FROM GREEN FINANCE
TO GREENING FINANCE

ESG innovations can accelerate
green change and increase revenues

Environmental, social, and governance (ESG)
provides financial services businesses with a
framework for funding and de-risking the shift to

a greener world. It offers banks an enormous revenue
opportunity by introducing green products and
services to new and existing customers. However,
greening finance requires changes in culture and
mindset and expanding ESG considerations to
include an economic perspective, thus creating ESGE
(environmental, social, governance, and economic).
This Viewpoint explains how banks can innovate and
unlock ESG's revenue potential.
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FROM BUZZWORD
TO BALANCE SHEET

In recent years, banks have aspired to become
more sustainable by investing heavily in resources
for greening their own operations and meeting
regulatory targets, as detailed in the Arthur

D. Little (ADL) Prism article, "Actively shaping

the future — The new imperative for financial

services."

MAKING THE SHIFT TO
OFFERING ESG PRODUCTS
AND SERVICES ENTAILS
A MULTISTAGE PROCESS

Banks now need to move their attention beyond
compliance and take concrete steps to reap the
economic benefits of innovating and launching
new ESG products and services. Like a game of
football, they must think both offensively and
defensively. This approach addresses two client-

related challenges:

1. Defensive — Keep existing clients.
Corporate and retail clients are increasingly
asking for green and sustainable products and
services, on both the investment and lending
sides. Corporates are also looking to work with
like-minded partners, such as banks, as they
accelerate and fund their own sustainability
and green transition journeys. In research
carried out by ADL and leading Austrian
financial services provider Erste Group, 80%
of Austrian corporates said that sustainability
was of very high or high importance. However,
76% were unaware if their bank offered
ESG products and services despite half the
respondents (46%) citing sustainability as very
important to their relationship with their bank.
Half the companies that were aware of their
bank’s ESG products were using them. Studies
in other countries and our client work indicate
similar results. Can you afford to lose nearly

half your corporate clients through inaction?
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. Offensive — Grow client base. Over 60% of

clients in the ADL/Erste Group study wanted
their bank to do more on ESG by becoming
greener as well as offering additional green
products and services. Using ESG innovation
to launch new products and widen portfolios
gives banks the chance to reposition
themselves in the market and win new
business. Expanding ESG capabilities extends
their reach and increases revenue potential.

Making the shift to offering ESG products and

services entails a multistage process, which

begins with focusing on clients and their

specific needs, as outlined below.

1. Identify your starting point

Every bank's ESG situation will differ, shaping the

strategy and structure they need to adopt. How a

bank embraces ESG and derives value will depend

on multiple factors, including:

The bank’s business model.

The ESG goals (i.e., does the bank want to be
a leader, follower, or merely defend its existing
customer base?).

The distribution of client segments, such
as retail and corporate, which includes
micro-enterprises, small and medium-sized
enterprises (SMEs), large organizations, and
private banking (including affluent clients).

Client demographics, their access to capital,
and how they impact awareness of and
interest in ESG.

Business lines (e.g., lending, investments,
services) identified as the most important
for top-line growth, and how ESG can be
factored in.

Operational geography and ESG awareness
in countries and/or regions where the bank

operates.
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Alongside these factors, a whole ecosystem

of new green technology players is emerging.
These businesses feature a broad range of
services from providing ESG data to supplying
consumer products like solar panels. Banks

can partner with these companies — both to
meet their own ESG transition and reporting
requirements and to equip their customers with
solutions for better sustainability and to support
them with green transition finance. Partnerships
help increase engagement with customers and
cement the bank's position as a trusted provider
of ESG products and services. Extending client
relationships and opening new revenue streams

are two additional advantages of partnerships.

2. Make the customer the heart
of your ESG strategy

A growing global interest in ESG among retail
and corporate customers provides banks with
a clear opportunity to grow their offerings.
However, every bank’s customer base varies in
ESG awareness and large variances exist within
demographics, countries, and sectors.

BANKS MUST FOCUS ON
THEIR OWN CUSTOMERS
AND WHAT THEY EXPECT

So start by talking to customers and listening

to their needs; this will inform value creation by
developing and delivering the right products and
services. Rather than relying on generic surveys
of the wider market, banks must focus on their
own customers and what they expect. Gathering
this information requires in-depth research and
listening exercises to gain a clear understanding
of opportunities based on what customers
require. Upon accomplishing this task, banks
should then repeat the exercise across the wider
market to learn what potential customers expect

and are looking for in ESG products.
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3. Cultivate new ESG capabilities

After identifying opportunities and seeing how
they link to overall strategy, banks need to

focus on which initiatives and tools will help
generate ESG success. Launching green versions
of existing products through existing channels

is not sufficient. Instead, banks must analyze

the factors that lead to ESG lending leadership
with target customers. These might include a
stronger focus on user experience; integration

to new ecosystems or partnerships; or promoting

specific, need-based solutions.

