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Today I will talk about the risks that climate change presents to the Australian financial system. It is
timely to do so ahead of COP26 in Glasgow at the end of the month. I will draw out the main points
from the recent paper published by the Council of Financial Regulators (CFR) Working Group on the
Financial Implications of Climate Change that I chair.

Why is there a particular focus of the CFR on the financial risks of climate change? Isn't it just like
any other risk that we would expect financial institutions to manage?

Climate change is a first-order risk for the financial system. It has a broad-ranging impact on
Australia, both in terms of geography and in terms of Australian businesses and households. Most
Australian financial institutions now recognise climate as a risk. The assessment of climate risks has
evolved considerably over the past five years, but there remains considerable scope for further
improvement. There are a number of complexities that make this a challenging risk for financial
institutions to assess, including the uncertainties involved in making assumptions about a possible
future and the lack of historical data.

These challenges make the case for public policy to provide regulatory guidance about what
standards of risk management should look like and to co-ordinate outcomes in areas such as
disclosure. One of the main challenges that we are focussing on in the CFR Working Group is the
quality, consistency, comparability and often the sheer availability of data to appropriately assess
climate risks.

All the members of the Working Group – Treasury, APRA, ASIC and the RBA – are actively engaged in
the work that is taking place globally on climate risks and the financial system. The RBA and APRA
are members of the Network for Greening the Financial System (NGFS) which comprises more than
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100 central banks and prudential regulators from around the world.  The NGFS has developed
much of the infrastructure for assessing climate risks in the banking system. The G20 has had a
focus on sustainable finance for a number of years now. Climate is a significant part of the agenda at
the Financial Stability Board, IOSCO and the Basel Committee.

The work that we are doing has a number of components that I will expand on in the rest of this
talk.

A cornerstone of our work is the Climate Vulnerability Assessment (CVA) that APRA is leading with
assistance from the RBA and Treasury. The CVA focuses on the climate risk of the five largest
Australian banks. The lending books of the five banks encompass all parts of the Australian economy.
Because of the breadth of this work, our expectation is that this exercise will provide useful data and
methodology for other Australian financial institutions, particularly asset managers. It should also
help Australian companies with their disclosures of climate risks. In particular, it can serve as a focal
point in terms of the scenarios used in the CVA, as well as providing a macroeconomic overlay that
can be used by financial institutions and companies.

This leads onto another pillar of our work: improving the quality and comparability of disclosures of
climate risk by Australian companies. This work is being led by ASIC. The information provided in
these disclosures is a key input into risk assessments conducted by financial institutions. To be more
usable, these disclosures need to be comparable and consistent across companies, both within
Australia but also globally, given the sizeable share of offshore funds invested in Australia as well as
the significant investments abroad of Australian asset managers. We want these assessments to be
comparing like-with-like, so that the risks are assessed appropriately. The Task Force on Climate-
Related Financial Disclosures (TCFD)  provides a global framework that ASIC is encouraging
Australian companies to use as the primary reference for Australian corporate disclosures.

Related to this is the work on taxonomies and standards. Taxonomies describe what is a ‘sustainable’
activity or financial product. There are a number of taxonomies being developed globally, most
notably in China and Europe. One important concern is that these taxonomies do not differentiate for
the impact that climate change has in different parts of the world and the different structures of
economies. A taxonomy may be appropriate for guiding sustainable finance decisions in a particular
region – but if it is then applied to investment decisions globally, it can lead to a misallocation of
financial capital.

In Australia, over recent years, climate risks have increasingly entered the discussion with foreign
investors. It almost invariably comes up in conversations I have with asset managers. In our liaison
conversations with many Australian companies, they also tell us that climate comes up constantly in
their discussions with their equity investors and bond holders. This has been another area of focus at
the CFR because of the potential implications for the cost of and ease of access to capital for
Australian corporates, and also for Australian governments. We discussed this issue recently at the
Reserve Bank Board.  Treasurer Frydenberg talked about it in a recent speech.  To date, we
have only isolated examples of divestment from Australia because of climate risk, but the likelihood
of more significant divestment is increasing. I will come back to this later.
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Finally, while most of the focus of my talk today is on climate risk (which often has a negative tone),
I will finish on a more positive note and talk about climate opportunities. We have already seen a
significant amount of investment in renewable electricity generation in Australia over the past
decade. There are plenty of opportunities for Australia to continue to take advantage of its natural
endowments of renewable resources and continue to be an exporter of energy to the world, but in a
much cleaner and more sustainable way.

