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Executive Summary

• The Basel Committee on Banking Supervision (BCBS)
is taking a holistic approach to addressing climate-
related financial risks to the global banking system
in support of its mandate to strengthen the
regulation, supervision and practices of banks with
the purpose of enhancing financial stability.

• To this aim and as part of this approach, the Basel
Committee has developed responses to a set of
FAQs to clarify how climate-related financial risks
may be captured in existing Pillar 1 standards.

• The FAQs and related responses provided by the
Committee refer to Credit, Operational, Market and
Liquidity Risk. Nevertheless, the focus of the present
document is on FAQs related only to Credit Risk,
which constitute by far the most consistent part of
the BCBS publication.
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In pursuing its approach to addressing climate-related financial risks to the global banking system,

the Basel Committee is continuing its work to examine the extent to which climate-related financial

risks can be addressed within the Basel Framework, identifying potential gaps in the current

framework and considering possible measures to address them.

Introduction

5

Already in 2021, the Basel Committee had published two analytical reports1 that indicated how

climate risk drivers can be captured in traditional financial risk categories. Accordingly, banks were

invited to consider how to incorporate climate-related financial risks in their interpretation and

application of the existing Basel Framework.

Coherently with its aim to promote a consistent interpretation of the Basel framework, the Basel

Committee has now developed a set of responses to FAQs to clarify how climate-related financial

risks may be captured in existing Pillar 1 standards. The responses are consistent with the Basel

Committee’s Principles for the effective management and supervision of climate-related financial

risks2, issued by the Committee in June 2022.

1 BCBS (2021), Climate-related risk drivers and their transmission channels, and BCBS (2021), Climate-related financial risks - measurement methodologies.

2 BCBS (2022), Principles for the effective management and supervision of climate-related financial risks.

Focus of the 

present document

The document, published in December 2022, consists of 19 FAQs related to the following topics within

the Basel Framework:

- Calculation of RWA for credit risk

- Calculation of RWA for operational risk

- Calculation of RWA for market risk

- Liquidity Coverage Ratio

https://www.bis.org/bcbs/publ/d517.htm
https://www.bis.org/bcbs/publ/d518.htm
https://www.bis.org/bcbs/publ/d532.htm
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Due Diligence Requirements – FAQ 1

Overview of FAQs 1/14

7

Paragraph to Which the FAQ Relates

CRE20.4, CRE20.20, CRE20.42 (2023 version)

“Consistent with the Committee’s guidance on

the assessment of credit risk and paragraphs

SRP20.12 to SRP20.14 of the supervisory review

process standard, banks must perform due

diligence to ensure that they have an adequate

understanding of the risk profile and

characteristics of their counterparties.

In cases where ratings are used, due diligence is

necessary to assess the risk of the exposure for risk

management purposes and whether the risk

weight applied is appropriate and prudent. The

sophistication of the due diligence should be

appropriate to the size and complexity of banks’

activities.

Banks must take reasonable and adequate steps

to assess the operating and financial

performance levels and trends through internal

credit analysis and/or other analytics outsourced

to a third party, as appropriate for each

counterparty. Banks must be able to access

information about their counterparties on a

regular basis to complete due diligence

analyses.”

FAQ

Should banks assess climate-related financial

risks as part of due diligence analyses with

respect to counterparty creditworthiness?

Answer

Climate-related financial risks can impact

banks’ credit risk exposure through their

counterparties. To the extent that the risk

profile of a counterparty is affected by

climate-related financial risks, banks should

give proper consideration to the climate-

related financial risks as part of the

counterparty due diligence. To that end,

banks should integrate climate-related

financial risks either in their own credit risk

assessment or when performing due

diligence on external ratings.
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Exposures to Covered Bonds – FAQ 2

Overview of FAQs 2/14

8

Paragraph to Which the FAQ Relates

CRE20.39 (2023 version)

“Banks must perform due diligence to ensure that

the external ratings appropriately and

conservatively reflect the creditworthiness of the

covered bond and the issuing bank.

If the due diligence analysis reflects higher risk

characteristics than that implied by the external

rating bucket of the exposure (i.e., AAA to AA–;

A+ to A–, etc.), the bank must assign a risk weight

at least one bucket higher than the “base” risk

weight determined by the external rating.

