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Foreword

Climate change, reduced inequality and better governance
are all challenges to making our world more just

and sustainable in the future, and Rothschild & Co

is committed to this goal.

The Group's economic research is part of this approach, providing analysis on the main risks
and opportunities to which economic players are exposed. ESGnomics aims to convey

in an educational manner the contributions of economics to the discussion of Environmental,
Social and Governance issues.
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The impact of climate change on monetary
policies

Marc-Antoine Collard
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While it is challenging to precisely measure the impact of climate change on the planet
and on human activities, increased numbers of extreme events will very certainly cause
heavy economic damage. What impact will this have on monetary policies?

Why do central banks care about
climate change?

World - Economic costs of climate disasters A central bank’s main mandate is generally price stability. A second
in billion USD objective, acquired over the course of successive financial crises, is

banking system supervision and, implicitly, financial system stability.
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In that regard, climate change is a notable concern of central banks
through its direct consequences on four key variables in the conduct
of monetary policy: the functioning of the financial system, economic
growth, inflation and potential GDP.

€€ limate change
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Source: Financial Stability Board, Rothschild & Co Asset Management, 2024. is a’ nOta’ble Concern
of central banks... 44
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Physical risks are those caused directly by increased
numbers of climate-related disasters, such as droughts,
flooding, and forests fires.

Transition risks are those covered by new regulations on
the environmental transition towards a decarbonated
economy, such as carbon taxes.

World - GDP deviation
in % of central scenario
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Source: [IASA, NGFS, Climates Scenarios, Database, Rothschild & Co
Asset Management, 2024.

Risks to the functioning of the financial
system

Climate change comes with both physical risks and transition risks
that could disrupt the financial system, and therefore require special
attention from central banks.

Disasters arising from physical risks cause capital destruction, as
such events have become more intense over the decades. They could
weaken the financial system in general, and banks in particular by
causing a devaluation of exposed assets used as collateral. They
could also worsen companies’ credit risk in the most heavily exposed
geographical regions and sectors, such as farming and tourism.

The financial system also faces transition risks, mainly in the
disruption of economic activity, particularly if new regulations are
adopted suddenly. For example, shifts in economic activity could
punish sectors targeted by such policies, including fossil fuels,
thus triggering a loss of asset value and increased credit risk for
companies in the sectors concerned.

Negative impact on economic growth

Climate change’s impact on economic growth is a cause for concern,
due to the high costs of the materialising of physical and transition
risks for all economic agents. In concrete terms, physical destruction
of capital and the shocks of reallocation of economic activity would
lower GDP in all transition scenarios, albeit with a greater impact if
climate policies are not ambitious enough®. Central banks’ challenge
will lie mainly in anticipating these downside shocks and, hence, in
developing credible short- and long-term growth forecasts. In short,
climate change will make the conduct of monetary policy more
challenging.

€€ Climate change’s impact
on economic growth
is a cause for concern... 94

(1) Network for Greening the Financial System, “NGFS Climate Scenarios for central banks and supervisors”, 2020
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Potential GDP is the volume of production that an eco-
nomy can sustainably achieve without stoking inflatio-
nary tensions. It is also an indicator of long-term growth
momentum and is therefore crucial for drawing up
economic forecasts and, accordingly, monetary policy.
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(2) Isabel Schnabel, “A new age of energy inflation”, ECB, 2022
3

More volatile inflation

Central banks will also have to deal with the inflationary disruptions
that come with climate change. Inflation could indeed become more
volatile due to three separate dynamics®:

m The first of these is climateflation, i.e., inflation that arises directly
from the occurrence of climate-related disasters and the related
economic costs of adaptation. One telling example is the rise
in food prices following harvests that are very poor or that are
destroyed by intense droughts.

m The second is fossilflation, which can be described as the increase
in fossil fuel prices due to a mismatch between supply held back
by environmental transition policies, and still robust demand that
has not switched in time to decarbonated energy sources.

m The third dynamic is greenflation, which results directly from
transition policies that incentivise green investments. Such
investments require a significant and rapid need for metals and
minerals, prices of which are likely to rise if supply is unable to
meet changing demand.

