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Business and global warming

Hot, unbothered

Corporations need to rethink how they approach climate risk

C

hief executives who care about climate change—and these
days most profess to—often highlight headquarters bedecked
with solar panels and other efforts to lower their carbon footprint.
Last week Volkswagen, a carmaker, told its 40,000 suppliers to cut
emissions or risk losing its custom. Plenty of investors, meanwhile,
say they are worried about being saddled with
worthless stakes in coal-fired power plants if
carbon taxes eventually bite. Yet the reality
is that meaningful global environmental
regulations are nowhere on the horizon. The
risk of severe climate change is thus rising,
posing physical threats to many firms. Most
remain blind to these, often wilfully so. They
should start worrying about them.
Nature disrupting supply chains is nothing
new. Businesses have coped with floods,
droughts and storms since long before the
joint-stock company became popular in the 19th century. Two things
have changed. First, supply chains have grown complex and global
(just look at vw). As links have multiplied so, too, have points of
possible failure. Many sit in the tropics, more given to weather
extremes than the temperate West.
Second, global warming is fuelling more such extremes
everywhere (see article). In 2017 Houston experienced its third “500year flood” in less than four decades, California suffered five of its
20 worst wildfires ever and parts of the Indian subcontinent were
underwater for days following epic monsoon downpours. That year
insurers paid out a monumental $135bn in compensation. Another
$195bn in estimated losses was uninsured. Power plants often run
slow because the river water they use for cooling is too hot. Last year
commercial traffic along the Rhine, the world’s busiest waterway,
ran aground when rains failed to replenish its sources.
Corporate-risk managers have just about come to grips with
tangled supply chains. But they are rotten at assessing their exposure
to a changing climate (see article). Unfamiliar with bleeding-edge
climate models, which tell you what disruption to expect next, risk
managers fall back on retrospective tools like flood maps, which are
tried, tested—and wrong.
One study last year found that accounting for physical risks to
corporate assets would shave 2-3% off the total market value of over

11,000 globally listed firms. That is less than many stocks move in
a given day, and a fraction of the estimated 15% downward effect of
a transition to cleaner energy. Unlike the energy transition, though,
some physical harm to corporate assets is all but guaranteed. Not
only that, but the risks rise as the world warms. And the average
conceals a huge range. Some companies
would lose nearly one-fifth of their
enterprise value. Most have no clue
where they stand.
They have few pressing incentives to
find out. Markets tend to punish honesty
about
previously
unacknowledged
risks, not reward it. Rather than learn
that nature poses a “material” threat—
which firms are obliged to disclose to
shareholders—it is safer not to look in
the first place. Although credit-raters and
insurers are busily reassessing climate risk, companies’ premiums
and credit have scarcely got more expensive. On the rare occasion
markets do reprice a company’s risk, they do so in a hurry. PG&E, a
Californian utility, was forced into bankruptcy protection in January
after insurers and creditors fled when they concluded that it could
be on the hook for billion-dollar liabilities over its possible role in
sparking wildfires.
Such cases would be rarer if companies were legally obliged to
assess and disclose their climate vulnerabilities. An international
group set up by the Financial Stability Board, a global set of
regulators, issued voluntary guidelines for public companies in 2017.
These should be made mandatory.
It is in businesses’ long-term interest to own up to the threats they
face. A post-disaster payout from a cheap insurance policy is better
than nothing—but a lot worse than avoiding disruption. Adaptation
could mean erecting flood barriers around factories or battening
down warehouse roofs to withstand stronger gales. Insurers reckon
a dollar spent on such measures saves five in reconstruction. It
may involve lobbying politicians to fill the estimated $110bn-280bn
shortfall in annual public spending on resilience. In extreme cases, it
may require retreat from a business. If this lays bare the seriousness
of global warming’s effects, the world may even get serious about
tackling its causes.

