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MISSION (IM)POSSIBLE: UNDERTAKING 

SCENARIO ANALYSIS OF CLIMATE CHANGE 

FINANCIAL RISK? 

Some might be thinking that undertaking scenario analysis of climate change financial risk is 

indeed mission impossible.  In this article, we are going to argue that it is not, though there will be 

challenges along the way that can be overcome.  

Why is scenario analysis important? 

Climate change represents an aspect of the risks that you are managing on a day-to-day basis, 

which are changing as carbon emissions grow.  Looking ahead, there is a significant amount of 

uncertainty about behaviour and policy around climate 

change which could lead to different futures.  These are 

usually defined by reference to the Paris Agreement 

targets of keeping the increase in global temperatures 

below 2˚C (from the industrial revolution).   

Given these uncertainties, it makes sense to consider 

the impacts of different scenarios rather than predict a 

single outcome and its impact.  Usually, three scenarios 

are identified.  Two of them assume that policy actions 

and behavioural change take place and that the goal is 

achieved – of which one scenario assumes a smooth 

transition and the other one does not.  The third 

scenario assumes that there is no significant change, 

and that global warming continues, see Box 1 for further 

details about the scenarios.   

Box 1:  Overview of the PRA scenarios for climate change financial risks 

Early Policy Action (EPA):  

• The transition to a carbon neutral economy starts early so is more gradual and moderate carbon 
prices and other policies are introduced slowly and increase global temperature stays below 2˚C 
in line with the Paris agreement.   

• An increase in the frequency and severity of physical perils, such as flooding, is expected, but the 
overall level of physical risks remains subdued.   

• A moderate impact on the GDP is also expected with regional and sectoral variations.  
Late Policy Action (LPA):  

• The global climate goal is met but the beginning of the transition is delayed until 2030 and must 
be more sudden and substantial to compensate.   

• This is expected to result in a material short-term macro disruption - a large fall in GDP as well as 
falls in property prices, equity prices, and changes in interest rates.   

• Physical risks remain the same as in the EPA scenario.  
No additional Policy Action (NAPA):  

• No policy action beyond that which has already been enacted is delivered.   

• The transition is insufficient for the world to meet its climate goal leading to severe physical risks.   

• This distress is expected to materially lower growth rates specially on global level and will affect a 

range of asset prices. 
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But that’s just theory and does not address the underlying industry concerns with scenario 

analysis.  These concerns are valid, and it is useful to recap on them.   

Firstly, scenario analysis matters for the PRA.  It is one of the four pillars that the PRA identified to 

support the mitigation of financial risks impact from climate change – governance, risk 

management, scenario analysis and disclosures, see Box 2 for a summary.  The importance of 

scenario analysis has been reinforced with the Dear CEO letter from June 2020 and the PRA plans 

to undertake a Climate Biennial Exploratory Scenario with a small number of insurers. 

Box 2:  Overview of the PRA expectations for a strategic approach to climate change financial risk 

management (Supervisory Statement 3/19, April 2019) 

Governance:  

• allocate responsibility to a named senior manager;  

• Board to have clear responsibilities for climate risk;  

• firm should embed risk into their governance strategy - the Board oversees the development of a 
climate risk strategy and monitor progress. 

Risk Management:  

• address climate risk through existing risk management frameworks;  

• identify, measure, monitor, manage and report climate risk exposures by the end of 2021.  
Scenarios:  

• these are used proportionately to explore different futures, inform strategic planning;  

• scenarios are considered over the short term (e.g., up to 5 years) and long term (e.g., decades). 
Disclosures: 

• develop an appropriate approach to disclosure for climate risk.  

• consider the recommendations of the Task force on Climate-related Financial Disclosures 

(TCFD).  

Note: since the supervisory statement was published, HMT has coordinated a review with PRA, FCA 
and other stakeholders.  They have agreed a path towards mandatory TCFD-aligned climate related 
disclosures.  The PRA will review how its supervisory statement and consider if rules are needed.  (HM 
Treasury, Interim Report of the UK’s Joint Government-Regulator TCFD Taskforce, Nov 2020.) 

Secondly, the industry is already finding that undertaking scenario analysis of climate change 

financial risk is challenging.  The PRA explored the impact of climate change financial risk through 

the 2019 Insurance Stress Test (IST).  Their feedback (published in June 2020) confirmed that for 

many firms this was the first time that they had conducted such exercise and that it was a “a 

challenging undertaking”.  Interestingly, the PRA did not provide any quantitative results because 

they took the view that the different estimates of climate change impacts reflected differences in 

analysis or capabilities rather than differences in the potential impact of climate change.   

This might sound a little bit like mission impossible. It’s not easy and it is useful to be clear about 

the hurdles that must be overcome.  At the same time, managing a business and Covid-19 

impacts, including getting most of the employees to work from home did not look easy in Jan 2020.   

The gist of the PRA comments about proportionality in the Dear CEO letter from were about the 

balance between quantitative and qualitative metrics and about walkthrough scenarios.  Here we 

would like to build up on the suggestion of walkthrough scenarios and share six ideas to make this 

work. 

1. Maintaining a business perspective  

Climate change will affect your balance sheet, but first and foremost it will affect the business and 

your ability to generate capital.  Focus on that and then build up a view about impacts on the 
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balance sheet.   If you are a GI business, you should focus on how claims (volumes or size) might 

change and if you are in Life think about your sales and fee income.  

2. Proportionality considerations 

This is about focusing on what really matters to the business.  The PRA has highlighted the 

importance of leveraging on proportionality and identifying what aspects of climate change financial 

risk are relevant to the business.   

