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Executive Summary
The importance of ESG is subject to increasing attention from regulator, supervisor
and institution and there is a growing awareness of the need to integrate all the
ESG factors into bank’ strategies, process, and disclosures to the public. In one
hand, Corporates are subject to a growing number of disclosure requirements
related to ESG factors, which have an impact on financial institutions. In the other,
financial institution must act now on the assessment of ESG risks opportunities of
their activities and on the development of correct ESG information, to be prepared
for changing needs arising from both the market and the regulator. In this sense,
regulatory obligations (i.e., Sustainable Finance Disclosure Regulation (SFDR),
Non-Financial Reporting Directives (NFRD), the integration of the Corporate
Sustainability Disclosure Directive (CSRD) and the EU Taxonomy) can play an
important role in scaling up sustainable finance and, in turn, in supporting the
achievement of high-level goals such as the Paris Agreement and the UN
sustainable development goals.

2

www.iasonltd.com

Research Paper Series

About the Authors

Dario Esposito:
Chief Risk Regulatory Officer
Experienced professional with a demonstrated
history of working in the financial services
industry. Skilled in Enterprise Risk
Management, Basel III and IV and AML.
Strong finance professional postgraduated
from University of London and IMD in
Lausanne (International Institute for
Management Development).

Matteo Cecchin:
Business Analyst
He holds a master degree in Economics and
Finance from Ca’ Foscari University of Venice.
After a few years in the financial sector and in
control functions, among others in the Internal
Audit area, he moved to the risk management
field. Currently he has been working for a
couple of years on a Model Risk Management
project in one of the major Italian banks.

This document was prepared in collaboration Ulisse Filipponi, who at the time was working for Iason
Consulting.

www.iasonltd.com

3

Research Paper Series

Table of Content
Introduction

p.5

SFDR - Sustainable Finance Disclosure Regulation

p.6

Main Changes

p.6

Regulatory Technical Standards (RTS) on SFDR

p.7

NFRD - Non-Financial Reporting Directive

p.8

Observed Issues of NFRD and Following Remediation of CSRD

p.9

EU Taxonomy Regulation

p.9

Focus on Regulation

p.9

Additional Disclosures

p.10

Transition Capacity Testing

p.11

Categorisation System Based on EU Taxonomy

p.12

Prudential Disclosures on ESG Risks

p.13

Banks’ Progress Towards Transparent ESG Disclosures

p.15

Conclusions

p.16

References

p.17

4

www.iasonltd.com

Research Paper Series

EU Taxonomies on
ESG Regulation
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I

Matteo Cecchin

Ulisse Filipponi

n recent years, the financial sector has increasingly been paying attention to the risks stemming
from ESG factors and implementing the concept of sustainable finance. Following the definitions
of ESG given by EBA, ESG factors can be expressed as follow:

• Environmental: Environmental factors are those related to the quality and functioning of
the natural environment and include factors such as climate change mitigation biodiversity,
energy consumption, pollution, and waste management.
• Social: Social factors are related to the rights, well-being and interests of people and communities, and include factors such as (in)equality, health, inclusiveness, labour relations, workplace
health and safety, human capital and communities.
• Governance: Governance factors cover aspects as executive leadership and pay, internal
controls, board independence, shareholder rights, corruption and bribery and the way in
which companies include environmental and social factors in their policies and procedures.
Focusing now on Sustainable finance, it is understood as financing and other related institutional
and market arrangements that contribute to the achievement of strong, sustainable, balanced, and
inclusive growth, providing both direct and indirect support for the Sustainable Development
Goals. It also refers to the process of taking due account of environmental and social considerations
in investment decision-making, leading to increased investments in longerâterm and sustainable
activities.
In March 2018, the EC (European Commission) published an action plan on sustainable finance
as part of broader efforts to link finance to specific needs of the European and worldwide economy,
for the benefit of our planet and our society. This action plan responds to recommendations from
the High-Level Expert Group (HLEG) on Sustainable Finance. The first legislative package under the
action plan includes four proposals: (i) a unified EU classification system (’taxonomy’); (ii) investors’
duties and disclosures; (iii) low-carbon benchmarks and (iv) better advice to clients on sustainability.
In particular, the main aim of the action plan proposed by European commission is, firstly, to
reorient capital flows towards sustainable investment to achieve sustainable and inclusive growth.
Secondly, to manage financial risks stemming from climate change, resource depletion, environmental degradation, and social issues. Finally, EC aimed to foster transparency and long-termism in
financial and economic activity.
The last year brought significant changes to the EU Regulatory Compliance, it increased both
the scope and depth of required sustainability reporting. This has been possible thanks to the
introduction of new regulations, such as Sustainable Finance Disclosure Regulation (SFDR), the
Non-Financial Reporting Directives (NFRD) and the consequent integration of the Corporate
Sustainability Disclosure Directive (CSRD), and the EU Taxonomy as well as updates of existing
ones1 .
All the previous interventions of the Regulators aim to improve the overall transparency of
disclosed information and prevent ’greenwashing’ through more detailed reporting and assurance
1 On 28 February 2022, on the recommendation of the European Commission, the "Final Report on Social Taxonomy" by
Platform on Sustainable Finance was published. This report contrasts with the various taxonomies on environmental issues
presented in this paper.

