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1 KEY TAKEAWAYS 

The consequences of climate change are important for executive and supervisory board members 
of financial institutions, because of the:  

1. focus of financial and non-financial regulators on the adequate control of material climate-
related risks on the balance sheets of banks and insurers ('climate risks' or 'sustainability 
risks') and the prevention of, among other things, greenwashing  

2. voluntary commitments by many financial institutions to reduce their climate impact1  

3. the (proposed) policy changes in the European Green Deal, the European Commission's action 
plan for financing sustainable growth, and the recently published Beleidsagenda voor 
duurzame financiering (Policy Agenda for Sustainable Financing) of the Dutch Ministry of 
Finance,2 while focusing on the need for banks and insurers to act as conduits for reorienting 
capital flows towards a more sustainable economy. 

Executive and supervisory board members3 have been given significant responsibility to manage 
the financial sector's exposure to climate risks and to fulfil the central role that the financial 
sector is expected to play in the transition towards a sustainable economy. But assessing climate 
risk, let alone managing it, is not straightforward. The unique feature of climate risks – whether 
manifesting in the form of physical, transition, or liability risk4 – is that they are difficult to predict 
and could occur in shocks with many outliers and feedback effects depending on the transition 
pathway, which could for example be slow (allowing climate change impacts to grow) or rapid 
(potentially involving shocks to the economic system during the adjustment process).  

In short, future climate risks will differ from past climate risks – that is the nature of climate 
change. Risk models used in the financial sector are predominantly based on historical data that 
are extrapolated to the future. The premise underpinning such models, that the future looks in 
most important respects like the past, does not hold in the face of a changing climate. Climate 
risks must therefore be 'quantified' by means of scenarios, which correspond to transition 
pathways. The selection and specification of these scenarios thus forms the basis of the climate 
risk management framework and business and strategic decisions based on it. As a result, the 
reliability of these assessments and the adequacy of management actions based on them is 
highly contingent on the materialisation of that specific scenario.  

The selection and specification of scenarios as the basis for assessing and managing climate 
risk, is thus essential for the fulfilment of executive and supervisory board responsibilities.  

 
1 Examples are GFANZ, including the Net Zero Banking and Insurance Alliances.  
2 Letter to Parliament 'Beleidsagenda voor duurzame financiering' (7 June 2022), with reference 2022-0000153187 (available at: 
https://www.rijksoverheid.nl/documenten/kamerstukken/2022/06/07/kamerbrief-beleidsagenda-voor-duurzame-financiering). 
3 All references to supervisory board members will include a reference to non-executive directors in a one tier model. 
4 Transition risks and physical risks affect the balance sheets and business models of banks and insurance companies mostly indirectly through 
so-called micro- and macro-economic transmission channels. From a micro-economic perspective, for instance, as severe weather events causes 
property damage for businesses and households, banks may face increasing credit risk due to collateral depreciation. From a macro-economic 
perspective, climate risk might trigger repricing of equities by banks or insurance companies due to shifts in prices or socio-economic changes. 

https://www.rijksoverheid.nl/documenten/kamerstukken/2022/06/07/kamerbrief-beleidsagenda-voor-duurzame-financiering
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In this booklet, we discuss the potentially far-reaching implications of these developments for 
the responsibilities of executive and supervisory board members, particularly of banks and 
insurers, against the backdrop of the uncertainties described above. Key takeaways are:  

1. Responsibilities of executive and supervisory board members of financial institutions are 
becoming more explicitly embedded in hard and soft law, which is also the case for the 
responsibilities to manage climate-related risks (chapter 2). 

2. Executive and supervisory board members discharge these responsibilities, while the 
uncertainties are great. They will have to base many of their decisions on scenarios, while 
the use of scenarios is subject to uncertainty and poses significant challenges (chapter 3).  

3. The responsibility to manage climate risk encompasses taking control measures, including 
taking climate risks into account in pricing, setting limits on exposure to carbon-intensive 
economies, and potentially restricting dividend payments to capitalize climate risks. Such 
measures will pose challenges to executive and supervisory board members, because they 
can have a major and adverse impact on stakeholders (chapter 4). 

4. Wide responsibilities, high expectations as to the adequate fulfilment of those 
responsibilities, material stakeholder impact, all against a background of high uncertainty; 
this is a combination of factors that potentially expose financial institutions and their 
directors to risks of regulatory action or liability. These risks exist, in particular, when the 
scenarios selected by the institutions on which decisions with a major impact on various 
stakeholders are based have, with hindsight, not materialised because the scenario appears 
to have been too optimistic, too conservative, or wrongly calibrated (chapter 5). 

5. We recommend that a more explicit debate between financial institutions, regulators, and 
policymakers on the possible mitigation of uncertainties and the dilemmas facing bank and 
insurance executive and supervisory board members, takes place (chapter 6).  
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2 TREND TO EMBED EXECUTIVE & SUPERVISORY BOARD 
RESPONSIBILITIES IN REGULATORY FRAMEWORK 

Key takeaway – Responsibilities of directors and supervisory board members of financial 
institutions are becoming more explicitly embedded in hard and soft law, which is also the case 
for the responsibilities to manage climate-related risks. 

 
Since the global financial crisis, there has been a trend towards explicit and detailed regulation 
of the responsibilities of executive and supervisory board members. Examples include the EBA 
Guidelines on Internal Governance (21 March 2018), the requirement arising from the Anti Money 
Laundering (AML) Directive to make one of the directors personally responsible for the AML risk, 
and the responsibilities explicitly attributed to the management body in the ECB Guide on the 
ICAAP.  

