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1. Introduction 
This is a really complex issue, but a October 28 Issue of Science had an article that I 
found clearly explained these risks as they apply to large corporation, especially in 
energy industries (article is referenced here).1 

Investors have known about climate change for decades. Yet it is only recently that 
several countries—including France, Japan, New Zealand, and the United Kingdom—
have developed policies requiring large public companies to regularly disclose 
information about climate-related financial risks. In March 2022, the US Securities and 
Exchange Commission (SEC) proposed a climate disclosure rule that, distinctively, 
would affect all firms publicly traded in the United States regardless of their size or 
country of incorporation. With the policy’s broad scope, the large size and exceptional 
liquidity of the US financial market, and the SEC’s influence on securities regulations 
worldwide, this presents a major opportunity. 

2. Types of Risks 
In 2015, the then governor of the Bank of England, Mark Carney, highlighted three major 
climate-related risks to the financial system: physical risks, transition risks, and liability 
risks2… Physical risks are the risks that arise from damage to physical assets resulting 
from sea level rise or more extreme weather events, including droughts and storms, or 
other consequences of climate change. Liability risks are the risks to companies and 
insurers from litigation for compensatory damages by parties that suffer damage 
because of climate change. 

At present, transition risks are the main focus of both the academic literature and the 
policy debate, including the proposal by the SEC as well as related efforts by the Office 
of the Comptroller of the Currency (OCC) and the Federal Deposit Insurance 
Corporation (FDIC). Transition risks are the risks to the value of existing assets from a 
transition away from fossil fuels. This describes the potential for climate policy, 
technological change, or investor and consumer preferences to sharply reduce future 
revenue streams of current assets. Transition risks highlight the tension between the 
need to decarbonize as fast as possible to meet climate goals, rather than gradually, and 
the potential financially damaging consequences that abrupt climate policy tightening 
may have. Given that the carbon contained in existing fossil fuel reserves exceeds the 
amount that can be burned before breaching the target of the Paris Agreement, 
scientists have described part of these reserves and the associated production, 
transport, and refining infrastructure as “stranded assets”. Hence, either humanity will 
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emit more than the “carbon budget” allows and face more severe climate damages or a 
substantial portion of such reserves would have to remain in the ground (“stranded”), 
essentially losing their entire value. 

Author’s comment: Especially note the text near the end of the above paragraph 
starting with the words “Given that the carbon contained…” This would seem to be a 
primary element of risk for the fossil fuel production industries. The good news is that (1) 
the market for fossil fuel raw products (primarily crude oil and natural gas), will not 
sunset for more than two decades, and (2) I believe this gives enough time to pare back 
exploration activities to only sustain proven reserves for non-fuel related feedstock near 
the end of this period. 

Also, I believe “…breaching the target of the Paris Agreement,” refers to a 1.5°C 
maximum global warming target, which is generally assumed to be unrealistic. A recent 
UN report suggests that the world is currently on track for global warming to rise as 
much at 2.9°C by 2100.3 

As of now, public firms in the United States insufficiently report climate-related financial 
risks to the public. The current regulations from 2010 allow for some ambiguity on what 
risks are “material,” a term that refers to the extent to which they may potentially 
compromise an investor’s return, or what risks have “systemic implications,” which 
means that they may affect the stability of the entire financial system4. 

Companies that do not disclose climate risks when material may be akin to misleading 
investors, calling for policy intervention. Further, widespread losses in stock valuations 
due to emissions externalities being finally internalized may represent a risk for the 
entire financial system, if the latter is substantially exposed to the assets being stranded 
and the reassessment happens abruptly… 

The SEC’s proposal would require new climate disclosure from all firms publicly traded 
in the United States, both US-based companies and international companies that trade 
in the United States, to gain access to more liquid and better-protected markets. In their 
periodic financial statements, firms would need to disclose current emissions, emissions 
targets, and plans to achieve them, as well as assessments of climate-related risks 
under transparent scenarios and corresponding management strategies, including 
internal carbon prices, whereby firms prepare for the implementation of ambitious 
nationwide climate policy by already accounting for a higher cost of carbon in their 
operations. Reported emissions should include scopes 1 and 2 and, starting from large 
firms in 2025, scope 3. Scope 1 refers to emissions that occur directly within the 
company; scope 2 refers to indirect emissions from acquired electricity, steam, heat, or 
cooling; and scope 3 refers to emissions associated with the value chain, including 
suppliers, workers’ commutes, and customers’ use of the product. To address concerns 
about potential “greenwashing” in the presence of information asymmetries, disclosures 
may be audited. 
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The key rationale for mandating the disclosure of climate risks is threefold. First, the 
proposal by the SEC would standardize the reporting of transition risks, addressing the 
issue of selection into reporting and non-reporting as well as into how much to report. 
These two aspects are intrinsically intertwined. If companies are free to report only if 
they want, and what they want, as is the case with voluntary disclosure, the danger is 
that only a subset of companies will do so and in a selected fashion, possibly providing a 
misleading picture of their risk exposure. Addressing this selection issue ensures that 
material risks are properly disclosed so that investors and lenders can make informed 
decisions, including financial institutions with systemic roles. 

