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Why Climate Change Poses Risk for 
Bank Bondholders 

Thought it was difficult to analyze a bank before? Climate change has made it much harder. 
 

Ashwinder Singh Bakhshi, London  

 
Investors have traditionally focused on the risk to bank capital from their exposure to physical risks 
from climate change, given the increasing frequency and severity of “green swan” events—those 
unexpected, catastrophic environmental incidents directly tied to the effects of global warming.  A 
hurricane, an earthquake, or a large flood can force banks to take write-offs (despite some offsets) on 
their exposures to households or businesses impacted by the weather event; however, investors must 
now also monitor how banks manage/monitor the transition risk from what is now possibly 
irreversible climate change. The transition risk to a bank’s asset valuation arises from the 
political/regulatory push towards reducing carbon intensity of the bank’s loan and investment 
portfolios, technological obsolescence, and changing consumer preferences. Central banks globally are 
now considering or already including climate risk as a component of financial stability, due to the 
inter-connectedness of the financial system.   
 
Climate change creates a number of risks for the banking sector: 
 
a) Price Risk: regulators and markets will pursue greater disclosure and penalize banks with high 

carbon exposure on their loan books, which could impact the bond/equity valuations;  
b) Credit Risk: banks may be forced to take higher credit losses on exposure to polluting sectors 

that face regulatory action or technological risks or shifting consumer preferences;  
c) Solvency/Capital Risk: regulators may require banks to raise additional capital for high 

carbon exposure, and banks with a narrow capital buffer may be forced to switch off optional 
coupons on certain capital instruments to comply; and 

d) Credit-Rating Risk: rating agencies could start to assign greater weight to the carbon intensity 
of bank assets as a driver in bank credit ratings.   

 
Banks admit they lack a complete understanding of their climate risk exposure, even as climate-
related defaults look likely to increase. More than 90 percent of chief risk officers (CROs) at 
banks (88 banks across 33 countries) revealed in a 2021 recent survey by EY IIF that climate 
change is the top emerging risk over the next five years, compared to only about half (52%) of 
CROs in 2019. However, perhaps the most worrying finding was that only around a quarter of 
banks (28%) indicated they have a somewhat complete understanding of their bank’s 
climate risk exposure.  
 
Developed Markets (DM) are better able to assess how climate risk presents challenges to financial 
stability in the banking system. Europe is more advanced in integrating climate risk as part of its 
banking sector supervision and its monetary and fiscal policy.  In the U.S., the Biden administration’s 
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focus on climate change is expected to act as a catalyst for greater regulatory scrutiny of banks; the 
New York State Department of Financial Services has already asked financial institutions under its 
supervision to incorporate climate-related risks. The 2020 report from the climate-related Market 
Risk subcommittee of the Commodity Futures Trading Commission’s Market Risk Advisory 
Committee found that climate change could pose systemic risks to the U.S. financial 
system. The report argued that financial markets do not correctly price climate risk and require a 
more accurate framework that would provide a better understanding.  
 
The European Banking Association (EBA) recently published data for 29 of the largest 
European banks, finding that 58% of banks’ corporate exposure is within sectors that are sensitive 
to climate transition risk. This reflects the materiality of the issue and will likely pose a challenge 
as banks align their balance sheets to the net-zero commitments of the country of domicile. The ECB 
has also conducted an assessment titled “hot house world” scenario, which analyzed the impact of 
default probabilities from an assumed 3-degree increase in global temperature; it concluded that, in 
the event of “increased frequency and severity of climate events,” default probabilities for banks’ 
various sectors will go up significantly over next 30 years. Red dots in the chart below 
represent increased sectoral default probabilities.  
 

 
 
 
      
 
  
 
  
 
  
 
 
 
 
 
 

 
The Basel Committee, and many regional regulators, are working on initiatives that encourage banks 
to reduce their carbon footprint and increase exposure to green assets. The introduction of a green 
asset ratio in Europe (current exposure averages 7.9% for EU banks) and inclusion of climate risk 
as part of annual ECB/BOE stress tests will likely result in a greater differentiation between banks 
with larger carbon risk.  

 
The DM blueprint will also likely influence the approach that Emerging Market (EM) bank regulators 
take, with respect to managing climate risk within the system. Most EM countries are behind 
developed countries in their assessment of climate risk in the banking sector—but they’re catching up. 
The recent introduction of “green taxonomy” in some EM countries, such as China, Singapore, Russia, 
and India, where a rollout is planned, will help accelerate investor scrutiny of bank balance sheets and 
their exposures to carbon intensive sectors. Russia, which is exposed to high greenhouse gas-emitting 
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industries, is working on a green taxonomy framework while engaging with its domestic banks on how 
best to measure and report climate risk. 
 
Proposals to assign higher risk weights for carbon intensive exposures or lower risk 
weights for “green assets” have also been floated in some countries.  Regulators may 
consider introducing higher capital requirements for banks that are not managing their climate 
change risk properly, which may result their having to raise additional capital via equity or capital 
instruments in order to improve capital buffers. This should ultimately align banking sector 
interests with the sovereign level commitments for net-zero carbon emissions by 
channeling capital more efficiently toward reducing carbon intensity in the economy.  
 