Climate Vulnerability Assessment
The Climate Vulnerability Assessment is being led by APRA to assess the potential financial exposure
of the five largest Australian banks to climate risks.  The assessment is being done cooperatively
with the banks, and with the support of the Australian Banking Association. It is not a stress test like
APRA's stress tests of the banks' loan portfolios. There are no implications for the amount of capital
the banks need to hold against these risks at this stage. The aim of the CVA for both APRA and the
banks is to get a better understanding of the potential risks.

The banks' loan portfolios are assessed for their exposure to both physical and transition risk under
two scenarios. One scenario assumes current global policy settings continue and the other assumes
there is a late and disorderly transition to global net zero emissions by 2050. These scenarios are
aligned with two of the climate scenarios set out by the NGFS,  which are the basis for similar
CVAs being conducted by many prudential regulators around the world. This is another example of
ensuring consistency in approach across the world to allow for informed investment decisions. So, for
example, when foreign investors are assessing their holdings of Australian bank equity and bonds,
they are doing it consistent with their assessment of climate-related risks of banks in other countries.
That said, the CVA takes account of the need to take those global scenarios and apply them
appropriately to the Australian situation.

Physical risks are the direct loss from a climate event. For example, the risk that a business' assets or
property (which are the collateral for a loan) is destroyed in a bushfire or a flood. Climate change can
increase the frequency and severity of such events. Changing physical risks have significant
implications for mortgage portfolios, which commonly have a term of around 25 years. The first part
of the CVA looks at the effects of physical climate risk under the two scenarios, taking the banks'
current loan books as given. This exercise removes one of the challenges associated with the long
time horizon over which climate risks play out (although we are already seeing more frequent climate
events with a large financial impact).

Transition risk is the result of the structural change to the economy from the move to lower
emissions. Stranded assets are a good example of transition risk. Due to, say, a change in consumer
demand for a product or a change in the energy policy of a country, the value of a company's assets
or income it was expected to earn can decline quickly and significantly, permanently reducing the
value of the company and its ability to service a loan. The RBA recently published analysis of some of
the potential impacts of the net zero policies of our largest trading partners.  While the effect on
the Australian economy is small, the effect on the coal industry, and those regions that currently
depend on it is not.
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Assessing transition risk adds complexity to the scenario analysis in a number of ways. First, to do an
appropriate risk assessment, banks need macroeconomic outcomes and information on the structural
changes that are likely to occur in the economy. That means the scenarios require a macroeconomic
overlay and modelling of structural change to take account of the evolution of the economy in these
different climate scenarios over the long period of the transition. The RBA has been helping with this
aspect of the CVA. In doing so, we are increasing our understanding of the ways different types of
macro models are integrating climate and the challenges involved.

Second, the scenario needs to take into account the structural change that is likely to occur over the
long transition period to a lower emissions economy. Given that banks' corporate loan portfolios are
generally short (most loans are for no more than five years), it is likely they will adjust these loans as
climate risks are realised to manage down their exposure. To handle this, the CVA also runs the
scenarios assuming that banks can adjust their balance sheets in a way that is consistent with the
structural change in the economy.

At the RBA, we have been doing work to assess the climate risk to the Australian banking system
that is a complement the CVA. We have had a first attempt at doing a top-down risk assessment to
provide preliminary estimates of the possible scale of risks climate change poses to banks' housing
and business exposures.  This is broadly similar to our approach to stress tests of banks' housing
loan books, where we provide a top-down look that is complementary to APRA's granular
assessment.

The results of this exercise suggest that a small share of housing in regions most exposed to
extreme weather could experience price falls that might subsequently result in credit losses.
However, the overall losses for the financial system are likely manageable. Banks are also exposed to
transition risks from their lending to emissions-intensive industries, but their portfolios appear to be
less emissions intensive than the economy as a whole.