www.iasonltd.com

5

Research Paper Series
of reported information. The three key EU regulations relevant for sustainability disclosure on
sustainability disclosure are:
• Sustainable Finance Disclosure Regulation: SFDR was published the 27th of November 2019
and the regulation has been in force since March 2021 with some articles that only entered
into force in January 2023. The regulation aims to broaden disclosures for financial products
that claim to have an ESG focus.
• Non-Financial Reporting Directive and Corporate Sustainability Reporting Directive: NFRD
was published in October 2014 to amend Directive 2013/34/EU as regards disclosure of
non-financial and diversity information by certain large undertakings and groups. However,
amendments provided by NFRD was not enough to grant investors the right awareness about
ESG factors. To fill the gaps left by NFRD, in April 2021 the CSRD was published. With the
new directive, the scope of the existing NFRD was significantly enhanced.
• EU Taxonomy Regulation: EU Taxonomy was published on June 2020 to amend the existing
SFDR to propose a new method to identify sustainable activities from an environmental point
of view.
In the next chapters an overview will be given on: Sustainable Finance Disclosure Regulation
(SFDR), Non-Financial Reporting Directive and Corporate Sustainability Reporting Directive (NFRDCSRD) and EU Taxonomy Regulation. Once dealt with these regulation, the paper will focus on the
transition capacity testing. Finally, an overview of Pillar 3 disclosure obligations on ESG risks and a
description of banks’ progress towards ESG disclosures will be given.

1.

SFDR - Sustainable Finance Disclosure Regulation

Sustainable Finance Disclosure Regulation (SFDR) helps investors by providing greater transparency
on the degree to which financial products have environmental or social characteristics. This
Regulation strengthen protection for end investors and improve disclosures to them. Before the
publication of SFDR[11], disclosures to end investors on the integration of sustainability risks, or on
sustainable investment objectives, was insufficiently developed because such disclosures were not
yet subject to harmonized requirements. Furthermore, the comparison between different financial
products was very difficult due to the existence of divergent disclosure standards and market-based
practices. However, after the publication of SFDR it is observed an overcome of these burdens. In fact,
firstly, SFDR aims to reduce information asymmetries about the integration of sustainability risks
and sustainable investment, by requiring financial market participants and financial advisers to make
pre-contractual and ongoing disclosures to end investors. Lastly, thanks to the new Directive[1],
Financial Market Players (FMP) should be required to disclose specific information regarding their
approaches to the integration of sustainability risks and the consideration of adverse sustainability
impacts.
On 6 April 2022 the European Commission adopted a new technical standards for the disclosure
of sustainability-related information under SFDR. The technical standards proposed by the European
Commission has to be used by financial market participants, moreover, the requirements will be
scrutinized by the European Commission will be applied from 1 January 2023[6].
1.1

Main Changes

Disclosures to end investors on the integration of sustainability risks, on the consideration of adverse
sustainability impacts, on sustainable investment objectives, or on the promotion of environmental
or social characteristics, in investment decision-making and in advisory processes, were insufficiently
developed because such disclosures were not yet subject to harmonised requirements. For this
reason, with SFDR, steps have been taken to change the connotation of markets. In particular, among
the others, we observe first changes in the information disclosure area. In fact, SFDR requires the
publication at website level, for FMP and financial advisors, of information:
• Relating to the integration of sustainability risks associated with investments into decisionmaking processes;
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• Relating to how the remuneration policies are compatible with the integration of sustainability
risks;
• Relating to any negative effects on sustainability factors deriving from investment decisions
on sustainability factors, based on criteria such as the nature and size of the activity.
However, disclosure obligations are not limited at website level. Thanks to SFDR the obligations
are also embedded at contractual and pre-contractual level. In fact, are required information relating
to the methods of integrating sustainability risks in investment decisions and the results of the
assessment of potential impacts of sustainability risks on the performance of available financial
products. Moreover, If the risks are not considered significant, the integration of the information is
requested with a clear and detailed motivation. In addition to the integration of sustainability risk,
SFDR make an important distinction between products that promote environmental characteristics
and sustainable investments, and products having sustainable investments as a direct goal. Despite
this distinction, SFDR provide for both product the same disclosure obligations. In fact, it is required
to financial market participants and financial advisors to communicate in which way these products
have such characteristics. In the following paragraph the concept of product promoting sustainable
investment and product having sustainable investment as a goal will be discussed more in detail.
Regarding the promotion of environmental characteristics and sustainable investments as objective, from SFDR it is possible to extrapolate a classification into distinct groups based on the
level of importance of sustainability. To date, sustainable products with different levels of ambition
have been developed. It is therefore necessary to distinguish - for the purposes of pre-contractual
information - the requirements relating to financial products that promote environmental or social
characteristics, and the requirements relating to financial products which aim to produce positive
effects for the environment and society. Firstly, product promoting environmental characteristics are
mentioned in art. 8 of SFDR. For this kind of product, FMP and financial advisors must provide
information on how those characteristics are met. Moreover, information relating to the integration
of sustainability risks and a statement of compliance with the principle of "do not cause significant damage" are required as well. Other information required for this product are linked to the
relation between the environmental characteristics and the reference index, as well as the extent to
which environmental or social characteristics are achieved. Moving on to product with sustainable
investment as objective, they are mentioned in art. 9 of SFDR. The information required for FMP
and financial advisor can be posted on a similar line of which required for product promoting
sustainable investment. In particular, this information refers to, at first, the consistency between
the objective and any identified reference index, and the sources for the calculation methodology
of the identified index. Furthermore, where no index has been designated, the information to be
disclosed shall include an explanation on how that objective is to be attained. Finally, SFDR requires
information on environmental objectives to which the investment contributes and how and to what
extent the investments relate to eco-sustainable economic activities.
1.2

