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Prudential regulation and greening the financial 
system: what is the connection? 
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Micro and macro prudential 
policies and frameworks aim to 

preserve financial stability – making 
the financial system robust to 

external shocks

Greening the financial system is a 
response to global drivers such as 

the Paris Agreement and 
increasingly ambitious policy goals 
commitments as regards climate 

change

Encourage the scaling up of the financing flows needed to support the transition 
towards a sustainable economy

Improve the resilience of the financial system to climate-related risks



What are climate-related risks and opportunities? 
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Source: TCFD 2022



Managing climate-related financial risks – how/for DMCs?
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• Banks are potentially exposed to climate-related financial risks regardless of their size, complexity or business model. 

• A large, and growing, number of international initiatives are underway on addressing financial risks from climate 
change. All reports converge in recommending alignment/convergence and international coordination.

• The FSB has laid a roadmap in 2021 as a comprehensive and coordinated plan for addressing climate-related financial 
risks. It was endorsed by G20 in Oct. 2021. The roadmap covers four main, interrelated areas and also most useful in 
mapping out work carried out by partner institutions (BCBS, NGFS, IMF, OECD, etc.):

o firm-level disclosures, as the basis for the pricing and management of climate-related financial risks at the level of 
individual entities and market participants;
 Reference made to the new ISSB standard (IFRS) being developed 

o data, using consistent metrics and disclosures, provide the raw material for the diagnosis of climate-related 
vulnerabilities;

o vulnerabilities analysis, which provides the basis for the design and application of regulatory and supervisory 
frameworks and tools; and

o regulatory and supervisory practices and tools that allow authorities to address identified climate-related risks to 
financial stability in an effective manner.

• The BCBS has set out in June 2022 its “Principles for the effective management and supervision of climate-related 
financial risks”, providing the basis for global regulatory efforts. They were designed so they can be adapted to a 
diverse range of banking systems in a proportional manner, depending on the size, complexity and risk profile of the 
bank or banking sector.

o Principles cover the areas of governance, internal control framework, Capital and liquidity adequacy, Risk 
management process, Management monitoring and reporting, Comprehensive management of credit risk, market, 
liquidity, operational and other risks (8-11), Scenario analysis, Prudential regulatory and supervisory requirements 
for banks (13-15), Responsibilities, powers and functions of supervisors (16-18)

o Nine of the 28 jurisdictions at the Basel Committee are in the Asia Pacific [Australia; People’s Rep. of China; Hong 
Kong, China; India; Indonesia; Japan; Rep. of Korea; Malaysia (observer); Singapore]: how about other DMCs? 

o The 2022 report does not recommend amending the Basel Framework



Macroprudential Approach for Climate Risks: DMCs perspectives learned 
from the GFC: Capital based/Quantitative & Qualitative restrictions MAP

6 Source: European Central Bank.



Redirecting financing flows toward green/sustainable 
investments: Transition Policies/Measures/Finance for DMCs
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• The objective: to steer the financial system towards scaled up green financing and scaled down fossil 
financing: with carrots or whips

• Dynamic risk environment (need financing/pilots/experiments with new technology) vs Prudential Measures 
for stability: 

• Question for DMC regulators: how can we make a balance? Is that the job of regulators? 

• While not being its primary objective, prudential regulation could, in principle, help facilitate a distribution of 
credit flows across sectors supporting the transition of the economy towards a less carbon-intensive 
productive structure.

• Various tools have been mooted in the literature:
o Eg. Tweaking risk weights and thus capital requirements (capital buffers) with “green-supporting factors” and “brown-

penalizing factors”

• But these ideas are far from carrying unanimous backing
o While regulatory penalisation of exposures to borrowers subject to physical risks (such as extreme weather events) 

may have a clear microprudential rationale, this does not directly help to mitigate those risks or to smooth the 
transition to a greener economy. It may even exacerbate the impact of climate risks on unprotected firms and 
households by reducing their access to bank financing.

o With regard to transition risks, more stringent prudential requirements for exposures to agents holding significant 
amounts of stranded assets would strengthen banks' resilience. However, it would also reduce the availability of 
funding for firms and sectors with a relatively large carbon footprint (they need funding towards net zero).

o The impact of a more climate-sensitive prudential framework on the overall economic transition becomes even more 
uncertain if possible frictions between climate-related microprudential actions and macroprudential policies are 
considered. Arguably, actions aimed at penalising firms and sectors that are dependent on fossil fuels might 
exacerbate transition risks by increasing the vulnerability of a potentially large and economically significant set of 
borrowers. 

o By reducing capital requirements for green assets (eg the idea of a “green supporting factor”), the unexpected 
losses that could arise from those exposures would, by definition, be insufficiently covered by own resources. 
Moreover, such an approach would also encourage the overvaluation of green assets. These two factors would 
increase the risks for financial stability.



Views on green micro and macroprudential policies in 
relation to climate-related risks
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BCBS, 2020:
• A large majority of respondents noted that they do not have an 

explicit mandate with regards to climate-related financial risks 
but indicated that such risks could potentially impact the 
safety and soundness of individual financial institutions and 
could pose potential financial stability concerns for the 
financial system

• Most respondents considered climate-related financial risks 
to fall implicitly within their existing regulatory and 
supervisory framework

• All respondents noted that climate change may result in risks 
that could potentially have financial stability implications for 
the banking system

• The majority of respondents have not yet factored, or 
considered factoring, the mitigation of climate-related 
financial risks into the prudential capital framework

2020 Report for 
ASEAN Central 
Banks (ACBs):

ACBs are generally at 
early stages of:
• understand the 

impact of climate and 
environment-related 
risks on the economy 
and financial sector

• explore appropriate 
approaches to 
advance the climate 
change agenda

• Adopt sustainability 
practices



Possible Roles of ADB
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Ensure a safe environment for all  is vital, and it is critical that these institutions link 
their lending with the Paris Agreement on Climate Change

• Improving tools to assess vulnerability and 
climate risk exposure

• Supporting and facilitating Climate Change 
Operation and Action Framework

• Supporting DMCs to integrate climate-
related financial risks into the capital 
framework

• Strengthening partnerships with 
international organizations and centers of 
excellence

• Supporting green financial reform
• Promoting efforts on innovative financing 

and de-risking instruments
• Regional and Global cooperation: regional 

regulators discussion on green MIMAP

• Variety of financial modality/instruments
o Policy-based loans
o Results-based lending instruments
o Credit guarantees and credit 

guarantee schemes 
o Innovative Finance Facility

• Technical Assistance
o Policy reform and framework
o Climate risk assessment
o Innovative financing
o Capacity building: stakeholders 

(disclosures, commitments, 
implementation)



Considerations and Conclusions
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• Prudential regulation could help facilitate the distribution of credit flows 
across sectors that might support the transition of the economy towards a 
less carbon-intensive productive structure: incentivizing or penalizing

• Integrating climate-related risks into financial risk management frameworks 
and the extensive policy and regulatory changes to design innovative 
financing mechanisms are important to address mitigation and adaptation 
requirements.

• The importance of ensuring transition policy framework and financing 
mechanisms for DMCs over the time horizon should be stressed: taking a 
balance between a dynamic nature of the risks and prudential policy goals

• Multilateral development banks such as ADB can play a role in this process.



Thank you


