
Client Spotlight: Climate Solutions for Banks
Understand how Moody’s assesses climate risks at the individual loan level to provide 
illuminating insights that inform a bank’s lending strategies.

Background
Moody’s Analytics and Moody’s ESG Solutions undertook a project to quantify climate change impacts for a large bank (the client) 
based in North America that serves the domestic market with retail, small- and medium-sized enterprise (SME) and commercial 
banking products.

The bank approached us to quantify the climate-related risks within its Commercial & Industrial (C&I) and Commercial Real Estate 
(CRE) portfolios – and evaluate these exposures under the representative Network for Greening the Financial System1 (NGFS) 
scenarios.

Our data-driven climate insights enabled the client to:
 » Pinpoint loans at high risk of credit deterioration due to climate risk;

 » Inform future loan-pricing and structuring decisions during the origination phase;

 » Understand the extent and nature of the climate risks within the sample portfolio; and

 » Begin to formulate an internal control framework for climate risk governance.

The solution
The client provided a sample of over a dozen borrower names from its C&I loan portfolio and more than twice that many specific 
loans from its CRE book.

We calculated climate-adjusted Expected Default Frequency (EDF) of C&I borrowers driven by physical and transition risks based 
on data detailing companies’ exposure to physical climate hazards and their carbon footprints.

Evaluating individual loans in the client’s CRE portfolio required highly granular exposure data tied to exact property locations. 
Moody’s location-specific wildfire and flood risk dataset provided forward-looking physical risk assessments, which were used to 
drive the corresponding EDF erosion analyses.

1 A global group of 98 (as of October 2021) central banks and supervisors helping the financial sector address the risks of climate change and support the transition to   
  a resilient economy: https://www.ngfs.net/en/page-sommaire/governance.
2 Model implied credit ratings map the modeled EDFs into alphameric ratings on a scale roughly equivalent to the historical default rates for published credit ratings.  
  For example, an EDF might increase and create a one notch deterioration in the model implied credit rating from A1 to A2.

Outcomes
The most illuminating findings and conclusions were found when assessing individual exposures, rather than assessing changes in 
overall portfolio risk levels.

C&I loan portfolio

Several of the obligors in the sample were subject to a three-or-more notch deterioration in their model implied credit ratings2 under 
the Early Policy scenario, over a 10-year horizon. Conversely, less than 10% of borrowers received a one-notch rating uplift when 
physical and transitions risks were combined under those conditions.

https://www.ngfs.net/en/page-sommaire/governance


Over a longer horizon, physical risk causes material and negative effects on credit quality for every C&I borrower within the sample – 
from two to nearly 200 basis points over 20 years. The choice of NGFS scenario had a small but consistent impact on credit quality 
erosion – with later policy action or no policy action increasing EDFs by a few basis points.

Transition risk had both positive and negative implications for borrowers’ EDFs, shown here by the difference between the Early Policy 
and the No Policy scenarios. Some EDFs increased by as much as 8.8% or declined by nearly 7% under the Early Policy scenario 
(versus the No Policy scenario) depending on the industry segment. The sensitivity of some sample obligors from the mining, oil and 
gas, P&C insurance and airline segments are shown below.

C&I Borrower Annualized EDFs by Transition Scenario, at the 10th year

Industry Default Risk EDF No Policy EDF Early Policy

Oil & Gas 6.0% 14.8%

Airlines 2.7% 4.1%

P&C Insurance 0.9% 0.8%

Mining 6.8% 0.1%
 
Source: Moody’s Analytics

CRE loan portfolio

Our analysis concluded that the client’s CRE portfolio is most 
exposed to flood risk, given its concentration in northeastern 
states (see map) with some exposure to wildfires in the 
Southeast.

Of the dozen CRE loans in the sample with a maturity of 10 
years or more, acute physical risks would cause one-notch 
downgrades in the model implied credit ratings for five of 
these. Cumulative EDF growth over baseline averaged at 1.9 
percentage points for these loans, but the increases ranged from 
0.04% to 4.7%.

 » Two office property loans were exposed to increasing flood 
risk such that, at year five, climate risks increased their Total 
EDFs by more than 10 percentage points, to 54% and 59%.

 » One multi-million-dollar hotel loan in the Southeast was 
exposed to increasing wildfire risk, which raised the loan’s 
Cumulative EDF at year 10 by over four percentage points.

Client’s flood risk exposure and CRE loan locations
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Conclusions
These results provided the client with unique insights regarding the size and type of potential credit impacts from climate risks. This 
enabled the bank to begin considering when such risks can be considered and how to factor them into existing processes.

Contact Us
We integrate forward-looking, location-specific and globally comparable climate data into world-class economic and financial risk 
models – to help organizations identify and mitigate climate-related risks. Email MESG@moodys.com to schedule a demo.
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