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RBI draft disclosure framework — RBI Draft Disclosure Framework on Climate-Related Financial Risks
2024
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SEBI Securities and Exchange Board of India
SLR  Statutory liquidity ratio
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Table CRFRB Qualitative information on climate-related financial risks (transition risk, physical risk, and
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Report summary

The Basel Committee on Banking Supervision (BCBS) published principles for the effective management
and supervision of climate-related financial risks in 2022, which identify how banks should analyse and
address such risks in their corporate governance, internal control frameworks, and risk management
processes.! They also identify the role that financial supervisors should play in supporting the effective
management of climate-related financial risks. A distinct feature of these principles is that they have a
microprudential orientation since they primarily focus on the exposure of banks to climate risks at the micro
level. A macroprudential perspective which highlights the critical role of systems-based interactions
between the macroeconomy and the banking sector is particularly relevant in the context of climate risks
and impacts. Given that such interactions are particularly important for India, the implementation of the
Basel principles by Indian banks and the Reserve Bank of India (RBI) could lead to side effects that may
increase systemic climate-related macro-financial risks. To address this issue, Section 1 of the paper
suggests two principles that could augment the Basel principles and would be conducive to the macro-
financial resilience of India to climate risks. These principles focus on the supervisory framework for the
development and promotion of transition plans as well as on the policy framework for the support of
transition and adaptation finance.

At the microprudential level, the successful management of climate-related financial risks (CRFRs),
integrated as part of the Basel Core Principles in 2024, would need to overcome practical hurdles, mainly
in quantifying risks, data collection, and integrating climate risks into capital and liquidity assessments. The
release of the voluntary framework for the disclosure of CRFRs by BCBS in June 2025 is further aimed at
enhancing how banks disclose CRFRs and serves as a global reference point.? Section 2 of the paper
discloses the knowledge gained from stakeholder consultations with Indian banks following the work
initiated by the RBI on CRFRs. These suggest that banks will need detailed guidance on (a) data sources
for climate and economic variables; (b) the selection and comprehension of climate risk categories; (c) the
process of integrating climate-risk drivers into parameters in traditional risk management frameworks; (d)
methodology for climate scenario analysis and stress testing; and finally, (e) the need for capacity building
at all levels of banking operations to implement climate-risk integration methodologies, quantifying risks,
data collection, and integrating climate risks into capital and liquidity assessments.

Introduction

There have been several initiatives by central banks and financial supervisors over recent years that aimed
to analyse and address climate-related financial risks. The BCBS established the Task Force on Climate-
related Financial Risks (TFCR) to contribute to one such initiative: the development of a set of 18 principles
(Basel principles) for the effective management and supervision of climate-related financial risk, by both
banks and financial supervisors.® The BCBS revised the Basel Core Principles for Effective Banking
Supervision (BCP) to explicitly include CRFRs as a supervisory priority, reflecting a global consensus on
the need for action. The BCBS had earlier planned to establish qualitative and quantitative disclosure
requirements on CRFRs as part of its Pillar 3 disclosure framework by January 2026, aligning with
international sustainability standards, an ambition contained in the voluntary framework for managing
climate risks released in June 2025 (the Basel voluntary framework).®

The Basel principles are characterised by a microprudential orientation as their primary focus is the
exposure of banks to climate risks at the micro level. A macroprudential perspective which highlights the
critical role of systems-based interactions between the macroeconomy and the banking sector in line with
the principle of double materiality does not yet find the attention it deserves. As explained in this report,
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these interactions are particularly important for India. Therefore, the adverse side effects of increased
systemic climate-related macrofinancial risk that may arise from implementing the Basel principles are
pertinent to the Reserve Bank of India. These adverse effects may also be enhanced by the fact that the
Basel principles do not explicitly reflect the specific features of emerging market economies whereby it is
typically the case that (i) the transition to a net-zero economy can have adverse effects on development if
not properly designed, (ii) the vulnerability to physical risks is on average much greater than in developed
economies, (iii) the access to finance is much more challenging for micro, small, and medium-sized
enterprises (MSMEs) and low-income households, (iv) public sector banks have a significant presence in
the domestic banking sector, (v) banks hold a significant proportion of sovereign government bonds, and
(vi) bank behaviour is reliant on financial regulation.

Section 1 analyses these issues and explains the need for developing a macro-oriented system
of supervision and policy framework that prevent the likely consequences of implementing the 18
Basel principles on the Indian macro-financial system and appropriately support transition and adaptation
finance. It provides a summary of the core features of the Basel principles, examines their
microprudential orientation, describes the key features of the Indian financial system, and analyses why
the microprudential orientation of the Basel principles might generate some adverse side effects when
implemented in India. Two macroprudential principles to augment the Basel principles are put
forward to complement the application of the existing 18 principles to the Indian financial system and
the challenges related to the implementation of these principles are outlined.

Due to the heightening significance of climate-related financial risks, Section 2 of this paper examines the
alignment of Basel principles with an RBI Discussion Paper on Climate Risk and Sustainable Finance
published in 2022 (the RBI Discussion Paper) and the subsequent RBI Draft Disclosure Framework on
Climate-Related Financial Risks 2024 (the RBI draft disclosure framework), the relevance and applicability
of these guiding documents including the latest Basel voluntary framework for banks to integrate CRFRs,
and additional guidance that banks seek from RBI towards management of CRFRs.

This section presents the insights gathered from secondary research and primary stakeholder consultations
and engagements with senior bankers and policy experts. These discussions have underscored the
practical challenges and opportunities for integrating climate-related financial risks into banking practices
for the applicability of the Basel principles and the RBI draft disclosure framework. The findings reiterate
the need for further standardised templates and guidance, information and knowledge on forward-looking
climate-risk scenarios, easily accessible climate and economic data, methodologies to integrate climate-
risk drivers, and guidance on financing the opportunities. Stakeholders press upon the need for building
capabilities within banks, given the complexity and multidimensional aspects of climate-related financial
risks, and a greater understanding of tools and instruments for financing the transition.

While the RBI is already taking a series of crucial steps, this report concludes by recommending seven
ideas for further consideration by the RBI given that the national adoption of the Basel principles will need
relevant contextualisation. Tables and templates contained in the Basel voluntary framework 2025 could
inform and be adapted for the format that RBI is finalising for standardisation of disclosures on managing
CRFRs, providing further guidance on transition plans, making bank-borrower engagement accountable
and transparent, advancing towards a macroprudential approach on climate risks and finance for financial
stability, advancing inter-agency coordination, and building capability of regulated entities as critical steps
to put RBI ambition into action on managing CRFRs ensuring financial stability and financing transition.
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1. Macroprudential principles for
addressing climate-related financial
risks in India

1.1 The microprudential orientation of the Basel principles

The Basel principles are classified into four broad categories: (1) corporate governance; (2) strategy and
internal control; (3) risk identification and management (including scenario analysis); and (4) supervision.
The first three categories capture the actions of banks while the last category refers to the practices and
policies of financial supervisors. According to the corporate governance principles, banks should consider
CRFRs and incorporate them into strategies, organisational structures, policies and procedures to ensure
their effective management. The strategy and internal control principles suggest the identification and
quantification of climate risks and their incorporation into capital/liquidity assessment processes and stress
testing exercises. The risk identification and management principles recommend the monitoring and
management of the impact of climate change on several types of risk that banks traditionally face, such as
credit risk, market risk, and operational risk using scenario analysis. The supervision principles primarily
capture the role of supervisors to ensure banks follow the BCP and have the capacity and resources to
effectively do so. In their current form, the Basel principles tend toward a microprudential focus, in which
an approach to regulation and supervision centres on how to protect individual financial institutions from
exposures to risks without considering system-wide effects.® Regarding CRFRs, such approaches imply
that financial institutions should manage their exposure to physical and transition risks without consideration
for feedback effects on the real economy that the management of those risks might generate.”

