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EXECUTIVE SUMMARY

In recent years, a comprehensive but complex regulatory and supervisory land-
scape has emerged around the concept of sustainable finance, as the EU author-
ities and Member State governments have realised that the scale of investment
needed to achieve the EU’s energy savings targets cannot be met by the public
sector alone and that the EU financial sector will play a fundamental role in the
climate tfransition, with positive spillovers for economic growth and job creation.

This landscape will have far reaching consequences for banks’ entire value chains,
impacting on their business models and strategies, governance structures and dis-
closure, and will require significant implementation efforts for the coming months
and years.

In the first! of this series of two Reports, we identified and explored the key touch-
points between the EU regulatory and supervisory landscape and energy efficient
mortgages, with a focus on the Energy Efficient Mortgage definition2, Energy Effi-
cient Mortgage Label® and the prudential freatment of energy efficient mort-
gages. This analysis concluded that the landscape presents very specific impacts
and opportunities in relation to the development of energy efficient mortgages
and, as a result, the key outputs of the Energy Efficient Mortgages Initiative (EEMI)4
and the present Project, the Nordic Energy Efficient Mortgage Hub (NEEM). The
analysis furthermore points to the fact that no part of banks' activities will remain
untouched by these policy and legislative inifiatives and actions, whether they be
retail, funding or supervisory-related and draws particular attention to the most sig-
nificant impact on banks’ activities of this landscape, notably those which impact
materially on the three pillars of the supervisory framework.

This analysis was intended as a precursor to the present Report which considers the
challenges and opportunities faced by lending institutions in relation to energy ef-
ficient mortgages starting from a supervisory perspective and then moving on to
retail and funding considerations. It offers detailed insights into the ways in which
the multitude of market-led actions under the EEMI can provide a fast frack to re-
spond to the challenges of the regulatory and supervisory landscape and maximise
the related opportunities, and provide lending institutions with the tools to increase
the resilience of their loan books to climate change risks:

1 https://energyefficientmortgages.eu/wp-content/uploads/2022/01/Analysis-of-Regulatory-Supervisory-Lands-
cape-relative-to-EEM-012.pdf
https://www.energy-efficient-mortgage-label.org/about-us/convention

3 https://www.energy-efficient-mortgage-label.org/

4 https://energyefficientmortgages.eu/
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e Arecurring theme from a supervisory and funding perspective is ESG reporting
and disclosure fo market participants, whether these be regulatory authorities
or investors, for example. This will require huge efforts from lending institutions to
understand specific data requirements, identify potential data sources, bench-
mark their existing loan portfolios against the requirements, address gaps and
move towards disclosure. With the transparency this disclosure will bring, it will
inevitably put pressure on lending institutions to ‘green’ their loan portfolios but
may also enable the first moversin particular to take advantage in time of lower
capital requirements for their energy efficient mortgage exposures or lower
covered bond funding costs.

= With its focus on data and data disclosure, the EEM Label — supported by a
robust infrastructure including the EEM Master Template, the Harmonised Dis-
closure Template and legal opinions regarding GDPR compliance - provides
key insights into the green credentials of existing loan books and facilitates dis-
closure of these, reduces the risk of greenwashing and secures confidence and
frust from market participants. These efforts are supported in the Nordic coun-
tries by efforts through NEEM to ensure that lending institutions actually have
sufficient data available to them through data discovery, gap analysis and the
identification of ways to source missing raw energy efficiency data sets in the
short and longer term across the three countries.

e Efforts in relation to Sustainable Finance have unftil recently been centred
largely on harnessing the potential of and preparing financial institutions and
investors for the climate transition through the reporting and disclosure require-
ments mentioned above. More recently, and through the Renewed Sustaina-
ble Finance Strategy published in July 2021, attention is turning also to develop-
ing an inclusive sustainable finance framework in which citizens, as consumers,
can access sustainable finance opportunities and support the climate transi-
tion. The current revisions to the Energy Performance of Buildings Directive
(EPBD), in particular the minimum energy performance standards (MEPS) for the
EU’s worst performing buildings, are also placing the spotlight on the EU’s con-
sumers as homeowners. All of this attention is in furn placing focus on retail fi-
nancial services products, including green or energy efficient mortgages, and
inevitably pressure on the EU’s lending institutions to step up and actively re-
spond to the challenges of supporting and financing the Renovation Wave and
the climate fransition, whilst presenting business opportunities for those institu-
fions ready to accept the challenge.

= The EEMI and NEEM are delivering the pre-conditions for the deployment of in-
tegrated energy efficient mortgage market ‘ecosystems’ across the EU with
consumers and their needs at the centre of these efforts, by way of an energy
efficient mortgage product framework and accompanying framework, the
EEM Label, consumer research, including an innovative focus on consumer be-
haviour, an algorithm to support tailored guidance on energy renovations to
consumers and instfitutional cooperation, to name but a few elements, stimu-
lating the supply and take-up of energy efficient mortgages in support of the
Renovation Wave.
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¢ Beyond the ESG disclosure requirements in relation to banks’ funding actfivities,
the market is increasingly pointing to the lack of appropriate assets in line with
covered bond programmes and sustainability frameworks exacerbated by reg-
ulatory developments, notably the EU Taxonomy, which is seen as limiting eligi-
ble assets further, which is holding the market back from reaching its full poten-
fial from a green covered bond issuance perspective.

= Through their efforts to design and deploy a robust and efficient market in en-
ergy efficient mortgages, the EEMI and NEEM are stimulating the delivery of en-
ergy efficient mortgage assets to support the issuance of green covered bonds,
responding fo strong and sustained investor demand and maximising the po-
fential of green bonds to act as a significant source of green investment. At the
same fime, efforts under the EEM Label and Covered Bond Label and their Har-
monised Disclosure and Harmonised Transparency Templates (HDT and HTT) are
supporting data availability, standardisation and disclosure which are ex-
pected to further unlock the potential of the green bond market to support the
climate transition.

And efforts are still very much ongoing, with digital innovation in particular offering
ways to support the delivery of key elements of the EEMI ‘ecosystems’, including
energy simulators for consumers, property and data solutions for financial institu-
fions and integrated renovation services platforms including SMEs. It is anticipated
that these digital ‘tools’ will increasingly be deployed in the ‘ecosystems’ at na-
tional level moving forward, accelerating market development. In parallel, efforts
are also underway through a related Horizon 2020 funded Project, TranspArEEns?®,
to facilate the access of SMEs to EE finance and investment by mainstreaming a
quali-quantitative framework for standardised collection and analysis of firms' EE
and ESG information and the development of a standardised EE-ESG rating. In this
way, this Project too makes a fundamental contribution to the broader efforts of
the EEMI to build integrated energy efficient mortgage market ‘ecosystems’, in
which SMEs have the necessary resources to play a crucial role.

5 https://www.unive.it/pag/42502



NEEM HWUB

Nordic Energy Efficient Mortgage Hub

CHAPTER 1
INTRODUCTION

The European Union (EU) has set itself ambitious climate change targets further to
the conclusion in 2015 of landmark international agreements with the adoption of
the UN 2030 agenda and sustainable development goals and the Paris climate
agreement. The scale of investment needed to meet the EU’s climate and energy
savings targets is estimated at more than €260 billion p.a. until 20304, three quar-
ters of which is accounted for by energy efficiency in buildings’. Against a back-
ground of very low annual rates of renovation of the building stock across Mem-
ber States, the EU Green Deal highlights the need to boost renovation in order to
meet the EU’s energy efficiency and climate objectives.

The scale of investment needed to achieve the EU’s energy savings targets can-
not be met by the public sector alone and therefore the issue of private finance
in the context of the fransition to a more sustainable economy and future has
taken centre stage in recent years. Indeed, it is widely recognised that the EU fi-
nancial sector will play a central role in the climate fransition, with positive knock-
on effects for economic growth and job creation.

This has led to the development in the EU since 2018 of a comprehensive regulo-
tory and supervisory agenda on Sustainable Finance, which is evolving rapidly
and significantly with the objective of ensuring that the EU meets its international
environmental commitments and targets. National and European policymakers,
regulatory authorities and supervisors have become aware of the fundamental
role in particular of the financial industry in supporting the financing of the climate
fransition and have made Sustainable Finance a policy imperative to secure
more long-term investment in environmentally sustainable economic activities. At
the same fime, they are also focused on making sure banks understand and ad-
dress the direct risks linked to climate change and the fransition risks linked to the
accelerated move to a more environmentally sustainable economy with a view
to limiting the impacts on the financial system and preserving financial stability.

As aresult, we have seen a plethora of binding regulation, voluntary standards
and guidance which will fundamentally change the landscape in which banks
operate, posing serious and perhaps unprecedented challenges to their overall
structure and operations, but also presenting opportunities for the banks which
are prepared to act upon them. The first Report8 in this series of two examined this
landscape specifically from the perspective of energy efficient mortgages:

6 https://ec.europa.eu/commission/presscorner/detail/en/ip_20_17

7 https://ec.europa.eu/clima/system/files/2018-11/initiative_7_smart_en.pdf

8 https://energyefficientmortgages.eu/wp-content/uploads/2022/01/Analysis-of-Regulatory-Supervisory-Lands-
cape-relative-to-EEM-012.pdf
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On the regulatory side, the EU Taxonomy will have far reaching consequences in
and of itself because it establishes a classification of environmentally sustainable
economic activities which will determine alignment, or not, of banks’ activities, in-
cluding mortgage loans, and in turn, the covered bond or securitisation funding
the mortgage, which is obviously fundamental to the EEMI and NEEM. Linked to
this is the fact that the EU Taxonomy wiill be the basis for relevant EU disclosure leg-
islation, including the Non-Financial Reporting Directive (NFRD), which is set to be
replaced by the Corporate Sustainability Reporting Directive (CSRD), and the Sus-
tainable Finance Disclosure Regulation (SFRD), and a new Green Asset Ratio
(GAR) will identify institutions’ assets financing activities that are environmentally
sustainable according to the EU Taxonomy as a percentage of their total eligible
exposures.

And this is not all on the regulatory side. Across the board, existing legislation is
coming under intense scrutiny, as EU policymakers consider the potential to
‘green’ the Mortgage Credit Directive and the Capital Requirements Regulation,
for example. With regard to the latter, the European Commission has given a
mandate to the EBA under the CRR to assess, by 2023, whether a dedicated pru-
dential treatment of exposures related to assets or activities associated substan-
fially with environmental (and/or social) objectives would be justified as a compo-
nent of Pillar 1 capital requirements. The EBA has furthermore responded to
CRR/CRD mandates with regard to Pillar 3 disclosures of ESG risks as part of the Pil-
lar 3 reporting framework and to determine how ESG factors and ESG risks should
be included in the regulatory and supervisory framework for credit institutions and
investment firms. Regulatory efforts focussed on making finance sustainable are
being matched by efforts to upgrade other fundamental pieces of legislation
which are crucial to the climate transition, most notably from the perspective of
energy efficient mortgages the Energy Performance of Buildings Directive (EPBD)
which lays down the requirements in order for the EU to move to a zero emission
and decarbonised building stock by 2050.

On the supervisory side, the ECB is increasingly turning its aftention to addressing
the prudent and safe management of climate-related and environmental risks in
the financial sector. Particularly relevant for energy efficient mortgages are super-
visory expectations 7 and 8 in the ECB's recently published Guide on Climate-re-
lated and Environmental Risks, which require that, in their credit risk management,
institutions consider climate-related and environmental risks at all relevant stages
of the credit-granting process and monitor the risks in their portfolios. Although the
guide is not binding, it will serve as a basis for supervisory dialogue, during which
the ECB will discuss its expectations set out in this guide in ferms of any possible di-
vergences in institutions’ practices. This is inevitably putting pressure on lending in-
stitutions to address the new supervisory expectations by adjusting their strategies,
policies, procedures and infrastructures across the board. Added to this is a series
of planned actions in the context of the ECB’s monetary policy strategy related to
disclosure, eligibility for the collateral framework and asset purchases, and ratings.
On disclosure, the ECB will require climate-related disclosures, linked to the EU
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Taxonomy, NFRD and SFDR, for banks using private sector assets as collateral in
ECB monetary policy operations and for private sector asset purchases.

In addition to the regulatory and supervisory pressure, banks are also facing grow-
ing scrutiny from other market participants. Investors, for their part, are paying
more and more attention to ESG factors and are scrutinising the ESG credentials
of the companies they invest in. Interestingly, it is not only so-called ‘responsible
investors’ which are focussed on sustainable investments; mainstream investors
are also infegrating ESG factors info their investment decisions as the scale and
significance of the risks and opportunifies presented by climate change in partic-
ular become apparent?. What is more, credit rating agencies are also actively in-
tegrating ESG considerations into their rating methodologies, meaning the way in
which financial institutions are managing climate change risks will also influence
their credit ratings. In recent years, we have seen a proliferation of ESG rating
agencies as well as the mainstream rating agencies buying-in specific ESG com-
petence'®. And finally, bank customers, whether for ideological reasons or be-
cause of the tightening of legislation around building energy performance, will
also be expecting their banks to step up their activities in the ESG space and re-
spond to their (financing) needs and expectations.

Against this background of legislative requirements, supervisory and market ex-
pectations banks simply no longer have the choice to ‘wait and see’ when it
comes to embedding sustainability into their business models and strategies. In-
deed, it is important that banks are already taking the necessary measures to un-
derstand the implications of the regulatory and supervisory landscape related to
sustainable finance and the EU Green Deal for their business activities, to identify
how their activities are impacted and what they need to do to secure compli-
ance and alignment and are moving towards implementation and operationali-
safion.

According to a global survey conducted by KPMG International in autumn 2019,
“over three-quarters of CEOs (76 percent) say that their organization’s growth will
depend on their ability to navigate the shift to a low-carbon, clean-technology
economy”11. In the previous NEEM deliverable, we highlighted the many opportu-
nities for banks which are willing to move fast and take advantage of them,
meaning that the shift should not only been seen in terms of fime and cost. In-
deed, as Ramboll describes!?, there are advantages and opportunities to be had
in terms of compliance, reputation and risk management, access to finance, abil-
ity fo assess and communicate sustainable impact and futureproofing. Early prep-
arafion and action will enable banks to meet head on and address the chal-
lenges that this landscape is already presenting and will continue to present in
the months and years ahead, whilst enabling them to take advantage as much
as possible of the opportunities described here. However, while banks might

9 https://assets.kpmg/content/dam/kpmg/ie/pdf/2020/01/esg-and-investor-relations.pdf

10 https://think.ing.com/articles/esg-and-credit-ratings-the-pressure-has-accelerated

- https://assets.kpmg/content/dam/kpmg/xx/pdf/2019/05/kpmg-global-ceo-outlook-2019.pdf
2 https://ramboll.com/ingenuity/the-eu-taxonomy
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recognise the need to adapt and also see the opportunities in doing so quickly,
actually understanding what adapting means in concrete terms and making that
move is challenging against a market, regulatory and supervisory background
which is changing rapidly and significantly.

This was borne out in the results of the ECB'’s first-ever large-scale assessment!s,
published on 24 November 2021, of how European banks are adjusting their prac-
tices to manage climate and environmental (C&E) risks, in line with the expecta-
fions set out in the ECB’s November 2020 Guide on Climate & Environmental risks.
Indeed, the ECB concludes that while banks have taken initial steps towards in-
corporating climate-related risks, none is close to meeting all supervisory expecta-
tions regarding management bodies, risk appetite and operational risk manage-
ment.

The analysis conducted previously under NEEM reveals a vast, complex and infer-
connected regulatory and supervisory landscape related to sustainable finance.
This will affect all parts of banks’ activities including their energy efficient mort-
gage lending activities, whether this be from a retail, funding or supervisory per-
spective, and will require a complete review of banks’ strategies, policies, proce-
dures and infrastructures. Significant however is the fact, as demonstrated in the
NEEM deliverable, that impacts will be felt in different ways across banks’ activi-
ties. Banks themselves determine o the largest extent their retail and funding
strategies, whereas banks are subject to the supervisory framework and it is here,
across the three pillars, that arguably the most significant impacts of the regula-
tory and supervisory landscape will be felt.

After considering alignment with the EU Taxonomy as the ‘gateway’ to alignment
and compliance with the Sustainable Finance agenda more broadly, the present
Report considers the specific challenges and opportunities presented by the reg-
ulatory and supervisory landscape for energy efficient mortgages across banks’
activities and commitments. In this respect, we start with banks’ supervisory-re-
lated commitments in line with the conclusion outlined in the preceding para-
graph and focus in on the three pillars of the EU’s supervisory framework: minimum
capital requirements, supervisory review and market discipline (disclosure). We
then move on to retail considerations, highlighting the challenges and business
opportunities for banks arising from a policy agenda which is increasingly putting
the consumer at the heart of the sustainable transition, also in their role as home-
owners. Finally, we consider what the regulatory landscape means for banks’
funding activities. Across all three areas of activity, we consider the internal prep-
arafions that banks will need to undertake in order fo achieve compliance and
alignment and show how the EEMI and its raft of research and tools, as well as key
NEEM outputs, can offer a fast frack to compliance.

