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			Good morning ladies and gentlemen. I am delighted to welcome you all here to the Bank of Italy in Rome for today’s presentation of Italy’s ‘National Dialogue On Sustainable Finance’ report.

			Environmental issues, and climate change in particular, are among the greatest challenges that we face. The Global Risks Report 2017 published by the World Economic Forum lists extreme weather events, major natural disasters and the failure of climate change mitigation and adaptation among ‘the most prominent global risks’ and warns that climate change ‘ranks among the highest’ risks in terms of likelihood and impact.1 The evidence tells us that the world is warming, that this trend is clear and primarily the result of human activities,2 and that extreme weather events such as heat-waves, heavy rainfall and floods are increasing in frequency and intensity because of this warming.3 Globally, 2015 has been the warmest year since 1880: since 1986 the global temperature anomaly has been consistently positive and the years after 2000 are the warmest of the time series. 

			Italy is no exception. The average temperature in 2015 was the highest since 1961.4 Climate change can exacerbate the natural fragility of our country. With its unique geological and geomorphological characteristics, Italy is particularly susceptible to hydrogeological instability and the impact of weather and climate factors are often amplified by human activities.5 

			But why should financial regulators, who are not environmental watchdogs, care about these issues? Because the effects of climate-related natural events (as well as an abrupt transition to a low-carbon economy) have potentially far-reaching consequences for the economy and the financial system.6 

			This issue is already on the agenda of international financial regulators. 

			In September 2015 the Financial Stability Board (FSB) held a public-private sector meeting to consider the implications of climate-related issues for financial stability. The discussion identified three types of risk: physical risk, deriving from direct damage to property or trade disruption; liability risk, which could arise if parties that have suffered damage seek compensation from those they hold responsible; transition risk, the financial risks arising from the transition to a low-carbon economy. 

			One example of the importance of physical risk is the exposure of households and businesses to hydrogeological risk, such as floods and landslides. Between 2009 and 2011 in Italy there was an average of 82 events each year, affecting more than 2.3 million people, with estimated economic damages of approximately €2.7 billion per year.7 According to the most recent data, 15.2 per cent of the population and 18.3 per cent of local businesses are exposed to flooding risk; 3.2 and 3.4 per cent respectively, are located in areas classified as ‘very high hazard’.8 

			These events can impact the economy in various ways, by destroying physical capital (dwellings, plants, infrastructures), and by forcing households, businesses and local and central governments to use financial resources to rebuild. A back-of-the-envelope calculation put the costs of the 2015 floods at €3.1 billion.9 Most of this financial loss was uninsured. 

			Aside from damaging the economic activities of businesses and households, floods and landslides also reduce the collateral value of bank loans as a result of the material damage to the collateralized assets and, in turn, influence borrowing and lending propensities.10 

			An ongoing study at the Bank of Italy investigates how hydrogeological risk can spread to the banking sector.11 Preliminary econometric evidence shows that a reduction in flooding risk is associated with an increase in outstanding loans to small and medium-sized enterprises. 

			Physical risk can be mitigated both by prevention and risk-reduction measures, such as the climate proofing of buildings and infrastructures, and/or by increasing insurance coverage on properties. The two may reinforce each other. Parallels can be drawn with earthquake risk, another constant concern in this country in terms of physical and human risk. Although one third of Italy’s population lives in seismic areas, the insurance industry association estimates that less than 1 per cent of dwellings have private earthquake coverage. In a recent Parliament testimony on public finance I suggested that one way of mitigating these risks would be to promote insurance to protect households and enterprises and provide incentives to reduce physical risks.12 Given the nature of catastrophic risks, such a scheme would require some form of interaction between the public and private sector.13 The experiences of other countries can help.14

			With the Paris Agreement the international community committed to stabilizing the atmospheric concentration of greenhouse gases, holding the increase in the global average temperature to well below 2°C above pre-industrial levels. This ‘carbon budget’15 will influence the fraction, or the rate at which, fossil fuel reserves can be extracted and used;16 this in turn will affect the value of proven reserves and fossil-fuel-related infrastructures.

			The critical situation of the coal business – coal is the most carbon-intensive fossil fuel – illustrates this point very clearly.17 A substantial portion of the assets in the global coal industry are held by companies that are either in bankruptcy proceedings (in the US, companies producing nearly half of the country’s coal are currently under bankruptcy protection)18 or are financially distressed.19 Any further drop in the value of energy reserves and related infrastructures would negatively impact energy company profitability and value, raising concerns in financial markets.20 

			Climate policies such as carbon pricing systems (a carbon tax on energy products or a cap-and-trade system) or renewables subsidies charged to consumers in energy bills, involve difficult tradeoffs as they will impact production and consumer prices. Because energy demand is inelastic, at least in the short-to-medium term,21 a steep rise in energy prices can increase the financial vulnerability of businesses and households.

			Improving the assessment of long-term environmental risk is therefore important and, in order to avoid being caught by the ‘tragedy of the horizon’,22 we shouldn’t underestimate it. Markets are probably underpricing climate-related risk because they think that its effects will materialize only in the long term. The 2007 financial crisis reminds us of the economic and social costs of underestimating and underpricing risk. 

			One way of assessing climate risk accurately may be to develop climate intelligence. This means increasing the availability of data on the carbon intensity of industries and on the exposure of financial institutions to carbon intensive industries, and developing conceptual frameworks in order to process this information in connection with economic and financial models.23

			An important step in this direction was the FSB’s decision to establish a Task Force on Climate-related Financial Disclosures (TCFD), an industry-led group that has the objective of promoting effective financial disclosure of climate-related risk. The TCFD has recently released the draft of its final report, which contains many interesting suggestions on disclosure steps and an innovative (but challenging) use of ‘2°C’ scenarios to assess the risks and opportunities arising from climate change and climate policies. 

			I believe that the ‘NationaI Dialogue on Sustainable Finance’ can be regarded as another important step toward improving climate intelligence by establishing a knowledge network of people from different backgrounds and cultures with the ultimate goal of reaching a greater understanding of the complex interlinkages between our planet’s ecosystem and today’s global financial system. On behalf of the Bank of Italy let me welcome you to the presentation of this report. I look forward to what will undoubtedly be a lively and productive debate.
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