Due diligence analysis must never result in the

application of a lower risk weight than that

determined by the external rating.”

FAQ

Should banks assess climate-related financial

risks as part of the due diligence analyses

with respect to covered bonds and their

issuing banks?

Answer

Climate-related financial risks can impact

banks’ exposure through the creditworthiness

of the covered bond and the issuing bank. To

the extent that the creditworthiness of the

covered bond and the issuing bank is

affected by climate-related financial risks,

banks should give proper consideration to

the climate-related financial risks as part of

the due diligence. To that end, banks should

integrate climate-related financial risks either

in their own credit risk assessment or when

performing due diligence on external ratings.
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Standardised Credit Risk Assessment Approach (SCRA) – FAQ 3

Overview of FAQs 3/14

9

Paragraph to Which the FAQ Relates

CRE20.22 (2023 version)

“Grade A refers to exposures to banks, where the

counterparty bank has adequate capacity to

meet their financial commitments (including

repayments of principal and interest) in a timely

manner, for the projected life of the assets or

exposures and irrespective of the economic

cycles and business conditions.”

FAQ

To what extent should climate-related

financial risks be taken into consideration

when determining Grade A classification?

Answer

Banks should consider the impact of material

climate-related financial risks on the

counterparty bank’s capacity to meet their

financial commitments in a timely manner for

the projected life of the bank’s assets or

exposures to this counterparty bank. Prudent

practice by the bank to evaluate the

counterparty bank’s ability to repay

commitments could include incorporating

consideration of material climate-related

financial risks into the entire credit life cycle,

including client due diligence as part of the

onboarding process and ongoing monitoring

of clients’ risk profiles.
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General Corporate Exposures – FAQ 4 

Overview of FAQs 4/14

10

Paragraph to Which the FAQ Relates

CRE20.46 (2023 version)

“Bank in jurisdictions that do not allow the use of

external ratings for regulatory purposes may

assign a 65% risk weight to exposures to

“investment grade” corporates. An “investment

grade” corporate is a corporate entity that has

adequate capacity to meet its financial

commitments in a timely manner and its ability to

do so is assessed to be robust against adverse

changes in the economic cycle and business

conditions. When making this determination, the

bank should assess the corporate entity against

the investment grade definition taking into

account the complexity of its business model,

performance against industry and peers, and risks

posed by the entity’s operating environment.

Moreover, the corporate entity (or its parent

company) must have securities outstanding on a

recognized securities exchange.”

FAQ

To what extent should banks assess whether

the corporate has sufficiently accounted for

climate-related financial risks in order to

meet the “investment grade” definition?

Answer

Banks should consider and evaluate how

material climate-related financial risks might

impact the capacity of the corporate to meet

its financial commitments in a timely manner

even under adverse changes in the

economic cycle and business conditions.

Banks should also rely on a systematic credit

review process to identify at an early stage

whether the credit quality of the corporate

has decreased such that it no longer meets

the “investment grade” definition.
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Specialized Lending – FAQ 5

Overview of FAQs 5/14
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Paragraph to Which the FAQ Relates

CRE20.52 (2023 version)

“A high-quality project finance exposure refers to

an exposure to a project finance entity that is able

to meet its financial commitments in a timely

manner and its ability to do so is assessed to be

robust against adverse changes in the economic

cycle and business conditions. The conditions that

must be met relate to the restriction for the project

finance entity from acting to the detriment of

creditors, the availability of sufficient reserve funds

to cover the contingency funding and working

capital requirements of the project, the
dependence of revenues on the availability or rate-

of-return regulation or take-or-pay contract and on

a main counterparty (central government, PSE or

corporate entity with a risk weight ≤ 80%), the

provision of a high degree of protection for

creditors in case of a default of the project finance

entity, the protection of creditors from losses

resulting from the termination of the project by the

main counterparty, pledging to creditors all assets

and contracts necessary to operate the project,

and the control of the project finance entity in case

of its default by creditors.”

FAQ

To what extent does the classification as high-

quality project finance require consideration of

climate-related financial risks?