This trend is also apparent in the context of sustainability-related responsibilities. In recent years, 
such responsibilities of banks have been specified in EBA Guidelines on Internal Governance, the 
ECB Climate Guide, and, most recently, in principles for effective management and supervision 
of climate-related financial risks of the BCBS. In insurance, sustainability-related regulatory 
expectations focus on the integration of climate risk in the Own Risk & Solvency Assessment 
(ORSA), although board responsibilities for climate risks have been specified in a 2021 paper by 
the International Association of Insurance Supervisors (IAIS). In both sectors, climate risk is a 
key concern in the assessment of the fit and reliability of board members by the ECB and DNB.5 

Sustainability-related responsibilities are not only incorporated in (quasi) soft law instruments, 
but also increasingly in (proposed) EU regulations and directives. The Banking Package 2021 
proposals by the European Commission provide for an explicit duty for the management body of 
banks to develop concrete plans to address climate, social, and governance risks. The Solvency 
II Review legislative proposals provide that insurers must assess their exposures to climate 
change risks in the context of its ORSA. The Delegated Regulation (EU) 2021/1256 of the 
Commission of 21 April 2021 amending Delegated Regulation (EU) 2015/35 as regards the 
integration of sustainability risks into the governance of insurance and reinsurance companies 
also reflects this focus. 

The trend towards sustainability-related responsibilities extends beyond the banking and 
insurance sectors. Notably, in February 2022 the European Commission published a proposal for 
a Corporate Sustainability Due Diligence Directive which provides that Member States ensure that 
directors of certain large companies, when fulfilling their board duties, consider the 
consequences of their decisions for sustainability matters including in relation to climate 
change.6 We expect that these requirements apply to most large banks and insurance companies, 
too.  

 
5 https://www.dnb.nl/voor-de-sector/open-boek-toezicht-fasen/voorafgaand-aan-toezicht/bestuurderstoetsing/aanvangstoetsing/klimaatrisico-
s-onderdeel-van-personentoetsingen/. 
6 The proposed provision on director duties in the Corporate Sustainability Due Diligence Directive is subject to considerable criticism, see e.g. 
the blogpost of the European Corporate Governance Institute (ECGI) (available at: https://ecgi.global/blog/proposed-due-diligence-directive-
should-not-cover-general-duty-care-directors). Therefore, it remains to be seen to what extent the proposal will be adopted in the final text. 

https://www.dnb.nl/voor-de-sector/open-boek-toezicht-fasen/voorafgaand-aan-toezicht/bestuurderstoetsing/aanvangstoetsing/klimaatrisico-s-onderdeel-van-personentoetsingen/
https://www.dnb.nl/voor-de-sector/open-boek-toezicht-fasen/voorafgaand-aan-toezicht/bestuurderstoetsing/aanvangstoetsing/klimaatrisico-s-onderdeel-van-personentoetsingen/
https://ecgi.global/blog/proposed-due-diligence-directive-should-not-cover-general-duty-care-directors
https://ecgi.global/blog/proposed-due-diligence-directive-should-not-cover-general-duty-care-directors
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In parallel to these regulatory developments, companies and their executive boards are 
increasingly held accountable for their climate policy through climate-related litigation, 
enforcement, and activism including by environmental action groups, investors, as well as 
regulatory and supervisory authorities. The well-known pending climate-related cases against 
Shell and its board in the Netherlands and the United Kingdom illustrate this trend. More specific 
cases levied against financial institutions for their perceived insufficient climate risk 
management are increasingly common too, particularly in Anglo-Saxon jurisdictions. In the 
financial regulatory context, enforcement cases have been initiated to address greenwashing in 
disclosures, including against DWS. The development towards climate-related board 
responsibilities can only be expected to further accelerate these trends.  

A detailed overview of the different developments mentioned above, with reference to some of 
the key provisions, is provided below.7 

 
7 The overview makes no distinction between one-tier board or two-tier board governance structures. 
8 European Banking Authority, Guidelines on internal governance, July 2021 (EBA/GL/2021/05) ("EBA Guidelines on internal governance") 
(available at: https://www.eba.europa.eu/guidelines-internal-governance-second-revision). 
9 ECB Climate Guide. 
10 BCBS Principles. 

Overview trend sustainability-related responsibilities 

Source Sector Relevant provision 
 

Revised EBA 
guidelines on 
internal 
governance 
(applicable from 
31 December 
2021)8 
 

Banks Paragraph 23: "When setting, approving and overseeing the 
implementation of the aspects listed in Paragraph 22 the management 
body should aim at ensuring a business model, governance arrangements, 
including a risk management framework that take into account all risks. 
When taking into account all risks, institutions are exposed to, institutions 
should take into account all relevant risk factors, including environmental, 
social and governance risk factors. Institutions should consider that the 
latter may drive their prudential risks, including credit risks, e.g. via risk 
factors related to the transition to a sustainable economy or external 
physical climate related events that may affect debtors, market, liquidity, 
operational risks and also reputational risks, e.g. via social and 
governance risk factors, e.g. in the context of outsourcing arrangements. 
Such risks include e.g. legal risks in the area of contractual or labour law, 
risks related to potential human rights violations or other ESG risk factors 
that may affect the country where a service provider is located and its 
ability to provide the agreed service levels." 

ECB Climate 
Guide9 
 

Banks Expectation 3: "The management body is expected to consider climate-
related and environmental risks when developing the institution’s overall 
business strategy, business objectives and risk management framework, 
and to exercise effective oversight of climate-related and environmental 
risks" 

BCBS 
Principles10 

Banks Principle 2: "The board and senior management should clearly assign 
climate-related responsibilities to members and/or committees and 
exercise effective oversight of climate-related financial risks. Further, the 
board and senior management should identify responsibilities for climate-
related risk management throughout the organisational structure." 

https://www.eba.europa.eu/guidelines-internal-governance-second-revision
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11 International Association of Insurance Supervisors, Application Paper on the Supervision of Climate-related Risks in the Insurance Sector, May 
2021 (available at: https://www.iaisweb.org/uploads/2022/01/210525-Application-Paper-on-the-Supervision-of-Climate-related-Risks-in-the-
Insurance-Sector.pdf) ("IAIS paper").  
12 Monitoring Committee Corporate Governance Code, Consultation document: Proposal to Update the Dutch Corporate Governance Code 2022, 
February 2022 (available at: https://www.mccg.nl/publicaties/codes/2022/3/3/proposal-for-update). 
13 Proposal for a Directive of the European Parliament and of the Council amending Directive 2013/36/EU as regards supervisory powers, 
sanctions, third-country branches and environmental, social and governance risks and amending Directive 2014/59/EU (COM(2021) 663 final) 
(available at: https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52021PC0663) ('Banking reform package 2021'). 

