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Definite Risk, Uncertain Timing and Severity 
Fitch Ratings expects climate change risks to become increasingly 
prominent for structured finance and that they could start to have 
discernible credit implications for deals issued in the next 10 years. 

Any direct negative impact from climate change risks on the current 
stock of rated structured finance notes is likely to be small. 
Nevertheless, as the materiality of the risks intensifies, their effect 
on asset performance could become a secondary or even a key 
rating driver for some future rated notes, especially where 
portfolios are exposed to those areas most vulnerable to the 
consequences of climate change. Fitch expects policy risk to be the 
first to become relevant for structured finance transactions. 

The scenario considered in this report does not foresee any 
significant global shifts in policy risk that would materially affect 
borrowers or the majority of structured finance-relevant sectors 
within the expected residual life of many currently rated structured 
finance notes. Localised physical and transitional risks are likely to 
gain momentum during this timeframe, but we expect their impact 
on the performance drivers for these rated notes to be immaterial. 

Climate Change Risks and Ratings 
The long-term extent, severity and consequences of climate change 
for structured finance are not yet discernible. The stresses 
embedded in Fitch’s ratings analysis therefore continue to take into 
account the risk of an economic dislocation, which we believe is 
broadly consistent with the current assessment of the 
repercussions of climate change risks on borrower performance 
and asset values. We will continue to adapt our specific stress 
assumptions for climate change risks, most likely by differentiating 
them by geographical area and/or industry as the ramifications 
become increasingly visible. 

Key Performance Drivers Affected 
Fitch expects some borrowers and asset values to be particularly at 
risk from climate change, with certain locations likely to be more 
affected than others. We forecast stresses on employment and 
economic activity (and therefore on the performance of structured 
finance portfolios) to be uneven across geographical locations, 
while overall climate change is generally expected to result in 
somewhat slower global GDP growth than in a baseline scenario 
where it were not a factor, with potential increased volatility year 
to year. 

Climate change may also affect borrowers’ creditworthiness 
through increases in costs and/or changes in asset values. The 
consequences of climate change for technological adaptation, 
housing trends and general working practices, and production and 
distribution methods may affect asset classes whose cash flows are 
directly or indirectly related to physical assets. 

The existing stock of structured finance ratings 
is unlikely to come under pressure as a direct 
result of climate change due to several key 
mitigating factors. However, the effects of 
long-term climate change risks on asset 
performance could become a rating driver for 
future rated notes. 
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In this context, the economic implications of the policy responses to 
climate change and the ability and willingness of governments to 
support their economies will be critical to the performance of 
structured finance assets in the medium to long term. 

Rating Implications of Climate Change 
The existing stock of structured finance ratings is unlikely to come 
under pressure as a direct result of climate change risks, although 
Fitch expects that these could lead to rising arrears and defaults 
across portfolios, with increased pressure on cash flows and lower 
asset values in some affected areas. 

Rated notes in current structured finance transactions benefit from 
mitigants of the negative ramifications of climate change: 

• The impact of climate change on asset performance is likely 
to gradually build up over time and is not a sudden event risk. 

• Diversification within structured finance portfolios (eg by 
industry or by geographical location) is typically very high 
and provides some protection against climate change risks. 

• The average residual life of most ABS, structured credit and 
commercial real estate assets is generally shorter than the 
time horizon Fitch assumes for seeing material negative 
repercussions on asset performance from climate change. 

• For notes backed by longer-term assets, such as RMBS 
notes, any deterioration in asset performance as a result of 
climate change is likely to be mitigated by the amortisation 
of the notes and the build-up of credit enhancement. 

• For existing ratings where Fitch identifies climate change-
related risks that may become material sooner than our 
expected overall time-horizon due to portfolio specificities, 
we already apply additional stresses and/or sensitivities (eg 
for windstorm risk in US multiborrower transactions where 
properties do not have full windstorm insurance coverage). 

Climate Change and Rating Assumptions 

It is not yet typically possible to reliably predict the extent and 
severity of climate change risks and consequences for underlying 
assets. Fitch continues to assess the expected ramifications for 
structured finance and to actively embed its assessment of the risks 
into our ratings. In particular, our ratings analysis stresses take into 
account the risk of economic dislocation. We believe those 
assumptions are broadly consistent with the assessment of the 
ramifications of climate change risks for borrower performance and 
asset values that we have made based on current expectations, and 
available knowledge and data. 

As the impact of climate change become more visible, we will 
continue to adapt our stress assumptions where necessary, most 
likely differentiating them by geographical area and, potentially, by 
industry. This could reflect, for example, the implementation of 
specific legislation and regulation, or the fact that countries and/or 
regions may become more exposed to physical climate change risks 
than estimated. Fitch’s structured finance ratings will continue to 
capture all factors we believe to be relevant to the rating. 

Climate Change Risk in the Longer Term 
Fitch expects climate change-related risks to most likely start 
having discernible credit implications for new structured finance 
transactions issued within the next 10 years. 