Answer

Changes in environmental policy,

technological progress or investor sentiment

can leave projects exposed to transition risks. At

the same time, projects may be exposed to

physical risks depending on their type and

location.

When assessing the ability of a project finance

entity to meet its financial commitments in a

timely manner, banks should consider the

extent to which climate-related financial risks

may have an adverse impact on the ability of

a project finance entity to meet its financial

commitments in a timely manner.
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Regulatory Real Estate Exposures (1/2) – FAQ 6

Overview of FAQs 6/14
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Paragraph to Which the FAQ Relates

CRE20.72 (2023 version)

“The risk weights for regulatory real estate

exposures will apply to jurisdictions where

structural factors result in sustainably low credit

losses associated with the exposures to the real

estate market. National supervisors should

evaluate whether the risk weights in the

corresponding risk weight tables are too low for

these types of exposures in their jurisdictions

based on default experience and other factors

such as market price stability. Supervisors may

require banks in their jurisdictions to increase

these risk weights as appropriate.”

FAQ

To what extent should supervisors consider

climate-related financial risks in evaluating

whether the risk weights in the corresponding

risk weight tables are too low?

Answer

In this evaluation, national supervisors should

also consider climate-related financial risks,

including the potential damage effects or

value losses emerging from climate-related

financial risks (e.g., weather related hazards,

the implementation of climate-policy

standards or changes in investment and

consumption patterns derived from transition

policies).
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Regulatory Real Estate Exposures (2/2) – FAQ 7

Overview of FAQs 7/14
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Paragraph to Which the FAQ Relates

CRE20.75 (2023 version)

“The LTV must be prudently calculated in

accordance with the following requirements:

1. Amount of the loan: includes the outstanding

loan amount and any undrawn committed

amount of the mortgage loan. The loan amount

must be calculated gross of any provisions and

other risk mitigants, except for pledged deposits

accounts with the lending bank that meet all

requirements for on-balance sheet netting and

have been unconditionally and irrevocably

pledged for the sole purposes of redemption of

the mortgage loan.

2. Value of the property: the valuation must be

appraised independently using prudently

conservative valuation criteria. To ensure that the

value of the property is appraised in a prudently

conservative manner, the valuation must exclude

expectations on price increases and must be

adjusted to take into account the potential for

the current market price to be significantly above

the value that would be sustainable over the life

of the loan.”

FAQ

To what extent should banks consider

climate-related financial risks when

determining property value?

Answer

Banks should determine whether the current

market value incorporates the potential

changes in the value of properties emerging

from climate-related financial risks (e.g.,

potential damage related to weather

hazards, the implementation of climate-

policy standards or changes in investment

and consumption patterns derived from

transition policies). National supervisors

should consider jurisdiction-specific features

that account for climate-related financial

risks when setting out prudent valuation

criteria.
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Internal-ratings Based (IRB) Approach: Supervisory Slotting Criteria for Specialised Lending–
FAQ 8

Overview of FAQs 8/14

14

Paragraph to Which the FAQ Relates

CRE33.13 (2019 version)

“Project finance exposures that are subject to the

supervisory slotting approach are assigned

supervisory rating grades based on an analysis of

the relative strength of the following

characteristics:

• Financial strength

• Political and legal environment

• Transaction characteristics

• Strength of Sponsor

• Security Package

In particular, each characteristic is split into a

number of sub-factors that are individually

assigned to a category (strong, good,

satisfactory and weak).”

FAQ

How can banks reflect climate-related

financial risks in the Supervisory slotting

criteria for specialised lending?

Answer

Banks should analyse how climate-related

financial risks could negatively impact the

assignment into a category and if such risks

have been adequately mitigated. Such risks

include any potential impact on the:

• Financial strength;

• Political and legal environment (e.g.

transition risk as “risk of change in law”,

physical risk as “force majeure risk”);

• Asset characteristics in the case of object

finance.
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Rating Criteria – FAQ 9

Overview of FAQs 9/14
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Paragraph to Which the FAQ Relates

CRE36.26 (2023 version)

“To ensure that banks are consistently taking into

account available information, they must use all

relevant and material information in assigning

ratings to borrowers and facilities. Information

must be current. The less information a bank has,

the more conservative must be its assignments of

exposures to borrower and facility grades or

pools. An external rating can be the primary

factor determining an internal rating assignment;

however, the bank must ensure that it considers

other relevant information.”

