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Abstract

We examine climate-related exposure within a large credit portfolio, addressing
transition and physical risks. We design a modeling methodology that begins
with the Shared Socioeconomic Pathways (SSP) scenarios and ends with describ-
ing the losses of a portfolio of obligors. The SSP scenarios impact the physical
risk of each obligor via a DICE-inspired damage function and their transition
risk through production, requiring optimal adjustment. To achieve optimal pro-
duction, the obligor optimizes various energy sources to align its greenhouse gas
(GHG) emission trajectories with SSP objectives, while accounting for uncertain-
ties in consumption trajectories. Ultimately, we obtain a Gaussian factor model
whose dimension is of the order of the number of obligors. Two efficient dimen-
sion reduction methods (Polynomial Chaos Expansion and Principal Component
Analysis) provide a fast and accurate method for analyzing credit portfolio losses.

Keywords: Climate Risks, Transitions Risks, Physical Risks, Credit Risk, Polynomial
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Optimal Production Profit.
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1 Introduction

Climate risk and financial impact.

Facing the challenges of climate change, financial institutions are encouraged to shift
their activities and investments toward a low-carbon economy. Under the Network for
Greening the Financial System (NGFS), an increasing number of international banks
have committed to the agreements made at the Conference of the Parties (COP 24) in
Katowice in 2018, aiming to align their portfolios with the CO, trajectories of the Paris
Agreement. In other words, banks should incorporate the impact of climate change
into the management of their asset portfolios. Notably, measuring and assessing the
potential consequences of climate risks has become a key issue for financial institutions.

According to the Intergovernmental Panel on Climate Change (IPCC), CO, and,
more generally, greenhouse gas (GHG) emissions are among the main causes of global
temperature increase. To achieve the idealized objective of limiting average warming
to no higher than 1.5°C, the IPCC summarizes [19] different potential macro-scenarios
called Representative Concentration Pathways (RCP) to indicate possible GHG abate-
ment scenarios. Based on more detailed socioeconomic criteria and factors, many other
scenarios, known as Shared Socioeconomic Pathways (SSPs), have been proposed in
the scientific literature, e.g., [27, 35]. These scenarios allow firms in different sectors
and countries to anticipate and implement their mitigation strategy.

Climate risks in finance encompass two primary categories: physical and transition
risks, as discussed in [9] and [2]. Physical risks entail immediate losses to companies
due to shocks, especially as the severity and frequency of events like floods, heatwaves,
and wildfires increase in extreme climate scenarios. Transition risks, on the other hand,
result from firms shifting toward low-carbon production methods, profoundly influ-
encing their future trajectory and impacting financial institutions and investors in the
market. Modeling both risks remains a complex task with many uncertainties and
limitations, but it is crucial for financial institutions granting loans to economic com-
panies (obligors) to consider the transmission channels of climate-related risk drivers
in the credit risk analysis of their portfolio. For the insurance sector, climate change,
particularly physical risks, can significantly affect an insurer’s balance sheet, especially
in non-life insurance, and lead to substantial consequences for insurance companies
providing financial protection against climate-related loss events (see, e.g., [12]). The
impact of both transition and physical risks on the insurance sector is a highly topical
issue; see the recent works of [14, 33] regarding non-life insurers and their credit risk.

Our study focuses on selected SSP scenarios, which describe future paths of GHG
emissions across various sectors and temperature trajectories. We downscale these
scenarios to individual obligors to model their adaptations (transition risks) and their
impacts on physical risks. Subsequently, we aggregate this modeling at the credit
portfolio level. The primary quantity of interest is the portfolio cumulative loss defined
below in (1). The challenge we undertake is twofold: first, to design a robust and
meaningful model; second, to efficiently and accurately solve and sample it, given the
large number of obligors in the portfolio.



Literature on large portfolios and credit analysis.

Financial institutions manage large portfolios consisting of n obligors, where n can be
on the order of hundreds of thousands for major international banks. The cumulative
loss is typically expressed as

L= ZAZ X 1{X71Sdi} (1)

i=1

where A’ (resp., d') represents the loss given default multiplied by the exposure at
default (resp., the default barrier) of the ith obligor, X is the obligor’s default-relevant
variable, which also characterizes the dependence between obligors through correlated
random factors. Modeling the marginal distributions of X* and their dependence is
crucial. In the current work, we explicitly model X? and d* in terms of the related SSP.
In the credit-risk literature neglecting climate risks, there exist two main approaches to
describing the dependence of credit portfolios: the so-called bottom-up and top-down
models. In the first approach, we start with the marginal distribution of each default
time. Then, we specify the correlation structure, frequently utilizing copula models.
For a comprehensive survey, refer to McNeil and Frey [28]. In the second approach,
we focus directly on the cumulative loss process for credit portfolios to overcome
the computational burden associated with portfolio size (see, e.g., [4]). In the first
approach, when the size of a credit portfolio is very large, advanced numerical methods
must be used as any naive Monte Carlo simulation becomes too time-consuming.
Moreover, standard market models often impose a simplified dependence structure
to facilitate computation. In factor models such as the Gaussian copula model, all
obligors in the portfolio are correlated through one or several common macroeconomic
or financial risk factors. Conditionally on these common factors, the default of the
underlying companies is independent, as their heterogeneous factors are. A typical
example is the one-factor Gaussian copula model of Li [26], where the loss is expressed
as (1). In this model, X* = p'Z + /1 — (p?)2e’ with Z and &' being independent
standard normal random variables, and p’ € (—1,1) being the correlation parameter.
The default barrier d’ is deterministic.

We can also consider a multivariate default intensity model, generalizing the
standard one-dimensional Cox model [23]. For a fixed horizon time T > 0, let
Xt = fOT (As + AY)ds where A\ and A’ are non-negative processes representing the
default intensity induced by common and individual risk factors. The default barrier
d’ is an independent exponential random variable. For other classical factor models in
credit risk modeling and analysis, refer to [40] and [16].

In the credit-risk literature accounting for climate risks, the authors of [13] consider
a multi-factor model called the Climate-Extended Risk Model (CERM) with several
common risk factors, i.e., Z is a centered Gaussian random vector with a given cor-
relation matrix. Our contribution is different as we consider a bottom-up modeling
approach and additionally provide an efficient computational scheme to analyze the
cumulative loss (1). To integrate the impact of climate risk into credit-sensitive firms
and asset portfolios, [24] develops a structural model for defaultable bonds of com-
panies exposed to transition risks. Unlike [24], which focuses on a single obligor, we



model the credit risk of a large portfolio and also account for physical risks. Climate
disaster-related events, such as Hurricane Harvey, have been incorporated using jump-
diffusion processes to measure the impact of physical risks on the default probability
of the housing sector, as demonstrated in [25]. In [10], the authors propose an inte-
grated assessment of energy transition risk that links future energy scenarios to a
structural economic model (Merton’s model). This methodology is applied to electric
utility companies located in the 28 European Union countries, focusing on the finan-
cial impacts of decarbonization policies. Another closely related work is [22], where
the authors apply an asset-and-liability model to analyze the impact of carbon costs
on default probabilities. They consider various fuel mix plans and carbon price scenar-
ios, with a particular focus on Eskom, South Africa’s state-owned utility. Unlike our
approach, these two papers do not consider physical risk and focus solely on electric
utilities. In contrast to [25], our work focuses on a portfolio of obligors, accounting for
dependence, and incorporates both physical and transition risks. Furthermore, adjust-
ments to default probabilities and bond portfolio valuations are derived under various
climate scenarios, based on the technological profiles of firms facing transition risks,
as outlined in [3]. As a difference with [3], we focus on the credit risk of the portfolio
rather than individual obligors. Additionally, our approach integrates both physical
and transition risks into the modeling, and addresses related computational challenges.

Contributions of our paper.

We propose a multi-default model that accounts for both transition and physical
risks. Our contributions encompass three key aspects. Our comprehensive approach
to modeling and computational methods is summarized in Figure 1. This diagram
is included for pedagogical clarity: it provides the reader with an overview of the
methodology developed and the main quantitative results obtained.

Firstly, on the modeling front and following the approach of [5], we start from a
target emission scenario, such as one of the SSPs, and derive the obligor’s transition
efforts and strategies by considering a mix of different energy types, their respective
emission factors, and associated costs; see Theorems 1, 2 and 3. These factors directly
impact the obligor’s production methods and credit quality. The correlation structure
among obligors is modeled by introducing common systemic factors, akin to market
factor models. This approach differs from [5], where the focus is on a unique energy
source and a cost function for a single obligor.

