Stress-testing banks for climate change risk — a comparison of
practices’

Executive summary

Financial sector authorities have become increasingly involved in climate change risks and their
impact on the financial sector. Financial authorities, at the global and national levels, are increasingly
taking action to require stronger preparedness by the financial industry against climate risk. The
authorities’ involvement is needed partly because of the growing materiality of climate risks for the
financial industry, but also because these risks are expected to materialise over a much longer time horizon
than the private sector is used to considering. Enhanced disclosure of exposure to climate change risk,
encapsulated in the 2017 report by the Task Force on Climate-related Financial Disclosures (TCFD) of the
Financial Stability Board (FSB), was a first step in this direction. Since then, growing efforts have been made
to quantify banks’ and insurance companies’ exposures to climate risks.

In this vein, authorities have launched stress tests for banks, and more exercises are
planned for the near future. Considering that traditional risk management approaches are unsuitable
for measuring climate change-related risks, authorities and the industry have turned to stress tests to try
to assess the extent of firms’ vulnerability to climate change. Such exercises have been completed in the
Netherlands and France, and numerous others are underway, for instance in the Banking Union in Europe,
the United Kingdom, Australia, Singapore and Canada. Stress tests are seen as useful tools because of their
forward-looking nature and their flexibility. In particular, they can be adapted to capture additional risk
drivers such as those related to climate changes.

Adapting traditional stress tests to climate-related risks for banks raises challenges, as
discussed in the paper. Traditional stress tests were designed to study the impact of external shocks on
the solvency of banks. Assessing climate-related impacts requires some fundamental changes. For
instance, the risks are expected to materialise over much longer time horizons than those used in respect
of traditional banking sector risks. In addition, data covering future climate patterns may be unavailable
or unreliable, given the changes in climate patterns that are underway. Moreover, measuring the impact
of climate risk requires granular exposure data, ideally by sector and region, in order to differentiate and
assess risks along these dimensions. However, these data may not currently be available. In addition,
modelling techniques need to be adapted in order to support an exercise that, at a minimum, needs to be
composed of four parts. One part refers to modelling the climate variables, the second is to measure the
impact of climate on macroeconomic variables, the third is to break down the overall macroeconomic
impact across sectors and the fourth one is to quantify the combined impact on financial firms.

Notwithstanding these challenges, three pilot exercises reviewed in the paper offer
valuable lessons. The paper shows how the technical challenges of a climate risk stress test have been
addressed in pilot exercises conducted by the Dutch and French authorities in 2018 and 2021 respectively,
and in the exercise currently underway in the United Kingdom. These pilots are seen as highly relevant by
the authorities and the industry. They are viewed as a starting point for managing climate-related risks
and as particularly useful in beginning to identify and assess an increasingly important source of risk. They
can also act as a catalyst to further develop modelling techniques that would be better suited to capturing
climate risk and to the collection of relevant data. However, at this stage the stress tests are considered to
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be exploratory and preliminary, and it is clearly acknowledged that much remains to be improved.
Authorities mainly seek to acquire knowledge, help to build capability in financial firms, gather information
and assess banks’ strategic outlook.

An open issue for all authorities is the nature of their follow-up with the industry, although
for now climate stress tests are not expected to trigger new capital requirements. Bank stress tests
have traditionally been associated with setting a minimum level of capital for each bank and requirements
for remedial action when the hurdle rate is not met. For climate risk-related exercises such a requirement
is considered premature given the preliminary nature of the exercises and the high-level of uncertainty
attached to their results. For this reason, some authorities prefer to describe their current exercises as
“scenario analysis” rather than “stress tests”. Irrespective of the labelling, the predominant view in the
official community at this time is that no new capital requirements will be introduced on the basis of the
outcomes of these stress tests.

The outcome of climate change stress tests may inform other supervisory actions. Public
communication by authorities engaging in such exercises indicates that they plan to use the exercises in
supervisory reviews, and supervisory expectations have been set accordingly. As a result, climate stress
test exercises, and the ways in which they inform banks' decisions regarding their business models and
their day-to-day risk management, can become the basis of supervisory discussions. Indeed, they can
facilitate a smooth transition for the banks to a lower carbon economy. Ultimately, such stress tests also
contribute to the safety and soundness of the financial system as a whole.
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