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Climate change: banking
on a greener future?

The banking sector is exposed to the risks of
climate change through its financial activities,
far more than its operations, and has much

togain from_ openlr.wc_.; up opporttfnltles n » A decarbonising economy will impact banking as
the economic transition. As scrutiny around some sectors they serve will be adversely affected
climate transition strategies rises, structured or disrupted, while emerging sustainable industries
engagement has a pivotal role to play in Gl el dbis uereding

. ks’ . hi + This exposure to multiple sectors adds complexity
assessing banks’ readiness to meet this to assessing banks’ preparedness for climate

chollenge. action, yet it is necessary to manage potential
portfolio risk and upside opportunities.

* Our bespoke research framework for analysing
the climate strategies of banks and guiding our
voting was updated this year to provide a broader
assessment of climate performance.

+ Combining proprietary sustainability research with
engagement, we have higher levels of conviction
with respect to the climate performance of banks.
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CLIMATE CHANGE: BANKING ON A GREENER FUTURE?

‘ ‘ address arguably the greatest challenge of our time - life
in a higher temperature world.

Climate-related risks are cleorly DISCUS?IOI’]S around greenhouse g.os. (GHG) emissions
reduction often focus on high-emitting sectors such

among the long-term risks to which as energy, utilities or industrials. The operations of

H H H H . companies in these sectors account for the majority
financial institutions are exposed. of global GHG emissions, as can be seen in Exhibit 1.
monitoring these risks is not a ‘nice Therefore, these sectors have been primary targets for
to have'... but a ‘must have'. engagement by asset managers, as highlighted in our

paper “Qil & gas majors: active stewardship rather than

, , divestment.”

The operational emissions of banks are comparatively
much smaller. This perhaps explains and justifies

This statement came from France’s central bank governor, why they have historically been a lower priority when
Francois Villeroy de Galhau,! on 24 April 2023, effectively developing some of the commonly used engagement
throwing down the gauntlet to the financial sector to and analysis frameworks.?

Exhibit 1: Financed emissions reveal the significant relevance of climate change for banks

GHG emissions by sector
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Source: MSCI, as at 12 October 2023. GHG emissions aggregated by sectors for MSCI ACWI Index constituents, based on companies’ most recently
reported or estimated Green House Gas (GHG) emissions modelled by MSCI depending on data availability and quality.

1 Reuters, April 2023 Climate change fight a ‘core duty’ for central banks - ECB's Villeroy
2 Climate Action 100+, Science Based Target initiative, Transition Pathways Initiatives are examples of organisations that have developed such
frameworks.



https://www.allianzgi.com/en/home/insights/outlook-and-commentary/oil-and-gas-majors
https://www.allianzgi.com/en/home/insights/outlook-and-commentary/oil-and-gas-majors
https://www.reuters.com/business/sustainable-business/climate-change-fight-core-duty-central-banks-ecbs-villeroy-2023-04-24/#:~:text=%22Central%20banks’%20core%20mandate%20worldwide,core%20business%20and%20core%20duty.%22
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Why engage with banks on climate?

Banks fulfil a critically important role in financing a
broad range of economic activities. By facilitating these
activities, they are associated with the emissions of their
clients, such as investee companies, debtors, mortgage
holders and any other client using banking services to
facilitate carbon emitting activities. While benefiting
from growth in certain sectors, such as those providing
climate solutions, banks are also exposed to business
risks, for instance, when the profitability of certain
sectors declines.

The Carbon Disclosure Project estimated in 2020 that
financed emissions?® by banks are over 700 times greater
than direct emissions.* Many banks have considered the
association between their financial activity and carbon
emissions of their client base and many have considered
climate risks more broadly. They have consequently
made strong commitments to ensure associated risks
are managed, for example by becoming signatories to
the UN-convened Net Zero Banking Alliance.®

How climate risks are likely to translate into business risks:

* Banks may find their corporate lending books shrink if
their client mix fails to capture emerging sectors which
focus on sustainable growth.

* Mortgage providers may find, in some areas, a growing
proportion of houses are impacted by physical climate
risks that are material to their valuation.

» For laggard banks, there may be regulatory and legal
risks, as climate stress-testing by prudential authorities
matures and as climate litigation gathers momentum.

Recognising these issues, we engaged with banks to
understand how they mitigate these risks. It became clear
that we needed a structured way to assess their approach
to the impact of climate change on their business activity.
This is because banks provide such a wide range of
financial services to retail and corporate clients — including
everyday banking, lending, mortgages, credit, deal
support and investments — and these clients operate
across the entire range of economic activity. The largest
global banks have an added dimension of complexity —
geographic spread. Off-the-shelf existing frameworks and
engagement initiatives were not sufficiently covering the
depth and breadth of this sector.