Secondly, in Section 3, we incorporate the projected costs associated with future
physical risks that affect the obligor’s overall value. This estimation draws on histor-
ical cost data and a modeling approach inspired by the Dynamic Integrated Model
of Climate and Economy (DICE), reminiscent of Nordhaus’ work [30, Eq. 5 p.10].
This approach acknowledges the inertia between GHG emissions and their subsequent
effects on physical risks. Overall, our model offers a transparent mechanism for tracing
how climate risks influence the creditworthiness of individual obligors. The marginal
default probability for each obligor can be inferred using a bottom-up credit modeling
approach. This is an additional extension to [5], which did not model physical risk.

Thirdly, we turn to computing credit risk metrics for large-scale portfolios using
a top-down framework. Drawing inspiration from [6], we introduce an efficient
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Fig. 1 Diagram illustrating the analysis of the problem.
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numerical method based on Polynomial Chaos Expansions (PCE) for evaluating
cumulative losses, see Section 5.3. However, our approach stands out by integrating
dimension-reduction techniques specifically tailored to address climate risk.

As mentioned earlier, the correlation structure among obligors is established
through a common systemic risk factor. We propose a method to reduce both the
common and all idiosyncratic risk factors (amounting to m + 1 factors) to just
2+ (M +1)(M +2) factors, where M is limited to a few units. This reduction is sub-
stantiated quantitatively through two main approaches: a) an analysis of eigenvalues
via Principal Component Analysis (PCA), yielding two significant factors (see Section
5.2 and Proposition 5 for an L! error estimate), and b) a Polynomial Chaos Expan-
sion applied to the limited systemic factors to perform a Gaussian approximation with
(M +1)(M + 2) terms. Additionally, we provide an error estimation for the trun-
cated losses based on findings from [6, Theorems 2.6-7]. The improvement is significant
especially for n large, as discussed in Subsection 5.3. Our method has shown both
accuracy and speed in practical applications, supported by numerical experiments.

The remainder of the paper is structured as follows. Section 2 addresses transi-
tion risk, deriving optimal emission strategies for an obligor navigating low-carbon
mitigation transitions. Section 3 examines various potential physical risks and their
impact on the obligor’s value process. In Section 4, we quantify the combined impact
of transition and physical risks on the obligor’s credit quality, providing a semi-explicit
formula for default probability in a special setting. Section 5 focuses on aggregating
credit risks and calculating cumulative losses for large portfolios, introducing efficient
numerical methods for computation. Technical details are deferred to the Appendix.

2 Modeling the transition risk of each portfolio
obligor

2.1 Overview of the approach

We consider a portfolio composed of n € N* companies whose production depends
on their GHG emission levels measured in carbon dioxide equivalent CO,e where COye
means that all GHG emissions have been converted into CO, emissions. To allow com-
parison of the global warming of different gases, climate scientists use global warming
potential (GWP) factors to convert one unit of a particular GHG to one unit of COs.
For example, methane CHy has a GWP of about 27-30 over 100 years. Note that GHGs
differ in their radiative efficiency (ability to absorb energy) and their lifetime (how
long they stay in the atmosphere), see [34, Table 2.14] for a detailed table of these
different GHG characteristics.

The companies aim to optimize their emission strategies following a low-carbon
mitigation transition. Specifically, the ith obligor solves the infinite-horizon optimiza-
tion problem

70 =E[ [T @ -l - s ae) e @

where



e P is the obligor’s production assumed to depend on time and to be stochastic
as it accounts for the demand uncertainty in goods. It will be modeled using the
Stochastic Differential Equation (4) which will be detailed later. The production
dynamics depends also on the energy power coming from different energy sources
e € & where &' is the set of all of the energy sources available to the ith obligor.
The energy power is proportional to the vector of GHG emissions v := (Ye)ecs-
We refer to Subsection 2.2 for details, in particular equation (4) which describes
how v 1= (7e)ecs: affects P?.

e 7 is a profit function and r > 0 is a discount factor.

® Ci(v!) represents the cost of purchasing these different primary energies, see (3).

e National and international authorities penalize (resp., reward) companies emitting
above (resp., below) an emission target, see below. This is encoded in the term
(41 (resp., £5(1)), see Examples 1 and 2.

Comparing (2) with [5, Eq. 3], we note again that different energy sources are consid-
ered through the term % := (7, )ece: and an additional reward term /5 is included; this
is a significant difference with [5] as it allows for more realism in terms of adaptation
policy.

In our model, we do not consider any carbon compensation or offset, and we ignore
carbon permits that could be traded in carbon markets. This extension is left to further
research.

In the end, the optimal emission policy for the ith obligor is

F. =argsup J* (1)
YiEA

where A’ is the set of admissible emission policies for the ith obligor. In this simplified
model, we assume that companies are correlated through a common market factor but
they do not interact with each other through the drift coefficient.

Last, our approach for modeling production takes COye emissions as inputs, while
taking energy consumptions as inputs may initially appear more intuitive, given that
these consumptions yield different COse emissions. In fact, both approaches are equiv-
alent because of the ratio 0., > 0. In our modeling, we prefer to focus on COze
emissions.

Below, we describe each step and establish that, under suitable model hypotheses,
there exists a unique emission policy for each obligor.

2.2 Modeling the link between GHG emissions and production

Energy sources: GHG emissions, emission factors, and cost.

According to the U.S. Energy Information Administration (EIA)!, the different energy
sources used by the U.S. industrial sector are: natural gas, petroleum, electricity,
renewable sources (mainly biomass), and coal. Depending on how and where these
energy sources are produced, their climate impact and price are different. For example,

1 https://www.eia.gov/energyexplained/use-of-energy/industry.php
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most companies purchase electricity from electric utilities, independent power pro-
ducers, or possibly produce electricity for their own use with solar panels. Electricity
can be produced from nuclear energy (nuclear power plant), renewable energy (wind,
hydroelectric power plant, photovoltaic), fossil energy (oil, coal-fired power plant) or
a combination of nuclear/renewable/fossil energies. Depending on where the obligor
operates and its choice of suppliers, the electricity might be produced from a differ-
ent electric mix. To illustrate this, Table 1 shows an example of three different UK
Electricity Suppliers as of 2022. Observe for example that electricity produced from
nuclear energy (resp., gas) is 63.1% (resp., 15.1%) for EDF Energy and 7.0% (resp.,
74.0%) for Utilita.

Supplier Coal | Gas | Nuclear | Renewable | Other | Emission factor (kgCOze per kWh)
Utilita 9.0 74.0 | 7.0 3.0 8.0 0.429
e.on 2.0 16.1 | 1.5 78.8 1.6 0.093
EDF Energy | 1.6 | 15.1 | 63.1 19.0 1.2 0.082
Bulb 0 0 0 100.0 0 ~0

Table 1 Fuel Mix (in %) of some of the UK Domestic Electricity Suppliers as of 2022. Those values
are taken from https://electricityinfo.org/fuel-mix-of-uk-domestic-electricity-suppliers/. We assume
here that 1kgCOse & 1kgCO> for electricity production. Note that because of The Electricity (Fuel
Mix Disclosure) Regulations Act of 2005, electric suppliers are obligated to provide details of the mix
of fuels used to produce electricity https://www.legislation.gov.uk/uksi/2005/391/contents/made.

Source of Energy Emission factors (kgC0Oz2e per kWh)
Electricity (Coal) 0.820
Electricity (Gas) 0.490
Electricity (Wind) 0.011
Electricity (Nuclear) 0.012
Electricity (Hydro) 0.024
Charcoal 0.403
Crude Oil 0.264
Natural Gas 0.202

Table 2 A few examples of emission factors. For the
emission factors from electricity generation, we report the
median values of the lifecycle emissions from [38, Table
A.IIL.2]. For the others, we report the default emission
factors of [15, Table 2.2]. We have used the conversion
1kg/TI = % x 1076 x 1kg/kWh where 1TJ is one tera joule.
Those values are also reported at https://ourworldindata.
org/grapher/carbon-dioxide-emissions-factor

The last column of Table 1 is the so-called emission factor (sometimes called
emission intensity or carbon output rate)?. It quantifies how much GHG emissions
(measured in COye) are released when consuming 1 kWh of a particular energy source
e. Examples of emissions factors are reported in Table 2. Observe that the emission

2terminology from https://ember-climate.org/insights/research/european-electricity-review-2022/ and
https://www.eia.gov/tools/glossary/index.php?id=c
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factor for electricity produced from coal is about gzg% ~ 68 times higher than elec-

tricity produced from nuclear energy. Emission factors for world countries as of 2022
are reported in [18].

