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Introduction
Climate Transition Risk is often overlooked by the mainstream media in favour of the
more headline grabbing Physical Risk stories. Transition Risk is also little understood by
the general population outside of those in climate change related industries. Here we
highlight the importance of Transition Risk and explain how it will impact the everyday
lives of the entire population.
We examine some of the risks and opportunities that will result from the transition to a
low carbon economy and focus on the transmission channels of those risks – in
particular the role of the financial and banking sectors.
We also explore the political risks associated with climate transition policy which could
ultimately determine the pace of change. We make the case that moving from a policy
driven to a technology driven transition would provide the more desirable pathway, but
this could be unintentionally hindered by well-meaning transitions policies.
Rather than Transition Risk, could the Risk to Transition, be the real factor of concern.

Transition Risk Can Take Many Forms

Notes: Transition Risk can take many forms and has the potential to impact the entire economy.
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Climate Risks - Beyond the Physical
When ‘Climate Risk’ is mentioned, our thoughts inevitably turn to dramatic weather
events such as floods, storms, hurricanes as well as drought and forest fires.
While these often devastating Physical Climate Risk events grab the media’s attention
and are widely reported because they have a devastating impact on the communities
affected, the immediate implications for the economy or broader society outside of the
insurance sector and the communities impacted is limited.
Chart 1 – Global Temperature Rising

Source: NOAA National Centers for Environmental Information.

Chart 2 – Number of North Atlantic Storms

Source: NOAA National Centers for Environmental Information
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There is, however, another kind of Climate Risk which is much less discussed and rarely
makes it into the mainstream media, despite the potential for this unnoticed and
unreported risk to impact every part of daily life for every individual.
This second kind of climate risk also has the potential to have significant implications
for the economy and the financial sector, affecting every asset in investment portfolios
and bank loan books worldwide.
With such a powerful transmission mechanism at work the impact of this particular
form of climate risk should not be underestimated. Indeed, there are even suggestions
that this risk could cause another global financial crisis (Rousseau Institute, Friends of
the Earth France and Reclaim Finance).

That Risk is Climate ‘Transition Risk’
Climate Transition Risk is the term we use to describe the disruption that is likely to be
caused by a shift to a low-carbon economy.
To avoid the escalation of physical climate risks, policy makers and regulators have
recognised the importance of transitioning to a lower carbon economy.
From the Paris Agreement to the COP 26 Climate Summit, globally governments are
setting policy and implementing regulation in an attempt to guide economies towards
a more environmentally sustainable pathway.
“To achieve net zero emissions by 2050, we need a whole economy transition - every
company, every bank, every insurer and investor will have to adjust their business
models, develop credible plans for the transition and implement them.” - Mark Carney
(Finance Adviser to the Prime Minister for COP 26 and UN Special Envoy for Climate
Action and Finance).
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Chart 3 – Renewable power share in primary energy

Notes: The above infographic highlights how renewable energy sources are becoming an increasingly important part
of the overall energy mix in serval major economic areas.

Target Setting
To prevent Physical Climate Risks threatening our way of life and perhaps even the
continued survival of humanity itself, a reduction in Greenhouse Gases is required to
restrict a global rise in temperature.
One of the measures being adopted by governments around the world to achieve this
is the introduction of targets for reducing Greenhouse Gases and limiting temperature
increases.
While most Carbon Emissions Reduction targets are set at country and economy wide
levels, hitting these targets will require falling emissions from many of the industries and
areas of the economy associated with high emissions.
From a policy setting perspective these may seem like low hanging fruit, but the
implications and knock-on effects go way beyond these sectors to leave very few, if any,
parts of the global economy untouched.
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Chart 4 – Target Setting – National Net Zero Goals

Source: Notes: The above infographic shows the Net Zero Targets and commitments set by countries around the
world.

Chart 5 – Target Setting – UK Net Zero strategy targets

Notes: The above infographic explores the UK’s Net Zero Strategy in more detail, highlighting some of the key targets.
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The energy and transport sectors for example, are often seen as the primary areas for
transition and are certainly at the forefront of policy. The transition to electric vehicles is
one of the most visible policy initiatives globally and is currently gaining the most
exposure.
This is understandable given the clear impact this will have on many people's lives.

