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Foreword

Foreword

Anthony Browne MP
Member of the Treasury Select Committee of the House of Commons, Chair of the APPG on
the Environment and former CEO of the British Bankers Association.

Why did the credit and wider financial system only take off in the last
400 years? It's not that money was invented in this period — that has been
around for millennia in various forms. Nor was it that the notion of credit
only recently appeared — we can see discussions of borrowing and lending
in the Bible and before. The fundamental difference, as argued by the
Israeli writer Yuval Noah Harari in his book Sapiens, is that humanity has
experienced a fundamental shift in its belief about the future. In previous
eras, humans looked to the good old days for inspiration, to Rome, to
Greece, to the mythical beginnings of man. There was a general belief that
humanity had erred and long-term decline was inevitable. So why invest
in the future if it is going to be worse than the present? Philosophically,
there was no value in risk.

That all changed with the dawn of the scientific revolution. Science
showed that new ideas and technologies could create a better future,
so it was worth risking today’s wealth for something better tomorrow.
The future was also more predictable through better ways to calculate
and price risk. Thus credit and insurance flourished in a more optimistic
world. Scientists, inventors and explorers with an inspiring vision of the
future looked to finance to help turn those visions into reality. Whereas
Christopher Columbus had to beg royalty and aristocrats to fund his
transatlantic voyage, banks and insurers made distant seafaring a possibility
for thousands more through the nascent financial sector.

This enabling role still sits at the heart of finance today. Contrary to
popular perception, the financial system doesn’t exist to make fat cats
fatter, but to facilitate society in solving its problems and achieving a
better world. Without the investment of shareholders in AstraZeneca, or
insurers, or banks, the UK’s world-leading vaccine programme might still
be stuck in one of Oxford University's labs.

Since this is the central role of the financial system — enabling a brighter
future by letting people take risks and invent new solutions — then there
can be few better challenges for it than climate change. Around the world,
societies have woken up to the fact that this disaster is already happening
and that we must take urgent action to replace polluting technologies
and business models with something new and sustainable. The financial
system must help to make that happen.

In this excellent new report from Policy Exchange, the authors make
the case for the UK to lead financial reforms that would align the financial
system with that sustainable agenda. As they rightly point out, markets are
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not accurately pricing in systemic financial risks caused by climate change.
From mortgages attached to housing on flood plains, to commodities
futures exposed to ecological volatility, to pensions invested in fossil fuel
companies, environment-related risks stretch into almost every aspect
of the system. As Mark Carney put it, “changes in climate policies, new
technologies and growing physical risks will prompt reassessments of the
values of virtually every financial asset.”

This inability to identify and assess environment-related risks properly
makes the market less able to distinguish efficiently between investments
that are low-risk and can help solve the problem, and those that are making
the problem worse. This is not necessarily the fault of financial institutions.
In many cases, it is the fault of public and central bank policies.

Take, for example, quantitative easing. Once seen as an exceptional tool
for liquidity emergencies, it now looks to be a more permanent feature
of central bank interventions. Yet the QE programmes of most central
banks do not include an assessment of environment-related risks when
buying corporate assets. This serves to entrench existing norms, which
makes transition to a more sustainable alternative much harder to achieve.
It also dampens risk signals in the market, including those related to the
environment.

As the authors point out, there are other systemic failures to recognise
environmental risks in finance. Whereas international banking codes
require banks to include emerging risks such as cybersecurity in capital
adequacy compliance (the ‘rainy day funds’ designed to prevent banks
collapsing), climate change barely features. The evidence base on physical
risks is lacking, leading to this report’s recommendation for a global
project for mapping the physical economy using satellites and Al There
is also a lack of standardisation in risk reporting, so that institutions find
it harder to acquire good information about environment-related risks
in their lending, insurance contracts or investments. All of this must be
addressed and I applaud the authors of this report for offering credible
options to do so.

Yet risk is only part of the story. We all know that hedging, regulatory
arbitrage, biases and other market behaviours mean that risk can be
managed without changing the underlying economic activity. The report
argues for mandatory transition plans for the most systemically significant
firms. That would help to move the dial at the global level if adopted by
the largest economies.