We also stress that countries have different energy mix profiles. For example, in
Figure 2, we plot the energy mix for China, the USA, and France in 2022. The share
of electricity produced from nuclear energy is 63% for France, 5% for China, 18% for
the USA, while when produced from coal it is 1% for France, 61% for China, and 19%
for the USA.
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Fig. 2 Left: Emission factors of electricity in kgCOze/kWh as a function of time for France, the USA,
and China. Right: Bar plots of the electricity mix as of 2022 for the same countries. Data taken
from [36].

Notation.

In our model, we denote by &*!! the set of all possible energy sources®

use for its production:

an obligor can

&N = {Coal consumption, Coal coke net imports, Petroleum consumption,
Dry natural gas consumption, Nuclear electricity net generation,
Hydroelectricity net generation, Geothermal electricity net generation,
Solar thermal and photovoltaic electricity net generation,

Wind electricity net generation, Electricity net imports, }

We let & C & be the energy sources available to the ith obligor. Notice the
dependence of i for & as the set of all available energy sources might differ from one
obligor to the other (different locations, different suppliers, etc). An obligor is unlikely
to have access to all possible energy sources &' and to use all available energy sources

31t corresponds to the list of energy sources for “Primary Energy Consumption” in the EIA’s glossary
https://www.eia.gov/tools/glossary.
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&". This fact will be materialized in the constraint set G, see (8) in Subsection 2.3. We
stress that we are not attempting to optimize the selection of energy sources (e).cei,
but rather to optimize the obligor’s emissions (Ve)ecei-

Two features characterize an energy source e € &*:

® the price aé’t > 0 per unit of e-energy consumed by the ith obligor at time ¢. The
price may differ from one obligor to the other as it depends on the location of the
obligor’s offices, factories, and its access to related energy supply companies and
their rates. We assume that the price is a deterministic function of time 4. Its unit
is USD/kWh. In Figure 3, we plot the yearly U.S. average prices of gasoline, gas, and
electricity from 1978-79 to 2023.

® the power/COse ratio 92’,5 > 0. It corresponds to the average production rate for each
energy e, i.e., the quotient of the total equivalent power production with respect to
the equivalent CO, emission from using e. Its unit is kW/kgCOye. It equals the inverse
of the emission factor (previously described), divided by one hour. These power/C05e
ratios may depend on ¢ because companies may differ in their geographic zones and
countries with different electricity mixes, as illustrated in Figure 2. We assume that
each ¢ — 0., is a deterministic function of time.

For every obligor, there exists a trade-off between price and emission factor depend-
ing on how “green” the obligor is. An obligor might want to pay more for using
“cleaner” energy sources. However, the obligor’s probability of default could increase if
the costs of fulfilling carbon obligations (e.g., through carbon pricing or sequestration)
become too high. Conversely, successful mitigation strategies and efficient management
of such obligations can help achieve financial net zero, as introduced in [20].

—— Gasoline 0.164 —— Gas
1.0 —— Electricity
o6 _ 012+
2 <
= =
0 0.6 30084
(006 c%0.08
> >
044 0.04
0.2
T (ol T (ol T (ol T %l T %l 0.00 T (OI T (OI T (OI T (ol T (OI
Q Q Q Q Q Q Q Q Q Q
D R D O L L NN QP D D D P QL NN QP4
F LS T P S S GG U L

Fig. 3 Left: Yearly US average price of Gasoline in USD/liter. Right: Yearly US average prices of
household gas and electricity in USD/kWh. Source: U.S. Bureau of Labor Statistics.

We denote by 7i ; := (i )ecsi the vector of instantaneous GHG emissions for the
ith obligor coming from each of the primary energy sources e € &*. Its unit is kgC0Ose.

4Ideally, the price ae,+ should depend on the future scenario pathway considered. Electric price scenarios
for some sectors are available in the AR6 database https://data.ene.iiasa.ac.at/ar6
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With our notations, the instantaneous energy (in kwh) coming from e consumed during
a small interval [t,¢ + d¢t] (in hours h) is then

Hi,t X vi’t dt.
The cost (in USD) of consuming such energy is
O‘i,t X ai,t x ’Yi,t dt,
while the cost (in USD) of consuming energy coming from all sources e € &° is
Z ai,t X Gi,t X %i,t dt =: af’ﬁ: "Yf,t di
€&’

where we have introduced the short-hand notation

and - denotes the scalar product. In addition, to account for the limited amount of
energy available at a given date, we add a quadratic term that captures the fact that
marginal energy cost is increasing with the demand. Introducing the notations,

0 i i i i
S= (Bl 6L02) o 0= ((h)Pees
ec&?

the total energy cost over the interval [¢,¢ + dt] writes as
Cl(oke) dt = 7 (b x (2, x ves) + B (00, x 7ke)”) at

= (Al + B ()L, at (3)
2 and t — 6;?) are strictly positive and
deterministic measurable functions of time for any e € &*. In the specific example of
[5, Eq. 14], a single energy type was considered, and the total energy cost was entirely
quadratic in the emissions. Here, we consider various types of energy and include
a linear term in the emissions to model the cost in USD of consuming energies. An

illustration on how obligor emissions may evolve with time is depicted later in Figure
5.

where ¢ — al , and ¢ — 2, (and thus t — ol

e’

11
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Fig. 4 C0; emissions in some of the CIMP6 Scenarios for the transportation (left figure) and indus-
trial (right figure) sectors. See the AR6 Scenario Explorer and Database at https://data.ene.iiasa.ac.
at/ar6/.

Total GHG emissions.

Using the previous notations, the total GHG emissions is

Z 72,75 =1 'Yf,t

e€&’

where 1 is a vector with unit components in the appropriate dimension equal to |£|.

Let 3* = (3i,t > 0) be a carbon emission benchmark (e.g., an SSP of a certain
sector to which the i*" obligor belongs to), which is supposed to be a deterministic and
measurable function with respect to time. See Figure 4 for such emission benchmarks.
At time ¢, the obligor is:

® penalized if its global emission is above 3/ through ¢} (1-~%, — i) where £ is a
non-decreasing continuous function,

e rewarded if its global emission is below 7} through ¢4 (3 — 1 -7f7t) where £} is
another non-decreasing continuous function.

We further assume that ¢, ¢4 have at most a quadratic growth at infinity. They corre-
spond to national or international policies aimed at incentivizing the reduction of GHG
emissions through the establishment of specific quantitative targets. The selection of
penalty and reward functions remains a challenging issue for regulatory authorities.
Imposing higher penalties, such as exponential penalty functions, may prompt imme-
diate responses from companies. However, this could yield long-term adverse effects on
their productivity or competitiveness. Therefore, a well-designed penalty and reward
mechanism is crucial for encouraging companies to enhance their adaptation and
mitigation measures while maintaining alignment with their business strategies.
Example 1. The functions £* can be taken as

Wl(x) = wi xi, ﬁz(az) = w% $2+7

12
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where 1 = max(x,0), and wLwé > 0 are constant parameters representing respec-
tively the penalty and reward forces. We choose a quadratic penalty (resp., reward)
Junction to accentuate large values of over-emission (resp., under-emission) compared
to the benchmark emission scenario. This example is further investigated in Theo-
rems 8 and 4. This results in a convex problem that allows for an explicit solution for
each obligor and can be solved numerically with fast algorithms for all obligors in the
portfolio.

Example 2. The functions £* can be taken as

Ezl(a:) = w’i xi, Eé(m) = w% Ty

Here, the reward function has a linear growth rate. Compared to the previous example,
there is less incentive to pollute less though the cost of polluting remains the same.

Production dynamics and profit function.

We consider the special model where the profit function is given by
7'(z) = AP’ x log(x),

where AP’ is a given average price.

To define the stochastic model for the production, consider a filtered probability
space (Q, F,F = (F;)i>0,P) on which is defined n+ 1 independent standard Brownian
motions B, B!, ..., B". Given the logarithmic nature of the profit function, we directly
model the log-production pi = log(P}) as a linear stochastic differential equation

dp} = p'(t, p}, L ,) dt + o' AW},

Pt p, i) =a = bp+ > b x b, x 0L, (4)
ec&t
=a" - bip + 0?9 "Yf,n

where we have introduced
Ci’e = (Cé X Hi,t)eeé"’i
and
AW} = p'dBy + /1 — (p)2 dB; (5)
with correlations p* € (—1,1). B reads as a systemic risk factor and the (B%)1<;<, as
independent idiosyncratic risk factors. We further assume that o' > 0.

