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Introduction |: Context

> It is now clear that climate change has and will have adverse effects on the environment, on
global warming, and on human societies.

> Different meetings (the Kyoto Protocol in 1997, the Copenhagen Agreement in 2009, the
Paris Climate Agreement in 2015, etc.) have progressively allowed us to take the measure of
the challenge and to initiate a transition to a low-carbon economy.

> Climate risk has two components:

© physical risk, which is due to changes in climate variables (such as rising temperatures and melting
ice) or the occurrence of extreme weather events (such as droughts or typhoons) that can damage
infrastructure and endanger populations;

transition risk which comes from the necessity of transitioning to a low-carbon economy, leading to
the implementation of regulatory measures, potential technological changes, and the evolution of
consumer preferences.

> Previous financial crises have shown the existence of a strong relationship between the
financial sphere and the real one.

> Transition risk can modify the three main components of credit risk, which are the
borrower'’s cash flows, the value of his assets, and the value of his guarantees.
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Introduction Il: Questions

The aim of this work is to build mathematical models to quantify and project risk measures of a
credit portfolio when the bank operate in a economy that undergoes the climate transition.

©Q How to model the climate transition? The financial sector generally considers three main
types of drivers for the transition risk: changes in consumer preferences, technological
changes, and political changes.

@ How to model the default of a borrower and link it to the climate transition? A bank can
trigger the default of a firm if the latter faces a liquidity crisis or a insolvency crisis.

@ How to model the loss in case of default and link it to the climate transition? When the
bank activates the default of a borrower, the former can lose a part of the loan. This loss is
the difference between the amount of exposure at the time of default and the liquidation
value of the company and its guarantees.
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Introduction IlI: Solution steps

O Environment: The bank as well as the firms in its portfolio and their guarantees, operate in
the same economy (e.g. France).

Q Portfolio segmentation: We divide our portfolio into / disjoint sub-portfolios g1,..., g/ so
that each sub-portfolio represents a single risk class and that the companies in each of them
belong to a single carbon emission sector.

O Describing the climate transition: The carbon intensities 7, x, ( and the carbon price §
which are deterministic processes.

© Describing the economy: the economy is assumed to be closed, organized in / sectors,
driven by the productivity © following a multidimensional Ornstein-Uhlenbeck, and subject
to a climate transition modeled through the carbon price 4.

© Modelling corporate default: a given levered firm defaults if it is over-indebted i.e. if the
market value of debt exceeds the firm’s market value (which undergoes the climate
transition).

OQ Modelling the bank’s loss: When a company defaults, the bank loses a fraction of the
difference between its exposure and the eventual amount obtained by liquidating the
collateral (which also undergoes the climate transition).
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A Multisectoral Model with Carbon emissions costs
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Introduction

» Time is continuous and economy is closed and divided in | € N* sectors.

v

For each sector,
® firms emit GHG when produce and consume goods or/and services;

® households emit GHG when consumes goods or/and services.

> Firms as well as households GHG emissions are charged.

v

The representative firm in each sector maximizes its profits.

v

The representative household maximizes its utility (which is logarithmic in consumption and
isoelastic in labour).

» Goods and labour markets clear.

The main goal is to derive the dynamics of macroeconomic variables (greenhouse gases emissions,
output, consumption, labour, and intermediary inputs) per sector and per carbon price
scenario.
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The productivity process

Assumption

We define the R'-valued process A which evolves according to

—_ _ A
{ d2; =-T2dt+ 2dBE o nters, (1)

d.At = (/J. + CZt)dt

where

(BA)ter~ is a I-dimensional Brownian Motion,

the constants i1, Ay € R/,

Zo~N(0,X7)

0 < ¢ <1 is an intensity of noise parameter,

Y € R'*! is a positive definite matrix,

—T € R!*! s a Hurwitz matrix i.e. its eigenvalues have negative real parts.

v

VVVYYVYY

We also introduce the following filtration G := (G¢)ten with Go := o(Zp) and for t > 0,
Gt =0 ({.5_‘707 B;A s < t})
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The transition scenario