The UK has already led the way on many of these issues. The City
of London is the world leader in sustainable finance — the services that
will enable society’s transition. Last November, the Chancellor announced
plans for the UK to implement the recommendations of the Taskforce
on Climate-related Financial Disclosures. The Government has committed
£10 million to establish a new UK-wide Centre for Greening Finance
& Investment, with innovation hubs in Leeds and London. These show
global leadership, but even the Prime Minister would admit they are just
the tip of the iceberg.

policyexchange.org.uk
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Now, in 2021, we have the diplomatic opportunity to bring the
world with us. Through our leadership at the G7, COP26 and in other
international work, the UK will help to transform global finance to enable
a worldwide shift towards a sustainable economy. This report sets out
a comprehensive programme for doing so and I welcome its important
addition to a vital debate.
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Executive Summary

Introduction

The UK has a unique opportunity to play a central role in greening

the global financial system. As the host of COP26 in late 2021, the

president of the G7, and a key participant in both the G20 and the

Commonwealth Heads of Government Meeting, the UK will be a

central player in the year’s diplomatic calendar.

2021 also presents the confluence of other relevant factors. In

the closing phases of the COVID-19 pandemic, there is a rare

opportunity for reform and ‘green recovery’. The arrival of the

Biden administration, which has prioritised action on climate

change, has also added momentum. Finally, several major

economies around the world have announced plans for reaching

‘net zero’ by mid century.

The UK should leverage its position to push through reforms that

radically align the financial system with these goals. The financial

system inevitably has a key role to play in the shift to a carbon-
neutral and nature-positive economy.

In making our recommendations, we have pursued three

fundamental principles:

* The financial system exists to provide credit, insurance and
related services to support society’s wider economic aims.

* Financial regulation, prudential regulation and monetary
interventions should be broadly in line with, not in conflict
with, wider government policy.

*  Where there are clear systemic risks, financial regulators
should require these to be disclosed and managed down.

Section One: Environmental risks to financial stability

Climate and wider environmental change present serious risks to

financial stability. These risks split into two broad categories:

* Physical risks, which are the risks posed to assets from a
changing environment. These include changes in weather
patterns, disruptions to agricultural systems, long-run
temperature changes, changing sea levels and desertification.

* Transition risks, which relate to society’s response to
environmental change. These include changes to public policy,
public attitudes, consumer behaviours, legal precedents and
technologies.

10
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*  These risks create the prospect of ‘stranded assets’. Stranded assets
are not able to fulfil their expected economic value and so find
themselves abandoned or decommissioned before the end of their
expected economic life. This can happen suddenly, perhaps as the
result of an unexpected revelation of underlying risks, as happened
during the 2008 financial crisis when assets were reassessed and
dramatically devalued or written off. It can also happen slowly,
for example as insurance risks are progressively reassessed and
premiums rise incrementally, devaluing assets in the process.

* The scale of these risks is unknown due to lack of systematic
assessment, but studies to date suggest that exposure is ‘sizeable
but also manageable’. This indicates that integrating environment-
related risk assessment, disclosure and redress would allow
managers to reduce such risks over time. The market appears to
be failing to price such risks appropriately, making legislative and
supervisory intervention necessary.

Section Two: Monitoring and managing environment-
related risks

* The Taskforce on Climate-related Financial Disclosures (TCFD)
arose from the G20 to produce a framework for companies to
disclose climate-related risk exposures. The UK is one of a few
nations to mandate its recommendations across the whole
economy. We argue that the UK should use its leading position to
encourage other major economies to do the same, mandating the
TCED globally.

* There is also a need for a Taskforce on Nature-related Financial
Disclosures (TNFD), which will set out how companies should
disclose their exposure to issues such as deforestation and
habitat loss, pollution and biodiversity decline. These should be
developed quickly and mandated alongside the TCFD, reflecting
the equivalent and overlapping but distinct threat of ecological
disruption.

* Action on these risks should go beyond simply disclosing them.
Just as regulators weight capital adequacy requirements (the ‘rainy
day funds’ that banks and others must hold so that they can absorb
the shock of failed loans and investments) according to other
forms of risk, so should they reflect environment-related risks.
This will encourage financial firms to shift capital in portfolios and
loanbooks towards assets with lower environment-related risks.

* The Bank of England Prudential Regulation Authority’s ‘Senior
Managers Regime’ was introduced in the aftermath of the 2008
financial crisis, in order to make company boards and clearly
identified senior managers responsible for the riskiness of their
investments. Since 2019, this has been extended to climate-related
risks. The Bank of England notes that it has already begun to raise
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professional standards. We argue that the UK should promote this
as a model that should be adopted globally.

