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The Office of the Superintendent of Financial Institutions’ Overview to the Climate Risk Management states: 

Climate change and the global response to the threats it poses have the potential to significantly impact the safety and soundness of federally regulated financial institutions (FRFIs), and the financial system more broadly. — OSFI: Guidance: Climate Risk Management
 
Energy Probe Research Foundation agrees. In the 1980s, our foundation was the first Canadian environmental organization to warn of the potential dangers to our economy and the environment from climate change, and since then we have been Canada’s most prolific publisher of information on climate change, having published some 200 articles in national media. Our 2008 book on climate change, The Deniers, was the #1 environmental best seller in both Canada and the United States, and since then, through our Probe International division, we have had a major focus on China’s climate change policies. 

 

We agree with the distinction you make between physical and transition climate-related risks. 
 
Physical Risks 
 

"Physical risks” refer to the financial risks from the increasing severity and frequency of climate-related extremes and events (i.e., acute physical risks); longer-term gradual shifts of the climate (i.e., chronic physical risks); and indirect effects of climate change such as public health implications (e.g., morbidity and mortality impacts). — OSFI: Guidance: Climate Risk Management
 
By the year 2100, many expect that climate change will lead to significant increases in temperatures that could represent an existential threat to societies. Although many attribute forest fires, tornadoes, and other natural phenomena to climate change, the scientific evidence to date indicates no material change, and perhaps even a moderation of catastrophic events.  

 

“That we don’t presently see strong trends in tropical cyclones is not at all surprising,” states Roger Pielke, Jr,  who published in the Journal of Climate the first peer-reviewed paper with a comprehensive dataset of global tropical cyclone landfalls. “Research indicates that if climate models are accurate in their projections, we would not expect to be able to detect such trends for many decades or longer.”  
In 2019, at the request of the World Meteorological Organization (WMO), Pielke and colleagues shared an updated version of the data as part of their assessment of tropical cyclones and climate change. That WMO assessment was heavily relied on by the most recent assessment of the Intergovernmental Panel on Climate Change.

Judith Curry, American climatologist and former chair of the School of Earth and Atmospheric Sciences at the Georgia Institute of Technology, is in broad agreement with Pielke. Her research includes hurricanes, remote sensing, atmospheric modeling, polar climates, air-sea interactions, climate models, and the use of unmanned aerial vehicles for atmospheric research. "Local sea level in many regions will continue to rise in the 21st century – independent of global climate change,” she states. “There are numerous reasons to think that projections of 21st century sea level rise from human-caused global warming are too high, and some of the worst-case scenarios strain credulity.” 
Although various computer-generated models indicate that future catastrophic damage, especially in the years 2100 and 2200 cannot be ruled out, those long-term projections are of little consequence to OSFI’s role as a regulator over the insurance industry. 

 

In maintaining their fiduciary responsibility to shareholders, insurance companies assess risks on a continuous basis and, as warranted, adjust the premiums they charge for their services, typically on an annual basis. As such, insurance companies maintain the flexibility they require to remain competitive and solvent. Because insurance companies rarely if ever insure risks decades out, physical risks, as defined by OSFI, don’t apply to the insurance industry.  

 

Likewise, the banking sector is generally not concerned with physical risks decades out, since loan terms have built-in protections for shareholders. For example, residential mortgages typically renew in terms of five years or less, allowing banks to adjust interest rates as needed.  

 

Transition Risks 
 

"Transition risks” refer to the financial risks related to the process of adjustment towards a low-greenhouse gas (GHG) economy. These risks can emerge from current or future government policies, legislation, and regulation to limit GHG emissions, as well as technological advancements, and changes in market and customer sentiment towards a low-GHG economy. — OSFI: Guidance: Climate Risk Management
Unlike the physical risks that the OSFI identified, which do not threaten the ability of financial companies to remain competitive, the transition risks that the OSFI identified represent grave threats to Canada’s financial companies. Specifically, Canadian government policies are rapidly transitioning Canada’s economy away from fossil fuels, the traditional fuels that have proven themselves over the past century, toward a dependence on renewable energy.  

 

Numerous studies indicate that renewable energy is inherently unreliable. Those studies are bolstered by real world experience in jurisdictions as far afield as Germany, Texas and California, which has shown that power jurisdictions overly reliant on renewables can become unstable and fail.  

 

At a more granular level, examples abound of renewable-dependent homes and businesses suffering major losses when, for example, local solar systems fail to heat or power homes. Indeed, thousands of homes that switched to renewable energy became financial albatrosses, reducing their value and making them financial risks to lenders. Lenders that have large portfolios of mortgages for renewables-dependent homes thus face waves of potential defaults should such homeowners walk away from their mortgage obligations when their equity in their home becomes worth less than the amount of their mortgage.
Likewise, electric vehicles (EVs), which are still in their infancy, have proven to be much less popular than predicted, despite the government subsidies that have been provided at every stage of the production and sales cycle. Moreover, because electrical grids will need major upgrades to service large numbers of EVs, owners will find that they are handicapped in their ability to use their EVs on demand. These factors point to financial risks for lenders with a large portfolio of EV loans.

The “changes in market and customer sentiment towards a low-GHG economy” that OSFI refers to thus pose a major risk to OSFI-regulated companies, since the potential exists for a major consumer backlash against a low-GHG economy. Indeed, we are already seeing signs of a backlash in the US, the UK, other EU countries and in Canada, as evidenced by various Conservative Party positions. Should the political winds turn sharply against a low-GHG economy, companies in the low GHG space may find themselves holding the bag under a reversal of government policies.

The OSFI is also concerned that fallout in global markets will affect the financial stability and competitiveness of Canada's financial related institutions with GHG-intensive portfolios. OSFI notes: "[i]nvestors in financial markets could demand higher risk premiums for investing in assets of firms that are particularly vulnerable to economic consequences of transition risk, such as the emission intensive firms." 

China does not share this concern. As the world's largest financier of manufacturing and infrastructure, it is a major competitor to Canada. China prioritizes energy security over global climate change restrictions by increasing its use of fossil fuels year after year. Canada's financial sector would be handicapped next to China's financial sector if Canada adopts the Standardized Climate Scenario Analysis.
The likelihood that Canada will kneecap its financial sector in its activities abroad is especially relevant given OSFI’s recognition of a risk of a disorderly transition in the global economy. Government action, which is the sole source of that disorder, needlessly exposes the financial sector to a crippling transition risk. If OSFI is to faithfully protect Canada’s financial sector – at home and abroad – it should do its utmost to recommend government look before it leaps into low-GHG policies that have the potential to do irreparable harm to Canada and its financial industry.
Patricia Adams, an economist, is the President of the Energy Probe Research Foundation and Executive Director of Probe International.
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