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Climate change and the financial system

* Greening finance: ensuring the financial system is resilient to the risks from
climate change

* Reporting
* Risk management

» Safe and sound firms & a stable financial system

* Financing green: supporting an orderly transition to net zero
* |nnovation

e |nvestment

» Managing the intrinsic risks in the real economy
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Climate change creates financial risks
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.. and they have distinct characteristics

Far reaching
breadth and
magnitude

Foreseeable, yet
uncertain
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Size of the challenge
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Greening finance
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Greening finance

Reporting &
Disclosure

Final Report

Recommendations of
the Task Force
on Climate-related

Financial Disclosures

Transforming risk management

Supervisory expectations

Supervisory Statement | $S3/19

Enhancing banks’ and insurers’
approaches to managing the
financial risks from climate change
April 2019

BANK OF ENGLAND.
PRUDENTIAL REGULATION
AUTHORITY
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The transmission of climate risks to financial risks

Climate and economy feedback effects

Transmission channels
Climate risks to financial risks

Economic transmission channels

Micro
Affecting individual businesses and households

Businesses Households
Property damage and business + Loss of income (from weather
disruption from severe weather disruption and health impacts,
Stranded assets and new capital labour market frictions)
expenditure due to transition « Property damage (from severe
Changing demand and costs weather) or restrictions (from
Legal liability (from failure to low-carbon policies) increasing
mitigate or adapt) costs and affecting valuations
Macro

Aggregate impacts on the macroeconomy

Capital depreciation and increased investment

Shifts in prices (from structural changes, supply shocks)

Productivity changes (from severe heat, diversion of investment to
mitigation and adaptation, higher risk aversion)

Labour market frictions (from physical and transition risks)
Socioeconomic changes (from changing consumption patterns, migra-
tion, conflict)

Other impacts on international trade, government revenues, fiscal
space, output, interest rates and exchange rates.
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« Increased insurance gap

Operational risk
+ Supply chain disruption

Economy and financial system feedback effects

Financial system contagion

Significant inter-
dependencies

Lack of data

Absence of
mature
methodologies

Need for
decision-useful
scenarios




Financing green
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Financing green

“Investments that look safe on a backward look may be existentially risky given climate
risks. And investments that might have looked speculative in the past could look much
safer in the context of a transition to net zero.”

Andrew Bailey, Governor, Bank of England

Unclassified

10




Two components to financing green

. .. ] . Chart 4.8 APF corporate
1) Innovation in instruments and investment strategies  hoidings ‘portfolio warming

] ] . . _ potential’
* Measuring alignment — e.g. portfolio warming metrics that measure

)

implied warming from investments - 60

* Mobilising finance to deal with real problems — e.g. retrofit homes

MSCI reference

2) ldentify and reward investments that support the portiolio: 37°C_— 3.5°C

3.0°C

transition

2.0°C
. . . . 1.5°C
* Role of capital markets — an implied price for carbon

* Labels —e.g. marker for investments in companies with credible 0.0°C
transition plan

e Sustainability reporting standards — e.g IFRS Foundation Consultation

to establish new body
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The role of climate policy
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The role of climate policy

e Sets the backdrop for the private sector and the financial system:
e Establishes targets
* Agrees internationally-consistent standards
* Indicates the pathway

e E.g. shadow carbon pricing: in one Paris aligned scenario, a shadow price of
c. S100 per ton by 2030 may be needed
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Shadow carbon prices in the NGFS scenarios
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2035
===NGFS Orderly (limited CDR)
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Conclusion

Thank you.
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