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Abstract

The aim of the article is to present the evolution of development and competitiveness strategies in the
EU banking sector resulting from the implementation of ESG regulations and reporting obligations.
The results of the analyzes indicate that legal regulations currently have and will have a significant
impact on changes in these strategies in the future. The multidimensionality of ESG factors determines
that banks make fundamental changes to processes, strategies, and business models, including
risk management systems, product offerings, organizational structures and building awareness of
sustainable development among customers.

Streszczenie

Celem artykutu jest przedstawienie ewolucji strategii rozwoju i konkurencyjnosci w sektorze bankowym UE za-
chodzgcej pod wptywem implementacji przepiséw ESG oraz obowigzkdéw raportowania. Wyniki analiz wskazujq,
ze regulacje prawne majq obecnie i bedq mie¢ w przysztosci istotny wplyw na zmiany tych strategii. Wielowy-
miarowos¢ czynnikow ESG decyduje, Ze banki dokonujgq gruntownych zmian procesowych, strategii i modeli biz-
nesowych, w tym: systeméw zarzqdzania ryzykiem, oferty produktowej, struktur organizacyjnych i budowania
Swiadomosci zréwnowazonego rozwoju wsrod klientow.

INTRODUCTION

In the banking sectors of EU countries, for several years now there has been an intense period of changes
and adaptation activities to regulations in the field of sustainable development, taxonomy, disclosures,
and non-financial reporting. Banks were among the first institutions on the financial market to take up
the challenge of adapting to the requirements of sustainable development. Bank processes, procedures,
organizational structures, and management systems are being adjusted. As part of their operational and
competitive strategies, banks make efforts to shape a new customer profile, pro-ecologically oriented,
important in building the bank’s product offer and brand, distinguishing itself on the market from other

! This research was undertaken as part of the project: SGH Warsaw School of Economics, Transformation processes of
sustainable banking in the European Union under ESG, climate policy and macroprudential policy changes, KZiF/S24:1.31.
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competitors. ESG management systems in banks are an important channel of communication with the
market and stakeholders. Banks treat adjustment processes not only as an obligation resulting from legal
regulations, but also as a competitive tool.

Environmental, social and governance (ESG) factors affects both the current and strategic activities
of banks, deciding on the adjustment of processes and changes in the structure of loan portfolios. Due
to the multidimensionality of ESG factors, banks are making thorough changes to their value creation
strategies and business models in many areas.

The aim of the article is to present the evolution of development and competitiveness strategies in
the EU banking sector resulting from the implementation of sustainable development regulations and
reporting obligations.

OVERVIEW OF EU LEGAL REGULATIONS ON SUSTAINABLE BANKING

The beginnings of the development of sustainable banking in the EU have been noticeable since the
1990s. However, a clear increase in the expectations of stakeholders and banks was revealed after the
global financial crisis of 2007+, supported by the Sustainable Development Goals (SDGs) adopted by the
UN in 2015. [UN, 2015] and the Paris Climate Agreement (COP21) signed by international financial
organizations, states, and central banks. The EU Sustainable Finance Action Plan [EC, 2018] announced
by the European Commission (EC) in 2018, setting out a wide scope of regulations, and the European
Green Deal in 2019 were also of significant importance [EC, 2024], which aims to make the continent
climate neutral by 2050.

Since these events, regulators have been supporting the construction of a sustainable financial system,
including in the banking sector. The process of issuing regulations aimed at disclosing environmental,
social, and corporate governance information is ongoing. Banks have started to incorporate sustainability
issues into their processes and strategies. It can be pointed out that sustainable banking refers to financial
institutions that give priority to ESG factors and emission reduction goals in their operations and
investments.

Many institutions are involved in the legislative process of shaping sustainable finance, including
banking, i.e., the European Commission (EC) and the European Parliament (EP), the European Central Bank
(ECB), the European Banking Authorities (EBA), European Insurance and Occupational Pensions Authority
(EIOPA), European Securities and Markets Authority (ESMA). The international financial institutions
include: the International Monetary Fund (IMF), the World Bank, the Financial Stability Board (FSB), the
International Organization of Securities Commissions (IOSCO), the Bank for International Settlements
(BIS), the International Association of Insurance Supervisors (IAIS). The Network for Greening the Financial
System — NGFS (Network of Central Banks and Supervisory Institutions), the United Nations Environment
Program Financial Initiative (UNEP FI), and the International Sustainable Development Standards Board
(ISSB) also play a supporting role. Many countries are taking additional regulatory initiatives of their own.
Considering their business profile, banks also develop internal regulations and guidelines for adapting the
regulations applicable to them.