13 https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.202111guideonclimate-relatedandenvironmental-
risks~40025454055.en.pdf
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In essence, this Report is intfended to provide guidance to support lending institu-
fions in navigating through this complex landscape with a view to aligning as
much as possible their mortgage lending and covered bond funding activities to
the regulatory and supervisory landscape, enabling them to minimise the burdens
and maximise the opportunities to the benefit of consumers, investors and overall
financial stability.



NEEM HWUB

Nordic Energy Efficient Mortgage Hub

CHAPTER 2
TAXONOMY ALIGNMENT AS BASIS FOR

COMPLIANCE

The EU Taxonomy, and its technical screening criteria (TSC) contained in the April
2021 Delegated Act on Sustainable Activities for Climate Change & Mitigation
Objectives™, is and will remain the benchmark for much of the regulatory and su-
pervisory landscape in the area of Sustainable Finance and will therefore be a
very relevant standard also for energy efficient mortgages.

In this chapter, we:

e Highlight the most relevant aspects of the EU Taxonomy for energy efficient
mortgages.

e Point fo what is af stake in relation to interpreting the Taxonomy from the per-
spective of financing construction and real estate and how the EEMI is ad-
dressing related challenges and seeking to secure appropriate interpretation.

¢ Outline an example of efforts through the EEMI to overcome the specific
practical concern of aligning the Taxonomy's different energy performance
thresholds and measurement parameters i.e. EPC classes, 15% best in class
and Primary Energy Demand (PED).

For energy efficient mortgages, the TSC for buildings - focussed on (1) construc-
fion of new buildings, (2) renovation of existing buildings and (3) acquisition and
ownership of buildings - are fundamental, as they will ultfimately determine Taxon-
omy compliance of the underlying mortgage (or consumer) loans used to fi-
nance the acquisition, construction or renovation of buildings, as well as the cov-
ered bond or securitisation issued to fund mortgage loans.

The Energy Efficient Mortgage Label Committee and its EEM Label Taxonomy Task
Force are currently examining the TSC to understand the full extent of their impli-
cations for energy efficient mortgages, as well as for the Energy Efficient Mort-
gage Label and its Harmonised Disclosure Template. Af jurisdictional level, a num-
ber of EEMI national hubs are also carrying out ‘forensic’ analysis of the TSC
against the background of their specific national circumstances to understand
exactly what compliance means and how this can be achieved.

At the time of writing in May 2022, there are currently more questions than an-
swers on exactly how the EU Taxonomy should be interpreted from the perspec-
five of the financing of the economic actfivities in question. In the first Report!sin
this series of two, we considered some of the key interpretation challenges in
more detail and discussions on this continue today, as indicated above. One
thing is sure, however, the way in which eligibility is inferpreted in due course will
have a significant impact on the approach that lenders take to financing these

14 https://eur-lex.europa.eu/resource.htmi2uri=cellar:d84ec73c-c773-11eb-a925-
0laa75ed71a1.0021.02/DOC_2&format=PDF
5 See footnote 8.
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activities, e.g. building renovation, with knock-on effects for consumer access to
and affordability of the related finance. In this respect, careful alignment be-
tween the EU Taxonomy and other pieces of legislation, for example, the Energy
Performance of Buildings Directive (EPBD) and the EU Green Bond Standard (EU
GBS) is crucial in order to maximise the potential of the Mortgage Industry in this
case to support the Renovation Wave. To this end, the EEMI and its national hubs
are in regular dialogue with the European institutions on this key issue of align-
ment, particularly in the context of the review of the EPBD (see later section for
more details on this).

Through the EEMI, efforts are also underway to design a methodology to identify
the 15% best in class of regional or national building stocks, in line with the EU Tax-
onomy. To recall, the TSC for the acquisition and ownership of existing buildings
are as follows: “For buildings built before 31 December 2020, the building has at
least an Energy Performance Certificate (EPC) class A. As an alternative, the
building is within the top 15% of the national or regional building stock expressed
as operational Primary Energy Demand (PED) and demonstrated by adequate
evidence, which at least compares the performance of the relevant asset to the
performance of the national or regional stock built before 31 December 2020 and
at least distinguishes between residential and non-residential buildings™1¢. (P. 178)

In the context of the discussions mentioned above, it became apparent that
identifying the top 15% of the existing building stock using the Primary Energy De-
mand (PED) is challenging. Taking the example of Italy, where a market demon-
strator is being run in the context of the Energy Efficient Mortgage Market Imple-
mentation Plan (EeMMIP) Project!’, a continuous function assigning a specific in-
terval of PED to an EPC class does not exist. Accordingly, it is not possible to iden-
fify a threshold at 15% of the distribution.

The following figure shows how buildings located in Italy with a worse EPC label
(A2 vs A4) can have a better PED (41.63 KWh/m?2 year vs 50.93 KWh/m2 year):

16 https://eur-lex.europa.eu/resource.htmi2uri=cellar:d84ec73c-c773-11eb-a925-
0laa75ed71a1.0021.02/DOC_2&format=PDF
17 https://energyefficientmortgages.eu/
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Figure 1
Relationship between PED and EPC classes in ltaly
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The result is that the infroduction of PED in the context of the EPC embeds uncer-
tainty in the Italian market, giving rise to incoherence and rendering communica
fion of these considerations to the market difficult.

With a view to addressing this challenge and facilitating compliance of EEM with
the Taxonomy's TSC through the EEM Label, an analysis of the Italian building
stock and available EPCs has been conducted with a view to identifying, in ac-
cordance with a preliminary hypothesis and selected clusters, a threshold at 15%
of the distribution to comply with the 15% best in class requirement of the EU Tax-
onomy.

In the first instance, efforts have been focussed on designing and testing a meth-
odology'8in Italy which can in turn be shared and adapted across other jurisdic-
fions and EEM national market hubs to support wide-spread compliance.

8 Soon to be published on www.energyefficientmortgages.eu
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CHAPTER 3
SUPERVISORY FRAMEWORK

As indicated in the introduction to this Report, the regulatory and supervisory
landscape in the area of Sustainable Finance will affect all aspects of the bank-
ing business, but arguably none so much as a banks' supervisory-related commit-
ments.

In this section of the present Report, we will:

e Describe the Basel Accords and banks commitments under the Capital Re-
quirements Regulation (CRR) with a focus on those aspects relevant for en-
ergy efficient mortgages

e Explore the challenges and opportunities for banks that the regulatory and su-
pervisory landscape is presenting in this area

e Show how the EEMI and NEEM can help banks to fast-track their alignment
and compliance efforts from the perspective of energy efficient mortgages.

By way of background, banking supervision in the EU is largely driven by imple-
mentation, through the Capital Requirements Regulatfion (CRR) 1%, of the Basel Ac-
cords, a set of regulatory standards established globally by way of an agreement
between central banks and financial regulators (see box 1 for more details).

19 https://eur-lex.europa.eu/legal-content/EN/TXT/2uri=celex%3A32013R0575
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Box 1 What are the Basel Accords?

The Basel Accords can be broken down into Basel |, Il and Il

Basel |

o A set of global minimum capital requirements for banks agreed in 1988.

o Recommended the infroduction of a minimum ratio of capital to risk-weighted assets of 8%
to be implemented by the end of 1992.

Basel Il

* Replaced the 1998 Accord in 2004

¢ Infroduced the three-pillar framework (described in more detail below) to ensure that banks
hold sufficient capital to meet their current and expected liabilities i.e. (1) minimum capital
requirements (2) supervisory review and (3) market discipline.

Basel llI:

* Intended to strengthen the regulation, supervision and risk management of the banking sec-
for by:
* Improving the banking sector’s ability fo absorb shocks arising from financial and economic
stress, whatever the source;

* Improving risk management and governance;
* Strengthening banks’ fransparency and disclosures.
* Was endorsed by the G20 in November 2010 and consists of several sequential updates:

* Basel lll: A global regulatory framework for more resilient banks and banking systems (re-
vised version June 2011) — focus on level and quality of bank capital.

* Liquidity Coverage Ratio (January 2013)

* Net Stable Funding Ratio (October 2014)

» Basel lll: Finalising post-crisis reforms (December 2017) — focus on calculation of banks’ Risk
Weighted Assetfs (more on this below.

* Minimum capital requirements for market risk (January 2016, revised January 2019)

At the heart of the Basel Accords is a system of three pillars introduced under Ba-
sel Il (see box 1) to ensure that banks hold sufficient capital to meet their current
and expected liabilities: (1) minimum capital requirements, (2) supervisory review
process and (3) market discipline2o;

3.1  PILLAR T (MINIMUM CAPITAL REQUIREMENTS)

Pillar 1 of the supervisory framework is focussed on ensuring that minimum regula-
tory capital calculated for credit risk, operational risk and market risk is appropri-
ately aligned to the bank’s actual risk of economic loss. For most banks, the most
significant source of credit risk are loans, and it is therefore the calculation and
management of minimum regulatory capital for credit risk that is most relevant in
the specific case of energy efficient mortgages and will therefore be the focus of
this analysis.

20 https://www.bis.org/publ/bcbs128.pdf



NEEM HWUB

Nordic Energy Efficient Mortgage Hub

3.1.1  The challenges/opportunities

Box 2 The challenges/opportunities of Pillar 1

Challenges/opportunities

The implementation of the Basel lll Reforms into EU legislation presents a timely opportunity to
consider the CRR's role in accelerating the ‘greening’ of banks’ balance sheets and to in-
crease sustainable investment under the CMU.

In this context and more than ever before, the potential for the credit risk mitigation impact
of energy efficiency to be reflected in the capital framework for energy efficient mortgages
is on the EU agenda.

At the same time, physical and transition risks will place pressure on banks' balance sheets
which could lead policymakers and regulators to also focus on the least well performing as-
sets.

This context warrants efforts by banks to conduct a robust audit of their existing loan portfo-
lios to identify and tag existing energy efficient mortfgages and implement the necessary in-
frastructure, processes and procedures to originate this type of mortgages.

Solutions

EEMI Master Template for the internal gathering & processing of energy efficient mortgage

data: (1) helps lending institutions ‘tag’ existing EEM in their loan books, (2) supports the origi-
nation of new energy efficient mortgages and facilitate progressive ‘greening’ of loan books
and (3) delivers empirical evidence for analysis and potential disclosure to prudential author-

ifies (impact on LTV and PD ratios), helping to secure an appropriate prudential treatment
and potentially reduce regulatory costs.
EEM Label Harmonised Disclosure Template further enhances transparency and standardisa-

fion in support of overall EEM market development, as well as efforts to secure an appropri-
ate prudential treatment for EEM.

Data expansion efforts in the Nordic Region will support lending institutions’ access to data
GDPR analysis and compliance guidance linked to EEM data collection, processing and dis-
closure will provide lending institutions with legal certainty and minimise liability risks.

EEMI research on appropriate prudential freatment for EEM is infended to guide lending insti-
tutions and supervisory authorities in understanding and accounting for the credit risk mitiga-
tion effects of energy efficiency in capital requirements respectively.

Regulatory capital for credit risk is calculated on the basis of risk weights (RW)
which are assigned to banks' assets as a measure of their riskiness and are there-
fore used to derive risk-weighted assets (RWA). In recognition of the diversity of
banking models, financial institutions can calculate their regulatory capital in two
ways:
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1. The Internal Ratings Based Approach (comprising the Foundation (F-IRB) and
Advanced (A-IRB) approaches which differ according to the inputs that
banks are permitted to provide and those which are provided by the supervi-
sor) are typically favoured by large, internationally active financial institutions.
They allow for the use of institutions’ own internal models to estimate their
credit risk and therefore their risk-weighted assets and capital requirements,
based on risk parameters related to credit risk, namely the probability of de-
fault (PD) (F-IRB & A-IRB), the loss given default (LGD) (A-IRB only), the expo-
sure at default (ED) (A-IRB only) and the effective maturity (A-IRB only), risk
weight functions and minimum requirements that must be satisfied in order for
banks to receive supervisory approval for use of their own internal rating sys-
tems.

2. The Standardised Approach, typically favoured by smaller, non-internationally
active financial institutions, is laid down in the Basel Framework (and CRR) and
provides for a comparatively simple framework for the calculation of risk-
weighted assets based on standardised risk weights which are set by supervi-
sors for each asset.

At the time of writing, the EU is deliberating the appropriate implementation of
the final phase of the Basel lll Reforms first published in 201121, As indicated in box
1, the first phase of the Reforms focussed, among other things, on increasing the
level and quality of capital, limiting leverage through the leverage ratio and im-
proving liquidity through the Liquidity Coverage Ratio (LCR) and Net Stable Fund-
ing Ratio (NSFR). The most recent and final phase of the Reforms22 published in
2017 and currently under discussion in the EU “seek fo restore credibility in the cal-
culation of risk-weighted assets (RWAs) and improve the comparability of banks’
capital ratios"23. Specifically, changes infroduced under the final Basel Ill Reforms
in 2017 aim at increasing risk sensitivity and comparability of risk-weighted assets in
the SA and reducing unjustified variability in banks’ calculation of RWA through
the IRB approaches. A key element of the final Reforms related to the IRB ap-
proaches is the infroduction of an output floor which sets a lower limit on a finan-
cial institutions’ capital requirements calculated under the IRB approaches as a
function of the Standardised Approach. More specifically, a financial institutions
capital requirements calculated under the IRB approaches must be at least 72.5%
of the amount that would be calculated using the SA.

As inferred in the paragraphs above, with its focus on risk-weighted assets, a key
element of the Basel Accords is the recognition that different assets have different
levels of riskiness and the characteristics of different categories of assets further-
more determine their riskiness. The risk mitigating effect of the underlying collateral
means that mortgages have long been recognised as comparatively low risk
compared to other assets and have therefore been assigned lower RW. Basel | as-
signed a flat 50% RW to loans secured by residential property, while Basel Il infro-
duced a 35% RW. In the final Basel Ill Framework, RW are to be determined based

2t https://www.bis.org/publ/bcbs189.pdf
2 https://www.bis.org/bcbs/publ/d424.pdf
23 https://www.bis.org/bcbs/publ/d424_inbrief.pdf
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on the loan-to-value (LTV) ratio of the mortgage; the higher the LTV, the higher
the risk and therefore the RW. Under the IRB approaches, it is in particular the LGD
and PD that determine the RWs to be attributed in the case of residential mort-
gages. It therefore follows that any factor which impacts the LTV, LGD and/or PD
of a loan could result in lower RW and therefore lower capital requirements for
those assefts.

One of the underlying premises of the energy efficient mortgage product is that a
negative correlation between building energy performance and credit risk could
be reflected in a realignment of capital requirements for energy efficient mort-
gages and in tfurn drive a virtuous circle, according to which all stakeholders, in-
cluding borrowers through potentially lower interest rates, derive a benefit. It was
this ‘business case’ which gave rise to significant efforts under the EEMI to substan-
fiate this relationship through in-depth econometric analysis. The results of this
analysis?4 point to a significant negative correlation between building energy per-
formance and credit risk, based on a lower probability of consumer default. The
most recent of the three pieces of research (May 2021) also considers the impact
on loss-given-default linked to increased property value. The authors of the differ-
ent sets of analysis find that “the default rate is lower for borrowers with less dis-
posable income. The results hold for a battery of robustness checks. This suggests
that the energy efficiency ratings complement borrowers’ credit information and
that a lender using information from both sources can make superior lending de-
cisions than a lender using only traditional credit information. These aspects are
not only crucial for shaping future energy policy, but also have implications for
the risk management of European financial institutions.”25 Most recently in January
2022, the EU Commission and UNEP FI's co-convened Energy Efficiency Financial
Institutions Group (EEFIG) published further new evidence?s, based on statistical
modelling from over a million mortgages in Germany, Finland, and UK which also
demonstrates a statistically relevant correlation between the energy perfor-
mance of building collateral and mortgage credit performance.

At a time when sustainability is at the forefront of policymakers’, regulators’ and
supervisors' minds, the implementation of the Final Basel lll Reforms is a timely op-
portunity to consider the CRR’s role in accelerating the ‘greening’ of banks’ bal-
ance sheets and to increase sustainable investment under the CMU. In this re-
spect, the clarification through Article 208 of the draft European Commission pro-
posal? for a revised CRR implementing Basel Il that “modifications made to the
property that improve the energy efficiency of the building or housing unit must
be considered as unequivocally increasing its value” (p.121) represents an

24 https://energyefficientmortgages.eu/wp-content/uploads/2021/07/BE-IT-NL-UK-Correlation-Analysis.pdf,
https://energyefficientmortgages.eu/wp-content/uploads/2021/07/Italian-Correlation-Analysis.pdf & https://en-
ergyefficientmortgages.eu/wp-content/uploads/2021/07/Extended-Dutch-Correlation-Analysis.pdf

25 https://energyefficientmortgages.eu/wp-content/uploads/2021/07/Extended-Dutch-Correlation-Analysis.pdf

26 https://op.europa.eu/en/publication-detail/-/publication/32387875-b94b-11ec-béf4-01aa75ed71al/language-
en/format-PDF/source-255678423

27 https://eur-lex.europa.eu/resource.html2uri=cellar:14dcf18a-37cd-11ec-8daf-
0laa75ed71a1.0001.02/DOC_1&format=PDF
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important regulatory step towards recognising the relevance of building energy
performance for credit risk and ensuring an appropriate, corresponding treat-
ment.

