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Our aim 

B
esides the fact that our main aim is to pro-
mote and accelerate the transition to the 
circular economy, we are aware that the cir-
cular economy and sustainable finance are 
two mutually enabling policies supporting the 

required global transformation.  
Having that in mind, our goal is also to inspire circular 
economy practitioners to engage in the enhancement of 
frameworks for sustainable finance, and to motivate su-
stainable finance actors to integrate circular economy is-
sues into the sustainable finance agenda. 
 

1. Early methodological approach to circularity risk assessment  

A transition to the circular economy, an emerging econo-
mic and social concept that requires new business models 
and strategies to continuously reuse materials and re-
sources to their best potential, appears to be a potential 
solution to diminish ‘linear risks’. As the shift to the cir-
cular economy is becoming a must due to the planetary 
boundaries we are facing at the global level, the under-
standing of the risk profile of the corporate sector has

The awareness that conventional 
business practices that follow a ‘take-
make-dispose’ approach – what we 
term the ‘linear economy’ – disregard 
an increasingly relevant dimension of 
the understanding of risk, has 
significantly increased in the last 
years. If we continue to follow this still 
dominant way of business conduct, 
which is based mostly on the linear 
approach, the outcome will be 
shortages of inputs, their growing 
price volatility and continued 
environmental degradation. Needless 
to add that social consequences will 
be disastrous. However, a number of 
business risks arising from the ‘linear 
economy’ practices are still mostly 
overlooked and are not part of 
traditional risk evaluation 
approaches.  
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started to change. The financial sector needs to adapt to 
these changes to be able to include all aspects of risk in in-
vestment decisions and offer the products and services busi-
nesses need.  
Despite the emergence of methodologies, which help distin-
guish between linear and circular risks and better under-
stand both these risk aspects, their full inclusion into the risk 
modelling and calculation remains challenging, given the 
lack of data, their long-term nature, a number of assump-
tions that need to be made and the know-how to fully as-
sess the risk profile of firm under such altered point of view. 
Analytical and modelling tools to quantify the costs and be-
nefits of “circular” projects are still in their infancy. The lack 
of a common taxonomy1, standard methodologies for re-
porting and information makes a risk analysis even more 
difficult. 
Credit risk measuring starts with the creditworthiness of the 
borrower. Banks with internal rating systems group borro-
wers into rating grades according to their credit risk charac-
teristics. Current risk assessment methodologies are 
insufficiently developed to sense the shift of perspective. As 
a consequence, they are generally biased towards firms 
practicing linear business models, while they overexpose 
risks associated with firms practicing circular business mo-
dels or projects2. Here are the reasons why: 

For the “linear industry”, or linear business models, they 1. 
do not always identify risks of remaining in the linear 
model, which are associated with a number of interrelated 
factors such as a negative impact on the environment, a 
shift in societal choices and preferences, structural shift of 
regulatory and taxation environment, etc. 
Existing models insufficiently capture the specific 2. 
financial profile of circular business models due to issues 
related to asset ownership, cash flow dynamics, 
depreciation and fail to value the benefits and risk 
mitigants of circularity. 

The fact that circular risks can potentially endanger the sta-
bility of the financial sector and they are only marginally 
addressed by Basel capital requirements, has an additional 
negative impact on the lending to circular projects which 

1  The understanding of challenges related to sustainability and the circular tran-
sition in particular has recently been accelerated the EU. In March 2020 the 
final document prepared by the technical group of experts was prepared: 
Taxonomy: Final report of the Technical Expert Group on Sustainable Fi-
nance, considered a key piece of legislation that contributes to the European 
Green Deal by boosting private sector investment in green and sustainable 
projects. The Taxonomy Regulation was meanwhile adopted by the European 
Parliament in June 2020. Link: https://ec.europa.eu/info/sites/info/files/ 
business_economy_euro/banking_and_finance/documents/200309- 
sustainable-finance-teg-final-report-taxonomy_en.pdf 
EIB published a very useful The EIB Circular Economy Guide, Supporting the 
circular transition, in May 2020. Link: 
https://www.eib.org/attachments/thematic/circular_economy_guide_en.pdf