The evolution of the legislative process in the field of sustainable development applicable to banks and
other entities generally began with the NFRD (Nonfinancial Disclosure Reporting Directive) [2014/95/
EU], which defined the basis for non-financial reporting and was then improved by the Regulation of the
European Parliament and of the Council SFRD (Sustainable Finance Disclosure Regulation) [2019/2088/
EU] on the disclosure of information regarding sustainable investments by financial market participants,
Regulation of the European Parliament and of the Council [2020/852/EU] the so-called Taxonomy. The
provisions of the CSRD (Corporate Sustainability Reporting Directive) are important for sustainable
financing of economic growth [2022/2464/EU], which are intended to help the EU achieve climate neutrality
by 2050. CSRD is one of the most important EU legal acts specifying which entities are subject to the ESG
reporting obligation and from what year.

The European Sustainable Development Standards (ESRS) were adopted on July 31, 2023, as part
of a regulation delegated by the EC. As mandatory and common sustainability reporting standards,
they are intended to ensure the comparability and reliability of data disclosures, which will be subject
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to mandatory verification by statutory auditors and, depending on arrangements in individual Member
States, by other certified assurance providers. The obligation to apply standards results from Directive
of the European Parliament and of the Council [2022/2464/EU] in relation to corporate reporting in the
field of sustainable development.

The Directive will probably come into force from 2024 CSDD [EC/2022/0071], regarding due diligence
in the area of sustainable development of enterprises, adopted in final form by the EC on February 23,
2022. This directive emphasizes the obligations of companies to identify their current and potential
harmful impact on human rights and the environment and determines liability for violation of these
obligations. The scope of the CSDD directive covers companies’ own activities, activities of subsidiaries,
and entities in the value chain with which the company has regulated business relationships — direct or
indirect.

Other important regulations for banks and other institutions in the field of sustainable development
include: (I) the Global Reporting Initiative (GRI Standards) reporting standard — the ,,Core” option
(including the sectoral addition to financial services), (II) integrated reporting guidelines (International
Integrated Reporting Council, IIRC), as well as (IIT) EC guidelines on reporting of non-financial
information, detailing the reporting of climate-related data, and (iv) recommendations of the Task Force
on Climate-related Financial Disclosures (TCFD). Non-financial reporting, including the impact of
business models on the climate, is encouraged by, among others, ESMA, as well as the TCFD established
by the Financial Stability Board. The inclusion of ESG risk issues in prudential standards (the Capital
Requirements Directive/Capital Requirements Regulations (CRD/CRR) package and in the field of risk
monitoring — Solvency regulations) will be important.

Although ESG factors may support development opportunities, many entities, including banks,
approach potential negative consequences with caution, calling them risk. ESG risk is defined as ,, the risk
of loss resulting from any ,adverse’ financial impact on an institution caused by the current or future impact
of environmental, social policy or governance factors (ESG factors) on the institution’s counterparties or on
the assets in which the institution invests” (Commission Regulation [2022/2453/EU]).

The above-mentioned regulations, which require considering environmental, social, and corporate
governance factors in the current and strategic activities of banks, determine the need to adapt the
processes performed in banks and to change the structural changes of loan portfolios. There is a noticeable
shift from financing dirty industries (mining and extraction, trade, transport) to green projects (RES). The
financing stream for green assets supporting sustainable development is increasing, while financing for
dirty assets is limited due to the increase in risks and associated costs for customers and banks.

It is expected that even if some banks grant loans to finance dirty assets, they will only be short-term
loans, with high costs of servicing them (commission, margin, legal security, and insurance). This is
since the portfolio with credit exposures in the so-called dirty industries will escalate the increase in
ESG risk [Adrian et. al., 2022; Monasterelo, 2020; Monasterello, Battiston, 2020]. Such a portfolio with
dirty exposures will require banks to secure additional reserve capital and higher buffers of general
and sector systemic risk [Kosztowniak 2023a, 2023b; ECB, 2022; ESRB, 2020; Giuzio et. al., 2019]. Some
banks will completely stop financing assets from dirty industries, which will mean that some of them
will be abandoned due to the lack or high costs of their modernization, causing negative socio-economic
consequences [UNEP FI, 2024; Kim et al., 2024; Yang et al., 2023; Kalkuhl, Wenz, 2020].

