








The momentum behind TCFD'’s voluntary disclosure is creating a virtuous circle by encouraging learning by
doing. As companies apply the recommendations and investors increasingly differentiate between firms
based on this information, adoption will continue to spread, disclosure will become more decision-useful and

efficient, and its impact will grow.

As firms work to enhance their disclosures, they are being supported by various TCFD Preparers’ Forums
from energy to finance.® The TCFD will also continue to work with market participants to refine metrics so
that they are consistent, comparable and decision-useful; and it will share best practices on the disclosure of

risk management and governance.

In the future, disclosure will move into the mainstream, and it is reasonable to expect that more authorities
will mandate it. IOSCO could play a constructive role in coordinating such mandates and in any event, the
current iterative process of disclosure, reaction and adjustment will be critical to ensure that these eventual

market standards are as comparable, efficient and effective as possible.

Second, risk analysis

The second step on the path to a new horizon is better climate change risk management.
Climate change creates both physical and transition risks.”

Physical risks arise from the increased frequency and severity of climate- and weather-related events that

damage property and disrupt trade.

Transition risks result from the adjustment towards a lower-carbon economy. Changes in policies,
technologies and physical risks will prompt a reassessment of the value of a large range of assets as costs
and opportunities become apparent. The longer meaningful adjustment is delayed, the more transition risks

will rise,

Climate risks also have a number of distinctive elements, which, in combination, require a strategic

approach. These include their:
e Breadth, as climate risks affect multiple lines of business, sectors and geographies;
e Magnitude, as the full impacts of climate risks are large, potentially non-linear and irreversible;

e [oreseeable nature;

% For example the Oil and Gas industry group convened by the World Business Council on Sustainable Development and the Institute of
International Finance for banks.

" The other channel concerns liability risks. These stem from parties who have suffered loss from the effects of climate change seeking
compensation from those they hold responsible. Such claims could arise well into the future, as the science and evidence of climate
change hardens, though some are already taking action against companies on the grounds of failure to disclose the risks posed to their
business models by climate change.
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However, the September TCFD report showed that while firms were starting to consider strategic resilience,

few systematically conducted scenario analysis.

Indeed, the PRA has found that despite the sophistication of insurers in modelling climate risks, there are still
gaps in their own risk management. The PRA is increasingly focused on cognitive dissonance in some
insurers whose careful management of climate risks on the liability side of their balance sheets is not always

matched by similar considerations on the asset side.

And the PRA’s banking survey last September found that, although almost three quarters of banks
recognised the risks of climate change, only one in ten were taking a long term, strategic approach to them.

With that in mind, we expect firms to consider scenario analysis as part of their assessments of the impact of

climate risks on their balance sheet and broader business strategy.

An important question is the form these scenarios should take. Climate scenarios aren't forecasts, but data-
driven narratives that help companies think through different possible futures. The scenarios should be
comprehensive, rigorous and challenging. The assumptions and methodologies in the models — such as the
assumed global temperature rise, the energy mix, or whether the transition happens smoothly or abruptly —
should be sufficiently transparent to allow for comparisons and external challenge. And finally, scenarios
should be implemented consistently across the business, linking identification of risks and opportunities to

both strategy and disclosure.

To do this, firms will need either to develop their own transition scenarios or build on commonly available
models. The TCFD report signposts existing models that firms can use, and the PRA's Climate Financial
Risk Forum will work with industry to review tools and metrics, with the view to publishing reference

scenarios and standard assumptions.'®

For supervisors, assessing strategic resilience will require climate-related stress testing. This involves linking
high-level data-driven narratives on the evolution of physical and transition risks to quantitative metrics to

measure the impact on the financial system.

Next month, the PRA will ask UK insurers, as part of a market-wide insurance stress test, to consider how

their businesses would be affected in different physical and transition risks scenarios.

Testing the banks, and possibly other participants in the financial system, with climate-change scenario

stress tests would have two objectives:

'* The most widely used and well-known are the |IEA transition scenarios, which model six different assumed pathways and associated
temperature increases. For modelling physical risks, the IPCC's four Representative Concentration Pathways (RCPs) fix greenhouse
emissions and analyse the resulting change to the climate.
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1. To consider whether, across the financial system, financing flows are consistent with an orderly
transition to the climate outcome set out in the Paris agreement. These long-term scenarios can
facilitate discussions between firms and their clients about possible risks across different sectors and

geographies; and

2. To consider whether the financial system would be resilient to shorter-term shocks - including a

climate “Minsky moment” when climate risks materialise suddenly.

These long and short-term risks are, of course, linked — any overall misalignment with climate goals
increases the short-term risks from a disorderly transition, possibly caused by extreme weather events or
abrupt shifts in climate policy. A system-wide stress test can help supervisors and climate policymakers
judge the adequacy of the current transition and whether further actions could be expected.

As the Bank of England considers the timing and design of such a stress test, we are working with
colleagues in the Network for Greening the Financial System (NGFS) to develop a small number of high-
level scenarios.'® And in our Climate Financial Risk Forum we will work with banks, insurers and asset
managers to ensure these scenarios are rolled out effectively within their organisations. Together with our
work on this year's insurance survey, these initiatives will provide a basis for our future assessments of the

system-wide exposure to climate risks.
The third and final area is return
A new horizon brings new opportunities.

The |IEA estimates that the low-carbon transition could require $3.5trn in energy sector investments every
year for decades - twice the rate at present. Under their scenario, in order for carbon to stabilise by 2050,
nearly 85% of electricity supply will need to be low carbon, 70% of new cars electric, and the CO2 intensity of

the building sector will need to fall by 80%.

With an estimated US$90 trillion of infrastructure investment expected between 2015 and 2030, smart

decisions now can make sure that investment is both financially rewarding and environmentally sustainable.

'% The voluntary network was set up by 8 central banks and supervisors in December 2017 at the One Planet Summit, and has since
grown to 29 members, representing countries accounting for nearly half of global emissions, and five observers. It is a voluntary,
consensus-based forum whose purpose is to share best practices, contribute to the development of climate- and environment-related
risk management in the financial sector and mobilize mainstream finance to support the transition toward a sustainable economy. The
analytical work is split into three work streams and the research will be published in April 2019: WS1 microprudential/supervisory; W82
macrofinancial; and WS3 Scaling up green finance.
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In this way, recent progress in disclosure, risk management and return optimisation is creating a path to a
New Horizon. A virtuous circle is becoming possible where companies disclose more information, investors

make better informed decisions, and sustainable investment goes mainstream.

But the speed with which this market develops will be heavily influenced by the coherence and credibility of
climate policies. Finance will complement - and potentially amplify — but never substitute for climate policy

action.

The policy frameworks with the greatest impact will be: time consistent (not arbitrarily changed); transparent
(with clear targets, pricing and costing); and committed (through treaties, nationally determined contributions

(NDCs), domestic legislation and consensus).

As countries build their track records and their credibility grows, the market will allocate capital to deliver the

necessary innovation and growth and pull forward the adjustment to a low carbon future.

The more prolific the reporting, the more robust the risk assessment and the more widespread the return
optimisation, the more rapidly this transition will happen, breaking the Tragedy of the Horizon.
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