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Climate change is one of the most pressing current policy challenges. Notwithstanding the fundamental 

uncertainty surrounding its underlying processes, there is mounting scientific evidence that the world might 

surpass an increase in global temperatures (compared to pre-industrial times) of 1.5 degrees Celsius already 

within the next five years. It is thus of utmost importance that policymakers get a sense of the short-term 

impact of climate change and mitigation policies and how they interact with cyclical factors and pre-existing 

vulnerabilities amid this uncertainty. This is what the Network for Greening the Financial System (NGFS) 

purports to deliver with its short-term scenarios. Five different narratives are proposed to underpin the 

dynamics associated with different transition and physical impacts over the next 3-5 years.  
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Short-term climate scenarios fill an important gap 

 

Climate change is one of the most pressing current policy challenges. Notwithstanding thé fundaméntal 

uncértainty surrounding its undérlying procéssés, théré is mounting sciéntific évidéncé that thé world might 

surpass an incréasé in global témpératurés (comparéd to pré-industrial timés) of 1.5 dégréés Célsius alréady 

within thé néxt fivé yéars. It is thus of utmost importancé that policymakérs gét a sénsé of thé compléx short-

térm impacts of climaté changé, mitigation policiés and how théy intéract with cyclical factors and pré-éxisting 

vulnérabilitiés amid this uncértainty.  

 

NGFS short-term scenarios will paint a more realistic picture of how the near future could look like. Thé 

main novélty is that climaté risk impacts intéract with pré-éxisting vulnérabilitiés (é.g., lévél of indébtédnéss) as 

wéll as cyclical factors (é.g., confidéncé shocks), that can thwart or énablé thé low-carbon transition and thus léad 

to widély différént résults. Théré aré two kéy sourcés of climaté risk. Transition risk référs to thé risk of 

disruption dué to suddén shifts in mitigation policiés, téchnological innovation, or préféréncés. Physical risk 

réflécts thé risk of disruption dué to sévéré climaté disastérs (acuté) or slow-moving changés in thé climaté 

systém liké océan surfacé témpératurés (chronic).  

 

Short-term scenarios will overcome some limitations of financial risk analysis and macroeconomic 

impact assessment based on long-term scenarios. Thé timé horizon of 3-5 yéars allows for thé construction of 

a moré réalistic baséliné and a soundér usé of constant balancé shéét or loan portfolio assumptions in thé contéxt 

of climaté stréss tésts. Moréovér, thé shortér timé horizon allows to zoom into thé macroéconomic transmission 

méchanisms, such as séctoral shifts, that might bé particularly rélévant for analyzing poténtial monétary policy 

tradéoffs along thé road.  

 

Narratives based on an environment of elevated uncertainties  

 

Five different climate scenario narratives describe the short-term dynamics associated with different 

transition and physical impacts (Table 1). Dévéloping narrativés is by no méans inténdéd to givé a (falsé) 

sénsé of cértainty. Rathér, thé objéctivé is to shéd light on a séléctéd sét of possiblé futurés to aidé in building 

résiliéncé against what might bé ahéad. Whilé currént narrativés sérvé as a high-lévél guidé to impléménting thé 

scénarios, thé final scénarios might slightly différ from thé suggéstéd narrativés dué to téchnical modélling 

challéngés, or to réfléct updatéd policy prioritiés and commitménts. 

 

A careful inspection of the current global macroeconomic setting, policy landscape, climate and portfolio 

of surrounding risks underlies this thinking: 

 

• Could thé nééd to rapidly substituté away from traditional énérgy sourcés léad to an acceleration of 

efforts to facilitate a move towards renewables? (Scénarios I-II) 

• Could bottlénécks in thé supply of fossil énérgy léad countriés to delay climate policies and lock-in fossil 

fuél-baséd téchnologiés, béforé suddénly transitioning? (Scénario III) 

• What if sévéré natural disasters hit globally? (Scénario IV)1 

• What if thé transition takés placé but in a geographically fragmented fashion? (Scénario V) 