By contrast, macroprudential approaches consider financial risks from a systems-based perspective, which
considers how financial institutions interact with the macroeconomy and each other through financial
networks.® Macroprudential approaches received close attention from prudential regulators after the Basel
Il regulation, based mainly on microprudential principles, was unsuccessful in preventing the global financial
crisis despite its stated objective of mitigating financial risks. The Basel Ill framework developed after the
crisis incorporated several macroprudential elements, such as the counter-cyclical capital buffer and the
capital conservation buffer.®

With regard to CRFRs, macroprudential approaches are consistent with the concept of double materiality,
which suggests that financial institutions are not only exposed to transition and physical risks, but that their
actions, including how they manage these risks, affect climate macro-financial risks themselves and
broader environmental outcomes (see Figure 1).”

Figure 1: Climate macro-financial risks from a double materiality perspective
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Source: Authors’ depiction

Basel principles have a microprudential focus since they identify how banks should develop strategies,
policies, procedures, structures, and capacity to manage risks from a micro-oriented exposure perspective.
This assumes that if banks manage to analyse and address their individual exposure to risks, the banking
system as a whole will have successfully addressed climate-related challenges. There is no explicit
attention to the broader system-wide implications that can arise, for example, when many individual banks
try to simultaneously reduce their exposure to climate risks.

This report posits that climate-related macroprudential considerations are of value as the RBI progresses
in designing and prescribing detailed guidance, drawing on the Basel principles and the Basel framework
for the voluntary disclosure of CRFRs that relies on these principles.? To ensure financial stability, the
unique features and the systemic dimensions of CRFRs may require the application of macroprudential
policies complementary to the risk management and direct supervision of individual banks. Such
complementary macroprudential and microprudential approaches may be needed to account for the long
horizon of CRFRs and their complex interactions.

Prior to explaining why the lack of macroprudential perspectives might generate negative outcomes when
the Basel principles are implemented by Indian banks and how these could be addressed, an overview of
the main features of India’s financial system from a macroprudential perspective is provided below.

1.2 Indian financial system: macroprudential perspective

India’s banking system is dominated by public sector banks, which account for 60% of total bank assets;
the remainder being held by foreign and private sector banks that operate in India.’® The prominence of
public sector banks implies a direct link between public finances and banking stability: if public sector banks
face climate-related losses the public deficit or debt can be affected, which can have macroeconomic
implications.

Banks are required to hold a specific proportion of their liabilities in cash, gold, and government securities.
This is reflected in the statutory liquidity ratio (SLR) which is currently equal to 18%."" Moreover, banks
must allocate 40% of their adjusted net bank credit (ANBC) to priority sector lending (PSL) sectors
(agriculture, micro, small and medium-sized enterprises, export credit, education, housing, social
infrastructure, and renewable energy).'?'3 This signifies that if banks face liquidity or solvency problems
due to climate risks that their borrowers face, this could have adverse implications for the financing of public
sector spending and the financial support of sectors that play a key role in India’s development. While the
government could increase the proportion of bank assets to be held in the form of government securities
and PSL loans to avoid these adverse implications, a climate-impaired banking sector would restrict the
credit available to other sectors of the economy, damaging macroeconomic activity and development.

The representation of non-bank financial corporations (NBFCs) in the Indian financial system is gradually
increasing and they specialise in one or a few loan segments.' The share of credit that comes from market-
based finance is also slowly increasing with the outstanding amount of corporate debt securities
approaching 20% of GDP and likely to continue to increase due to initiatives aimed at promoting market-
based finance.'®' Such initiatives include lending to infrastructure, housing, or economically
disadvantaged groups. As a result, NBFC loan portfolios are less diversified in comparison to banks with
the most significant sources of funding for NBFCs being debentures and bank borrowing.' As bank
borrowing accounts for more than 30% of the liabilities of NBFCs, there is significant interlinkage between
banks and NBFCs in two respects. Firstly, when banks face financial challenges, the ability of NBFCs to
finance their loan activities can be directly disrupted. Secondly, if NBFCs cannot repay their debt, banks
are likely to face financial losses on the asset side of their balance sheet.
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1.3 Implementing the Basel principles in practice: macroprudential trade-offs

Implementing the Basel principles in the Indian context will not be without challenges as detailed in Section
2. Currently, there is a significant lack of consistent and sufficiently granular data both on transition and
physical risks. Additionally, banks are uncertain about the scenarios they should apply to exploring climate
risks and there is a lack of awareness of the metrics appropriate for analysing climate risks. Moreover, most
banks lack the capacity, expertise, and resources that are necessary for analysing and managing CRFRs.

Addressing these challenges is crucial for the implementation of the Basel principles and will require a
significant amount of time and commitment. The exercise undertaken by the RBI on stress testing and
climate scenarios, and the BCBS voluntary disclosure framework will help in this respect.'® However, more
consideration is required as to how banks can manage these risks, the macro-financial implications of
different risk management options, and addressing or minimising macroprudential trade-offs.

To manage climate-related financial risks, Indian banks can generally select one of two risk management
options (see Figure 2)."” The first option requires banks to engage with their carbon-intensive and climate-
vulnerable borrowers, which if successful can lead to the provision of finance for investment in greener
assets, covering the costs of decarbonisation efforts in the high-emitting sectors, and undertaking
adaptation finance. This can take place in the context of borrowers’ transition plans which should specify in
a precise and credible way the actions companies intend to pursue in order to reduce their climate footprint
and climate vulnerability. These actions include mitigation investments such as renewable energy
technologies and energy efficiency, as well as adaptation investments in climate-smart agriculture and
climate-resilient buildings. They can also include the relocation of assets in areas that are exposed to
climate-related events.

From a macroprudential perspective, the significant advantage of this risk management option is that it
does not cut off carbon-intensive and climate-vulnerable borrowers from access to finance. However, the
significant demand for mitigation and adaptation investment financing requires borrowers to substantially
increase their leverage, which also heightens their risk of default.’® Retained corporate profits are
insufficient to finance all the required investment while the public sector contribution to financing the
transition is limited by fiscal policy space constraints. Higher defaults erode bank capital, which is
exacerbated by the possibility of stranded assets that further increase bank losses, making banks more
susceptible to insolvency.

Figure 2: Macro-financial implications of different climate risk management options
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Equally, bank engagement with borrowers may not always be successful. Borrowers might not have the
capacity or will to change their business models or undertake the investments required to reduce their
exposure to transition and physical risks. If Indian banks commit to engagement over divestment from
specific borrowers in this scenario, the Indian banking sector will remain exposed to transition and physical
risks for the foreseeable future. Transition risks not only involve the exposure of banks to national transition
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policies but also to global transition ones, which can reduce the revenues of Indian carbon-intensive
exporting companies through increased energy costs due to higher prices for imported fossil fuels.

A second risk management option for Indian banks is to reduce lending to/or increase the cost of borrowing
for corporates exposed to transition and physical risks that are failing to take action to reduce this exposure.
While Indian banks are unlikely to follow this option in the short run, not least because this would have
adverse socio-economic implications and would undermine development, this is not a possibility that should
be excluded for the future. The RBI draft disclosure framework specifies that regulated entities should set
specific targets for climate-related metrics, such as financed emissions.' In time, these targets may not be
achievable without some form of divestment from borrowers with a carbon-intensive profile so banks could
choose divestment to maintain credible climate commitments.

Furthermore, as physical risks become more prevalent, some corporate exposure to physical risks (e.g.,
assets in areas prone to floods and cyclones) might not decline substantially even with significant
investment in adaptation. In such a scenario, banks might choose divestment as the safest option.

Bank surveys in other countries conducted as part of climate stress-testing exercises illustrate that several
banks are considering divestment options as a response to the rise in climate risks. For example, in the
2020 Banque de France pilot exercise, banks were asked to identify how they would change their credit
exposure to carbon-intensive sectors under different climate scenarios.?’ Bank submissions indicated high
heterogeneity in terms of changes to sectoral exposures, with a significant proportion of banks indicating
that they would reduce their exposure to high-carbon sectors. For instance, in respect of credit exposure
to the coke manufacturing and refined petroleum product sector, two out of six banking groups indicated
complete divestment from the sector with two further banking groups reducing exposure in line with the
financial challenges faced by the sector as a result of the green transition, implied by climate transition
scenarios. In the 2021 climate stress-testing exercise conducted by the Bank of England, several banks
indicated plans to reduce exposure to some of the most carbon-intensive sectors of the economy.?' They
also indicated that in a hot-house world scenario they would reduce lending related to properties facing
acute physical risks. These surveys illustrate that divestment from specific sectors and companies is not
an implausible scenario especially in the medium to long run.