IAIS application 
paper on the 
supervision of 
climate-related 
risks in the 
insurance 
sector (May 
2021)11 
 

Insurance Paragraph 28: "The board has a role in maintaining effective oversight of 
climate-related risk management, including incorporating climate-related 
considerations into the insurer’s risk appetite, strategies and business 
plans. In executing this responsibility, the board should consider the 
potential threat to the insurer's own business risks, the fair treatment of 
customers and the duty of the insurer to conduct its business in a socially 
responsible manner." 
 
Paragraph 31: "Senior management is responsible for implementing the 
policies related to climate risk and/or incorporating climate risk related 
elements into relevant operational and business policies. The board relies 
on senior management to provide advice on the organisational objectives, 
plans, strategic options and policies as they relate to climate risk, 
including the establishment and use of relevant tools, models and metrics 
to monitor exposures to climate related risks. Senior management should 
set out information, options, potential trade-offs and recommendations to 
the Board in a manner that enables the Board to focus on key issues and 
make informed decisions in a timely manner, as it relates to climate risk." 

Public 
consultation 
proposals to 
amend the 
Dutch Corporate 
Governance 
Code12 
 

All 
sectors 

The executive board develops a vision of long-term value creation for the 
company and the enterprise associated with it, and formulates a 
corresponding strategy. Part of this is a strategy in the field of ESG (the 
Environmental, Social & Governance aspects of doing business), for which 
the executive board formulates specific objectives (ESG strategy). 
Depending on market dynamics, short-term adjustments to the strategy 
may be required. In shaping the strategy, attention is paid to at least: 
i. the implementation and feasibility of the strategy;  
ii. the business model pursued by the company and the market in which 
the company and its affiliated enterprise operate;  
iii. opportunities and risks for the company;  
iv. the operational and financial objectives of the company and their 
impact on its future position in relevant markets;  
v. the interests of the stakeholders;  
vi. the balanced contribution to the societies in which the company 
operates by payment of taxes; and 
vii. other matters with ESG-related impact of the company and its 
affiliated company, including the effects in the entire chain in which it 
operates 

European 
Commission 
Banking 
Package 2021 
proposal to 
amend CRD13 
 

Banks Proposed amended article 76(1) CRD: "Member states shall ensure that 
the management body approves and at least every two years reviews the 
strategies and policies for taking up, managing, monitoring and mitigating 
the risks the institution is or might be exposed to, including those posed 
by the macroeconomic environment in which it operates in relation to the 
status of the business cycle, and those resulting from the current, short, 
medium and long-term impacts of environmental, social and governance 
factors." 

https://www.iaisweb.org/uploads/2022/01/210525-Application-Paper-on-the-Supervision-of-Climate-related-Risks-in-the-Insurance-Sector.pdf
https://www.iaisweb.org/uploads/2022/01/210525-Application-Paper-on-the-Supervision-of-Climate-related-Risks-in-the-Insurance-Sector.pdf
https://www.mccg.nl/publicaties/codes/2022/3/3/proposal-for-update
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52021PC0663
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52021PC0663
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14 Proposal for a Directive of the European Parliament and of the Council amending Directive 2009/138/EC as regards proportionality, quality of 
supervision, reporting, long-term guarantee measures, macro-prudential tools, sustainability risks, group and cross-border supervision 
(COM(2021) 581 final) (available at: https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52021PC0581) ('Revision Solvency II'). 
15 Proposal for a Directive of the European Parliament and of the Council on Corporate sustainability Due Diligence and amending Directive (EU) 
2019/1937 (COM(2022) 71 final) (available at: https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52022PC0071) ("CSDD"). 
16 Commission Delegated Regulation (EU) 2021/1256 of 21 April 2021 amending Delegated Regulation (EU) 2015/35 as regards the integration 
of sustainability risks in the governance of insurance and reinsurance undertakings, (OjEU 2021, L 277) (available at: https://eur-
lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32021R1256). 

 
Proposed amended article 76(2) CRD: "Member States shall ensure that 
the management body develops specific plans and quantifiable targets to 
monitor and address the risks arising in the short, medium and long-term 
from the misalignment of the business model and strategy of the 
institutions, with the relevant Union policy objectives or broader transition 
trends towards a sustainable economy in relation to environmental, social 
and governance factors." 

European 
Commission 
Solvency II 
Review 
proposal14 
 

Insurance Proposed new article 45a(1): "For the purposes of the identification and 
assessment of risks referred to in Article 45(2), the undertaking 
concerned shall also assess whether it has any material exposure to 
climate change risks. The undertaking shall demonstrate the materiality of 
its exposure to climate change risks in the assessment referred to in 
Article 45(1)." 

European 
Commission 
proposal 
Corporate 
Sustainability 
Due Diligence 
Directive15 

All 
sectors 

Proposed article 25(1) CSDD: "Member states shall ensure that, when 
fulfilling their duty to act in the best interest of the company, directors of 
companies referred to in Article 2(1) take into account the consequences 
of their decisions for sustainability matters, including, where applicable, 
human rights, climate change and environmental consequences, including 
in the short, medium and long term." 

