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In this month’s HORIZON:

e Emissions Risk Transfers — Are moves to cut banks’ CO; risk for real, or just
hot air?

e EU Emissions Trading - staying on the “emissions” theme, we look at the
trading side of emissions now that the shipping industry has been brought
into the fold.

Emissions Risk Transfers

Let me tell you something you already know.... lending is good business for banks.
Lending comes with risks attached. Duration mismatches have a history of
catching out vulnerable (and in some cases venerable!) institutions. Concentration
risk is another obvious risk. Quite obviously, lending is tied into the creditworthiness
of your counterparty and how risky or volatile that lending could be.

Think back to the halcyon summer of 2007. Credit was free and easy. There was a
party in lending, fuelled by mathematical tricks, and attractive accounting
treatment. But as with so many parties, the binge could not continue forever. The
2008 Global Financial Crisis followed, and whilst some institutions were rescued,
others didn't survive. Something had to change... and indeed, it did. Measures were
introduced which would reshape the business of lending. The amount of capital
held against lending was significantly increased.

Calculating how much capital became so granular, with risk weightings
determining how much capital needed to be put aside. Minds were focused. Risk
Weighted Assets (RWA) became the talk of the town, and indeed how to reduce
RWA. The drive was on.

Cue the significant risk transfer (SRT), which enables banks to transfer credit risk
to external investors. If these are carried out effectively, meeting regulatory
requirements for significant risk transfer, then banks can release part of the capital
held against the risks of the underlying liabilities. SRTs have more favourable capital
treatment than direct lending. The most straightforward way to achieve an SRT is
to make a sale. But commonly banks seek to transfer the credit risk of their lending
books, while retaining the underlying loans on their balance-sheets. Credit
derivatives, hedges and guarantees serve to transfer the credit risk to external
counterparties.
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It all sounds so easy doesn't it? In reality it is a complex legal exercise to ensure that
proposed transactions meet regulatory requirements. In Europe, banks wishing to
originate SRT securitisations need to consult ECB Banking Supervision, giving at
least three months’ notice. The regulator is wholeheartedly supportive of
transactions, seeing them as a route to stimulate additional lending for the
economy. In short, the more the banks can move off balance-sheet, the more they
can lend. The more banks can lend, the bigger the economy can grow.

Late last year the European Banking Authority (EBA) reported on the role of
Environmental and Social Risks in the Prudential Framework. This recognised that
the Finance sector faces risks from environmental and social issues, and that these
could increasingly contribute to risks faced by institutions as well as the sector as a
whole. An aim was to get institutions to consider whether realised losses are linked
to environmental factors, and importantly to what extent the market prices
environmental risks. The EBA pointed out though that environmental and social
risks should not be understood as entirely new categories of risks, but as traditional
categories of risk (credit, operational, market, liquidity, concentration) presented
via new channels.

Regulators have recognised that the traditional role of assessing historical losses to
determine consequent capital treatment will not be effective for climate risk. It is
apparent that climate risk is evolving quickly, and that time horizons for measuring
risk are changeable. There has been debate over which pillar of the Basel
framework will be most effective for addressing climate risk. But it is apparent that
Regulators recognise the scope of using the regulatory capital framework to
address the consequences of climate risk, if not the causes.

Climate advocates keen to see a more direct link between banks’ lending activities
and climate risk are pushing for Climate-adjusted Capital Requirements. These
would make climate-affected loans more expensive, incentivising banks to reduce
their exposure to these assets, and consequently reduce risky climate lending.

If press reports are correct, financial engineering has presented a tried and tested
method for reducing climate risk, the Emissions Risk Transfer (ERT)! These
purportedly enable banks to cut the carbon footprint of their balance sheets. Whilst
not strictly moving the risk of climate lending, ERTs utilise the existing SRT
framework to transfer the credit risk of carbon intensive borrowers. The link with
reducing emissions is provided by linking the transfer to the financing of a new or
existing green project, or alternatively for the bank to pledge to put freed-up
capital towards environmental or social projects. Some schemes are understood to
pool carbon intensive lending and then utilise carbon offsets to hedge these.

As observed above the Regulator has been supportive of SRTs as they should
increase lending activity. One can recognise one risk of ERTs being that lenders
extend lines to carbon intensive borrowers as credit risk is moved. Effectively,
removing any incentive to reduce carbon intensive lending.

