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Summary

Climate change has a clear systemic dimension: its consequences are not
only widespread across all sectars and regions, but potential concentrations,
spillevers and interlinkages within the financial gysterm risk further amplifying

PRINCIPLES FOR ADDRESSING
its ecanomic and financial impacts. The systemic nature of climate change for ' c L I MATE SYSTE M I c Rls KS WITH
financial stability suggests the need for a macroprudential response that goes
beyend a (microprudential) focus on individual firms and ensures a consistent Hiebert erre Monnin CAPITAL B U F F E Rs

approach across the financial system. (Eurcpean (Council on
Ceniral Bank) Economic

While climate change may be predictable, the timing of its financial impacts
s uncertain. Tharefore, central banks and financial supervisors must rapidh
develop seund risk management practices adapted to a contest in which pelicy
decisions rely an imperfect data and high uncertainty.
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rmate-related risks, like the lang time horizon aver which
they may materialise, their strang dependency on the speed and direction

of the |aw-carban transition, and the specific data and forward-losking
measurement methodologies required ton ge them.

Existing macrop
clirmate-related syst
unigue features

Two possible instruments that can be tailored to address systerr
related financial risks are: (i) ‘Systemnic risk buffers, to increase the
of the financial system to cimate-related shocks and contribute to rr
the build-up of future risks; and (i) measures limiting exposure concentrations,
which could target and thereby mitigate sources of riskwhere they are greatest.
While there are undeniable challenges in devising these macroprudential
respanses to climate-related systemic risks (e.g. medeling complexity and
uncertainty, partial data coverage), the risks will only increase with inaction.

This paints ta the need for central banks and financial supervisors to adapt

a forward-looking approach and progressive deployment of palicy in their
respanse to climate risk.
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Climate risks, financial stability and

macroprudential policy

What do we know?



What do we know about climate risks and financial stability

Climate risks are potential systemic risks

Climate systemic risks are likely to be underestimated

Unfolding path of climate risks is key for the level of financial (in)stability

An orderly transition starting now is the scenario that minimizes risks for financial stability

Climate risks are unevenly distributed in the financial system and in the banking sector

Banks are not well prepared to manage climate risks

Financial institutions contribute to climate change and the buildup of climate systemic risks.



Addressing climate risks with macroprudential policy

 Potential systemic risk requires adequate macroprudential policy response

 Holistic response, starting with sound micro-prudential policy, is necessary

 Existing macroprudential policy toolkits can be deployed now to address climate systemic risks,
although with possible adaptations to reflect their unique features
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Greening capital requirements

Summary

Capital requirements play a central rale in financial regulation and have
significant implicatians for financial stability and credit allocation. However, in
their existing form, they fail to capture environment-related financial risks and
act a5 a barrier to the transition to an emironmentally sustainable economy.

Emironmental issues can be incorporated inta capital requirements using
three different approsches: (it microprudential approaches. which suggest that
capital requirements need 10 be adjusted based on micro-kevel exposures to
erwiranmental risks; (i) weak macroprudential approaches, which emphasise
the expusure of financial institutions to systemic risks linked to specific sectors
and geographical areas: and {il strong macroprudential approaches, whereby
systemic risks are analysed by explicitly considering macrafinancial feedback
Ioaps and doubie matera

Inthe age of emviranmental crisis, strong macroprudent
showsd play 3 prominent role in the greening of capital requirements. Green
differentiated capital requirements {GDCRs) are one of the tools that are
consistent with a strong macroprudential approach. If designed to accurately
capture the environmental footprint of bank assets and minimse adve:
finarxial side effects, GDCRs can contribute ta the greening of the banking
system and the reduction of physical risks. The positive effects of GDCRs
can be enhanced if they are combined with other financial and non-financial
eriranments! policy tooks

approache

This peper & part of 8 toclbex designed to support central bankers
and finencial supervisars in calibrating monetary, prudential snd other
i ity gosls, a5 they sddress the

of dli hange and ather

The, h i 1 petr.revie w i
‘scadennia, think tanks and cernral banks and are baved on cuting =dge
reszarch, drawing from best practice in central banking and supervision

Macroprudential buffers are a promising option
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Fundamental objectives of macroprudential policy

 Ensure that the financial system has adequate shock absorption capacities (resilience objective)

« Contain the buildup of financial vulnerabilities (mitigating objective)



Macroprudential instruments have unintended side effects

Systemic capital buffers for climate risks can potentially

Reduce the aggregate volume of loans, including to activities of high economic value

Prevent loans to firms with a current unsustainable business model but engaged in a transition
process and needing funding for it

Push firms to seek funding in other jurisdictions and with non-bank financial institutions

Exacerbate transition risks if implemented too quickly or without proper planning

Addressing climate risks requires nuanced, forward-looking responses



Climate risk and systemic capital buffers

Which principles should underpin

the design of buffers?



Four core principles

1. Absorption - The capital buffer must be calibrated to absorb climate systemic shocks

2. Prevention - The capital buffer must be calibrated to mitigate the buildup of climate systemic
risks

3. Individualisation - The capital buffer level must be institution-specific with a common, non-
divestible and systematic base

4. Recalibration - The capital buffer level must be periodically recalibrated to reflect the
observed transition path and individual risk profiles



Absorption

The capital buffer must be calibrated to absorb climate systemic shocks
 The buffer must be calibrated to absorb unexpected systemic losses from climate shocks
» The buffer must reflect physical and transition risks

* The buffer must reflect the structure of the economy
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Prevention

The capital buffer must be calibrated to mitigate the buildup of climate systemic risks
» The buffer must include incentives to mitigate the buildup of climate systemic risks
 The buffer must support actions for climate change mitigation and adaptation

 The buffer must rely on forward-looking indicators to assess systemic risk mitigation by financial
institution



Prevention
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Individualisation

The capital buffer level must be institution-specific with a common, non-divestible and systematic base

» The buffer must have an institution-specific component that reflects individual exposure to climate
risks

 The buffer must have an institution-specific component that reflects individual contributions to
mitigation and adaptation measures

» The buffer must have a significant common, non-divestible, and systematic basis



Individualisation

Bank without individual risk Bank with individual Bank with no individual
exposure and no exposure to climate risks exposure to climate risks
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Recalibration

The capital buffer level must be periodically recalibrated to reflect the observed transition path and
individual risk profiles

 The buffer’s common component must be dynamically adjusted to reflect the transition path taken
by the economy

 The buffer’s institution-specific component must be frequently adjusted to reflect the institution’s
practices



Recalibration
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