NEW

ECONOMICS
FOUNDATION

19 October 2022
Dear Andrew Bailey and Sam Woods,

Climate change poses a grave and growing threat to the financial system and macroeconomic
stability, and the Bank of England has an important role to play in mitigating those risks. This
includes increasing capital requirements on the most climate-risky activities and assets to
break the finance-climate ‘doom loop” in which financial activities continue to fuel climate

change and in turn increase risks to the financial system itself.

As the Bank and the Prudential Regulation Authority (PRA) are about to host the Climate and
Capital conference, we welcome your work on exploring how the Bank’s capital framework

should be adjusted to take account of climate-related financial risks.

Besides the near-term impacts of the post-pandemic supply chain disruption and of Russia’s
illegal invasion of Ukraine, we are likely to be entering a longer term era of ‘great volatility”’
with unmitigated climate change a major driver of future disruption.! Crucially, the decisions
taken by financial regulators today will influence the future trajectory of human-induced

climate change and could help limit the risks it will pose.
Climate-related risks pose a huge threat to financial stability in two ways:

1) By not acting to address risks associated with activities that directly contribute to climate
change, notably fossil fuel exploration and production, the Bank is allowing the build-up of
physical risks leaving the financial system exposed to significant losses, both via direct balance

sheet losses and indirect losses stemming from environmental damages to the wider economy.

2) As the UK and other economies transition towards net-zero emissions, fossil fuel assets will
increasingly decline in value and eventually become ‘stranded’, leading to balance sheet losses
that will reverberate across the financial sector. By not recognising those risks, the Bank is
allowing the build-up of transition risks which will undermine the UK’s financial stability,
with the costs greater according to Bank’s own analysis in a delayed disorderly transition

scenario.i

Governments will lead the way in responding to the challenge of climate change, but central
banks and financial regulators have a key supportive role to ensure financial stability and an
orderly transition. As things stand, however, the Bank and the PRA fail to meaningfully

account for climate-related risks in their prudential framework.

The Bank and the PRA must use the ongoing review of the capital framework to account for

the particular characteristics of climate-related financial risks and adopt a prudent,



precautionary approach.i To address these risks, the current capital framework should
embed a strong macroprudential approach” aiming to reduce systemic risks:

1) High prudential risks associated with exposures related to the exploration and production
from newly developed fossil fuel reserves should be mitigated with higher risk weights in line
with a ‘one for one’ rule, where each pound of financing for such activities must be matched
with one pound of a lender’s own funds.” The International Energy Agency concluded that
new fossil reserve exploration is not compatible with the Paris Agreement so that any such
investments will most certainly become stranded."! As such assets will therefore fall in value,
potentially to zero, banks should hold more capital to guard against default risks of lending to

new fossil fuel projects.

2) Capital requirements for exposures to existing assets associated with fossil fuel production
should also also be adjusted, with their risk weighting increased in line with the approach to
higher risk assets under the Basel framework." These assets will also increasingly lose their
value over time as fossil fuel consumption needs to be significantly reduced in order to limit
the global warming below 2C. Recent research estimated such exposures from the five largest
UK banks at £71.6bn, with the additional capital they would need to raise under the proposed
‘higher risk” weighting equal to approximately 4.23 months of their profits at 2021 levels,
which could be feasibly achieved over an appropriate phase-in period."i

The uncertainty over when those risks will materialise should not be a reason to disregard
them in prudential regulation. The systemic nature and complex dynamics of climate change
including environmental tipping points pose risks of severe and irreversible environmental
disruptions with major impacts on financial stability. Even short-term financing contributes to

a build-up of risk in the long-term.

Supervisory measures on their own, such as possible supervisor add-ons, or setting
concentration limits on banks’ fossil fuel exposures, would not be so effective in increasing
loss-absorbing capital, internalising systemic risks or preserving a level playing field between
banks, although they could be useful as supplementary measures.

The Bank has long been one of the thought leaders in considering the risks emanating from
climate change, such as through its 2021 Climate Biennial Exploratory Scenario. However,
what the gravity and urgency of these risks demand is leadership in action. We call on you to
implement prudent and impactful measures to address climate-related financial stability risks.
You can count on our support in these efforts, and we look forward to hearing of your next
steps.

Best wishes,
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Nadia Ameli, Principal Research Fellow, University College London

John Barry, Professor of Green Political Economy, Queen's University Belfast
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Dr David Comerford, Lecturer in Economics, University of Strathclyde

Christine Cooper, Professor, University of Edinburgh
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Paul Gambles, Director, MBMG IA

Oliver Greenfield, Convenor, Green Economy Coalition

Jesse Griffiths, CEO, Finance Innovation Lab

Jason Hickel, Professor, LSE, ICTA-UAB

Catherine Howarth, CEO, Share Action

Professor Tim Jackson, Director, CUSP, University of Surrey

Jakob Kapeller, Professor of Socio-Economics, University of Duisburg-Essen

Stephen Keen, Professor Emeritus, University College London

Benoit Lallemand, Secretary General, Finance Watch

Dr Neil Lancastle, Senior Lecturer, De Montfort University, Leicester, UK

Kate Levick, Associate Director for Sustainable Finance, E3G

James Meadway, Director, Progressive Economy Forum

Bill McKibben, Author and environmentalist, Third Act

Richard Murphy, Professor of Accounting Practice, Sheffield University Management School
Dr Doug Parr, Head of Policy, Greenpeace UK

Ann Pettifor, Political economist, author and public speaker,

Jonathon Porritt, Co-Founder, Forum for the Future

Dr Ellen Quigley, Senior Research Associate , University of Cambridge

Aidan Regan, Associate Professor, University College Dublin

Peter Rice, Director, Clearpoint Advisors

Sergio Rossi, Professor of Macroeconomics and Monetary Economics, University of Fribourg,
Switzerland

Josh Ryan-Collins, Associate Professor in Economics and Finance, UCL Institute for Innovation
and Public Purpose

Brett Scott, Author, Journalist, Finance Innovation Lab

Molly Scott Cato, Professor of Green Economics, Roehampton University

Nicholas Shaxson, Co-Founder, Balanced Economy Project

Alfie Stirling, Director of Research and Chief Economist, New Economics Foundation
Beth Stratford, Economist, University of Leeds

Peter Sweatman, Chief Executive, Climate Strategy



Peter Taylor, Professor of Sustainable Energy Systems, University of Leeds
Bevis Watts, CEO, Triodos Bank UK
Alp Ering Yeldan, Professor of Economics, Kadir Has University, Istanbul
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