Planning successful products involves identifying
multiple factors, such as key performance
indicators (KPIs), governance, processes, and data.
Growth cannot happen without understanding
the necessary actions and investments. After
defining KPlIs, the next step is deciding which
initiatives and products to prioritize, taking the
following factors into consideration:

ESG impact.
= Economic impact.
= Implementation time and effort.

= Availability of required resources
and expertise.

4, Build an ESG-first culture

ESG has evolved within financial services. It began
as a niche area, before becoming a compliance
responsibility, linked to a bank’s license to operate.
Next, it evolved again as an essential piece of
reputation management and corporate social
responsibility (CSR). Now, further transformation
will be brought on by embracing ESG's business
relevance and economic impact — and treating

these capabilities as levers for value creation.

Banks should therefore use their understanding
of client expectations and ESG value drivers to
create and define concrete use cases in specific
areas, such as SME lending. However, it is one
thing to understand client needs, and another

to effectively position and sell new ESG products.
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Often, the issue is cultural, with bank staff,
particularly relationship managers, remaining
focused on previous product lines that they
know, understand, and feel confident about.

TRANSFORMATION
CAN ONLY COME OUT
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= Incentives and bonuses. Explore new forms
of compensation that encourage relationship
managers to engage with and responsibly
sell ESG products. Be transparent and
publish clear remuneration policies for all
staff that involve ESG and CSR objectives
as part of overall governance. For example,
BNP Paribas has outlined on its website the

rules it follows when calculating the annual

OF A BEHAVIORAL SHIFT

variable remuneration of executive corporate
officers, including factors such as the bank'’s

ranking for extra-financial performance in

Transformation therefore relies on a cultural independent league tables.

change that can only come out of a behavioral

shift. The following factors are key when involving — Senior-levelvisibility. Demonstrate that

and engaging relationship managers with ESG: ESG, and more importantly ESG products,

form the core of the bank’s future. Lead

= Training and education. Invest in training programs from the top and heavily involve

and certification for relationship managers senior management and the board. Bring

by accessing the growing number of courses in a chief sustainability officer and other

and exams administered by organizations employees with the right skills at the senior

such as the United Nations Environment level, backed by ESG product managers.

Programme Finance Initiative (UNEPFI), banking

associations, universities, and other financial 5. Tailor metrics to your program

trade bodies. For example, Deutsche Bank has

committed to training its product experts to There are manifold KPIs for measuring ESG

standards certified by the Chartered Financial progress, success, and its impact on the business.

Analyst (CFA) Institute or the European These ESGE KPIs can be split into four main groups,

Federation of Financial Analysts Societies asillustrated in Table 1:
(EFFAS). In addition, J.P. Morgan runs an ESG 1.

Masterclass Series and Goldman Sachs provides

Regulatory KPIs:

Contribute products to regulatory metrics,
such as the EU’s Green Asset Ratio (GAR).
This indicator defines the proportion of

ESG training globally to relevant employees.

green financed economic activities and
investments as a share of total assets.

Table 1. Examples of ESGE KPIs

CATEGORY SELECTED KPIs

Green Asset Ratio (GAR), Banking Book Taxonomy Alignment Ratio (BTAR), etc.

GHG emissions, energy efficiency, use of renewable energy, etc.

Employee satisfaction, number of solidarity hours, training hours, etc.

Woman as board members, litigation risks, corruption cases, etc.

Operating income from ESG products/services, revenue increase from ESG products/services,

Top-line ; R .
P client number with ESG products/services, etc.

Share of profit coming from ESG products/services, return on assets from ESG products/services,

Financial/economic Giotitabllity return on equity from ESG products/services, etc.

Risk Risk exposure from ESG products, expected loss from ESG products, risk parameters of ESG products, etc.

Capital markets Share price, investor outreach, volume of ESG bonds issued, etc.
Employee satisfaction, retention, branding, reputation, etc.

Source: Arthur D. Little
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2. Non-regulatory ESG KPIs:

May vary based on sector but could include:

Environmental KPIs (e.g., CO2 footprint,
use of renewable energy, and energy
efficiency).

Social KPIs (e.g., diversity, equity, and
inclusion; training and education; and

qualifications earned).

Governance KPIs (e.g., actions taken

against corruption and litigation risks).

