
Climate risk and financial statement impacts
What should you consider for the 2020 reporting season?

2020 has to date been a challenging year for many Australian companies. 
Just as businesses are still recovering from the impact of droughts and 
the prolonged bushfire season, they must now deal with the impact of the 
COVID-19 pandemic.

The impacts of COVID-19 are similar to the potential impacts from climate 
change events. For example, impacts on supply and demand driving operating 
costs and pricing of commodities, effects on employees, disruption to supply 
chain and stranded assets.

Over the last few years there has been an increased awareness of climate risks, 
but the current crisis will intensify this focus on the potential financial impact. 
What we understand now more than ever is how a global crisis can quickly 
become an economic crisis, and how this might impact our businesses locally.

Investors are asking the question.

Have you considered how climate risk affects your financial statements?

In the lead up to 2020 reporting season companies need to…

1. Connect – climate risk team to the financial accounting team. You want a combined effort towards a combined end - the 
Annual report, with shared responsibility. Build the capability.

2. Debate and pinpoint – materiality of climate risks in the context of financial statement line items. This includes quantitative 
and qualitative impacts that could influence investor decisions. Start with:

 • What would your future cash flow projections look like?

 • How and when will your existing assets be replaced? 

 • Do you need to provide now for the cost of future action arising from climate-related risks?

 • Can your debtors pay? Make a forward-looking assessment.

3. Assess – level of detail for relevant disclosures and quantify impact on financial statement line items. This can be done 
through climate scenario analysis, ESG risk evaluations, stress tests, sensitivity analysis or credit risk assessments to assess 
business implications of physical and transitional risks and opportunities.

4. Review – assumptions made on an ongoing basis to continue to reflect the organization’s risk profile.

Why act?

The strategic and financial risks posed to individual businesses and the broader economy by climate change have been well-
documented. This increased awareness has been driven by various developments over recent years including:

 • Release of the Task Force of Climate-related Financial Disclosures (‘TCFD’) Recommendations in 2017 [1]

 • ASIC regulatory guidelines – RG 593, RG 228, RG 247 and INFO 203 [2] [3] [4] [5]

 • Publication of updated legal opinions [6]

 • ASX Corporate Governance Principles and Recommendations [7]

 • Increased emphasis on climate risk from investors and ESG analysts

 • A steady increase in the number of key regulators that have publicly acknowledged the financial risks posed by a failure to 
manage climate-related risks. This includes the RBA, APRA and ASIC.

https://www.fsb-tcfd.org/wp-content/uploads/2017/06/FINAL-TCFD-Annex-062817.pdf
https://download.asic.gov.au/media/4871341/rep593-published-20-september-2018.pdf
https://download.asic.gov.au/media/5230057/rg228-published-12-august-2019.pdf
https://download.asic.gov.au/media/5230063/rg247-published-12-august-2019.pdf
https://asic.gov.au/regulatory-resources/financial-reporting-and-audit/directors-and-financial-reporting/impairment-of-non-financial-assets-materials-for-directors/
https://cpd.org.au/wp-content/uploads/2019/03/Noel-Hutley-SC-and-Sebastian-Hartford-Davis-Opinion-2019-and-2016_pdf.pdf
https://www.asx.com.au/documents/regulation/cgc-principles-and-recommendations-fourth-edn.pdf


While corporate climate change disclosures that cover governance, strategy, risk management, metrics and target considerations are 
becoming common place, what is still relatively new to companies is how to quantify and disclose the financial impacts associated 
with climate risks. In particular, what is material and what should be considered in the context of their financial statements.

These risks and opportunities and their financial impact is summarized well in the below extract from the TCFD Recommendations 
2017. [1]
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Without such disclosures, users may not have the information they need to make informed financial decisions.

Recognizing this, the AASB and AUASB’s Practice statement on climate-related and other emerging risks disclosures intended to 
provide examples for financial statement preparers and auditors on how climate-related risks can affect the financial statements, 
and which accounting and auditing standards may need to be considered. [8]

State of play across the ASX

Informed by reporting practices across the ASX over the past 12 months, consideration of the financial statement impacts of 
climate change has been limited to a small subset of companies. At present, companies are demonstrating some level of disclosure 
primarily in these key areas:

Asset impairment, changes in useful life and fair value of assets
In mining, a company recognizing in its ‘key judgements and estimates’, climate change and transition to a low carbon economy as 
an indicator of impairment. This including an impact on:

 • proportion of a CGUs reserves becoming incapable of extraction in an economically viable fashion

 • demand of company’s commodities due to carbon price regulations and societal responses to climate change