Asset purchase schemes, also known as quantitative easing, have
become a major element in monetary policy in the past decade,
despite being considered an ‘unconventional’ monetary tool. The
process involves central banks purchasing the financial assets of
particular firms in order to raise liquidity in the economy, which
also has the effect of benefitting the firms in question. We argue
that such schemes should be adjusted to reflect the higher risks of
asset stranding caused by environment-related events. This is in
line with central banks’ risk-based asset selection, reflects wider
economic policy and also echoes the need for changes to capital
adequacy requirements.

Although the concept of market neutrality is often deployed to
argue against such action by central banks, we find that it is flexible
enough to encompass environment-related risks. Market neutrality
is currently not applied uniformly by central banks, which make
various policy decisions about asset classes, economic sectors, risk
profiles and social impacts within their asset purchase schemes. So
long as a broad-based approach can be taken, market neutrality
is not significantly at odds with avoiding the assets of firms with
exposures to environment-related risks.

There is also a need to update the ways in which risk data on assets
is collected at source. Advances in earth observation from satellites
and other sensors combined with Al and data science make it
possible to build a clear digital map of the entire physical economy.
The UK should champion a new global project, analogous to the
Human Genome Project, to map and decode the whole world’s
assets, allowing investors, insurers, and lenders to monitor the
environment-related risks affecting those assets in near real time.

Section Three: Aligning finance and investment with
environmental outcomes

Risk disclosure is not enough to ensure a reallocation of capital and
changes in business practices in a way that makes the economy
compatible with environmental objectives. For example, companies
can hedge against risk and not change their underlying behaviour.
Continuing with these behaviours can continue to increase risk for
everyone, by contributing to climate and environmental change.

We argue that all supervised firms should be required to adopt plans
for ‘Alignment with Environmental Outcomes’ (AEO). This means
creating transition plans for portfolios, loanbooks and underwritten
assets. Such plans should be aligned to key environmental targets,
such as keeping to well below 2°C of climate change as per the
Paris Agreement, and eradicating activities such as deforestation,
moving instead towards ‘nature positive by 2030’ (i.e. supporting

12
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nature’s recovery by 2030).

*  Most companies will also need support in delivering this important
transition. The financial sector exists in order to enable the rest of
the economy to go about its business, which is why societies have
been willing to bail out banks and other firms at times of financial
crisis. It should also provide this societal service for the transition
to net zero and nature positive. ‘Transition finance’ describes
the range of financial products and services needed to do this.
Arguably, dll finance should become ‘transition finance’.

* The development of transition finance products and services will
need better KPIs for use internationally. The UK Government, with
Italy as G20 president, should take a lead with industry to develop
these, including relevant data standards and sources.

*  With the development of relevant KPIs and the adoption of
transition plans among supervised firms, larger listed and non-
listed firms should also follow suit. The UK should mandate
premium listed firms on UK exchanges to adopt such transition
plans and make them subject to a distinct shareholder vote at the
company’s Annual General Meeting.

*  Governments at the G7, G20 and COP26 should also agree to
make public finance above a certain threshold — from bailouts to
export finance and other support mechanisms — conditional on
the counterparty having AEO transition plans in place.

* To embed these transition approaches in corporate culture,
we propose a new process to develop a new gold standard in
corporate governance and stewardship. The Commonwealth
is a good setting for building a ‘King V' standard of corporate
governance, developing the work of South Africa’s world-leading
King Committee. This would make explicit the need for action on
environmental risks at the board and senior management levels.
The UK’s Stewardship Code — which sets norms for ensuring that
firms create long-term value for society — is also a world-leading
standard. The UK should use its influential position internationally
to promote it as a model for global adoption and mandation
among supervised financial firms.

Section Four: The Case for Principles-Based Regulation

*  The UK has been a pioneer in principles-based financial regulation,
as opposed to rules-based. Principles-based regulation sets broader
expectations about standards of corporate behaviour, rather than
specific rules that must not be transgressed. This approach sits
naturally with the UK’s ‘common law’ tradition.

Principles-based regulation is more suited to the development of
sustainable finance because it is more adaptable, better at setting
cultural standards rather than box-ticking, is less vulnerable to
political capture and can be applied internationally.

¢ The UK should join with other countries that share the common
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law approach - including Australia, Canada, the USA and
many Commonwealth members — to promote principles-based
regulation as the underlying framework for green finance.

Section Five: Strategy and recommendations

The UK should treat 2021 as a coherent round of diplomatic
summits for developing a programme of reforms, culminating at
COP26.