For control staff at Wholesale Financial firms, we feel the following areas should be
considered:

e Approvals: In your institution how would Emissions Risk Transfers be
identifiable as different from existing Significant Risk Transfers? Would the
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business be transparent about the embedded risks? Would New Product
Approval staff be able to recognise the specific attributes of an ERT?

e Origination: When ERTs are linked to a related green project, how is that
ongoing link monitored? Where an ERT is linked to a commitment to pledge
freed-up capital to environmental or social projects, how would the
execution of those pledges be monitored? What consideration is given to
the quantum of pledges versus the amount of freed up capital? One can
recognise that significant mismatches could lead to allegations of
greenwashing.

¢ Risk Management: How would Risk Management staff recognise and
challenge follow-on lending to carbon intensive borrowers, benefiting from
renewed lines from an ERT execution?

EU Emissions Trading Scheme

In 2024, the European Union's Emission Trading System (EU ETS), a cornerstone of
the EU's policy to combat climate change, expanded its scope to include the
shipping industry.

The EU ETS operates as a “cap-and-trade” system, which creates a financial market
for carbon allowances. As a brief introduction, this works by the EU setting an
upper limit, or “cap”, on the total amount of greenhouse gases that can be emitted
by companies within the system. Each company is allocated, or can purchase, a
certain number of emission allowances, which they can trade on the open market.
In the earlier years of the ETS, some industries, such as heavy manufacturing,
utilities and aviation, were given free allowances, although the proportion of these
decrease over time. The shipping industry is NOT allocated any free allowances,
and thus will have to cover emissions from the get-go, using a phase-in approach
(40% of emissions in 2024, 70% in 2025 and 100% from 2026 onwards).

Once obtained, EU Allowances (EUAs) are surrendered to the EU on an annual
basis. The deadline for calculation for allowances is 30 March of the following year,
and for submission it is 30 September (ie. 2024 emissions will need to be filed by
30-Mar-25 and submitted by 30-Sep-25). Given the price of emissions is likely to
fluctuate throughout the year, we foresee there could be issues around these dates
from a trading perspective — more on this later.

Trading: Auction vs Secondary

There are two methods for obtaining the allowances, either via auction or in the
secondary market. EUAs can be purchased at a fixed price at auctions that take
part several times a year and are organised by the European Energy Exchange
(EEX) on behalf of the EU member states. They can also be traded on the secondary
market on various exchanges in both physical (spot) form and via futures and
options (futures are physically settled, options are for the EUA Dec contract and
settle into the futures contract).

The nature of the marketplace, where emitters tend to be buyers and EU member
states are the main source of supply, raises the risk of traders being predatory,
around what is effectively a predictable captive customer base.




At auction, the flexibility of the market could be limited and potentially lead to
price distortions.

In the secondary market there is a raised risk of a “short squeeze” into the annual
submission date. Entities scrambling to source EUAs to fulfil submission
requirements could lead to price volatility.

The significant time lag between the recording of emissions and their submission
creates price risk for market participants, which also have to be balanced against
funding risk. The emissions generated from ship journeys taking place now will not
be submitted until September 2025. Buying the correct amount of EUAs now
eliminates pricing risk but ties up capital for 18 months. For emitters with stretched
balance sheets, they may opt to delay EUA purchases, saving themselves funding
costs, but exposing themselves to price volatility.

Finally, judgements arising from legal disputes could place the market at risk of
predatory trading and manipulation should market participants use judgements
to position themselves in the market, which is already significantly imbalanced, as
noted above.

For control staff at Wholesale Financial firms, we feel the following areas should be
considered:

e Market abuse. The significant imbalances in the market, along with
predictable customer behaviour raises the risk of predatory trading and
manipulative practices. Audit should consider how functions, such as
transaction monitoring and surveillance, are aware of the market structure
and the consequent risk this presents.

¢ Market manipulation. With the EU member states as the sole supplier of
EUAs in the auction, surveillance teams should also be aware of the risks
around auction manipulation against a sovereign seller. The 2014 example
of the gilt market manipulation by Credit Suisse is a case in point.

e Credit risk. The different ownership structures within the shipping sector

(owners, charterers etc..) coupled with the long time-period between a
shipping journey and the submission of EUAs raises counterparty credit risk.

Previous Horizon editions can be found here
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