2  The same can be said for sustainable businesses at large. Here we note that a 
clear distinction should be made between the concept of sustainability and 
the concept of circularity. 

are by nature mid to long-term projects. Since the banks 
continue to play a crucial role in the transition to a more su-
stainable and a more circular future acting as borrowers, 
investors and intermediaries providing capital for their sca-
ling, they need to join forces with regulators, supervisors 
and other stakeholders to develop common standards as 
soon as possible. From a regulatory perspective, and 
based upon an empirical analysis, this should result in 
 balancing capital requirements between linear and  
circular projects, lowering those for direct financing of cir-
cular business models. 
In this study, we focus on two possible channels of integra-
tion of circular risks into banks’ capital requirements: 

Circular Supporting Factor (CSF) relieves capital 1. 
requirements for circular projects, making them more 
attractive and consequently contributing to close the 
circular finance gap.  
Linear Penalising Factor (LPF) reduces attractiveness 2. 
of loans to linear projects and helps banks bear losses 
from the materialisation of circular risks. 

 
In order to fully integrate linear and circular risks in banks’ 
balance sheets (“delinearisation” of bank balance sheets), 
a possibility of combining both factors is also assessed in 
this paper. A combination of CSF and LPF would result in 
recalibration of the risk weight factors of all assets and 
should assure capital neutrality at the starting point.  
Since both factors must be quantified, it is necessary to  
accurately measure the level of linear and circular risks  
associated with each asset. In this paper we propose the 
use of the currently available tool, the Circularity Asses-
sment Score (CAS)3,used for the quantification of the diffe-
rent aspects of firm’s circular business model potential and 
managerial abilities to seize that potential, or the firm’s 
commitment to it. 
The Circularity Assessment Score tool is elaborated in more 
details in dedicated chapters. 
The challenges to integrate linear and circular risks into 
banks’ capital requirements, while maintaining banks’  
financial stability, are also discussed in paper. 
 

Circular finance in the regulatory 2. 
framework of banks  

While a lack of common taxonomy and data are obstacles 
to faster transition to the circular economy, there is also a 
lack of internal incentives to channel funds into the areas of 
Circular Finance. Among others, this limits banks efforts to 
allocate funds to circularly sound projects and generation 

3  The Circularity Assessment Score (CAS) or model is intellectual property of 
Gm (Giacomelli media management and consulting Ltd).
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of new circular projects as the credit supply and raising  
capital for circular investment is currently, in most cases,  
not economic, given the absence of government incentives. 
The implementation of an adequate system of incentives to 
lend more to projects that have a direct and positive benefi-
cial impact on the transition to the circular economy, would 

act as catalyst for the public sustainable policies, bearing  
in mind the role banks can play as transmitters of political 
economic impulses on sustainable matters. Importantly,  
incentives should always consider the materialisation of the 
associated risk and their impact on the EU financial system. 
With a lack of evidence on the positive correlation between 
enterprises which are less exposed to linear risks and their 
financial performance, the cost of financing the transition  
to the circular economy remains a major challenge. To  
support and accelerate the financing of these enterprises  
in an economy where more than 70% of finance comes 
from banks, it is necessary to keep working on the recogni-
tion of the beneficial nature of this transition. 
From a regulatory perspective, and after an empirical  
analysis, this should result in lowering capital requirements 
for direct financing of these enterprises and investment in 
circular projects. The idea of adjusting banks’ capital requi-
rements is linked to two objectives: incorporating circular 
risks in the bank’s risk assessment and filling in the existing 
circular investment gap to support the transition to more  
sustainable economy. 
The prudential calibration for circular (and sustainable)  
financing must be consistent with the associated financial 
risks of the projects and investments. Financial stability, 
which is the goal of macroprudential policies, must always 
be ensured. For that reason, the capital required must be 
enough to cope appropriately with the materialisation of 
the associated risks. To achieve this, the possibility of intro-
ducing a Circular Supporting Factor and/or Linear Penali-
sing Factor should be analysed and discussed. 
 

