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. Sustainability risks (ESG risks) in the ‘Environment’ area subdivided into physical risks and transition risks
. Good practice approach: ‘Compendium of non-binding procedures’
. Principle of proportionality: Measures should be based on the type, magnitude and complexity of the risks involved

Delimitation into a separate risk type ‘Sustainability risks’ is not possible (Section 2.7)

Market risk / Actuarial risk Actuarial risk Reputational/ Operational
default risk Damage/accident Life/health strategic risk risk
* Falling share and * Decline in motor- * Heat effects « Consequences of « Stiffer regulatory
bond values of vehicle business due (mortality of older non-compliance with requirements (new
fossil-focussed to mobility age groups) climate-related expertise)
companies transition and « Possibly opposite specifications
« Physical damage to working from home effects in longevity
tangible assets * Physical damage and mortality risk
(frequency and (diversification)
intensity)

Requirements for risk management (Section 6)

« Expand guidelines and escalation processes for involvement of the management
level

* Risk indicators depending on risk appetite and risk-bearing capacity. Proposal: Risk
indicators of the Network for Greening the Financial System (NGFS)

Integration of risk-management process

Methods * Exclusion criteria / limits for companies (by means of heat maps)
« Standards-based screening, e.g. Principles for Responsible Investment (PRI)

» Check whether transaction is risky based on heat maps
« If so, more intensive analysis, e.g. through sustainability rating
* Risk classification: Dialogue, contractually agreeing progress, rejection

Risk-analysis method or risk-classification
method

« Use available tools for risk inventory or portfolio analysis

Tools for risk inventory or portfolio analysis  Conducting risk workshops is conceivable

» Address sustainability risks in the framework of existing reporting channels,
In-house reporting otherwise specific reporting
* ORSA: Sustainability risks in the risk profile

Assessment of the Guidance Notice

. Good practice: Voluntary nature of the Guidance Notice must be stated more clearly and enacted by the supervisory authority.

. Integration into the RM process: Make proactive use of existing risk-management instruments and adjust them if necessary.

. Heat maps According to the Guidance Notice, heat maps could exclude entire industries from insurance cover. Case-by-case
considerations are still necessary. Moreover, the influence of the reinsurer is not clear.

. Proportionality: Individual stress tests are challenging (data availability / methodological problems).
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The elaboration of research addressed the
sustainability risks identified in the BaFin Guidance &
Notice with regard to risk management. Sustainability risks (ESG risks) must be
divided into the three areas: ‘Environment’, ‘Social’ and ‘Governance’. ‘Environment’,
which is potentially the largest area of the three, is divided again into physical risks
and transition risks. Physical risks describe the possible impacts of extreme weather
events, and transition risks are those that can arise as a result of the transition to a
low-carbon economy (through political decisions or technological developments, for
example). According to the BaFin, the Guidance Notice is a ‘compendium of non-
binding procedures’ and the measures to be taken by the companies should be based
on the type, magnitude and complexity of the risks involved (principle of
proportionality).

In future, sustainability risks will be presented not as a separate type of risk but will
instead be included in the existing risks (see Section 2.7 of the Guidance Notice).

The requirements for risk management are specified in Section 6 of the Guidance
Notice.

To integrate these requirements into the risk-management process, management
guidelines and escalation processes for inclusion of the management level need to
be extended. Risk indicators must be selected based on the risk appetite and risk-
bearing capacity of the entity; the risk indicators issued by the Network for Greening
the Financial System (NGFS) have been proposed as the source for these. These
indicators are essentially intended to serve as a template for central banks and
supervisory authorities, but they can also serve as a source of ideas for (re)insurers.
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Methodologically speaking, internal exclusion criteria/limits need to be defined that
indicate the entities in which to invest (e.g. exclusion of firms that generate x% of
their revenue from the extraction of coal). The Guidance Notice recommends the use
of heat maps to determine internal exclusion criteria/limits. This is why the placement
of reinsurance is considered inefficient and opaque in comparison to other financial
products (e.g. the market for government bonds or automated issuance of securities).
The rules are difficult for outsiders to understand and are not transparent in an
auction context.

Another, more well-known method is standard-based screening, e.g. accession to
the Principles for Responsible Investment (PRI).

According to the Guidance Notice, risk analysis should be carried out in three
consecutive steps. First, a review must be performed to determine whether a selected
transaction is risky under the criteria of the heat maps. If this is the case, a more in-
depth analysis would have to be carried out, e.g. in the form of a sustainability rating
of the company. Finally, in the last step, a risk classification is performed and an
approach is derived based on the classification. The approach could involve entering
into a dialogue with the entities, contractually agreeing to steps towards progress, or
even outright rejecting transactions.

As concerns the tools for a risk inventory or portfolio analysis, use should be made
of tools already on hand. Conceivably, risk workshops could be conducted with the
various departments of the company to perform an initial qualitative assessment of
the sustainability risks involved.

Finally, the Guidance Notice deals with internal reporting, addressing the
sustainability risks within the framework of existing reporting channels and otherwise
incorporating these risks into specific reporting. In future, sustainability risks must
also be presented in the risk profile of the ORSA. From 2022, climate-change
scenarios will also have to be integrated into the ORSA; from a quantitative
perspective, this will pose a challenge for companies.

In terms of a personal assessment of the Guidance Notice, the following points
should be mentioned:

Good practice approach: The voluntary nature of the Guidance Notice should be
stated more clearly and ultimately enacted by the supervisory authority.

Integration into the risk-management process: The core message of the Guidance
Notice should be that the existing tools for risk management are still sufficient, and
that these should be proactively used or slightly modified.

Heat maps: According to the Guidance Notice, the use of heat maps could result in
the exclusion of entire industries from insurance cover; this is unacceptable and
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requires that determinations continue to be made on a case-by-case basis. In
addition, the influence of the reinsurer is not clear, as it typically has no influence on
the business model of its cedent and its selected contractual partners.

Proportionality: Given the shortage of available data and the methodological
problems involved, individual stress tests and climate-change scenarios constitute a
challenge. Consequently, the approach taken to climate-change scenarios in the
ORSA will likely be incremental and qualitative in the first few years, until use can be
made of valid quantitative methods.

Discussion

e Does BaFin also address ‘E’ (Environment) & ‘S’ (Social) in its Guidance Notice,
in addition to ‘G’ (Governance)?

While the paper offers no specific examples for S & G, the Guidance Notice
applies to the entire array of ESG risks. ‘Women in management positions’ could
be an example for the Social area, and ‘improved supervisory board structures’
an example in Governance.

e Because this topic could have impacts on the freedom to conduct a business: Has
the German Insurance Association [GDV] already commented on this?

GDV commented on this last year and fundamentally welcomes the Guidance
Notice as an orientation guide. A recent workshop between BaFin and GDV
concretised the substantive requirements relative to climate-change scenarios in
the ORSA.

e How is this dealt with in-house, and what measures are in place to ensure that
the topic will be applied throughout the company?

Communication within companies is difficult at the moment as a result of the
coronavirus pandemic. In-house risk workshops can still be conducted, however,
in an effort to consolidate the results in the ORSA. Companies could also appoint
a sustainability officer who would take the company-wide perspective.

Please contact Wolfgang Koch (wolfgang.koch@th-koeln.de) with any questions or
comments.
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