The mandate given to the EBA under Article 501 (c) CRR28 to assess whether a
dedicated prudential treatment of exposures related to assets or activities associ-
ated substantially with environmental (and/or social) objectives would be justified
as a component of Pillar 1 capital requirements is further evidence of the growing
recognition of the relevance of such factors for a banks' capital requirements. To
recall, the EBA is assessing: (1) methodologies for the assessment of the effective
riskiness of exposures related to assets and activities associated substantially with
environmental and/or social objectives compared with the riskiness of other expo-
sures; (2) the development of appropriate criteria for the assessment of physical
risks and transition risks; and (3) the potential effects of a dedicated prudential
freatment of exposures associated substantially with environmental and/or social
objectives and activities on financial stability and bank lending in the Union. Sig-
nificantly, in its Renewed Sustainable Finance Strategy??, the European Commis-
sion proposes that the EBA brings forward its work in this area by two years, to
2023, pointing to the perceived importance of this exercise by the European
Commission and the potential for accelerated follow up to this mandate.

The efforts under the EEMI to substantiate the correlation between building en-
ergy performance and credit risk have garnered significant interest in the EU and
Member States, nowhere more so than in Hungary, where, inspired by the work of
the EEMI, the Hungarian Central Bank has been offering preferential capital re-
quirements to banks against balance sheet exposure to energy efficient housing
loans since 202030 and recently expanded this to include renewable energy loans
and corporate green bond exposures.

Against this background, the possibility of the credit risk mitigation impact of en-
ergy efficiency being reflected in the capital framework warrants efforts by banks
fo conduct a robust audit of their existing loan portfolios to identify and tag exist-
ing energy efficient mortgages and implement the necessary infrastructure, pro-
cesses and procedures to originate this type of mortgages. This exercise is all the
more pertinent against a background where physical and transition risks will put
pressure on banks' loan portfolios and regulators’ and supervisors’ attention will
likely focus not only on the best performing assets but also turn to those assets and
the related exposures which are most at risk from climate change.

3.1.2 The solutions

EEMI Master Template

28 https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/2uri=CELEX:02013R0575-20210930&from=EN

29 https://eur-lex.europa.eu/resource.htmiguri=cellar:9f5e7e95-df06-11eb-895a-01aa75ed71a1.0001.02/DOC_1&for-
mat=PDF

30 https://www.mnb.hu/letoltes/notice-preferential-green-capital-requirement.pdf
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A core output of the second H2020 funded Project under the EEMI umbrella, the
Energy Efficient Data Protocol & Portal (EeDaPP) Project, was the development of
a common data protocol to help lending institutions manage the additional com-
plexity of energy efficiency mortgages and organise information flows more effi-
ciently. Indeed, and as suggested above, one of the key tenets of EEM is the im-
portance of understanding and harnessing the links between the energy perfor-
mance and value of the asset, credit risk assessments and the determination of
financing/loan conditions. The physical characteristics and energy performance
information of buildings can be used to generate decision-relevant inputs for
lending institutions.

The resulting “Master Template3! is an excel document that aims to capture all
the data points related to energy efficient mortgages during the lifetime of the
loan for the purpose of mortgage origination, underwriting and funding, as well fo
comply with regulatory reporting requirements. Beyond the ‘traditional’ data
points, the Master Template also serves as best practice guidance on what mini-
mum additional energy efficiency and property related data should be collected
in order to implement energy efficient mortgages, namely EPC category or score
and year of construction (see Figure 2). In essence, the Master Template consti-
tutes an internal checklist which can help banks o integrate all energy efficiency
related risk and value information, alongside the more conventional information,
into their lending decisions.

Figure 2
Core data of Master Template & Legend
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Source: EEMI Master Template Explanatory Guidance (link)

3t https://energyefficientmortgages.eu/knowledge-hub: See EEMI Master Template
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The EEMI Master Template Explanatory Guidance3? provides more detailed infor-
mation on each of the data sets identified in Figure 2 and shows how the com-
mon tfemplate is based to the largest extent on the data and data templates al-
ready used by lending institutions to comply with regulatory disclosure require-
ments laid down by the ECB, EBA and ESMA.

A key use of the “"Master Template” in relation to the pillar 1 challenges and op-
portunities includes delivering empirical evidence for analysis and potential dis-

closure to prudential authorities (impact on LTV and PD ratfios) and the develop-
ment of a reporting standard and best practice at optfimised cost, helping to se-
cure prudential freatment and potentially reduce regulatory costs.

There are further business development and risk management uses of the Master
Template, in particular: (1) as a robust ool to support lending institutions in ‘tag-
ging’ existing EEM which comply with the EEM Label Convention (see box 3) in
their loan books and (2) supporting the origination of new EEM and the progres-
sive ‘greening’ of banks’ loan books and therefore balance sheets - which will be
explored in more detail in subsequent sections and (3) as a support for issuers of
EEM covered bonds or securitisation programmes, which will also be explored in
more detail in the ‘funding section’.

The figure below sketches the Master Template and its functions within the EEM
lifecycle:

Figure 3
Functions of EEMI Master Template in EEM Lifecycle

. Master Template Disclosure Templates
Information source
(Internal) (External)
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Source: EEMI

EEM Label & Harmonised Disclosure Template

32 https://energyefficientmortgages.eu/wp-content/uploads/2021/07 /EEMI-Master-Template-Explanatory-Docu-
ment.pdf
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An important complement to the EEMI Master Template is the Harmonised Disclo-
sure Template (HDT)3 of the Energy Efficient Mortgage Labeld4. To recall, the EEM
Label is intended as a quality and fransparency benchmark to promote trust in
and secure regulatory recognition of the energy efficient mortgage asset class.
The HDT is an excel-based form that lending institutions which have been granted
the EEM Label use to disclose information on their energy efficient mortgage
products, with the primary aim of facilitating and therefore improving access to
relevant, consistent and comparable data on energy efficient mortgages within
and between jurisdictions for investors, regulators and other market participants
for due diligence purposes. It is anticipated that this transparency will aid the on-
going substantiation of the negative correlation between building energy perfor-
mance and credit risk, supporting a potential realignment of capital requirements
by allowing for enhanced evaluation and fracking of the financial performance
of EEM relative to alternatives and providing greater fransparency regarding cli-
mate risks and resilience.

GDPR Analysis & Compliance Guidelines

Linked closely to the EEM Label are considerations around GDPR compliance. In-
deed, there have long been questions and concerns raised by lending institutions
regarding the legal basis for energy efficiency data collection, processing and
disclosure. With a view to addressing these concerns and giving some legal cer-
tainty to lending institutions regarding GDPR compliance considerations in the
completion and disclosure of the HDT and regarding the mitigation of liability risks,
the EEMI recently delivered three legal opinions addressing these issues3s, using
the Dutch EEMI national hub (see below for more on the national hubs) as a ‘test
case’. These legal opinions can be used by lending institutions to stress test their
own arrangements internally to ensure GDPR compliance and make any neces-
sary adjustments.

NEEM Data Expansion Efforts

Additionally, through NEEM and with a focus on the Nordic Region, efforts are be-
ing undertaken to ensure that lending institutions have sufficient data available to
them to scale-up lending for energy renovations. In a first step, the Green Digital
Finance Alliance has focussed on ‘data discovery’ and gap analysis by way of a
mapping exercise of the available energy data supply in each of the Nordic
countries and a classification of data according to data source, data quality, fre-
qguency of updates and data granularity3é. The objective of this exercise was to
assess the availability and readiness of data to be deployed by banks for two
main purposes:

33 https://www.energy-efficient-mortgage-label.org/hdt

34 https://www.energy-efficient-mortgage-label.org/

35 https://energyefficientmortgages.eu/wp-content/uploads/2022/04/EEM-Label-GDPR-Compliance-Considera-
fions.pdf

36 https://neemhub.eu/publications/data-foundation-for-scaling-energy-efficient-mortgages-in-denmark-norway-
and-sweden
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1. Use of data for identification of potential candidates in a mortgage portfolio
for energy renovation

2. Remote identification of the causes of energy inefficiencies, for example, lack
of air tfightness, insulation or occupants’ behaviour, which can inform and
guide the design of an appropriate renovation package and/or financing.

The data supply profile for each country was developed by identifying and re-
cording data availability for lending institutions across four main data categories,
highlighting quality concerns or data gaps: (1) energy consumption data, (2) en-
ergy production or energy source data, (3) building parameter data and (4)
weather data.

The authors find the following for each country:

e Denmark: the data foundation is fairly well-developed and is ready for the
two purposes described above, although there will be certain challenges, for
example related to data quality in certain instances, which will need to be
addressed.

e Norway: the data infrastructure is ready for the two purposes described
above. Again, there will be challenges to be overcome, for example relating
to data gaps and lack of access to certain datasets.

¢ Sweden: certain improvements will be needed to the data foundation in or-
der to be ready for the two purposes described above, in particular related to
the fragmented nature of the data foundation and lack of access to hourly
energy consumption data.

In ferms of next steps, NEEM is currently focussing on data expansion i.e. the iden-
fification of the data ecosystem available in each country from which to source
missing EE data over the short and longer term. These efforts are being under-
taken in parallel to a mapping exercise of the data software solutions available in
the Nordics on the supply side, as well as those deployed by lending institutions in
other EU markets. The intention is to test a prototype algorithm for remote screen-
ing and automated retrofitting advice adapted fo a flexible energy system, as
well as for remote verification of savings. In section four of this Report we will de-
scribe the algorithm currently under development by NEEM to provide customer-
specific energy renovation recommendations.

The ‘methodology’ described above will serve as a very useful guide for other na-
fional jurisdictions fo conduct similar audit and gap analysis exercises, as well as
explore the potential for a similar algorithm to be applied for the purposes of re-
mote screening and automated advice.

EEMI Research on appropriate treatment for EEM
Finally, and with a view to supporting potential future efforts to secure an appro-

priate capital framework for EEM, in a Reportd” delivered under the EEMI, Copen-
hagen Economics analysed identified risk mitigating factors of energy efficient

37 https://energyefficientmortgages.eu/wp-content/uploads/2021/12/Draft-report_REV_EEMI-layout.pdf
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mortgages and estimated how they would impact capital requirements from a
risk perspective. They then benchmarked the results from this exercise with the
current treatment of EEM in the EU in order to identify shortcomings in the regulo-
tory capital framework, with a view to providing recommendations in order to ap-
propriately account for energy efficiency aspects in the existing capital require-
ments framework.

CE’s main conclusions3® are:

= Energy renovations entail risk mitigating factors, which typically lead to are-
duction in risk assessment within the prudential framework, i.e. lower capital
charges.

= This risk mitigation is often not appropriately captured by the prudential frame-
work of individual institutions.

= The risk mitigation is very case-specific. For a typical EU household, CE finds
that a typical energy renovation could reduce risk weights with some 2-3 per-
centage points.

= The green fransition will increase the risk mitigating potential of energy renovao-
fions.

= Transition risks seem to be manageable on average, but risks are very portfo-
lio-specific, requiring portfolio-specific analysis.

= Once fechnical and data-related barriers are resolved, the current regulatory
framework should be able fo capture risk mitigating effects of energy renova-
fions.

= Safeguarding the risk sensitivity of the regulatory framework is a prerequisite to
appropriately reflect the risk mitigating factors of EEM.

= How exactly to incorporate the impact of transition risks in the current regula-
tory framework remains an open question and requires further research.

= The urgency of the climate agenda might require that incentives be immedi-
ately aligned with the underlying risks for EEM.

In parallel to the research for the EEMI, CE also drafted a Guide to Climate Transi-
fion Risk Scenario Analysis for Mortgage Portfolios which is infended to facilitate
the inclusion of energy efficiency and sustainability of energy efficient mortgages
by lending institutions in their credit risk assessments. This is discussed in more detail
below.

3.2  PILLAR 2 (SUPERVISORY REVIEW)

Pillar 2 of the framework is focussed on the process of review, commonly known
as the Supervisory Review and Evaluation Process (SREP), by supervisors of banks’
capital and liquidity positions to ensure they are adequate for their risk profiles.
The dialogue with supervisors is infended as a tailored bank or jurisdictional level
review to ensure that banks have appropriate internal processes in place and are
using robust and appropriate techniques to manage their risk. Among other out-
comes, the SREP gives rise to a bank-specific capital requirement in addition to

38 https://energyefficientmortgages.eu/wp-content/uploads/2021/12/Summary-and-recommendations_REV_EEMI-
layout.pdf
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the Pillar 1 minimum capital requirements. This additional capital requirement is in-
tended to cover risks which are not (appropriately) covered by pillar 1, notably
interest rate risk in the banking book and non-financial risks such as strategic risk,
business model risk and reputational risk or which may be under-estimated. The
requirement is legally binding and banks that fail to comply with the ‘Pillar 2 Re-
quirement’ (P2R) can be sanctioned.

Additionally, banks are expected to comply with the ECB’s hon-binding
bank-specific Pillar 2 guidance, which indicates the level of capital that a
bank should maintain as a buffer against financial stress.

3.2.1 The challenges/opportunities

Box 3 The challenges/opportunities of Pillar 2

Challenges/opportunities

¢ In line with the growing importance of climate change for the economy and increasing evi-
dence of ifs financial impact on banks, the ECB and central banks are more and more sensi-
tive to the prudent and safe management of climate-related and environmental risks in the
financial sector.
Through climate risk stress tests, banks’ climate-risk preparedness is coming under increasing
scrutiny and banks will need to respond to the supervisory expectations in this area in order
to minimise the potential over time for quantitative SREP measures, i.e. capital add-ons under
pillar 2, which would lead to additional equity costs.

Solutions

Extensive research and fools infended to support the design, deployment and scaling-up of
energy efficient mortgage products, by way of an energy efficient mortgage ‘ecosystem’,
as a response to calls to offer sustainable products

EEMI Master Template to support the collection and processing of EEM data for risk monitor-
ing, analysis and management purposes supported by research info the correlation be-
tween building energy performance and credit risk

EEMI Checklist and Guidance for Property Valuers to complement existing valuation prac-

tices with a specific and more detailed focus on building energy performance and ifs im-
pact on property values.

EEMI Guidance on the inclusion of energy efficiency and sustainability of energy efficient
mortgages in credit risk assessments.

In recent years, concerns have been raised about the ability of the existing super-
visory review processes to provide supervisors with the necessary insights info the
impact of ESG risks on financial positions and related weaknesses or vulnerabilities.
Recently, the EBA and the ECB have taken actions - and will contfinue to do so in
the months and years ahead - with a view to promoting and ensuring the appro-
priate identification, assessment and management of ESG risks by credit institu-
tions and investment firms and including ESG risks in the SREP:
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EBA Report on ESG Risks Management & Supervision

The EBA’s Report on Environmental, Social and Governance (ESG) Risks Manage-
ment & Supervision3? addresses the potential inclusion of ESG risks in Pillar 2 by
providing credit institutions and investment firms with common definitions of ESG
risks, recommending how they should identify, assess and manage ESG risks
through the implementation of arrangements, processes, mechanisms and strate-
gies and by providing guidance to supervisory authorities on including ESG risks in
the SREP.

The Report outlines the impact that ESG factors, especially climate change, can
have on institutions’ counterparties or invested assets, affecting financial risks and
therefore also credit risk. The EBA outlines the fransmission channels through which
ESG risks impact the traditional financial risks categories as follows (p.34):

Figure 4
EBA Summary of ESG Risk Drivers, their Transmission Channels & How these can impact financial

risk categories
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Source: EBA Report on ESG Risks & Management (link)

39 https://www.eba.europa.eu/sites/default/documents/files/document_library/Publications/Re-
ports/2021/1015656/EBA%20Report%200n%20ESG%20risks%20management%20and%20supervision.pdf
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In her article entitled “ESG Risks in the Banking Prudential Framework” for EMF Hy-
postat 202140, L. Neuteboom points to the relevance of energy efficiency, housing
and real estate from an ESG risk assessment perspective, pointing therefore also
fo the relevance of energy efficient mortgages in managing the risk drivers and
the related impacts on financial risk. She refers to the use of asset-based evi-
dence such as the performance of energy efficient mortgages as a method for
assessing environmental risks specifically. In this respect, in its Report (p.67), the
EBA points directly to the EEMI analysis of the correlation between building energy
performance and credit risk. L. Neuteboom furthermore points fo the relevance of
the housing and real estate sector in the context of climate stress tests and sce-
nario analyses when assessing physical risks linked to climate change, which can
franslate, together with other variables, into changes in the risk profile of asset
portfolios. In this respect, she highlights an assessment conducted by Acclimatise
and 16 participating UNEP Fl banks4!, in which physical risk in the form of climate
events and extreme weather events and theirimpact is modelled for the real es-
tate sector, among others, affecting property values and loan-to-value ratios
(LTVs). Finally, L. Neuteboom points to another relevant example for the real es-
tate sector, PwC's Carbon Value Analyser42, which enables the quantitative as-
sessment of the effects of climate change policy on property values.

