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Why Are Central Banks Increasingly Focusing on Climate Change?

The “Networkfor Greening theFinancial System” (NGFS) now counts more than
100 members - including the largest central banks, suggesting climate change is
no longer trivial for monetary policy makers. Potential disruptionsfrom climate
change arise fromtwo dimensions: 1) Physical risks - that is damaging weather
events related to hotter temperatures,and 2) Transitionrisks — costsarising from
climate policies to greenthe economy. The NGFS workhas recognized those risks
have implications for financial stability and monetary policy, the bread and butter
of central banks.

In terms of financial stability, the soundness of the financial system may be
affected by climate change, whenbalancesheet holdingsare concentratedin
areas affectedbytheincrease in damaging weather events (such as storms,
floods, wildfire and droughts) or chronic physical risk(e.g. sea levelrise and
changingtemperature patterns). At the sametime, if transitionis steppedup,
banks’balancesheetscould be affected by “stranded assets”, i.e. “brown”assets
such as fossil fuels that willno longer beused as the economy shiftsto greener
production processes could see asharpdropinvalue.

More generally, climate related shocks are alsolikely to affect growthand
inflation dynamics, and thus the conduct of monetary policy. To start with, if the
financial systemisin aweaker position,as aresult of physical risks or stranded
asset related losses, this could impair the transmission of monetary policy
through the credit channel. Second, there are clear impactson pricestability. As
physical risksbecome more frequent and severe, output and inflationdynamics
are likely to become more volatile. Similarly, aquicker transition to net zerovia
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higher carbon pricing or stricterregulationscan trigger output fluctuations,when
firms need some time to adjustto newconstraintsand lead to price shocks as
demand for new materialsand productsoutstrips supply, potentially challenging
central banks’ability to deliver on their price stability mandate. Finally, moving to
a hotter planet oragreenereconomy are both likely torepresentlarge structural
changes in themacroeconomic environment. These changes could affectthe
economy’s neutral rate, theunobservable equilibrium interest rate that guides
central banks’monetary policy setting. On theone hand, in aworld of higher
temperatures, laborproductivityis likely to be lowered by heatwaves, capital
accumulation could be impaired by recurrent climate eventsthatmay damage
infrastructure, while householdsand firms may choose to retain more
precautionary savings to respondto those shocks. Thesedynamics would weigh
ontheneutralrate.On the other hand, the transitionto net zero, by triggering
sizeable green innovation, could also spurmore rapid productivity gains,
increasingtheneutralrate.

Chart: NGFSscenarios shows climate change canaffect economic output
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from Kalkuhl & Wenz (2020).

Consciousof these implications, central banks have already takenstepsto
integrate climate change in their assessments. Fornow, most of the focus is on
research and supervision.As such, over the past fewyears, theBankof England
(BoE),the European Central Bank (ECB)and the Banque de Francehave all started
to conduct"top-down" climate risk-related stress test on the institutions they

spglobal.com/ratingsdirect June 16, 2022



S&P Global Economics

supervise. Thistype of scenario analysishelpsassessthe financial sector's
vulnerability to climate change, fosterhigher disclosure,and encourage banksto
accountforenvironmentalrisks. The ECB hasalsolauncheda"bottom-up"
climaterisk stresstestin 2022, with the resultsdue in July.

In a second stage, centralbanks may consider more active policiesto foster the
transition tonet zero - suchas “greenquantitativeeasing’, “green targeted
lending operations”or “greencollateral”, whichwould give more advantageous
termsto “greener”companiesor governments. However, there is stilladebate on
whether usingthose tools would breachthe “marketneutrality” principle of
central bankpolicies (i.e. avoid distorting relative prices)and be more akin to
redistributive policiesthat belong to governments. As such, if the central bank
starts favoring “green” assets, this would likely change existing relative prices in
the market. At the sametime, it can also be argued that firmseligible to central
banks’bond purchasesare themselves not representative of theeconomy and
with abias to “brown assets” (Papoutsi, M, M Piazzesiand M Schneider(2022),
“How unconventionalis green monetary policy?”, Stanford University). Addingto
that, although some taxonomiesdo nowexist (e.g. the EU Green Taxonomy), there
isno “global green benchmark”to date, which means central bankscould
potentially run intoissuesof greenwashing. Second, it could be difficultfor
central banks toaddressthe long-term problem of climatechangewith itscyclical
policies, especiallyas the corporate bond buying programis just asmallpart of its
total purchases

Whileincreasingtheir monitoring of climate-relatedrisks, central banks stress
that governmentsshould bethe primary actor of transition. Large investmentsare
needed totransitionto greener production processesand build infrastructure that
isresilienttoclimate risks. Meanwhiletaxes, regulation or evennudges can
provide incentives for companiesand households to shift their behaviorsandhelp
mitigate climate change.
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