Two partnerships will be particularly central. The first is the USA,
which plans to host a climate summit for ‘major economies’ in
Biden’s first hundred days. The second is Italy, which is working
in partnership with the UK on COP26, but also presiding over the
G20 this year. The G20 has a focus on finance and is therefore
important in this context.

There is also an important role for China, as host of the Convention
on Biological Diversity’s COP15. China should be encouraged to
participate in this broader process.

Timeline

Our recommendations (see below for a full list) should be actioned
as quickly as possible, but can be phased in over time to ensure their
successful adoption by the whole financial system. We suggest a timeline

as follows:

14
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Enhancing
environment-
related risk
management

Immediate implementation

(2021-2022)

¢ Create a Taskforce on
Nature-related Financial

Disclosures, roll it into the
TCFD, mandate it across the

economy.

¢ Countries around the world

should adopt roadmaps
for TCFD and TNFD-

aligned regimes across their

economies.

¢ Launch aninternational

coalition to map all physical

assets using satellites and
associated technologies.

*  Apply lower capital charges

for green infrastructure.

¢ Develop aroadmap for
phasing-in higher capital
charges for assets with

higher environment-related

risks.

Short-term

(2022-2025)

In 2022, begin phase-in
of higher capital charges
for assets with higher
environment-related
risks. Complete phase-in
by 2025.

From 2022, central
banks should include
environment-related
risks as a filter within
their asset purchase
schemes.

By 2022, all G7 nations
should have short-term
plans for implementing
TCFD/TNFD-compliant
regimes.

By 2025, G20 nations
should have short-term
plans for implementing
TCFD/TNFD-compliant
regimes.

Align finance and
investment with
environment-
related outcomes

e Require supervised firms

to produce transition plans

aligned with net zero and

the ‘nature positive by 2030’

target.

e All public finance should
require recipients to have
transition plans in place.

* Anew, voluntary gold
standard of corporate
governance should be

complete and available for

international adoption by
2023.

Require premium
listed firms to produce
transition plans aligned
with net zero and the
‘nature positive by
2030’ target, and put
these to a shareholder
vote on a regular basis.

By 2025, all portfolios
and loanbooks should
be free of nature-
degrading activities
such as deforestation.
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Summary of recommendations

The UK should mandate nature-related financial risk disclosures
within its prudential disclosure regime, in the same way it has set
out plans to mandate climate-related financial risks.

The UK should use its presidency of the G7 to spur other major
economies to require the use of climate-related and nature-related
frameworks for financial risk disclosures, specifically the TCFD
and the forthcoming TNEFD.

Central banks and supervisors should introduce higher capital
charges for assets at greater risk from climate and nature-
related financial risks. This can be phased in over time, allowing
the financial system to adapt. Lower capital charges on green
infrastructure should be introduced immediately where high-
quality, science-based taxonomies exist to identify appropriate
assets.

The UK should work to promote principles-based financial
regulation, which is better suited to enabling the successful
sustained growth and development of sustainable finance than
rules-based approaches.

The UK should promote the Bank of England’s Supervisory
Statement, using it as a model to mandate action on environment-
related risks at the board and management level of supervised
firms globally.

Central banks should design asset purchase schemes to take account
of the environment-related risks associated with corporate assets
and bond issuers.

The UK should lead a coalition to create the first comprehensive
digital map of all physical assets in the world through the use of
earth observation from satellites and other sensors combined with
Al, data science, and financial data.

The UK should require supervised financial firms to design and
disclose on a comply or explain basis targets and transition plans
that remove environment-related risks and negative environmental
externalities from portfolios and loanbooks over time. It should
then promote this approach internationally.

The UK should also require premium listed firms on UK stock
exchanges to produce similar transition plans regarding their
own commercial interests. Such plans should be put to a distinct
shareholder vote at the firm’s AGM.

10. All public finance, whether bailouts, credit facilities, or export

16
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11.

12.

finance, should be made conditional on sustainability performance
linked to achieving key environmental thresholds.

A new, voluntary gold standard in corporate governance and
stewardship can be developed and promoted, including through
COP26, the G7, and the Commonwealth. The Commonwealth
Heads of Government Meeting takes place in June 2021.

The UK’s green taxonomy should be based on scientific evidence
alone, rather than on the EU’s model that includes significant
industry representation. The UK should also develop a brown
taxonomy that defines polluting activities that need to be phased
out and by when.

policyexchange.org.uk
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Glossary

Asset purchase
schemes

Basel I, Il &Il

Basel
Committee
on Banking
Supervision
(BCBS)

Capital
adequacy ratio
(CAR)

Capital charges

A form of quantitative easing (QE), an
unconventional tool in monetary policy that has
become common in recent years. Asset purchase
schemes involve a central bank purchasing bonds
and other assets from governments and companies
in order to inject money into the economy, thereby
increasing liquidity. QE is known as a modern form
of ‘printing money’.