Finance Sector Pivotal To Climate Transition
But the role of the financial industry in climate transition is also high on the agenda of
policy makers and this is often overlooked despite potentially having an even bigger
impact on the everyday lives of everyone on the planet.
One of the reasons the finance industry might not automatically spring to mind when
climate transition is mentioned is most likely the lack of understanding about the
central role the finance industry plays in most of our lives, especially when everything is
running smoothly.
The 2008 financial crisis, however, opened the eyes of many about the importance of
the finance industry to the functioning of the global economy.
As a consequence, we anticipate, that the finance industry will increasingly become a
point of reference when Climate Transition Risk is discussed, as public awareness of its
role in the Climate Transition is better understood.
The charts below, using Urgentem’s carbon emissions data, provide an analysis of the
exposure to, and potential impact of, Climate Transition risk to individual sectors in the
economy. The first chart shows the sector exposure to Scope 1 and 2 carbon emissions
(emissions directly associated with companies in that sector and their energy use). The
second chart also includes Scope 3 emissions (emissions associated with companies
supply and value chains within each sector).
It is interesting how the rankings of the sectors change when the broader Scope 3
emissions are taken into account, with the financial sector being the most notable
example. The financial sector goes from being one of the least exposed to one of the
most exposed sectors.
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Chart 6 – Scope 1 and 2 carbon intensities by SASB sector

Chart 7 – Scope 1, 2 and 3 carbon intensities by SASB sector

Source: Urgentem. Notes: The above charts highlight the important role the financial sector has to play in the
transitions to a low carbon economy. While first chart may suggest that the financial sector may have a relative low
carbon footprint when just Scope 1&2 emissions are examined, the second chart shows that when Scope 3 emissions
are taken into account the financial sector has one of the highest carbon intensities, just behind the Extractives and
Minerals processing sector.
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The role of the finance sector in Climate Transition
The financial sector has a key pivotal role to play in climate transition, acting as both a
catalyst and transmission channel for change.
Indeed, financial regulators are taking a leading position in setting and implementing
policy to drive and encourage change, which is going largely unnoticed so far by the
broader population and mainstream media.
Financial regulators globally have been implementing or encouraging climate related
disclosures across the industry.
These policies extend from asset owners, such as pension funds through to high street
banks, a trend that appears to be gathering pace with central banks globally starting
to introduce climate risk (both physical and transition) in their stress testing
frameworks.
The banking stress tests are simulations to understand the robustness of individual
banks and the banking system against various scenarios.

Passing the Test
The wide adoption of mandatory climate related disclosures by the financial industry
has potentially massive implications for the economy and the population as a whole,
as this policy drive gathers pace.
As is often the case with financial sector regulation, climate disclosure policy is
technical and complicated, and as such fails to grab the attention, let alone the
imagination of the media and therefore the general public.
As a consequence, these measures will likely go unnoticed until they begin impacting
the everyday lives of the population at large.
It is hoped that the desire of the banks to “pass” stress tests and the wish of the wider
investment industry to avoid having to report environmentally unfriendly investments
will be the catalysts for the change in behaviour that policy makers are looking for, with
wide reaching implications for the broader economy and population.
However, the pressure is not only coming from regulators.
Within the finance industry, investors are also increasingly driving the climate transition
agenda with some high-profile examples of shareholders successfully holding
companies to account regarding their climate disclosure policies.
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Exxon Mobil’s decision to adopt a more transparent emissions disclosure policy
because of shareholder pressure is a case in point.
The growing trend in activist and impact investing will also expose companies that are
lagging when it comes to climate transition to further risks, including reputational risks.

Climate Risk or Revolution?
The scale of change required globally for a successful climate transition has drawn
comparisons to antecedent economic and technological revolutions, such as the
industrial revolution and the introduction of the internet.
But there is a significant difference which heightens the risks associated with climate
related transition changes.
While many of the economic revolutions are led by technology and innovation, climate
transition is currently being driven by legislation and regulation, forcing change on
business and the economy when the technology may not be in place to achieve policy
ambitions.
Indeed, while there are some examples of investor and consumer successes in driving
change, the current waves of climate transition legislation and regulation are leaving
technology and innovation scrambling to catch up.
This gap between climate ambition and practical implementation exposes the
economy to transition risks.
If and when technology catches up, climate risks will quickly become climate
opportunities, but there will be many challenges and mishaps along the way.
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Chart 8 – Investment in green technologies

Notes: The above infographic shows how investment in clean energy and energy efficiency has been growing in
recent years.