In (4), the coefficient a® > 0 represents an average production level, b* > 0 is a
mean-reverting parameter and ¢! measures the obligor’s energy consumption depen-
dence on e. Making ¢! depend on e serves as a means to convey that, from the
perspective of the ¢th obligor, it is possible to interchange energy sources, even though
the power consumption 7¢ x 6! remains the same. To illustrate this concept, con-
sider the straightforward example of hydroelectric power generation and fuel usage for
vehicle transportation.
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2.3 The obligor’s optimization plan

Each obligor aims to optimize its emission level under the double objectives of
maximizing its production profit and respecting the emission mitigation scenario.
Mathematically, it corresponds to
o= argsup J* (71) (6)
veeA!

o0
gt (8) =| [ e (AP’ Pt i, B (2
0

Ak A B G 1005 ) dt] R

where r > 0 is a constant positive discount rate. The admissible stochastic control set
A? contains all progressively measurable processes v valued in

Hgf,t with gf,t = H [0, /\Z,lfx] (8)

t>0 ec&t

where the function ¢ — AZ'f™ is measurable.

Mathematically, what is important is that the set (]f’t is a closed, bounded, and
non-empty subset ° of [0, +-00)I¢".

We assume that the following integrability condition holds: there exists n € (0,r)
such that

oo
/ e sup |vi,|*dt < +oo. (9)
0 vi,tegi,t

In view of (8), the condition writes [ €™ supyeg: (AR$)? dt < +o0.

2.4 Existence and uniqueness of an optimal emission

We now characterize the solution 3¢ to the optimization problem (6).
Theorem 1. Leti € {1,---,n} and for any 7., define

i AP i i i0 i i,0 i
fi ('Y.,t) = b C.’o Vet T Ot Vet — 6.:1& : ('72).,t_

gzi (1 "Vf,t - %) + @é (% -1 'Yf,t)' (10)

Assume that

5 Allowing for unbounded g;' is presumably possible but would lead to extra technicalities that are not
central to our work. Furthermore, on the application side, restricting to bounded emissions is natural.
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e the benchmark global emission t — i is such that
o .
/ e M7 2dt < 400, (11)
0

e there exists a ﬁft € git mazximizing f{(-).

Then, this mazimizer solves the optimal stochastic control problem (6).

Theorem 2. Assume that (11) holds, that 4., — f{(y ;) is continuous and strictly
concave. Then, there exists a unique 3. , € Gl , maximizing f{(-) and thus solving the
optimization problem (6).

The main advantage of the setting of Theorem 2 compared to that of Theorem 1
is algorithmic, because, in the above concave case, we can make use of fast algorithms
to compute the maximizer of fi(-), (see, e.g., the projected gradient descent algorithm
exposed in Remark 3).

Theorem 3. Consider the loss functions of Example 1, i.e., l}(z) = wi(z4)? and
Oy(x) = wh(z4)?. Then, when wh(1 - ﬁ) < 1 for any t > 0, the assumptions of
Theorem 2 are satisfied. 1

Note that the loss functions of Example 2 do not allow to retrieve a concave
problem: as the reader can easily check, this is mainly due to the fact that g(z) :
2+ 2% — czy (with ¢ > 0) is not a convex function (indeed, g(¢) + g(—¢) < 2g(0)
for a small enough ¢ > 0). Despite this lack of convexity, the conditions of Theorem
1 apply: indeed, the function 7, — f{(v.,) is continuous on a compact set G; and,
thus, admits a maximizer. However, the uniqueness is not guaranteed.

Proof of Theorem 1. To alleviate notation, we omit the index i. Let 7, = (7e)ecs € A
be an admissible strategy to the problem (7). Then, the difference J(7,) — J(7.) equals

E {/0 e "t <AP(@ —pt) - a‘f,t ‘ (W.J - ’Y.7t) - 53,: . ((/7\2).715 - (’72).,t)
— (- Ae =) F (X ye e —Ye) F (e —1-Fat) —Lla(Fe — 1 '7-,t)>dt} (12)

where p; is given by
dp = (a — bpy + ¢ - Aup)dt + odWy, Do = po. (13)
By Ito’s formula, we have
d(e (P — 1)) = frt( —(b+7)(Dr—pe) + L Far — %,t))dt- (14)

Since v, € A, we have
oo 2 3] S
E {(/ el alat) } < (/ (e7/2)2dt) E U (e c! ~'y,7t|)2dt}
0 0 0
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s T o 2
< FE ey g|fdt| < 400
n 0

using the integrability condition (9). Therefore, the integral fooo e"M|cl -, ¢|dt is finite
almost surely; the same holds obviously for 7,. By solving the equation (13), we get

t
ﬁt — Dt = / e_b(t_S)c? : (/’}70,8 - ’7.’5)(:18,

0

t

7B )] < e [l (B s
0
using b > 0. Hence, since r > 7,
tiifrnoo e (P —p) =0, as,

which leads to
[ et (040G -0+ G =)t =0, as,
0
owing to (14). Consequently, (12) rewrites as

J(.) = J ()

o0 77, AP N = =N
_ E[ | e ( G pen) = % Gt = at) = B (3Dt — (1))
0 r+b

~ B A =T (L =)+ 1 Fu) — o — 1) )
_— ) {/0 et (ft@q) - ft(%,t))dt} .

As 7, ; maximizes f;(-) for any ¢, we have proved the announced statement. Moreover,
we can show that ¢ — 7, ; is measurable, see Appendix B for detail. O

Proof of Theorem 2. The strict concavity of f{(-) on the convex set G; ensures that
the set of maximizers of ?ft is reduced to a singleton. O

Proof of Theorem 3. We omit the index i. In view of Theorem 2, it is enough to prove
that for any ¢, the continuous function f; is strictly concave with the current choice of
loss functions ¢1 = wy(z1)? and £y = wy(w4)?. At any given ¢, the Hessian matrix is

3 f(7.
(Dth(fY.))e’e/ = (}yﬁé’:,) = _21e:e’ﬁg,t — lelEt + 2w21EtC, e, e ¢ &,

where E; := {7 < 1-7,}. On the set of v, such that F; holds, then D?f(v,) is
obviously negative definite because we have assumed Bg,t > 0 for any e and ¢, and wy >
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0. On the complementary set where 1z, = 0, the sign analysis is less straightforward.
Let us compute the associated quadratic form: for any non-zero x, = (Z¢)ecs € R
we have

%x, . szt(’y.)x. = - Z 52,#2 + WQ( Z xe)z

ecs ecé&
1
s - Z Ba.y2 + wa ( Z ) ( Z B8 a2) <0,
€& ecs& Vel e

since wg(zeeg ﬁ%f) < land ) ,8&3:2 > 0. We have proved that, in any case,

D2 f;(v,) is negative definite, i.e., f; is strictly concave. O

2.5 An explicit example

We now offer efficient emission strategies with explicit formulas based on Example 1
and Theorem 3.
Theorem 4. Assume that the assumptions of Theorem 3 are in force. For anyt > 0,

define

; 1 AP, ; ; 1 ; : 1
M= (B —abl), go=ol (1 =), &emwh (1)
2800 rtb | By Bt

and assume that for all e € &7,

AP ¢ ?

0 .
< r+ b

2wl ) ) 28 ) ) ;

,0 1 i~ 2 ~i i\t 4,0 y max

- — — (I'} — — - -T <2620\ . 15
et T 14 &, ( t ’Yt) 1—¢i, (71& t) Bert Aet (15)

Then, the optimal emission strategy for the energy source e has the explicit form

~i
’Ye,t -

1 /AP0 0 2w N 2wl S+
— T S| ) I —— T £ ) 16
25;13( b o1+, (T =) 1-&, (i —T%) (16)

Furthermore, the excess emission equals

~

i i 1 i i 1 ~i i
1'Vf,t*’>’t:Tﬁt(rt*ﬁ’t)+*?§%t(%*rt)+- (17)

Proof. We compute the gradient of (10). For any ¢ > 0 and energy source e € &,

AP cL?

OfF (i )=

8’7;1:

6 0 ) ) » o .
T b —aé,t—%l,wé,t—2Wi(1-73,t—%)+—2w§(%—1-vf,t)+- (18)

From Theorem 3, we know that f} is strictly concave so that it is enough to check

that 57 , given by (16) is in (0, A#*) (the interior of the constraint set) and cancels
(18). The verification that 7 , € (0, A2*) is immediate from the condition (15).
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Let us now verify that 5%, cancels (18) and verifies (17). Consider the first case
where I'; > 7: summing over e in (16), we have

~i ~i i gi,t i~ ~i
1")’.,:&*%:Ft* 1+£i’t(rt*%)*%
1 _ .
- (-5,
1+, v t)

and therefore, we get

%

off
87é,t

B AP ¢if
o+l
=0.