Figure 3 depicts the potential effects of divestment on the Indian macro-financial system. If several Indian
banks and NBFCs simultaneously reduced or ceased lending to corporates deemed to be facing higher
physical risks for example, including public sector companies and MSMEs, access to finance may cease
or become more expensive. Firms would not only face liquidity issues, but they would not be able to invest
in climate adaptation to reduce their climate vulnerability, making them more fragile as a result.

Figure 3: Potential effects of divestment on the Indian macro-financial system
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The effect of this risk management option would be reduced economic activity (as lower consumption and
investment of households and firms has wider effects due to macroeconomic and supply chain
interconnections), undermining the ability of the private sector to reduce its climate vulnerability. The overall
result would be a system-wide increase in default rates that can make the Indian banking sector more prone
to insolvency, exacerbating the macro-financial effects of physical risks.

The adverse macro-financial effects could extend beyond this as many Indian banks are owned by the
public sector, so the coverage of bank capital needs could create pressures on public finances. In addition,
many Indian banks could reduce their lending to NBFCs and other MSMEs apart from those MSMEs that
are carbon-intensive and climate-vulnerable, to protect their financial position. This could further reduce
economic activity with adverse effects on defaults facing the Indian banking system. It is important to note
that in India, MSMEs constitute 30% of India’s GDP, but their access to finance is limited and their reliance
on short-term debt makes them particularly fragile.?? 23 2* The implementation of the Basel principles could
disproportionally affect MSMEs that are vulnerable to climate as these enterprises have a lower capacity
to invest in adaptation and can more easily lose access to finance in the case of divestment scenarios.?

The macro-financial effects could be similar in the case of transition risks. The divestment risk management
option would not only affect fossil fuel companies, but also companies in the manufacturing and transport
sectors with a high emissions profile and business models inconsistent with the green transition. Since
these companies constitute a significant part of the Indian economy, losing access to finance (or higher
borrowing costs) would exacerbate the system-level transition risks and the Indian macro-financial system
would become more fragile. This fragility is reinforced if households that live in carbon-intensive properties
also face challenges in terms of their access to finance. As in the case of physical risks, this could have
spill-over effects on public finance, MSMEs, and NBFCs, if financial losses cannot be covered by banks.

The analysis above illustrates that both engagement and divestment can have adverse macro-financial
effects and can, therefore, create trade-offs from a macroprudential perspective. While engagement
ensures borrowers have access to mitigation and adaptation finance, as a consequence, their leverage
may increase and unsuccessful engagement may create lock-in effects. Divestment can accelerate
decarbonisation of the financial system but may undermine transition and adaptation finance, and cause
macroeconomic and social instability. As the Basel principles do not provide guidance on how monetary
and prudential authorities can take action to address these trade-offs, they may not necessarily safeguard
macro-financial stability and, under specific cases, might generate macro-financial side effects.

Table 1: Advantages and side effects of engagement and divestment as climate risk
management options for Indian banks

Engagement Divestment

Access to mitigation and
Advantages adaptation finance
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the Indian financial system
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Source: Authors’ depiction
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1.4 Augmenting the Basel framework with macroprudential principles

The analysis in the previous sub-section illustrates three different outcomes for RBI consideration in terms
of the implications of potential climate risk management responses by Indian banks to the implementation
of the Basel principles: (1) successful engagement with borrowers, (2) unsuccessful engagement with
borrowers and (3) divestment. Macro-financial risks are arguably lower under outcome (1) because
successful engagement can reduce the exposure of the Indian financial system to transition and physical
risks without causing credit tightening. In contrast, unsuccessful engagement maintains climate risks for
the Indian banking system at high levels, while divestment can kick-off a recessionary process with
significant adverse feedback effects on the Indian banking and socio-economic systems.

Therefore, promoting a supervisory and policy environment that is conducive to successful engagement
with borrowers, while at the same time limiting the increase in leverage of Indian companies (potentially
generated by transition and adaptation finance as part of the engagement process), would be an action
worth consideration by the RBI. Two principles are proposed in this respect.

Principle 1. Incentivising the development and successful implementation of credible transition plans

An effective system of banking supervision requires banks to submit plans to reduce transition and physical
risks that put engagement with their borrowers at their core. These plans need to rely on the synthesis of
the transition plans of their borrowers and should have well-defined decarbonisation and resilience targets.
Capacity building programmes and clear guidelines about the development of transition plans need to be
put in place to support banks. Moreover, banks that fail to develop credible plans before a specific deadline
or meet their transition plan targets should face financial penalties or other consequences.

This principle encourages the engagement of banks with their borrowers in the context of the green
transition. Through the development of transition plans, by both banks and borrowers, this engagement is
more likely to be successful.?® Transition plans should cover both mitigation and adaptation actions and
specify targets using well-defined metrics and horizons.?” This can be facilitated through clear supervisory
guidelines as well as though programmes that will improve the capacity of banks to work on transition plans.

To ensure that banks and borrowers make sufficient progress in reducing physical and transition risks, this
principle suggests that the RBI could specify a deadline after which banks would face financial penalties or
other consequences for not developing credible plans or meeting transition plan targets. Such
consequences may include fines or Pillar 2 capital add-ons, both of which have been recently considered
by the European Central Bank (ECB) in the context of the climate risk management practices of euro-area
banks.?® The ECB is now in the process of potentially imposing periodic penalty payments on certain banks
that do not meet the supervisory requirements in terms of internal climate-related risk management
processes before a deadline specified by the ECB.?8 It must be noted that capital add-ons or fines could
have some adverse side effects in the context of India (for instance they might reduce the lending capacity
of banks), and will also require sound estimation of risks for which enough data must be available. It could
be argued that without the introduction of potential adverse repercussions, banks in India might not be
sufficiently incentivised to successfully engage with their borrowers. Insufficient motivation would increase
the likelihood that the Indian banking system would remain exposed to transition and physical risks, with
adverse implications for macro-financial stability. An alternative option would be for the RBI to disclose
information on those banks that fail to submit plans and achieve climate targets, which could create the
requisite public pressure on them to act on climate issues.

Principle 2. Supporting transition and adaptation finance

An effective monetary and financial policy framework ensures a relatively lower cost of borrowing and
higher credit availability for companies that have credible transition plans and are making sufficient progress
at reducing their climate footprint. It also incentivises mitigation and adaptation investments that reduce
system-wide climate risks. The exact tools that can be used for developing such a framework need to be
consistent with the Indian macro-financial and socio-economic context.
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This principle aims at facilitating the financing of the green transition via the use of monetary and financial
policy tools that would make it easier and less expensive for companies to undertake adaptation and
mitigation investment. This would be conducive to a higher number of successful transition plans which as
explained above, would be beneficial from a macro-financial stability perspective.

There is a range of tools that could be used to develop such a policy framework. Green deposits constitute
one such tool. They have been introduced by the RBI and allow banks to collect funds that they can allocate
towards green projects.?® Refinancing operations and reserve requirements can also be used to incentivise
banks to increase the proportion of their loans that are associated with credible transition plans and green
financing more generally, which could be identified through the use of a taxonomy of sustainable activities.3°
In particular, the RBI could reduce the refinancing interest rate and the cash reserve ratio (CRR) for banks
that support the financing of the green transition.