Delegated 
Regulation (EU) 
2021/1256 of 
the Commission 
of 21 April 
202116 

Insurance Proposed new article 275a: 
"1. When identifying, measuring, monitoring, managing, controlling, 
reporting and assessing risks arising from investments, as referred to in 
the first subparagraph of Article 132(2) of Directive 2009/138/EC, 
insurance and reinsurance undertakings shall take into account 
sustainability risks. 
 2. For the purpose of paragraph 1, insurance and reinsurance 
undertakings shall take into account the potential long-term impact of 
their investment strategy and decisions on sustainability factors and, 
where relevant, that strategy and those decisions of an insurance 
undertaking shall reflect the sustainability preferences of its customers 
taken into account in the product approval process referred to in Article 4 
of Commission Delegated Regulation (EU) 2017/2358 (*)." 

https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52021PC0581
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52022PC0071)
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32021R1256
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32021R1256
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3 DEALING WITH UNCERTAINTY – SCENARIO ANALYSIS & STRESS 
TESTS 

Key takeaway – Executive and supervisory board members discharge climate-related 
responsibilities, while the uncertainties are great. They will have to base many of their 
decisions on scenarios, while the use of scenarios is subject to uncertainty and poses 
significant challenges. 

3.1 Uncertainty about how the transition to a sustainable economy will take 
place and uncertainty about global warming 

Future climate risks will differ from past climate risks – that is the nature of climate change. Risk 
models used in the financial sector are predominantly based on historical data that are 
extrapolated to the future. The premise underpinning such models, that the future looks in most 
important respects like the past, does not hold in the face of a changing climate. In the face of 
such uncertainty, the best that can be done is to specify potential scenarios and then conduct 
analyses that are contingent on that scenario materialising. In the context of climate change, 
these scenarios are in important respects defined by transition (emission reduction) pathways.  

Because the uncertainty around transition pathways is so substantial, the variety in scenario 
designs is also large. As a result, the uncertainty around the materialisation of climate risks – 
their magnitude, the assets that might be affected, and the timescale over which the risks might 
materialise – is significant. The transition may be orderly based on an early and gradual 
introduction of climate policies or may be disorderly. Recognizing this, the Network for Greening 
the Financial System (NGFS), a collaboration between central banks and financial supervisors 
focused on sharing best practices around climate risk management policy, has developed several 
possible transition scenarios to provide a common entry point from which to analyse the impact 
of climate risks on the economy and the financial system.17  

Figure A characterises the four main representative scenarios of the NGFS, with six more 
specified ones mapped onto them, by the physical and transition risk associated with them.  

In addition to the uncertainty arising from the choice of the transition scenario, there is also 
uncertainty due to the many variables that should be specified within a given scenario. It is, for 
example, challenging to specify the extent of global warming and its related harmful effects on 
the economy and the financial system for a given transition pathway at a scale that is sufficiently 
granular to study asset-level implications. Another challenge is that, even for a scenario that is 
set to align with 1°C, 1.5°C, 2°C, or 3°C of global warming, there can be many different transition 
pathways that seek to achieve that goal in different ways. Some rely heavily on offsetting, for 
example, and others assume profound changes in energy demand. The implications for transition 
risks of these specifications are potentially significant.  

Figure B shows, by way of illustration, the potential implications of the various dimensions of 
uncertainty of climate scenario analysis on projected mortgage losses and a bank balance sheet. 

 
17 Network for Greening the Financial System (NGFS), NGFS Climate Scenarios for central banks and supervisors June 2021 
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FIGURE A – NGFS scenarios framework 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Scenario NGFS description 

Orderly Orderly scenarios assume climate policies are introduced early and become gradually more 
stringent. Both physical and transition risks are relatively subdued. 

Disorderly Disorderly scenarios explore higher transition risk due to policies being delayed or divergent 
across countries and sectors. For example, carbon prices would have to increase abruptly 
after a period of delay. 

Hot house world Hot house world scenarios assume that some climate policies are implemented in some 
jurisdictions, but globally efforts are insufficient to halt significant global warming. The 
scenarios result in severe physical risk including irreversible impacts like sea-level rise. 

Too little, too late Too little, too late scenarios would assume that a late transition fails to limit physical risks. 
While no scenarios have been specifically designed for this purpose, this space can be 
explored by assuming higher physical risk outcomes for the disorderly scenarios. 
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FIGURE B - Climate risk losses & scenario analysis – uncertainty between and within scenarios: 
indicative example for mortgage exposures on a bank balance sheet 

 

 
 

The above stylised figures aim to illustrate various dimensions of uncertainty with the use of climate 
scenario analysis, based on insights provided by the recent Bank of England (BoE) and ECB reports on 
the outcome of their respective climate stress tests. The figures show cumulative loss projections of a 
given retail bank for its mortgage portfolio under three scenarios: an orderly and disorderly transition 
scenario, and a hot house world scenario (see paragraph 3.1 on these scenarios). The figure on to the 
left shows how these losses could materialise on the bank balance sheet and vary per scenario, 
acknowledging high uncertainty in the calculation of projected losses even within specified scenarios. 
In an orderly and disorderly transition scenario, the BoE report suggests that projected mortgage 
losses are driven by reduced repayment capacity of households caused by the costs of improving the 
energy efficiency of homes. However, losses are expected to be significantly higher in a disorderly 
transition scenario because of the sharp macroeconomic downturn in such a scenario leading to higher 
unemployment and a fall in housing prices. In a ‘hot house world’ scenario, projected mortgage losses 
are highest due to flooding impacts. There is also uncertainty on the distribution of projected losses 
over time, both between and within the scenarios (as shown by the figure on the right). The ECB and 
BoE reports suggest that while overall losses are lowest in an orderly transition scenario, more of these 
losses would be incurred in the first years compared to the other scenarios. In a disorderly scenario, 
the distribution of losses highly depends on when the disorderly transition events commence (the 
figure assumes between 2030 and 2035, but this could be earlier, later, or in several shocks). 