A set of banking standards developed by the Basel
Committee on Banking Supervision. Basel | (1988)
created methodologies for assessing banks’ credit
risks. Basel Il (2004) aimed to make capital allocation
more risk-sensitive and enhance market disclosures,
as well as reducing regulatory arbitrage (playing one
jurisdiction off against another). Basel |l was in the
process of implementation when the 2008 financial
crisis hit.

Basel I11 (2010) was developed in the aftermath of
the 2008 financial crisis and created stricter rules
to remedy the regulatory failures that allowed that
crisis to occur. It more than doubled the amount
that banks must hold in common equity to fund
their risk-weighted assets. It also introduced
leverage ratios and liquidity requirements.

A group of central banks and regulatory supervisors
from 28 jurisdictions, formed in 1974 to develop
cross-border banking regulatory standards. The
BCBS is responsible for the Basel |, Il and |1l accords
(see above). It is not a treaty-based multilateral
organisation but acts as a forum to improve banking
regulations.

The ratio of a bank’s capital to its risk. Under the
Basel Il banking standards, a bank must hold 4.5%
of its risk-weighted assets in common equity.

This equity provides funding in case of a sudden
devaluation of some assets and thereby helps to
improve the stability of the bank and the wider
banking system. This ratio is also known as capital
charges.

See Capital adequacy ratio.

18
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The 26t Conference of the Parties (COP), which will
be held in Glasgow in November 2021 (having been
delayed by a year due to COVID-19). The ‘Parties’
are the signatories to the United Nations Framework
Convention on Climate Change (UNFCCC), which
aims to limit global greenhouse gas emissions. The
famous Kyoto Protocol and Paris Agreement were
both developments of the UNFCCC, agreed at
previous ‘COPs’.

Market A concept that central banks should not distort the
neutrality market by preferential or policy-based interventions.

Physical risk Risks to assets from the environment, such as
floods, desertification, higher temperatures or
changes in weather patterns.

Quantitative A set of unconventional monetary policy tools used
Easing by central banks to increase liquidity in the economy
by purchasing bonds and other financial assets. See
also asset purchase schemes.

Elsiatelllisie - Risks to assets that arise from the societal effects

of responding to climate and other environmental
change. These might include changes in public policy
and legislation, changes in public attitudes and
consumer behaviour, changes in legal precedents, or
changes in technologies available in the market.
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Introduction

In 2021, the UK has a unique opportunity to lead reform of the global
financial system and align it with environmental ambitions. It will host
both the G7 and the next major quinquennial UN climate conference, the
first since the Paris Agreement, COP26. These align with other events —
not least the arrival of the Biden administration — that have the potential
to supercharge many diplomatic activities. This paper sets out how the UK
can seize this opportunity to green the global financial system.

The UK's central diplomatic role will also prove a unique opportunity
to build its post-Brexit relationships. Joe Biden has announced a plan for
a ‘major economies’ climate summit in his first 100 days, during which
other countries will seek to build relations with the new President. The UK
can tie this event to its own summits later in the year, creating significant
momentum (Figure 1).

Figure 1: Timeline of the UK’s major diplomatic summits in 2021.

April May June Summer October November
Biden's major China hosts Rwanda hosts UK hosts Italy hosts UK hosts COP26
economies' _COP15  Commonwealth G7/D10 G20 summit climate conference
climate summit biodiversity Heads of summit in partnership with
conference  Government Italy
(likely to be Meeting
postponed)

As host of COP26 in November, the UK will set the agenda for achieving
meaningful next steps for the UN Framework Convention on Climate
Change (UNFCCC). The UK is hosting the conference in partnership
with Italy, which currently also presides over the G20, a grouping with
a particularly financial focus. Italy has pledged to prioritise sustainability
during its presidency, which clearly aligns with its role at COP26. By
working with Italy and the USA to ensure a coherent diplomatic process
across all of these summits, the UK will be able to demonstrate almost
unprecedented momentum towards its own ‘grand finale” in November.
This is also a key moment for proving the legitimacy and efficacy of
the democratic system. Boris Johnson’s administration has promoted the
concept of a values-based ‘Democratic 10" alliance rather than a ‘Group of
7’, membership of which is mostly based on GDP. To that end, Johnson
has invited South Korea, Australia and India to attend the summit this year.
This reflects the geopolitical contrast between these ‘D10" members and
authoritarian nations such as China and Russia, a contrast that has been
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sharpened by the COVID-19 crisis. Whilst China will be crucial to any
action on climate, it has shown little interest in abiding by international
norms and has instead declared plans to rewrite key parts of the multilateral
system. Many commentators have also questioned the West's ability to
respond to major challenges in a coordinated fashion, as it did after the
2008 crash. Taking a firm and visible lead on green financial reform would
present a reassertion of the western model, as well as re-establishing its
moral authority regarding the climate crisis.