In its Report, the EBA furthermore details available indicators, metrics and evaluo-
fion methods that are needed for effective ESG risk management, with a focus
on: (i) the portfolio alignment method, which measures how aligned an institu-
fion's portfolio is with global sustainability targets, (ii) the risk framework method
(including scenario analysis), which assesses how sustainability-related issues af-
fect the risk profile of an institution’s portfolio and its standard risk indicators and
(iii) the exposure method, which analyses how individual exposures and counter-
parties perform on ESG factors. The EBA does not prescribe the use of one of
these approaches but rather sees advantages in applying a combination of re-
sults.

The Report also identifies remaining gaps and challenges in relafion to assessing

ESG risks. With regard to the challenges specifically, the EBA poinfts to:

1. Uncertainty regarding the policy framework and the fiming and effects of phys-
ical risks

2. Insufficient data to understand the potential impacts of ESG risks on the perfor-
mance of financial assets

3. Methodological constraints related to risk management models being typically
based on historical data making it difficult to calculate PD and LGD.

4. Time-horizon mismatch between ‘traditional’ management tools and the
fimeframe for the materialisation of ESG risk

5. Multi-point impact of ESG risks on institutions including potential impacts on
credit losses, business models, capital adequacy, credit ratings, collateral valu-
ations leading to higher LGD and capital and funding costs.

40 https://hypo.org/app/uploads/sites/2/2021/11/HYPOSTAT-2021_vdef.pdf

4 https://www.unepfi.org/wordpress/wp-content/uploads/2018/07 /NAVIGATING-A-NEW-CLIMATE.pdf

42 https://www.pwc.de/de/pressemitteilungen/2020/energie-und-klimaperformance-von-immobilien-carbon-
value-analyser-berechnet-chancen-und-risiken.html
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6. Non-linearity of ESG risks in terms of impacts.

As far as the recommendations to credit instifutions and investment firms are con-
cerned regarding the management of ESG risks, the EBA focuses on business strat-
egies, governance and risk management. Of particular relevance for energy effi-
cient mortgages are the recommendations regarding:

o business strategies and specifically those related to engagement with borrow-
ers, investee companies and other stakeholders, and the assessment of the
potential need to develop sustainable products or to adjust features of exist-
ing products, as a way fo confribute to and ensure alignment with strategic
objectives and/or limits. Significantly, the EBA refers in its Report (p.94) to the
efforts under the EEMI to lay down standards for energy efficient mortgages
and an EEM Label.

o the incorporation of ESG risks into risk management frameworks, and in partic-
ular those recommending:

» The management of ESG risks as drivers of financial risks, in a manner con-
sistent with the risk appetite, and as reflected in both the ICAAP and ILAAP
frameworks;

» The identification of the gaps financial institutions are facing in terms of
data and methodologies and take remedial action;

> The sefting out of appropriate policies taking ESG risks intfo account for the
assessment of the financial robustness of counterparties;

» The development of risk monitoring metrics at exposure, counterparty and
portfolio level.

With regard to the SREP, the EBA points to the need to reflect longer-term ESG risks
in the supervisory evaluation of institutions falling under the scope of the
CRR/CRD, with a focus on analysis of the business environment, the current busi-
ness model, strategy and assessment of the viability and sustainability of the busi-
ness model. To ensure that the SREP allows supervisors fo understand the longer-
term impact of ESG risks, the EBA proposes the introduction of a time horizon
aligned with that of public policies and fransition frends of at least 10 years to en-
sure that credit institutions test the long-term resilience of their business models
over a sufficient period. The EBA furthermore recommends that the supervisory re-
view should proportionately incorporate ESG risks into the assessment of the credit
institution’s internal governance and wide confrols and that ESG risks should be
incorporated as drivers of financial risks, in particular risks to capital and risks to li-
quidity and funding.

ECB Guide on Climate Related & Environmental Risks

For its part, the ECB has also stepped up its focus on climate-related and environ-
mental risks and how they are managed by financial institutions. In November
2020, the ECB published its Guide on climate-related and environmental

risks43 which describes how the ECB expects institutions to consider climate-

43 https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.202011finalguideonclimate-relatedandenviron-
mentalrisks~58213f6564.en.pdf
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related and environmental risks — as drivers of established categories of prudential
risks — in the context of their business strategy and governance and risk manage-
ment frameworks. It further explains how the ECB expects institutions to increase
their fransparency by enhancing their climate-related and environmental disclo-
sures.

Of particular relevance for energy efficient mortgages amongst the ECB’s 13 su-
pervisory expectations, are expectations 7 and 8 (pages 30-33) which require the
integration of climate-related and environmental risks into credit risk manage-
ment and processes, aligned with the EBA Guidelines on Loan Origination & Moni-
toring (LOaM). In an overview document on the Guide#4, KPMG breaks down the
relevant aspects of credit risk management and processes and links the two ex-
pectations to each of these:

Figure 5
KPMG analysis of integration climate & environmental risks into credit risk management and pro-
cesses
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“... to conduct a proper climate-related and environmental due diligence, both at the inception
of a client relationship and on an ongoing basis.”
(expectation 7, page 30)

Source: KPMG (2020), Climate related & environmental risks: Overview of the ECB’s recently published
Draft guide on climaterelated and environmental risks, (link)

In tferms of follow-up, in early 2021, the ECB invited banks to conduct a self-assess-
ment in light of the supervisory expectations outlined in the Guide and to draw up
action plans on that basis. As indicated earlier, according to an analysis by the
ECB of the result of this self-assessment4®, almost all banks have developed imple-
mentation plans, and many have started to progressively improve their practices,
however none is close to meeting all supervisory expectations.

Based on these results, the ECB already sent individual feedback letters to banks
in November 2021, pointing fo the need for them to address shortcomings and

44 https://assets.kpmg/content/dam/kpmg/de/pdf/Themen/2020/06/climate-related-and-environmental-risk.pdf
45 https://www.bankingsupervision.europa.eu/press/pr/date/2021/html/ssm.pr211122~6984deOaes.en.html
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calling on them to take action. In 2022, it is conducting a full supervisory review of
banks’ practices, including a supervisory climate risk stress test fo assess banks’ cli-
mate-risk preparedness.

Clearly, the way in which banks manage climate and environmental risk will influ-
ence the subsequent supervisory dialogue, which could over time franslate into
SREP measures. While the ECB has indicated that these measures will be qualita-
tive at this stage4s, it is reasonable to assume that banks which do not meet the
requirements over the medium to long term in this respect could face quantita-
five measures i.e. capital add-ons under pillar 2, which would translate into a ma-
terial risk of additional equity cost in the future. In this respect, the ECB’s Guide,
the EBA recommendations and future Guidelines and their update of the SREP
Guidelines will be determinant in this respect.

3.2.2 The solutions

Against the background of the considerations outlined above and from the per-
spective of efficient mortgages, there are a number of key touchpoints where the
EEMI and NEEM can offer ways to support alignment and compliance in relation
to the integration of climate and environmental risks into credit risk management
and processes specifically. Indeed, in many respects, the EEMI offers valuable re-
sponses to the various supervisory expectations and recommendations in this
area through its long-term work to build and deploy an energy efficient mortgage
product framework, data infrastructure and broader value chain which put cli-
mate considerations, and specifically energy efficiency, at their heart.

Considering some of the key points pinpointed by the EBA and the ECB, the EEMI
offers a multitude of tools, blueprints, research and expertise to help lending insti-
tutions respond to this guidance and these recommendations:

Sustainable Products

Designing and providing the tools for the deployment of energy efficient mort-
gage products was the starting point of the Energy Efficient Mortgages Initiative in
2015 and remains the priority, alongside efforts to promote and accelerate robust
and sustainable market development.

To this end, the EEMI and NEEM have focussed — and are focussing - on a number
of core elements intfended to support lending institutions in the development of
their own energy efficient mortgages and their successful launch in the market.
These actions, some of which have already been discussed earlier and others
which will be explained in more detail later in this Report, include:

e A blueprint of the core elements of an energy efficient mortgage product
and accompanying framework, focussed on building energy performance
measurement meftrics and property valuation guidelines.

46 https://www.bankingsupervision.europa.eu/press/pr/date/2022/html/ssm.pr220127~bd20df4d3a.en.html
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e An EEM definition agreed by the market after lengthy discussion and consulta-
fion, which underpins the EEM Label Convention (see box 3)

e Alist of criticalities and potential solutions, identified, researched and agreed
by the market, as being cenftral to the ultimate rolling-out and scaling up of
the product (see box 4).

e The EEM Label as a way to build trust and confidence in energy efficient mort-
gage products and promote their uptake.

e Extensive quantitative and qualitative consumer research in Germany, Hun-
gary, ltaly, the Netherlands, Portugal, Romania, Spain, Sweden and the UK to
garner a better understanding of the key drivers of consumer demand, along-
side a deep appreciation of what consumers perceive as valuable, with a
view to designing a marketable financial prolduct.

e Behavioural optimised consumer guidance being developed under NEEM to
stimulate building energy performance improvements.

e Legal opinions on the collection and processing of energy efficiency data by
lending institutions, its disclosure through the EEM Label’s HDT and liability con-
siderations around future data repositories.

e Efforts fo design an ‘ecosystem’ of processes and actors, beyond the energy
efficient mortgage product itself, to secure efficient and integrated market
development.

e Establishment of national EEM hubs and the testing of an optimal ‘ecosystem’
in market demonstrators

e An algorithm being developed under NEEM which will support tailored guid-
ance on energy renovations to consumers, with a focus on the Nordic coun-
tries in the first instance.

¢ Mapping of institutional support mechanisms and identification of gaps in or-
der to ensure opfimal institutional leverage between private and public fi-
nancing mechanisms.

Recenltly, there has been a rapid increase in the development and offer of sus-
tainable products, including energy efficient mortgages, as indicated by the 52
labelled products on the EEM Label website47.

Risk analysis

As indicated above, based on a comprehensive data collection infrastructure,
the EEMI has conducted in-depth econometric analysis into the relationship be-
tween building energy performance and credit risk48, and established a signifi-
cant negative correlation between the buildings’ energy efficiency and the prob-
ability of mortgage default specifically. Additionally, the results indicate that the
degree of energy efficiency is also important matters, i.e., more energy efficient
buildings are associated with relatively lower risk of default. As indicated above,
recently published analysis conducted by the Energy Efficiency Financial Institu-
fions Group (EEFIG) extends this analysis and finds similar correlations.

47 https://www.energy-efficient-mortgage-label.org/products
48 https://energyefficientmortgages.eu/wp-content/uploads/2021/07 /Italian-Correlation-Analysis.pdf & https://en-
ergyefficientmortgages.eu/wp-content/uploads/2021/07/Extended-Dutch-Correlation-Analysis.pdf
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Taken together, this research provides valuable insights intfo the impact of building
energy performance on client credit risk and demonstrates the value for lending
institutions in taking account of the risk mitigating impact of building energy per-
formance in their creditworthiness assessments.

The EEMI Master Template provides a structured manner in which to collect this
data for the purposes of loan granting and also with a view to gathering relevant
information on the existing loan portfolio for tagging purposes to understand the
energy performance credentials of underlying collateral and the corresponding
risk profile of existing clients. As indicated earlier, efforts under EEMI to understand
GDPR implications related to the collection, processing and disclosure of EE data
is supporting the use of the Master Template and the EEM Label’'s HDT in a second
stage, and ongoing efforts in the Nordic Region under NEEM are examining gaps
in data availability, sources to close these and automated solutfions to harvest this
dafta.

Loan Pricing

The potential for the significant negative correlation between building energy
performance and credit risk to influence business strategy and loan conditions for
borrowers has long been a cornerstone of the EEMI. Indeed, one of the underlying
premises of the EEMI is that a negative correlation between building energy per-
formance and credit risk could be reflected in a realignment of capital require-
ments for energy efficient mortgages and in turn drive a virtuous circle, according
tfo which all stakeholders, first and foremost borrowers, derive a benefit. This bene-
fit for consumers could, for example, be expressed in preferential loan conditions
via a lower interest rate. It was this ‘business case’ which was the driving force be-
hind the efforts under the EEMI to substantiate this relationship through the in-
depth econometric analysis described earlier.

Collateral valuation

Very early in its analysis and research, the EEMI realised that climate-related and
environmental risks may affect the value of collateral and therefore LTVs and, by
extension, LGD. In the specific context of energy efficient mortgages and as elab-
orated above, there is compelling evidence to suggest that an energy efficient
building is likely to present a lower risk in terms of value, meaning that building en-
ergy efficiency is therefore a risk factor from the perspective of banks’ lending ac-
fivities. EEMI research4? published in 2018 indicates that long-standing valuation
practice typically allows for the capture of common risks to value in relation to
buildings e.g. flooding, condition, site or locality issues and planning risk. However,
building energy ratings have not typically been a specified risk. As part of its ef-
forts to design and develop an energy efficient mortgage product in recognition
of the need to renovate the EU's aging building stock to meet the EU’s climate

49 https://www.rics.org/globalassets/rics-website/media/news/press-releases/energy-efficiency-lending-and-valua-
tion-due-diligence-rics.pdf
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targets, the EEMI developed a Checklist and Guidanceso for property valuers, un-
der the direction of the Royal Institution of Chartered Surveyors (RICS), to comple-
ment existing valuation practices with a specific and more detailed focus on
building energy performance and its impact on property values. As explained in
the EEMI research in this area mentioned above, the purpose of the checklist is to:

= provide a potential extension for instructions for secured lending

= enable valuers to reflect upon the building characteristics that impact on en-
ergy efficiency and form a judgement as to whether such characteristics pre-
sent a risk reduction or increase to the security of the asset for the loan mov-
ing forward; and, by implication

* engender greater awareness of energy matters by valuers and encourage
participation in upskilling

= build awareness of energy efficiency and risk among the banks'’ risk assess-
ment departments, improve their skills of how to interpret valuation and En-
ergy Performance Certificate (EPC) reports as well as learn how to challenge
valuers in case of incomplete valuation reports

Importantly, the Checklist responds directly to the opportunity presented by the
European Commission’s proposed modificatfions to Article 208 of the Capital Re-
qguirements Regulation (CRR) according to which: “Modifications made to the
property that improve the energy efficiency of the building or housing unit shall
be considered as unequivocally increasing its value.” 5! (Page 120). Indeed, the
Checklist provides the opportunity to capture the potentially positive impact of
an energy renovation on property, supporting the demonstration of a negative
correlation between building energy performance and credit risk, driven by lower
loss given default as a result of an enhanced LTV.

Risk monitoring & concentration analysis

Again, by way of the EEMI Master Template with its emphasis on the collection of
relevant building energy performance data, at the heart of which is the EPC, the
EEMI supports lending institutions in the collection of information for the purposes
of loan granting, as well as for the purposes of tagging existing loan portfolios to
understand their ‘sustainability’ credentials and the distribution of EPCs across the
underlying residential and commercial real estate collateral. This supports in un-
derstanding and managing concenfration risks and strengthening resilience of
loan portfolios.

Finally, and relevant for a number of the areas related to credit risk management
highlighted above is a Guide fo Climate Transition Risk Scenario Analysis for Mort-
gage Portfolios$? published by the EU-funded EeMMIP Project, part of the

50 https://energyefficientmortgages.eu/wp-content/uploads/2021/07 /EEM-Property-Valuation-Guidelines.pdf

51 https://eur-lex.europa.eu/resource.html2uri=cellar:14dcf18a-37cd-11ec-8daf-
0laa75ed71a1.0001.02/DOC_1&format=PDF

52 https://energyefficientmortgages.eu/wp-content/uploads/2021/12/Blueprint-Transition-risk-for-mort-
gages_REV_EEMI-layout.pdf
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overarching EEMI, which is intfended to facilitate the inclusion of energy efficiency
and sustainability of EEM in credit risk assessments. Specifically, Copenhagen Eco-
nomics present a straightforward approach for lending institfutions to transition risk
scenario analysis for credit risk in mortgage portfolios. CE provide a set of con-
crete tools that can be used at an institutional level, to clearly identify the direct
fransition risks for mortgages.

As outlined in the Guide, CE's starting point is that transition risks for mortgages pri-
marily affect collateral value, i.e. loan-to-value (LTV), and are less likely to be the
direct root cause of credit losses. Therefore, the guide focusses on assessing im-
pact on risk weights. The approach begins with a risk scenario of increasing CO2
prices, which can represent a range of transition risks. This can then be trans-
formed intfo an increase in energy costs, based on the energy composition, which
leads to user costs of owning the building based on the energy efficiency. These
higher costs will, in furn, affect collateral value, which eventually increases risk
weights. The approach can be divided up into four steps, outlined below. As a
fifth step, CE recommend considering the robustness of the analysis, as assump-
fions made along the way will have large impacts on the obtained result.