 
3.2 Use of scenario analysis and stress tests 

Despite the aforementioned uncertainties, banks and insurers are expected to quantify and 
manage the climate risks they are exposed to in the short, medium, and long term. In the absence 
of usable historical data, they therefore will have to work with scenarios.18  

In 2017, the Task Force on Climate Related Financial Disclosures (TCFD), established by the 
Financial Stability Board (FSB), published recommendations on disclosures and governance 

 
18 Refer to, for example, the BCBS Principles, paragraph 44. 
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around the risks and opportunities presented by climate change for financial and non-financial 
institutions.19 The TCFD highlighted that the use of scenario analysis is particularly useful "for 
assessing issues with possible outcomes that are highly uncertain, that play out over the medium 
to longer term, and that are potentially disruptive",20 and therefore key for dealing with climate 
risks. The Task Force recognizes that the use of scenarios in assessing climate issues and their 
potential financial implications is relatively recent and insights and practices will evolve over 
time. Nevertheless, it believes such analysis is important for improving the disclosure of decision-
useful, climate-related financial information.21 

Following the TCFD's recommendations, various regulators in the financial sector have 
encouraged the use of climate scenario analyses by banks and insurers and formulated 
expectations such as guides and best practices. To further encourage the use of scenario 
analysis in the financial sector, the NGFS developed an online portal with data and resources for 
climate scenario analyses.22 The European Commission's proposals in the Banking Package 2021 
and the Solvency II Review are the most recent developments, which if adopted would provide for 
statutory requirements for banks and insurers to use climate scenario analysis.23 

In parallel, regulators have started to launch climate stress tests based on climate transition 
scenarios to gain insights into the resilience of the banks and insurers regarding climate risks. 
In these cases, banks and insurers are reporting against a scenario set by the relevant authority 
and not against a scenario chosen by themselves. On 24 May 2022, the Bank of England was one 
of the first globally to conduct and report the results of an exploratory climate stress test. The 
ECB has launched its first climate stress test in 2022 and published the results on 8 July 2022.24 
The ECB indicated that the results of this stress test will not directly impact capital through Pillar 
II guidance but could indirectly impact Pillar II capital requirements through the SREP scores, for 
instance if the stress test demonstrated vulnerabilities in the viability of the bank's business 
model or deficiencies in its governance and risk management.  

3.3 Gaining insight into design of climate scenario analyses is challenging 

As the use of climate scenario analysis becomes more and more decisive for risk management, 
strategy, and capital adequacy, it is important that executives and supervisory board members 
understand the design and use of climate scenario analyses and the specific challenges involved. 
This is particularly relevant in contexts where banks and insurers must choose their own (climate 
transition) scenario to meet their risk management obligations .  

For banks, the responsibility for executives and supervisory board members to have adequate 
understanding of the choice of climate scenarios and the consequences of that choice follow 
from regulations, for instance: 

 
19 Task Force on Climate-related Financial Disclosures (TCFD) Recommendations of the Task Force on Climate-related Financial Disclosures, 
June 2017 (available at: https://assets.bbhub.io/company/sites/60/2021/10/FINAL-2017-TCFD-Report.pdf). ('TCFD Recommendations'). 
20 TCFD Recommendations, paragraph D. 
21 TCFD Recommendations, paragraph D. 
22 https://www.ngfs.net/ngfs-scenarios-portal/  
23 Refer to Chapter 2.  
24 https://www.bankingsupervision.europa.eu/press/pr/date/2022/html/ssm.pr220127~bd20df4d3a.en.html  

https://assets.bbhub.io/company/sites/60/2021/10/FINAL-2017-TCFD-Report.pdf
https://www.ngfs.net/ngfs-scenarios-portal/
https://www.bankingsupervision.europa.eu/press/pr/date/2022/html/ssm.pr220127%7Ebd20df4d3a.en.html
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Managing risks - The executive board and the supervisory board are jointly responsible, with due 
regard to their roles, for approving the risks that are run. Since climate risk is quantified 
conditional on a scenario, there must be sufficient insight into the chosen climate scenario(s).25 

Risk committee – The responsibility of the risk committee of the supervisory board includes 
among other things the review of several possible scenarios, including stress scenarios, to 
assess how the bank's risk profile would react to external and internal events.26  

Stress tests – The executive board and supervisory board members should approve the stress 
tests, oversee its implementation and performance27, and take the outcomes of stress tests into 
account when determining the strategy and when making decisions affecting capital, liquidity, 
and recovery and resolution plans.28 Therefore, they should understand the material aspects of 
the stress tests to be able to:29  

• actively engage in discussions with stress test committees, where applicable, or with senior 
management or external consultants involved in stress tests;  

• challenge key model assumptions, the scenario selection and the assumptions underlying the 
stress tests in general;  

• appreciate the limitations of the methods used and results produced; and 

• decide on the necessary management actions and discuss them with the regulator. 

