�on or a por�olio is its poten�al loss from a prescribed degree of price vola�lity. 

2. Banking book context: In a banking context, risk is expressed as an expected loss (in 
annual percentage terms) to a por�olio of assets due to credit defaults, opera�onal 
errors, mis-deliveries, and so on. 

3. Scenario analysis context: Simula�ng shocks is a common way for regulators, investors 
and owners to understand the maximum poten�al downside they might suffer in an 
extreme scenario, irrespec�ve of the type of event (poli�cal, economic, market, credit, 
environmental, ecological) that caused the shock or the extreme scenario. It is o�en 
experienced that event risks tend to increase price correla�on across different markets, 
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and that worst case scenarios are an appropriate way to model for such exposure. (This 
context is usually applied to both banking books and trading books alongside their 
‘normal’ risk metrics as above.) 

 
Banking books and trading books are both exposed to risks from asset and liability mismatches 
(a) mismatches in overall quantum of assets versus liabili�es, leading to funding gap risks, or (b) 
mismatches in periodici�es of re-pricing these assets and liabili�es, leading to interest rate gaps. 
Such asset-and-liability management (“ALM”) risks are of three categories:- 
 

1. Solvency risks: Long-term funding risks of becoming insolvent, i.e., becoming unable to 
meet funding gaps due to systemic �ghtness/crises, escala�ons in statutory reserve 
ra�os, cyclical liquidity paterns, credit deteriora�on, reputa�on issues, etc. 

2. Liquidity risks: Short-term funding risks of cost escala�on due to significant and 
unexpected interest rate increases on short-term liabili�es, or excessive losses on 
liquidity buffers (short-dated marketable securi�es) suffering unexpected price losses. 

3. Interest rate (gap) risks: open interest rate gaps from tenor mismatches in asset and 
liability rates being affected by adverse interest rate movements when repriced. 
Divergence in asset rates vs liability rates (an instance of basis risk) might also cause 
losses even when assets and liabili�es are repriced simultaneously for the same periods. 

 
Banking books and trading books are both exposed to business, opera�onal, liquidity, 
counterparty and credit risks, concentra�on risks and country risks, as follows, 
 

1. Business risks: the risks of revenues from banking and/or trading books failing to meet or 
exceed their costs for a number of reasons including compe��on, market evolu�on, 
product evolu�on, regula�ons, reputa�onal issues, performance issues, etc 

2. Opera�onal risks: the risks of mis-execu�on or mis-delivery of contracts, due to a range 
of internal and external causes, leading to opera�onal losses for the bank.  

3. Counterparty and Credit risks: the risks of default by counterpar�es to a borrowing or to 
a market contract due to counterparty/sector-specific or systemic drivers. These may be 
either systematic (i.e. affec�ng all asset classes) or idiosyncratic (i.e. only affec�ng assets 
in specific sectors or companies).  

4. Concentra�on risks: excessive concentra�ons of assets (loans or bonds) of the same 
industry as borrowers/obligors might exacerbate counterparty or credit risks, and this is 
referred to as ‘concentra�on risk’ 

5. Country risks: the risk of default by countries leading to outright credit losses or 
constraints in interna�onal payment mechanisms in turn leading to failures to deliver on 
contracts – these are collec�vely referred to as ‘country risks’ 

 
Trading books are marked-to-market on a daily or regular basis, and are further exposed to 
market price risks as well. 
 



   
6. Market price risks: these include the effects on mark-to-market values of trading book 

assets of market price vola�lity in equity and fixed income prices, exchange rates 
(foreign exchange risk), interest rates (interest rate risk), spreads (basis risks and spread 
risks), op�on vola�li�es (in forex, rates and credit markets), and further deriva�ves of all 
of the above. 

 
 

2. Impacts and risks: 
 
It is essen�al that this Consulta�ve Document  
 

(a) clearly states the causal links between “impacts” (i.e. es�mated economic values of 
corporate externali�es) and “risks”, and 

(b) clearly states that “climate-related financial risks” are a sub-set of a wider category of 
risks called “nature-related financial risks”  
 

“Today’s externalities are tomorrow’s risks and the day after’s losses” – Pavan Sukhdev 
 
According to the BCBS1 Consulta�ve Document “Disclosure of climate-related financial risks”, 
paragraph 2, “physical and transition risks... may materialize through the traditional risk 
categories of credit, market, liquidity, operational and other risks for banks but have distinct risk 
drivers.”  
 
In other words, externali�es’ impacts and dependencies can be recognized as exacerba�ons of 
the tradi�onal risk classes, arising through addi�onal exposure of various tradi�onal types to 
the banks’ borrowers and obligors due to climate change: as the BDBS Consulta�ve Document 
states, “Climate-related financial risks impact banks’ credit, market, liquidity, operational and 
other risks based on the physical locations of the banks’ operations and through the 
counterparties and other stakeholders with whom they interact or invest in”.  
 
However, it should be noted that the above categories of risks can be exacerbated not only by 
climate externali�es, but by all material externalities (i.e. “material” in demonstrable economic 
terms) which can become material risks, and eventually material costs to a business, if they get 
“internalized”. Therefore, there is a case to be made to extend this BCBS thinking (about how 
climate externali�es become climate risks) also to other significant externali�es, such as may be 
caused by water extrac�on, air pollu�on, water and land pollu�on, waste genera�on and 
nega�ve impacts on biodiversity and ecosystem services.   
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3. Internaliza�on of Externali�es: 
 
It is well established that corporate externali�es do get internalized (by design, by decree or by 
disaster2) but it is almost impossible to predict when that might happen, or to what extent.  
 