(F0)

fai,ef(%faz ~ Caiy) 2w
e,t b e,t 1+§%,t t— Mt 1+§%’t t

Consider now the second case where I'; < 5. A similar computation gives

~i ~i ~i i & ~i i
Ve~ 1 Vo= — I+ _27ti ('Yt - Ft)
1-&,
1 ~i i
= ?fé,t(% - Ft)

and consequently, it readily follows that

)

t

- 2wt S 2w PR
,(: w1 (2 )) 1 (

off AP 0 (APZ‘ Al e 2wk , 2wy
L 1 — e' _ 2, _ e' _ 2, o _ T F’L ) _ _ T FZ
8’}/é7t (7.,1:) r 4 bi ae,t r 4 bi ae,t 1— 557)& (r}/t t) 1— gé’t ( t t)
=0.
The proof is complete. O

Remark 1. The interpretations of the above results are as follows. First, when there
is no penalty or reward policy, then the obligor’s optimal emission strateqy for each
energy e 1is

1 Ci’a i,0
2607 (i est)
When the incentive policies are incorporated, that is, when wy and ws become strictly
positive, the obligor reduces its emissions level. Second, the price of a given energy
aé’i is bounded from above by a certain level so that the energy e is chosen by the
obligor. In the opposite case, the emission by the corresponding energy may drop to

zero, meaning that the obligor prefers to avoid e and choose other types of energy.

We conclude this section by illustrating, in Figure 5, the outputs of Theorem 4.
Namely, we consider the scenario SSP1-26 for the industrial sector and three energy
types (natural gas, electricity from nuclear, and electricity from coal). We use the
values of Table 2 for the power/CD,e ratios and Figure 2 for the prices. More precisely,
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the parameters are r = 0.05, a = b = 0, ¢ = (1,1,1), w1 = 1074 wy = 0, a =
(0.05,0.16,0.16), 8 = (1,1,1), 8 = (1/0.202,1/0.012,1,/0.820)/3600. As expected in
view of the SSP1-26 scenario (right plot of Figure 4), the total emission gets reduced
as time goes by, and the reduction mainly impacts the browner sources of energy (first
coal, second natural gas).

30
©
25
o
(7]
9 209 —— Sum of emissions (kgCO5e)
§ Natural gas
8 154 ==~ Elec (Nuclear)
« —-- Elec (Coal)
£ 10
SE10q4 = =gy —————
g RN
° .
£ 54 S~

T T T T T
2020 2040 2060 2080 2100

Fig. 5 Optimal emissions for three types of energy: natural gas, electricity from nuclear, and elec-
tricity from coal. Scenario: SSP1-26. Sector: Industrial.

3 Modeling the physical risk of each portfolio obligor

Now, we model the physical risk and its effect on the obligor’s value process. Inspired by
actuarial science, especially ruin theory [1], we model our aggregate loss as a compound
Poisson process, capturing the randomness of physical risk events in time, independent
inter-arrival intervals, and random losses denoted as Z. Our goal, however, is to provide
a more tailored analysis specific to the obligor of interest. In our study, we incorporate
the temporal evolution of the magnitude of physical risks, offering a detailed and
dynamic perspective on how these risks affect the obligor.

3.1 Disintegrating the physical risk over climate and weather
event types

In our modeling, we aim to consider two specific aspects:

1. Not all climate and weather events are relevant to a particular obligor.
2. The obligor’s exposures vary based on the geographical zones of its offices and
factories.

Climate extremes (droughts, heatwaves, sea level rise, etc) pertain to long-term,
persistent deviations from typical climate conditions, while weather extreme events
(tornadoes, blizzards, tsunamis, etc) are short-term, intense deviations from normal
weather patterns. They both occur on different timescales (typically from hours to a
few days for weather-extreme events) and have distinct characteristics. Types of cli-
mate extremes and weather extreme events cw are extensively detailed in [39] and
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consist of

CW := {storm/typhoon/hurricane/tornado/tropical cyclone,

hailstorm, flood, winter storm, level sea rise, and storm surge,

heat wave, drought, wildfire, extreme cold spells, snowstorms, and blizzards,. ..

For each climate and weather event cw and geographical zone [, we associate a Pois-
son process N (defined on the same filtered probability space as before) with a
deterministic intensity ¢ — /\g”. The intensity varies over time due to the global
impact of climate change, which increases the frequency of extreme weather events.
However, the outcome is location-dependent, with some areas experiencing heightened
frequencies while others may see decreases. We refer to [21] for the mathematical def-
inition of a time-inhomogeneous Poisson process. While these Poisson processes could
be defined with interdependencies, they do not affect the subsequent derivation, as we
demonstrate.

When a climate and weather event cw occurs in a geographical zone | and time wu,
the ith obligor experiences an immediate loss Z% %! ¢ resulting from the obligor’s vul-
nerability and exposure to climate events. Over a time interval [to, 1], the cumulative
loss incurred by the ith obligor is

t1
/ Z Zlijcw,l dN;w’l.
to cw,l
3.2 Expected loss for an obligor

The obligor is making provisions for these physical risks by discounting future losses
with an interest rate r. This leads to the following definition of the Expected Physical
Loss (EPL) as follows:

EPL(t) :=E [Z /OO et giowlgyewl |]—‘t} ) (19)

cw,l t

From the properties of the compound process, we have

EPLY(t) = / T emriu (D E[zi==] xe)du, (20)
t

cw,l

where we have additionally assumed that the random losses (Z5%!),, are independent
(in time) — this is a standard assumption in actuarial sciences.

Alternatively to the above Expected Physical Loss, we could better capture the
full distribution of the physical losses, i.e. the term ___, J -+ in (19), by computing
quantile-based measures (e.g., Value-at-Risk). This approach is commonly used in the

Son the mathematical side, VALY caglad process
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Solvency II framework with the Minimum Capital Requirement (MCR) and Solvency
Capital Requirement (SCR). This option is briefly discussed in Remark 1.

3.3 Calibration procedure

To use the above description, we have to model the time evolution of
uw— E[ZY, ue A

according to each geographical zone [ and climate and weather event cw.

Empirical studies, like [19], reveal a strong connection between the frequencies
Al of climate events, mean losses IE[Z};C"’JL and the climate mitigation trajectory
linked to a specific SSP. In a scenario like SSP5, characterized by significant warming,
obligors would face more frequent and substantial losses. Conversely, in a greener,
highly mitigated scenario such as SSP1, losses would be far less frequent and severe.
We suggest a simplified, realistic model suitable for straightforward calibration.

From the Nordhaus model [30, 31] (also known as the DICE model — Dynamic
Integrated model of Climate and the Economy), we know that E[Z2%!] and AZ"!
depend on the global rise in atmospheric temperature TaTy through a damage function
D. In the initial DICE model, the damage is quadratic:

D(Tarm) = a1Tarm + a2 T (21)

with a3 = 0, ag = 0.0028388 (2008 version of DICE). Alternative functions have been
proposed in the literature; see [17, 41], for instance. Note that Tarym refers to the
global average temperature increase relative to the pre-industrial era. For simplicity,
we assume the damage function is identical for all companies and independent of cw
and [.

We assume that »___, E[Zi=!] Ash! evolves proportionally to D(Tarm(u)), where
the path of the atmosphere temperature is given by the selected SSP and denoted
u — Tarm(u), see Figure 6 for some relative temperature paths for different SSP
scenarios. All in all, our model of physical losses for the ith obligor becomes

P = (SRl ) [ gy @)

cw,l

where t,¢f is the time at which the model is calibrated.

Calculating the total physical losses of the obligor (ch JE[Z;5 /\,f“efl> is based
on historical obligor data. Note that we are not accounting for any changes the obligor
may have made to its operations or locations in recent years. Observe also that the inte-
gral factor is common across all companies. In essence, when evaluating future physical
risk, we begin with historical losses and apply a scenario-dependent multiplicative

factor - D(Tarn(w))
—r(u t) ATM du.
/t D(Tarn(tred))
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Fig. 6 Global average temperature increase relative to the pre-industrial era (year 1750) for different
SSPs. Source: [35], https://ourworldindata.org/.