Our expectation is that the frequency and intensity of occurrences 
of physical climate change events will continue to gradually build 
up, and that there will be a slow roll-out of meaningful policy and 
transitional/adaptation measures across the various regions. We 
expect such measures to become more constraining and impactful 
for borrowers and industries as the urgency and pressure to 
implement adequate responses advances in light of the 
commitments made by most states under the Paris Agreement. 

 

Effects on Rating Drivers 

Of the six key rating drivers outlined in our Global Structured Finance 
Rating Criteria, we expect that climate change will primarily affect 
asset quality. 

Fitch  expects climate change risks’ repercussions on structured 
finance assets to be different across regions/locations and to be 
largely dependent on the individual characteristics of portfolios and 
localised market dynamics. We believe the time horizon and the 
severity of climate change risks will primarily depend on the speed 
and intensity of climate change and how it affects the following key 
performance drivers of structured finance portfolios:  

• The speed of economic growth – which is central to 
corporate and retail borrowers’ creditworthiness. 

• Localised employment levels – which primarily affect the 
performance of retail portfolios. 

• The cost of living – which can affect both asset performance 
and asset values. 

• Affordability of credit – as credit may become less available 
to certain sectors or asset classes. 

• Increase in stranded assets – as technological and industrial 
innovation affect not only industrial cycles (and therefore 
corporate/SME defaults), but also lead to the obsolescence 
of structured finance-relevant physical assets, such as cars 
and equipment. 

• Policy responses – given the implications of policy makers 
having to strike a balance between economic welfare and 
environmental preservation, and the likelihood that in the 
future the latter could dramatically prevail over the former. 

• Local property market dynamics – given the consequences, 
among other things, of trends in migration, physical risks and 
energy saving needs on housing and commercial property 
prices. 

The Paris Agreement is a binding international commitment 
between 196 parties, to pursue efforts to limit the increase in 
global warming to below 1.5°C above pre-industrial levels, and 
in any case below 2°C. 

Source: Fitch Ratings; United Nations 
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• Organisation of work, production and distribution channels 
– which will affect the value of residential and non-
residential real-estate. 

A worsening of any or all of these key drivers, in the absence of 
mitigants (eg technological innovation, contingency planning and 
supporting economic policies), may negatively affect the 
performance of structured finance portfolios, as they could strain 
borrower affordability and potentially also the value of structured-
finance-relevant physical assets. This could result in higher arrears 
and defaults, and lower recovery prospects from the borrowers and 
assets securing structured finance transactions. 

The effect on structured finance ratings will largely be dependent 
on the severity and timing of climate change induced risks and 
transaction structures’ ability to deal with such eventualities.   

Adaptation and Mitigation Key to Future Performance 

The underlying stresses resulting from climate change (such as 
those on employment and economic activity) are likely to be felt 
unevenly across different geographical locations and sectors and 
also, therefore, in terms of the performance of different structured 
finance portfolios. Initially, Fitch expects the value of those assets 
with a longer residual life – primarily residential real estate assets, 
but also in some cases, commercial real estate assets – to be more 
vulnerable to climate change stresses than assets with shorter 
weighted average lives such as cars. The presence and effectiveness 
of suitable contingency and adaptation plans are therefore key.  

Strong contingency planning and the rapid implementation of 
mitigating policies and adaptation measures could provide 
economic opportunities and help support performance drivers in 
some geographical locations, even when faced with increasing 
pressures from climate change (eg investments in flood defence 
mechanisms or water mass storage solutions). 

In this context, a successful and rapid adaptation to the challenges 
brought about by climate change could help soften its implications 
for structured finance. For example, the emergence of new 
industries and technologies may be a driver of economic growth and 
provide new employment opportunities. Fitch expects the pace of 
change to remain highly susceptible to mitigating action such as 
policy action aiming to dedicate a higher proportion of GDP to zero-
net-carbon emission goals.  

However, it is likely that to contain the impact of climate change 
economies will need to undergo some material alterations, with 
resources needing to be diverted from non-essential activities to 
‘necessary’ ones (such as investments in more economically 
expensive alternative power sources). While such changes will 
bring about undoubted opportunities, they will also increase risks 
for some regions and structured finance-relevant sectors. 

Climate Change Risk Classification 
For structured finance, Fitch identifies climate change risks under 
the following broad classifications: physical (eg natural disasters), 
transitional (eg economic and social adaptation) and policy (eg the 
cost of measures to offset climate change) risks. 

All climate change risks are broadly correlated, with some clear 
causal relationships between them, but policy risk is likely to be the 

first to become relevant for structured finance, followed by 
transitional and physical risks. 

Policy Risks 

Governance is at the heart of assessing the effects of climate change 
risks for structured finance due to the importance of policy action 
in combating climate change and the role played by adaptation and 
mitigation strategies in reducing the effects of long-term climate 
change risks. 

