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1. Overview: brief presentation, background and potential significance

The regulatory framework that governs today’s International banking system only tackles the
financial stability issue partially when considering that the main source of risks comes from the
financial and banking system. In fact, we believe that Basel Ill regulatory framework is overlooking an
important source of risk to the financial system and broader economy. Indeed, climate or
environmental risks are systemic and threat the economic, social and financial system as a whole
through two different channels: the direct risks associated with the increase of highly destructive
climate disasters that can put a whole country into distress, and the indirect risks that emerge from
the capacity or the incapacity of modern economies to shift into a low carbon system and stress the
value of the assets that could cope with those changes fast enough.

2. Methodology

Our paper addresses two main concepts: the concept of climate and environmental risks, and the
concept of systemic risk.

There are several tools to insure against climate risks: (i) one through an explicit price system using
either a carbon tax, an emission permit trading scheme and a dedicated risk premium (or discount),
or (ii) another through an implicit price for carbon using norms, best practice guidelines and
information disclosure compliance. In this paper we investigate the recent developments of an
implicit carbon price thanks to the creation by the Financial Stability Board (FSB) of a Task force for
Climate related Financial Disclosure (TCFD) and the pioneering case of France, binding its institutional
investors to disclose their exposure and strategies towards climate change (Article 173 of the Energy
Transition Law for a Clean Growth or LTEVC in French).

At the same level, there are two ways to measure systemic risk: either by the use of public and
historical data and Value-at-Risk approaches; or with the use of private data and the development of
dedicated stress tests. The objective of this paper is to show that a financial structure is differently
affected by both financial and environmental systemic risks whether the prudential authorities use
one or the other risk evaluation method.

3. Expected results: key findings

Using a stimulated close macroeconomic system with financial and regulatory incitation to take into
account both climate and financial systemic risks, we show that some actors are more vulnerable to
one type of risks. In addition we demonstrate that the regulatory framework impacts the
complementarity or the incompatibility of risk coping strategies.

4. Conclusions: lessons learned and policy implications

The Basel Ill Committee should take climate risks mitigating objective in order to achieve its main
goal regarding financial stability. This should prevent modern economies to fall into a new systemic
crisis. However a sound macroeconomic and financial regulatory framework acknowledges all



evolving systemic risks and their interrelationship. Risk insurance strategies can be complementary
(when coping with climate risk can reduce the financial systemic risk) but not always fully
substitutable. For example, a non-diversified capital reallocation to a carbon free single asset can
create a green bubble that increases systemic financial risk. Authorities should be particularly careful
with a specific sector that cumulates both climate and financial systemic risks, such as the real estate.
Prudential regulatory framework should assess both risks without creating regulatory arbitrage that
creates asymmetries and potential bubbles (brown or green) that lead to the increase of one or the
other systemic risk.

5. References

Aglietta, M., Espagne, E., others, 2016. Climate and finance systemic risks, more than an analogy?
The climate fragility hypothesis.

Aglietta, M., Espagne, E., n.d. “Fighting climate systemic risk: from carbon pricing to monetary
instruments” Chaire Energie et Prospérite.

Aglietta, M., Hourcade, J.-C., Jaeger, C., Fabert, B.P., 2015. Financing transition in an adverse
context: climate finance beyond carbon finance. Int Environ Agreements 15, 403—420.
d0i:10.1007/s10784-015-9298-1

Aglietta, M., Valla, N., 2016. Taux d’Intérét négatifs : choix sociétal ou stagnation séculaire.
Panorama du CEPII.

Andersson, M., Bolton, P., Samama, F., 2016. Hedging Climate Risk. Financial Analysts Journal
72, 13-32. doi:10.2469/faj.v72.n3.4

Caldecott, B., Kruitwagen, L., Dericks, G., Tulloch, D.J., Kok, 1., Mitchell, J., 2016. Stranded
Assets and Thermal Coal: An analysis of environment-related risk exposure. Stranded Assets
Programme, SSEE, University of Oxford.

Carney, M., n.d. Breaking the tragedy of the horizon - climate change and financial stability -
speech by Mark Carney | Bank of England [WWW Document]. URL
http://www.bankofengland.co.uk/publications/Pages/speeches/2015/844.aspx (accessed
10.21.16).

Dietz, S., Bowen, A., Dixon, C., Gradwell, P., 2016. /"Climate value at risk/’ of global financial
assets. Nature Clim. Change advance online publication. doi:10.1038/nclimate2972

Moslener, U., Thom4, J., Sonerud, B., Griining, C., Cochran, I., Dupré, S., Kidney, S., Bolscher,
H., Eichler, L., Perroy, L., 2015. Shifting private finance towards climate-friendly
investments: policy options for mobilising institutional investors’ capital for climate-friendly
investment.

Weyzig, F., Kuepper, B., van Gelder, J.W., van Tilburg, R., 2014. The price of doing too little too
late. The impact of the carbon bubble on the EU financial system. A report prepared for the
Greens/EFA Group—European parlament. Sustainable finance lab, Profundo, Green European
foundation.



