
CLIMATE 
CHANGE
Three imperatives for financial services



First, climate risk is not yet being factored into capital pricing and 
allocation decisions.
Partly this is because of the difficulty in doing so. Assessing the impact of either physical climate 
change or of rapid transition is complex, and not well captured by models that are built on historical 
data. But the science is developing fast, built around forward-looking scenario analysis. We have 
applied this to model one type of transition risk — the impact of a carbon tax on two carbon-
heavy industries: power and oil & gas. We estimate credit losses of $50 billion — $300 billion on 
outstanding debt in this scenario. Critically, the impact varies widely across companies, with the 
probability of default rising by two or three times for the firms most impacted. Across all industries 
losses could reach $1 trillion. Few firms are calculating these risks at a granular level, and even 
fewer are feeding them through into origination and portfolio management decisions. These risks 
must be better accounted for as a matter of urgency.

Second, the financial services industry is significantly underestimating 





THIS LEAVES OPEN THE QUESTION OF POLICY IN FINANCIAL SERVICES

Beyond carbon taxing, there are a number of levers under debate. Regulators have started to 
experiment with climate-based stress testing and embedding this in supervisory processes. This, 
on the evidence so far, seems an effective way to ensure that the risks are better understood 
promoting capability-building. Mandating more granular disclosures from financial institutions 
would be another positive step, as would establishing a common framework for measuring the 
carbon intensity of the balance sheet. There are more directive measures being considered, such 
as regulating banks to put differential capital weights against different corporates according to 
sustainability considerations. Such steps that affect core prudential capital requirements could have 
unintended effects. At a minimum they require significant further assessment.



ACT ON 

YOUR RISKS



How should climate risk be reflected 
in decision making?

During the past year, in our work with financial 
institutions on climate change, we have 
observed a step-change. Momentum has picked 
up, with much of our focus going into calculating 
scenario-based losses on balance sheets.

While stress testing techniques are now well 
established across the industry, the application 
of these to understand the economic risks from 
climate change is particularly challenging, given 
the lack of historical data and the complexity of 



of a carbon tax, since this is one of the most 
commonly cited potential policy responses. 
Indeed, the World Bank has reported that 50 
percent of Paris Agreement signatories are 
actively considering a carbon tax. We focused 
our analysis on two of the most affected sectors, 
power generation and oil & gas, with a tax level 
of about $50 /tCO2 eq. Together, they account 
for ~40 percent of global greenhouse gas 
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~5 percent of AUM, but are some of the fastest 
growing areas.

It’s not all about active management. We 
are now seeing the emergence of more 
sophisticated screening approaches that 
leverage new data sources and algorithmic 
portfolio construction techniques. Such 
approaches have the potential to offer 
investors the means to direct their savings 
toward companies that reflect their own ethical 
preferences through simple and cost-effective 
product structures.

The investor base is also broadening. Initially, 
sovereign wealth funds and family offices 
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THOSE FIRMS ABLE TO 
LEAD THE CHARGE IN 
SHAPING THE MARKET 
WITH NEW PRODUCTS AND 
STRUCTURES WILL BE WELL 
PLACED TO CAPTURE THE 
GROWING FEE POOL



ANALYTICS AND RISK TRANSFER

The development of the analytics and data that 
will be required to support this growing market 
is an area of intense activity today. A raft of new 
firms have emerged offering a wide range of 
services – from AI-driven geospatial mapping 
databases to human-driven subjective research 
ratings – while the major data providers, index 
providers and exchanges have been developing 
their own offerings. There is a battle to establish 
the reference data sets, but also to own the 
analytical processes of company assessment 
and portfolio selection. Some financial 
institutions will prefer to rely on third-party 
indeces and external ratings, but a growing 
number are seeking to develop their own 
analytical approaches and embed these into 
the asset selection and portfolio management 
processes processes they consider to be core 
competencies?

As this market develops, opportunities will 
arise for new approaches to risk transfer and 
hedging. For instance, as extreme weather 
events have become more common, so climate 
risks have become larger and more complex to 
price. In response, innovative insurers – both 
established and niche specialist players – have 

begun to offer parametric insurance policies. By 
offering fixed payouts against climatic trigger 
events, these players have captured what was 
once considered “uninsurable” business while 
helping corporations and individuals increase 
their climate resilience. Similarly, as carbon 
intensity becomes an increasingly important 
consideration, so firms may look for hedging 
and risk transfer instruments linked to the 
carbon price.

FIGURE 10 There is a battle to control the data and analytics space

SOURCE: Oliver Wyman analysis
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STEER 



What should be done to take 
a proactive stance?

We have argued that financial institutions 
face compelling reasons to act in their own 
commercial interest. Yet, there is a danger 
that if such action is limited to following the 
commercial incentives in place today, society 
more broadly will not move with enough 
urgency to avert the economic and social fallout 
of unchecked climate change. This may be the 
biggest risk financial institutions face over the 
longer term. Framed this way, leaders have a 
wider responsibility to society to take a stronger 
stance, using their position to proactively help 
drive the transition to a lower carbon economy.

