Title: Identifying ‘Failure to Move with the Times’ – Modelling Climate Change Transition Risk in Corporate Credit Scoring and Stress Testing

Authors: Mark Somers, Ivelina Nilsson, David Smith  

Abstract: The past year has provided a stark reminder that even the customers with the strongest financials can see a rapid deterioration when there are major shifts in market dynamics. This has emphasised the importance of considering factors beyond balance sheet ratios and credit histories of borrowers when looking to understand and measure credit risk. One area rapidly gaining attention is the anticipated impact of climate change on corporate credit risk, where shifting consumer demand, investor expectations, and regulatory pressure are already beginning to weaken historically successful business models. While the current influence of this transition risk is mostly limited to the industries with the highest environmental impacts, the expectation is that climate change transition risk will have a much wider influence on corporate default emergence over the next decade. The Prudential Regulation Authority are actively scrutinising the systemic risks associated with climate change. Guidelines have already been published outlining the first climate change stress testing exercise, which the largest banks will be required to perform in the latter half of this year, and further prudential measurement and reporting requirements are likely as the regulatory approach to managing climate change risks matures.

To be able to quantify and manage climate change transition risk on Corporate exposures effectively, banks will need to develop the data, analytical, and modelling capabilities needed to quantify climate change transition risk on an individual company basis. The primary challenges in performing this assessment are the difficulty in securing suitable information relating to a company’s sustainability, the challenge in quantitatively assessing unstructured qualitative sustainability plans, and the absence of the historic data to needed to calibrate statistical models.

This paper will demonstrate how the convergence of new information made available as part of the Task Force on Climate-related Financial Disclosures (‘TCFD’) and statistical techniques 4most developed for other low-information credit risk measurement and reporting purposes has allowed the challenges outlined above to be overcome. In particular, 4most’s Knowledge Elicitation Process has provided a statistical framework in which both quantitative (e.g. carbon intensity) and qualitative (e.g. climate adaptation strategy) elements can be measured and developed into consistent, robust, and scoring models. This approach has formed the basis for 4most’s climate transition risk assessment tool, which allows lenders to assess the relative climate change transition risk posed by individual companies; and which act as the main input into 4most’s Corporate climate scenario assessment and stress testing methodology. These types of model provide an individual view of risk and can be used to enhance risk management decisions, including underwriting and annual review, alongside their use in facilitating internal stress testing and regulatory climate change reporting.