External ESG ratings, although there are
wide differences among these standards.

3. Financial/economic KPIs:

Top-line indicators (e.g., revenue increase,

new customers).

Profitability (e.g., return on assets,

return on equity).

Meeting risk KPlIs (e.g., expected loss
from ESG products).

Capital market metrics (e.g., share price).
4. Non-financial KPIs:

Employee satisfaction with company

progress on sustainability.
Retention.

Branding and reputation.

Figure 1. ESG's impact on SME loan revenues
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PUTTING ESG INTO PRACTICE
WITH SME LENDING

Banks should acknowledge increased interest
from SMEs in ESG products — and take action to
meet their needs. After all, doing nothing leads
to top-Lline reduction, while doing something
provides a good chance of increasing revenues.

We have derived a business case for ESG within
SME lending from our past project experience
and discussions with clients that have expanded
our knowledge. This business case example,
outlined in Figure 1, shows the potential financial
opportunity within a country with an annual
volume of SME loans valued at US $250 billion.

A bank with a 5% market share (equivalent to
$12,500 million) and a 2.5% interest rate will
earn $313 million in interest income. This market
share can be increased to $13,125 million without

changing pricing through a combination of:

= Attracting new clients from rivals. Offering
ESG investments increases loan volume by a

conservative 5% (+ $625 million).

— Preventing churn of existing clients.
Removing the risk of income loss of 10%
in the medium-to-long term decreases
(-$1,250 million).

This equals a15% ESG impact on SME loan volume
and arise in interest income to $328 million. Further
revenues can be gained through cross-selling
opportunities, which could include offering CO2
certificates and ESG advisory services.
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The benefits of an ESG portal

ADL worked with a financial services group that
offers a diverse range of products to help shape
its company-wide ESG strategy and to set up
an internal ESG portal. Figure A shows the three
focus areas:

1. Connection — bringing together all available
ESG products and services across the group
into a single portal, establishing sustainability
as a strategic foundation for future growth.

2. Comparison — showing the group how other
divisions were performing, enabling them
to benchmark their own progress and learn
from each other through healthy internal
competition.

3. Conversion — using the portal to highlight
and offer new green products and services
for new and existing customers, potentially
generating new income sources through

commissions or increased sales.

Figure A. Shaping the ESG strategy of a financial group
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By creating a central portal for ESG products,

the group made it simpler for all parts of the
organization to understand and sell a higher
volume of more sustainable services. Greater
transparency encouraged all divisions to embrace
new opportunities and clearly see the financial
benefits.

As a further step, financial institutions can go
beyond an internal portal to providing a platform
that is open to clients and through which non-
banking ESG products and services, provided

by different providers, are offered. Expanding
the portal to a wider ecosystem (e.g., including
providers of renewable technology) increases
commission opportunities and creates openings
to offer tailored loans to aid purchases. This
allows banks to be the primary ESG destination
for clients, helping them take a leading role in

the green transition.

Conversion

Create new Q g

income streams
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CONCLUSION

SEIZING THE ESG
REVENUE OPPORTUNITY

I ESG IS A LONG-TERM TREND
THAT WILL ONLY ACCELERATE

Despite current economic and geopolitical headwinds, ESG is a
long-term trend that will only accelerate — and banks need to be
ready. ESG provides an enormous revenue opportunity for them
to deliver new, tailored products to keep their existing customers
and win new business. Therefore, banks need to move from
greening the organization to underpinning greater sustainability
across customers through new products that can drive future

growth. Achieving this requires a focus on seven best practices:

1 Move from ESG to ESGE, fully integrating ESG into your

economically sustainable business model.

2 Encourage cultural change by promoting awareness

of ESG, particularly with customer relationship managers.

3 Understand customer expectations and the products

and services they need and want.

4 Create specialized ESG products tailored to different

business lines.

5 Build awider ecosystem by building new partnerships

beyond financial services.

6 Engage all stakeholders in an ongoing dialogue as ESG

evolves.

7 Investinthe right people and competencies by looking

beyond traditional banking skill sets.
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Arthur D. Little has been at the forefront of innovation since
1886. We are an acknowledged thought leader in linking
strategy, innovation and transformation in technology-
intensive and converging industries. We navigate our clients
through changing business ecosystems to uncover new growth
opportunities. We enable our clients to build innovation
capabilities and transform their organizations.

Our consultants have strong practical industry experience
combined with excellent knowledge of key trends and dynamics.
ADL is present in the most important business centers around the
world. We are proud to serve most of the Fortune 1000 companies, in

addition to other leading firms and public sector organizations.

For further information, please visit www.adlittle.com.
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