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Central strands

• Mandates

• Monetary policy tools

• Bank capital regulation 

• Stress-testing

• Radical uncertainty
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Strand 1: Central Bank Mandates – Monetary Policy
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UK - BoE (March 2021):

“I am today updating the MPC’s remit to reflect the 
government’s economic strategy for achieving strong, 

sustainable and balanced growth that is also 
environmentally sustainable and consistent with the 

transition to a net zero economy”

US
FSOC, Report on Climate-Related Financial Risk (2021)

Supervision Climate Committee (SCC) and the Financial Stability 
Climate Committee (FSCC)

Powell (2022): Climate stress-testing “on the way”

EU
TFEU and ECB Statutes

Lagarde (2020): “whatever we have” to fight climate 
change

July ECB 2022: Alteration to monetary policy



Strand 1: Corporate bond buying; Oft-cited by 
academics, think-tanks and policy groups

Two issues, assuming legal 
mandate can cover this:

1. Role of bond-buying in 
unconventional monetary policy

2. Effect of such interventions

The ECB’s monetary policies have an implicit carbon 
bias. The eligibility criteria for collateral or 
unconventional purchases do not consider climate 
risks but rather rely on traditional credit ratings that 
fail to factor in climate exposures. Thus, monetary 
policy implicitly sanctions the financial markets’ 
mispricing of climate risks, amplifying the financial 
stability risks of extreme climate events. This requires 
the ECB to green its balance sheet.
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ECB – Monetary Policy Stance

July 2022: 

• (i) The Eurosystem will cap the assets from 
companies with a large carbon footprint which can 
be pledged as collateral at a certain share;

• (ii) The Eurosystem will start to consider climate 
risks, when adjusting the value of an asset for 
collateral (ie. the haircuts) by 2022.

• (iii) A revision to the ‘market neutrality’ principle, to 
allow the ECB to tilt its bond purchases away from 
polluting assets to ‘green’ assets to gradually green 
its corporate bond portfolio.



Reduce the carbon intensity of its CBPS portfolio by 25% 
by 2025; full decarbonisation by 2050. 
In addition, the BoE will require firms in high-emitting 
sectors (energy, electricity, gas and water) to have 
published an emissions reduction target in order to be 
eligible for purchase;
Further, bond purchases from the following firms will be 
ineligible: 
- Any revenue from mining thermal coal; and 
- Any revenue from using thermal coal, unless they 

meet all of the following criteria: 
o No investment in new unabated thermal coal plants, with commitments to 
eliminate existing activity in the UK by 2025 and globally by 2030;

o Emissions falling over time consistent with appropriate sectoral net zero 
pathways; 

o At least 20% of their energy mix must be comprised of renewable energy.

Bank of England monetary policy - 2022



Interest 
Rate %

Forward Rates for Dollar, Euro, Sterling, 17 October 2022
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UK QE (2021): Total £895bn

£875bn Gilts 

£20 billion corporate bonds



Impact on 
spreads



Strand 2: 
Capital 
regulation & 
Stress-tests
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Second argument concerns 
financial stability 

Focuses on two distinct regulatory 
instruments:

Capital requirements

Stress-testing



Bank capital
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• Green supporting factor

• Brown assets and securities inconsistent with ESG 
frameworks

• HLEG Interim Report (2017):

‘[a] ‘brown-penalising’ factor, raising capital 
requirements towards sectors with strong sustainability 
risks, would yield a constellation in which risk and policy 
considerations go in the same direction [as rewarding 
green projects]. Moreover, it would be more focused and 
easier to rationalise as capturing the risk of sudden value 
losses due to ‘stranded assets’.’ 



Stress testing for banks and 
climate risks

• The stress test targets specific asset classes exposed to 
climate risk rather than banks’ overall balance sheets. It 
focuses on exposures and income sources that are most 
vulnerable to climate-related risk, combining traditional 
loss projections with new qualitative data collections.

• Stranded assets

• Difficult to implement, although arguably ‘the most 
powerful prudential tool we have at our disposal for 
safeguarding the resilience of the financial system.’ S.G. 
Cecchetti (2015)
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HSBC UK Bank plc: Pillar 3 Disclosures at 31 December 2021
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Morgan Stanley Int. Pillar 3 Regulatory Disclosures Report, 30 June 2021

16



Deutsche Bank, December 2020
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Stress tests: static vs Balance 
sheet assumptions
(i) A static balance sheet assumption assumes that balance sheets are ‘frozen’ 
over time, allowing only balance sheet changes that result directly from risks 
materialising in the scenario (e.g. assets going into default); or 

(ii) A dynamic balance sheet assumption allows balance sheets to change over 
time, either because counterparty characteristics change (they may reduce 
their emissions or gain market share for example), or because the financial 
institution divests from existing counterparties, or invests in new ones.

NGFS: three quarters of central bank regulators use static balance sheet 
assumptions in their stress- and scenario-testing.

“insures against underestimating financial impacts, because under a static 
balance sheet approach financial institutions cannot mitigate risks through 
assumed management actions.”



Banque De France, A first assessment of financial risks 
stemming from climate change: The main results of the 2020 
climate pilot exercise, Analyses et syntheses, No. 122-2021. 

“Under [a] dynamic balance sheet 
assumption, institutions increase their 
exposures to sectors that benefit from 
the energy transition with a decrease in 
their level of risk (in the form of a 
probability of default). In the end, these 
different effects partially offset each 
other and the dynamic balance sheet 
assumption as such ultimately has little 
impact on the total cost of risk.”



Strand 3: More philosophical problems
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Uncertainty
1. Structural uncertainties
2. Data interpretation
3. Non-linearities in the climate system

• “We find that the expected ‘climate value at risk’ 
(climate VaR) of global financial assets today is 
1.8% along a business-as-usual emissions path. 
Taking a representative estimate of global financial 
assets, this amounts to US$2.5 trillion. However, 
much of the risk is in the tail. For example, the 
99th percentile climate VaR is 16.9%, or US$24.2 
trillion.” 

• Simon Dietz, Alex Bowen, Charlie Dixon & Philip 
Gradwell, ‘Climate value at risk’ of global financial 
assets, April 2016
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Thanks for listening
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