Second, over the past few years, many central banks and financial regulators have 
started engaging in so-called “climate stress tests.” Stress tests of financial institutions 
were initially introduced in the 1990s, with the Basel Capital Accord requiring banks to 
provide an internal assessment of their ability to sustain an important, negative market 
event. In practice, they consist of scenario analyses aimed at predicting how a bank’s 
capital would be affected under hypothetical adverse macroeconomic conditions and use 
financial valuation models plus statistics on asset performance during similar historical 
periods. After the Great Recession, financial regulators started running stress tests 
themselves to prevent future financial crises, assessing the exposure of the financial 
institutions under their control to potential large market shocks. Only more recently have 
regulators started considering climate policy as a market event that is potentially able to 
trigger a financial crisis… 

Author’s comment: To clarify the above, note the words “…statistics on asset 
performance during similar historical periods…” If a large number of banks heavily 
invested in a class of high-risk assets (for instance, fossil fuel producers), and these 
suddenly simultaneously suffered a major financial loss (like the asset-stranding 
described above), this could disrupt the whole financial system. To avoid this banks 
need to have information on risks to these assets, and include this information in stress 
tests. See the third rationale below for more information. 

Third, climate stress tests can highlight the potential for systemic risk, but “macro-
prudential” policy, aimed at mitigating risk to the financial system as a whole, might be 
necessary to address it, unless one can count on financial institutions to do so 
themselves. A common tool is minimum capital requirements. To ensure financial sector 
stability, banks are asked to provide sufficient equity in proportion to size and riskiness 
of the bank’s assets. However, current regulatory frameworks do not directly consider 
climate-related risks when setting capital requirements. Thus, one policy that would be 
effective in tackling transition risk is to set differentiated capital requirements depending 
on a bank’s exposure to climate risks. In essence, this policy would ask financial 
institutions that are largely exposed to transition risks to keep additional capital as a 
buffer (see the highlighted text below). 

Such differentiated capital requirements have been considered by financial regulators in 
several countries but have not yet been implemented. To do so, financial regulators 
would need to know how exposed financial institutions are to transition risks. 
Once more, mandatory disclosure would be crucial. It is important to keep in mind 
that addressing systemic risk is part of the financial regulators’ mandate. Macro-
prudential policy would be used to prevent systemic risk and pave the way for ambitious 
climate policy, which is highly necessary. It would also protect the economy from the 
impact that disruptive technologies or behavioral changes could have, shifting demand 
away from fossil fuels. Although gradual changes may give financial institutions some 
time to adapt, technological and behavioral changes can happen in unexpected ways… 
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With its proposal, the SEC would have the United States join other pioneers of 
mandatory disclosure, bringing its policy into close alignment with the latest international 
guidelines and standards, while also pushing ahead on issues, including scope 3 
emissions reporting and coverage of regulated firms regardless of size and location. 
Given the large US market and the influence of the SEC, this effort would likely have 
considerable global influence, helping to bring greater consistency to how mandatory 
disclosure takes place. The insufficient, incomplete, and inconsistent information about 
climate risks is indeed largely a global issue, as are financial markets. Further, the 
proposal by the SEC would complement efforts by other regulators that are targeted, in 
particular, at large banks. These include the Federal Reserve as well as the Comptroller 
of the Currency (OCC) and the FDIC, whose draft proposals aim at providing general 
principles to manage banks’ climate risks, after the recent release of similar principles by 
the Basel Committee on Banking Supervision, the main global standard setter for the 
prudential regulation of banks. Hence, the SEC’s proposal could be part of a distinctively 
comprehensive approach that includes climate-stress tests and internal tests by banks, 
which both benefit from the SEC’s driven disclosure efforts. 

Final author’s comment: The key takeaway from the above, is that the financial system 
is highly integrated, both globally and across different sectors. The collapse of a 
particular large sector (like one of the major energy sectors) could put the whole system 
at risk. The example of “…existing fossil fuel reserves…” near the beginning of the 
above text is only one example. Another that I am very familiar with is the difficulty that 
PG&E had with wildfires several years ago, leading to its bankruptcy. If several of the 
largest utilities in the U.S. concurrently had similar climate-change related liabilities or 
infrastructure destruction resulting in stranded assets, this could put the whole financial 
system at risk, since many major banks and other financial institutions hold energy 
industry securities. The recent damage to the grid by tropical storms and flooding comes 
to mind. 