Regulatory Technical Standards (RTS) on SFDR

The RTS aim to provide disclosures to end investors regarding the investments of financial products
in environmentally sustainable economic activities, providing them with comparable information
to make informed investment choices and establish a single rulebook for sustainability disclosures
under the SFDR and the Taxonomy Regulation. The European Supervisory Authorities (ESAs)
propose the inclus ion of the amended mandatory templates for financial products that promote
environmental and/or social characteristics or have a sustainable investment objective as defined in
the SFDR. In this sense, the RTS have been developed to modify, among the others, art. 8-9 of the
SFDR. Concerning products promoting environmental characteristics (i.e., art.8), we can observe
the development of additional pre-contractual disclosures relating to the content and presentation
of Article 8 SFDR products subject to Article 6 Taxonomy Regulation (TR), concerning climate
objectives and other environmental objectives under Article 9 TR respectively. While, with reference
to product having sustainable investment as objective (i.e., art. 9), the RTS provide the development
of additional pre-contractual disclosures relating to the content and presentation of Article 9 SFDR
products subject to Article 5 Taxonomy Regulation (TR), relating to disclosures concerning climate
objectives and other environmental objectives under Article 9 TR respectively.
www.iasonltd.com
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With the RTS it is also observed the introduction of sustainability indicators. Sustainability
indicators measure how the environmental or social characteristics promoted by the financial product
are attained. In order to have a better view of these indicators, ESAs proposed to divide principal
sustainability indicators into different classes: (i) principal indicators applicable to investment in
investee corporates (9 environmental indicators and 5 social indicators); (ii) principal indicators
applicable to investment in sovereign and supranational (2 indicators); (iii) principal indicators
applicable to investment in real estate assets (2 indicators) and (iv) additional environmental and
social indicators (at least 1 for both environmental and social PAI). Once definition and classification
of the indicators has been proposed, the RTS also gives on overview of such indicators. In fact, with
reference to obligations for FMP and financial advisors, Financial Market Players (FMP) should
integrate all relevant Principal Adverse Impacts (PAI) and sustainability risks and specify how they
integrate those risks in their financial policies. Furthermore, the overall sustainability related impact
of financial products should be reported regularly by means of indicators. On these indicators, FMP
shall report the following information: (i) where quantitative disclosures are made, figures with a
relative measure such as impact per euro invested; (ii) which indicators are subject to an assurance
provided by an auditor or a review by a third party, (iii) the proportion of underlying assets of the
financial product.
The European Supervisory Authorities (ESAs - EBA, EIOPA and ESMA) have updated on 25
March 2022 their joint supervisory statement on the application of the Sustainable Finance Disclosure
Regulation (SFDR)[3]. This includes a new timeline, expectations about the explicit quantification
of the product disclosures under Article 5 and 6 of the Taxonomy Regulation and the use of
estimates. The requirements in the SFDR relating to the entity-level disclosure of principal adverse
impacts apply from 10 March 2021 on a comply or explain basis, on the contrary the additional
detail specified in the RTS should apply from 1 January 2023. This is in order to provide financial
market participants and financial advisers with sufficient time to gather the information necessary
to adjust their practices to apply the specific requirements of the RTS, without having impact on
the application of the TR provisions. Furthermore, the supervisory expectation during the interim
period before the application of the RTS is that an explicit quantification should be provided through
the numerical disclosure as a percentage of the extent to which investments underlying the financial
product are taxonomy-aligned.

2.