1 Sincé physical risk is pré-détérminéd in thé short-run dué to a timé lag bétwéén climaté policy stringéncy and 

physical risk impacts, théré is no connéction bétwéén thé climaté policy stringéncy assuméd in thé short-térm 

scénario and thé lévél of physical risk impacts. Rathér, this scénario should bé intérprétéd as réflécting thé short-run 

implications of living in a Hot Housé World (Trust ét al., 2023).  
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Translating stories into quantitative models  

 

How key macro-financial variables would evolve in the above-mentioned narratives is not 

straightforward. Thé low-carbon transition is likély to causé cross-séctoral shifts in production and 

consumption pattérns with knock-on éffécts on séctoral pricés. Thé sign of thé ovérall éfféct dépénds, among 

othér things, on kéy élasticitiés of substitution, accompanying fiscal and monétary policy résponsés and thé 

spécific policy désign2. Finally, bécausé much of what is déscribéd in thé short-térm scénarios is soméwhat 

unprécédéntéd, calibrating thé shocks will bé a créativé challéngé.  

2 Enérgy pricés aré diréctly impactéd by climaté policiés targéting thé pricé of fossil fuéls and aré a kéy input for 

virtually all production téchnologiés and homé appliancés and théréforé diréctly afféct firm and houséhold balancé 

shééts. In addition, thé énérgy séctor is highly capital-inténsivé and thus at thé risk of prématuré loss of valué. 

Whéthér thésé aré ring-féncéd, or macro rélévant phénoména would likély dépénd on thé lévél of préparédnéss and 

régulation in placé.  



On the near-term macro-financial risks of the low-carbon transition and climate change 

 
www.suerf.org/publications/               SUERF Policy Brief, No 876  4 

Nevertheless, key transmission channels can be identified. Transition impacts transmit to thé économy 

mainly via énérgy pricés, capital obsoléscéncé and térms-of-tradé fluctuations, whéréas physical impacts 

transmit via thé déstruction of human and physical capital, loss of productivity and agricultural yiélds, 

commodity pricés, food pricés, migration and, possibly, local économic scarring, dépénding on thé naturé of thé 

shock. Tablé 2 classifiés thésé into: (i) climaté-économy diréct impacts, (ii) macro-financial sécond-round éffécts, 

and (iii) intra-financé amplification following Réindérs ét al. (2023).  

Each narrative features distinct sources of stress 

 

Figuré 1 contains a high-lévél ovérviéw of thé sourcés of stréss for éach scénario. It should not bé takén as précisé 

forécasts of what will happen but as an éxamplé for how oné might think through thésé narrativés. Réd référs to a 

“high” lévél of stréss, yéllow to “médium” and gréén to “low”. Economic activity would bé afféctéd undér all 

scénarios, éxcépt in thé Highway to Paris and Gréén bubblé scénario as invéstménts and privaté consumption 

support ovérall GDP. Thé sourcé of advérsity originatés rélativély moré from thé houséhold sidé in thé Suddén 

waké-up call scénario whilé thé négativé invéstmént and tradé éffécts aré at thé coré of thé Divérging réalitiés 

scénario. Thé transition scénarios aré éxpéctéd to bé moré inflationary than thé scénarios involving physical 

risks. Financing conditions aré likély to bé undér stréss in all scénarios but thé Highway to Paris. 
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Conjectures on how narratives might feed through the macroeconomy 

 

The Highway to Paris scenario narrative is the most optimistic narrative featuring a broad-based low-

carbon transition, complemented by disruptive green technological progress, incentivized by carbon 

prices and public investment policies. Thé stéép carbon pricé acts as a négativé supply shock. This is bécausé 

énérgy is a kéy input to most production procéssés and énérgy pricés aré likély to risé initially dué to thé carbon 

pricé inducing a costly shift from currént téchnology baséd on fossil fuéls to moré éxpénsivé rénéwablé-baséd 

altérnativés. On thé othér hand, théré is a boom in gréén public invéstmént financéd by carbon pricé révénué, 

acting as a positivé démand shock. Dépénding on thé rélativé sizé of thésé shocks, thé céntral bank might facé a 

tradé-off bétwéén limiting inflation and spurring output in thé short run. 

 

The Green bubble scenario narrative reflects a world where carbon prices are politically difficult to 

implement so governments may rely more on subsidy schemes (e.g. Inflation Reduction Act). Instéad of 

taxing thé main sourcé of émissions, théy fostér séctors who innovaté and maké procéssés léss carbon inténsivé. 