The challenge for banks and insurers is that proportionality does not mean ‘exemption’ and that it 

requires an investment of resources to determine what risks and aspect of the business are most 

impacted.  At a high-level, if you are a GI business it’s easy to say that transition risk associated 

with an asset portfolio is unlikely to be the main issue.  But what lines of business could be more 

exposed to climate change?  What type of risks would 

be most affected?  What would be the impact on the 

portfolio and new business? Having a view about these 

questions will contribute to a focused scenario analysis 

process. 

3. Embed risk management 

One of the crucial bits of feedback from the PRA 

regarding the 2019 IST was that climate change 

financial risk was not adequately embedded in the 

business.  That is part of the wider PRA expectations 

for climate change financial risk, see Box 2.  In the 

short term, it would be useful to identify changes to risk 

management that can support the delivery of scenario 

analysis.   For example, is your firm providing regular 

updates to the Board on climate change financial risk?  Is your firm providing similar updates to 

middle management?  More generally, you should ensure that the scenario analysis does not 

become an activity carried out by one team (typically risk management) with limited input from 

others in the business. 

4. Simplify as much as you can 

Scenario analysis is one of those activities that can be as complex as you want (or can afford).  If 

you have been to any of the many conferences (these days, webinars) on climate change you will 

have seen some of the complexities.  Don’t get me wrong, complexities can be helpful and even 

fun to develop.  There are, however, some points to bear in mind before you conclude that 

complexities of scenario analysis are inevitable:  

• the complexities in the scenario analysis may be seeking to capture the complexity of the 

business, i.e., it may be proportionate for that business; 

• the complexity we see in these conferences usually represent several iterations and years 

of development that your business may not have accumulated (yet); 

• remain focused and do not overlook the purpose of scenario analysis; the PRA supervisory 

statement suggests that they should be a combination of informing strategic planning, 

understanding the impact of financial risks from climate change on your risk profile and 

business strategy, and exploring the resilience and vulnerabilities of your business model.  
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The other aspect is to seek simplifications where possible and appropriate.  The PRA’s own 

instructions for 2019 IST offers a few of them:   

• basing the analysis on today’s business, even if the impact of climate change will 

materialise in the future; 

• considering any impact as an instantaneous shock; 

• ignoring impact of physical risk on life insurance liabilities; 

• focusing on the most relevant perils (US hurricane, UK flood, UK subsidence and UK 

freeze).  

5. Recycle existing materials 

There is a significant amount of thought leadership on climate change financial risk from 

government agencies, consultancies, and other business.  It is important that you don’t seek to 

reinvent the wheel.    

If you use an external asset manager, that may be a useful starting point.  They may have 

developed some tools and / or analysis that would help you understand the exposure of your 

portfolio to climate change financial risks.  We mentioned earlier a simplification the PRA 

suggested that as part of the 2019 IST, insurers did not need to consider the impact of physical 

risks on life insurance liabilities.  Since then, we have come across analysis which could be re-

used if you wish to explore that.    

6. Use your own experience 

The ‘walkthrough scenarios’ seem 

like the scenario workshops that 

some financial institutions use to 

assess operational risks in the 

context of the ORSA.  The idea 

remains a simple one: knowledge 

based on business experience is 

converted into more objective data 

and used for risk assessment and 

quantification (if possible).   

There would be differences 

because of the novelty of climate change financial risk and the level of input required.  For 

example, we expect the articulation of the climate change scenarios to represent an important 

aspect of the workshop process, which may require more than one iteration.  We would also 

envisage senior management being more involved than in the case of operational risks.  But these 

are practical issues.   

The workshop would generate a shared understanding of the potential business impact of climate 

change on your business.  This could also lead to the quantification of some of the impacts and, 

more importantly, discussions about mitigation and business strategy.  The first round of scenario 

analysis may well identify several gaps in terms of data and / or tools and it is important to ensure 

that lessons are learnt so that the quality of the scenario analysis is refined and that quantification 

is enhanced.   
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Overall, there are grounds to be cautiously optimistic.  There is a significant amount of progress 

that can be made by getting the ball rolling.  This requires a build on the experience of operational 

risk workshops processes and the combination of the other first five tips suggested above.  This 

will not be the end point.  You will also need a careful consideration of lessons learnt from the 

climate change scenario process, in particular to enhance metrics and impact quantification.  This 

will give you a path to develop business-relevant scenario analysis of climate change financial risk.  

It may not be easy, but it will not be mission impossible. 

KEY FINDINGS AND CONCLUSIONS  

Scenario analysis of climate change financial risk expected by the PRA may seem like mission 

impossible.  There would be challenges to deliver it but it is not mission impossible.  There is a 

significant amount of progress that can take place from considering these tips:  

1. Start with a business perspective rather than a balance sheet perspective 

 

2. Build on your proportionality assessment to focus on relevant scenarios 

 

3. Consider what aspects of risks management should be changed to support scenario analysis 

 

4. Simplify as much as you can 

 

5. Recycle existing materials about climate change 

 

6. Build on your own experience of scenario analysis 

But bear in mind that getting the ball rolling is just the beginning. Ensure that you consider the lessons 

learnt from the scenario process in particular to enhance metrics and quantification of impacts.  

HOW CAN CRESCENDO ADVISORS HELP?  

We pride ourselves in offering the help your business needs.  We have significant experience of 

delivering pragmatic solutions that align regulatory expectations and business objectives.   

The PRA expects a strategic approach for climate change financial risks.  We have developed a 

number of tools to support this process including the application of proportionality and gap analysis.  

Our thinking on tactical issues (climate change in bite sizes) is available from our page in Linkedin. 

FURTHER INFORMATION 

If you would like to discuss further Crescendo Advisors survey of lessons from Covid-19 or the 

implementation of operational resilience, please contact Isaac Alfon (isaac.alfon@crescendo-

erm.com). 

Visit www.crescendo-erm.com for further details about our credentials. 
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