Remark 1. To more effectively capture the full distribution of physical losses, we
could define a Value-at-Risk-based measure at risk level «, thereby replacing EPL® in
(19) with

VaR,-PLi(t) = / " et VaRa[Z /

u

Zbewnl ANS ds| du. (23)
t cw,l u—1
The quantity PLZ = ch’l f;_l Zbewl AN ds represents the physical loss incurred
by the ith obligor over a one-year period ending at time u. By applying similar argu-
ments to those used for the estimation of EPLY, the VaRo-PL' metrics can be derived
via DICE-rescaling as

/\i 7 > —r(u— D T
VaR,-PL'(t) = VaR, [PL; ] /t e ”mdu. (24)

Additionally, the quantity VaR, [PLimf_] can be inferred from historical physical loss
data.

4 Obligor’s default probability in an explicit model

We model the default event as in the structural credit approach, [37, Chapter 3]. At
a given time ¢ > 0, an obligor defaults if its value is inferior to its debt and liability
level. The probability of default for the ith obligor is

PDi = P (17;' < Li(t))

where the obligor’s value ‘A/,Z is impacted by both transition and physical risks, and
the default barrier L*(¢) is a deterministic function which represents the minimal level
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of the obligor’s liability payment such as the debt reimbursement and the labor cost
of the obligor at time ¢. R

In the following, we define the obligor’s value V' as the conditional discounted
value of the obligor’s future cashflow at time ¢ > 0 with the optimal emission strategy
7%, minus the expected physical losses (19). We also take losses functions £1(-), fa(-)
to be the same as in Example 1. This yields

Vi =E l / et (AP%‘ x Pl — ol Al = Bl (P
t

—wHL%u—%ﬁ+wM%—lﬁuﬁ)w

ft] (25)

— EPLY(t),

where P? denotes the optimal production associated with 7i. We note that although
the optimization is conducted with the logarithmic function, we here use the total
production for the computation of the obligor’s value.

Recall that in the explicit model of Section 2.5, the optimal emission A? is deter-
ministic and explicitly given by (16). When the benchmark 7* is low (strict mitigation
scenario), the penalty coefficient w! plays an essential role in the optimal strategy,
while for a relatively loose scenario when the benchmark is high, the reward coefficient
w} is more important.

To facilitate the subsequent aggregation of losses across different obligors, let us
first describe the stochastic distribution of log production. From (4) and (5), the

optimal log production p* is
L R I G
t
+ ai/ et (=) (pist + /1= (p?)? dBi) ,
t

(26)

for all u > t.
Conditionally on F;, (ﬁ;)l <i<n 18 an n-dimensional Gaussian vector with condi-
tional mean o

E[p,|F) = e "5 + Tty / e V(@A ) ds
bt ¢ ’ (27)
= e VTG L omi(u,t),
and conditional covariance
SO . Lo 1 — =0 +7) (u—t)
Cov (pu,fm]-"t) =3 (u—t) =00’ (plpj 15+ li:j) ,  (28)

bt + b

for every i,j € {1,...,n}.
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5 Aggregated loss distribution of the portfolio
5.1 Modeling the loss

In this section, we consider the loss portfolio and its computation. Let the loss portfolio
be defined as

L = ;Al X l{ﬁiSLi(t)} (29)

where A’ = EAD? x LGD? and LGD?, EAD? are respectively the loss given default and
exposure at default associated with the ith obligor. The time horizon t is typically
chosen to be one year according to the solvency regulation. If interested in longer-time
horizons, conditional losses can also be considered as our problem setting is Markov1an

From (22), (25), and the fact that E[P’|]:t} = exp (e V(=D 4mi (u, t)+ 184 (u—
t)), we have

Vf X (t pf)
where the deterministic function hz(-, -) is defined for all t > 0 and = € R as

. oo . . 1
h(t,z) = APl/ e " exp (e_b =t 4+ m’(u,t) + EZ“(u - t)) du
¢

e (o R B b (LT~ ) — (R 132
t

— EPL(t).
(30)

Note that hi(t,-) is a continuous increasing bijection from R to (0, +oc0), for any ¢.
The portfolio loss rewrites as

n
Le= ZA 1{hi(t,1’f§)§Li(t)}
- Z {;ft<(h () H(Li(1) }
_ZA et Bymi (1,0)+0t/T=(p1)? [ e~ (=9 dBi— (Wi (8,) " (L (D) S—oipt [ e~V (=) B, |
S NUT
. 1 i
with A= L [o [ R mi(1,0) + o' /T () / AR (W (1))
(o

t )
X! = —pi/ e V(=) aB,.
0
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Analyzing the distribution of £, is intricate. Analytical methods are not suitable due
to it being a weighted sum of correlated Bernoulli random variables with varying
dependencies. An alternative Monte Carlo simulation is feasible but time-consuming
for several reasons: a) in typical cases, there are many obligors (n is large); b) the
number of correlated Gaussian random variables is large (as large as n) making sam-
pling £; costly; c) numerous £; samples are required, especially for tail event risk
management.

To tackle these challenges, we utilize two efficient dimension reduction methods,
leveraging multiple enhancements.

e The distribution of the vector X; = (Xti)lgign is Gaussian. An initial, naive assump-
tion might be that the rank of its covariance matrix Kx, approximately equals the
number of distinct b?, and that all eigenvalues hold significant importance. How-
ever, this intuition is considerably flawed. A thorough examination of the spectral
decomposition of Kx, reveals a surprising result: the top two eigenvalues account
for over 99% of the total variance (i.e., the trace of Kx,). Consequently, we first
perform a Principal Component Analysis (PCA) on the vector X, reducing it to
two principal factors. For an in-depth analysis, refer to Section 5.2.

e This approach allows us to express the loss £; as a sum of indicator functions
with n independent Gaussian random variables (for f(f e P (#=5)dB?) and two com-
mon factors derived from the PCA. Utilizing a two-dimensional Polynomial Chaos
Expansion (PCE) for indicator functions as outlined in [6], and retaining the first
M terms (typically M = 6 or 10 suffices), we further approximate £; using a mul-
tivariate Gaussian random variable with a dimension of M + 2 and involving a
summation of M? terms, instead of 2n Gaussian random variables and n terms in
the sum. Recall that typically n ~ 10° for major banks: in comparison with the
new cost M? < 100, the improvement in complexity is huge. This is elaborated in
Subsection 5.3.

In summary, this significantly reduces the overall computational cost of our climate
credit model.

5.2 Principal Component Analysis (PCA) of X; := (X})1<i<n
Let KXt = ((th)i’j)

.. be the covariance matrix of X;. We have
1<i,j<n

1 — = (')t

bl + b (1)

t X . o
(Kx,)" := Cov(X}, X]) = pipj/ e b t=9) =t (t=5) g = pipJ
0
Following [11, Section 3.2], the spectral decomposition of Ky, writes as
n
KXt — Zykuk(uk)T
k=1

where (/F)1<<, are the eigenvalues (in decreasing order) and (u*)i<p<n are the
eigenvectors of Kx,. Since the latter is a positive semi-definite matrix, ¥ > 0 for all
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k. Equivalently,
X, = Z VkGEyF (32)
k=1
where the (G*)1<r<n are independent A/(0, 1) random variables.
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Fig. 7 Ratio %7 for k from 1 to 10 with n = 1000, p ~ U[~1, 1] and b ~ U[0, 1], U[1, 4], and 1[0, 10].
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Fig. 8 Ratio Enuilyk (left) and % (right) for n from 100 to 1500, p ~ U[—1,1] and b ~ U[0, 1],
k=1 k=1
U[1,4], and U[0, 10]. For each ratio, we provide the 95% confidence interval with 30 independent runs.

Note that when the b® are constant (say equal to b > 0), we can write Kx, =
ppTl*ei% (where p is the vector of p) and therefore, the rank of Ky, equals 1 at
most (ug =0 for k = 2,---n). For non-constant b, we observe (see Figures 7 and 8)
that Kx, generally resembles a low-rank symmetric matrix, where only the first two

eigenvalues v! and v? matter. This can be assessed using the inertia:

2
D k=1 A
ZZ:l vk’
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The above depends on b and n and in our experiments, it is very close to 1. namely,
we take p* ~ U[—1,1] and three distinct cases for the b*:

® b ~ U[0,1]: the rank of Ky, is very close to one, corresponding to the scenario
where b is nearly constant.

® b ~ U[1,4]: this is the typical case in practice, the characteristic time 1/b falls
between one quarter and one year.

® b ~ U[0,10]: to illustrate that a rank-two approximation remains acceptable even
as the variance increases.