Q Carbon prices §: let 0 < t, < t, be given. The sequence § satisfies
® fort € [0; to], 6 = 6o € Ry, namely the carbon price is constant;
® fort € (to, tx), 8: € Ry, the carbon price may evolve;
® fort > t., 0 = 6, € Ry, namely the carbon price is constant.
We assume moreover that t s &; is C1(Ri,Ry).
@ Carbon intensity:
® of firm production T € C(Ry, ]RQ_)
© of firm intermediate consumption ¢ € C(Ry, ]RQ_XI)
® of household consumption k € C(R4, RQ_)

satisfying for ally € {71,... 7/ ¢, ¢12, ... ¢I=1 ¢ Kt ... K},

onleanl)) e,

Do expq ( &,0 o
e = 1—expy(—6y t*)} (2)
9o exp | &y,0 7 else,

with 1o, _gn,O’GU > 0.

In the following, we will note for all t > 0, 9¢ := (7¢d¢, (td¢, ktdt). Therefore, the process d is
CHR+,[0,1)" x (R4 )™ x (Ry)').
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The nominal macroeconomics variables

Theorem

For (7,¢,%,0) € ]Rﬂr X Rﬂ:" X ]Rﬂr x R, let us pose D := (74, (0, 70). We also pose

— [ 1=7 [ i1=Te1+Fs
VE) =¥ ——= AQ) = [ N e , (3)
1+%'S ieT 1+ "6 1+F'S jiez

Assume that:
Qo=1,
Q 1) — X is not singular,
Q- /\(ZJ,,»)-r is not singular for all t > 0.
Then, for all t > 0,
> the consumption is C; = exp{ (I — X) "' A¢ + v(d¢) },
> the output is Y; = Diag(e;)C;,

1
> the labor is Ny = [Diag(W(0¢))e.] 1%,
> and the intermediary inputs Z, = N(0;) ® Cte;r,
where
c_ewt Wl ; ji
@ =01 -A®)")"1 and V@)= {Iog ((:(6)') e (V@)™ [] (N’(ﬁ))” )} : ()
i€z

JjeT

Pricing and hedging of climate transition risk in Credit 10 /1



Loss with stochastic collateral in continuous time
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Introduction

> Different types of default : a levered firm is
® in danger of illiquidity if the cash flows do not suffice to fulfill the creditors’ payment claims,

© over-indebted if the market value of debt exceeds the firm’s market value.

v

Different types of loans:

® unsecured loans: there is not collateral, bank tries to recover Exposure at default (EAD) through
different processes.

® secured loans: when the counterpart defaults, the bank liquidates the collateral (guarantee), and if
the EAD is not reached, it can recover the remainder by liquidating other assets (residual recovery).

> Different types of collateral:
© tangible assets: buildings, business equipments, inventories, etc.

© intangible assets: cash deposits, public bonds, securities, etc.

v

Collateral and transition risk:

© a commercial or residential building price will be affected by transition for example through the
Energy Performance (or Energy Efficiency).
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Loss with collateral

> We consider a portfolio composed by N € N* loans indexed by n.
» For each n and for each date t > 0:

® the loan n corresponds to a firm n;

® Dy is the debt of n at t

® V] is the market value of n at t;

® EADY the exposure of the bank to n at t.

> k € [0,1) represents costs due to liquidations auctions, as well as other legal and
administrative costs.

> ris the discount rate; v € [0, 1) the residual recovery; a > 0 is the liquidation period.

If firm n defaults at t, i.e. V" < D7, the bank recovers (1 — k)e"aCt"H by the collateral

liquidation and if it is not enough, v(EAD} — (1 — k)e~"C[, ,)+ by other ways. The loss due to
firm n at time t is

Lne = (1 =7)(BEAD? — (1 - k)e™"Cly,)+ - Livpapry (5)

How to compute V{, C/, ,, then L, ; when n operate in the above economy?
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A Firm Valuation Model to compute V.
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Assumption and definition

Consider a fixed n € {1,..., N}. For any time t € Ry and firm n, we note F{ the free cash flows
of n at t, and r > 0 the discount rate, we introduce the following assumption:

Assumption

The R-valued process on the instantaneous growth of the cash flows of firm n denoted
by dlog F[:a is linear in the economic factors (output growth by sector), specifically we set for all
teRy,

dlog F{y = @™ dlog Y; + ondWy = a" (dAr + dv(d¢)) + ondWVY, (6)

for i" € R! and a™ = &" (I, — X)~!, where W})¢cr, is a RN-Brownian motion with o > 0.
Moreover, BA and W" are independent.