The G7 is small enough to achieve diplomatic consensus, whilst large
enough to effect significant change in financial norms far beyond its own
members’ jurisdictions.

As a long-term leader in green finance, the UK is ideally placed to drive
forward the green finance agenda in these fora. Its Chancellor has already
announced a plan to mandate the recommendations of the Taskforce on
Climate-related Financial Disclosures (TCFD) and it has a world-leading
prudential system in its Senior Managers Regime and Stewardship Code.
It also has a unique offer in the form of its principles-based regulatory
approach, rooted in its system of common law, which is arguably better-
suited to green finance than rules-based, civil law alternatives such as
that of the EU. The UK should be a standard bearer for these models on
the global stage. Many members of the Commonwealth share the UK’s
common law system and provide a ready network for propagating a system
of principles-based green finance regulation. The Commonwealth Heads
of Government Meeting (CHOGM) in June therefore provides another
opportunity for developing this agenda.

There is a strong precedent for the UK to lead on financial reform in
response to global crises. During and immediately after the Great Financial
Crash, the UK took a central role. As is discussed below, it is time to do so
again —not only due to the health crisis at hand, but also the environmental
crisis that has already begun.

The threat to financial stability

In 2008, a set of previously unknown risks were discovered to be endemic
throughout the global financial sector. It was realised that highly opaque
(and therefore mispriced) financial products had contaminated the
international financial system with the risk of defaults from sub-prime
home loans in the USA. Unfortunately, this realisation happened only
after the defaults had begun.

The discovery created an immediate and long-lasting period of
uncertainty as banks reappraised their balance sheets, during which credit
markets froze. Several major banks, mortgage lenders, insurers and other
institutions foundered and many were bailed out at significant cost to
taxpayers. The sudden loss of confidence in credit markets undermined the
‘real economy’ and created the worst economic recession since the Great
Depression. Tens of millions of jobs across the world were lost and labour
markets still bear scars from those events. Political reverberations have
continued in the form of a general unease about the state of capitalism,
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helping the rise of populist, far-left and far-right movements.

Had those endemic risks been identified earlier, then a great deal of
economic and political damage might have been avoided. Through better
risk identification, such products can be more accurately priced. Banks and
other financial institutions can manage their loan books and investment
portfolios to minimise and manage risk. Central banks and prudential
regulators can also operate more efficiently and effectively with better
visibility of systemic risks, thereby acting to avoid a repeat of 2008 and
the ensuing recession. Regulations, such as capital adequacy, can be used
to ensure that firms and their managers are equipped to absorb downside
risk, rather than socialising it, as was the case in 2008.

Since the 2008 crisis, actions have been taken to introduce many of
these measures. The UK has been a key proponent and pioneer of these
reforms, supporting more stringent capital charges, structural reforms
and coordination. The Basel III banking accords in particular have set
new requirements for assessing, managing and reporting risk exposure
in supervised firms. The last time the UK hosted the G7, in 2013, the
UK Chancellor George Osborne placed banking reform at the heart of the
agenda. Although there have been many critics of the banking reforms
delivered since 2008, there is no doubt that political will demanded a new
approach to such systemic risks within the financial system.

However, there is currently another set of underlying risks that is not
being factored into the global financial system but which could create
multiple localised or system-wide shocks. The risks presented by climate
change and environmental degradation are both physical and socio-
political. They therefore have enormous potential to undermine current
valuations across almost every asset class. Mark Carney, the former Governor
of the Bank of England, has warned that “changes in climate policies, new
technologies and growing physical risks will prompt reassessments of the
values of virtually every financial asset.”! Lael Brainard, a member of the
US Federal Reserve’s Board of Governors, has said that climate change
could affect inflation, interest rates, productivity and long-run economic
growth.”

