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Central principles

• 3 strands:

• Central bank central bank monetary policy tools

• Bank stress-testing and climate-related losses

• Radical uncertainty
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Strand 1: Central Bank Mandates – Monetary Policy

Bank of England, (3rd 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)

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

Climate stress-testing

EU:

TFEU and ECB Statutes

Lagarde (2020): “whatever we have” to fight climate 
change
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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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• UK QE (2021): Total £895bn

• £875bn Gilts 

• £20 billion of corporate bonds

In this inquiry we took oral evidence from prominent monetary policy practitioners and experts. We would like to thank in particular those witnesses from overseas who gave us 
the benefit of their knowledge and experience, including… Christina Parajon Skinner, Assistant Professor of Legal Studies & Business Ethics at The Wharton School of the
University of Pennsylvania… Finally, we would like to thank our Specialist Adviser for this inquiry, Professor Rosa M Lastra, Sir John Lubbock Chair in Banking Law at Queen Mary 
University of London. 5
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Impact on spreads

“We find that a modest tilting 
approach could … lower the cost 
of capital of low carbon 
companies by 4 basis points…” 

Schoenmaker (2019)
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Strand 2: Financial stability

• Second argument concerns financial stability 

• Focuses on two distinct regulatory instruments:

• Capital requirements

• Stress-testing
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Stress testing for banks and climate risks

• Specific asset classes exposed to climate risk rather than banks’ overall 
balance sheets. 

• 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)

• Goodhart, In Praise of Stress Tests (2014)
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Basel III Pillar 3 Disclosures

• Disclosure requirements for credit 
risk, operational risk, leverage 
ratio, credit valuation adjustment 
(CVA) and overview templates on 
risk management, risk-weighted 
assets (RWA) and key prudential 
metrics. It also covers new 
disclosure requirements to 
compare RWA outcomes of banks’ 
internal models with RWA 
calculated according to the full 
standardised approaches. 
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HSBC UK Bank plc: Pillar 3 Disclosures at 31 December 2021

12



Morgan Stanley Int. Pillar 3 Regulatory Disclosures Report, 30 June 2021
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Deutsche Bank, December 2020
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Strand 3: More philosophical problems
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Radical 
uncertainty

• Along with analysis of wider market conditions, investors need accurate data. The more 
incomplete or opaque the data and analysis, the more inefficient are markets. Yet the climate-
related risks and opportunities businesses face are currently shrouded in secrecy. Having 
information on such risks would allow investors to back their convictions with their capital, 
whether they are climate optimists or pessimists, evangelicals or sceptics. It would also permit 
corporates not only to meet investor demand for information, but also to position their 
businesses to win, rather than be left behind in, the transition to a low-carbon economy … The 
more transparent and effective we make markets, the more we will all benefit (Carney, 2017)
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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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What is the role of central banks

Under current law

• Credit guidance

• Macroprudential 
regulation

Under amended law

• As noted at beginning, central bank 
independence is overstated.

• However, so is central bank influence over 
credit.

Conclusion: Explicit legal powers needed if CB is to influence issue. Neither the 
existing mandate nor the tools currently at the CB’s disposal are sufficient to 

address climate change
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