Many variables and uncertain�es are involved in such “internaliza�on” processes; however, it is 
a reasonable approach to model the expected extent of internalized loss or cost to reflect three 
major factors, viz,  

(a) the expected value of impact caused to third-par�es (e.g. the health costs of air 
pollu�on; or the economic cost of climate-caused loss and damage, etc)  

(b) the demonstrability of causality (i.e. strength of scien�fic evidence demonstra�ng 
the links from corporate drivers to physical outcomes, to well-being impacts) 

(c) the extent of socio-political acceptance (or resistance) to regula�on changes, in 
respec�ve sectors and jurisdic�ons, that would otherwise have enabled or accelerated 
internaliza�on. 
 
These three independent factors are the three most important aspects of the chain that 
connects an impact, through its quan�fica�on and its probability and likely extent of 
“internaliza�on”, to its reflec�on as a financial risk. It is therefore important to try to quan�fy all 
three factors, and this presents differing degrees of challenge. 
 
Factor (a) impact valuation can be es�mated using VBA and IFVI recommended architecture and 
methodology standards. Whilst this is a complex exercise, it is already a well-documented and 
peer-reviewed science, with many corporate leadership examples available for learning over the 
last ten years.  
 
Factor (b) demonstrable causality is a reflec�on of the credibility of the science and economics 
behind the “driver, outcome and impact” approach and its causality chains.  
 
Factor (c) is a socio-poli�cal assessment of likelihood (or remoteness) of the possibility that 
today’s externali�es, which are contingent liabilities (an interpreta�on of IAS-37) are allowed to 
become actual liabilities that need recogni�on in the accounts of the responsible company. 
 
These three factors have different degrees of relevance for different risks faced by banking and 
trading books, but in general, they tend to increase risks and the resultant exposures due to 
poten�al deteriora�on in credit ra�ngs, reputa�on, market and product evolu�on due to 
markets and regulators beginning to recognize the effects of nega�ve externali�es and the need 
to contain, manage and reduce them. They also create new opportuni�es through market and 
product evolu�on, but that is not in-scope for this note on how externali�es add to risks.  

 
2 See Annexure-1 for examples 



   
4. Quan�fica�on of Impacts 

 
Quan�fica�on of impacts and their concomitant risks is explored by the BCBS in sec�on 3.2 
(quan�fica�on) of their Consulta�ve Document. The Commitee finds that “For banks, financed 
emissions are often the most significant part of their total GHG emissions.” This �es well with 
GIST and UBS thinking that the “downstream” of the bank is largely about impacts and risks 
reflec�ng in the balance sheet of the bank.  
 
The Commitee has developed several sample tables for repor�ng climate-related financial risks 
(“CRFR”) and “Table CRFRB on additional proposed disclosures relating to transition risk, 
physical risk and concentration risk”. This serves as a good example, however, more focus on 
the category of tradi�onal risk and its transmission mechanism into climate-related financial 
risks (exhibi�ng as transi�on risks or physical risks) is warranted. To meet this goal, GIST Impact 
has designed the following risk framework for banks repor�ng climate related financial risks. 
 
GIST Impact’s table summarizes which risks are most affected and increased by which 
externali�es in which “level-1” GICS sectors, bearing in mind that the largest “climate” and 
“sustainability” exposures of a global bank are its downstream exposures, known in climate 
context as “financed emissions”, and their related externali�es and financial risks :-  
 

 
 
In order to size the effects of corporate externali�es on these various bank risks, we need a 
sector-wise and externality-wise understanding of the extent of expected internaliza�on (i.e. the 
extent to which material con�ngent liabili�es under IFRS-37 become actual liabili�es) and the  
time horizons over which we expect that might happen, and in which groups of countries (eg: G-
20 only? Developed countries only? Or all UN member na�ons?).  
 
BCBS states in its Consulta�ve Document3 that “the Committee is exploring an approach 
whereby counterparties would be classified by sector according to the Global Industry 
Classification Standard (GICS)”. Thus, the next stage is to es�mate and standardize 

 
3 Consulta�ve Document dt. 29th Nov 2023 of the Basle Commitee for Banking Supervision (“BCBS”) of the Bank 
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“internaliza�on rates” (over standard �me horizons) for at least each of the broad sectors of the 
economy, per GICS. The table below illustrates what this means for GHG emissions impacts 
across various GICS level-1 sectors: 
 

 
 
As shown above for GHG impacts internaliza�on, this kind of summarized tabula�on embodies 
“sector-wise, driver-wise” understanding of the internaliza�on probabili�es of the most 
significant drivers of nega�ve externali�es (eg: GHG impacts, water usage impacts, air pollu�on 
impacts, etc). Annexure-24 is just such a spreadsheet summary, cu�ng across GICS Level-1 
sectors for each of the environmental drivers: GHG impacts, air pollu�on impacts, waste 
impacts, and so on. 
 
The next stage of explora�on that GIST impact proposes together with its partners in each 
sector is to expan knowledge of the three driving factors. Of the three determining factors 
men�oned above, we already have a strong handle on factor (a) above, impact valuation, 
through the GIST Impact Valua�on Engine and its applica�ons. We now seek to create standards 
for factor (b) demonstrable causality and factor (c) socio-political likelihood of con�ngent 
liabili�es becoming actual liabili�es through processes that lead to internaliza�on. 
 
 
Pavan Sukhdev 
CEO – GIST Impact 
pavan@gis�mpact.com 
 

 
4 See Annexure – 2, a sample spreadsheet summary of what a standardized quan�ta�ve exposure table might look 
like based on sectoral varia�ons in rates of internaliza�on of key externali�es.  
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