The early stages in the development of new technologies are often uncertain with time,
resources and investment easily channelled in the wrong direction.
Initial innovation often turns out not to be the ultimate solution.
This means that Government’s attempts to force change with policies backing specific
technologies, even if these are seen as well intentioned at the time, can on occasion
transform into yet another form of risk.

Climate Transition Risk Takes Many Forms
Climate Transition Risk can manifest itself in many guises.
These can include changes in government policy and regulation, technology changes,
consumer preferences as well as reputational risk.
The transmission channels of these risks to the broader economy and to daily life can
also take many forms.
For instance, the direct impact on a business from a change in regulation or consumer
behaviour to an indirect channel, such as credit markets and banks unwilling to fund
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high emission industries such as oil exploration, make these industries less viable, bring
about changes not just in demand, but also the supply of various products and services
at an economy-wide level.
Summary
Via these numerous forms of risk and transmission channels, Climate Transition Risk
goes beyond the transport, energy and financial sectors to impact all companies,
employees and the broader population.
While outside of these sectors climate transition has been relatively slow, going broadly
unnoticed, this is soon set to change.
Types of transition risk
•

Regulatory Requirements - e.g. Mandatory Disclosure Reporting

•

Legal changes - e.g. Move to Electric Vehicles in some countries

•

Change in Technology - e.g. Energy becomes cheaper from renewables

•

Credit - e.g. Bank Stress Testing Reducing Availability of Credit

•

Tax - e.g. Carbon Tax on high emission business

•

Reputational Risk - e.g. Negative Impact on a business from failing to meeting
climate standards/regulation or customer expectations

•

Consumer/investor pressure or change in preference

Businesses, investors and the broader population need to be aware of these Climate
Transition Risks.
While Physical Climate Risks are often immediately devastating when they strike and
therefore easy to grasp, transition risk is slow, complex and ubiquitous.
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Chart 9 – Transition Risks

Legislation/Policy Risks
The most obvious form of climate transition risk arises from changes in legislation and
regulation.
Globally we already have plenty of examples to draw upon, although these tend to be
concentrated in specific sectors of the economy, namely energy production and
transportation.
These are also the areas generating the greatest media coverage and awareness
amongst the broader population.
The fact that these risks are more direct makes them easier to understand, especially
when it comes to the impact on the daily lives of the broader population, but even here
there are risks that are less obvious and are receiving little attention.
Government targets in the transport sector, in particular the transition to electric
vehicles, are perhaps the best example of this direct impact.
Here, car companies are already responding with the switch of product to electric
vehicles and phasing out conventionally fuelled vehicles.
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Chart 10 – European bans on conventional-fuel vehicles

Source: Urgentem. Notes: The above infographic highlights the proposals to phase out conventionally fuelled vehicles
in Europe over the coming years.

While this may look like a relatively smooth transition as technology appears to be
catching up with the policy ambition and as vehicle owners and drivers come to terms
with the idea of plugging a car in to recharge rather than refuelling at petrol stations,
there are broader implications.
The switch in the manufacturing processes will impact the supply chains across the
automotive industry.
For example, smaller component manufacturers supplying the large car makers are
exposed to these changes. A company supplying a specific engine component could
find that its product is no longer required.
Many smaller manufactures and suppliers could face having to change their business
model to survive.
While demand for old components may decline, the demand for new technologies will
increase, putting strain on supply chains. Current examples include microchip
shortages slowing production of electric vehicles.
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Credit Risks
While the direct impact on most industries and the broader economy from a specific
government policy or piece of legislation may seem direct and even obvious, the
impact on the financial industry is more complex and less easy to discern.
At the same time, regulation to make climate reporting in the financial sector
mandatory has the potential to be one of the most significant sources of Climate
Transition Risk because of the financial sector's role as a transmission mechanism to
the broader economy.
The financial sector’s role as a transmission channel of monetary policy to the broader
economy is well known but the fact that the financial sector is set to take on the role of
a climate policy transmission channel is less widely acknowledged.
At face value, mandating the financial sector to disclose its climate exposure would
seem straightforward, but this has wide reaching implications for the whole economy,
business and for everyday lives.
Several central banks, the regulators of the banking system in many countries, are
introducing climate stress-testing (alongside financial stress tests) for banks under
their jurisdiction.
The ECB (European Central Bank) has been leading the way and other major (G7)
central banks are following suit. The introduction of climate stress tests for the banks
suggests that financial regulators see climate risks as a potential source of financial
instability.
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Chart 11 – Overview of climate risk transmission through credit risk