NFRD - Non-Financial Reporting Directive

In line with the provisions of the European Commission in 2019, the European Parliament recognized
the importance of communicating information on sustainability, regarding social and environmental
factors, to identify risks to sustainability and increase the confidence of investors and consumer. The
"NFRD" directive[10] is an amendment to the Accounting Directive 2013/34/EU which provides
that the non-financial or ESG aspects will be integrated into corporate strategies and reports with
the aim of increasing the relevance, uniformity and comparability of information communicated by
certain corporates and certain large groups across the Union. The ESG aspects are disclosed through
a non-financial statement containing information relating to, firstly, environmental aspects referred
to the current and predictable impact of the corporate’s activities on the environment as well as on
health and safety, the use of renewable and/or non-renewable energy resources. Secondly, social
aspects and information regarding the actions taken to ensure gender equality, the implementation
of fundamental labor conventions, respect for workers’ right to be informed and consulted and
health/safety at work. Finally, human rights and anti-corruption with referment to information on
prevention human rights violations and/or existing tools to combat active and passive corruption.
Moreover, NFRD specified that the non-financial statement must necessarily contain at least the
following information: (i) brief description of the business model; (ii) description of the policies
pursued in relation to those matters; (iii) outcome of these policies; (iv) risks related to those matters;
(v) non-financial key performance indicators for the particular business and (vi) references to the
amounts recorded in the financial statements and further clarifications in this regard.
If the policies are not applied in relation to one or more of the aforementioned aspects, the
statement provides a clear and detailed explanation of the reason for this choice.
To conclude, another distinction considers the subjects required to publish the non-financial
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statement. In this sense, NFRD proposed, in one hand, a non-financial statement for large undertakings (art. 19 bis) and, in the other, a consolidated non-financial statement for public interest entities
which are parent undertakings of a large group (art. 29 bis).
2.1

Observed Issues of NFRD and Following Remediation of CSRD

There is ample evidence that the information that corporates report with NFRD is not sufficient[8].
Reports often omit information that investors and other stakeholders think is important and reported
information can be hard to compare from corporate to corporate. Thus, investors lack a reliable
overview of sustainability-related risks to which corporates are exposed. There is empirical evidence
that NFRD suffers of several weaknesses. In this sense, EC point out a major problem relating
to the scope of the directive. In fact, we observed reporting requirement for less than 45 percent
of large European corporates and the exclusion of millions of SMEs. In addition to the previous
problem, EC highlights the absence of a non-financial reporting standard or framework. NFRD
gives to corporates the flexibility to disclose relevant information in the way they consider most
useful. However, although this approach favors greater ease in compiling non-financial statements,
it represents a great burden for the comparability of different non-financial statement of different
entities and, consequently, a lack of awareness for final investors. Finally, the absence of assurance
of non-financial reports is considered another great limit of NFRD[5]. In fact, for the verification of
the non-financial information provided, the NFRD includes only a requirement that the statutory
auditor (or audit firm) check whether the non-financial information has been provided[9].
To overcome these limits, in 2021 was published the CSRD. The CSRD - Corporate Sustainability
Reporting Directive - is a proposal that significantly enhances the scope of the existing NFRD
rules and sets out in far greater detail the non-financial information that entities should report. In
fact, with referment to the previously exposed NFRD limits, the CSRD provides, firstly, reporting
requirement for a wider number of corporates including large European corporates and quoted
SMEs. Furthermore, with the new Directive, it is now required the use of a non-financial reporting
standard or framework to ease comparability between different entities, and to guarantee to final
investors a greater degree of awareness of the ESG policies of European companies. Finally, with the
introduction of assurance of non-financial reports, it is required to all corporates within the scope to
seek limited assurance for reported sustainability information while including an option to move
towards a reasonable assurance requirement at a later stage[9].

3.

EU Taxonomy Regulation

The Paris Agreement aims to strengthen the response to climate change by making finance flows
consistent with a pathway towards low greenhouse gas emissions (GHG) and climate-resilient
development, among other means. In that context, on 12 December 2019, the European Council
adopted conclusions on climate change. In light thereof, the EU Taxonomy Regulation represents
a key step towards the objective of achieving a climate-neutral Union by 2050. On June 2020 the
European Parliament and the Council of the European Union Published Regulation (EU) 2020/852
on the establishment of a framework to facilitate sustainable investment and amending Regulation
(EU) 2019/2088 (SFDR). This Regulation aims to: (i) supplement the rules on transparency in
pre-contractual disclosures laid down in Regulation (EU) 2019/2088 (SFDR) and (ii) establish the
criteria for determining whether an economic activity qualifies as environmentally sustainable for
the purposes of establishing the degree to which an investment is environmentally sustainable.
3.1