FAQ

To what extent should material and relevant

information on climate-related financial risks

be used when assigning ratings to borrowers

and facilities?

Answer

When assigning ratings to borrowers and

facilities, banks should take into

consideration material and relevant

information on the impact of climate-related

financial risks on the borrower’s financial

condition and facility characteristics.

This includes consideration of the physical

and transition risks that the borrower is

exposed to, as well as measures undertaken

by the borrower to mitigate such risks.

Whenever the exposure is subject to climate

risk, but there is insufficient information, the

bank may consider a more conservative

approach.
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Rating Assignment Horizon – FAQ 10

Overview of FAQs 10/14

16

Paragraph to Which the FAQ Relates

CRE36.30 (2023 version)

“A borrower rating must represent the bank’s

assessment of the borrower’s ability and

willingness to contractually perform despite

adverse economic conditions or the occurrence

of unexpected events. The range of economic

conditions that are considered when making

assessments must be consistent with current

conditions and those that are likely to occur over

a business cycle within the respective

industry/geographic region. Rating systems

should be designed in such a way that

idiosyncratic or industry-specific changes are a

driver of migrations from one category to

another, and business cycle effects may also be

a driver.”

FAQ

To what extent do the requirements for rating

criteria and rating assignment require

consideration of climate-related financial

risks?

Answer

The range of economic conditions or

unexpected events that should be

considered when making the assessment of

a borrower’s ability to perform should include

climate-related financial risks, both physical

and transition risks, if these materialise as

credit risks.

In particular, if some data (e.g., counterparty

location data, which is a particular risk driver

for physical risk) have been already

collected, banks should assess the

granularity of the data and which additional

data relevant to climate-related financial risks

needs to be collected.
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Stress Tests Used in Assessment of Capital Adequacy  – FAQ 11

Overview of FAQs 11/14

17

Paragraph to Which the FAQ Relates

CRE36.50 (2023 version)

“An IRB bank must have in place sound stress–

testing processes for use in the assessment of

capital adequacy. Stress testing must involve

identifying possible events or future changes in

economic conditions that could have

unfavourable effects on a bank’s credit

exposures and assessment of the bank’s ability to

withstand such changes. Examples of scenarios

that could be used are:

1. Economic or industry downturns;

2. Market risk events; and

3. Liquidity conditions.”

FAQ

Should banks that use the IRB approach

consider climate-related risk drivers as

possible events or future changes when

performing stress tests used in the assessment

of capital adequacy?

Answer

Climate-related financial risks have the

potential to impact banks' credit exposures

and banks’ assessment of credit risk, asset

impairment and expected credit losses.

Banks should iteratively and progressively

consider climate-related financial risks that

affect the range of possible future economic

conditions in their stress testing processes.

A bank that uses the IRB approach should

consider climate-related financial risks that

may significantly impact the bank´s credit

exposures within the assessment period.
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Overall Requirements for Estimation (Structure and Intent) – FAQ 12

Overview of FAQs 12/14
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Paragraph to Which the FAQ Relates

CRE36.67 (2023 version)

“In general, estimates of PDs, LGDs, and EADs are

likely to involve unpredictable errors. In order to

avoid over-optimism, a bank must add to its

estimates a margin of conservatism that is related

to the likely range of errors. Where methods and

data are less satisfactory and the likely range of

errors is larger, the margin of conservatism must

be larger. Supervisors may allow some flexibility

in application of the required standards for data

that are collected prior to the date of

implementation of this Framework. However, in

such cases, banks must demonstrate to their

supervisors that appropriate adjustments have

been made to achieve broad equivalence to

the data without such flexibility. Data collected

beyond the date of implementation must

conform to the minimum standards unless

otherwise stated.”

FAQ

Should banks add a margin of conservatism

to estimates of PDs, LGDs and EADs to

account for the fact that historical data are

less satisfactory to capture climate-related

financial risks, increasing the likely range of

errors?