Source: ECB, redesigned by Urgentem. Notes: The above infographic shows how credit risk can act as a Climate Risk
transmission channel to firms and the broader economy.

Feeling the Stress (Test)
Bank stress tests are designed to ascertain a bank's exposure to climate risks (both
transition and physical) and vulnerability to climate shocks under various climate
scenarios.
To show a robust performance in climate stress tests, banks are likely to re-orientate
their balance sheets away from such risks towards greener business and investments.
In practical terms this could mean reduced investment in industries and businesses
with high carbon emissions.
Again, the energy sector in the form of oil companies, oil exploration and mining are
likely to come into focus here. A lack of funding and investment by the banks in certain
businesses could have significant broader implications.
Credit ratings of certain industries and companies could be hit, making it even harder
and more expensive to raise funds, increasing the possibility of default.
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This in turn could generate negative feedback on bank balance sheets, forcing them to
reduce exposure even further.
Might this result in a vicious circle with the potential to precipitate another financial
crisis?
How might such a scenario become a reality?
One likely result is that companies with reduced access to credit or funding could be
forced out of business. While from a climate perspective it can be argued that this is the
desired effect, as these businesses may be responsible for high levels of carbon
emissions and a fast transition away from high emission business is a necessary
condition of a successful transition.
However, there are broader implications for employment and the economy, if new
technologies and the companies developing them which may offer new or alternative
jobs, are not yet available to fill the gap.
Matters are complicated further by companies that may be involved in both the cause
and solution of climate change.
This is the case for several large energy companies. While some of the large global oil
companies may seem like the obvious target of such climate transition policies, these
companies are also some of the largest investors and innovators in green energy
production.
Starving such companies of funds to invest in new green energy technologies might be
counterproductive. Indeed, this could be a potentially even bigger issue for SMEs looking
for investment to transition, as typically these companies and enterprises have little
access to alternative funding and are more dependent on the banks.
Consider also our earlier example of the small component suppliers to the auto industry.
This hypothetical business might have low emissions, producing components in a
climate and environmentally friendly way, but the fact that the company is exposed to
the auto industry could also leave it vulnerable to credit and funding issues, with banks
requiring reassurances regarding the company’s longer term business plan.
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Consumer/Investor Pressure
Pressure for climate transition is also gathering pace from other quarters, including
consumers and investors. Collectively consumers and investors are able to exert
significant pressure on companies to change, either by boycotting products or turning
their back on investments or reducing/liquidating share holdings.
The trend in activist, thematic and impact investing has been gathering pace in recent
years, but more climate conscious investing is likely to become mainstream as climate
risk disclosure for asset owners gathers momentum (and in some cases becomes
mandatory).
Companies that fail to live up to consumer and investor expectations from a climate
perspective could see a direct impact on performance and revenue. This in turn also
has the potential to feed into reputational risk and credit risk channels.
There is an increasing trend of companies being challenged by shareholders at their
AGMs on various climate issues, including completeness of disclosure.
In previous research (Urgentem Insight Briefings) we highlighted that in several sectors
there is a tendency for some large companies to exclude their main sources of
emissions from their climate reports. These instances are becoming more widely
reported in the press, increasing the potential for reputational risk with investors and
customers challenging the management and directors of such companies.
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Chart 12 – Scope 3 Disclosure by Sector
Average number of Scope 3 categories disclosed by sector
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Source: Urgentem. Notes: The above shows the average number of Scope 3 categories disclosed by each sector
(SASB Sectors)