The Circular Supporting Factor relieves capital I. 
requirements for circular-friendly projects, making them 
more profitable and trying to close the circular finance 
gap. The idea behind the GSF, is to reduce the capital 
adequacy ratio for projects classified as circular. In other 
words, a factor would be applied to lower the risk 
weight of green assets, reducing the capital requirement 
of these assets and consequently the overall capital 
adequacy ratio (CAR) of the bank. It is expected that 

banks would more easily finance circular projects, which 
would become more profitable with the lower capital 
requirement. The factor could be applied in the capital 
requirement of a bank as shown for example in the 
simplified equation below, where a corresponds to the 
risk-weight of an asset: 

where RWAt is bank’s risk-weighted assets, a linear · L t
linear 

and a circular · L t
circular are respectively the linear and the 

circular risk-weighted loans portfolios, and b is the CAR 
set by regulator. 

 
The CSF has been criticised and opponents of the idea 
warn it should be considered with caution. The limited em-
pirical evidence regarding the lower risk of circular assets 
augments the fear of inadequately reducing bank’s capital 
and possibly creating systematic financial instability. More-
over, the negative impact of a CSF on bank’s capital is put 
forward by the opponents of this measure because it would 
reduce bank’s resilience to shock.  
And last but not least, the reduction of capital requirements 
for circular assets could eventually create a “circular bub-
ble” in the market. That means projects without real econo-
mic value or proper evaluation of their risks might end up 
being approved only because of the capital relief. This 
bubble could lead to the development of “circular was-
hing”, where any project with a minimum level of sustaina-
bility would try and attract the capital requirement bonus.  
In order to quantify the impact of a Circular Supporting 
Factor on the capital of EU banks, we use information avai-
lable from the European Central Bank. Table 1 presents 
asset breakdown on banks’ balance sheets by type of in-
strument including appropriate risk weights. For the pur-
pose of this article, the share of “circular” and “linear” 
assets within each of these instruments was assumed. The 
risk-weighted value of the respective assets is estimated at 
roughly €734.5bn, implying a current total capital charge 
of €58.8bn (assuming an 8 per cent total capital charge). 
The total impact of a CSF in the range between 5-25 per 
cent is estimated to be between €2.3-11.6bn in capital  
savings (Figure 1).  

In response to the CSF, the idea of introducing Linear II. 
Penalising Factor (LPF) instead has been put forward 
by others. The mechanism of the LPF is very similar to the 
CSF and it would be included as a component in the 
calculation of the risk-weight assets of linear loans. the 
LPF would be added up to the current risk-weight and 

= =t
circular ( )+ circular

tcircular
linear
tlinear L– CSFL

 

tRWA
  Bank’s Capitalt Bank’s CapitaltCAR ≥
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increase the RWAs of this class of loans as shown by the 
example of the simplified equation below. 

The Linear Penalising Factor could reduce credits to 
linear activities and help banks to bear losses from the 
materialisation of linear risks.  
However, the LPF has also attracted several criticisms. 
First, from a political acceptability perspective the 
adoption of a LPF could be challenging. As the name 
implies, it punishes linear activities, so reaching a political 
consensus to adopt a methodology that penalises major 
economic sectors would not be an easy task.  

Second, by penalising a certain group of assets, the 
measure is not considered to be forward looking 

concerning the transition to circular economy. 
Third, the LPF would not stimulate the financial system to 
invest in technologies and ideas that will contribute to 
mitigate linear risks or increase resilience to it. Indeed, 
even if a reduction in credit to linear activities is 
obtained, a LPF would not necessarily support circular 
credits which are needed to finance the transition to a 
circular economy but also benefit to any other type of 
activities. 