We define the filtration F = (F¢):>0 by Fr =0 (Gt Ua {W{ : s € [0, t]}) for t > 0, and we
denote E¢[-] := E[-|F¢].

Definition

Let r > O representing the interest rate, by the continuous form of the discounted cash flows
valuation, the value Vt':a of the firm n, at time t, is

+oco
Vi, =E [/ e—"s‘f)Fs'des]
t

o /rm e "EIE, [exp (a™ (As — Ac) + a” (v(05) — v(0¢)) + oa(W] — WP)) ds] .
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Definition

How to compute Vt’:a? Picard iteration, Deep learning, or an approximation method.
For s >t >0, inspired by (??) i.e. As — A =(s—t)u+ cfts Z,du, we can introduce the
quantity

Vi = Flo /tm e IR, [exp (s — )" 1+ a” (v(2.) = V(D) + oa(WI — W)))ds] . (7)

Proposition

Forany n€ {1,...,N} and for all t € R.
O Assume that g, == %0,2, +a™u—r <0, then ng is well defined and

Vio = FgR{(0) exp{(a” (A: — v(20)))} exp (anWV]') , (8)
where

RY(0) = /000 e?* exp{(a” v(dr+s)) }ds. 9

Q Assume that p, 1= %0,2, +a"pu+ %cz%ﬂa" I2IIZ1? < r, therefore V[, is well defined and

Vi, Vi
Fry — Fo,

there exists a constant C such that E [ ] < Cg, for all ¢ > 0.
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A real estate model to compute C/.
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@ in the absence of climate transition, the housing price follows an Exponential
Ornstein-Uhlenbeck process;

Q each dwelling consumes a given quantity of energy per square meter, which is used to
determine its energy efficiency, noted o and expressed in kilowatts per square meter
(KWh/m?);

@ as a consequence, the dwelling price is depreciated (or appreciated) by the actualized sum of
the future energy costs;

@ once a certain level of energy efficiency a* is reached, the market is insensitive to this factor;

O the energy price is a deterministic function f of two variables, the first variable is the carbon
price and the second is the source of energy,

@ during the life of the property, the owner may undergo renovations which moves the energy
efficiency from a to a*, and whose cost per square meter is a function ¢ of its energy
efficiency,

@ the date of renovation t of a dwelling is unknown, but is to be optimized.

O after renovations, the price of the building becomes insensitive to energy costs.
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The model: the sales comparison approach

This consists in using the transaction prices of highly comparable and recently sold properties to
determine the market value of a given building.

Assumption (Housing price without climate transition)

The market value of the building at t > 0, is given by
Ci == RGyelt, (10)
where

dK: = (Xt + v(xt — Kt)) dt + 5d B, (11a)

dB: = pTdB{ + /1 — ||pl[2d WV, (11b)

where (Wt)ter, is a standard Brownian motion independent to B*. Moreover, Co, r, R,& > 0,
p€RY, and x € C(R+,R+).

We introduce the following filtration U := (U¢)¢er= with for t > 0,
U =0 ({WS,B;A s < t})
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The income approach with climate transition

In this case, the value of a property is the discounted sum of the (imputed) rent less all operating
costs over its residual lifetime.

Assumption (Housing price without climate transition)

Owning a building allows to generate an (imputed) income cash-flow process (Dt):>o which is
continuous and U-adapted, therefore for all t > 0, an another way to write the price C; of the
building is

+oo .
C: = RE [/ e "Diisds
0

ut] 5 (12)

with F > 0.