As I said, this is our first look at this, and we will continue to learn from this process and refine,
adapt and improve our analysis. It is useful to examine climate risk from different angles because
there is considerable uncertainty surrounding climate change and estimates of its impact.

Similarly, the CVA is a necessary first attempt at analysing the climate risk of the banking system.
APRA, the banks and the RBA are all learning as we go. We are aware of the challenges and
limitations of the exercise. The results will be necessarily imperfect. But it is important not to let the
perfect get in the way of the good.

The CVA will be critiqued, hopefully constructively. The scenarios used in the CVA are just that,
scenarios, not central forecasts. They may not eventuate. Indeed in some cases, given their
implications, we very much hope they don't eventuate. But we want to put the CVA into the public
domain to receive the feedback so there can be a collective effort to improve the technology and the
methodology of such exercises. The intent is to improve the understanding of the financial risks of
climate change so that informed financial decisions can be made to support the Australian economy.
We are also learning from the experiences of other central banks and prudential regulators that are
conducting CVAs.  The NGFS provides one platform to share experiences and lessons, but there
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are others including the IMF. Within our region, this is a prominent topic of discussion at the EMEAP
meetings that I attend.

As I said earlier, the portfolios of the banks span the breadth of the Australian economy in terms of
geography and industries. Hence, the scenarios, modelling and risk assessment infrastructure that
comprise the CVA provide a framework that can potentially be used by asset managers to assess the
climate risks of their equity and loan portfolios. Insurance companies are already well advanced in
this space but the CVA can also provide them with some useful inputs and comparisons.

Unlike banks' loan exposures, asset managers have a greater risk from the consequence of owning a
stranded asset. The duration of the assets they hold are much longer and hence climate risk should
be a fundamental part of the risk framework of asset managers. It is pleasing to see that this is the
case and that many super funds are investing time and effort to do this work. They are also pushing
the companies they invest in to improve their disclosures. In that regard, the CVA can provide inputs
into a framework of consistent disclosures for Australian companies, which I will now turn to.

Climate disclosures
Since at least Paris, there has been a push to improve corporate disclosures on climate. The law in
Australia requires companies to take account of, and appropriately disclose, all relevant risks. That
includes the risks from climate.

Potentially you could rely on this argument to state that companies already have an obligation to
disclose where that is necessary. The current global debate revolves around whether a more
detailed, bespoke climate disclosure framework is required above and beyond existing legal
requirements, and furthermore whether these types of climate disclosures should be mandatory or
voluntary.

For many companies, this question has already been answered by their investors – both foreign and
domestic. The investors are already requiring climate disclosures.  49 of the ASX top
200 companies have a net zero policy. 80 make climate disclosures under TCFD on a voluntary
basis.  These Australian companies have moved beyond the question of whether to disclose to
the question of what to disclose.

To be useful, the disclosures need to be usable and comparable. There has been a plethora of well-
intended efforts to provide guidance as to what form climate disclosures might take. But each of
these has its own emphases and nuances. This increases the challenges for companies in disclosing
and for investors in interpreting the disclosures.

The TCFD was an outcome of the Paris Agreement and it has published guidance on climate
disclosures. To date, this guidance has been high level and principles based. The TCFD will shortly be
publishing more detailed guidance about the form these disclosures should take.

Moreover, in response to growing demand to improve the global consistency and comparability of
sustainability reporting, including climate reporting, the trustees of the IFRS Foundation propose to
create an International Sustainability Standards Board. If these proposals proceed, and a decision is
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expected imminently, this new board would work towards setting IFRS sustainability standards,
taking a climate-first approach, and building off the work of the TCFD and other sustainability
standards setters.

The TCFD together with the current IFRS proposals can serve a useful purpose in providing
coordination so there is a baseline of commonality to disclosures. ASIC, as part of IOSCO, is involved
in this work. More generally, ASIC encourages listed companies and their directors to consider both
physical and transitional climate risks to the company and, where those risks are material, consider
providing further and more detailed voluntary disclosure under the recommendations developed by
the TCFD.

Whether disclosures should be mandatory is a question for government.

Disclosures are necessary and important, but their accuracy and intent is even more so.
Greenwashing is a live issue and is a focus of ASIC. Investment products that purport to be green
need to live up to their claims. Green bonds require a verifiable audit trail. Words are not going to
address climate change, actions are essential. To turn things around, we need policies and actions
that lead to actual change and that are being implemented, rather than just being talked about.