For insurers, the guidelines on the use of scenario analyses and stress tests are so far less 
explicit. In light of the trend towards requirements to incorporate climate scenario analysis in the 
ORSA, it is relevant that the EIOPA guidelines on ORSA determine that the executive board and 
supervisory board members should take an active part in the ORSA, including steering how the 
assessment is to be performed and challenging the results.30 Insurers must also identify, 
measure, monitor, manage, report, and assess the risks arising from investments, taking into 
account sustainability risks. In addition, insurers must consider the potential long-term impact of 
their investment strategy and decisions on sustainability. The IAIS states that the executive board 
and supervisory board have a role in maintaining effective oversight of climate risk 
management:31 they are given advice by senior management on the organizational, objectives, 
plans, strategic options and policies relating to climate risk, including the establishment and use 
of relevant tools, models, and metrics to monitor exposures to climate-related risks.32 

In discharging the above climate risk management responsibilities, executives, and supervisory 
board members face various challenges, including: 

 
25 Article 76 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity of credit institutions 
and the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC 
and 2006/49/EC ("CRD") and 61(f) EBA Guidelines on Internal Governance. 
26 Article 76 CRD and 61(f) EBA Guidance on Internal Governance. 
27 European Banking Authority, Guidelines on stress tests, 19 July 2018 (EBA/GL/2018/04) ("EBA Guidelines on stress tests"), 23 (available at: 
https://www.eba.europa.eu/regulation-and-policy/supervisory-review-and-evaluation-srep-and-pillar-2/guidelines-on-stress-testing2). 
28 EBA Guidelines on stress tests, 30. 
29 EBA Guidelines on stress tests, 25. 
30 Guideline 2 EIOPA guidelines on own risk and solvency assessment (EIOPA-BoS-14/259). 
31 IAIS paper, paragraph 28. 
32 IAIS paper, paragraph 31. 

https://www.eba.europa.eu/regulation-and-policy/supervisory-review-and-evaluation-srep-and-pillar-2/guidelines-on-stress-testing2
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Scenario selection – Given the wide range of potential future transition pathways, and the 
uncertainty around which pathway will materialise, an important decision is the selection of 
(stress and baseline) scenario(s). Because these different scenarios represent different 
transition pathways, they also represent potentially different risk levels. The combination of a 
disorderly transition scenario with 2°C global warming shows a completely different risk picture 
than an orderly transition with 1.5°C global warming. This means that the selection of scenarios 
has a direct impact on the quantification of risk and therefore on the control measures that 
financial institutions (have to) take, such as setting limits, appropriately taking the risk into 
account when pricing their products, and capital position.33 

Prescribed scenario – Even when a scenario is prescribed at a high level of abstraction (e.g. in 
relation to a temperature level set for global warming), the uncertainty bands around projected 
losses within a chosen scenario remain large. This is largely a result of the large number of 
variables that could be specified for any given scenario and the uncertainties around the relations 
between them. The results of the recent stress test run by the Bank of England illustrates this 
point, as they showed that projected losses may vary significantly even under the same scenario. 
The broader point is that because of the wide variety of parameters, the complexity of the 
modelling, the data gaps, and the relative infancy of climate scenario analysis as a field, 
projections of climate losses remain uncertain. 

These two primary challenges are compounded by two further complications. 

First, banks tend to rely heavily on data and projections supplied by third parties, because few 
have developed the in-house modelling expertise required to run such analyses independently.  

Second, the selection of the scenario can be construed as a kind of political statement with the 
associated sensitivities. For example, regulation and supervision activity may be premised on a 
pathway that aims for a 1.5°C global warming scenario (in line with the goals of the Paris 
Agreement), but the likelihood of that scenario actually manifesting appears low based on current 
projections. Should banks and insurers opt for the politically desired scenario at the cost of 
potentially not accounting for the actual exposures that may materialise, or for the scenario that 
is most likely to manifest but may not be in line with stated policy objectives?  

 

  

 
33 TCFD Technical Supplement re climate scenario analysis (https://assets.bbhub.io/company/sites/60/2020/10/FINAL-TCFD-Technical-
Supplement-062917.pdf ) : "A critical aspect of scenario analysis is the selection of a set of scenarios that cover a reasonable variety of future 
outcomes, both favorable and unfavorable. While there is an almost infinite number of possible scenarios, organizations can use a limited number 
of scenarios to provide the desired variety. In this regard, the Task Force is recommending that organizations use, at a minimum, a 2°Celsius 
(2°C) scenario and consider using other scenarios most relevant to the organization’s circumstances, such as scenarios related to Nationally 
Determined Contributions (NDCs), business-as-usual (greater than 2°C) scenarios, physical climate risk scenarios, or other challenging scenarios" 

https://assets.bbhub.io/company/sites/60/2020/10/FINAL-TCFD-Technical-Supplement-062917.pdf
https://assets.bbhub.io/company/sites/60/2020/10/FINAL-TCFD-Technical-Supplement-062917.pdf
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4 INTEGRATING CLIMATE RISK CONSIDERATIONS INTO BUSINESS 
OPERATIONS 

Key takeaway – The responsibility to manage climate risk encompasses taking control 
measures, including taking climate risks into account, setting limits on exposure to carbon-
intensive economies, and potentially restricting dividend payments to capitalize on climate 
risks. Such measures will pose challenges to executive and supervisory board members, 
because they can have a major and adverse impact on stakeholders. 

 
As the use of climate scenario analysis in the financial sector further develops and matures, 
banks and insurers will increasingly be able to quantify climate risks for a given scenario. At the 
point where transition pathways also become more firmly anchored, this would enable climate 
risk analysis to be conducted with a higher degree of confidence. When, in that case, critical 
exposures to climate risks are identified, banks and insurers are expected to take measures to 
manage these exposures effectively and in a timely manner.34 Such control measures also include 
adequately taking climate risks into account in pricing, risk mitigation strategies such as setting 
climate risk limits, or holding more capital for (high) climate risk positions.  

The use of climate scenario analysis cannot resolve the uncertainty around climate risk. It merely 
embeds the assumptions in a particular scenario. The scenario selection and specification 
remains a choice shrouded in unknowns and uncertainties. This is an important observation as it 
does directly affect the risk assessment, risk mitigation and control strategies that financial 
institutions will make and develop. It is true that models always have a certain degree of 
uncertainty in them, but the degree of (policy) uncertainty is far larger in the climate context. 
Executives and supervisory board members will increasingly face difficult trade-offs between the 
requirement to meet increasing expectations to mitigate climate risk (through, for instance, 
pricing, risk limits or de-risking strategies, and holding additional internal capital) and the 
potentially high impact of such decisions on the institution itself and its stakeholders.  