Focus on Regulation

The EU Taxonomy[12] is a classification system whose purpose is to establish whether an investment/activity can qualify as sustainable or not. In order to establish the degree of eco-sustainability
of an investment, an economic activity is considered eco-sustainable if it is carried out in compliance
with the minimum safeguards, complies with the technical screening criteria set by the Commission,
and if the investments pursue one or more of the 6 environmental goals and do not significant harm
www.iasonltd.com
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to the same goals. Below is an in-depth analysis of the 6 objectives and their respective significant
damage:
• Climate change mitigation: Activities that help stabilize concentrations of greenhouse gases
in the atmosphere or mitigate climate change by supporting the transition to a climateneutral economy. In this case, European Parliament identifies activities leading to significant
greenhouse gas emissions as a significant harm.
• Climate change adaptation: Activity that contributes to substantially reduce the risk of
negative effects of the current climate and the climate forecast for the future on economic
activity and for the future on people and nature. Significant harm linked to climate change
adaptation are activities that lead to a worsening of the negative effects of the current climate
and the anticipated future climate on oneself or on people, nature or assets.
• Water and marine resources: Activity that contributes to the achievement of the good state of
surface and underground water bodies or to prevent their deterioration and to the achievement
of the good ecological status of marine waters or to prevent their deterioration. Potential
significant harm at marine level can be represented by activities that adversely affect ecological
potential of water bodies, including surface and ground waters or the good ecological status
of marine waters.
• Circular economy: Activity that contributes to the transition to a circular economy, including
the prevention, reuse, and recycling of waste. For circular economy, can be considered
dangerous the activities that lead to significant inefficiencies in the use of materials or in the
direct or indirect use of natural resources, if it involves a significant increase in the production,
incineration, or disposal of waste.
• Pollution: Activity that contributes substantially to the protection of the environment from
pollution. In the other hand, pollution can be increased by activities that involve a significant
increase in emissions of pollutants into the air, water or soil compared to the situation that
existed before its start.
• Biodiversity and ecosystems: Activity that contributes substantially to protecting, conserving,
or restoring biodiversity or to achieving the good condition of ecosystems, or to protecting
ecosystems that are already in good condition. The respective significant harm for this last
goal consists in activities that threaten the good condition and resilience of ecosystems or the
conservation status of habitats and species, including those of interest to the Union.
In Addition, EU Taxonomy Regulation also focuses on two different types of activities: transition
activities and enabling activities.
Concerning transition activities, they are activities for which there are no technologically and
economically feasible low-carbon alternatives, but that support the transition to a climate-neutral
economy in a manner that is consistent with a pathway to limit the temperature increase to 1.5
degrees Celsius above pre-industrial levels, including by phasing out greenhouse gas emissions,
in particular emissions from solid fossil fuels, and where that activity has, firstly, greenhouse gas
emission levels that correspond to the best performance in the sector or industry, and secondly, the
activity does not hamper the development and deployment of low-carbon alternatives. At last, such
activity does not lead to a lock-in of carbon-intensive assets, considering the economic lifetime of
those assets. Moreover, within the EU Taxonomy are also being considered the enabling activities,
that is those activities which allow other activities to bring a direct substantial contribution to the
environmental goals, if the activity does not lead to a lock-in of assets that undermine long-term
environmental goals and has a substantial positive environmental impact. Finally, for more details
regarding Taxonomy Complementary Climate Delegated Act on climate change mitigation and
adaptation covering certain gas and nuclear activities, please refer to Table 1.
3.2

Additional Disclosures

On 22nd October 2021, ESAs have developed Regulatory Technical Standards (RTS) regarding the
content and presentation of disclosures under Regulation (EU) 2019/2088 (’Sustainable Finance
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TABLE 1: European Commission. EU taxonomy: Complementary Climate Delegated Act to accelerate decarbonisation.

Disclosure Regulation’ or ’SFDR’). With reference to the “Taxonomy Regulation”, the RTS[1] focuses
on the inclusion of additional disclosures that identify the environmental objectives to which the
product contributes and show how and to what extent the product’s investments are aligned with
the EU Taxonomy. For measuring how and to what extent activities funded by the product are
aligned with the EU taxonomy, the proposals consist of two elements:
• Two graphs - That show the taxonomy-alignment of investments of the financial product,
including and excluding sovereign bonds, based on one of three KPIs (turnover, capital
expenditure (CapEx), operating expenditure (OpEx));
• A voluntary assurance - That must be provided by an auditor, or a review by a third party, that
the economic activities funded by the product, that qualify as environmentally sustainable, are
compliant with the criteria of the Taxonomy Regulation.

4.

Transition Capacity Testing

The “EU climate pathway” or “EU climate baseline scenario” are terms that can be seen as definitions
of targets to be met by economic activities according to the criteria established by the EU Taxonomy
classification system, by 2030 and 2050. Given the short-medium time that is the 2030 target, it is
estimated that 180 to 270 billion of Euro are to be invested annually to fulfil the transition towards a
more sustainable economy. Since the EU economy is financed for over 70 percent by the European
banking sector, it plays an important role in funding the transition of all relevant economic sectors
under the European Green Deal[14].
The EU economy is mainly composed by SMEs, corporates, and households, and each of them
will have a different time in order to be fully sustainable, or to be aligned with the EU Taxonomy.
Indeed, the transition will be carried out with the help of further policies, laws, and regulations
where the main objectives will take as a central point the criteria set in the EU taxonomy, and it
will be operated by the banking system, or other financial institutions. Therefore, the EU Taxonomy
www.iasonltd.com
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criteria helps European banks to understand how ready and able a counterparty is to adjust its
activities/behaviour to meet the criteria.
Given the current context, the EBA announces a transition capacity testing[14] , which is an
alternative concept for the identification of the portfolios or exposures that are most vulnerable
to climate change based on a categorization system that follows the European Union Taxonomy
criteria for environmentally sustainable economic activities (EU Taxonomy). These stress tests allow
banks to identify their progress in the process of adapting to climate objectives as established in the
technical screening criteria of the EU Taxonomy and to test the need for any additional financing for
the transition.
As of now, technical screening criteria have been developed only for the first 2 environmental
objectives presented by the EU Taxonomy (mitigation and adaption), while further development of
technical screening criteria by European Commission for the remaining 4 environmental objectives
(the sustainable use and protection of water and marine resources, the transition to a circular
economy, the transition to a circular economy and the protection and restoration of biodiversity and
ecosystems) will arrive at a later stage.
Indeed, given the current state of the development, the EU Taxonomy compliant activities that
are currently taken into consideration for the Transition Capacity Testing are: activities that have
as objective climate change mitigation; activities that have as objective climate change adaption;
transitional activities and enabling activities. In this regard the transition capacity test generates a
link between the initial static balance sheet categorized according to the EU Taxonomy (also used
for disclosure of Pillar 3 requirements), and the multiple scenario and sensitivity analysis in the
longer term.
4.1