Figure 6
Copenhagen Economics’ 5 Steps to Climate Transition Mortgage Risk Assessment

5 steps to climate transition mortgage risk assessment
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Source: CE Guide to Climate Transition Risk Scenario Analysis for Mortgage Portfolios (link)

3.3  PILLAR 3 (MARKET DISCIPLINE)

Pillar 3 of the supervisory framework fosters market discipline through a compre-
hensive set of public disclosure requirements which allow market participants to
assess, for example, a bank’s material risks, capital ratio, liquidity ratios and remu-
neration practices.

3.3.1 The challenges/opportunities
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Box 4 The challenges/opportunities of Pillar 3

Challenges/Opportunities

o The Sustainable Finance agenda in the EU is heavily focussed on ESG related disclosures,
whether through legislation or implementing technical standards crafted by the European
Banking Authority (EBA).

o These disclosure requirements mean that banks need to have a detailed and accurate un-
derstanding, on an ongoing basis, of the ‘sustainability’ credentials of their loan books with a
view to disclosing these to the market in line with the various disclosure requirements.

o The Green Asset Ratio (GAR) in particular will be decisive for the vast majority of banks in the
EU.

Solutions

o EEMI Master Template to collect relevant information for EEM loan granting purposes, as well
as for the purposes of auditing existing mortgage loan portfolios with a view to meeting pillar
3 - and other relevant - disclosure requirements.

e EEM Label and its HDT to support disclosure efforts on an aggregated level to build and sus-
tain confidence in the EEM market.

o EEMI efforts to provide lending institutions with the tools and infrastructure to offer EEM in a
sustainable and infegrated manner which will help ‘green’ loan books and deliver a stronger
GAR and BTAR.

The Sustainable Finance agenda in the EU for its part is heavily focussed on ESG
related disclosures, with the EU Taxonomy, the Sustainable Finance Disclosure
Regulation (SFDR) and the Non-Financial Reporting Directive (NFRD), shortly to be-
come the Corporate Sustainability Reporting Directive, largely setting the regulo-
tory tone. In recent months we have also seen the emergence of a multitude of
climate and ESG risk disclosure requirements crafted by the EBA in its binding final
draft implementing tfechnical standards (ITS) on Pillar 3 disclosures on ESG risksS3 as
a direct response to the requirements laid down in Article 449a of the Capital Re-
quirements Regulation. The EBA summairises these disclosures in the following info-
graphics4:

53 https://www.eba.europa.eu/sites/default/documents/files/document_library/Publications/Draft%20Tech-
nical%20Standards/2022/1026171/EBA%20draft%20ITS%200n%20Pillar%203%20disclo-
sures%200n%20ESG%20risks.pdf

54 https://www.eba.europa.eu/sites/default/documents/files/document library/News%20and%20Press/Communica-
tion%20materials/Infographics/ESG%20disclosure/1026178/EBA%20summary%200f%20ESG%20disclosures%20-
%20Pillar%203.jpg
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Figure 7
EBA Summary of ESG Disclosures - Pillar 3
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Source: EBA Summary of ESG Disclosures-Pillar 3 (link)

At the heart of these requirements is the Green Asset Ratio (GAR), according fo
which banks subject to the NFRD must disclose their assets financing taxonomy-
aligned activities as a share of their fotal assefs. In alignment with the year-end
2023 application date for GAR disclosures under the European Commission's Tax-
onomy Delegated Act, the application date for the GAR disclosures under the pil-
lar 3 framework is 2024 for data as of end 2023. Additionally, in its binding stand-
ards, the EBA also recently announced the introduction of a separate "banking
book taxonomy alignment ratio” (BTAR) mentioned in figure 7, which will take ef-
fect from June 2024 and cover all of a lending institution’s lending portfolio. This
will capture exposures to companies which are not subject to NFRD reporting obli-
gations (SMEs and other non-NFRD corporates) and are therefore excluded from
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the calculation of the GAR, allowing lending institutions to capture more expo-
sures and show a potentially more complete picture of the Taxonomy alignment
of their balance sheets.

While the BTAR will undoubtedly add value for the reasons outlined above, the
GAR is widely anticipated by the market to be the more determinant of the two
for the vast majority of banks in the EUss. This assessment is particularly significant in
Denmark, where in most cases almost 50% of a banks' mortgage lending is to
SMEs (companies with below 500 employees) when they are financing buildings.
This type of mortgage lending to SMEs in Denmark is typically fo companies fi-
nancing residential multi-family housing or office buildings. Also mortgage lending
to the large Danish social housing sector is categorized as lending to SMEs. This
means that almost 50% of Danish banks’ mortgage lending activity - since it is fo-
cussed on non-NFRD corporates - will not be eligible for the GAR. This lending will
instead be reported through the BTAR. Worth highlighting here is the fact that the
European Commission commits to reviewing the decision to exclude SME expo-
sures from the GAR calculation by 30 June 2024 in Article 9 of the Delegated Reg-
ulation on Article 8 of the Taxonomy Regulationsé,

Other relevant pillar 3 disclosures as described in figure 7 relate to information on
climate change fransition risk e.g. the distribution of real estate exposures in a
bank’s loan book according to energy performance of the underlying collateral,
by way of the Energy Performance Certificate (EPC), and on mitigating actions
e.g. building renovation loans that improve the energy efficiency of the building
but do not meet the Taxonomy's Technical Screening Criteria.

These disclosure requirements mean that banks need to have a detailed and ac-
curate understanding, on an ongoing basis, of the ‘sustainability’ credentials of
their loan books with a view to disclosing these to the market in line with the vari-
ous disclosure requirements.

3.3.2 The solutions

As described in detail above, the EEMI Master Template in the first instance, with
the EPC at its heart, offers lending institutions a structured way to collect infor-
mation on the energy performance of real estate collateral for energy efficient
mortgage loan granting purposes, as well as for the purposes of auditing and tag-
ging their existing mortgage loan portfolios with a view to meeting the pillar 3 -
and other relevant - disclosure requirements. These standardisation efforts are
supported by the ongoing analysis under NEEM and the broader EEMI to improve
the availability of energy efficiency data and access to it, as discussed above.

The EEM Label and its HDT support disclosure efforts on an aggregated level, set-
ting a publicly accessible quality and transparency benchmark to build and

55 https://think.ing.com/articles/bank-pulse-btar-to-supplement-gar-as-taxonomy-alignment-measure #aé
56 https://ec.europa.eu/finance/docs/level-2-measures/taxonomy-regulation-delegated-act-2021-4987_en.pdf
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sustain confidence in the energy efficient mortgage market on the part of con-
sumers, regulatory authorities and investors.

As will be shown in more detail below, in a broader sense, the EEMI is focussed on
stimulating the demand for energy efficient mortgages and providing lending in-
stitutions with the tools and infrastructure to offer these in a sustainable and inte-
grated manner. This will ultimately help banks to ‘green’ their loan books, support-
ing the climate tfransition and improving the resilience of their balance sheets in
the interests of financial stability. This ‘greening’ will also be reflected in a stronger
GAR and will be visible through other disclosure requirements, responding to the
ever-growing investor demand for sustainability.
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CHAPTER 4
RETAIL ACTIVITIES

While our previous assessment indicated that the most significant impacts of the
sustainable finance agenda will be observed across the three pillars of the super-
visory framework, as described in the section above, banks' retail activities are of
course of fundamental relevance as well to the overall agenda and will be im-
pacted by current and future actions in this area, presenting challenges and op-
portunities.

In this section, we:

o Consider the key pieces of legislation and initiatives which will likely impact
banks’ retail activities and in particular their energy efficient mortgage lend-
ing activities, with a focus on the Renewed Sustainable Finance Strategy, the
Energy Performance of Buildings Directive (PEBD) and the potential for an EU
Ecolabel for financial products.

o Present the potential associated challenges and opportunities for banks in this
areaq.

o Detail the wide variety of solutions presented by the EEMI and NEEM which
could offer a fast track for banks to respond to these challenges and make
the most of the opportunities.

4.1.1 The challenges/opportunities
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Box 5 The challenges/opportunities of Retail Activities

Challenges/opportunities

e Recently, the focus of the EU Sustainable Finance agenda has been extended to develop-
ing an inclusive sustainable finance framework in which citizens, as consumers, can access
sustainable finance opportunities.

Subsequent actions under the Renewed Sustainable Finance Strategy together with efforts
to upgrade the Energy Performance of Buildings Directive (EPBD) will inevitably put pressure
on banks to step up and respond to the inherent ‘calls for action’ to support the EU’s citizens,
whilst managing the potential impacts of other proposed actions on their existing loan port-
folios.

For those who respond quickly to these challenges, there will also be significant business de-
velopment opportunities.

Solutions

o With the inherent shift towards retail financial services products, the European Commission’s
focus aligns in many respects with the objectives of the EEMI.
The EEMI offers a wealth of tools, research and expertise and a vast network of relevant
stakeholders, to support banks in their retail activities and specifically in the origination of
EEM, fo meet the expectations and associated challenges and opportunities in this area:
EEM product blueprint
EEM definition which underpins the EEM Label Convention (see box 3)
A list of criticalities and potential solutions for the ultimate rolling-out and scaling up of the
product (see box 4).
EEM Label as a way fo build frust and confidence in energy efficient mortgage products
and promote their uptake.
Extensive quantitative and qualitative consumer research in Germany, Hungary, ltaly, the
Netherlands, Porfugal, Romania, Spain, Sweden and the UK to garner a better understand-
ing of the key drivers of consumer demand.
Behavioural optimised consumer guidance being developed under NEEM fo stimulate
building energy performance improvements.
GDPR compliance analysis and guidance related to the collection, processing and disclo-
sure of energy efficiency data
Efforts to design an ‘ecosystem’ of processes and actors to secure efficient and infegrated
market development.
Establishment of national EEM hubs and the testing of an optimal ‘ecosystem’ in market
demonstrators
An algorithm being developed to support failored guidance on energy renovations fo
consumers
Mapping of institutional support mechanisms and identification of gaps in order fo ensure
optimal institutional leverage between private and public financing mechanisms.

Renewed Sustainable Finance Strategy
Until recently, the Sustainable Finance agenda in the EU focussed largely on har-

nessing the potential of and preparing financial institutions and investors for the
climate transition through a plethora of inter-connected reporting and disclosure
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requirements, at the heart of which is the EU Taxonomy. More recently, and
through the Renewed Sustainable Finance Strategy published in July 202157, at-
fention is furning also to developing an inclusive sustainable finance framework in
which citizens, as consumers, can access sustainable finance opportunities and
support the climate transition.

From the perspective of energy efficient mortgages, there are two planned ac-
fions described in the Strategy, fo be delivered by 2022, which are of direct rele-
vance:

1. The European Commission’s plans to ask the EBA for an opinion on the defini-
fion and possible supporting tools for green retail loans and green mortgages.

Depending on the form it takes, a definition of “green mortgages” proposed by
the EBA could of course have the potential to significantly influence the further
evolution of energy efficient mortgage products, as well as key outputs of the
EEMI directly linked to the EEMI definition, in particular, the EEM Label. Given the
primacy of the EU Taxonomy in all sustainable finance related legislation to date
and moving forward, it is most probable that any such EU definition would be
closely aligned with the technical screening criteria.

2. The European Commission’s plans to explore ways to support the uptake of
energy efficient mortgages in the framework of the Mortgage Credit Directive
Review and launch an EU-wide information campaign addressed to busi-
nesses and households highlighting the features and benefits of such loans.

With the Review of the Mortgage Credit Directive already several years in the
pipeline, discussions on how to use the Directive as a vehicle to stimulate energy
efficient mortgages, in line with the work of the EEMI, have been ongoing for
some fime. The specific reference to the Review in the Renewed Sustainable Fi-
nance Strategy formalised these plans and indicated a deadline by which the as-
sessment should be conducted (2022).

To date, discussions have touched upon the potential for positive references to
be made to energy efficient mortgages in the Directive in order to stimulate their
supply and uptake. One important consideration, however, is that the high-level,
principles-based nature of the Directive should be respected in the interests of
consistency and coherence and to safeguard the well-performing nature of the
Directive so far. The inclusion of references relevant to energy efficient mortgages
in certain provisions, for example, a specific feature of the underlying collateral
i.e. its energy performance, or particular information to be collected for credit as-
sessment purposes i.e. energy bills, would add a level of prescription which is oth-
erwise not present in the Directive, potentially creating a distortion. These discus-
sions are ongoing at the time of writing and for the time being no conclusions can
be drawn on the form any such references would take.

57 https://eur-lex.europa.eu/resource.html2uri=cellar:9f5e7e95-df06-11eb-8950-
0laa75ed71a1.0001.02/DOC_1&format=PDF
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Energy Performance of Buildings Directive

In parallel to these developments, in December 2021, the European Commission
published a proposal for a recast Energy Performance of Buildings Directive
(EPBD) as a key follow-up action to the European Commission’s ‘Renovation
Wave' strategy which is infended to boost energy renovation of buildings in the
EU.

With its focus on achieving a zero-emission and fully decarbonised building stock
by 2050, increasing the rate of renovation to this end and mobilising financing,
the Directive will have a significant impact on private finance and, as a result of
the infrinsic link between buildings and mortgages, on energy efficient mortgages
therefore more specifically.

Significantly, the EPBD recast provides for better quality, more comparable and
publicly accessible Energy Performance Certificates (EPCs) which are clearly fun-
damental for financial institutions. In a recently published response to a European
Commission ‘Have Your Say’ Consultation8, the Mortgage Industry therefore wel-
comes many of the proposed actions which will support financial institutions in
reaching their retail and funding potential, but highlights four important consider-
ations:

e Access to EPC databases should not be hindered by national legislation
which in some countries is currently preventing open access to existing regis-
ters, due to different GDPR interpretations. In this respect, the EMF-ECBC com-
missioned legal advice on a potential amendment to the EPBD in order to se-
cure access to all energy performance data of buildings necessary to deter-
mine EU Taxonomy alignment and the permission to process that data®.

e The standardisation of EPCs will allow for the comparison of building energy
performance across the EU. In this respect, digitalisation presents an oppor-
tunity to enhance the comparability and accuracy of EPCs by metering real
energy performance and the EPBD should allow for this.

e Linked to the point above and regarding the requirement for “on-site visits” in
Art. 16, it should be possible to issue EPCs by whatever means national legisla-
fion or practice deems adequate, including by digital means.

e Regulatory stability regarding energy performance thresholds is fundamental
for the EU’s citizens and financial institutions.

A further innovation of the EPBD recast is the infroduction of Minimum Energy Per-
formance Standards (MEPS), which require the renovation of the worst performing
buildings i.e. those in Energy Performance Certificate (EPC) classes G or F. While it
is increasingly clear why measures of this kind might be necessary to achieve cli-
mate neutrality in buildings and likely that there will be significant business oppor-
tunities for financial institutions to finance the renovation of these buildings, this
approach nonetheless brings with it certain concerns in the absence of strong

58 https://hypo.org/app/uploads/sites/3/2022/03/Final-EMF-ECBC-Comments-to-EPBD-31.03.22.pdf
59 https://hypo.org/app/uploads/sites/3/2022/03/EMF-ECBC-Proposal-for-an-Amendment-to-EPBD-recast-
31.03.22.pdf
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incentives and/or subsidies for borrowers and lending institutions. Indeed, there is
a risk of creating stranded assets, with negative social and financial implications
for borrowers (especially where renovation is not economically viable (which is of-
ten the case for the most fragile households)) and financial institutions, that could
undermine social and financial stability.

From a financial institution and energy efficient mortgage perspective, it is vital,
for example, that the objectives of the EPBD recast are aligned with the EU Taxon-
omy requirements in order to support the mobilisation of the private finance that
will be needed to respond to these MEPS. For example. where a 30% PED reduc-
tion is achieved in a renovation, the entire building and thus the entire loan for its
acquisition should be Taxonomy compliant. Any other approach could distort
lending institutions’ strategy on renovation financing, resulting in higher borrowing
costs or customer exclusion.

Finally, the Proposal infroduces the concept of “Mortgage Portfolio Standards” as
defined in Article 2(36), intended to incentivise lenders “to improve the energy
performance of their portfolio of buildings, and encourage potential clients fo
make their properties more energy performing”¢. While lending institutions can in-
deed encourage borrowers to renovate their real estate assets by means of spe-
cific instfruments, such as energy efficient mortgages, an objective which is at the
forefront of the EEMI and EEML, lenders are not the owners of the real estate as-
sets that are used as collateral for mortgage loans in their portfolios and cannot
themselves “improve the energy performance of their portfolio of properties”. Ra-
ther it is the prerogative of borrowers, as owners or users of said assets, to decide
on the renovation and potential energy performance improvement of their prop-
erties. Applying an approach of this kind to the mortgage business represents, for
the reasons described above regarding ownership and responsibilities and fur-
thermore without appropriate and efficient access to EPC data, an over-simplifi-
cation and could limit consumer access to finance and hinder the Industry’s abil-
ity to support the Renovation Wave.