 
The current push for disclosure in Europe and elsewhere is only the first step towards global 
regulators requiring banks to come up with a plan for reduction of carbon intensity of their assets.  
However, banks face a number of challenges in correctly calculating and reporting 
their climate risk: a) lack of reliable data on the impact climate transition can have on their assets; 
b) lack of agreed industry methodologies; and c) the dynamic nature of climate change. There are a 
number of initiatives at work on the data and methodology issue, including development of a green 
taxonomy  and green accounting standards; however, a lack of reliable data remains a challenging 
issue both for banks and investors. In order to address the dynamic nature of climate change, banks 
need to have a scenario-based stress testing approach towards managing climate 
change risk for their assets.  
 
Despite the hurdles, banks are signalling their commitment to manage the risks. In 
April 2021, 45 banks from 24 countries (with over $29 trillion in assets and including 
banks from emerging market countries) voluntarily launched a “Net Zero Banking Alliance” 
with a commitment to achieve net-zero carbon emissions in their loan and investment portfolios by 
2050. An initiative like this would have been unimaginable even a few years ago but now raises the 
stakes for all major banks, which have not yet articulated a carbon-reduction strategy.     
 
It is vital that investors engage with banks on how they are integrating climate change 
risk into their overall business strategy, and a first step is banks accurately estimating and 
disclosing the carbon intensity of their assets. Relying on historical data is insufficient, and banks 
need to present to investors the climate risks that exist in their assets under various climate change 
scenarios.  
 
For financial institutions, change must start at the top, and investors should push the bank’s board 
to be more engaged on bank’s climate risk plan as well as senior management accountability 
via linking climate change targets with the bank’s executive leadership and compensation.  
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IMPORTANT INFORMATION 
 
Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject to change without 
notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily indicative of the future or likely 
performance. Investment involves risk. The value of any investments and any income generated may go down as well as up and is not 
guaranteed. Past performance is no indication of current or future performance. PAST PERFORMANCE IS NOT NECESSARILY 
INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples set forth in this document are 
provided for illustrative purposes only and are not indicative of any future investment results, future portfolio composition or investments. 
The composition, size of, and risks associated with an investment may differ substantially from any examples set forth in this document. 
No representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes in the currency 
exchange rates may affect the value of investments. Prospective investors should read the offering documents, if applicable, for the details 
and specific risk factors of any Fund/Strategy discussed in this document. For Professional Investors/Institutional Investors only. This 
document should not be distributed to or relied on by Retail/Individual Investors. Barings LLC, Barings Securities LLC, Barings (U.K.) 
Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings Japan Limited, Baring Asset Management Limited, Baring 
International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers (Ireland) Limited, Baring Asset 
Management (Asia) Limited, Baring SICE (Taiwan) Limited, BaringAsset Management Switzerland Sàrl, and Baring Asset Management 
Korea Limited each are affiliated financial service companies owned by Barings LLC (each, individually, an "Affiliate"), together known as 
"Barings." Some Affiliates may act as an introducer or distributor of the products and services of some others and may be paid a fee for 
doing so. 
 
NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any financial 
instrument or service in any jurisdiction. The material herein was prepared without any consideration of the investment objectives, 
financial situation or particular needs of anyone who may receive it. This document is not, and must not be treated as, investment advice, 
an investment recommendation, investment research, or a recommendation about the suitability or appropriateness of any security, 
commodity, investment, or particular investment strategy, and must not be construed as a projection or prediction. 
 
In making an investment decision, prospective investors must rely on their own examination of the merits and risks involved and before 
making any investment decision, it is recommended that prospective investors seek independent investment, legal, tax, accounting or other 
professional advice as appropriate. Unless otherwise mentioned, the views contained in this document are those of Barings. These views 
are made in good faith in relation to the facts known at the time of preparation and are subject to change without notice. Individual 
portfolio management teams may hold different views than the views expressed herein and may make different investment decisions for 
different clients. Parts of this document may be based on information received from sources we believe to be reliable. Although every effort 
is taken to ensure that the information contained in this document is accurate, Barings makes no representation or warranty, express or 
implied, regarding the accuracy, completeness or adequacy of the information.  
 
OTHER RESTRICTIONS: The distribution of this document is restricted by law. No action has been or will be taken by Barings to permit 
the possession or distribution of the document in any jurisdiction, where action for that purpose may be required. Accordingly, the 
document may not be used in any jurisdiction except under circumstances that will result in compliance with all applicable laws and 
regulations. Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or 
available in their jurisdiction.  
 
Copyright and Trademark: Copyright © 2021 Barings. Information in this document may be used for your own personal use, but may not 
be altered, reproduced or distributed without Barings’ consent. 
 
The BARINGS name and logo design are trademarks of Barings and are registered in U.S. Patent and Trademark Office and in other 
countries around the world. All rights are reserved. 
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