All three of these dynamics show how much climate change and
transition policies will be sources of greater inflationary shocks and,
hence, highly volatile inflation, which will pose major challenges in
inflation expectations and in conducting monetary policies.

Weaker potential growth

Central banks also care about climate change for its impact on
potential GDP, which is based on three main factors: capital stock,
labour supply and productivity. All three of these components will be
affected directly by the increased numbers of extreme climate events
and by the implementation of transition policies®.

Natural disasters will cause losses of physical infrastructures and
natural resources, and that will restrict available capital stock.
Moreover, some capital stock will be shifted by a depreciation in
sectors hindered by transition policies. One example of such a

dynamic is factories that make soon-to-be-banned internal-
combustion engines, with those factories becoming useless.

Major disruptions are also expected in labour supply, driven mainly
by waves of climate migrants from stricken areas, as well as a
potential increase in mortality®. Transition policies will also cause
structural unemployment through a supply-demand mismatch,

as labour in the sectors concerned, such as fossil fuels, will not
necessarily be able to adapt rapidly to new sectors.

And, lastly, the impact of extreme climate on productivity is
potentially on the downside. This includes extreme weather
conditions, such as heatwaves, which will bother workers in sectors
where they are more exposed than average, such as construction.
Meanwhile, spending on innovation could be cannibalised by
spending on climate-change adaptation, which would ultimately
undermine productivity growth.

(3) Miles Parker, “How climate change affects potential output®, ECB Economic Bulletin, 2023
(4) World Economic Forum, Quantifying the Impact of Climate Change on Human Health, 2024
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A big challenge for central banks

To sum up, climate disruptions and transition policies could come
Physical risks Risk of transitions

with financial instability, weaker growth, more volatile inflation,

and various and mostly downside shocks to potential GDP. That’s

why, based on their mandate, central banks must take an interest in
climate change, due to its risks to economic variables having a heavy

i impact on the conduct of monetary policy.

Macroeconomic

and financial
impacts
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Disclaimer

Non-advertising, simplified and non-contractual document. The information, comments and analyses in this document are provided for information purposes only and should not be
construed as an investment or tax advice, or as an investment recommendation from Rothschild & Co Asset Management. The information/opinions/data mentioned in this document
considered legitimate and correct on the day of publication, in accordance with the economic and financial environment in place at that date, are subject to change at any time. Although
this document has been prepared with the greatest care from sources that Rothschild & Co Asset Management believed to be reliable and in good faith, no representation or warranty,
express or implied, is made as to information accuracy or completeness, which are indicative only and are subject to change without notice. Rothschild & Co Asset Management has
not independently verified the information contained in this document and cannot be held responsible for any errors, omissions or interpretations of the information contained in this
document. This analysis is only valid at the time of writing of this report

Furthermore, given the subjective nature of certain analyses, we draw your attention to the fact that any information, projections, estimates, anticipations, assumptions and/or opinions
are not necessarily put into practice by the management teams of Rothschild & Co Asset Management, or its affiliates, who act according to their own convictions. Certain forward-looking
statements are prepared on the basis of certain assumptions, which are likely to differ either partially or totally from reality. Any hypothetical estimates are, by their nature, speculative and
itis possible that some, if not all, of the assumptions relating to these hypothetical illustrations may not materialise or may differ significatively from current determinations.

Rothschild & Co Asset Management, organized under the laws of France, registered with the Trade and Companies Register of Paris RCS Paris 824 540 173. A management company
licensed by the Autorité des Marchés Financiers under N° GP 17000014, having its registered office 29, avenue de Messine, 75008 Paris, France.

No part of this document may be reproduced, in whole or in part, without the prior written permission of Rothschild & Co Asset Management, under pain of legal proceedings.

About Rothschild & Co Asset Management

As the specialised asset management division of the Rothschild & Co group, we offer personalised asset management services to a broad client base of institutional investors, financial
intermediaries and distributors. Our development is focused on a range of open-ended funds, marketed under four strong brands: Conviction, Valor, Thematic and 4Change, and leveraging our
long-term expertise in active management with conviction as well as in delegated management. Based in Paris and established in 9 European countries, we manage more than 26 billion euros
and employ nearly 160 people. More information at: www.am.eu.rothschildandco.com
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