At the time of writing in May 2022, the EPBD recast is currently undergoing legisla-
five scrutiny by the European Parliament and Council of Europe, therefore the ex-
tent to which the actions proposed by the European Commission will remain in
their current form remains to be seen.

Ecolabel

A further EU initiative which has the potential in the future to impact on the grant-
ing of energy efficient mortgages is the draft EU Ecolabel criteria for financial
productsé!, which is infended to stimulate investment in Taxonomy-aligned envi-
ronmentally sustainable activities. Concretely, the EU Ecolabel will only be
granted to financial products where the underlying company being invested in
conducts Taxonomy-aligned activities.

60 https://ec.europa.eu/energy/sites/default/files/proposal-recast-energy-performance-buildings-directive.pdf
61 https://susproc.jrc.ec.europa.eu/product-bureau/product-groups/432/home
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For the fime being, the European Commission is developing criteria for retail finan-
cial products such as equity funds, bonds funds and saving accounts, but it is an-
ficipated that criteria could also be developed with a view to labelling ‘green’
mortgages. If and when this is the case, it will be important to secure alignment
between the EEM Label and a future ‘EU ecolabel’ for green mortgages and po-
sition the EEM Label as the benchmark in this area.

4.1.2 The solutions

Through the actions from the European Commission described above in the Re-
newed Sustainable Finance Strategy, the focus of the EU policy agenda has been
extended and placed squarely on the EU’s citizens as retail consumers in the con-
text of sustainable finance and, as a result, on retail financial services products,
including mortgages as highlighted. The revisions to the EPBD, in particular the
minimum energy performance standards (MEPS) for the EU’s worst performing
buildings, also place a focus on the EU's consumers as homeowners, and again,
as a result, on retail financial services products, and specifically, energy efficient
mortgages, as a way of supporting homeowners in financing the necessary reno-
vations to their homes. Collectively, the variety of actions outlined above will al-
most certainly present lending institutions with significant business development
opportunities but also put pressure on them to step up and respond to the inher-
ent ‘calls for action’ to support the EU’s citizens, whilst managing the potential im-
pacts of other proposed actions on their existing loan portfolios.

With this inherent shift towards retail financial services products, the European
Commission’s focus now aligns in many respects with the objectives of the EEMI,
which, since its inception in 2015, has focussed on harnessing the potential of the
mortgage industry to deliver financing solutions to consumers to fund the energy
efficient improvement of their homes.

As aresult of its work since 2015, the EEMI offers a wealth of tools, research and
expertise, as well as a vast network of relevant stakeholders, to support banks in
their retail activities and specifically in the origination of energy efficient mort-
gages, to enable lending institutions to meet the expectations and associated
challenges and opportunities of the policy agenda in this area.

4.1.3 EEM Product Framework & definition

The starting point for the EEMI in 2015 was the design of the key elements of an
energy efficient mortgage product and accompanying framework, focussed on
building energy performance measurement metricsé? and property valuation
guidelines¢d as described above. It was this work that also led to the elaboration
of the EEM definition in 2018, when it became clear that it was necessary to de-
velop a common market understanding of what an energy efficient mortgage is

62 https://energyefficientmortgages.eu/wp-content/uploads/2021/07 /EEMI-Energy-Performance-Indicators.pdf
63 https://energyefficientmortgages.eu/wp-content/uploads/2021/07 /EEM-Property-Valuation-Guidelines.pdf
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for the purposes of market development and transparency. This definition was the
result of several rounds of discussion with and consultation of lending institutions
across the EU, and today it underpins the EEM Label Convention (see box 6)
(more on the EEM Label below).

As indicated above, there are plans at EU level to ask the EBA for advice on a
definition of green loans and green mortgages and investigations being con-
ducted in the context of the MCD Review. Close and ongoing dialogue with the
European Commission and EBA on this and related issues will be critical in the
months ahead to ensure consistency and secure work and efforts already under-
taken since 2015 under the EEMI. Indeed, given the wide-spread acceptance of
the EEM definition and its role at the heart of the EEM Label, it would be optimal
for the EEMI EEM definition to be recognised from a legislative perspective.

Box 6 EEM Convention

EEM Label Convention

Energy Efficiency Mortgage (EEM) are intended to finance the purchase/construction and/or
ren-ovation of both residential (single family & multi-family) and commercial buildings where
there is evidence of: (1) energy performance which meets or exceeds relevant market best
practice standards in line with current EU legislative requirements; and/or (2) an improvement
in energy performance of af least 30%.

This evidence should be provided by way of a recent Energy Performance Certificate (EPC)

rating or score, complemented by an estimation of the value of the property according to the
standards required under existing EU legislation. It should specifically detail the existing energy
efficiency measures in line with the EEM Valuation & Energy Efficiency Checklist.

Lending institutions are committed to providing regular information enabling investors to ana-
lyse the Energy Efficient Mortgage products, following the Harmonised Disclosure Template.

In the context of the EEM Label the term “mortgage” refers to residential and commercial
property loans which fall within the scope of the Capital Requirements Regulation (Regulation
2013/575/EU) and/or Mortgage Credit Directive (Directive 2014/17/EU) or under equivalent leg-
islation outside of the EEA.

Source: Energy Efficient Mortgage Label website (link)

4.1.4 List of criticalities & solutions

A further early outcome of extensive discussions with and consultation of lending
institutions from 2018 onwards resulted in the development of a list of criticalities
and potfential solutions, identified and agreed by lending institutions, investors,
building and energy experts and data providers, as being cenfral to the ultimate
rolling-out and scaling up of the product (see box 7). This list provides lending insti-
tutions and other relevant players with a valuable set of insights into challenges
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experienced and reported by the market, as well as potential solutions to over-
come them.

The list has also instfrumental in guiding the further evolution of the EEMI, giving rise
to related Projects e.g. EEMMIP, NEEM and Transp ArEENs, to address challenges
not only at EU level, but also in a specific national or regional or sectoral context,
and in targeting advocacy activities, both at national and European level. As de-
tailed elsewhere in this Report and also elaborated below, efforts have been un-
dertaken to respond to many of these criticalities with several concrete market-
led research and tools offering solutions to promote market development.
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Box 7 List of Criticalities & Solutions regarding EEM product and market developments

Criticalities

Customer Experience & Bank Processes

* Lack of awareness among consumers/borrowers and lending institutions about added value
of EEMs and investment in energy performance

* Potential complexity of journey (energy advice) and additional process costs (EPC, valuation
and energy certification)

* Lack of coordination of and between all relevant partners (government & institutions, utilities,
energy advisors)

Asset Eligibility / Impact Reporting

* Lack of harmonised framework for impact reporting

» Fragmentation of energy performance criteria and targets relative to scope of EEM and as-
set eligibility

» Current lack of robust quantitative evidence to justify lower capital requirements

* Risk of national-level regulatory add-ons off-setting any advantages for lending institutions in
terms of capital relief

Data & IT

* Lack of publicly available and accessible EPC data in a digital format

* Lack of quality and representative data (limited data history)

* Lack of data harmonisation (definitions & methodologies), consolidation and comparability
(in respect of and between mortgage, valuation & energy efficiency data)

» Challenges of dynamic data monitoring and analysis of non-bank data (energy savings and
real-time energy consumption)

* Challenges of necessary IT system updates and implementation costs (in terms of money,
fime and expertise)

Possible Solutions

Borrower/Consumer Experience & Product Processes
* Awareness raising

* Design of common EU branding under EEMI and with public institutions

* Promotion of a common consumer/borrower survey consisting of a limited number of ques-
fions with the involvement of national banking associations and organisation of targeted
events aimed at increasing consumer/borrower awareness of added value and incentives

* Reinforcing the business case

* Highlighting of the cost-effectiveness of energy efficiency investments (via partner-ships,
the use of energy efficiency calculators and comparison websites) and crea-tion of online
guide and one-stop information database on energy efficiency

* Promotion of real-fime understanding by building owners of the energy performance of
their buildings (smart home solutions, IOT and FinTech solutions)

* Development of EPC subsidisation scheme

e Product processes
* Basing of EPC on latest methodologies according to current EU legislation
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¢ Infegration of energy efficiency criteria in valuation reports and use of a model to at-tribute
a temporary EPC label to each property

* Provision of appropriate training packages tailored according to different EEM stake-hold-
ers (e.g. to bankers, valuers, energy advisors)

¢ Investigation and integration of relevant policy actions and regulations (subsidies and mar-
ket regulations on energy efficiency) in the process

Partnership

* Building of partnerships with ESCOs to monitor energy savings and provide renova-tion work
guarantees

» Accreditation of contractors e.g. installers and SMEs, and use of nationally-recognised
quality labels for work undertaken by these contractors

* Engagement of national & European institutions to approach public authorities with a sin-
gle voice

Asset Eligibility/Impact Reporting
* Development of harmonised framework for impact reporting

* Highlighting of positive regulatory impacts of EEMs from a macro-prudential perspective,
including from an overall financial stability perspective

* Highlighting of positive impacts in ferms of climate goals, energy security and growth and
innovation

» Grandfathering of existing green loans to support accumulation of data history

Data & IT
* EPC

* Highlighting of positive impacts in terms of climate goals, energy security and growth and
innovation

» Grandfathering of existing green loans to support accumulation of data history
* Technical issues

* Establishment of a unique key identifier for all buildings to collect relevant information and
to provide the data for each energy consumption benchmark (data freely available on an
anonymised basis)

* Creation of an on-line common, harmonised data portal with easy real-time access, clear
structure and definition of each data point and unique key identifier (EeDaPP)

Source: EEMI
EEM Label

One of the priority responses to the criticalities identified was the design and de-
ployment of the EEM Label mentioned above. As already described above, with
its focus on identifying EEM products in lending institutions’ loan portfolios and dis-
closing data on their ‘sustainability’ credentials, the Label, underpinned by the
HDT and framed by the GDPR compliance guidance, has the potential to support
lending institutions in responding fo a number of different challenges and obliga-
fions, whether this be complying with extensive and varied disclosure require-
ments, supporfing investor due diligence or, as is relevant in this section, reaching
consumers and building frust and confidence in EEM which will support their sup-
ply and uptake.
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From a retail perspective, the objective of the EEML is to give lending institutions
the opportunity to raise awareness around their energy efficient (mortgage) loan
offerings and help private and professional customers navigate to these. As noted
above, at the time of writing, 38 lending institutions in 14 countries have labelled
52 products through the EEM Label, a number which is growing all the time¢4,

Experience with the Covered Bond Label¢> has shown that where a market-led
Label is sufficiently robust and delivers fransparency and quality, it can be well-re-
spected by market participants, policymakers and regulatory authorities. As such,
the EEM Label can act as the market benchmark, for example in the context of a
potential ‘EU ecolabel’ for green mortgages, recognising and rewarding the ef-
forts of those lending institutions which are already labelling their products and
actively disclosing data through the HDT. In order to secure the position of the
EEM Label squarely in this role, efforts are focused on continued on-boarding of
lending institutions to the EEM Label, building the reputation of the Label in close
cooperation with market stakeholders and maintaining close ongoing dialogue
with the European Commission on relevant policy files and initiatives.

Consumer research

The efforts described above to understand the main challenges to be addressed
in order fo promote the efficient and accelerated deployment of energy efficient
mortgages were reinforced in 2018 by comprehensive consumer researchsé in
Germany, Italy, Sweden and the UK. Indeed, understanding the key drivers of
consumer demand, alongside a deep appreciation of what consumers perceive
as valuable, constitute a cornerstone of designing a marketable financial prod-
uct. The research conducted indicated that the appeal, relevance and under-
standability of EEM are generally strong across 3 (Italy, Sweden and UK) of the 4
markets surveyed (reception in Germany was less strong because of a competing
government-backed scheme). This research was later extended to include Spain
and Portugalé” and encouragingly indicated that there is also sizeable appeal for
EEMs across both of these markets. This consumer research generated key insights
fo support the basis of EEM market development, as detailed in Figure 8.

64 https://www.energy-efficient-mortgage-label.org/issuers/directory

65 www.coveredbondlabel.com

6 https://energyefficientmortgages.eu/wp-content/uploads/2021/07/Consumer-Research-DE-IT-SE-UK-2018.pdf &
https://energyefficientmortgages.eu/wp-content/uploads/2021/07/EON-Green-Mortgages-Debrief-with-
appendices-051218.pdf

67 Commissioned and funded by UCI.
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Figure 8
Key insights for EEM market development.
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Source: Creating an Energy Efficient Mortgage for Europe: Consumer Research Insights (link)

By combining the qualitative learnings, E.ON and Basis were able to devise an op-
fimised proposition which was tested with consumers in the markets in question
with very broad, strong appeal and relevance across markets:

Figure 9
Relevance vs. appeal of green mortgage product

Relevance vs. appeal of green mortgage product (T3B} — all respondents ANNY Over/under index (120/80) vs. all-market average

89%

Appeal  82% e 81%

76% 78%
Relevance 83%

72%

58% 56% "

O

B1. Thinking broadly about the new mortgage product you have seen, how appealing do you find it? B2. How relevant is this new mortgage product ta you?
Base: All respondents Italy (n=503); Sweden (n=505); Spain (n=514); Portugal (n=504); Netherlands (n=507); Romania (n=508); Hungary (n=506); Germany (n=500)

)

NB. Appeal broadly consistent in markets tested previously (IT / SW / PT / SP)

Data: % answering 5-7 on 7 pt. scale

Source: Constructed from research results (link & link)

Most recently, the existing research has been extended from a quantitative per-
spective in the markets already surveyed and three additional markets have
been added, namely Hungary, the Netherlands and Romaniasg. In these three

68 https://energyefficientmortgages.eu/wp-content/uploads/2022/04/Ee MMIP-2022-Complete-Report-Consumer-

Insights-Green-Mortgage-Propositions-Feb-2022.pdf
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markets, specific qualitative research was also conducted, extending that previ-
ously carried out in the other markefs.

The extended research which was conducted with a total of 4000 consumers in

the 8 markets mentioned above provides valuable insights as follows:

e Across European markets, there is a need for flexibility and fransparency in the
development of energy efficiency mortgages. There are significant differ-
ences between markets in ferms of context and outlook, and within markets
households are at different stages in their journey, pointing to the importance
of a highly flexible proposition which responds to the diverse needs.

e Simplicity is also a key requirement. Especially in eastern Europe, where there
can be greater cynicism around the type of bureaucracy implied by things
like EPC certification. The easier the process, and the more control can have,
the greater the reassurance.

e Markets with higher mortgage costs may expect larger discounts — such that
the discount represents a meaningful proportion of the total interest burden.
Against a 5% interest rate, a 0.3% discount feels underwhelming; but some-
thing closer to 0.7-1.0% becomes quite meaningful.

e Thereis also scope for government/EU initiatives to aid in take up of green
mortgage products — the impact of a clearly communicated initiative can be
seen in Italy with the Superbonus scheme, which combines with the benefits of
the Green Mortgage to give consumers a wide-ranging, appealing proposi-
fion.

e Lastly, the proposition has the greatest breadth and the greatest potential im-
pact if it incentivises consumers not only to choose more efficient homes, but
also to make their own home more efficient - leveraging the financial benefits
of the product alongside environmental benefits is likely to have greatest im-
pact on take-up.

Overall, these results are important because they can inform the formulation of
targeted EEM value propositions delivered to different market segments and
adapted for different EU mortgage markefs.

Behavioural Guidance

A particular innovation of NEEM which complements this consumer research are
efforts to deploy behavioural optimised guidance to stimulate building energy
performance improvements. The intention is to provide financial institutions with
the necessary insights in order to be able to develop tools/products for
households and SMEs which address behavioural barriers to investment in building
energy efficiency, particularly renovations. Indeed, many profitable renovations
are not undertaken due to behavioural barriers. In particular, lack of natural deci-
sion points is the main behavioural barrier that needs to be overcome before
other barriers become relevant; indeed, the first challenge is to encourage the
house or company owner to actually consider renovating. Once this step has
been achieved, other behavioural barriers potentially come into play, including:
lifestyle renovations are rated higher, high perceived complexity, uncertainty
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about economic gain, low trust and fransparency, lack of awareness, limited in-
formation, inertia and invisible improvements. By drawing on these insights gained
from behavoural barrier mapping and applying behavioural insights, NEEM will
focus on developing solutions that are targeted at specific consumer segments
and types of owners, country by country in the Nordic Region region. NEEM will
also provide valuable consumer behavoural insights for the other EEMI nationall
hubs (see next paragraph).