 • physical impacts due to extreme weather events and longer-term changes in climate patterns

For example, in arriving at the recoverable amount for a Cash Generating Unit (CGU) using Fair Value Less Cost of Disposal (FVLCD) 
methodology, commodity price and discount rate have been considered the most sensitive assumptions. Price forecasts factor in 
demand and supply of the product which includes, amongst a range of factors, carbon price forecasts. [9]

We are seeing oil and gas giants write down production and exploration assets with the assumption of a rapid shift to clean energy 
sources, accelerated by the COVID-19 pandemic. This impact is assessed through relevant scenario analysis. [10]

Another example is climate-related emerging risks considered for impairment testing through sensitivity on terminal growth rates 
in the rail freight sector. [11]

In the energy infrastructure space, we see depreciation expense recognition considering the impact of climate-related emerging 
risks on the expected useful life of the company’s asset, based on TCFD scenario testing. [12] 
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https://www.fsb-tcfd.org/wp-content/uploads/2017/06/FINAL-TCFD-Annex-062817.pdf
file:///C:\Users\cwoo2\AppData\Local\Microsoft\Windows\INetCache\Content.Outlook\48ER5O0J\AASB_AUASB_Joint_Bulletin_13122018_final.pdf
https://www.aasb.gov.au/admin/file/content102/c3/AASB_AUASB_Joint_Bulletin_Finished.pdf


Changes in expected credit losses for loans and other financial assets
In the notes to financial statements for a bank, we see mention of climate-related risk being assessed for materiality using an ESG 
Risk Assessment Tool. This includes assessing the impact of climate change on the customer’s ability to service and repay loans, 
and the value of collateral against secured loans. It calls for additional due diligence and heightened consideration and assessment 
in the credit process. [13]

Another bank seen recognizing the credit risk associated with lending to customers who could be impacted by climate change 
or by changes to carbon pricing and climate change adaptation or mitigation policies. Focus has been on engaging with largest-
emitting customers on their transition plans and feeding the results into assessments of individual customers and carbon-intensive 
portfolios. In particular, the energy, transport buildings and food, beverage and agricultural sectors. [14]

For an insurance company, climate change is a material business risk. Biannual horizon scans are performed on ESG and emerging 
risks, including climate change to assess potential financial and reputational impact. Risk treatment plans developed for material 
risks, include development of underwriting and investment policy, monitoring frameworks and stress and scenario analysis. [15]

At another insurance company, the application of climate temperature modelling scenarios to natural peril models enables an 
assessment of potential impacts on premiums over time. [16]

We can draw parallels here to the credit risk management required in a post-COVID-19 world, with priority monitoring of customers 
employed in sectors that have been designated as “high risk”. [17]

The TCFD was established to develop climate-related disclosures that could promote more informed investment, credit or lending, 
and insurance underwriting decision and, in turn, would enable stakeholders to understand better the concentrations of carbon-
related assets in the financial sector and the financial system’s exposures to climate-related risks. Questions being posed by TCFD 
are precisely the same relevant in credit lending assessments. [1]

Site closure and rehabilitation
This disclosure concerns provisions for obligations, for example in a mining company around recognition of mine closure and 
rehabilitation activities. The provision is adjusted to account for factors including:

 • revisions to estimated reserves, resources and life of mine

 • developments in technology 

 • changes in regulations or environmental management strategies

 • price increases, say for example cost of water, also inflation and foreign exchange rates

 • movements in interest rates affecting the discount rate applied [18]

Other areas where such financial impacts maybe assessed are recognition of provisions for onerous contracts, and potential 
provisions and contingent liabilities arising from legal proceedings, fines and penalties.

There are Key Audit Matters raised in annual reports on potential impact of climate change and the energy transition impacting 
PP&E, goodwill, intangible assets and provisions.

What now?

Even though the practice guideline is not mandatory, it represents AASB’s best practice interpretation of materiality and is 
underpinned by principles and concepts that are mandatory. It is imperative considering entities in Australia are already being 
subjected to lawsuits regarding lack of disclosure on material impacts of climate-related risks, affecting decision making of its 
investors.

While climate change affects nearly all economic sectors, considering the level of exposure, these industries are more likely to be 
impacted:

 • Energy, transport, construction and agriculture

 • Financial sector entities, such as banks, insurance groups, investment entities and asset managers

ASIC, APRA and the ASX have all signalled their intention to increase the level of oversight of corporate climate change disclosures, 
with particular focus on the financial risk.

It will be interesting to see how more companies continue to integrate climate risk into the financial statement and join the front 
runners in the next reporting period.
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