ESG AS A PILLAR OF CHANGES IN BANKS' STRATEGIES

Sustainable development goals (ESG) in banks’ strategies focus on:

* environmental objective — including green asset ratios (Green Asset Ratio, GAR), the banking
portfolio compliance index with the EU Taxonomy (Banking Book Taxonomy Alignment Ratio,
BTAR) and the number and volume of financing consistent with the environmental objectives
specified in Art. 9 of the Taxonomy Regulation and calculation of the bank’s carbon footprint (at
levels 1, 2, 3);
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social purpose — regarding, for example, activities for the benefit of the community and society,
employee relations and improvement of working conditions, customer protection and product
liability, human rights;

corporate governance objectives —including ethical considerations, strategy and risk management,
inclusivity, and transparency.

Referring to the practice of many banks in the EU, several main directions of activities undertaken in
the strategies can be distinguished, i.e.:

incorporating ESG risk into the bank’s existing risk management systems and improving its
effectiveness,

taking adaptive actions in the field of organizational structures responsible for ESG processes in
terms of personnel and subject matter,

using ESG strategies to build credibility (image, brand) and a competitive tool on the domestic
and foreign markets (particularly important for financial conglomerates),

limiting financial exposure to high-emission activities (mining, extraction, transport, trade and
others),

increasing financing for green projects (e.g., renewable energy sources, renewable energy sources),
building awareness of sustainable socio-economic development among customers [ECB, 2024].

According to EBA analyses, the main motives for changing business models towards sustainability
and taking them into account in strategies include [Coleton et.al., 2020] the following motives:

own (internal) values — present in some banks striving for sustainable development, social and
ecological responsibility in accordance with their vision and mission; implementing, for example,
Principles for Responsible Banking (or Principles for Responsible Investment), Net-Zero Banking
Alliance (or Net-Zero Asset Owner Alliance), Global Alliance for Banking on Values, Sustainable
Banking and Finance Network; this motif dominates among the leaders of sustainable banking,
e.g. Triodos Bank or Societe Generale Group;

expectations of stakeholders — who expect banks to engage in ESG issues, thus determining
their decision to establish and maintain relationships % this factor is important from the point of
view of competitiveness (customer relations), business opportunities (customer relations) and
obtaining financing (investor relations);

perceived benefits — banks see financial and market benefits resulting from involvement in ESG
issues, such as increased profitability (reducing costs, e.g. by implementing digital solutions,
increasing operational efficiency), attracting long-term investors, expanding the product offer with
ESG products (green bonds), climate transformation loans, etc.), improving brand reputation,
gaining competitive advantages and standing out on the market;

ESG risk — increases banking risks (credit, operational, market, liquidity) and its varying level in
different countries determines that it is included in the risk management system;

supervisory expectations and regulatory incentives — although legal regulations do not directly
require banks to act in accordance with the principles of sustainable development (apart from,
for example, disclosing information on this subject), they do cause market and competitive
pressure; it is expected that in the coming years ESG risk will be reflected in capital requirements
— supervisors already include it in the BION assessment (at least in the area of the business model)
[Gajdka et.al., 2023, pp. 41-42].

2 According to research by Kearney [2021], nearly half of the respondents’ clients indicated that environmental and social
issues were important to them when choosing a bank, and almost every fourth client declared that they would change their
banking service provider if it were not involved in ESG issues.
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THE IMPACT OF CSRD AND ESRS REGULATIONS ON VALUE CREATION
STRATEGIES AND BUILDING COMPETITIVE ADVANTAGES

In the area of competitiveness, the provisions of the CSRD Directive have a significant impact on banks’
strategies. This directive, apart from relating to sustainable development reporting and disclosure of
non-financial data, also affects the conditions for value creation strategies and the possibilities of building
competitive advantages. This is a direct result of the requirement that entities must disclose extensive,
detailed information on their sustainability performance and the associated implications for business
strategy.

European Reporting Standards (ESRS), which define the rules of what and how to disclose, will
have an additional impact on banks’ strategy. Considering that sustainable development reports will
become part of the report on activities, this will mean an increase in the responsibility of the company’s
bodies for this area of reporting.