Categorisation System Based on EU Taxonomy

The categorisation system, on which is based the Transition Capacity Testing, is carried out in 3 steps
as follow. Firstly, the exposures in the sectors covered by the EU Taxonomy need to be allocated to
one of the Taxonomy categories (adaptation, transitional, enabling and mitigation) following the
Taxonomy-based allocation of the economic activities based on the NACE code of the main activity.
Secondly, the exposure’s alignment with the EU Taxonomy should be determined to classify all
or part of the exposure as being aligned with the EU Taxonomy criteria. Finally, once step 2 is
completed, the exposures that are not aligned with the EU Taxonomy, or the relevant unaligned
portion of the exposures, will then be allocated to the ’not aligned with Taxonomy criteria’ category
and the exposures that need to transition are then placed in the relevant bucket of the Taxonomy
category.
After identifying the exposures that need to transition, the evaluation of the “likelihood of
transition”, which focuses on the readiness and willingness to align to the EU Taxonomy criteria,
takes place and it is impacted by 2 main factors: the distance from meeting the taxonomy technical
criteria and the existence of a strategy and credible transition plan. In particular, the likelihood
of transition can be evaluated on an exposure-by-exposure basis. The starting point consists in
estimating the distance, of a certain company, from meeting the Taxonomy criteria. In this case,
greater the distance, smaller the likelihood to transition (unless there is a credible transition plan).
Once the distance has been estimated, we have an initial indication of whether the company is likely
to transition fully, partially or is not likely to transition. Moreover, in this context, not only the
exposures are considered a variable to evaluate the likelihood to transition. In fact, the existence
of a clear strategy and transition plan that outlines the path towards improving the parameters of
the specified activity, is the second important component in allocating the exposures to the buckets
based on the likelihood to transition. If a company has developed a clear strategy and investment
plan regarding how to improve its environmental performance, the exposure should be placed in
the “likely to transition partially” or “likely to fully transition” bucket depending on the transition
plan’s credibility. If no such plan is available, a conservative approach should be adopted of placing
the exposures in the “not likely to transition” bucket.
Finally, after the allocation of all the relevant exposures to their buckets, based on the likelihood
to transition, and considering the 2030-time horizon, banks would have a clear picture about
exposures that are not likely to transition (NLTR index) and exposures in activities that are likely to
transition fully or partially (TCTR index).
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5.