Climate taxonomies
Closely related to the disclosure question is that of taxonomies. To remind you, taxonomies define
what can be called a sustainable activity or financial product.  That is, they establish standards
that allow investors to assess the sustainability of projects or products.

Some taxonomies that have been developed have a very green and black view of the world. That is,
a project or product is either good or bad for the environment. But as Mark Carney has said recently,
there are many shades of green.

This is particularly the case when it comes to transition. Countries and economies need to transition
sustainably. Some projects that are not ‘green’ will nevertheless be needed to assist an economy
transition to net zero. Investing in a reduction in carbon emissions can still be an important part of
the transition, even if the immediate outcome is not zero emissions. Simply shutting down parts of
the economy is unlikely to deliver a socially optimal transition. It is not necessary today to go down
such a path, though the time we have before such a path might be necessary is decreasing.

The transition path to net zero needs to be funded, and that will require funding for projects with
varying degrees of emissions intensity, not just those with zero. The longer we leave actions to
reduce carbon emissions, the more likely it is that we will need to take drastic and disruptive actions
later.

While we may think that taxonomies in place elsewhere in the world are not appropriate for the
Australian situation, we need a realistic alternative. Not having a taxonomy won't beat an existing
bad one.

To ensure the transition is funded effectively, we need taxonomies that define activities that are
consistent with that transition. We need a taxonomy that suits the structure and trajectory of the
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Australian economy. At the same time, it will be highly desirable to have a taxonomy that is
consistent with those developed elsewhere in the world that investors find straightforward to use.

This is another area where the CFR working group is devoting its attention.

Climate and the cost of capital
As I said earlier, climate comes up in most conversations I have with foreign investors. This is a
marked change from a few years ago. Australian companies with an international investor base
experience the same, as do the government debt agencies (both the Australian Office of Financial
Management and the states').

To date, these discussions have not led to any obvious change in investor appetite for Australian
bonds or equity, with only a few small exceptions. One of these is when the Riksbank discontinued its
investment in Queensland and WA state government paper a few years ago. There is a risk we will
see more of these divestment decisions sooner rather than later.

Divestment raises the question as to whether change can be more effective from within, by
influencing the approach of the entity you are investing in, or whether divestment is more effective.
If it is the latter, it begs the question as to how transition will be financed, particularly in the case of
governments that will have to deal with both the costs of compensating those adversely affected
directly by climate change as well as structural changes to the economy as it evolves.

Investors will adjust their portfolios in response to climate risks. Governments in other jurisdictions
are implementing net zero policies. Both of these are effectively increasing the cost of emissions-
intensive activities in Australia. So, irrespective of whether we think these adjustments are
appropriate or fair, they are happening and we need to take account of that. The material risk is that
these forces are going to intensify from here.

Climate opportunities
So far I have talked about the risks from climate change. This casts the debate in a negative light.
But let me finish on a positive note. There are plenty of opportunities for Australia. Reflecting our
endowment, Australia has been an energy exporter for many decades. And there is no reason why
this should change. Australia is also endowed with resources that have the potential for Australia to
continue to be an exporter of energy – but renewable rather than emissions-intensive fossil fuels.
This is a great opportunity that a number of people have highlighted.

It is an opportunity that is being realised today in places like Port Augusta. There is an undeniable
negative impact on some regions and communities as this transition occurs but, as Port Augusta
shows, the opportunities are potentially there for the very same communities. As another example,
the New South Wales government has articulated its strategy in its Net Zero Plan to transform the
energy composition of the state while providing opportunities for those regions currently most
dependent on fossil fuels.  Other states have similar plans in train. Likewise, Australian
companies are seeing the opportunities provided by the changing climate and investing in them.
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There are challenges ahead in managing the transition and in managing the financial risks. But with
the risk comes a great potential for reward.

Endnotes
Thanks to Alex Heath, Ashvini Ravimohan, Jonathan Kearns, Anna Park and my colleagues on the Council of
Financial Regulators Working Group on the Financial Implications of Climate Change for their input and work on
these issues.
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