The following examples illustrate some potential dilemmas: 

Pricing – The quantification of climate risks will have to mean that banks and insurers boards 
ensure that these risks are properly reflected in their institution’s pricing mechanisms.35 The risk 
committee of the supervisory board has an explicit responsibility to review whether the pricing of 
liabilities and assets offered to clients takes full account of the business model and risks of the 
institution. If the prices set by the institution do not accurately reflect the risks in accordance 
with the business model and risk strategy, boards are required to produce a plan to better align 
pricing with the risks that are missed. This provision was designed to address one of the root 
causes of the financial crisis, namely that investment banks in particular offered products - 
securitisations - that did not consider the actual risks incurred by the banks.  

 
34 E.g. expectation 8.2 ECB Climate Guide. 
35 In banking, the management body's risk committee is responsible for ensuring that prices adequately reflect risk in accordance with the 
business model and risk strategy, Article 76(3) CRD.  
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Accordingly, the ECB expects that loan pricing reflects the different costs driven by climate risks: 
for instance, banks could set higher credit risk charges in assigning interest rates to loans related 
to areas exposed to growing physical climate risks such as floods or drought.36 In the Dutch 
context, one could conceive that such pricing differentiation will need to be introduced for the 
provision of mortgages in areas below Amsterdam Ordnance Datum (NAP) that are vulnerable to 
flooding. The insurance sector considers increases in premiums as a method of reducing 
insurers’ climate risk exposures.37 Such practices may have short-term socio-economic 
consequences, as some exposed clients may see their interest rates and premiums rise.  

Because of the likely contentious nature of increasing prices in response to climate risks, the 
feasibility and effectiveness of that strategy may be limited. For instance, as banks and insurers 
start adjusting pricing to climate risks from a sound and prudent management perspective, this 
could start a public debate to what extent it is acceptable that banks and insurers pass on the 
climate risks to their clients. In the Dutch context, such a debate is particularly foreseeable with 
regard to physical risk on consumer real property that is below Amsterdam Ordnance Datum, both 
with regard to the interest on the loan and the premium for building insurance. If such price 
differentiation is not or not fully accepted by society, this could limit the ability of institutions to 
manage climate risk. 

Climate risk limits & de-risking – As the quantification of climate risk reveals critical climate 
risk exposures of banks and insurers, executive boards must set de-risking strategies to reduce 
climate risk exposures in existing loan books, insurance books, or asset portfolios, and set limits 
on accepting new climate risk exposures. While these strategies may effectively reduce climate 
risk exposures of individual banks and insurers, complex social challenges may also arise. In 
particular, the introduction of banking sector-wide limits and de-risking strategies could 
dramatically decrease access to finance for certain sectors or regions. In the insurance sector, 
regulators point to the risk of widening gaps in insurance coverage as the sector simply no longer 
accepts to cover certain climate-related losses.38  

Capital adequacy and dividend policy - As the use of climate scenario analyses and stress tests 
for business and capital planning increases, questions also arise regarding the capitalisation of 
climate risk exposure. Banks and insurers that have chosen more pessimistic scenarios in their 
climate scenario analysis may have to adopt more conservative capital and dividend policies than 
banks and insurers that have chosen more optimistic scenarios. For listed financial institutions, 
such differences may also lead to misunderstanding and dissatisfaction on the part of 
shareholders and other stakeholders. 

 

  

 
36 ECB Climate Guide, expectations 8.5 and 8.6. 
37 E.g. para. 11 IAIS paper. 
38 “As climate-related losses increase, there is the risk that gaps in insurance coverage will widen. In Europe, only 35% of climate-related losses 
are insured. There is also the risk that premiums become too expensive.” EIPOA, Climate change: A challenge for our time, Interview with Petra 
Hielkema for Eurofi, 8 September 2021. 
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5 MISJUDGMENT COULD EXPOSE BANKS AND THEIR BOARDS TO 
REGULATORY & LITIGATION RISK 

Key takeaway – Wide responsibilities, high expectations as to the adequate fulfilment of those 
responsibilities, material stakeholder impact, all against a background of high uncertainty; this 
is a combination of factors that potentially expose financial institutions and their directors to 
risks of regulatory action or liability. This risk is particularly salient when the scenarios 
selected by the institutions on which decisions with a major impact on various stakeholders are 
based have, with hindsight, not materialized because the scenario appears to have been too 
optimistic, too conservative, or wrongly calibrated. 

 
Given the high level of uncertainty about how climate change and the transition will unfold, and 
in the absence of binding regulations on which transition scenarios institutions should use when 
analysing their climate risks, executive and supervisory board members face a wide margin of 
discretion and therefore also a wide margin of error. In an era characterized by high supervisory 
and societal expectations and the tendency to expand executive and supervisory accountability 
to stakeholders, executive and supervisory board members, as well as institutions, run the risk of 
suffering personal consequences for the decisions they have made to manage climate risks.  

Civil parties could increasingly try to initiate civil proceedings to hold institutions and directors 
liable for damages, even though the feasibility of such proceedings will depend very much on the 
circumstances of the case. Regulators may seek to impose fines or other sanctions, if climate 
risk management are deemed inadequate. Another type of personal consequence is the 
possibility of executives or supervisory board members being found unfit for their position by a 
supervisor. Although very far-reaching, there is a precedent in which Dutch central bank DNB 
found that a director of an insurer was unfit for his position because of a pursued policy on 
interest rate risk. The fact that the responsibilities of executives and supervisory board members 
for the adequate management of climate risks are embedded in law makes it easier for regulators 
to attribute an inadequate climate risk management to one or more executive and supervisory 
board members.  