Answer

A bank should add a margin of conservatism

due to data deficiencies, such as poor data

quality or scarce climate-related data, and

to other sources of additional uncertainties.

To the extent that the information currently

available on climate-related financial risks

which materially impact a bank’s credit

portfolio is not yet sufficiently reliable, this

may increase the range of errors.
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Requirements Specific to PD Estimation: Corporate, Sovereign and Bank Exposures – FAQ 
13

Overview of FAQs 13/14
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Paragraph to Which the FAQ Relates

CRE36.78 (2023 version)

“Banks may have a primary technique and use

others as a point of comparison and potential

adjustment. Supervisors will not be satisfied by the

mechanical application of a technique without

supporting analysis. Banks must recognise the

importance of judgmental considerations in
combining results of techniques and in making

adjustments for limitations of techniques and

information.

For instance, Banks may associate or map their

internal grades to the scale used by an external

credit assessment institution or similar institution and

then attribute the default rate observed for the

external institution’s grades to the bank’s grades.

Mappings must be based on a comparison of

internal rating criteria to the criteria used by the

external institution and on a comparison of the

internal and external ratings of any common

borrowers.”

FAQ

What climate-related financial risk

considerations should banks take into account

when mapping their internal PD grades to the

scale used by an external credit assessment

institution?

Answer

Where the scale used by the external institution

incorporates consideration of material climate-

related financial risks, banks should critically

review the models and methods used by the

external credit assessment institution to judge

climate-related financial risks given the

challenges with data sources, data granularity
and historical time series that often apply to

data on climate-related financial risks. Where

the scale used by the external institution does

not incorporate consideration of climate-

related financial risks, banks should consider

whether adjustments are appropriate to

mitigate this limitation.
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Requirements Specific to Own-LGD Estimates: Standards for all Asset Classes – FAQ 14-15

Overview of FAQs 14/14

20

Paragraph to Which the FAQ Relates

CRE36.86 (2023 version)

“Recognising the principle that realised losses can

at times systematically exceed expected levels,

the LGD assigned to a defaulted asset should

reflect the possibility that the bank would have to

recognise additional, unexpected losses during the

recovery period. For each defaulted asset, the

bank must also construct its best estimate of the
expected loss on that asset based on current

economic circumstances and facility status. The

amount, if any, by which the LGD on a defaulted

asset exceeds the bank’s best estimate of

expected loss on the asset represents the capital

requirement for that asset, and should be set by the

bank on a risk-sensitive basis in accordance with

CRE31.3. Instances where the best estimate of

expected loss on a defaulted asset is less than the

sum of specific provisions and partial charge-offs

on that asset will attract supervisory scrutiny and

must be justified by the bank.”

FAQ

1. To what extent should material and relevant

information on climate-related financial risks

be used when assigning ratings to facilities?

2. Should banks add a margin of conservatism

to estimates of LGD-in-default to account for

the fact that historical data are less

satisfactory to capture climate-related

financial risks – increasing the likely range of

errors?

Answer

1. When assigning ratings to facilities, banks

should take into consideration material and
relevant information on the impact of

climate-related financial risks on the facility

characteristics. Banks should establish an

effective process to obtain and update

relevant and material climate-related

information on the facility characteristics.

2. A bank should add a margin of conservatism

due to data deficiencies, such as poor data

quality or scarce climate-related data, and

to other sources of additional uncertainties.
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The FAQs published by BCBS add an important
block to the work the Committee is doing with
the goal of addressing climate-related
financial risks to the global banking system

Nevertheless, the BCBS underlines that these
responses explicitly acknowledge data
limitations and recognize the fact that
practices will evolve iteratively over time

Given that challenges arising from methodological
and data limitations cannot be fully resolved at this
time, the responses are intended to allow for flexibility
while also encouraging banks to continuously
develop their measurement and mitigation of
climate-related financial risks

The Basel Committee will publish additional FAQs
in future, as needed, to facilitate implementation
of the existing Basel Framework, particularly as the
availability of sufficiently granular data and
consistent measurement methodologies for
climate-related financial risks improves over time

Concluding Remarks and Next Steps

22
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