The PSL is an important policy tool in the Indian financial system for supporting sectors and social groups
that would otherwise have very limited access to finance, and already includes renewable energy.3! In the
context of Principle 2, one option would be to create a separate green lending (GL) scheme to focus on
greening the loans that banks provide outside PSL by introducing a floor on the green non-PSL loans. For
example, if the GL floor is 5%, banks would be instructed to provide at least 5% of their non-PSL loans to
green activities and borrowers with sufficiently credible and successful transition plans. Initially, the GL floor
could be relatively small and increase gradually to give banks and borrowers time to adjust their strategies.
Having a separate scheme that refers to non-PSL loans would avoid side effects on the lending available
for vulnerable groups and sectors of the economy that have limited capacity to green their activities. PSL
was launched in the early 1970s with the aim of supporting socio-economic development in India. GL could
be launched in the short term to support urgent financing required for India’s green development.
Pertinently, the International Financial Services Centres Authority (IFSCA) directs the financial institutions
operating in the International Financial Services Centres (IFSCs), undertaking lending activities to at least
5% of their gross loans and advances towards green, social, sustainable, sustainability-
linkedsectors/facilities.3> The 5% target is computed on incremental loans and advances in a financial
year and USD70m of lending has already been made in the thematic space by 26 banks present there.33

Green public investment (for example in energy and transport systems) has the potential to contribute
directly to the decarbonisation and resilience of the Indian economy and crowd in green private investment.
However, the cost of borrowing for the government is a barrier to the financing of this investment. To support
green public investment, the RBI could consider introducing a floor on the bank holdings of green sovereign
bonds, once the Indian green sovereign bond market has been sufficiently expanded.** This floor could be
a separate to the existing floor related to the SLR. The RBI could also support green sovereign bonds by
adjusting its collateral framework, which specifies what financial assets banks can pledge as collateral to
gain access to central bank liquidity. Currently, government securities are among the assets that banks can
use as collateral to receive loans from the RBI through the Liquidity Adjustment Facility and the Marginal
Standing Facility.3® The RBI could consider reducing the haircuts for green sovereign bonds compared to
conventional sovereign bonds, which would increase demand for them as they are more valuable for banks
from the perspective of getting access to RBI loans.* By increasing the demand for green sovereign bonds,
the green sovereign floor and a green collateral framework would reduce the cost of public spending in
green infrastructure, with positive spill-over effects on the ability of Indian companies to implement
successful transition plans.

Irrespective of the precise tools that would be used to develop a monetary and financial policy framework
that supports climate mitigation and adaptation, it is important for the RBI to consider the differentiated
capacities of Indian borrowers. For example, policies that reduce the cost of green financing could be
calibrated such that they generate higher reductions in the interest rates for MSMEs compared to large
companies, taking into account the lower capacity of MSMEs to invest in climate mitigation and adaptation.
This would be consistent with the way that MSMEs are treated in the PSL.
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1.5 Acknowledging challenges

The Basel principles for the effective management and supervision of climate-related financial risks have
been designed with an emphasis on climate-related financial risks at the micro level. In addition, these
principles were not designed to adequately reflect the specific features of emerging market economies.

This section explained that the interconnectedness, spill-overs, and second-round effects of climate risks
are not typically captured by traditional bank risk management and hence a macroprudential approach to
climate risks is necessary to deal with these issues. The two principles proposed in this section could
complement the 18 Basel principles so that attempts by Indian banks to address climate risks remain
conducive to macro-financial stability with minimum side effects.

As with the 18 Basel principles, these two additional principles also face implementation challenges.
Systemic risk management for climate change requires coordination between central banks, supervisors,
fiscal authorities, and other stakeholders, which can be challenging due to differing mandates, priorities,
and capacities. By working with other public authorities nationally and internationally, as it does for instance
within the Network for Greening the Financial System (NGFS), the RBI could play a key role in developing
methodologies and collecting data that would permit the implementation of the macroprudential principles
put forward above. The RBI is in the process of creating a data repository to monitor climate related risks
named Reserve Bank — Climate Risk Information System (RB-CRIS), which includes a web-based directory
and a data portal forming climate-related data sets, which is an important step to provide standardised data
sets on physical risks and emissions. Other challenges include the identification of green and dirty activities,
which requires a robust taxonomy to be in place, and the development of standardised templates and
metrics for the transition plans of banks and their borrowers.

Crucially, the principles discussed in this section should not be confined to the banking sector but extended
to cover NBFCs, pension funds, and insurance companies. Given the growing importance of market-based
finance for the Indian economy, modified versions of these principles could also be adopted by the
Securities and Exchange Board of India (SEBI) as well as by the Pension Fund Regulatory and
Development Authority (PFRDA) and the Insurance Regulatory and Development Authority of India
(IRDAI).
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2. Implementing Basel principles on
climate-related financial risks:
Perspectives from Indian banks

Banks, as capital providers, are significant players to integrate CRFRs into risk management practices, in
order to safeguard loan portfolios from increasing climate risks. Closely aligning with the BCBS
recommendations, the RBI Discussion Paper was published in July 2022, followed by the RBI draft
disclosure framework in 2024, which uses the Pillar 3 disclosure guidance of the BCBS to provide a more
structured and forward-looking information on climate risks and opportunities. This section summarises the
feedback from a consultation process with banks and industry experts, (details provided in the methodology
section) on implementing Basel principles and the successive RBI releases as well as analysis of key
alignment features between the Basel voluntary framework on climate-related financial risk disclosures
released in June 2025 and the RBI draft disclosure framework.

The RBI Discussion Paper followed the broad classification of recommendations under (a) Corporate
Governance; (b) Strategy and Internal Control Framework; (c) Risk Management; and (d) Scenario
Analysis. The Basel principles included an additional and significant section consisting of six principles
dedicated specifically to the role of supervisors in guiding banks towards integrating climate risk drivers.
The RBI as a supervisor is yet to outline the steps it intends to take on this set of principles. Additionally,
the RBI gives due importance to green financing and adopting sustainable initiatives such as establishing
green branches, all of which culminate in banks exploring climate transition opportunities.

The following table is a summary of key challenges in integrating CRFRs by banks, and suggestions to
improve this integration process as expressed in the focus group discussions (FDGs). Elaboration on these

points is presented in the following sections.

Table 2: Expectations of banks to aid climate risk integration

| lssues discussed Corparate Strategy and Internal | Risk Management | Scenario analysis

e Governance | control framewark | |
\ Challenges towards integration of climate- reIated financial risks |

| High complexity of climate stress testing and scenario
_ analysis methodologies °

| Impact on loan collateral by climate risks

' Suggestions towards integration of climate- related flnancial risks

lRegulatory date on all of climate-risk [
Integratlon

I Set up a centralised institution to provide climate related
data

i Asset tagging is needed to identify climate transition
! opportun es

Source: Findings of stakeholder consultatlon
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The 18 BCBS principles provide high level guidance for banks and supervisors: 12 for banks and 6 for
supervisors. The principles seek to provide guidance on effective management of CRFRs and cover areas
such as corporate governance, internal controls frameworks, capital and liquidity adequacy, and the risk
management process.

The RBI Discussion Paper integrated the national priorities on decarbonisation and drew on global best
practice to formulate a strategy for mitigating climate change impacts. It was published with the objective
of encouraging dialogue among stakeholders and garnering inputs from regulated entities (RE) under the
RBI. Broadly, the Basel principles and the RBI Discussion Paper recommend that banks need to identify,
measure, manage, and disclose climate-related risks. The guidelines suggest integration of these risks
across governance, strategy, risk management, and scenario analysis undertaken by banks.

Subsequently, the RBI draft disclosure framework elaborated on the RBI Discussion Paper on the
implementation of a process for understanding and assessing climate risks: considering climate-related
material impact and integrate within the overall risk management frameworks; adopting policies towards
climate-related risk identification, management, and mitigation; ensuring that internal reporting systems are
capable of monitoring climate risks; producing timely information for effective senior management decision-
making, reporting in line with the International Sustainability Standards Board (ISSB) guidelines on forward
looking disclosures, suggesting integrating green finance, establishing green branches (e.g., eliminating
use of paper) and green data centres (e.g., use of renewable energy at data centres); and directing banks
to consider climate transition related opportunities for financing.

The findings from secondary research for this section have been substantiated and enhanced by primary
research through online stakeholder interactions in the form of FGDs, two of which were conducted with 13
experts comprising (a) senior management from public sector and private sector banks including chief risk
and credit officers; (b) policy experts from research institutes, think tanks, and policy organisations.

The experts were chosen according to their extensive work on bank exposure to climate-related risks, as
well as their experience in sustainability practices in bank lending and internal operations. Every FGD
participant received two sets of questions (a) common questions on integration of CRFRs; (b) specific
questions based on each of the Basel principles appropriate to their nature of work. For instance, senior
banking officials were asked questions that addressed the granular detail of integrating climate related risks
within bank credit-risk parameters, while the focus for policy experts was on the role of governance, or role
of supervisors in integration of climate risks.