= =t
linear circularlinear( ) + tcirculartlinear L–LPF LtRWA

 Bank’s Capitalt Bank’s CapitaltCAR ≥ 

Type of instrument Total 
(in billion €)

Risk Weight 
(in billion €) RWA Circular 

share (%)
Linear 

share %
RWA circular 
(in billion €)

Loans financial corporations 1,047.0 20.0 209.4 0 0 0

Loans non-financial corporations (large) 2,848.0 100.0 2,848.0 10 30 284.8

Loans non-financial corporations (SMEs) 1,500.0 100.0 1,500.0 5 10 75

Consumer credit 654.0 100.0 654.0 0 0 0

Loans - house purchase 4,220.0 50.0 2,110.0 0 0 0

Other loans - household 723.0 100.0 723.0 0 0 0

Loans government 1,016.0 100.0 1,016.0 0 0 0

Loans non-euro area residents 2,898.0 100.0 2,898.0 5 10 144.9

Equity funds 1,532.0 300.0 4,596.0 5 10 229.8

Government debt securities 1,505.0 20.0 301.0 0 0 0

MFI debt securities 970.0 20.0 194.0 0 0 0

Debt securities - non-euro area residents 2,151.0 100.0 2,151.0 0 0 0

TOTAL 21,064.0 19,200.4 734.5

CAPITAL DIFFERENCE 1,536.0 58.8

Estimated selected financial assets of European banks   

Figure 1. Estimated impact of application of a CSF
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Fourth, a study based on interviews with regulators eviden-
ced that higher capital requirements are likely to have a 
marginal influence on bank lending. In other words, a LPF 
would not necessarily significantly decrease the volume of 
lending to linear activities if banks are enough capitalised 
to comply with the prudential requirements. 
Figure 2 shows the potential capital shortfall in billion euros 
under various levels of “penalty” imposed to linear loans. 
As shown above, the idea of the CSF or the LPF is still con-
troversial. In short, while by applying the CSF we would 
risk funding too many project that could be declaratively 
“circular”, but could end up in a default as a consequence 
of adverse selection, the opposite could happen by ap-
plying the LPF, which would discourage lending to poten-
tially sound projects.  
 

Change of paradigm, change 3. 
of perspective on risk 

For this reason, a third option is also considered which im-
plies an integral approach. Its logic is based on the fact 
that by recognising linear and circular risks in the economy, 
we adopt the change of perspective on the evaluation of 
business risks all together.  
One single, integral factor would therefore “adjust” risk as-
sessments currently in use and would subsequently “adjust” 
banks’ capital requirements. This solution would create at 
the same time a bonus and a penalty factor, with the aim  
of shifting credit allocation from linear to circular activities. 
From a risk perspective, this integral factor would make 
more sense than each taken separately. For example, an 
observed firm can the same time positively or negatively  
impact linear and circular aspects of risk. In general, we 
can assume that some correlation exists between linear and 
circular aspects of risks in every examined case. In other 

words, when we change the perspective and recognise the 
degree of a firm’s circularity, every component of risk chan-
ges. Consequently, when assessing the risk of a financing 
proposal, or a project to be assumed by the observed firm, 
we have to re-evaluate all its risk components. Capital  
requirements should in this case be readjusted to accurately 
reflect the risk of the underlying exposure.  
By linear or circular risks, we understand risks connected 
with linear or circular busines models and not necessarily 
new types of risk. To better illustrate the change of perspec-
tive, let us have an overview of circular and linear risks in 
the Table 2 below.  
A mechanism which incorporates in essence the idea of 
combining the benefits of both the CSF and LPF into a  
single, integrative factor, would simply be superimposed to 
the current calculation of capital requirement for all assets 
instead of substituting the current methodology only for a 
part of them. These leads to single Integral Factor4 which 
adjusts the capital allocation to the degree of sustainability 
of each asset according to its circular and linear impacts. 
To cover a range of shades from linear to circular risks with 
different risk level associated to each asset, the CAS model 
(model quantifies level of circularity) could be upgraded 
and used.  
 

When a firm is deemed circular? 
A circular business model articulates the logic of how an or-
ganisation creates, offers, and delivers value to its broader 
range of stakeholders while minimising environmental and 
social costs by following the principles of circularity aiming 
at slowing narrowing and closing the loops.  