EEM Ecosystem: Market Demonstrators & National Hubs

Indeed, experience and learning gained during the course of the EEMI high-
lighted that the development of the EEM market over an accelerated timeframe
(in line with the EU’s ambition timetable for energy saving) goes far beyond simply
designing the product and delivering the framework. Over time, it has become
clear that the specific nature of the market in energy efficiency finance and ifs
challenges requires the design and deployment of an ‘ecosystem’ bringing to-
gether the right actors, processes, products and relationships to coordinate and
support robust and integrated market development. And here again, the EEMI of-
fers important support to lending institutions. By way of market demonstrators in
ltaly and the UK and the existing EEM national market hubs¢?, the EEMI is research-
ing and designing optimal end-to-end customer journeys and EEM life-cycles,
from origination fo asset eligibility and risk assessment as well as dedicated EEM
bond issuance. This is intended to deliver a solid, tested blueprint which can be
used, and adapted as necessary, to scale up the roll-out of EEM across the EU
and potentially beyond.

NEEM Core Solution

A very relevant deliverable of NEEM, which integrates with the concept of the

‘ecosystem’ and responds directly to a number of the behavioural barriers de-

scribed, is what the Project is referring to as its ‘core solution’, namely an algo-

rithm which will provide tailored consumer guidance on energy renovations. The
recommendations are centred around three key steps:

1. Estimate actual energy efficiency performance based on hourly energy con-
sumption and weather data (remove behavioural element) and estimate
wind tightness and insulation: Based on hourly energy consumption and
weather data, the algorithm is able to estimate EPC labels without any con-
sumer inputs.

2. Estimate energy renovation costs and savings for different level of energy la-
bels for the specific building: capital costs of energy renovation and energy
savings on the energy bill are calculated between each energy performance
certificate.

3. Find optimal energy label and give concrete recommendations for renova-
tion: Optimal level of energy renovations is when marginal savings on energy

69 National market hubs have been established in BE, ES, IT, NL, The Nordics (DK, NO & SE through NEEM) and the UK
to develop implementation actions and identify best practice standards taking into account local policy- mar-
ket- and technological developments.
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bill equals marginal capital costs of energy renovation and NEEM recom-
mends renovating up to the energy label leading to highest possible net sav-
ings.

In tferms of next steps, the intention is to test the solution on larger datasets across
the Nordic countries, as well as analyse the extent to which real-time data can be
integrated into the algorithm and complemented with data from several energy
sources. The potential of applying this solution to portfolio wide analyses will also
be considered.

Institutional Coordination

Finally, and in parallel, the EEMI is also engaged in ensuring optimal institutional
coordination. Energy efficient mortgages are primarily infended as a stand-alone,
private financing mechanism, independent of public funding. However, there is
significant potential to accelerate market development and reinforce the mech-
anism through institutional support and public policy alignments, whether this is on
international, European, national, or local levels. This institutional support could
take the form of complementary public authority incentives or even direct inter-
vention in the mechanism fo reduce fransaction costs for pilot lending institutions.
The EEMI Advisory Council’?, which brings together regional, national, European
and international authorities and institutions, is an important enabler of a favoura-
ble legal and business environment and a source of guidance to ensure
coherence between the Initiative's actions and the political priorities of the
international community.

70 https://energyefficientmortgages.eu/advisory-council/
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CHAPTER 5
FUNDING ACTIVITIES

Long before the European Commission and other European authorities turned
their attention to Sustainable Finance, capital markets were increasingly gearing
up towards sustainability, as investors started to take a keen inferest in the green
credentials of the businesses, they were investing in. Investor demand for green
bonds has remained strong ever since the market really started to develop in
2014, after some successful earlier issuances by the European Investment Bank (in
2007!) and the International Finance Corporation (IFC), for example.

In the current Sustainable Finance context, growth in the market for green bonds
is widely viewed as being a potential source of significant investment, which
would support the EU in meeting its European Green Deal targets and, as sug-
gested elsewhere in this Report, this aspect of a banks’ activities is also subject to
scrutiny with a view to further stimulating the market. Again, this attention and the
ensuing measures and initiatives will challenge banks’ existing funding strategies,
as well as providing opportunities.

In this section, we:

¢ Outline the current state of play of the EU green bond and green covered
bond market

e Describe the main drivers of and therefore opportunities to be had from fur-
ther development of the market in green covered bonds, as well as the key
challenges associated with further green covered bond issuance.

e Highlight the solutions offered by the EEMI to further unlock the potential of
the green covered bond market.

Although beyond the immediate scope of the EEMI, we also consider the implica-
fions of the proposed EU Green Bond Standard for green covered bond issuances
moving forward, as a result of the relevance of this for the broader energy effi-
cient mortgage value chain. We conclude with a case study focussed on Caja
Rural de Navarra's inaugural Taxonomy-aligned green covered bond issuance
which provides insights into what tfaxonomy-alignment in this respect actually
means.

5.1.1 The challenges/opportunities
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Box 8 The challenges/opportunities of funding activities

Challenges/opportunities

Growth in the market for green bonds is widely viewed as a source of significant green in-
vestment and the European Commission is focussing efforts on stimulating the market via the
future EU Green Bond Standard, for example.

These legislative efforts are inevitably putting the spotlight and therefore pressure on banks
with respect to their green bond issuances. At the same time, there are also opportunities to
be had for banks in stepping up their green bond issuances, for example, related to the po-
tential for a ‘greenium’ and a diversified investor base.

However, it is widely held that a lack of appropriate assets in line with covered bond pro-
grammes and sustainability frameworks is currently limiting further growth in the market, a sit-
uation which is exacerbated by regulatory developments, most notably the EU Taxonomy.
Additional ongoing challenges relate to a lack of data availability, standardisation and dis-
closure.

Solutions

o EEMI efforts to build, fest and deploy an infegrated EEM ecosystem will progressively help to

respond to the challenge of insufficient assets by stimulating the EEM market linked o the
purchase of energy efficient properties or to the energy efficient renovation of existing build-
ings.

e EEM Label and Covered Bond Label are laying down standardised definitions and improving
the collection, processing and disclosure of standardised data in a harmonised manner.

As the European Commission reports, since 2015, the issuance of green bonds has
expanded significantly, with a five-fold increase during the period. The EU is a
global leader in this market, with 51% of global issuance in 2020 from EU compa-
nies and EU public bodies”!.

Particularly relevant to the current Project is the market in sustainable covered
bonds, given the intrinsic link between covered bonds and mortgages. Here too
we see significant growth. The first sustainable covered bond was issued in 2014
by MUnchener Hypothekenbank. This was followed in 2015 by an inaugural green
euro benchmark covered bond in 2015 from Berlin Hyp. As reported by Schuller,
Costa & Beaumont in the 2021 ECBC Fact Book”?, since then, the market in sus-
tainable covered bonds has contfinued to expand, with issuance gaining momen-
fum in parficular since 2018, when more than ébn EUR of sustainable covered
bonds were issued. The authors estimate that more than 70% of sustainable cov-
ered bonds are green covered bonds, with the proceeds being used to (re)fi-
nance green projects, which in the case of covered bonds are most often linked
to energy efficient buildings. Linked to this, almost 90% of sustainable covered
bonds are backed by mortgages.

7t https://ec.europa.eu/commission/presscorner/detail/en/qanda_21_3406
72 https://hypo.org/ecbc/publications/fact-book/
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Despite these encouraging figures and the strength of investor demand, current
green bond issuance in the EU is still relatively niche, representing 2.6% of total EU
bond issuance, according to the European Commission’3. Schuller, Costa & Beau-
mont (2021) note that, according to the June 2021 composition of the iBoxx EUR
benchmark covered bond index, sustainable covered bonds in the index
amounted fo EUR 25bn, representing 3.3% of the total euro benchmark covered
bonds in the index. Of these, EUR 18bn or 2.4% were green covered bonds, ali-
hough issuance volumes are growing all the time.

In recent months and as part of its Sustainable Finance agenda, the European
Commission has turned its attention to stimulating the market and providing a
regulated environment for green bonds through the draft regulation for an EU
Green Bond Standard (hereafter EUGBS Proposal)’4, which is intended to boost is-
suance and help companies and public authorities o use green bonds to raise
funds on European capital markets. This is in furn intfended to boost the Capital
Markets Union and the EU's financial markets as a hub for sustainable finance.

Beyond the increasing pressure from the Sustainable Finance agenda, there are
other factors which can represent incentives or opportunities for banks to issue
green covered bonds. One of these is that these bonds can be priced with a
‘greenium’, which largely reflects the broader investor base (more on this below).
Schuller, Costa & Beaumont (2021) compared the trading levels of green covered
bonds versus non-green covered bonds from the same issuer with similar durations
and found that in most cases green covered bonds do indeed trade at slightly
fighter levels than the non-green alternatives. The authors do however note that
the relatively small difference at the current fime could be explained by the fact
that “covered bonds are already frading at relatively tight levels, providing lim-
ited room for sustainable covered bonds to tfrade much tighter than non-sustaina-
ble peers”.”5 (P. 75)

In their arficle for the ECBC Fact Book entitled “Green Covered Bonds — An Im-
portant Contribution to Climate Neufrality”, Rudolf, Schadow and Schuller (2021)7¢
have suggested that the narrow spread levels on the secondary covered bond
markets could mean issuers favour green senior issues, although they are more
opftimistic in the medium to longer term for green covered bond issuances as a
result of the huge volumes of mortgages portfolios refinanced via covered bonds.

Another incentive for the issuance of green covered bonds, which has already
been alluded to, is the broader investor base. In previous research conducted un-
der the EEMI”7, a number of financial institutions interviewed indicated that green
funding instfruments are attracting many new investors to the table in terms of vol-
ume, numbers and geography, as well as an increasingly diversified set of

73 https://ec.europa.eu/commission/presscorner/detail/en/gqanda_21_3406
74 https://eur-lex.europa.eu/legal-content/en/TXT/2uri=CELEX:32019R2088

75 https://hypo.org/ecbc/publications/fact-book/.

76 https://hypo.org/ecbc/publications/fact-book/

77 Bertalot, L., Johnson, J. & Andersen, ML. (2017), Creating An Energy Efficient Mortgage For Europe: A review of
the state of play on ‘green’ finance.
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investors, beyond the ‘fraditional’ base. This has resulted in deals consistently be-
ing several times oversubscribed.

Finally, a further incentive could come, at some point in the future, from potential
differentiation in the ECB’s collateral framework, further to a commitment from
the ECB’s Governing Council in July 2021 to include climate change considera-
fions in its monetary policy framework. As ING reports in its Analysis “ECB — Smoking
out fossil fuels”78, these plans “may encompass the first steps towards a more fa-
vourable haircut treatment and a stronger asset purchase focus for assets that,
based on the sustainability key performance indicators (KPIs), are considered to
have lower climate risks” (p.5). One caveat worth highlighting here is that, for the
time being at least, the greening of the asset purchase programmes is primarily
focused on corporate bonds, and as ING notes (p.5), the ECB would have to “ex-
pand its horizon beyond corporate exposures alone and at least consider cov-
ered and preferred senior bank bond exposures too”.

Given the growing interest in green/sustainable bonds, Schuller, Costa & Beau-
mont (2021) interviewed investors on their positioning in relation to ESG topics. Ac-
cording to their results, a majority of investors take info account ESG metrics in
their investment decisions, 13% saying these are critical. Rudolf, Schadow and
Schuller (2021) also point to the atftention being paid to ESG metrics and in partic-
ular suggest that “fixed income investors will likely favour those instruments that
meet all the criteria of the future EU green bond standard, as these bonds are
considered to be 100% taxonomy aligned.””? (p.93) The authors do however note
that green bonds that are not fully EU Taxonomy compliant will continue to garner
investor interest as they will still count towards the EU Taxonomy KPIs for the part
that they do finance EU Taxonomy compliant activities. Nevertheless, there is an
expectation that the EU Green Bond Standard is likely to become the measure of
choice for issuers to evidence the EU Taxonomy alignment of their green bonds.
Significantly, the authors point to industry initiatives, such as the EMF-ECBC's En-
ergy Efficient Mortgages Initiative (EEMI) and the VDP's minimum standards for
Green Pfandbriefe, as important tools for both issuers and investors in their green
bond structuring and investment processes.

While sustainable covered bond issuance is expected to contfinue to grow into
the future, in 2022 growth is anticipated by many to be more moderate after a
doubling of such issuance in 2021. This is largely atftributed by a number of bank
analysts and rating agenciess® to a lack of appropriate assets in line with covered
bond programmes and sustainability frameworks exacerbated by regulatory de-
velopments, notably the EU Taxonomy, which is seen as limifing eligible assets fur-
ther. These voices also point to ongoing challenges related to a lack of data
availability, standardisation and disclosure.

78 https://think.ing.com/articles/ecb-smoking-out-fossil-fuels/#a10
79 https://hypo.org/ecbc/publications/fact-book/
8o https://sustainabonds.com/gss-covered-growth-seen-easing-as-asset-constraints-bite/
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5.1.2 The Solutions

Whatever the final issuance figures for 2022 will be, the EEMI, the EEM Label and
the Covered Bond Label offer concrete solutions to many of these challenges, as
suggested by Rudolf, Schadow and Schuller (2021) and mentioned above. In-
deed, the potential for sustainable and in particular green covered bonds to
drive the renovation wave has been long recognised in the context of the EEMI
and, alongside more recent efforts of the EU authorities fo boost green (covered)
bond issuance, one of the main objectives of the EEMI has been to design a ro-
bust energy efficient mortgage value chain which drives a virtuous circle for all
market participants. A key aspect of this value chain directly associated with the
origination of energy efficient mortgages is the funding mechanisms behind the
mortgage portfolios and the investors who invest in the debt securities e.g. cov-
ered bonds and securitisation. In other words, the EEMI is also focussed on deliver-
ing the tools and infrastructure to support the issuance of green (covered) bonds
on the liability side against dedicated green mortgage loan products on the as-
set side based on minimum criteria, as part of banks sustainability efforts. And the
exponential increase in issuance and the sustained strong investor demand de-
scribed above point to the opportunities to further develop the market by doing
sO.

On the asset side, as outlined in detail under the retail activities section of this Re-
port, the EEMI has delivered a comprehensive toolbox to support banks in origi-
nating energy efficient mortgages and efforts are ongoing to build, test and de-
ploy an integrated energy efficient mortgage ecosystem, leveraging on digital
solutions, to accelerate and sustain market development. This will progressively
help to respond fo the challenge of insufficient assets by actively encouraging
the purchase of energy efficient properties or promoting energy efficient renova-
fion of existing buildings, by way of energy efficient mortgages.

At the same time, significant efforts have been and are being undertaken to im-
prove the collection, processing and disclosure of standardised data on both the
asset and liabilities side of the business in a harmonised manner and based on
common definitions:

The EEM Label, as outlined earlier, consists of a definition of an EEM, which under-
pins the EEM Label Convention, and a Harmonised Disclosure Template for the
disclosure of the credentials of banks’ energy efficient mortgage loans, which is
intended to provide transparency to investors, credit rating agencies and regula-
tory authorities. The EEMI Master Template also offers important benefits for issuers
of EEM covered bonds or securitisation programmes in that it provides relevant
loan level information to produce impact reporting and allocation reporting for
investors. The data fields, level of aggregation and any other information to be
disclosed are completely the prerogative of the bank and can be decided at in-
stitution or group level.
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On the liabilities side, already back in 2018, efforts were undertaken in the context
of the Covered Bond Label fo make green covered bonds and their underlying
assets more visible and facilitate investor due diligence through a dedicated defi-
nition of a sustainable covered bond (see box ?) and the possibility of tagging eli-
gible issuances with a ‘green leaf’ icon.

Box 9 Covered Bond Label Definition of a Sustainable Covered Bond

Covered Bond Label Definition of a Sustainable Covered Bond

A Covered Bond Labelled sustainable covered bond is a covered bond that is fully compli-
ant with the Covered Bond Label Convention, and also includes a formal commitment by

the issuer to use an amount equivalent to the proceeds of that same covered bond to (re)fi-
nance loans in clearly defined environmental (green), social or a combination of environ-
mental and social (sustainable) criteria. Covered Bond Labelled sustainable covered bond
programs are based on their issuer’s sustainable bond framework which has been verified by
an independent external assessment. The issuer strives, on a best efforts basis, to replace eli-
gible assets that have matured or are redeemed before the maturity of the bond by other
eligible assets.”

Source: Covered Bond Label website (link)

Taken together, the efforts of the EEMI, the EEM Label, the Covered Bond Label
and the ensuing growing realisation of banks of the value in originating dedi-
cated green loan products to support green covered bond issuances will almost
certainly grow the asset base to support further issuance moving forward.

5.1.3 Taxonomy & Future EU Green Bond Standard

In addition to the issues considered above, there are a number of other relevant
key questions which go beyond the immediate remit of the EEMI's work to date,
but which are nevertheless crucial for the broader EEM value chain and will be
determinant for market development. These relate in particular to the impact of
the EU Taxonomy and the future EUGBS on green covered bond issuances,
against a background of existing green covered bond issuances which are typi-
cally structured around the ICMA Green Bond Principles (GBP)?8!.