Guidance from the Basel principles, RBI Discussion Paper, RBI draft disclosure framework, and the Basel
voluntary framework 2025, were mapped under categories based on the dominant themes. Under each of
these categories, specific concerns and/or key observations, particularly on the Basel principles as they
emerged from the FGDs, are highlighted in a separate box in each category: corporate governance,
strategy — internal control framework, risk management, scenario analysis, and the role of supervisors.

2.1 Feedback and analysis per category

2.1.1 Corporate governance

Governance encompasses a wide range of factors, including board oversight on financially material climate
risks, establishing climate risk management processes, and the integration of climate considerations into
the business strategy of banks. Governance structures need to ensure that there is clear accountability
within an organisation for climate-related risks and opportunities. Board level considerations of CRFRs
influence lending and investment decisions. Risk management frameworks need to be consistent with the
stated goals and objectives of banks. Hence, the board and senior management should ensure that their
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internal strategies and risk appetite statements are consistent with any publicly communicated climate-
related strategies and commitments. Support from board and senior management will signal a commitment
to proactively manage climate-related risks, attract responsible investors, and build stakeholder confidence.

Given its significance, the first three Basel Principles for integrating CRFRs are centred on providing
guidance for board and senior management under corporate governance. Prominence is given to (a)
assessing materiality of physical and climate-related risks in the short-, medium- and long-term objectives
of the bank’s strategy; (b) identifying roles and responsibilities across the organisation to form committees
and undertake the responsibility of integrating CRFRs into the banking risk management framework; (c)
the board is also tasked with formulating appropriate policies for management of CRFRs.

The RBI Discussion Paper suggestions largely match those of the Basel principles. They also
emphasise regular internal risk reporting to senior management as essential for mitigating likely CRFRs
and developing guidelines for external disclosures, and ensuring sufficient internal or external
expertise is available for managing financial risks arising from climate change and environmental
degradation.

Table 3: Corporate Governance — Basel principles and RBI Discussion Paper alignment

Basel Principles 2022 RBI Discussion Paper 2022

Require board members and senior management to

Consider material climate-related financial risks
over various time horizons and incorporate these
risks into the overall business strategies and risk
management frameworks (Principle 1, page 2).

Identify climate-related and environmental risks and
opportunities and assessing the actual and
potential impact of these risks on RE strategies and
plans (pages 8-9).

Assign  climate-related  responsibilities  to
members and/or committees and exercise
effective oversight of CRFRs (Principle 2, page
3).

Clearly define the roles and responsibilities of
senior management as regards the management of
climate-related and environmental risk (pages 8—
9).

Ensure sufficient internal/external expertise is
available for managing the financial risks arising
from climate change and environmental
degradation (page 9).

Adopt appropriate policies, procedures and
controls that are implemented across the entire
organisation to ensure effective management of
climate-related financial risks (Principle 3, page
3).

Concerning governance, adding to the RBI Discussion Paper, the RBI draft disclosure framework places
emphasis on the board designating a specific person or committee to consider climate-related issues, and
to oversee business strategy and capital expenditure geared towards climate risks and opportunities.®
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While the RBI draft disclosure framework talks of developing resources to identify, assess, monitor, and
manage the climate-related issues (covering CRFRs and climate-related opportunities), the Basel
principles focus on resource availability for the management of CRFRs alone. RBI draft disclosure
framework requirements are also aligned to the details in the Basel voluntary framework (CRFRA table)
which asks for qualitative information on resources, skills, and governance of CRFRs.

Table 4: Corporate Governance — RBI Draft Disclosure Framework and Basel Voluntary Framework alignment

RBI draft disclosure framework 2024 Basel voluntary framework CRFRA 2025

Qualitative discourses

Baseline and enhanced qualitative disclosures o )
cover board oversight, management roles, skill Table CRFRA covers similar governance fields and

sets, frequency of climate discussions, and also explicitly links CRFRs to remuneration and
integration of climate-related risks and trade-off decisions associated with those risks.
opportunities in relevant existing functions.

Integration of CRFRs at governance level can still be said to be at a nascent stage among Indian banks.
There has been progress since the 2022 RBI survey which revealed few or no specific roles or
responsibilities assigned exclusively for CRFRs.%":38 Equally, there were no designated board roles
assigned for oversight on climate and sustainability issues in public sector banks while foreign banks
present in India which were surveyed had designated personnel from the board or senior management for
such positions, due the mandate of their global parent institution. Driven by the RBI imminent CRFR
disclosure requirements, 16 of the 35 largest scheduled commercial banks (SCBs) by market capitalisation
on the Bombay Stock Exchange (BSE), with a combined market cap of USD529.18bn as on March 2024,
have established dedicated ESG/climate risk committees or policies at board level and 12 other banks have
established climate-related committees.

Box 1: Corporate Governance — Inputs from primary stakeholder consultations

+» Regulatory mandate is likely to propel board and senior management towards integrating
CRFRs. Until there is such a compliance risk, complexities of incorporating climate drivers will
prevent banks from embracing the practice voluntarily.

+ Rating by credit rating agencies for integration of CRFRs (akin to ESG rating) will drive banks
to speedily adopt integration of these risks.

- Building internal competency in identifying counterparty risks and enhancement of board
and C-suite executive capabilities helps comprehension of internal reporting on climate-
related risks, which are forward looking anticipatory risks, unlike the usual internal reporting on
ESG issues which are predominantly backward facing.

» Linking board remuneration with climate related issues is not yet relevant in the Indian context.
The risk of green washing will increase if such polices are introduced, while banks are
unprepared for integration of CRFRs.

Source: Feedback from primary stakeholder consultations
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2.1.2 Strategy and internal control framework

The RBI Discussion Paper recommend that banks develop a forward-looking business strategy to assess
and integrate CRFRs, as historical data or backward-looking risk assessment methods are unsuitable for
such risk. For an effective climate strategy, banks must consider: (a) decarbonisation goals across
timeframes; (b) the financial impact of worst-case scenarios and the business-as-usual climate-risk
scenarios; (c) the opportunities in building resilience to climate-related financial risks.

Unlike the RBI Discussion Paper, the Basel principles do not have exclusive principles listed under the
strategy category but the Basel voluntary framework builds this into Table CRFRA on qualitative
information. The RBI Discussion Paper and the Basel principles place emphasis on inclusion of climate-
related risks across the three lines of defence.®®

The RBI draft disclosure framework and the Basel voluntary framework 2025 cover important aspects such
as the strategy to guide identification of material CRFRs under physical and transition risk categories:
assessment of time horizons when the risks could materially impact a bank’s prospects (inter alia, the
bank's cash flows, its access to finance, and its cost of capital); transition plan exercise; details on scenario
analysis; impact of CRFRs on the financial position; and bank business model resilience to CRFRs. The
RBI draft disclosure framework gives focus to localisation of NGFS scenarios and using the NDC scenario,
on assessment of advantages of climate-related opportunities as well as the effect of the current and
planned investments in climate-related mitigation, adaptation, and opportunities for climate resilience.

Transition plans feature under enhanced disclosure under the strategy pillar in the RBI draft disclosure
framework while it is a standard requirement under the Basel voluntary framework 2025.4° This could be a
highly enabling aspect of the RBI framework as it allows a multi-year approach beyond the usual financing
or investment time horizons to facilitate a more comprehensive assessment of climate risks and
opportunities. It is also a way to build accountable bank-borrower engagement to expedite shifts in capital
allocation, and transition planning and plans also allow for a more cogent approach to mitigation and
adaptation. More details from the RBI or adoption of available third-party guidance and good practice will
help guide the regulated entities. The finalised RBI disclosure framework is awaiting release.

Table 5: Strategy — RBI Draft Disclosure Framework and Basel Voluntary Framework Alignment

RBI draft disclosure framework 2024 Basel voluntary framework 2025

Strategy: Qualitative discourses

Strategy to take into account the identified

) o . . Table CRFRA covers similar themes such as
physical and transition risks, scenarios used

and if aligned with the NDCs, business model identified physical and transition risks, scenarios
resilience, transition plans; assessment of used, business model resilience, transition plans
climate-related opportunities in mitigation, as part of a bank’s strategy.

adaptation, and resilience.