While we could give many more examples of transition risk - a move to cleaner energy
such as wind power and solar, leaving old fossil fuelled power stations redundant these examples have one factor in common - the financial system, which can act as a
driver for climate transition, either directly or indirectly and even as a transmission
channel.
Whether the source of the transition risk emanates from a change in technology,
legislation/regulation, consumer/investor preference or reputational failings, the
impact could be further fuelled as the banking/financial sector looks to reduce their
exposure to these risks to protect balance sheet integrity and meet regulatory
requirements.
The financial sector has the potential to become the climate policy transmission
channel for the whole economy (for climate transition), in a way similar to how it acts
as a transmission channel for monetary policy.

Not Just a Risk, But an Opportunity
During periods of significant change there is often a tendency to focus on the negatives
and the risks, especially when the change is forced upon us, rather than being more
naturally driven as part of an organic process of technological change and innovation.
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We have already noted that the climate transition is being driven by policy, leaving a
technology gap exposing the economy and individuals to risks, not just at a macro level,
but also to our way of life.
Transitioning away from old industries before new industries have developed to fill the
gap can be a painful process.
But there are reasons for optimism as investment in green technology and business is
growing rapidly, fuelling innovation. Regulation in the financial sector will likely drive this
trend further as banks are penalised for lending to old emissions heavy industries but
rewarding green investments.

Chart 13 – Transition opportunities – renewable energy employment

Notes: The above infographic highlights the growth of employment in the renewable energy sector.

In a recent report by the International Energy Agency (IEA) - Net Zero by 2050 - jobs
losses in fossil fuel industries (oil, gas and coal) are projected to be significantly
outpaced by new jobs in the green energy sector. According to the IEA, transitioning into
renewable energy will result in 14 million new clean energy employment opportunities
between 2019 and 2030.
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Chart 14 – Green Energy Jobs Outpacing Fossil Fuel Job Losses

Notes: The above infographic shows how jobs in the Clean Energy Sector are projected to outpace jobs in the fossil
fuel industries.

Further research by the International Renewable Energy Agency (IRENA) shows the
impact the renewable energy sector is already having on global employment. Solar
photovoltaic, bioenergy, hydropower and wind power industries have been the biggest
employers in the sector.
Chart 15 – China Leading Renewables Job Gains

Notes: The above infographic shows job growth related to renewable energy in key economic areas.

Asian markets will be key moving forward, with 63% of total jobs in renewables,
attributed to Asia in 2019. China, the leading producer of PV equipment and also the
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world’s largest solar power installation market, accounted for more than 50% of PV
employment globally.
Chart 16 – Asia Represents 63% of Renewables Jobs

Notes: The above infographic focuses on Asia and jobs in specific areas of green energy.

Even in high emissions industries such as mining, demand for certain minerals is
growing as a result of the transition to a low carbon economy. The transition to electric
vehicles is a good example of how this demand could in fact, accelerate.
Lithium-ion batteries - integral to EVs - are made from metals such as cobalt, lithium
and nickel. A single EV also requires 66.3 kg of graphite, more than any other mineral
and demand is expected to increase by a factor of 25 by 2040.
So, while some types of mining will inevitably go into further decline, other areas are set
to experience renewed optimism, fuelled by the green energy and transport revolution.
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Chart 17 – Transition driving demand for certain minerals

Notes: The above infographic compares the use of minerals used in both electric and combustion engine vehicles.