Definition (Housing price with climate transition)

The market value of the building at t > 0, given the carbon price sequence 9, is represented by

ft [Ds— (a—a*)f(éu,p)]e_’(” Ddu—c(a, a*)e (01

Ci 5 := Ress supE
e Gth + [,7° e 570D, ds

L{t] . (13)

where
> ¢ and f(.,p) (for each source of energy p) are regular,
> roa,a* >0 with a > a*.
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Main result: the housing price under climate transition

Theorem

Assume that the following conditions are satisfied:

Q the carbon price function § : t — 6; is non decreasing on R and deterministic;

Q the energy price f(-,p) is non decreasing on Ry for all p.
Then, the market value of the building serving as the collateral to firm n at t > 0, given the
carbon price sequence 9§, is given by

Ct,6 =G — RXt,a, (14)
where

9*
X5 = (o, 0*)e ™" 7)) 4 (0 — a*) / f(3u, p)e "= du, (15)
t

and where the optimal date of renovations t € [t, +o0] is given by

t iff(de,p) — P22 5 0 for all 0 € [, 00) (16)
0" = { +oo iff(8s,p) — FL22) <0 for all 6 € [t,00) a7)
o0* the unique solution of §(dg,p) = F%a_’—';‘il on 0 € [t,c0) (18)
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A credit loss model to compute L7.
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Definition of PD and LGD

The loss of the portfolio at time t, is in fact, defined as

N N
L= Lne= (1=)(BAD] — (1 — k)e™Cl )+ - 1ivn <pry- (19)
n=1 n=1
For all t € R4, define
N
LM =318, with LS, =E[Ln¢|G] = EAD! - LGD} - PD}, (20)
n=1
where
PD} =P (V], < D{|Gt), (21a)

C"
LG,D’t7 = (1—-9)E |:<1 —(1- k)e—ra t+a ) Vt’],tl < 'D?,gt:| . (21b)
+

EAD?
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Probability of Default

Proposition

For each firm n, assume that
¥ Firm n has issued two classes of securities: equity and debt;
> (EAD] )ten* isa ]R;f—valued deterministic process representing the bank’s exposure to the firm n;
> the default barrier D" € R is a deterministic scalar;

> the value of the firm n at time t is assumed to be a tradable asset given by V?

Assume also that, for all t > 0,

Q > EAD] = +oo;
n>1
n 1
Q there exists v > 0 such that % = O(N_(2+v)), as N tends to infinity.
Z:n:1 EADt

Therefore, LQ’ — L?‘N converges to zero almost surely as N tends to infinity.

Proposition
For each firm n and at each date t, the conditional (on the productivity and the carbon price) probability that n defaults at t is

® (Iog('D") —m"(0, t, A?)) ’

PD] =
O'n\/E

t (22)

where m" (0, t, A7) := E[log V{ 5 |Ge].
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Loss Given Default for real estate collateral

» The collateral of the firm n is a building.
P The latter can be considered as an asset in the economy described above.
> Its surface is Ry, its price at time 0 is CJ, and its energy efficiency is a".

> We can determine the collateral value by Theorem ?7?.

Theorem

Let 1 < n< N. When a =0 (no liquidation delay), the Loss Given Default of the obligor n is
over-indebted at time t € Ry, conditional on G, is

LGD! ;s = (1— ) I:(l+(1—k):f]§j>¢( W{; )_exp{(—wt 1vt0>} (F vgo)}, (23)
t Vt,0

where BAD?

and with m} , := log (Rn C{) + E[K¢|Gt] and v{, := V[K:|Gt], and X[ 5 defined in (77).
£,0 3 t,t t,6
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Expected and unexpected losses

Let t > 0 be the time when the risk measure is computed for a period T > 0. As classically done,
the potential loss is separated into three components:

Q The (conditional) Expected Loss (EL) reads
BT =R [L5Y - 13|od] . (25)

@ The Unexpected Loss (UL) reads for a € (0, 1),

ULY T(a) == VaR®™ T —EL"7, where 1—a =P [L?ﬂ P VaRf"N’T|gt] . (26)

© The Stressed Loss (or Expected Shortfall or ES) reads VaR$(LY):

ESYT(a) =E [Lﬁ"; —LEN[LEN L8N > Va2 N T gt] . forac(0,1). (27)
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Application on fake portfolio
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Sectors