The RBI Discussion Paper, the Basel principles, and the RBI draft disclosure framework, all recommend
incorporation of climate-related risks under the internal capital and liquidity adequacy assessment process
based on the results of stress testing.
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Table 6: Strategy and Internal Control Framework — Basel principles and RBI Discussion Paper alignment

Basel Principles RBI Discussion Paper RBI Draft Framework

Banks are recommended to

Incorporate  CRFRs into internal Have a clear definition and assignment

control frameworks across the three of responsibilities and reporting across

lines of defence (Principle 4, page 4). the three lines of defence (Risk
management, page 11).

Identify and quantify CRFRs.
Incorporate material relevant risks
over relevant time horizons into
internal capital, liquidity adequacy
assessment processes, in stress
testing programmes (Principle 5,

page 4).

Determine impact of climate-related and Integrate CRFRs within
environmental risks on their business internal capital and liquidity
strategy in the short, medium and long adequacy assessment
term (page 9). processes.

Address financial risk emanating from
climate and environmental degradation
within the overall business strategy and
risk appetite (page 9-10).

Unless CRFRs are accounted for in internal strategy through climate stress testing, adequate capital and
liquidity provision cannot be ensured. RBI climate stress testing results have revealed that public sector
banks in India are at higher sensitivity to climate risks than their private sector counterparts.43 Moreover,
the results also show that in the event of a climate shock, larger capital shortfalls were likely if banks had
to repay both assets and liabilities, as opposed to only liabilities.

Box 2: Strategy and Internal Control Framework - Inputs from primary stakeholder consultations

ﬂack of credible climate data to formulate an effective internal strategy for climate chan}
considerations is the most pertinent challenge for banks. To calculate bank exposure to
counterparties in high carbon-emitting sectors, GHG emissions data of its borrowers is crucial,
which is typically unavailable.

= The longer tenor for climate risks (20-30 years) makes it challenging to price climate risks
into capital and liquidity adequacy requirements, which have short-term considerations.

= Guidance is required from the supervisor on climate stress testing methodology, data

sources for customisation of stress tests, as per the lending portfolio of the bank (e.g., focus on
lending to retail, agriculture, and/or infrastructure) towards effective integration of climate risk

Qrivers in internal strategy. /

Feedback from primary stakeholder consultations
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2.1.3. Risk management

Climate-related risks were traditionally viewed as reputational risks which could be managed through an
environmental, social, and governance (ESG) agenda. Recently however, they have been accepted as a
financial risk that requires a granular and forward-looking methodology to be integrated into existing bank

risk management frameworks.*!

Figure 4: Transmission channels for climate-related risks into financial risks
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The complex nature of CRFRs makes capturing relevant metrics and choosing appropriate methodologies
highly challenging, and one that is still evolving.

The guidance from both the Basel principles and RBI Discussion Paper, and subsequently the draft
disclosure framework, give emphasis to identification, management, monitoring, and reporting of CRFRs
by banks. RBI, as early as 2021, had established the Sustainable Finance Group (SFG) within its
Department of Regulation to build strategies and frameworks for integrating climate-related risks and
financing opportunities. Aside from the risk management aspects, the RBI draft disclosure framework
requires the processes used to identify, assess, prioritise, and monitor climate-related opportunities to be
outlined, including information on if and how climate scenario analysis/climate stress testing is used for
identification of climate-related opportunities.

Table Z: Risk management — Basel principles, RBI Discussion Paper, and RBI draft disclosure framework alignment

Basel Principles RBI Discussion Paper RBI Draft Framework

Risk management process to

Identify, measure, monitor and Identify, measure, monitor,
manage all climate-related manage, and report the exposure
financial risks that could related to climate-related and
materially impair financial environmental risks in a manner
condition, including capital proportionate to the size and
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resources and liquidity positions
(Principle 6, page 5).

complexity of business operations
and risk profile (page 10).

Ensure internal reporting
systems are capable of
monitoring material climate-
related financial risks and
producing timely information to
ensure effective board and
senior management decision-
making (Principle 7, page 5).

Implement plans to manage and
mitigate these risks; regularly
review and assess the
effectiveness of those plans; and
timely reporting on implementation
and mitigation provided to the
Board of Directors (page 13).

The inputs and parameters
used to identify, assess,
prioritise, and monitor
CRFRs (for example,
information about data
sources, economic sectors
covered, counterparties
covered).

Understand the impact of
climate-related risk drivers on the
following risks and to ensure
respective risk management
systems and processes:

(Credit risk — Principle 8; Market risk
— Principle 9; Liquidity risk —
Principle 10; Operational and other
risks such as strategic, reputational,
and regulatory compliance risk —
Principle 11, page 6-7).

Understand the interaction between
climate-related and environmental
risks and their business activities,
and identify the potential effect of
such risks through various
prudential risk categories including
credit, market, liquidity, and
operational risks (page 8).

Identify, assess, and
manage impact of CRFRs
on credit risks, market
positions, liquidity risk
profiles, operational risk
and integration of these
processes into the overall
risk management
processes.

The Basel voluntary framework 2025 asks both qualitative and quantitative details. Table CRFRA asks for
information on processes and integration of CRFRs in overall risk management processes, and Table
CRFRB asks for specific details on methodologies employed to assess physical, transition, and
concentration risks, including how banks assess client transition plans and engage with borrowers on
climate-related risks. It is important to note that the format of the table is flexible and that the content
becomes a mandatory requirement only after being transposed in a national jurisdiction.

Table 8: Risk Management — RBI Draft Disclosure Framework 2024 and Basel Voluntary Framework 2025 alignment

RBI draft disclosure framework 2024

Basel voluntary framework 2025

Risk Management

Identify, assess, and manage impact of CRFRs
on credit risks, market positions, liquidity risk
profiles, operational risk, and integration of
these processes within the overall risk

management processes.

Table CRFRA covers process-related aspects of
assessment of CRFRs and their integration within
the overall risk management processes. CAFRB

asks for details of methodologies to compute

physical, transition, and concentration risk;
templates to disclose gross carrying values and
financed emissions by sector; impact on credit
quality and maturity profile for transition risk
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(CRFR1); and gross carrying values by geographic
region/location for physical risk (CRFR2).

Includes all on-balance and off-balance sheet Has specific templates sep?ratmg corporates,
exposures; paying specific attention to mortgages, undrawn commitments; real-estate

mortgages (energy efficiency) only in narrative  exposures dissected by EPC band (CRFR3).
form.

Box 3: Risk management and mitigation — Inputs from primary stakeholder consultations

Climate-related risks were considered as purely material risks and most banks onl
began ESG integration within the past 18-24 months. Hence banks, and particularly the
smaller banks, lack the required capacity and skills for the current additionality of climate-
related financial risk integration.

= There is a dearth of reliable and easily accessible data on climate-risk drivers to be
incorporated at the ICAAP level, where sectoral climate risk data and tools are not evolved,
particularly for transition risk.

- Climate-related financial risks cannot be integrated within credit risk because their
varied risks require different metrics, data sources, and frequency of data availability. Credit
quality is also contingent on other factors such as economic cycles or industry-specific factors
(supply chain issues) and so climate factors are amplifiers (or moderators) of credit risk.

= Mismatched tenor between climate risks and traditional banking risks adds to
challenges. Forinstance, climate risk considerations are longer in term (50—100 years), which
are difficult to integrate into the shorter-time frame for ICAAP (3-5 years).

= Incorporating climate within credit risk assessment in retail banking is especially
challenging due to lack of awareness, resistance to change, complexity involved, and limited
historical data, especially for products such as home or vehicle loans.

Source: Feedback from primary stakeholder consultations

Despite the complexity, a few Indian banks have started to integrate CRFRs into their credit risk policy. For
instance, one of the private sector banks in the stakeholder consultations indicated that in relations to
India’s NDC, caps have been placed on their credit policy in hard-to-abate sectors (thermal power, steel,
aluminium, transport). This has been achieved by mapping internal portfolio emissions of the bank’s
borrowers and by undertaking monthly evaluation of the exposure to hard-to-abate sectors. Hence, despite
the slow uptake, banks such as Kotak Mahindra, RBL, and YES Bank have begun the process to institute
tools and assessment frameworks geared towards integrating climate-related risk drivers into their
portfolios.*> While some banks have demonstrated progress in adopting frameworks like Partnership for
Carbon Accounting Financials (PCAF), the majority of Indian banks lack comprehensive climate strategies,
adequate green finance portfolios, and integration of climate risks in their credit and lending decisions.
Banks which participated in the climate stress testing exercise undertaken by the RBI have continued to
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undertake further work on climate scenario analysis. However, the majority of banks continue to express
the need for clearer regulatory guidelines and guidance that provides a format and comparable framework.