Exhibit 2: Climate-related risks and opportunities for banks

Source of risk

Transition
Corporates

¢ Policies & regulation
¢ Technological change

¢ Consumers’ preferences Sovereigns

Households
(Retail
customers)

Physical
acute & chronic

* Damage to physical capital
¢ Business disruption
* Productivity losses

Regulator

Banks’ counterparts

Banks

Risks

Credit: default probability (loans, mortgages etc.),
stranded assets

Market: assets repricing (bonds, equities, real estate etc.)

Liquidity: credit & market risk contagion

Legal & compliance: mandatory disclosures

Reputational: greenwashing allegations

Opportunities

End demand: financing the climate transition
(renewable energy, infrastructure etc.)

New classes of instruments (green bonds) and
innovative sustainable financing solutions (green
mortgages, EV leasing etc.)

Aligning portfolios with pathways to net zero:
strengthening client relationships

Source: The Network of Central Banks and Supervisors for Greening the Financial System (NGFS), June 2021 and Allianz Global Investors

3 Financed emissions are those that are linked to the investment and lending activities of financial institutions
4 Climate Disclosure Project, The Time to Green Finance - CDP Financial Services Disclosure Report 2020

5 Net-Zero Banking Alliance, https://www.unepfi.org/net-zero-banking/



https://www.cdp.net/en/research/global-reports/financial-services-disclosure-report-2020
 https://www.unepfi.org/net-zero-banking/
https://www.ngfs.net/sites/default/files/media/2021/08/27/ngfs_climate_scenarios_phase2_june2021.pdf
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How we assess the climate strategies of banks

Combining our sustainability research and stewardship
engagement experience, in 2022 we developed a
framework to guide voting in management resolutions
on Say on Climate in the UK and shareholder resolutions
in the US. We evolved this framework in 2023 by adding
several new criteria, extending certain thresholds, and
expanding its use to drive more targeted engagement.

As an example, this year we engaged with a large

US listed bank, forming a positive view of its climate
transition performance that included progress against
climate intensity targets. As an outcome, we did not
support a shareholder proposal that called for absolute
GHG reduction goals.

Our framework comprises five pillars with 23 criteria
(expanded from 16 in 2022). We need this number of
criteria to capture the complexity of banks’ climate
strategies. Each criterion is assessed against a
pre-determined scale of performance for which we
referenced commonly used available frameworks. For
2023 we recalibrated some of the performance scales
to reflect evolving market practice. For example, in
assessing one of the 23 criteria — around commitment
to align financing and investment with the Paris
Agreement — we stepped-up the level of expectation
by adding mortgage and capital markets, because the

methodology for assessing these areas is becoming
available.

Benefits of a structured engagement
framework

Our framework enhances our engagement activity,
giving us better conviction on a bank’s progress versus
both peers and our expectations. Ahead of selected
annual general meeting votes and in preparation for
engagement meetings, we analyse reported material
and complete the assessment per framework. Although
reported material can run into hundreds of pages, more
is not necessarily better. By distilling our analysis into
key indicators benchmarked against pre-set scales, we
obtain a clearer picture of the banks we have analysed.

Through engagement meetings, often with specialised
teams of sustainability and climate experts fielded by
the company, we gain additional insight to supplement
the reported information. For example, these meetings
may help clarify the background of decisions reported.
Beyond gaining better clarity on the company’s
climate strategy, engagements can be helpful to gain
a first-hand impression of the internal resources that
have been committed to implement these strategies.
Finally, these meetings allow us to convey our specific
expectations for issues we have raised.

Exhibit 3: AllianzGl proprietary framework shows banks’ climate progress

ilrrizsrzi::]c:tseozf;P::eri::irzeworkl which collectively A?/Zizogre Bank A Bank B Bank C Bank D Bank E Bank F Bank G
Climate risk assessment & disclosure o o

Paris Agreement aligned financing policies o [ { o o o
Financed emissions assessment & reporting o o o o o
Medium-term targets for reducing financed emissions o ([ o o
Climate transition financing o ([ o o

Assessment outcome: @ Best practice

Source: Allianz Global Investors, August 2023

Average practice @ Laggard practice
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This process, and our enhanced engagement framework,
provided key learnings. First, collaboration matters.
Combining both our thematic research and our
stewardship activity increases our effectiveness. The
analysis described in this paper was the product of
collaborative work between our dedicated Sustainability
Research and Stewardship teams. Engagement quality is
boosted by the depth of research, and engagement output
contributes to further honing of the research.