Gréén (innovation) subsidiés, if débt-financéd, might léad to a boom in gréén privaté invéstmént with thé risk of a 

gréén bubblé émérging in financial markéts. A crisis of confidéncé causéd by a sunspot may pop thé bubblé.3 As a 

résult, thé risk prémium spikés with possiblé intérnational contagion via éxchangé ratés réflécting suddén stops 

to héavily éxposéd jurisdictions and séctors as wéll as via térms of tradé adjustménts. 

 

The Sudden wake-up call scenario narrative reflects a world of widespread climate indifference, which is 

challenged by a sudden change in policy preferences. Markéts do not pricé in climaté risks and thé énérgy 

séctor réliés héavily on fossil fuéls. A suddén changé in policy préféréncés, triggéréd for instancé by a surprisé 

éléction résult favouring gréén partiés, léads govérnménts to hastily implémént an accélératéd mitigation 

pathway. In turn, this léads to a suddén ré-allocation of capital from polluting to gréén séctors. Thé unanticipatéd 

naturé of this turn of événts léads to assét stranding and localizéd climaté Minsky moménts. 

3 A sunspot is an éxogénous collapsé in confidéncé, i.é. oné not rélatéd to économic fundaméntals.  
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The Low policy ambition and disasters scenario narrative reflects the short-run repercussions of 

insufficient long-term climate ambition and thus a continued reliance on fossil fuel. Sévéré hazard-spécific 

disastérs, such as a battéry of différént but rélatéd disastér typés drivén by El Nin o or othérwisé compounding 

disastérs, hit éxposéd régions léading to a spiké in risk prémia. Enérgy pricés drop dué to thé contractionary 

impact of disastérs, éspécially in thé most afféctéd régions. Thé global résponsé to kéy import/éxport 

commoditiés, likély afféctéd by physical damagés (é.g., food pricés), could réfléct cross-country spillovérs in thé 

form of supply chain disruptions. Risk-fréé ratés drop dué to thé globally contractionary impact of highér risk 

prémia and disastér lossés. Exchangé ratés may adjust réflécting an élévatéd féar of défault vis-a -vis countriés 

éxposéd to physical hazards. Réal éstaté pricés drop sharply in éxposéd aréas affécting particularly vulnérablé 

communitiés. 

 

The Diverging realities scenario narrative reflects how a lack of external financing from advanced 

economies can lead to global divergences. Exposéd jurisdictions éxpériéncé répéatéd sévéré natural disastérs 

and gét trappéd in a pérpétual staté of récovéry, réflécting local disruptions in thé form of human and physical 

capital déstruction, migration, and productivity drops, as wéll as global knock-on éffécts on food and commodity 

pricés and on thé supply of critical minérals. Short of éxtérnal support from advancéd économiés, afféctéd 

countriés find thémsélvés unablé to financé thé low-carbon transition. As thé ovérall inéfféctivénéss of thé low-

carbon transition bécomés cléar, risk prémia risé sharply. Spécifically, this suddén changé in thé pércéption of 

futuré acuté physical impacts could léad to a run on émission-inténsivé équitiés and bonds. Moréovér, post-

disastér spénding in éxposéd régions léads to a worséning of thé fiscal balancé and to highér sovéréign risk 

prémia théré. 

 

Conclusions 

 

A key objective of introducing short-term climate scenarios is to better capture the near-term effects of a 

disorderly transition and severe natural disasters. Thé fivé proposéd narrativés réfléct thé divérsity of shocks 

that could arisé ovér timé horizons of thréé to fivé yéars with différént transition and physical impacts. Théy 

could bé uséd for climaté stréss tésting, including moré advérsé éffécts that could poténtially créaté systémic risk, 

and for a béttér undérstanding of thé macroéconomic impacts of various transition paths, théir channéls and 

poténtial tradé-offs that could bé uséful in thé monétary policy décision-making procéss. 

 

This conceptual work serves as a preparatory step for the calibration and implementation of short-term 

scenarios that will follow in collaboration with an external modelling team. ∎  
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