The 38 INSEE sectors are grouped into four categories

Agriculture, forestry and
Manufacture of other non-metallic minera
Water supply: sewerage, waste
facture of basic
Manufacture of coke and refined
Manufacture of chemicals and chemical pr
torage
Electricity, gas, steam and air conditio /e ey
Manufacture of paper and paper products e ———
Mining and quarTying e—
. P —
—
—
—
—
—
—
—
—
—
—
—
s
—

Total - all NACE
Manufacture of food products; beverages
and

Arts,
Manufacture of wood and of products of w
Manufacture of textiles, wearing apparel §
Manufacture of rubber an
Manufacture of basic pharmaceutical prod
Wholesale and retail trade; repair of mo
er service activities 1

ies and social w

Residential care acti

Accommodation and food serice actuiie

Public administration and defence; compu

ducation

Pintig and eprocucton o recoried me

T of slectrical sauipment

Manutacture of tabncatea metal roducts |

Manufacture of computer, electronic and

Manufacture of machinery and equipment

nufacture of furniture; other

Manufacture of momr vehicles, trailers

in health activities §

Activities of huusehe\ds as employers; u

Architectural and engineering activities

Motion picture, video, le\ewsmn prog

eortzing and market reveard

Other professionsl. ciandic and techn 1= -

Repair and installation of machinery and = [l Very Low Emitting

Scientific research and development:
Manufacture of other transport equipment = [l Low Emitting
Publishing actiiies
Legal and accounting activiies; activit * Il High Emitting
Financial and meurance actiiios

Computer programming, consultancy, an 1 ; -

P PN ecommunicarons ;WM Very High Emitting

Real estate

00 02 o e
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Transition scenarios

> An example of carbon price process We assume the regulator fixes to > 0 t,. > to,
Pcarbon > 0, and ng > 0. Then, for all t > 0,

Pcarbon, if t <to,
ot = Pcarbonené(t_to), ifte (to, t*], (28)
St, = Pearbon€” (%) otherwise.

» The 4 scenarios used come from the NGFS simulations: Net Zero 2050, Divergent Net
Zero, Nationally Determined Contributions (NDCs), Current Policies.

T T
180 4 Current Policies

1001 Current Policies
—— NDCs / —— NDCs
160 —w— Divergent Net Zero —w— Divergent Net Zero
—+— Net Zero 2050 —— Net Zero 2050
140 801

60

A
80 /‘/
60 I/.r/./

20
! I | |

2022 2024 2026 2028 2030 2032 2034

40

»
-
r/

WX

! ! [ [
2022 2024 2026 2028 2030 2032 2034

(a) Carbon price in Euros per tonne (b) Energy price in Euros per Kilowatt-hour

Figure 2: Per scenario and par year
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Description of the portfolio

[ Firm [1 [ 2 3 [ 4

[ o, [0.05 | 0.056 | 0.056 | 0.05 |

[ [ 1.0 | 1.0 ] 1.0 | 1.0 |
a”(Very High) 1.0 0.0 0.0 0.0
a"(High) 00| 1.0 | 00 | 00
a"(Low) 00| 00| 1.0 | 00
a”(Very Low) 0.0 0.0 0.0 1.0

Table 1: Characteristics of the portfolio

Fm 1 Firm 2 firm 3 Firm 4
oo Lo [ commrees [RICT s oo
—— NDCs . —— NoCs —— NDCs 1.20{ - wocs
115 o pivergent et zero —w— Divergent Net Zero 1.150 | - Owergent Net zero 4 — Divergent Net Zero
—— et zero 2050 1,15 | =+ netzera 2050 L1gs | = ez —— et Zero 2050
110 o S/ 115
110 1.100
1.05 105 1.075 110
1.050
1.00 1.00
" 1.025 1.05
095 095 1.000
1.00
0.90 0.90 0.975
¥ 3 § &8 8 8 3 & 8§ &8 &8 8 & 3 ¥ 3 8§ 8 8 8 3 8§ § § &8 8 & 3

Figure 3: Firm value per scenario and per year
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Probability of Default

Emissions level | Very High High Low Very Low Portfolio
NDCs 0.451 | 0.305 | 0.096 0.021 0.218

Net Zero 2050 1.419 | 0.925 | 0.280 0.062 0.671
Divergent Net Zero 2.625 | 1.375 | 0.490 0.120 1.152