The transparency of financial and non-financial information in the ESG area will enable investors
to better analyze the situation of listed banks, as well as their comparisons between banks. It should be
expected that banks that perform better in the ESG area will benefit from both value creation and share
valuation. Shares of these banks may be more willing to be purchased by existing and new investors.

Bank executives who properly apply the CSRD message (logic) can better understand how sustainability
factors impact value creation, which can lead to improved financial performance. However, this approach
requires the entire management staff to make significant management changes.

In the bank’s value creation and competitiveness strategy include:

1. Building a business strategy that considers the opportunities and risks of sustainable
development:

¢ demonstration by the bank’s management of how it assessed business opportunities and risks
related to ESG factors and their impact on current financial results, as well as how it plans
to improve them in the future; these activities must be documented in one report for purposes
of comparison, among others: by investors;

e reporting how the strategy and plans address sustainable development issues that were
considered important; if management fails to demonstrate diligence in this respect, stakeholders
may assume undesirable financial consequences;

¢ presenting the bank’s transformation plan containing a description of how it will manage
market changes; it is required to present investment plans and schedules on how the bank
will increase its resilience to such transformation;

* involvement of people from various departments with close supervision by management in
consultation with the management board (creating multidisciplinary teams).

2. Paying more attention to the bank’s impact on the environment:

¢ —inaccordance with the CSRD guidelines, management staff must demonstrate the company’s
significant impact on the environment and society and skillfully manage it;

* —it is required to present “two-way materiality” consisting of: (i) analysis of the impact of
external factors on the bank that may disrupt its operations, e.g. related to climate change,
fires, floods, etc. (this is the so-called “external” impact on bank) and (ii) the impact of the
bank’s activities on the environment (the so-called “inside” impact) on the environment and
society, and the management of impacts considered to be the most significant; this two-way
view is referred to as “ dual relevance, ” influencing the evolution of management practices.

3. Developing decision-making processes that consider non-financial factors affecting the bank’s
results:

¢ after updating business strategies taking into account sustainable development factors (external
and internal impacts), management staff should include any new priorities in decision-making
processes regarding: markets, products, capital investments, portfolio structure, market
positioning and other strategic issues;

¢ including non-financial priorities in business decisions, e.g., based on performance indicators
that are not measured in monetary terms, such as employee retention or conversion of potential
customers;
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4.

* in CSRD, the practice of non-financial priorities is extended to sustainability issues, management
is obliged to explain whether and how the bank manages ESG performance and why specific
actions have been taken; this means that management will need reliable methods for allocating
resources to projects, investments or business units that have different combinations of financial
and sustainability considerations.

Strive to produce sustainability data that is as reliable and trustworthy as financial data

¢ in order to make business decisions that take into account sustainability factors, executives
and boards of directors must have detailed and reliable ESG data; the quality of these data
and reports will have to improve because, according to the CSRD, entities covered by the
directive must obtain external verification (attestation) of the ESG information disclosed,
initially at a limited and ultimately at a reasonable level, required for financial statements;

¢ Many CFOs will need to adapt technology systems and sustainability data controls, as well
as corporate governance and risk management processes, to the same standards as financial
data [PWC, 2023].

EBA MILESTONES REGULATIONS FOR 2021-2025

In 2019, EBA developed its first Sustainable Finance Action Plan, which was replaced by the EBA
Sustainable Finance Roadmap in December 2022. The updated document explains the EBA approach
sequentially and holistically [2021; 2024] to integrate ESG issues into the banking system by 2025 and
support EU efforts to move towards a more sustainable economy.

The so-called EBA action plan key milestones for 2021-2025 concern:

1.

Transparency and disclosures —ensuring access to information and supporting market discipline,
work is ongoing in this area focusing on Pillar 3 disclosures, Sustainable Finance Disclosures
(SFDR), taxonomies and securitization disclosures.

Risk management and supervision — concern the inclusion of ESG factors and risks in the risk
management framework of credit institutions and investment companies and in the market
supervision framework. EBA plans to work on guidelines aimed at ensuring harmonized practices
in the assessment and management of ESG risks, including stress tests and detailed requirements
for the treatment of ESG risks in the next Supervisory Review and Evaluation Process (SREP)
Prudent treatment of exposures — special treatment of exposures that are related to or affect the
implementation of ESG objectives under Pillar I and own funds requirements.