Business

The Economist February 23rd 2019

Corporate climate resilience

After the deluge
WEST GLOCESTER, RHODE ISLAND

Some businesses are getting to grips with the effects of global warming. Most are
ignoring the problem

N

estled in a forest an hour’s drive
from Providence, Rhode Island, sits
what some employees call “the world’s
biggest facility for property destruction”.
Here workers for FM Global, an engineercum-insurer, set fire to wall cladding, hurl
projectiles at reinforced glass or test roofing
designs for the gusts of wind they can take
before tearing off. The experiments are
designed, monitored and replicated with
laboratory precision, beams Louis Gritzo,
FM Global’s head of research. All simulate
what wildfires, hurricanes and other
natural disasters could do to the structures
of its customers, which include such wellknown names as Disney, Caterpillar and the
Massachusetts Institute of Technology.
Mr Gritzo’s job is to help future-proof
assets—corporate headquarters, factories,
theme parks, campuses and the like—worth
a total of $10trn globally. When Hurricane
Maria swept away most of Puerto Rico’s
thriving pharmaceuticals sector in 2017, the
building belonging to Mylan, a drugmaker
which works with FM Global, was one of
the few in its neighbourhood left intact. A

strengthened roof had withstood 150mph
winds. Mylan kept churning out medicines
and FM Global was spared a big payout.

wildfires in California, which proliferate
as the state grows more parched, filed for
bankruptcy protection.

Nature has always disrupted business.
But global warming is making the task of
dealing with it more urgent. Hastened by
feeble progress on curbing greenhouse-gas
emissions, businesses face wetter floods,
fiercer wildfires and stormier storms than
in the past (see article). Hotter, more humid
days imperil the productivity both of
employees and equipment such as that in
data centres.

“Business is no longer business as
usual,” says R. Mukundan, chief executive
of Tata Chemicals, part of another Indian
conglomerate based in Mumbai (a city that
was the victim of an epic deluge around the
time of Maria). Some creditors, investors
and insurers murmur similar sentiments.
So do senior executives touring Mr Gritzo’s
lab. Those worries have grown louder in the
past year or two, he reports.

It is not only storms and floods that are
a threat. Climate change is also responsible
for a lack of water where it is needed. Last
summer low levels on the Rhine grounded
barges that BASF, a German chemicals giant,
uses to ferry its products. Industrial firms
fret constantly about water supply. “We are
the last in line,” behind residents, farmers,
and other businesses, sighs an executive
at a big Indian conglomerate. In January
PG&E, a utility facing billions of dollars in
liabilities over its possible role in sparking

There is reason to be concerned. Last
August analysts at Schroders, an asset
manager, looked at 11,000 listed global
companies and estimated that properly
accounting for physical climate risk could
on average shave 2-3% off their value. Some
sectors would take a bigger hit: utilities and
oil and gas stand to lose 4-4.5% (see chart).
Some firms face potential losses of up to
20%. Most have no idea of their exposure,
suspects Andrew Howard of Schroders.

Climate nonchalance pervades many
a corner office. One senior European oil
executive says that he worries more about
snow for his upcoming skiing holiday than
he does about his company’s rigs. Bosses
have plenty of things on their minds—
from trade wars and Chinese hacking to
artificial intelligence and the future of
work. Those that do profess to think about
climate change volunteer stories about
their latest solar panels or renewables
contracts rather than the physical threat to
their infrastructure. But recurrent droughts,
floods, heatwaves and storms can all hurt—
particularly in a world of complex, just-intime supply chains readily thrown out of
whack. “All reasonable boards should be
asking themselves these questions,” declares
Bjorn Haugland, vice-president of DNV GL,
a Norwegian maritime-services firm. Why
aren’t they?

Area, is run by a former research assistant to
William Nordhaus, an economist who last
year won the Nobel prize for his climaterelated work. McKinsey, Oliver Wyman and
other big consultancies are getting in on the
action, too.

Calm before the storm
A dearth of data is one reason. Peter
deMenocal at Columbia University has
been bringing executives and investors
together with academics to discuss climate
vulnerabilities since 2015. Scientists feel
more comfortable talking in terms of general,
long-term trends, he explains. Risk managers
want information they can use, about
specific threats to specific facilities over a
specific (and brief) time period. They tend
to fall back on old tools such as flood maps,
which presuppose a stable environment.
But with the climate changing, “500-year
floods” may come far more frequently—just
ask Houston’s oilmen, who suffered them in
1979, 2001 and 2017.

“Ninety percent of the time risks are
being accepted only after they happen,”
says Rodney Irwin from the World Business
Council for Sustainable Development,
which unites green-minded companies.
According to S&P Global, a rating agency, in
2017 just 15% of companies in the S&P 500
index disclosed effects on earnings from
weather-related events. Under 5% of firms
quantified the damage—an average hit to
profits of 6%.