In doing so, financial institutions can draw 
inspiration from ambitious and creative 
approaches taken by companies such as 
Unilever, IKEA, or Danone. Many executives 

say they want to take action, but argue that 
they are limited in what they can do – either 
because customers won’t bear the costs or 
because investors want to optimize for short-
term returns. Exploring the realities of those 
constraints can be a useful lens to apply. The 
question for management is not what will their 
stakeholders require them to do, but what will 
their stakeholders allow them to do?

STEERING THE BALANCE SHEET

The most powerful action that financial firms 
can take is to steer capital away from the 
most polluting companies, and toward the 
environmental leaders. After all, at its core the 
financial system is about allocating capital and 

FIGURE 11 Many of the leaders in green finance are also lending heavily to the highest 
greenhouse gas emitting sectors

SOURCE: Dealogic, Oliver Wyman analysis
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managing risk. Most financial firms do indeed 
already have processes in place to exclude 
companies that breach various environmental 
policies as part of their wider corporate social 
responsibility (CSR) efforts. And many banks 
have announced ambitious-sounding plans to 
proactively direct billions of dollars of finance 
toward the green economy. There’s little 
evidence, however, that they are making tough 
choices on their loan book. Indeed, many of 
the leaders in green finance are also leaders in 
lending to greenhouse gas emitting sectors (see 
FIGURE 11).

This reflects, in part, commercial reality. The 



REGULATORY INTERVENTION

If the industry doesn’t move fast enough, there 
is the risk that policymakers will intervene 
more strongly. Financial services firms enjoy 
a privileged position at the heart of the 
economy, protected by deep protective moats of 
regulation and benefiting from various forms of 
explicit and implicit government support. One 
consequence of this is that policymakers have 
the ability the regulatory framework governing 
financial services companies in pursuit of social 
and economic goals.

Such interventions cannot be made lightly. We 
believe that climate change is a material source 
of risk and that it is right for central banks 
to ensure that these are properly reflected 
within risk management frameworks. It is also 
entirely appropriate for individual institutions to 
adjust internal capital charging frameworks, or 
“shadow” carbon pricing, to promote green or 
transition finance, if they choose. It is less clear, 
however, that regulatory capital requirements 
should be used to create further incentives to 
promote green finance. Prudential regulation, 
has a critical role to play in safeguarding the 

solvency and stability of the financial system, so 
any changes to capital adequacy rules must be 
very carefully assessed.

Experience has shown, however, that there are 
many other ways financial firms can have new 
responsibilities and obligations thrust upon 
them by policymakers. For instance, banks have 
become the front line in the battle against anti-
money laundering. And many financial services 
firms now have an obligation to assess not just 
the commercial attractiveness of customers 
and financial products, but also the suitability 
of financial products to particular customers’ 
needs.

Indeed, we are already observing regulators 
in some jurisdictions actively incorporating 
climate considerations through a range of other 
levers. For example, the Prudential Regulation 
Authority has incorporated sustainability into 
its senior managers regime. In addition, the 
European Banking Authority has published a 
roadmap for incorporating climate and other 
ESG factors into their regulatory framework by 
2025. Banks will need to demonstrate that they 
have a coherent and consistent response, built 

FIGURE 12 Bank ESG ratings do not seem to reflect their high carbon lending activity

SOURCE: Dealogic, Oliver Wyman analysis
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on a granular understanding of the impact of 
climate change on their customers.

One key weapon at policymakers’ disposal in this 
regard is to increase requirements for disclosure 
on the profile of the balance sheet. The Task 
Force on Climate-related Financial Disclosures 
(“TCFD”) has been a catalyst for increasing 
transparency and disclosure standards since 
its launch in 2016 and is continuing to raise the 
bar. However, by its own admission, the level of 
financial disclosure is insufficient for investors. 
To move faster, policymakers could adopt TCFD’s 
recommendations as requirements, transcribed 
into law at a national level.

As climate change rises up the agenda, it is 
not inconceivable that policymakers will ask 
financial institutions to do more to ensure 
that they are reflecting the concerns of their 
stakeholders. In the same way that savers and 
depositors rely on regulators to ensure that 
their banks and money managers are acting 
prudently and with integrity, they might expect 
regulators to ensure that their money is being 
used in a way that reflects their values with 
respect to the environment and climate change. 

Even if there proves to be no policy intervention, 
firms are well advised to take a proactive 
stance on climate change themselves. The last 
crises has left a dent in financial services firms’ 
reputations and public trust is not high. Firms 
do not want to be off-guard again. The present 
shift in sentiment could all-too-easily crystallize 
around a single event, highlighting any failure to 
meet stakeholder expectations. However real or 
unreal this risk might be, it is not fear of failure 
that should motivate change but the desire to 
lead. We believe financial services firms should 
see this as an opportunity to stand up and earn 
renewed reputation, to hold fresh influence with 
the younger generation in particular.

FIGURE 13 Clear top-down targets and a common fact-base should drive action
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The path of climate change and the policy 
response to it is highly uncertain, yet its 
importance is clear. Management teams and 
boards must act to ensure that the risks are 
understood and properly reflected in decision 
making, and that the opportunities are 
addressed. Beyond this they must take a clear 
stance on what proactive measures will be 
taken and how this will be communicated.

The implementation of fundamental changes 
now will mean that the financial services 
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