Prudential Disclosures on ESG Risks

On January 24th, 2022 the final draft on prudential disclosures on ESG risk has been released
by EBA[2] where tables, templates and associated instructions have been developed to disclose
prudential information on environmental, social and governance (ESG) risks, including transition
and physical risk.
At a glance, the main areas of development that are taken into consideration are:
• Implementation of the Pillar 3 Framework;
• Quantitative information to be disclosed on climate-change-related risks;
• Disclosure on climate-change transition risk;
• Disclosure on climate-change physic risk;
• Qualitative Disclosure on ESG factors.
All these topics will be covered in the following where the key information have been reported.
Implementation of the Pillar 3 Framework: these new iterations of the ITS are improving the
Pillar 3 Framework by implementing prudential disclosures on ESG risks and helping institutions
when it comes to disclosure of comparable information regarding ESG-risks to the public. Therefore,
the new prudential disclosures will provide investors all the necessary information to compare the
financial activities of institutions to their sustainability performance, will improve the transparency
of institutions by specifying how they are mitigating such risks, will explain how they intend to
carry out the support to counterparties in the adaptation of climate change and in the transition to a
sustainable economy.
Quantitative information to be disclosed on climate-change-related risks: the intervention
of the EBA on the Pillar 3 Framework provides further remediation to the actual non-exhaustive
situation that involves the disclosure of non-financial information. The goal is to make these
disclosures consistent and comparable by setting compulsory standards and by adding templates
and tables to gather more granularity. Quantitative information are to be provided in regards to
climate change risks, transition risks, physical risks, GAR (Green Asset Ratio) disclosure for all
those exposures to counterparties who are subject to disclosure obligations under Non-Financial
Reporting Directive 2014/95/EU, the disclosure of the BTAR (Banking Book Taxonomy Alignment
Ratio) for all activities that are EU Taxonomy aligned including exposure to counterparties that
currently are not under catch of the NFDR Regulation disclosure obligations.
Disclosure on climate-change transition risk: as for transition risk, institutions will be asked by
EBA to disclose information relating to exposures in all those sectors that have high impact towards
climate change, diving deep in all fossil fuel and carbon exposures, as well as all Taxonomy-aligned
exposures:
• Exposures towards non-financial corporates (NFCs) are in scope and both metrics and KPIs
proposed are aligned with the FSB-TCFD recommendations (therefore the sources and the
methodology used are to be provided for GHG emissions);
• Exposures to real estate are also in scope, where particular attention has been posed on the
energy efficiency of the real estate that serves as collateral.
Data relating to the quality of their exposure to credit risk, explaining all the possible implications
their exposures may have when it comes to liquidity risk, operational risk, as well as providing
forward-looking information.
Disclosure on climate-change physic risk: in the case of climate change physical risk, institutions
are asked to identify those exposures towards sectors and geographies that may be negatively
impacted by climate change events linked to physical acute and chronic risks. The use by institutions
of dedicated portals and databases (i.e., GFDRR - ThinkHazard!, WRI - Aqueduct Water Risk Atlas,
World Bank - Climate Change Knowledge Portal) is essential to identify geographies that are subject
to physical risk. The use of the abovementioned databases is not the unique way of institutions to
collect information. In fact, institutions may also use the data offered by EU bodies and by national
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government authorities (e.g., meteorological, environmental, and statistical agencies or geoscience
organisations). Furthermore, bearing in mind that physical risks may materialise in the long term,
institutions are asked to complement sectoral and geographical information with information in
terms of residual maturity of the exposures, by maturity bucket.
Qualitative Disclosure on ESG factors: another focus of the ITS is towards qualitative disclosures
about ESG risks that may arise on the balance sheet of credit institutions from the impacts of
these very same factors toward their counterparties. The qualitative disclosure, that must be
complementary to quantitative disclosure, is arranged by the risk categories of environmental risk,
social risk and governance risk, and each category have to provide information regarding:
• Governance - the information to be disclosed are: the responsibilities of the management body
in setting that oversees and monitors the risk framework, the objectives, the strategies and
policies relating to ESG risks; the integration of these risks into the organisational arrangements
including the role of risk committees, business lines and internal control functions; governance
arrangements in terms of setting targets, escalation procedures and reporting; alignment of
the remuneration policy with ESG risks.
• Business model and strategy - the information to be disclosed are: the adjustment of the
institution’s business strategy to integrate ESG risks and factors; objectives, targets, and limits
for the assessment of environmental risk in the short term, medium term and long term, and
performance assessment against these objectives and limits; policies and procedures relating
to direct and indirect engagement with customers on their ESG risk strategies.
• Risk management - the information to be disclosed are: the current standards that institutions
use for ESG risk management (definitions and methodologies); processes to identify activities
and exposures sensitive to environmental, social and governance risks, taking into account
relevant channels and considerations specific to each risk category; processes to identify
and monitor exposures and activities that are subject to material ESG risks; institutions’
activities, commitments and exposures to mitigate ESG risks; implementation of risk tools
for identification and management of ESG risks such as stress test and scenario analysis;
description of links between ESG risks and conventional risk categories such as credit risk,
market risk, operational risk and liquidity risk.
All Institutions will have to begin the disclosure of the information above requested starting from
June 2022. It will be an annual disclosure at first, to become semi-annual afterwards. In practical
terms the first disclosure will happen in 2023 for the disclosure reference date of end of December
2022.
In addition to what has been illustrated so far, on 31st March 2022, the decision to establish the
development of a thorough global starting point of sustainability disclosures for capital market was
taken by the International Sustainability Standards Board (ISSB) [13]. In this sense, a consultation
on its first two proposed standard has been launched. One ("IFRS S1- General Requirements for
Disclosure of Sustainability-related Financial Information") sets out general sustainability-related
disclosure requirements. The sustainability-related financial information disclosed would be centred
on a company’s consideration of its governance, strategy and risk management and the metrics
and targets it uses to measure, monitor and manage significant sustainability-related risks and
opportunities. Regarding the other standard ("IFRS S2 - Climate-related Disclosures"), a company
applying the proposals in the General Requirements Exposure Draft would apply the Climate
Exposure Draft to provide material information about its significant climate-related risks and
opportunities. The Climate Exposure Draft proposes requiring a company to disclose information
that would enable an investor to assess the effect of climate related risks and opportunities on its
enterprise value. To date, the proposals are subjected to a 120-day consultation period. In particular,
ISSB is seeking feedback from the stakeholder in order to review them in the second part of the year
with the final aim to finalize the proposal in the end of 2022.
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6.