. Stress tests —it is planned to gradually include ESG risks in the stress testing framework in order

to identify banks” weaknesses. The EBA and other European Supervisory Authorities (ESAs)
will develop joint guidelines for ESG supervisory stress tests, starting with climate risk. These
guidelines are intended to provide common assessment standards and will most likely appear
in 2025.

Standards and markings — include supporting definitions and methodologies for sustainable
banking products, including: in the field of: standards for the issuance of green securities,
including the green securitization market, monitoring of additional AT1 instruments, the market
for bonds linked to sustainable development, green credits and mortgage loans.

Greenwashing —identifying the risks associated with greenwashing and assessing its interaction
with the supervisory framework in the EU banking sector and adapting regulations to manage
the risk of greenwashing.

Supervisory reporting — inclusion of information on ESG risks in the supervisory reporting
framework, development of an implementation technical standard (ITS) is planned for 2024 and
supervisory reporting for 2025, development of a framework for monitoring ESG risks.
Monitoring ESG risks and sustainable finance — monitoring significant ESG risks and changes
in sustainable finance in the context of the goals of the Paris Agreement and the UN Agenda for
Sustainable Development.
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MAIN CHALLENGES, OPPORTUNITIES AND PERSPECTIVES OF BANKS

A challenge for many banks, it is the development of an optimal ESG strategy and its proper implementation
in accordance with regulatory and supervisory requirements and their own goals in terms of development
and ensuring profitability. The challenge is to appropriately address opportunities, identify threats, and
determine strengths and weaknesses in the business and value creation strategy. Another key challenge
is to try to reconcile the expectations of regulators and stakeholders, determine ways to stand out from
others in the banking sector (domestic and foreign markets) and develop optimal solutions for the bank’s
involvement in the energy transformation.

Due to the ongoing legislative process in the field of sustainable development, which is expected
to continue in the coming years, it is important to guarantee appropriate flexibility and adequacy of
strategic plans in banks to keep up with legal changes. Mentioned a significant number of legal regulations,
short implementation periods and the prospect of further changes in regulations in the future indicated
by the ECB, EBA, EiOPA or other institutions (CSRD, CSDD, or milestones 2021-2025) is a challenge for
many financial and non-financial entities.

Banks treat adjustment processes not only as an obligation resulting from legal regulations, but also
as opportunities to support competitiveness. Banks see the regulations on sustainable development
and corporate social responsibility (CSR) as an opportunity to develop additional services and build
a competitive advantage in the face of growing market needs. Banks that can take advantage of
potential ESG opportunities will be able to increase their profitability and even increase their share in
the domestic and foreign markets.

However, it should be remembered that banks operate in different conditions: capital, technology,
the group of clients served, industries and the level of competitiveness. Some of these conditions will
be opportunities, but others may be threats, despite the efforts of bank managers.

As mentioned, banks’ prospects in terms of sustainable development are determined by the
continuation of regulatory and supervisory work, including guidelines that will be developed and
adopted by 2025 as part of EBA milestones (roadmap). This means that banks’ future challenges, in line
with these milestones, will focus on: ESG risk quantification and management, stress climate testing,
disclosures and reporting. Smaller commercial and cooperative banks, including those with a national
reach, will face the competitive advantage of global banks that perform well in the field of sustainable
banking, in terms of procedures, tools, IT systems, ESG risk management, databases, etc.

SUMMARY

The presented legal regulations, multidimensional aspects of sustainable development, stakeholder
expectations and the impact on each level of activity determine that changes are required in processes,
risk management systems, strategies and business models to properly assess the scale of risk, monitor
and secure it.

As part of their operational and competitive strategies, banks make efforts to shape a new customer
profile that is pro-ecological and important in building a new product offer and the bank’s brand. ESG
management systems in banks are becoming an important channel of communication with the market
and stakeholders.

Among the regulations, the CSRD and ESRD guidelines in particular have a significant impact
on banks’ operating and value creation strategies. The extensive scope of work and legislation
indicated, e.g., as part of the EBA milestones (roadmap) for 2021-2025, will constitute the foundations
of macroprudential requirements and the possibilities of developing sustainable banking on the EU
market for many years to come.
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