In Figure 7, we plot the ratio v*/v! from k = 1 to 10 with n = 1000 for a single
realization of p’ and b’. The plot demonstrates that the ratio decreases extremely
rapidly. Specifically, when b* ~ [0, 10], the ratio v3/v! ~ 1072, and it is close to
10~° when b ~ U[0,1]. In Figure 8, we plot Z,:uk’ ”21:52, using boxplots over 100
replications for n ranging from 100 to 1500. The results show that the two eigenvalues
account for 99% of the total variance when b® ~ 1[0, 10], and 99.99% otherwise. We
have not yet been able to precisely quantify this property theoretically, including the
selection of the reduced dimension. Furthermore, to the best of our knowledge, this
phenomenon has not been documented in the existing literature on random matrices.

We now leverage these experimental observations to approximate the distribution
of X; with a low-dimensional Gaussian distribution. We choose to truncate (32) and
keep only 2 terms:

2
Xy~ Y VURGEE (33)
k=1
Denoting the coordinates of the two eigenvectors u', u? by u!? u?? for i = 1,...,n,
the above expansion leads to an approximate model

~ rPCA | __ %
£ LN N ) &2
i=1 -

Proposition 5. The Ly error between the original and approrimated loss is bounded
as follows:

Al % n Vk k,i)2

The smaller the eigenvalues (v*,k > 3) compared to the others, the better the
approximation. We have focused on the PCA approximation, but we do not claim that
the dependence of constants is optimal with respect to the probabilistic characteristics
of A%. In particular, the estimate (35) does not account for the fact that we compute
tail risks (the indicator functions in (29) are likely equal to 0, which is not reflected
on the right-hand side of (35)).
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Proof. A direct triangular inequality yields

n
E[lL - L7 <Y A'E Hl{Azsx:} " Haisvimera i vizonns) H -
=1

To bound the above, we use bounds on the distribution of Af. Recall that A} has

a Gaussian distribution with variance (1 — (p*)?)1=¢ * ' Observe that we have the

257
identity
51— 6721’1
(') —7— Z v

this follows from the comparison of (31) and (32). Hence, the Gaussian density of A¢
is uniformly bounded by

1 10|
m\/&zl vh(uki)2 v/1 = (p')

If X{ > VriGlul® + Vi2G?u??, the difference of indicator functions in the right-

hand side of (36) equals 1{\56;1“1,4\/72(;2“2,%145){%}; in the other case, it is equal

v Since A! is independent of X} and vv1Glu!

|

1 |Pi| i 11, 1, 22, 2,i
\/%\/Z i HX VTGl + VRGP }

The quantity inside in the absolute value is Gaussian distributed with mean zero and

variance
n
E I/k (ukﬁz)2 )
k=3

In addition, we have E [|G*[] = /2. All in all, we obtain

to—1,_. . _ .
{xicaisviaruipvirgzuzi
Vi2G?u?t, we get

E H]_{A%SX;} - 1{A1Sm01u1,i+\/ﬁc2u2,i}

{ai<xi} ~ Haisviiarwivvizeruzi b | = 1 JI- ()2 Zk ) Vlc )
Plugging this into (36) readily completes the proof. O
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5.3 Polynomial chaos expansion (PCE)

ACPCA

We further approximate using a polynomial chaos expansion (PCE). Write

EPCA _ z :Al 1 »
¢ . { Al < Volulicl1Vu2u2:iG? }

(L2402 (a2 )2 = /ol (ulr )2 102 (u2)0)2

§ : 17G1+L2,iG2}

; i vhykt i i Ai
with L*? .= N IO e for & = 1,2 so that (L"")* + (L*>)> = 1 and A} :=
NCRTS lfiyw . Observing that LG + L2/G2 ~ N(0, 1), we apply a PCE of the
indicator functlon at order M (see Proposition 6) to get

LPOMPOE =N AN 7 (A)) Hey (LYIG + LGP

M
A (A Y m! (LY)™ (L2 ™2He,,, (GY)He,pn, (G?)

ml!mgl

where we have used [6, Lemma 3.5] at the second equality. Introducing the new random
variables

(m1 + m2)!

lem1L2zm
ml!mz,( )"HL™)

n
En,my,my ‘= § A Tm1+m2(Az)

i=1

the approximate portfolio loss rewrites as

LPCAPCE _ Z Z Enmy.maHem, (GH)Hepn, (G?). (37)

m=0 mi,m2>0
mi1+me=m

In the approximation of large n, the &, .m, m, being sums of independent ran-
dom variables, we can approximate the %(M + 2)(M + 1)-dimensional vector

. . G .
(5n7m1,m2)m1+m2:m70§mSM with a Gaussian vector (e, ,,, n,) With mean vector M
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and covariance matrix K where for every 0 < my,m), ma, m)) < M, we have

(m1 + m2)!

lemlLZZm
mllmgl( )" (L)

o E % Ai
Mml,mz E {-:n ml,mz AE {Tmﬁrmz (At>:|
K ma).(m4.ms) 7= COV (€n,my ms, En,ma,m;)

= zn:(AiF Cov (Tm1+m2 (Ai) » Tmf +mjy (AQ)
=1

(m1 +mo)!
ml!mg'

my +my)!

(Ll z)ml (L2 z)mg ( (Ll,i)m'l (L2,i)m2

. (38)
taking advantage of the independence of (Af)1<;<,. Our PCA-PCE portfolio loss with
Gaussian approximation finally writes as

lm2

PCA,PCE, G
‘Ct Z Z Eg,ml,mgHeml (Gl)Hem2 (GQ)

m=0 mi,m2>0
mi+mo=m

The parameters M, KC can be efficiently computed either thanks to recursive rela-
tions, see Proposition 7 for details, or via simple Gauss—Hermite quadratures. The Lo
error due to the truncation between £LFYA and LPMPCE i of order (307, AYM~7,

Refined estimates for the Ly error are provided in [7, Theorem 2.7].

5.4 Numerical experiments

In this section, we aim to evaluate our methodology, focusing specifically on two key
aspects: the improvement in computational speed and the performance of the PCA-
PCE-based approximation. Additionally, we seek to assess the impact of physical risk
on the portfolio loss.

We focus on three distinct SSP scenarios: SSP1-26, SSP3-70 (Baseline), and SSP5-
85 (Baseline) for the transportation sector, see Figure 4. The portfolio loss maturity is
set at t = 5 years, where t = 0 corresponds to 2015. We take n,. = 10° Monte Carlo
samples for our analysis. We study the fictitious portfolio 4 with parameters:

Portfolio A:

t = 5 years, n = 1,000, r = 2%, 3 different energy sources for e, c = (0.01,0.01,0.01),
W = 0.05, wy = 0.02, ai, = (0,0,0), B, = (0.1,05,08), 6, = (1,1,1), Py = 1,
o 0, 1], ot R, 1), 6w, ) A = S AP = 1,
)\ref = 3%

5.4.1 Physical Risk Impact

In light of Section 3, to account for the physical risk associated with the portfolio,
we must compute the expected physical loss EPL" for each obligor i. From (25), we
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observe that when accounting for physical risk, the default barrier Li(t) increases by
the amount EPL’.

To compute EPL? as described in (22), we assume that the sum of the total phys-
ical losses amounts to 0.001% of the obligor’s current value. This is represented by
> ew E[thr’::”l])\fw’l =0.001% x V{. The damage function D is defined in (21).

ref
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Fig. 9 Portfolio losses with and without physical risk when ¢ = 5 years for the scenarios SSP1-26,
SSP3-70, and SSP5-85.

As anticipated, we see in Figure 9 that incorporating a physical risk term signifi-
cantly shifts the portfolio loss distribution upward. In the subsequent numerical tests
assessing the accuracy of PCA-PCE approximations, we eliminate physical risk by
setting EPLi(t) = 0 for all 7, and focus solely on the transition risk component.

5.4.2 PCA approximation

We now evaluate the PCA approximation. In Figure 10, we present the density plots
of the loss portfolio and the two-factor-PCA-approximated loss. As anticipated from
the analysis in Section 5.2, the PCA approximation is highly accurate, with the two
densities appearing virtually identical.
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Fig. 10 Portfolio loss £ and two-factor-PCA-approximated loss LFCA when ¢t = 5 years for the
scenarios SSP1-26, SSP3-70, and SSP5-85 (top figures) and associated Q-Q plots (bottom figures).

5.4.3 PCA-PCE approximation

Next, we assess the PCA-PCE-approximated loss for truncation parameters M €
{1,3,5,10} along with the respective Q-Q plot, see Figure 11. As expected, the
approximation improves with higher values of M.

M —— L (SSP1-26) 0.6 M —— L (SSP5-85 (Baseline))
i 05 i —= pees
.5 | hn —— M=
"‘ 0.5 i t ——IM=s
! -= M=10
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0.3 034 !
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Fig. 11 Comparison of £ and LPCAPCE.G (Jeft figures) and associated Q-Q plots (right figures)
with M = 1,3,5 and 10 when t = 5 years for the scenarios SSP1-26, SSP3-70, and SSP5-85.
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Let us further describe the numerical implementations of our PCA-PCE approx-
imation for the portfolio loss £. We assume that all parameters listed in Table 3 are
available.