The Federal Reserve itself has now formally recognised the threat of
environment-related risks to financial stability, warning that they could
create sudden repricing of assets, among other impacts. Figure 2 is taken
from the Federal Reserve’s Financial Stability Report from November 2020
and illustrates the possible transmission routes transferring climate-related
risks to the financial system. The report stated that the Federal Reserve is
in the early stages of researching these risks and how the financial system
should mitigate and manage them. It stopped short of mandating financial
institutions to disclose and manage climate-related risks, but said that
it would be helpful if they did so, “thereby reducing the probability of
sudden changes in asset prices.” It also expects banks to “to have systems
in place that appropriately identity, measure, control, and monitor all of
their material risks, which for many banks are likely to extend to climate
risks.””
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Figure 2: Possible Transmission from Climate-related risks to
Financial System Vulnerabilities*
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A report from the US Commodities Futures Trading Commission (CFTC)
is even more unequivocal. It states that “Climate change poses a major
risk to the stability of the U.S. financial system and to its ability to sustain
the American economy.” It recommends a range of actions, including
the adoption of climate-related financial disclosures at the regulatory level
throughout US financial markets and that the US should join international
groups and networks that are developing standards to do so.’

In November 2020, the UK’s Treasury published A Roadmap Towards
Mandatory Climate Disclosures, in which it notes:

“High-quality disclosures about how organisations and assets will be impacted
by — and impact — environmental change will improve transparency,
encouraging better informed pricing and capital allocation. This in turn should
drive investment in more sustainable projects and activities.”®

The Roadmap commits the UK — and by extension the significant volume
of international financial activity in the City of London — to mandatory
disclosures by 2025, adopting the recommendations of the Taskforce on
Climate-related Financial Disclosures (TCFD). This builds on an already
world-leading example set by the Bank of England in its Senior Managers
Regime, which places climate-related risks firmly within the duties of the
boards and senior management of supervised firms.

This paper sets out how the UK can use a unique confluence of
opportunities in 2021 to continue this leadership in greening the financial
system. In exploring the issues and in making our recommendations for
reform, we have applied three central principles:

1. The financial system exists to provide credit, insurance and
related services to support society’s wider economic aims.

Without financial services, the economy would grind to a halt. This
is the fundamental reason for society’s willingness to bail out banks

4. Federal Reserve Board staff (Nov 2020), “Fi-
nancial Stability Report”, Federal Reserve of
the United States. Link.

5. Climate-Related Market Risk Subcommittee
(2020) “Managing Climate Risk in the U.S. Fi-
nancial System”, U.S. Commodity Futures
Trading Commission, Market Risk Advisory
Committee. Link.

6. HM Treasury (Nov 2020), “A Roadmap To-
wards Mandatory Climate Disclosures”. Link.
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and other institutions from time to time, most notably after the 2008
Great Financial Crash. However, this creates a duty among the financial
community to operate in a manner that maintains stability. It also creates
an implicit obligation that the financial system should support broader
societal objectives, such as the move to zero carbon emissions and nature’s
recovery.

2. Financial regulation, prudential regulation and monetary
interventions should be broadly in line with, not in conflict with,
wider government policy.

This principle follows from the first. If the financial system exists in
order to support and enable wider economic activities, then it follows
that the supervision of the financial system should be broadly in line
with government policies shaping the rest of the economy. For example,
the energy sector has been required by public policy to transition from
activities that increase emissions to those that do not, and the financial
system should not frustrate that transition. In fact, it has a key role to play
in facilitating it.

A clear example is in the interventions of central banks in markets
through asset purchase schemes, which we explore in Section Two. Such
schemes have had the effect of entrenching commercial activities that are
high emissions, whereas the wider economic policy of most governments
is to encourage a move away from these activities. Fiscal policies such as
renewable energy subsidies are directly contradicted by monetary policies.

This principleisloosely applied and still allows for both the independence
of central banks (assuming banks operate under a reasonable charter or
constitution that prioritises market stability), which therefore also allows
counter-cyclical policies.

3. Where there are clear systemic risks, financial regulators should
require these to be disclosed and managed down.

The centrality, complexity, rapidity and interrelated nature of the
financial system, together with its commoditisation of risk, mean that it
is particularly susceptible to systemic risks. These are distinct from micro-
level risks that affect only a particular company, which are part and parcel
of doing business. Micro-level risks are a matter for the shareholders and
staff of that company. Macro-level, systemic risks can threaten the whole
market and thereby the whole economy if not managed prudently. Some
macro-risks originate within the system (such as the vulnerability of
LIBOR to manipulation), whereas others are extrinsic.