Fitch typically sees policy risks as relating to both reaction (eg 
regulatory ‘green’ bias, public perception) and inaction (eg allowing 
deforestation, not disincentivising dirty energy sources) of policy 
makers to the impact of long-term climate change.  

We expect policy makers to become increasingly challenged by the 
requirements of balancing economic welfare and climate 
preservation. Ultimately, the speed and the intensity of climate 
change could therefore lead to economic targets being sacrificed to 
meet more urgent environmental needs. 

In this context, governments’ ability and willingness to implement 
globally coordinated public aid, as in the case of the Covid 
pandemic, will be crucial to the performance of structured finance 
portfolios, although the most extreme forms of support introduced 
by national governments (eg forced debt cancellations) could 
ultimately be credit negative. 

 
 
While the effects of policy risk are already visible, as the long-term 
consequences of climate change are becoming clearer policy risk is 
likely to increase further, with its resulting outcome in terms of 
economic output and labour market dynamics becoming more 
pronounced. As detailed in the United Nations’ Sustainable 
Development Goals Report for 2020, nationally determined 
contributions towards meeting the targets set out under the Paris 
Agreement are still not on track, meaning that more impactful 
policies will be needed.  

One effect of policy risks that we expect to directly affect 
structured finance will be the likely reclassification of ‘green’ assets 
over time, as policy makers attempt to meet their commitments to 
tackling global warming. Such reclassifications are likely to lead to 
negative price differentiation for older, less energy-efficient 
structured-finance-relevant assets, from real estate to cars and 
equipment, and will become significant if environmental 
considerations take precedence over economic implications. 

Furthermore, policy risk is likely to be reflected through increased 
costs for borrowers (eg ‘green’ renovation costs for residential or 
commercial housing) and direct asset devaluations, while wider 
economic policies to combat climate change may also, for example, 
reduce productivity and put increased strains on public finances.

According to the International Energy Agency’s (IEA) Roadmap 
for the Global Energy Sector published in May 2021, substantial 
costs, efforts and international cooperation are needed to 
achieve net zero emissions by 2050, with global annual 
investments in clean energy notably required to be more than 
three times higher by 2030, at about USD4 trillion. 

Source: Fitch Ratings; International Energy Agency 
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Transitional Risks 

Transitional risks relate to the systemic changes resulting from 
climate change, such as: industrial and technological adaptation to 
a changing environment spurred on by climate change policies 
leading to stranded assets, decline of non-green industries and 
changes in land use; human migration patterns; or social 
implications (rising political extremism and war). 

 

We expect transitional risks to affect structured finance assets first 
and foremost through their weight on economic growth and 
employment dynamics. Their significance will depend on how the 
intensity and the speed of climate change will shape the transition 
to new economic and social paradigms. 

One prominent aspect of transitional risks is the speed of 
technological advances and the growing risk of stranded 
industries/assets. The need for adaptation is likely to result in 
fundamental changes to many industrial sectors, from energy to 
automotive. This could not only weigh on economic growth in 
general, but may also have an effect on the obsolescence of assets 
that directly or indirectly affect the cash flows of specific asset 
classes, such as equipment ABS, but also potentially CMBS and 
RMBS assets as innovation will changes the way people live and the 
organisation of work, production and distribution channels. 

However, disruptive innovation may mitigate these negative 
implications by, for example, drastically reducing the cost of energy 
for companies and consumers. Innovations in credit underwriting 
and monitoring could also help mitigate risks relating to the 
availability of credit stemming from wealth polarisation. 

 

 

Physical Risks 

Physical risks often relate to the effect of the more visible aspects 
of climate change. These can include: changes in weather patterns 
and the resulting increases in natural disasters (eg floods, droughts, 
wildfires and extreme temperatures); water supply and food 
production shortages; ocean warming and acidification leading to 
rising sea levels, melting ice caps and coastal erosion; risks to 
people’s underlying health; and the rise in global temperatures. 

Ultimately, the intensification of extreme weather events and the 
increase in global temperatures could have negative implications 
for the pace of economic growth and, potentially, employment 
levels in areas particularly affected by climate change risks, which 
would then be reflected in structured finance assets’ performance. 
From a geographic standpoint, while some areas will be more 
severely affected by physical climate change risks than others, and 
therefore be more exposed to event risks, potential knock-on 
effects on other local/regional economies mean that structured 
finance markets in other locations are not completely insulated 
from some degree of performance deterioration risk. 

We expect that those assets whose cash flows directly or indirectly 
rely on physical assets (CMBS primarily, but also, for example, 
RMBS) will be more sensitive to physical climate change risks, 
especially when concentrated in more vulnerable areas. 

 

In these cases, physical risks may have ramifications for the 
performance of structured finance portfolios not only through 
asset destruction or impairment, but also through increasing the 
asset-related ancillary costs, such as insurance or raw materials 
costs. Furthermore, where the cost of insurance against physical 
climate damage becomes prohibitive and the reliance on an insurer 
of last resort increases, asset performance could also become 
increasingly vulnerable to the ability and willingness of 
governments and society to meet these costs. 
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