For each scenario, we begin by pre-computing the PCA decomposition of the covari-
ance matrix Kx, see (31), along with the mean and covariance of the vector ¢ for
the PCE. Next, we perform a Monte Carlo simulation to obtain n.,. samples of the
approximated loss LPCAPCE a5 described in Algorithm 2.

As an example, when n = 10,000 obligors and n,. = 10> Monte Carlo samples,
Algorithm 1 takes approximately 75 seconds, while Algorithm 2 takes approximately
2 seconds. For both Algorithms, the pre-computation of Li(t) and 7} takes about 10
minutes.

Algorithm 1: Crude Monte Carlo: Sampling of the portfolio loss £;

Output: ny, i.i.d. samples of Ly;
for j < 1 to ny. do
Compute vector of optimal emissions (3}, ...,~7"), see Theorem 4;
Sample Gaussian vector (p},...,pR), see (27) and (28);
Compute vector of optimal values (V;!, ..., V") where Vi(t) = hi(t, ), see
(30);
. _ n z
Compute the portfolio loss £; = >~ | A* x 1{\7;§Li(t)}’ see (29).

end

Algorithm 2: Monte Carlo: Sampling of the PCA-PCE portfolio loss with
Gaussian approximation (with loss functions as in Example 1)

PCA,PCE,G
t

)

Output: ny, i.i.d. samples of £
Offline computation:
Find PCA decomposition of the covariance matrix Kx,, see Section 5.2;
Compute parameters M, K (38) for the PCE using recursive relations in
Proposition 7;
for j < 1 to ny. do
Sample (Egvmlvm’z)ml—i-mz:m,OSmS]VI ~ N (M, K);
Sample two independent G, G? ~ N(0,1);
Compute PCA-PCE portfolio loss with Gaussian approximation
£50A7PCE7G = 27]:/11:0 Z m1,m2>0 Er(L},mhmzHeWh (Gl)Hemz <G2)7 see (37)7

mi+me=m
end

Remark 2. To calibrate the default boundary L'(t), we proceed as in [5, Section 5.2.].
Given a default intensity rate Nl for the ith obligor, L'(t) is determined such that

ref

P (‘/}tl(wl = W2 = O) S Lz(t)) =1- e_)‘ieft,

where ‘A/ti(wl = wy = 0) corresponds to the optimal obligor’s value with no reward or
penalization.
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Remark 3 (Projected gradient descent to compute ﬁft under the setting of Theorem
2). In general, there is no closed-form solution for the optimal emissions. To
numerically solve

arg max f/(7,), (39)
Ye EQz’t

we can use a projected gradient descent (PGD) [8]. More precisely, we first use gradient
descent and then perform a projection onto G, ;, see (8). At the k' iteration, we set
for each energy source e € &7,

. i(k
= PrOJ[O,A:‘;’X] (’Ye,i -

i (k1
SRR

(%’fsk )) (Ve’ik)—nk o ft(7e71(5k))) Aet™,

where ny, is the step-size.

Recall from [29, Section 2.1] that if g is a convexr and L-smooth function on R?
then the convergence rate for a gradient descent v*) = (k=1 _ p 7g(y(E=1) s
gy —g(®) < O(1/k). If in addition g is p-strongly convez ", g(v*)—g(7) < O((1—
w/L)E) = O(e FW/ L)Y where k is the number of iterations. Because the projection
is onto a closed convex set, the convergence rates remain the same for (39), see [29,
Section 2.2.5].

Defining A := —x, - D f;(7.)x., we observe that:

Ao St (S o) 22 St X)) 2a T

ec& ecé ecé eEf’ ecé

where 1 = 2mingcgi 52/,t<1 — W2 e i) Similarly, A < LY, px2 with

L =2max,cgi Bet. Consequently, —fi(-) is convex, L-smooth, and p-strongly convez,
which ensures that a PGD has the exponential convergence rate O(e™F(#/L)),

6 Conclusion

We have designed an end-to-end methodology to assess the credit risk of a large port-
folio of obligors impacted by transition and physical climate risks, addressing both
modeling and computational challenges. Our model takes as input an SSP scenario,
transforms it into an optimal emission strategy for each obligor based on its character-
istics, and then deduces the impact on the obligor’s firm value within a structural credit
modeling framework. The aggregation of individual losses across the large portfolio
is achieved using two dimension-reduction techniques—Principal Component Analysis
and Polynomial Chaos Expansion—proven to be efficient and accurate. In the near
future, we will apply the whole procedure to real data.

7A differentiable function f : R? — R is L-smooth if fly) < flx)+Vf(z) (y—x)+ % lly — sz and is
p-strongly convex with pu > 0 if f(y) > f(z) + Vf(z) - (y —z) + § lly — z||? for all z,y € R%.
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A Polynomial Chaos Expansion

22 m 22
For any m € N, denote He,,(z) := (—1)™eT L2 (e=) the probabilist’s Hermite

dx'NL
polynomials. They satisfy the three-term recurrence relation

Heg(z) =1, Hey(z) =z, Hepqa(x) =aHey,11(x) — (m+ 1)Hep(2), Ym € N.

For a detailed account of Hermite polynomials, see [32, Chapter 18].
Proposition 6 ([7, Proposition 2.2 for Hermite polynomials]). Let ¢ € R and Z € R.
Then,

]-CSZ = Z Tm (C) Hem (Z)
m=0

2

where 19(c) = ®(—c) and 7, (c) = %Hem_l(c) for all m € N*. The equality holds
for all Z # c.
Proposition 7 ([6, Proposition 3.1]). Let a € R*,b € R and X ~ N(0,1). For every

1,7 € N, define

pi(a,b) := E[ri(aX +b)],
0i,5(a,b) = Cov (1;(aX + 1), 7;(aX +b)).

Then, the following recursive relations hold:

b2
e 2(1+d?)
”O(G’b):q)(_m?ﬁ)’ mlab) = 7

— b i
pit2(a,b) = mui+l(av b) — WM(% b),

c00(a,) = @5 ((=0,-0)") = mo(a,)?, == (115" ).

0-0,1<a7 b) = ,U/]_(CL b) (,u/O (ﬁ7 H%) - /’LO(G/7 b) ’

o0,i+2(a,b) = mao,iﬂ(a, b) — GrorTaTar) 90.i(a )

a? a b
— et (e b) iy (\/ﬁ’ W) ;

ir1,+1(a,0) = o {* (1+a®) (j +2) i j42(a,b) + boij11(a,b) — 750i4(a, b)}

_Ni+1(a7 b)Mj+1(a7 b)7
where for all v € R?, ®x(x) :=P(Y <z) and Y ~ N(0,3) with X positive definite.

B Proof of measurability in time for Theorem 1

We show that the (deterministic) optimal solution 7, ; of Theorem 1 is measurable in
time. Let d = |&%|. We use the notation f(t,z) : [0,4+00) x R — R to denote the
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function f}(-) defined in (10) by

) AP . ) . ) . o
fi(x) = RSN b -w—ai’yg -x—Bf:? =1z —7)+ 67 -1 )
where for any @ = (21, ,24), the notation &* denotes the vector (z%,--- ,z2). The

standing assumptions are

1. For any € R%, f(-,x) : RT — R is measurable.
2. For any t € RY, f(t,-) : R? — R is continuous.

For the sake of notational simplicity in (8), we rewrite the set gf,t as
Ge = [0, A1(8)] x - -+ x [0, Aq(t)],

for some measurable (in time) mappings );. This is a compact subset of R?. We define
a new function extending f(¢,-) outside G, as

Rt xRY — R,
g: .
(tv x) = f(ta w)lwegt - OOlw@?Qt
Since the A;’s are measurable, the indicator functions are measurable in time (for any

given € RY), and since f(-,x) is measurable too, g(-, z) is measurable in time. Owing
to the form of G; and the continuity of f in the second variable, observe that

~

f(t) = max f(t, x) = i‘é%g(t’ ).

As a countable supremum of measurable functions, fis a measurable mapping.
Now, denote by x; € G; the point that maximizes f(¢,-) on G;. Let us show that
T :={t € Rt : &} < &} is a measurable set for any given & € R%. Observe that

-0 U {ot2) > Foy -},
m=1zcQx<z

i.e., T is a countable intersection of countable unions of measurable sets, thus it is a
measurable set. U

C Model parameters
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