Box 4: Inputs from primary stakeholder consultations

+ There is no uniformity among banks in seeking climate-related information from
borrowers. Lack of homogeneity disincentivises borrowers from sharing information
and instead steers them towards banks that have a less stringent screening policy

* Integration of climate-related risks into market and liquidity risks are poorly
understood, as these climate risks are transmitted only when a specific nature-
related event like floods, heatwaves occur. The uncertainty of occurrence of these
events makes proactive integration of climate risks complex

* The collateral that banks seek may itself be prone to climate risks, like flooding can
damage the physical property offered as collateral. Hence asset classes traditionally
pledged as collateral, might prove counterproductive, increasing risk of bad loans

» Asset tagging by the regulator will provide direction to grow sustainability linked

portfolios. This will help banks to identify transition opportunities, especially for
subsector level lending

+ Thereis need fora centralised publicinstitutionas a provider of climate-related data
to add credibility, conformity, standardisation, and accessibility. For instance,
collaborations with institutions like Indian Space Research Organization (ISRO) or
India Meteorological Department (IMD) can be considered for physical risks data, and
a national GHG emissions data repository can be maintained for transition risks

Source: Feedback from primary stakeholder consultations

2.1.4. Scenario analysis

Climate scenario analysis involves forward-looking simulations of possible climate-related outcomes in
addition to other factors such as climate-related policies, technological evolution, and socio-economic
considerations. These scenarios form the basis for bank CRFR management processes, by supporting
senior management in developing climate strategy. Internationally, although there are various options, the
NGFS scenarios provide a global high-level reference so banks have expressed the need for indigenisation
of scenarios. The RBI acknowledges the need to make NGFS scenarios more granular for India, and is
working towards releasing guidance on scenario analysis.

Table 9: Scenario Analysis — Basel principles and RBI Discussion Paper alignment

Basel Principles RBI Discussion Paper

Banks are recommended to
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Use scenario analysis to assess the resilience of Explore forward-looking tools such as stress testing
business models and strategies to a range of and climate scenario analysis to identify and assess
plausible  climate-related pathways and vulnerabilities (page 14).

determine the impact of climate-related risk

drivers on their overall risk profile (Principle 12,

page 7).

The Basel principles on scenario analysis recommend that banks explore different climate-related
pathways and analyse their impact on their overall risk profile. To this end, it suggests consideration of
scenarios for both physical and transition risks across the short, medium, and long term, and to engage
external climate experts if necessary.

Table 10: Scenario Analysis — RBI Draft Disclosure Framework and Basel Voluntary Framework alignment

RBI draft disclosure framework 2024 Basel voluntary framework 2025

Scenario Analysis

Asks banks if a diverse range of climate CRFRA asks whether and how climate scenario
scenarios (IPCC, IEA, NGFS, NDCs) covering  analysis for physical and transition risks is used for
both transition and physical risks are strategic decision making, targets, and transition

considered, reasons for selection, time horizons plans; considers whether time horizons aligned
and scope for scenario analysis; assumptions at with latest international agreement on climate
national/state level, macroeconomic trends. change; scope of operations considered.

If and how climate scenario analysis/climate
stress testing is used for identification of
climate-related opportunities.

Does not cover climate related opportunities.

Notably, there is increased appreciation among Indian banks of the need to increase their knowledge on
climate scenario selection and analysis. Of 35 banks, 13 are now conducting or initiating climate scenario
analyses where none had done so from 2021-22. The challenge on scenario selection and analysis
remains for banks and requires both guidance from the RBI and external/internal expertise and support.

Box 5: Scenario Analysis: Inputs from primary stakeholder consultations

-

= Climate scenario analysis is highly complicated for banks. Detailed guidance is required
from the supervisor on various aspects such as choice of assumptions; nature and sources of
appropriate data; choice of top-down or bottom-up approach; which scenarios to consider under
NGFS and/or from the NDC; time horizon to consider (until 2030 or a later period); and scenarios
for any major policy announcement towards transition.

= Internal capacity building across the organisation, from board level to relationship
managers, is essential for banks to choose and run the appropriate scenarios that match their

\ portfolio. /

Source: Feedback from primary stakeholder consultations
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2.1.5. Role of supervisors

The primary role of central banks is to ensure financial stability in an economy, maintain low and stable
inflation, and aid economic growth. While central bank mandates may differ in different jurisdictions,
management of CRFRs is imperative due to their potentially significant impact on economic variables such
as consumption, production, inflation, in addition to implications for the banking sector in terms of loan
recovery, liquidity positions, and impact on operations due to extreme weather events.

In consideration of the significant role of supervisors in integrating CRFRs within banking supervision, six
principles (Basel principle 13—18) are dedicated to requirements, role, and functions of supervisors. These
principles are divided equally: the first three focus on prudential regulatory requirements for banks, the
remaining three outline the responsibilities, powers, and functions of supervisors.

Unlike the previous section, where the tables displayed alignment between Basel principles and RBI efforts,
the RBI’'s role as supervisor on CRFRs and opportunities does not find a direct mention in the RBI
Discussion Paper, and the RBI draft disclosure framework is applicable to the regulated entities. 5 below
contains the list of Basel principles focusing on the role of supervisors in CRFR integration. Notably, the
Basel voluntary framework 2025 does not elaborate on supervisory principles.

Figure 5: Basel Principles on the role of supervisor

— Principle 13 ~

» Supervisors should determine that banks' incorporation of material climate-related financial risks into their business
strategies, corporate governance and internal control framewaorks is sound and comprehensive
\.

— Principle 14 <

» Supervisors should determine that banks can adequately identify, monitor and manage all material climate-related financial
risks as part of their assessments of banks' risk appetite and risk management frameworks
_ _/

— Principle 15 ~

o Supervisors should determine the extent to which banks regularly identify and assess the impact of climate-related risk
drivers on their risk profile and ensure that material climate-related financial risks are adequately considered in their
management of credit, market, liquidity, operational, and other types of risk. Supervisors should determine that, where
appropriate, banks apply climate scenario analysis

- S

— Principle 16 ~

« In conducting supervisory assessments of banks’ management of climate-related financial risks, supervisors should utilise an
appropriate range of techniques and tools and adopt adeqguate follow-up measures in case of material misalignment with
supervisory expectations

A% S

— Principle 17 ~

» Supervisors should ensure that they have adequate resources and capacity to effectively assess banks' management of
climate-related financial risks
. S

Principle 18
' P ~

« Supervisors should consider using climate-related risk scenario analysis to identify relevant risk factors, size portfolio
exposures, identify data gaps and inform the adequacy of risk management approaches. Supervisors may also consider the
use of climate-related stress testing to evaluate a firm's financial position under severe but plausible scenarios. Where
appropriate, supervisors should consider disclosing the findings of these exercises

The RBI has made considerable progress since the publication of the RBI Discussion Paper in 2022. The
regulator has undertaken climate scenario analysis and a stress-testing exercise as published in its Report
on Currency and Finance (2023).%® In February 2024, the release of the RBI draft disclosure framework
applied not only to commercial banks, but also other financial institutions such as Tier IV Urban Co-
operative Banks, all-India financial institutions such as Export-Import Bank of India (EXIM Bank), National
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Bank for Agriculture and Rural Development (NABARD), National Bank for Financing Infrastructure and
Development (NaBFID), National Housing Bank (NHB), and Small Industries Development Bank of India
(SIDBI), as well as top tier NBFCs.** These guidelines were a crucial step in spurring climate action,
ultimately resulting in the mandatory disclosures to be completed by FY2025-26 once the final disclosure
requirements are released.

Banks have started to accumulate knowledge but continue to grapple with the issues of understanding
and integrating climate-risk drivers into their operations and activities. 10 b elow outlines key concerns
highlighted by FGD participants regarding CRFR integration and their expectations of the RBI in
addressing these concerns.