Banks’ Progress Towards Transparent ESG Disclosures

The ECB published an updated assessment of the progress European banks have made on disclosing
climate and environmental risks[4]. The assessment also considers the extent to which banks’
disclosures are well-substantiated and provides a preliminary indication of their preparedness for
upcoming requirements. The supervisory assessment on climate-related and environmental risk
disclosures is carried out with a view: (i) to identifying key gaps; (ii) to consider the extent to which
banks’ disclosures are well-substantiated and (iii) on the content of the disclosure.
Overall, the gap analysis shows that institutions have shown clear progress in 2020 in various
areas, compared with 2019. However, most institutions still need to make significant efforts to
transparently disclose their exposures to climate-related and environmental risks and further
improve their disclosure practices, especially for practices concerning disclosures on business model.
With focus on the substantiation of disclosure, the analysis conducted by ECB showed that
virtually none of the banks disclose all the basic information on climate-related and environmental
risk that would align with all the ECB’s expectations. In fact, almost a half of the sample of banks’
disclosures were even assessed as insufficient from both the content and substantiation perspectives.
Overall, institutions still scarcely substantiate their climate-related and environmental metrics and
targets. Only a small number of institutions disclose the methodologies, definitions, and criteria for
all of the figures, metrics and targets reported as material. Conversely, a great part of institutions
does not disclose these aspects at all. As regards the content of disclosures, the supervisory review
concluded that they remain sparse and heterogeneous across the board. Some banks publish
dedicated climate-related and environmental risk reports with extensive qualitative and quantitative
information, while other banks report on climate-related risks only to a marginal extent.
About content of the disclosure, it is possible to observe that:
• Business model and strategy: slightly more than half of the institutions do not detail the
potential strategic impact of both the physical and transition risk up to this day but give just a
general illustration of how climate change or climate-related risks can affect the economy or
the financial sector, leaving behind no trace of the bank’s business model. The remaining part
of the banks disclose little information regarding the strategic impact of both physical and
transition risk. As for the KPI and KRI side, most institutions did not disclose the metrics.
• Governance: there have been good improvements regarding board oversight of climate-related
and environmental risks compared to 2020. In fact, most of the institutions addressed have
now established appropriate rules for reporting and monitoring. The management of the
evolution of the risks and the govern of exposures to the risks has also improved, even though
the level of detail is still broad. There is still work to do as a considerable percentage of the
institutions do not provide, or partially provide, qualitative information.
• Risk management: compared to 2020, there have been improvements in this regard. Most
of the institutions now specify the processes in place to identify, assess and manage climaterelated and/or environmental risks, although only a small group have done this comprehensively. As for the tools provided to address risks, a considerable minor percentage of
the institutions now do make references to the use of stress testing and climate/related
scenario analysis in their assessment of risk and identification. Also, many institutions report how climate-related and/or environmental risks are now taken into consideration for
credit-granting policies and procedures.
• Disclosures of other environmental risks: most institutions still have a blind spot for other
environmental risk drivers, such as biodiversity loss and pollution. Moreover, in most cases
those disclosures relate not to the bank’s portfolio, but mostly to its own operations or to
side projects. In fact, most of the participating institutions do not disclose information about
their processes to identify and report on the adverse environmental impact of their lending
activities.
• Disclosure of Scope 3 financed emissions: generally, a great part of Institutions disclose scope
1, 2 and 3 emissions. However, only a few numbers can give well-substantiated information
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about scope 3. This absence of information makes it challenging to compare Scope 3 emissions
across banks.
• Taxonomy alignment: some banks made a qualitative reference to the Taxonomy concerning
the preparatory work for screening their portfolios to identify the assets in questions. Moreover,
some Institutions already disclose how they might or will use the taxonomy. As a result, only
a small part of the banks in the sample provided some quantitative information relating to the
Taxonomy. To conclude, in the context of the CSRD and upcoming Implementing Technical
Standards by the EBA ITS, banks subject to these rules will have to disclose specific metrics
showing the extent to which their assets are aligned with the EU Taxonomy and specific
transition alignment metrics. The current report demonstrates that banks’ current disclosures
are not sufficient to meet future regulatory disclosure requirements.

7.

Conclusions

Introduction of new regulations such as Sustainable Finance Disclosure Regulation (SFDR) and
Non-Financial Reporting Directives (NFRD) integrated by the Corporate Sustainability Disclosure
Directive (CSRD), aim to improve the overall transparency of disclosed information, and prevent
“greenwashing”. The impact of the SFDR will be significant in terms of additional disclosure. It
catalyzes strategic choices on how to approach sustainability as a firm. In addition, SFDR unleash a
flood of new sustainability information for investors to interpret.
Moving on CSRD, it represents a new era in sustainability reporting. It will be required to a
larger number of organizations, to report on ESG following reporting guidelines. Furthermore,
the introduction of an assurance report will certify the reliability of the information, granting
greater protection for investors. Finally, thanks to the introduction of “double materiality” concept,
corporates will identify and manage ESG factors from double perspective.
In addition, EU taxonomy introduced a new classification system on which is based the Transition
capacity testing proposed by EBA. EU Taxonomy represents a classification system of investments
based on different level of sustainability. The possibility to divide investments in sustainability
categories, allows intermediaries to define the quality of each investment and, consequently, to
manage ESG risks in a more efficient way.
Focusing now on the proposal of a Transition capacity testing, it involves a categorization of the
activities and the consequent evaluation of the likelihood of transition to identify the most vulnerable
exposures. It would offer banks and supervisors a tool to understand banksâ counterparties need.
However, to conclude, the generalized confusion regarding technical methods on how to disclose
the information requested, are causing some trouble both for FMPs and corporates. On one hand
some products/activities that are not actually “green” are labelled as if they were. On the other,
the lack of granular information to be disclosed is a relevant problem: indeed, notwithstanding the
recent intervention of the EBA with the final draft of ITS that will improve the gathering of data
relating to ESG factors, the lack of data will remain a problem for years to come.
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