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The paper discusses the impact of the COVID-19 pandemic on the strategic focus of financial institutions
regarding climate risks. Before the COVID-19 pandemic, some financial institutions worldwide integrated
climate considerations into their operations and promoted sustainable finance through green policies.
However, the onset of the pandemic led to a shift in focus towards immediate crisis management, inadvertently
reducing the priority of climate risk management and fostering a 'carbon bias' by increasing investments in
high-carbon sectors. The paper highlights research that stresses the need for a joint strategy addressing
climate change and the pandemic's impact on financial markets. It argues for a coordinated response to these
interconnected challenges, emphasizing the importance of aligning crisis management with long-term
environmental sustainability for the resilience of the global financial system.

*This policy brief summarizes the main findings of a recently published paper: D’Orazio (2023), “Navigating financial
stability through the dual challenges of climate change and pandemics”, Current Opinion in Environmental
Sustainability, Volume 65, December 2023, 101386, https://doi.org/10.1016/j.cosust.2023.101386.
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Introduction

Recent studies highlight that intertwining climate risks and pandemics pose significant challenges for credit
markets and the financial sector (Karydas and Xepapadeas, 2022; Pagnottoni et al., 2022).

These risks disrupt economic activities and threaten financial stability, placing central banks and financial
supervisors at the forefront of maintaining price stability and safeguarding financial systems (Le Quang and
Scialom, 2022). Pre-COVID-19, a growing awareness of climate risks among financial institutions and central
banks led to proactive measures, such as climate-related disclosures and sustainable finance initiatives (D’Orazio
and Thole, 2022; D’Orazio, 2022, 2023c). These efforts marked a shift towards integrating climate considerations
into financial decision-making.

However, the pandemic’s onset and the subsequent policy focus on immediate crisis management overshadowed
climate risks, potentially increasing investments in carbon-intensive sectors and hindering environmental
sustainability (Feyen et al., 2021; Le Billon et al., 2021; D’Orazio, 2021). The reviews proposed in D’Orazio 2023d
surveys recent studies, mainly from the last two years, analyzing the financial risks associated with climate
change and pandemics. It investigates their effects on monetary policy and financial stability, along with the
global policy responses to these challenges, particularly in the context of COVID-19. The review also highlights a
tendency to overlook climate risks in these discussions. It concludes by underlining the need for ongoing research
that combines financial, climate, and pandemic risks to guide future policy and practice developments.

Climate-related risks impact on monetary policy and financial stability

Climate change influences monetary policy and financial stability, presenting physical and transition risks, crucial
for central banks and regulators (D’Orazio, 2023b). While some nations, especially developing ones, adopted
climate-related financial policies (D’Orazio, 2022), many central banks hesitated to embrace green policies
(Boneva et al.,, 2022), because of market neutrality and central bank independence concerns (D’Orazio and
Popoyan, 2022; Rossi, 2022; Qanas and Sawyer, 2023). Countries vary in their approaches, with China
implementing a dedicated green policy and others like Brazil, India, and Japan using credit measures to support
eco-friendly sectors. However, global commitment to climate-related financial policies remains limited, with the
G20 focusing on green finance principles and guidelines (D’Orazio and Thole, 2022). The current financial policy
framework is inadequate for managing climate risks and promoting sustainable investments, affecting financial
system protection (D’Orazio, 2023a).

Financial implications of the global COVID-19 pandemic

The COVID-19 pandemic triggered economic downturns, marked by recessions and financial market volatility
(Mzoughi et al., 2022). Lockdowns deepened these impacts, particularly affecting high-risk banks (Borri and Di
Giorgio, 2022) and global banking stability (Elnahass et al., 2021). Developing countries struggled with
healthcare and fiscal challenges, exacerbating economic distress (Gubareva and Umar, 2023), while developed
nations responded with fiscal stimulus and central bank interventions (Feyen et al., 2021). This crisis led to
innovative monetary policies (Wei and Han, 2021) and underscored the role of pre-pandemic banking
regulations (Berger et al.,, 2021) in bolstering financial resilience.
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Climate change and pandemics as concurrent financial risks

Climate change and pandemics, notably impacting macro-financial stability, pose systemic risks to the global
economy (McKibbin and Fernando, 2021; Walmsley et al., 2023). These challenges, including extreme weather
and pandemics, disrupt economies, affect inflation, and influence creditworthiness (Bloom et al., 2022; Berger et
al,, 2021). The COVID-19 pandemic's financial response highlighted vulnerabilities exacerbated by climate change
(D’Orazio, 2021). Despite the emergence of an ESG premium in financial markets (Ferriani, 2023),
environmentally responsible firms have not seen significant financial benefits (Aristei and Gallo, 2023).
Neglecting climate risks in fiscal and financial policies perpetuates carbon-intensive investments (Le Billon et al,,
2021). Though evolving, research on concurrent climate and pandemic risks lacks a comprehensive framework
(Hoffart et al., 2022).

Conclusions

Global financial markets are heavily affected by climate change and pandemics, leading to fluctuations and
challenges in market liquidity. Often analyzed in isolation, these risks are interconnected, as demonstrated by the
COVID-19 pandemic. The combined impact of pandemics and climate-related events like extreme weather can
significantly escalate risks in various financial sectors. This includes increasing credit and market risks,
operational difficulties, higher costs for regulatory compliance, and rising insurance expenses. Recognizing and
understanding the interplay between these risks is vital for maintaining financial stability. Therefore, developing
a thorough framework to evaluate and mitigate these interconnected risks is essential.

Figure 1 illustrates that climate change introduces immediate physical threats, such as extreme weather, and
challenges in shifting towards a climate-resilient economy. Moreover, pandemic-related risks exacerbate these
challenges, encompassing direct health impacts and economic strains on businesses and markets. The
intersection of these risks, depicted in green, leads to intricate financial issues like liquidity crunches, credit risks,
and weaknesses in fossil fuel and tourism-dependent industries.

Emphasizing the need for integrating these risks into financial risk management frameworks, the paper stresses
the importance of this approach for sustaining global financial stability. It urges financial entities and regulatory
bodies to incorporate these risks into their strategies, advocating for rigorous stress testing and scenario
planning to mitigate monetary impacts and strengthen regulatory policies. The paper also calls for transparent
risk reporting and adopting sustainability-centered funding practices. A global, coordinated risk management
strategy is highlighted as essential to prevent the escalation of local risks into global crises.

The paper also expands on the pivotal role of central banks, which goes beyond mere risk management. It
proposes that central banks foster environmentally friendly financial policies, like issuing green bonds, and revise
monetary policies to address supply chain disruptions arising from global crises. Additionally, central banks are
advised to establish emergency liquidity frameworks to address market instabilities triggered by sudden and
severe climate or health events. By implementing these measures, central banks can significantly bolster the
financial system's resilience against climate and pandemic risks, thus fortifying the financial sector against the
repercussions of climate change and potential future pandemics.
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COVID-19 and Climate Risks: What are the Consequences for Financial Market Stability?

Figure 1
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Figure 1: The diagram maps out how climate and pandemic risks affect the financial sector with a color code: orange for climate
threats such as extreme weather, red for pandemics impacting health and economy, and green for their combined effect. It
highlights complex challenges (middle of the figure) such as liquidity and credit risks, particularly related to fossil fuel and
tourism-dependent sectors. It suggests policy responses (bottom of the figure) such as improved risk management and
transparent reporting to ensure financial stability and promote sustainable investments. Source: D’Orazio 2023d.
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