In this section of the Report, we therefore consider the following questions:

e What will an EU Taxonomy aligned green bond, or EU Green Bond, look like?

¢ Whatimpact will these initiatives have on the key components of green cov-
ered bond programmes, as recommended by the ICMA Green Bond Princi-
ples (GBP) which are commonly used by issuers, linked to transparency, disclo-
sure and reporting, namely: (1) use of proceeds, (2) process for project evalu-
ation & selection, (3) management of proceeds, (4) reporting, as well as
Green Bond Frameworks and external assessmente

8t https://www.icmmagroup.org/assets/documents/Sustainable-finance/2021-updates/Green-Bond-Principles-June-
2021-140621.pdf
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e And finally, what canissuers do to ensure alignment?e

Indeed, at the time of writing and over the course of recent years as the market in
green covered bonds has grown, issuers of these bonds have developed their
own approaches to sustainable bond frameworks around the ICMA GBP, which
may require review and adjustment as a result of the new regulatory require-
ments, in particular the EU Taxonomy and the future EUGBS. According to M.
Schuller in her ING Analysis from 2021 entitled “Green bank bonds: How the EU
green bond standard will shape future issuance”82, banks are already increasingly
seeking fo align their green asset portfolios towards the TSC for buildings of the EU
Taxonomy, with a focus on evidencing that buildings financed by these loans are
in the “15% best in class” in terms of energy performance, however, as we will see,
full compliance potentially goes far beyond this alignment and, as suggested
above, raises questions as fo how issuers can bring their frameworks in line.

Use of proceeds

The focus on the use of proceeds for ‘green’ projects of green bonds to raise
funds provides transparency for investors on the green credentials of the projects
that are being financed or refinanced, as well as information on the manage-
ment of proceeds, impact reporting and external reviews. According to Rudolf,
Schadow & Schuller (2021), with two exceptions (one issuer refinances public as-
sets with a green covered bond and another has refinanced renewable energy
loans with a sub-benchmark size green covered bond), green covered bonds
raise funds that are used to refinance both residential real estate and commercial
real estate that comply with certain sustainability criteria.

As a result of this innovation brought by green bonds, use of proceeds is inevitably
a core component of the ICMA Green Bond Principles. It is also at the heart of
other industry standards, including the definition of a sustainable covered bond
on the Covered Bond Label website as indicated above and the VDP's minimum
standards for Green Pfandbriefess.

The EUGBS Proposal builds on these industry standards fo the largest extent, as we
will see later also, but in comparison to the ICMA Green Bond Principles, the EU
Green Bond Standard Proposal goes further when it comes to allocation of eligi-
ble proceeds: it requires that 100% of the proceeds of green bond issuances be
used to finance or refinance assets related to economic activities that are fully EU
Taxonomy compliant. Alignment with the EU Taxonomy is intended by the Euro-
pean Commission to provide clarity on project eligibility in this respect and ensure
consistency between the project financed and the EU’s long-term environmental
objectives (more on this below). Banks issuing EU Green Bonds will therefore have
to fully comply with the EU Taxonomy's tfechnical screening criteria (TSC) and Do
No Significant Harm (DNSH) criteria. Given the almost exclusive focus of green
covered bonds on refinancing residential and commercial real estate, the TSC for

82 https://think.ing.com/uploads/reports/Green_bond_standard_final_revised.pdf
83 https://www.pfandbrief.de/site/en/vdp/sustainable_finance0/sustainable_pfandbrief/green-pfandbrief.html
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buildings will be the most relevant in this context (more on this in the next section
regarding selection of projects) and as we have seen above, banks are already
increasingly seeking to align their green asset portfolios accordingly.

However, there are Industry concerns about this 100% EU Taxonomy compliance
requirementd4, Indeed, this will require large volumes of such mortgage loans
which would take years to accumulate to meet minimum issue size. Without ap-
propriate flexibility, it would take years before banks — and especially small banks -
could issue an EU Green Bond, with knock-on effects for financing to borrowers
and for the climate goals. The Industry has therefore proposed a threshold of 80%
for a fransition period of atf least 5 years, and the possibility to extend to catego-
ries of assets which are not included in the current Taxonomy, considering that the
latter must be updated in a timely manner. At the time of writing, the EUGBS Pro-
posal is still under discussion by the European Parliament and Council, so a final
decision on this aspect is outstanding.

Schuller (2021) considers another relevant question in her analysis mentioned
above which is worth highlighting here, namely can a green covered bond be
considered as EU Taxonomy compliant if part of the taxonomy eligible assets fi-
nanced are not part of the cover pool? Using the example of NORD/LB which re-
cently shared the indicative taxonomy alignment of its green asset portfolio in its
green bond report of July 2021, in its analysis ING suggests that the answer is yes:
“The EuGBS proposals are not explicit on such a green asset coverage require-
ment on a cover pool level for covered bonds. Besides, while in minority, there are
several examples of sustainable covered bonds that in fact already partially fi-
nance sustainable assefs that are not part of the cover pool.”s (p.6)

Process for Project Evaluation & Selection

A further key component of the ICMA GBP is clear communication from the issuer
fo investors on how it identifies and selects suitable projects. Against a back-
ground where the provisions of the EU Taxonomy must be applied to define pro-
ject eligibility according to the EUGBS Proposal and, as we have seen, are al-
ready increasingly being applied fo banks’ green assets portfolios, one of the key
questions is how to define projects in relation to the Taxonomy which is designed
to identify environmentally sustainable economic activities using NACE codes?

In its Usability Guide for an EU Green Bond Standard?8¢, the Technical Expert Group
(TEG) provides some useful indications which go some way to responding to this
qguestion. The TEG starts by clarifying that “green Projects can include green assets
and green expenditures that contribute to improving and maintaining the value
of such green assets” (p.15). The TEG furthermore clarifies its view that EU Green

84 https://hypo.org/app/uploads/sites/3/2021/09/EMF-ECBC-Comments-on-the-Proposal-for-a-Regulation-on-
EUGBS-14.09.21.pdf

85 https://think.ing.com/uploads/reports/Green_bond_standard_final_revised.pdf

86 https://ec.europa.eu/info/sites/default/files/business_economy_euro/banking_and_finance/documents/200309-
sustainable-finance-teg-green-bond-standard-usability-guide_en.pdf
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Bonds should be able to be used to refinance assets that may have a longer op-
erating lifetime than bonds’ tenors.

The TEG also provides guidance on ensuring correspondence between activities
and projects in applying the EU Taxonomy as follows (p.16): “For a green bond, is-
suers may identify potential green projects in various parts of the business. When
assessing the eligibility of the green projects, the issuer needs to check the TSC rel-
evant to the specific activity and related NACE code, while also taking into ac-
count the general EU Taxonomy Regulation requirements (exclusions and safe-
guards).”8” Recognising the fact that NACE codess8 are not widely used in the fi-
nancial sector, the TEG provides a high-level illustration (below) of how a com-
pany may relate its business operations to eligible green projects and the relevant
codes referenced in the EU Taxonomy. A further table contained in Annex 4 of
the TEG's EU GBS Guide aims to give further practical and more detailed exam-
ples of how to map projects to relevant NACE codes.

Figure 10
TEG lllustration of Relating a company'’s business operations to Green Projects and NACE codes

Issuer

Business Division Business Division 1 Business Division 2

Project Level analysis

(EU GBS eligibility and {
reporting) Project to construct a Group wide greening Project to build a new
wind power park of transportation headquarters
Zero emission vehicles buildings

Generation of renewable

Construction of new

Economic Activities in

EU Taxonomy NACE sector D NACE sector H NACE sector F

Source: TEG Usability Guide for an EU Green Bond Standard (link)

Schuller (2021) reports that at the current fime, communication by issuers around
the EU Taxonomy alignment of their green bond frameworks appears to focus
mainly on their compliance with the TSC. However, eligibility of projects depends
also on their alignment with DNSH requirements and the minimum safeguards laid

87 https://ec.europa.eu/info/sites/default/files/business_economy_euro/banking_and_finance/documents/200309-
sustainable-finance-teg-green-bond-standard-usability-guide_en.pdf

88 Nomenclature des Activités Economiques dans la Communauté Européenne (NACE), see: https://ec.eu-
ropa.eu/eurostat/statisticsexplained/index.php2title=Glossary:Statistical_classification_of_economic_activi-
ties_in_the_European_Community_(NACE)/fr
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down in the EU Taxonomy Regulation, and issuers will have to find a way to assess
these requirements at project level and evidence compliance. The TEG provides
useful indications in this respect, whilst also recommending external verification of
the alignment of the green bond framework and Projects with the EU Taxonomy.

The TEG notes that the DNSH criteria in relation to climate change mitigation are
a combination of quantitative and process-based, qualitative criteria, while the
DNSH criteria in relation to climate change adaptation are principles-based. Arti-
cle 18 of the Taxonomy Regulation®’ specifies that minimum safeguards are pro-
cedures to be implemented by institutions carrying out the activity fo ensure
alignment with the OECD Guidelines for Multinational Enterprises, the UN Guiding
Principles on Business and Human Rights and International Labour Organisation’s
declaration on Fundamental Rights and Principles at Work and the International
Bill of Human Rights.

Against this background, the TEG recommends that issuers and verifiers take “a
procedural approach to DNSH and minimum safeguards assessment and verifica-
fion for EU GBS” %0 (p.18) and suggests that this may be sufficient to meet investor
expectations regarding compliance. The TEG provides the following illustration of
a procedural approach to this assessment and verification:

89 https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/2uri=CELEX:32020R0852&from=EN
90 https://ec.europa.eu/info/sites/default/files/business_economy_euro/banking_and_finance/documents/200309-
sustainable-finance-teg-green-bond-standard-usability-guide_en.pdf
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Figure 11
TEG lllustration of a procedural approach to DNSH & Minimum Safeguards
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the process
in place

Process-based DNSH

Source: TEG Usability Guide for an EU Green Bond Standard (link)
Management of proceeds

The EUGBS Proposal aligns to the largest extent with the ICMA Green Bond Princi-
ples, requiring that allocations fo green projects be for an amount equivalent to
the net proceeds of the green bond and that such allocations be documented.
In its Guidance, the TEG notes that the approach to the management of pro-
ceeds should fulfil the reporting and verification requirements set out elsewhere in
the EUGBS Proposal (see more on this below).

Reporting

The EUGBS Proposal largely follows market best practice with regard to reporting,
laying down allocation reporting and impact reporting requirements. As Schuller
(2021) notes, however, it goes further in certain key areas. One of the key differ-
ences with these requirements and existing green bond frameworks is of course
the focus on faxonomy compliance. Issuers will have to provide much more detail
than is currently the case, for example with regard to the allocation of proceeds
for which issuers have to describe (a) the process by which they determine that
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projects meet the taxonomy requirements and (b) which technical screening cri-
teria have been considered.

Furthermore, there are additional requirements around the publication of annual
allocation reports until the green bond proceeds have been fully allocated and a
post-issuance allocation report subject to a post-issuance review, once allocation
has been completed. Schuller (2021) notes that while some issuers do this, not all
do and not an annual basis. The author does however point to this likely leading
fo a more uniform approach by issuers to verification and greater assurances to
investors around Taxonomy-aligned allocation of proceeds throughout the life of
the bond.

Finally, the EUGBS Proposal requires issuers to disclose the environmental impact
of their bonds through the publication of impact reports at least once during the
lifetime of the bonds. In a further departure from current practice, the EUGBS Pro-
posal requires the publication of information not only on the positive impacts of
the bond proceeds, but also the adverse impacts, as well as the metrics, method-
ologies and assumptions used to assess the impacts. Schuller (2021) notes that the
latter is already market best practice but not all issuers make this information
available.

In addition to what are widely considered to be the four key components of a
green bond programme, the ICMA Green Bond Principles point to two further ele-
ments intfended to deliver even greater transparency, namely green bond frame-
works and external review:

On external review, for example, the EUGBS Proposal requires the pre-issuance re-
view of the so-called European Green Bond ‘Factsheet’ which will be necessary
in order of bonds to be offered to the public, which marks a departure from the
currently voluntary nature of second party opinions which are often sought in rela-
fion to green bond frameworks. Again, Schuller (2021) suggests that this will offer
additional Taxonomy alignment comfort to investors, as for the post-issuance re-
view requirement mentioned above.

A further significant change brought by the EUGBS Proposal in this area are efforts
to improve the standardisation, transparency and supervision of external review-
ers by way of an ‘accreditation’ system, according to which they will need to be
registered with and supervised by ESMA. Furthermore, issuers of European green
bonds will only be able to use external reviewers that have been registered and
are subject fo ongoing supervision by the ESMA.

5.1.4 Case Study: Caja Rural de Navarra's Inaugural Green Covered Bond
With its February 2022 inaugural green covered bond issuance, Caja Rural de No-

varra (CRN) is providing indications as to what an EU Taxonomy aligned covered
bond can look like.
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As outlined in ifs Investor Presentation?!, CRN's green covered bond has been is-
sued against its recently updated Sustainability Bond Framework which aligns the
use of proceeds with the EU Taxonomy TSC and the draft of the EUGBS. The
framework is furthermore aligned with the ICMA Green Bond Principles, Social
Bond Principles and Sustainability Bond Guidelines (2021 versions) and has been
reviewed by Sustainalytics which confirms in its Second Party Opinion (SPO) that
the framework is aligned with the ICMA Principles and EU Taxonomy.

As indicated in the investor presentation, the proceeds of the bond will be dedi-
cated to (re)finance the construction, renovation, acquisition and ownership of
Energy Efficient buildings, infended to be aligned with the Taxonomy’s TSC for the
construction of new buildings, the renovation of existing buildings and the acquisi-
tion and ownership of buildings. CRN also commits to making best efforts to com-
ply with the DNSH criteria.

9t https://www.cajaruraldenavarra.com/sites/default/files/crn-inaugural7-y-green-covered-bond-4feb2022.pdf
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CHAPTER 6
CONCLUSION

At a time when the climate transition is at the top of political agendas in Europe
and beyond, the role of the private finance sector in directing investment to sus-
tainable activities is no longer an issue for debate. Rather it is the subject of im-
mense market-led efforts to deploy the needed financing o support the transition
to a climate neutral-economy and vast, interconnected regulatory and supervi-
sory actions to mobilise private financing for sustainable growth, whilst seeking to
ensure the resilience of the financial system to climate change risks.

As aresult of the infrinsic link between mortgages and buildings, which for their
part, account for 36% of the EU’s energy consumption and 40% of CO2 produc-
tion, and the subsequent proximity of the mortgage industry to the EU’s house-
holds, the mortgage industry has huge tfransformative potential in relation to the
renovation of the EU’s building stock and consequently in achieving the EU’s cli-
mate and sustainability objectives. It was this realisation in 2015 that led to the
launch of the Energy Efficient Mortgages Initiative which has been preparing the
mortgage industry ever since for the game-changing role it will play in helping fi-
nance the transition and the inevitable policy changes that were coming.

As this Report has shown, the result has been a multitude of market-led actions
under the EEMI which can offer a fast track to respond fo the challenges and
maximise the opportunities of the regulatory and supervisory landscape, and pro-
vide lending institutions with the tools to increase the resilience of their loan books
to climate change risks, through efforts to:

» put transparency at the heart of energy efficient mortgage financing efforts
by creating a mechanism, the EEM Label, based on data and data disclosure
which provides key insights intfo the green credentials of existing loan books
and facilitates disclosure of these, reduces the risk of greenwashing and se-
cures confidence and trust from market participants;

» deliver the know-how to deploy integrated energy efficient mortgage market
‘ecosystems’ across the EU, with consumers and their needs at the centre of
these efforts, stimulating the supply and take-up of energy efficient mort-
gages in support of the Renovation Wave;

> reinforce and increase the efficiency of the broader origination and funding
value chain, by delivering energy efficient mortgage assets to support the is-
suance of green covered bonds, responding to strong and sustained investor
demand and maximising the potential of green bonds to act as a significant
source of green investment.

But the efforts do not stop here. Digital innovation is increasingly offering ways to
support the delivery of key elements of the ‘ecosystems’ mentioned earlier, in-
cluding energy simulators for consumers, property and data solutions for financial
institutions and integrated renovation services platforms including SMEs. At the
time of writing, the EEMI is in dialogue with relevant organisations with a view to
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understanding how these can be deployed in the ‘ecosystems’. In parallel and
on the subject of SMEs, efforts are underway through a related Horizon 2020
funded Project, TranspArEEns, to mainstream a quali-quantitative framework for
standardised collection and analysis of SME' EE and ESG information and develop
a standardised EE-ESG rating, both intended to facilitate SME access to EE fi-
nance and investment. In this way, this Project too makes a fundamental confri-
bution to the broader efforts of the EEMI to build integrated energy efficient mort-
gage market ‘ecosystems’, in which SMEs have the necessary resources to play a
crucial role.
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