A few companies aim to bridge the data
gap themselves. Microsoft obsesses over
“georedundancy”: where best to locate
its cloud servers so that they are close to
customers yet unlikely all to be taken out by
a single disruption. Like FM Global it relies
on climate models, not historical data. Royal
DSM, a Dutch chemicals company, employs
half a dozen people to unpick climate risks
at its 250 locations worldwide, and has
produced a detailed threat map.
A cottage industry of climate consultants,
often claiming to use cleverer, more granular
climate models, has mushroomed to assist
companies’ efforts. Acclimatise, a British firm
in the business for 14 years, now advises
around 40 big corporations (and dozens
of public-sector bodies and ngos). Four
Twenty Seven, based in Berkeley, California,
screens hundreds of thousands of facilities
for exposure and sensitivity to climate
risks. In 2017 it ranked the preparedness of
France’s 40 biggest firms (LafargeHolcim
and Solvay, two materials producers,
scored lowest, admen at Publicis and
Capgemini’s consultants topped the table,
and manufacturers were clustered in the
middle). Jupiter, another upstart in the Bay

Better data will help. But they do not solve
a second problem: first-mover disadvantage.
“Unless you’ve faced disruption, building
slack into your supply chain is an
inefficiency—if others aren’t doing it,” says
Mr Howard of Schroders. Four Twenty
Seven will not disclose its clients, apologises
its founder, Emilie Mazzacurati, because
firms do not want to appear vulnerable.
“You will be penalised [by the market],”
grumbles the sustainability chief of a big
European food company. Easier to wait for
disaster to strike, then write it off as a nonrecurring expenditure, he shrugs.

The Taskforce on Climate-Related
Financial Disclosures, under the auspices
of the Financial Stability Board, a global
grouping of regulators, issued reporting
guidelines in 2017, including for physical
risks, but these remain voluntary. “One
way to keep risk undisclosed is not to look
at it,” says John Firth, who co-founded
Acclimatise. Consider the experience of
a multinational carmaker, as revealing as
it is commonplace. Its procurement chief
relates a hailstorm that struck a factory in
the tropics. The response, to erect a roof over
the forecourt, was “reactive”, he admits. The

incident did not prompt a systemic look at
risks elsewhere, let alone investments to preempt them.
That is because, in the absence of
reporting requirements, “cold accounting
logic undermines the economic rationale
to actively manage climate risks”, explains
Rowan Douglas of Willis Towers Watson,
an insurance broker. Although climate
risks have risen, insurance premiums and
borrowing costs—two signals to which the
real economy responds—have not grown
much costlier. Policies are typically written
for one year, so an incremental shift in risk
can be hard to discern. Moreover, the price
of premiums also depends on other factors,
such as availability of capital, with which
the industry is awash. It coped with record
insured catastrophe losses of $135bn in 2017
without so much as a hiccup. Signals from
creditors have been similarly muted.
Climate of uncertainty
Rating agencies are gradually incorporating physical climate risk into their scores. In
2017 environmental and climate considerations led S&P Global to alter 106 corporate
ratings, mostly downwards, roughly double
the number two years earlier. In 42 cases
physical risks were chiefly to blame. In January S&P cut its rating of Edison, an American utility, citing exposure to wildfires. Fitch,
another rater, warned that “multi-notch
downgrades cannot be ruled out.” A third,
Moody’s, last year warned that wildfires
threatened PG&E’s solvency.
PG&E’s woes stem from legal liabilities,
not a direct hit to operations. But its fate
should make climate-blind ceos nervous.
On the hook for billions of dollars in
damages beyond its policy cover, then
downgraded by rating agencies, it found
itself locked out of the insurance market.
Credit dried up and bankruptcy beckoned.
When a big unacknowledged risk comes to
light, market signals can become very loud,
very quickly, cautions a short-seller eyeing
climate-vulnerable firms.
Compare that with DSM’s approach.
In drought-prone places identified by its
survey the company is helping nearby
towns harvest water, not least to keep
local employees healthy and productive.
It badgers the authorities to bring in preemptive measures, such as more resilient
infrastructure. “We provide jobs, you
provide protection,” Feike Sijbesma, DSM’s
chief executive, told politicians. Tata and
other firms in climate-stressed India have
long taken similar steps, for similarly hardnosed reasons. As the future unfolds, this
strategy should bring bigger rewards than
hiding your head in the sand.
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