4  By the term »Integral Factor« we understand a single, »Circular Weighting 
Factor«, which derives from an integral approach of circularity assessment 
and could be applied in a combined way, both as a lieanr penalsing factor 
and as a circular supporting faxtor in the manner as explained above.

Figure 2. Estimated impact of a linear penalising factor on capital of EU banks
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Conceptually, a firm is incentivized to balance its linear 
and circular risks by undergoing a business model transfor-
mation from the linear to the circular. By doing so it increa-
ses its degree of circularity. “Value Hill” reference is often 
made to three circular business model categories, each of 
which focuses on a different phase of a value chain of a 
firm (or an industry): (a) the design and manufacturing 
phase; (b) the use phase; and (c) the value recovery phase. 
These different CE business models can be presented as a 
Value Hill. Table 3 illustrates a widely accepted typology 
of circular business models. 
Unlike the economy as a whole, for a firm to be considered 
circular, that is, to practice a circular business model, it 
does not need to maximise its capability to recover and  
regenerate resources deployed within its own value-creating 
processes. Circularity as a firm’s strategic orientation, exer-
cised through the functioning of an organisation according 
to circular business models, is manifested by a set of criteria 
demonstrating to that extent a firm uses its capabilities to 
contribute to the circular economy. 
We assume that advancing in the circular business model 
transformation is an innovation process with the purpose to 
increase their value creation and diminish business risk, 
while increasing their environmental and social level of  
sustainability. In order to evaluate the relationship between 
the circular transformation of a business model and the 
value creation in a firm, we must consider the composite 
nature of the circular transformation and its long-term  
impact on the economic value creation.  
The circularity of a firm assessed through its application 
of a circular business model is manifested by its potential to 

sustainably contribute to the circular economy and capabi-
lities of a firm to seize it.  
To evaluate the degree of circularity, we apply a Circularity 
Assessment Score (CAS) - a composite measure of  
multiple criteria, allowing to assess the potential and the 
ability of closing, narrowing or slowing the loops, based on 
a standardised and validated questionnaire.  
 

How does the Circularity 
Assessment Score work? 

Circularity assessment model, or Circularity Assessment 
Score (CAS) is a composite measurement tool which sup-
ports the assessment of the level of maturity of target firms 
for the circular transformation. It is a composite measure 
based on multiple criteria, allowing to assess the potential 
and the ability of closing, narrowing or slowing the loops.  
It is based on a standardised and validated questionnaire, 
by which we can evaluate the degree of circularity of a 
SME’s business model. 
Circularity Assessment Score (CAS) is based on an in-com-
pany business review made by the use of a questionnaire 
survey. CAS is a two-dimensional measurement, which on 
one hand evaluates the circularity potential of the currently 
deployed business model in a firm, while on the other hand 
it assess the level of exploitation of this potential, or the 
firm’s actual level of commitment to the seize this circular 
potential. A sum of both partial scores shows the level 
of advancement of the firm in the circular transforma-
tion process5.  

5  A quick version of the CAS questionnaire is freely available here: 
https://www.circularbusiness.academy/#score.

Circular risk Linear risk

Shift of mindset needed to see (used) products as valu-
able sets of modules and/or materials instead of waste.

Dependency on virgin resources (risk of supply chain dis-
ruption).

Required initial investment can cause deterioration in 
short-term margins.

Exposure to resource price volatility.

Balance of short-term margin versus long-term stability. Increasing environmental legislation.

Market demand for the offered products: customers and 
companies are currently used to owning products.

Growing population and increasing financial wealth.

Dependency on supply chain collaboration. Effects of climate change.

Unknown residual value of many products, due to small 
market of circular output companies (i.e. companies that 
upcycle, re-use, remanufacture or refurbish).

Demand for environmentally sound products.

Supply chain lock-in risk. Businesses/products that become obsolete by holding onto old 
linear business practices (stranded assets).