For instance, there are multiple sources from which to procure climate-related data, from global sources
like IPCC to national level emissions inventories and hazard data. The lack of granular and decision-
relevant data poses a challenge in interpretation and estimation of CRFRs. Hence, a comprehensive
climate-related information system is required to arrive at risk matrix that will aid the pricing of risks in loans
or decision making relevant to keeping banks net-zero aligned. This is especially valid where sectoral data
on climate risks and data tools have not evolved, particularly for transition risks.

Table 14: Challenges to integration of climate-related risks and expectations from RBI

Roadblocks in integration Expectations from RBI

of climate-related risks Regulatory Technical Capacity building
Data unavailability Provide appropriate climate
data sources
Unharmonized approach to  Regulatory mandate will Guidance on choice of

variables and methodology is
necessary

compel banks to integrate

Climate risks integration : ;
climate related risks

Capacity building for board of
directors, frontline bank
officers, risk and credit officers

Insufficient knowledge on
Scenario analysis and stress
testing

Choice and the manner of
scenario such as NGFS, IEA
and nature of climate risks

on end-to-end climate-risks
strategy and integration

for stress testing

Taxonomy that helps in asset
tagging and to choosing
activities that are oriented to
climate transition

Standardise transition
lending framework

Unclear criteria for
transition lending

While valid, some of these concerns may diminish in significance with evolving clarity from the RBI, and
the launch of the forthcoming scenario guidance as well as periodic updates.
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Conclusions and recommended actions
for RBI consideration

As jurisdictions are moving toward binding rules on managing and disclosing CRFRs, several important
features are emerging. These include baseline transparency, comprising qualitative narratives and
quantitative targets; forward-looking resilience informed by scenario analysis and climate stress tests; and
transition planning with a focus on bank borrower engagement to manage CRFRs and methodically
decarbonise portfolios to shift capital allocation to low-carbon and resilient activities while managing climate
risks.

In parallel, many central banks are creating national data hubs, and regional and global platforms are
emerging backed by NGFS, the BIS, and the EU to tackle the data gap challenge in climate risk
assessment. The challenge is typified by fragmented data sources, inconsistent methodologies, varying
formats and frequencies, and lack of forward-looking indicators. The Indian Reserve Bank-Climate Risk
Information System (RB-CRIS) covers data related to physical risk assessment, transition risk assessment,
and a carbon-emission factor database.

In the short term, the RBI is establishing the building blocks necessary for a sound assessment of the
impact of CRFRs on individual institutions at the micro level as well as on the Indian financial system at a
macro level. It also plans to conduct the top-down climate stress test in due course. Aside from the
management of CRFRs, the proposed RBI data pool of climate-aligned bankable projects will aim to
facilitate standardisation of greenhouse gas (GHG) accounting methodologies and screening of projects
through a climate taxonomy criterion. The aim is to provide transparency to encourage preferential lending
by banks to climate-responsive projects.

Recommended actions for further consideration by the RBI are listed below:

< Adapting BCBS tables and templates. The Basel voluntary framework 2025 provides a
standardised template for the requirements for CRFRs contained in the Basel principles, which
serves as a useful guide for national adoption.2 Many central banks, such as the Monetary Authority
of Singapore (MAS) and the Bank of England (BoE), have already implemented comprehensive
frameworks with mandatory climate scenario analysis, stress testing, and strategy and governance
requirements. Emerging economies such as India have adopted a phased approach to allow the
regulated entities time to prepare, but the BCBS tables and templates provide specific details that
could inform the final format for standardised disclosures being finalised by the RBI, based on its
draft disclosure framework released in 2024.

- Providing transition plan guidance. The Basel principles 2022 do not explicitly mandate a
transition plan. While this is clearly a disclosure requirement in both the Basel voluntary framework
2025 and the RBI draft disclosure framework 2024, it only applies if regulated entities already
have disclosed one as per the national requirement. Both require detail on the key assumptions
used to develop the plan, its integration with the overall strategy, and risk appetite framework of
the bank with elaboration of the dependencies in making the plan actionable.? Neither provides
the necessary guidance on transition plan content. The guidance on core components of credible
transition planning from a microprudential perspective, and recommended practices for central
banks and supervisors to assess the credibility, feasibility, and integration of transition plans
within bank risk management frameworks has been developed by the NGFS. Complementary to
this guidance are several prominent international frameworks such as the Transition Pathway
Initiative (TPI), Climate
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Bonds Initiative (Climate Bonds), Transition Plan Taskforce (TPT), in addition to reference
standards such as the ISSB S1 and S2, which provide useful guides for banks on developing and
disclosing climate transition plans from the perspective of financing transition and decarbonising
portfolios. These go into the details of the construction and disclosure of transition plans.

The evolving regulatory and market landscape suggests that financial institutions will increasingly
need to achieve an integrated perspective and sophisticated transition planning capabilities that
can serve prudential, disclosure, investor, and financing needs. The RBI could take this into
account and suggest a comprehensive framework for transition plans that adapts and recognises
existing international guidance for the Indian context.

« Making bank-borrower engagement accountable and transparent. The RBI draft disclosure
framework also emphasises regulated entities financing transition and assessing these
opportunities in dialogue with their borrowers (including NBFCs). It asks banks to disclose how
climate scenarios influence their assessment of financing opportunities. The opportunity for
increasing capital allocation aligned to net zero and methodical decarbonisation of bank portfolios
needs to be explicitly built in as part of client engagement for bank transition planning in a way that
is transparent and comparable, while based on climate scenarios, sector transition pathways, and
taxonomy considerations.

« Creating a separate green lending scheme for non-PSL loans. By introducing a floor for green
non-PSL loans, e.g., 5%, banks could be required to provide the target amount of their non-PSL
loans to green activities and to borrowers with sufficiently credible and successful transition plans.
The green lending floor could increase gradually to allow banks and borrowers time to adjust their
strategies. Having a separate scheme for non-PSL loans would reduce the trade-off on access to
finance to vulnerable groups and sectors of the economy that have lower capacity to green their
activities.

« Advancing towards a macroprudential approach on climate risks and finance for financial
stability. The interconnectedness, spill overs, and second-round effects of climate risks are not
typically captured by individual bank risk management and hence a macroprudential approach to
climate risks is required to deal with these gaps. The Financial Stability Board’s (FSB) survey and
report explores the possible use of transition plans as a macroprudential instrument for maintaining
financial stability.#> Aggregated transition plan analysis could enable insights into potential
correlated exposures and concentration risks across the financial sector to justify an increase in
systemic risk buffers in the case of widespread misalignment with climate pathways that create
systemic vulnerabilities. Regardless, assessing mid- to long-term implications for financial stability
and macroeconomic impacts of climate-related risk drivers and transition pathways will be
fundamental to calibrating macroprudential measures. Notably, there will need to be a fine balance
between provisioning for climate induced financial shocks without tightening credit to the growing
real economy sectors or transferring risks to other parts of the financial system including the
NBFCs. Efforts in this direction by the RBI could be supported by the system-wide assessment of
CRFRs, peer exchange, and evidence emerging globally.

< Advancing inter-agency coordination. Financial institutions cannot manage systemic climate
risks alone. Public authorities need to create enabling frameworks and synergies between
monetary, prudential, and fiscal policies for managing climate risks and financing critical
opportunities. As India formulates its climate finance taxonomy, it becomes critical that it is
internationally interoperable and provides quantitative thresholds with sector emissions-reduction
trajectories for it to be integrated with the RBI screening and data pool to enable regulated
entities to align their lending. Given the growing importance of market-based finance for the
Indian economy, modified versions of transition plans and preferential financing conditions could
also be adopted by the PFRDA and
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IRDAI. SEBI and IFSCA, which have mentioned transition plan as disclosure requirements, could
reference and adapt international frameworks for guidance on their content.

- Building capability of regulated entities. Regular capacity building at all levels of bank
management to upskill on the integration of climate-related issues needs to be a steady endeavour.
The RBI has been conducting knowledge-building outreach with banks already. Training for banks
as well as NBFCs, sensitisation and tailored support on transition plans, and asset tagging to
identify opportunities for sustainable financing would all benefit greatly from national and
international peer-group learning, collaborations with national and international expert institutions,
initiatives, and associations such as the Indian Bank Association (IBA) affiliate training institutions
as well as those of the RBI.
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