The risk of (personal) consequences as a result of civil or regulatory procedures may be greater 
if the climate scenarios on which institutions have based their decisions turn out to be inadequate 
or subsequently incorrect. Below, we outline two potential scenarios in which institutions could 
face such consequences even if they act in good faith: (i) the climate scenarios chosen by the 
institution are judged as inadequate by regulators or courts or are considered too optimistic or 
(ii) do not materialise and are subsequently - with the benefit of hindsight - considered to be 
unnecessarily conservative.  

Inadequate action by executive and supervisory board members or optimism - Whether or not 
with the benefit of hindsight, the climate scenarios used, or measures taken, to mitigate climate 
risks may be considered inadequate in the context of actual climate risks occurring or the 
advancing understanding of climate science. A financial institution may also face material 
climate-related losses, in the form of physical or transition risks. In both cases, a regulator or a 
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court (cf. the Shell climate case39) may find that insufficient action has been taken by the 
financial institution to develop adequate climate risk management. Such insufficient action may 
be rooted in underestimation of, or overly relaxed attitudes towards, the expectations on the role 
of the financial sector in addressing climate change and greening the economy. Adverse climate 
scenarios have a greater impact on business operations and are less attractive to implement, at 
least in the short run. Also, climate risk mitigation measures based on more adverse scenarios 
may not be feasible to implement, or society does not accept higher credit risk charges in prices 
for mortgages in high flood risk areas (see chapter 4). But the choice for an overoptimistic 
scenario may also occur due to the evolving understanding that the climate scenarios need to be 
calibrated more heavily because there are clear indications that the 1.5°C global warming 
scenario is no longer the scenario considered most likely.40  

In this context, a parallel can be drawn with the problems banks have faced in fulfilling their 
gatekeeping role in combating financial crime. Failure to adequately fulfil gatekeeper 
responsibilities has led to high fines and social pressure for criminal prosecution of individual 
directors. We also saw AML/CTF considerations becoming a key topic in supervisory suitability 
assessments of prospective directors and supervisory board members, and that banking 
regulators have been given specific powers to remove executive board members from their 
positions in case of AML/CTF-related concerns. When evaluating their climate risk management 
procedures, financial institutions may therefore benefit from lessons to be learned from the 
difficulties encountered by banks in meeting the expectations and responsibilities associated 
with their gatekeeping role. 

More conservative scenarios - Institutions and their directors may also be at risk if climate 
scenarios are used or climate risk mitigation measures are taken that assume a global warming 
of more than 1.5°C. Arguments in support of this position can be justified on the basis that it 
appears to be increasingly unlikely that this scenario will materialise.41 However, banks and 
insurers that would assume higher level of warming in their scenarios would run the risk of 
pressure from the capital markets if the choice for such a more severe scenario would, for 
example, also lead to a more conservative dividend policy (refer to chapter 4). Their defence is 
also made more difficult now that various governments - including the Dutch - seem to be 
preparing to regulate based on a 1.5°C scenario. For instance, Dutch Finance Minister Sigrid Kaag 
noted in her letter to parliament of 7 June 2022 that she wants “the financial markets to be a 
flywheel for sustainability”, and asks financial institutions “to bring their balance sheets in line 
with the 1.5°C scenario”.42 

 
  

 
39 District Court The Hague 26 May 2021, ECLI:NL:RBDHA:2021:5337. 
40 Refer to the latest IPPC report Climate Change 2022: Impacts, Adaptation and Vulnerability. 
41 Refer to the latest IPPC report Climate Change 2022: Impacts, Adaptation and Vulnerability. 
42 Letter to Parliament 'Beleidsagenda voor duurzame financiering' (7 June 2022), with reference 2022-0000153187 (available at: 
https://www.rijksoverheid.nl/documenten/kamerstukken/2022/06/07/kamerbrief-beleidsagenda-voor-duurzame-financiering). 
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6 CONCLUDING REMARKS: THE WAY FORWARD 

Key takeaway – We recommend that a more explicit debate between financial institutions, 
regulators and policymakers on the possible mitigation of uncertainties and the dilemmas 
facing bank and insurance executive and supervisory board members takes place 

 
Failure to address the dilemmas and potential risks for financial institutions and their executive 
and supervisory board members exposes them to regulatory action and liability risk, but may also 
have detrimental effects on the achievement of climate policy objectives. To limit these adverse 
effects, we believe a debate between the sectors, regulators, and policymakers is justified and 
should be encouraged.  

There may be multiple ways of addressing the issues we have set out in this booklet from a policy 
perspective. One way could be to re-think the allocation of responsibilities between regulators 
and the sector for the selection and design of climate scenarios. For instance, one could imagine 
that the EBA and EIOPA set and prescribe a baseline climate scenario for banks and insurers, 
respectively, to be updated annually based on annual sector and societal input. Given the variety 
of parameters within potential climate scenarios, the regulators’ involvement would have to be 
significantly more comprehensive than simply prescribing that the scenario assumes a 1,5°C 
scenario involving an orderly transition.  

Another way of addressing the issues could be to include an explicit safe harbour for scenario 
setting as long as the scenario chosen by the financial institution falls within certain boundaries 
set by policy, regulators, or supervisors. Measures along these lines may limit some of the 
executive’ and supervisory board members’ (too) wide discretion and limit the risks they run, while 
at the same time encouraging sector-wide dialogue on transition pathways.  

At the same time, and irrespective of the way in which climate risk management is approached 
by regulators, it is vital that executives and supervisory board members of financial institutions 
remain fully aware of the scope of their responsibilities for climate risk management. This 
includes integrating climate risk considerations into pricing decisions, capitalising on climate 
risk, and identifying potential internal or external challenges in implementing climate risk analysis 
and management procedures. 
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