Table 2: Circular and linear risks 

Source: Money makes the world go round (and will it help to make the economy circular as well?); Working Group FINANCE, page 74. The 
Netherlands, March 2016. 
Link (Ellen MacArthur Foundation): https://www.ellenmacarthurfoundation.org/assets/downloads/ce100/FinanCE.pdf 
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The CAS survey enables to define the type of the circular 
business model by returning its profile and exposes the 
challenges ahead of the company. It represents a practical, 
yet universally representative measurement of the ability  
to closing, narrowing or slowing the loops. Such ability is 
manifested by a consistent set of competencies, relations, 
organisational and management practices, aiming at such 
a desired effect. 
Circularity potential represented by the CAS’s x-axis is 
based on the assessment of a firm’s business model along 
the value chain. The CAS’s partial score represented on the 

y-axis is a result of an assessment of several aspects of 
commitment, which derive from the organisational compe-
tencies and managerial practices.  
CAS partial scores (Circular business model potential and 
Commitment to circular model transformation) are normali-
sed to 50 points each. So, the total CAS score as a sum of 
both partial scores equals a maximum of 100 points. 
When score is summed up, CAS may be used to monitor 
the progress of a single firm, an entire industry segment, a 
cluster or an industry sector as a whole. It may therefore be 
used at the aggregate level by different participants in the 

Circular Design Models focus on the devel-
opment of existing or new products, services 
and processes that seek to optimize circularity. 
Products are designed to last longer and/or be 
easy to maintain, repair, upgrade, refurbish, re-
manufacture or recycle. New materials are de-
veloped and sourced, being either bio based, 
less resource intensive, or fully reusable. Risks 
related to financing such innovations are similar 
to those of financing Research, Development 
and Innovation (RDI) projects or innovative 
early-stage firms.

Optimal Use Models aim to increase the value and use of a product during 
an extended life. These business models often build on retained ownership of a 
product, e.g. by providing a service rather than selling a product (product-to-
service systems, or PSS), and define responsibility for the product throughout its 
useful life either by producer or by customer, e.g. through maintenance services, 
or add-ons to extend the life of a product. Such product-to-service models have 
financial implications coming from, for instance, the changing nature of cash 
flows, with increasing working capital to pre-finance clients, balance sheet ex-
tension, and re-evaluation of residual value. Related challenges lie in product 
tracking and legal issues surrounding ownership of collateral and its value, what 
impacts the risk assessment of this type of circular business models.

Circular Support Models focus on the man-
agement and coordination of circular value net-
works and resource flows and optimizing 
incentives and other supporting activities in a 
circular network. These models also include the 
development or deployment of key enabling 
technologies supporting, enabling and facilitat-
ing the other business models.

Value Recovery Models focus on maximizing value from recovery and reuse 
of products and materials after the end of their life by transforming them into in-
puts for new products and services or decompose them and reuse their resources 
in order to reduce waste and conservation. The development of reverse logistics, 
i.e. the return from point of consumption to point of production, is essential for 
this model. A difference can be made between downcycling, which results in 
lesser quality and reduced functionality, and upcycling, which involves trans-
forming by-products and waste into new materials or products of higher quality 
or better environmental value. 

Table 3: Typology of circular business models

Source: Elisa Achterberg, Jeroen Hinfelaar, Nancy Bocken: The Value Hill Business Model Tool: identifying gaps and opportunities in a circular 
network.  
Link:https://www.scienceandtheenergychallenge.nl/sites/default/files/workshops/attachments/NOW%20Sc4CE%20-%20Workshop% 
20Business%20Models%20-%20Paper%20on%20Circular%20Business%20Models.pdf  

Picture 1: The CAS Matrix

Source: Circular Business Academy; Link: https://www.circularbusiness.academy/
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circular transition, who assume different roles in the transfor-
mation process. While executives and general managers 
or business consultants are more focused on the advance-
ment of single businesses or a group of companies collabo-
rating within the same value chain, researchers, technology 
experts, communication and exploitation professionals,  
product and project managers or policy-makers may use 
CAS to monitor progress at different composite levels. 
 