Second, less is more. For some banks we looked at, climate
reporting spanned several lengthy documents. No doubt
the intention was to address a broader set of interested
stakeholders and more detailed set of regulatory
expectations. Yet at times we found it difficult to extract
necessary, quantified pieces of information that we saw
as relevant from our own point of view. For example, use
of climate-related metrics does not always align with

an investor’s perspective. Some banks report financed
emissions as raw numbers but fail to specify the limited
coverage in terms of asset class, activities or geographies.
In other words, we know the magnitude of their financed
emissions for part of the business, but we are not able to
contextualise it within a complete picture of their entire
activities. It means that we are limited in our ability to
assess the extent of associated investment risk and
mitigation measures relative to the whole institution.

From commitment to action

In a year when climate progress in the energy sector

has been tested, it was encouraging to see that so far,

the leading banks have maintained momentum by
delivering on long term climate commitments, and notably
by broadening sector coverage of mid-term emissions
reductions. At the same time, many gaps remain, with
some banks falling short of our expectations.

The 2030 deadline for achieving intermediary milestones
of the Paris Agreement temperature goal is very much in
sight. Rightly, the emphasis for climate strategies has now
shifted decisively to the implementation of commitments
made in the past year or two. The more we build up our
understanding of this implementation across financial
institutions over time, we will be able to assess the
effectiveness of chosen strategies. For example, it would
become increasingly difficult to explain a bank’s persistent
underperformance versus initially anticipated emissions
reduction trajectories.

We believe this approach to engaging with banks will
aid investors in making better-informed decisions and
put clear distance between the laggards and the leaders
across the banking sector.

The document is for use by qualified Institutional Investors (or Professional/Sophisticated/Qualified Investors as such term may apply in local

jurisdictions).

This document or information contained or incorporated in this document have been prepared for informational purposes only without regard to the
investment objectives, financial situation, or means of any particular person or entity. The details are not to be construed as a recommendation or an
offer or invitation to trade any securities or collective investment schemes nor should any details form the basis of, or be relied upon in connection with,
any contract or commitment on the part of any person to proceed with any transaction.

Any form of publication, duplication, extraction, transmission and passing on of the contents of this document is impermissible and unauthorised. No
account has been taken of any person’s investment objectives, financial situation or particular needs when preparing this content of this document. The
content of this document does not constitute an offer to buy or sell, or a solicitation or incitement of offer to buy or sell, any particular security, strategy,
investment product or services nor does this constitute investment advice or recommendation.

The views and opinions expressed in this document or information contained or incorporated in this document, which are subject to change without
notice, are those of Allianz Global Investors at the time of publication. While we believe that the information is correct at the date of this material, no
warranty of representation is given to this effect and no responsibility can be accepted by us to any intermediaries or end users for any action taken on
the basis of this information. Some of the information contained herein including any expression of opinion or forecast has been obtained from or is
based on sources believed by us to be reliable as at the date it is made, but is not guaranteed and we do not warrant nor do we accept liability as to
adequacy, accuracy, reliability or completeness of such information. The information is given on the understanding that any person who acts upon it or
otherwise changes his or her position in reliance thereon does so entirely at his or her own risk without liability on our part. There is no guarantee that
any investment strategies and processes discussed herein will be effective under all market conditions and investors should evaluate their ability to
invest for a long-term based on their individual risk profile especially during periods of downturn in the market.

Investment involves risks, in particular, risks associated with investment in emerging and less developed markets. Any past performance, prediction,
projection or forecast is not indicative of future performance. Investors should not make any assumptions on the future on the basis of performance
information in this document. The value of an investment and the income from it can fall as well as rise as a result of market and currency fluctuations

and you may not get back the amount originally invested.

Investing in fixed income instruments (if applicable) may expose investors to various risks, including but not limited to creditworthiness, interest rate,
liquidity and restricted flexibility risks. Changes to the economic environment and market conditions may affect these risks, resulting in an adverse effect
to the value of the investment. During periods of rising nominal interest rates, the values of fixed income instruments (including short positions with
respect to fixed income instruments) are generally expected to decline. Conversely, during periods of declining interest rates, the values are generally
expected to rise. Liquidity risk may possibly delay or prevent account withdrawals or redemptions.
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