Risk to Transition
While the focus has been on transition risk (and opportunities), there is a further risk to
consider – the risk to climate transition itself. The need for a smooth transition to a low
carbon economy to prevent physical risks spiralling out of control in the decades ahead
is at the core of global climate policy.
However, this is by no means assured. Indeed, climate transition models within climate
finance and policy making employ a range of scenarios from orderly, delayed to
disorderly transition and even scenarios with little or no transition at all, to capture all
the risks associated with the risks to transition.
While policy makers legislating for a low carbon economy may currently claim that
failure to transition towards a low carbon economy is not an option, implementation of
such policies are a risky business from a political perspective.
While setting ambitious targets to claim the moral high ground may initially seem
politically attractive, come the long and difficult haul to implementation, will politicians
have the staying power to deliver?
This question must be asked: have politicians factored in the potential for a populist
backlash against some of the more radical policy steps that will be required for climate
targets to be met?
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The point highlighted earlier, that the climate revolution is being driven by policy with
the financial sector acting as a transmission channel, could be a crucial factor in public
perception once policies start to bite.
Fears of a potential backlash against governments and the finance sector if policy
moves too quickly could prove to be well founded in reality. This could especially be the
case if technology continues to lag behind policy ambitions, leaving the population
feeling their lives are negatively impacted by climate transition.
The challenge could be even greater in regions not currently directly impacted by
climate change or exposed to physical climate risks.
Lockdown fatigue during the global Covid-19 pandemic provides a very real and current
example of a population's level of tolerance to policy measures that are perceived as
intrusive. Such experiences demonstrate that restrictions on people’s lives will only be
tolerated for so long before a return to “normality” is demanded and so populist
politicians could easily derail climate transition policies.
The finance industry experienced something similar during and after the 2008 finance
crisis. In this example, policy changes forced a change in behaviour by the banking
sector and was negatively received by the general population. The banking and finance
sector were the recipients of the backlash. With these experiences in mind, banks could
take a cautious approach as they are once again asked to act as policy transmission
channels.
But, political risks are not just associated with an implementation that is deemed too
fast. Going too slowly also has its attendant political risks. If governments act too slowly
through fear of losing popular support, the risk of a delayed and disorderly transition
increases. While this may give politicians an easier ride in the near-term, it means more
drastic action will be required later if climate targets are to be met.
Many of the climate targets being set by both national governments and by individual
companies are in the distant future (in political and investment cycle terms). This could
make the slow implementation approach tempting to policy makers, allowing them to
be seen to be doing the right thing without risking losing popularity with voters.
Delayed action will leave future governments exposed to the political risks of having to
take more severe measures later, especially if climate events increase and little or no
progress towards targets has been made.
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Too Slow or Too Fast – No Win Situation
The risk to climate transition could well come down to the pace of implementation.
While those involved in climate science and analysis will make the case that the
transition to a low carbon economy is already currently too slow and needs to speed
up if targets such as the those in the Paris agreement are to be achieved, the risk is that
moving too quickly loses the support of the population, stalling progress and generates
a potential backlash, especially if disruption to everyday lives are felt to be too costly.
Keeping the support of the population onside is crucial if the implementation of society
level changes is going to be successful. This is probably one of the biggest challenges
for policy makers when implementing climate policy.

Technology to Save the Day (and the Planet)
Those favouring a go-slow policy pin their hopes on technology catching up and saving
the day (and the planet).
If technology provides a solution this would change the dynamics of climate transition
completely. For example, development of an efficient, affordable and desirable climate
aligned transport solution could expedite the transition from conventionally fuelled
vehicles without the need for government incentives or restrictions.
Many of the changes currently being forced upon the population by government policy
and regulation to transition to a low carbon economy may still be required. The
difference would be that technology has the potential to make it a voluntary transition,
with the population’s desire to adopt the new technology driving the transition.
Climate Transition would evolve from a policy driven to a technology driven revolution.
This would not only be more acceptable to the population but would prove more
palatable to the general public.
However, while such a technology driven transition could reduce the risks to transition
(implementation risk), it would not necessarily reduce Climate Transition Risk. In fact, a
delayed fast technology driven transition could intensify some of the transition risks we
have discussed above, especially if complacency had set in.
At the same time, such a technology led revolution could also increase Climate
Transition Opportunities.

Urgentem, Level 9 TOG, One Canada Square, Canary Wharf, London E14 5AA * info@urgentem.net

26

Level 9 TOG, One Canada Square,
Canary Wharf, London, E14 5AA
+44 207 183 3221
info@urgentem.net

www.urgentem.net

Urgentem, Level 9 TOG, One Canada Square, Canary Wharf, London E14 5AA * info@urgentem.net

27