Applying CAS as Integral Factor 
CAS can be deployed as a tool for the assessment of com-
panies’ maturity to advance in the transformation towards 
the increased circularity and helps monitoring a firm’s pro-
gress in the circular transformation process. So, not only it 
can be applied as the Integral Factor by which we can 
adjust risk assessment of observed companies and projects 
under scrutiny in our banking or investment portfolio. It can 
just as well be applied as a monitoring measurement in the 
period of contract fulfilment.  
More precisely, to do so, apart from assessing the risks to 
which a firm is exposed as such, before undertaking a new 
project, we need to understand the effects that this project, 
which we are considering to finance, may have on the 
firm’s – and the lender’s – risk exposure. So, first, we assess 
the firm’s circular maturity by evaluation its CAS score be-
fore undertaking the project. Next, we must establish, what 
effects on the firm’s CAS score would the financing project 
have. This means that we proceed with the evaluation of 
the effects that the CAS score will have on the firm’s circula-
rity. Will the project, if undertaken, contribute to an impro-
vement of the CAS score, and will therefore have an effect 
of the Circular Supporting Factor? And vice versa, if the  
effect is a decrease in the CAS score, this can affect capital 
requirements in the same way as demonstrated before for 
the Linear Penalising Factor.  
 

Challenges 
The major challenge in the application of CAS arises from 
its complexity. Undoubtedly, CAS aims at evaluating a 
firm’s circular maturity in a comprehensive and practical 
way. It focuses on a business model transformation and  
this is a complex and forward-looking process. Particularly, 
assessing the circularity potential of a business model, even 
at different hypothetical circumstances – of a certain pro-
ject is undertaken or not – requires a significant amount of 
conceptual thinking and thorough financial analysis.  
This leads to the second challenge, to the need to develop 
a new competence in the lending (credit) process. A bank 
should develop a capability to observe its clients’ business 
model transformations and should actively support these 

processes through systematic analysis, assessment, monito-
ring activities and corrective measures, if needed. This is 
much more like advisory job along with the lenders’ one 
and is turning into banks’ competitive advantage. Circularity 
is not a niche topic anymore, it is becoming a mainstream, 
so an investment into such competence should well pay off. 
Needless to emphasise, though, that the development of 
such a competence requires a conscious strategic shift and 
persistent effort from every single bank. Such a learning 
process needs to be supported by the regulatory environ-
ment, and banks should be instructed and guided in this 
process by the regulator.  
Beyond the choice of which mechanism should be enforced 
(CSF, LPF, or IF) lies the issue of developing a risk metrics to 
overcome the fundamental uncertainty that challenges the 
banking industry with respect to the transition to a more  
circular economy: the capital adequacy. Could a shift in 
perspective on risk mean that we have been disregarding 
certain components of risk? 
Actually, not. The recognition of circular and linear risks 
does not mean that we have been disregarding a certain 
type of risk. They affect our understanding of all business 
risks. In other words, paying a fair recognition to circular 
and linear risks does not mean that the banking industry,  
as a whole, is undercapitalised. It is possible, however, that 
risk exposure is inadequately assessed and that banks’  
capital requirements today are skewed as they may favour 
lending to “linear” project” over “circular” ones as a conse-
quence of inadequate risk assessment models currently in 
use.  
It’s time for a shift, otherwise we will continue suppor-
ting linear incumbents at the expense of penalising 
circular frontrunners. A more adequate risk asses-
sment should, on average, not result in an increase of 
capital requirements, but can save banks from losses 
in the future.  
In theory, a part of the assets (notably the “linear” ones) 
would potentially bear additional risks and therefore re-
quire additional capital. Another part of the assets would 
not bear additional risks in relation with circularity and/or 
linearity and should not require additional capital. To ac-
hieve that the more “circular” part of assets require less ca-
pital it is necessary to upgrade the credit-risk assessment 
methodology in order to be more sensitive to the specific 
nature of the risks posed by the circular/linear component 
of projects or entire projects. In such a way we will be able 
to identify and recognise the remaining risks components of 
in the linear model, value the benefits/risk mitigants of cir-
cularity and ultimately reduce the barriers preventing ac-
cess to finance for circular businesses and projects.  
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