An overlap between the two risk types is where risks are unknown
and ‘baked into’ products and services sold by a company without
due disclosure, meaning that customers are left unaware of their own
exposures. These can propagate throughout the market and their
undisclosed nature leaves the market prone to panic. This was seen in the
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‘credit crunch’ of 2008-2009, when lenders stopped the flow of credit to
the wider economy out of fear for their own balance sheets. Where very
large financial companies — those that are ‘too big to fail’ — find themselves
exposed, then that company’s risk also becomes a systemic one.

We therefore apply the principle that systemic risks must be identified
and disclosure should be required by financial regulators. As will become
clear, environment-related risks are systemic in that they apply across
borders and asset classes, thereby creating risks not just for individual
firms but the whole market.
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Section One: The Challenge

What are the financial risks of environmental change?
The concept of assets becoming devalued or impaired as a result of
changing physical conditions or societal pressures is not new nor
exclusive to environmental issues. It occurs when an asset suffers an
unanticipated or premature write-down, devaluation or conversion to a
liability.” Such assets are described as ‘stranded’, although stranded assets
should be viewed on a spectrum of severity. Some assets may simply
experience partial devaluation, others may be completely abandoned or
decommissioned before the end of their expected economic life. This can
be considered part of the ‘creative destruction’ that precedes economic
innovation but it is destruction nonetheless. For example, after the dawn
of personal computing, typewriters and their associated supply chains
became stranded assets.

However, there is evidence to suggest that environmental change is an
increasing cause of asset stranding and could reach systemically significant
levels, applying as it does across all sectors, asset classes and geographies.
For example, one area experiencing greater liability is the level of insurance
losses relating to natural disasters, which rose from $10 billion to $50
billion in the decade to 2015.* It is becoming exceptionally difficult to
diversify away from climate change. This may arise from the global and
overlapping nature of environmental disruption and the societal response
to it.

Environmental risk falls into two broad categories

1. Physical risk

Physical risks to assets arise from the real-world effects of climate and
other environmental change. For example, sea levels are rising at a rate
of around 3.4mm per year, which represents an escalation compared to
the average for the 20™ century (1.4mm per year). The USA’s official
projections for mean sea level rises by 2100 are between 0.2m and
2.0m.” This creates threats to coastal and estuarial communities, whether
economically advanced hubs such as New York or highly populated
developing economies such as Bangladesh. This impacts mortgage lenders’
mortgage book values, among many other economic implications. It
creates liabilities for shipping infrastructure which raises the costs of trade,
such as building better/higher sea walls and paying higher insurance
premiums against tidal surges. Lloyd’s of London estimates that higher sea
levels raised insurance losses from Superstorm Sandy in 2012 by 30% in
New York alone.'®
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The opening of shipping routes in the Arctic Circle might also devalue
existing shipping routes, such as Egypt’s Suez Canal, which will face
competition for trans-Eurasian trade.

Sea level rises are just one, relatively predictable phenomenon.
Regional changes in precipitation or average temperatures are less so
and can have significant impacts on agricultural systems, inter alia.
Agricultural commodities markets are perhaps better placed than most
for environmental change, as they have long histories of hedging within
future contracts. However, agricultural sectors across the board are facing
new pressures that force adaptations and/or disruption, all of which can
affect cashflow. The risks described above are generally chronic in nature,
but climate change and environmental decline also raise the risk of acute
shocks from wildfires to tidal surges and even a growing pandemic risk."

Physical risks can be translated into the financial system under three
broad headings: operational and portfolio risk. Operational risks are those
affecting the financial system’s ability to operate. Physical impacts on
financial hubs such as New York or London stock exchanges would be the
obvious example. Operational risk is included in the Basel IIT accords and
the Basel IV update will increase capital ratios covering operational risks,
including, explicitly, environmental impairment.

Portfolio risks are themselves split into two broad categories: insured
and uninsured. Data from Munich RE indicates that only 23% of losses
from the largest natural disasters from 1990 to 2016 were covered by
insurance policies and 51% of losses as a result of weather events had
been."” The insurance industry acts to spread risks across time and people.
Insurance companies carry the risks of large pay-outs in the event of acute
natural disasters and there is a risk of ‘fire sales’ of assets by insurance
companies in distress as a result of such events. More endemic is the risk of
insurance companies raising premiums and/or refusing to cover particular
risks, creating larger pools of uninsurable assets. Uninsurable assets have
become a challenge in the UK, where Flood Re has been established to
cover homes on flood plains in 