Table 2: Average annual PD

Very High Emitting High Emitting Low Emitting Very Low Emitting

Current Polcies
—— nocs

75 - I
/ 55 o 7015 Nerzerozoso
70 = Duergen vt zer0

Current Policies
6.0 { —— nocs

—a— et zero 2050
—+— Divergent Net Zero

65 5.0 / 561 1
6o M&—q..'« / /../‘ 54
) = 45 ey Y -
5517 = //f" 52
55

5.0 i = | aof T 50
s oot 1z Curen s s
: — e — oo 50 :
a0 wabemitriN ‘ = Snersenerzem 461

8 5 & 8 8§ 8 3 S % 8 g2 g8 3§ % 5 % 8 8 8 8§ 3 S % % 8 g § 3%

Figure 4: Average annual probability of default and 95% confident interval, per scenario and per sub-portfolio

Lionel Sopgoui (UPC - ICL) Pricing and hedging of climate transition risk in Credit 31 /1



Building's value under climate transition

Building 1 2 3 4 5
[ 4000 | 4000 | 4000 | 4000 | 4000
[ [ 320. [ 253. ] 187. [ 120. [ 70. |
[ Ra [ 250 [ 25.0 [ 25.0 | 25.0 | 25. |

Table 3: Characteristics of the building

> An example of the energy price function: the price of each type of energy p is linear with
the carbon price, therefore (3¢, p) = f} 8¢ + f} for all t > 0 for §§, 5 > 0.

> An example of the renovation costs function: to move its energy efficiency from « to a*,
the owner pays ¢(a, a*) = co|la — a* |11, with ¢g > 0 and ¢; > —1.

Buiding 1 Buiking 2 Buiking 3 Buiking 4 Buking s
11 11 . G pocis Caretrtcis
110 ocs 110+ joct
1.0 10 —e— Divergent Net Zero —e— Divergent Net Zer

1,05 |+ neczero 2050

08 0.9

0.8
0.6 0.7

0.6

0.4 0.90
Current policies 0.5 e ois 0.7 cumet ol 102
0.85
o eren o et e 2o ergent et Zer
02 - Nerzanaso 04 - oo 06 [aieaies 1.00

Figure 5: Apartment value per scenario and per year
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n collateral is a building

Emissions level No collateral Building 1 Building 2 Building 3 Building 4
Current Policies 45. 36.020 36.152 35.928 36.095
NDCs 45. 38.383 37.752 36.922 36.499

Divergent Net Zero 45. 38.939 38.303 37.377 36.751
Net Zero 2050 45. 39.102 38.524 37.615 36.908

Table 4: verage annual LGD per scenario between 2021 and 2030 (in %)

Very High Emitting High Emitting Low Emitting Very Low Emitting

3
Current polcies Current poicies Current poicies Current poicies

70 — s 60 — ocs — s — rocs
2 Divergent et zero 2o wergent et zero 2o Dwergent et zero o Dwerent Nt zero
—+ Net Zero 2050 55 —— Net Zero 2050 45 —+ Net zero 2050 34 —+— Net zero 2050

60
50
40 3
50 45
40 35
40 *
35
30
30 30 2
25 2
§ 3 £ 8 8§ 8 3 8 3 % 8 8 8§ 3 S % 5 8 8 § 3 § 3 5 §8 8 § 3

Figure 6: LGD with a building as collateral
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Conclusion

» This work provides an end-by-end methodology to calculate the evolution of risk measures of
a multisectoral credit portfolio, starting from a given climate transition scenario described by
the carbon price.

» We considered that time is continuous and some loans are secured by collateral living to the
same economy as borrowers and experiencing the same shocks (productivity and carbon
price). We then apply the methodology to the case where the collateral is a building.

> Various tools were used, including macroeconomic modeling, credit portfolio modeling,
stochastic optimization, numerical simulations, and risk measures.

» Implementations were carried out in Python on both real and fake data.

» There are many possible extensions: endogenous and stochastic carbon prices, capital as a
factor of production, companies optimizing their GHG emission levels, housing being
renovated in several steps, EAD also undergoing the transition, physical risk, etc.
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Thank you for your attention.
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