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s climate change intensifies, financial institutions’ exposure to climate-related risks could increase 

meaningfully over the medium term with considerable economic effects. Financial institutions face 

growing pressure from some stakeholders to better quantify and integrate climate risk analysis into their 

lending practices. Climate risk management is essential for most corporate, financial, and government debt 

issuers, but stakeholder pressure is also becoming especially acute for some banks as regulators and other 

constituent groups increasingly focus on carbon-intensive lending activities and investments. In this report, Kroll 

Bond Rating Agency (KBRA) examines the implications of climate risk in the global banking system, the 

importance of disclosure, and the steps that financial institutions are taking to mitigate their climate risk exposure.  

 

Key Takeaways 
 Banks may play an influential role in speeding the transition to a low-carbon economy by directing financing 

resources to support green and sustainable projects. However, banks can only do this if the financing meets 

acceptable return and expected loss thresholds. Accordingly, a public-private partnership featuring subsidies 

may be necessary to meet stakeholder climate policy objectives. 

 Physical and transition risks pose significant financial threats over time, particularly if banks and other financial 

institutions are unable to accelerate efforts to align lending practices with climate-change mitigation. Analyzing 

their downstream impact on climate change through the financing of carbon projects could be an important step 

toward mitigating these risks.  

 Financial regulators are key actors in addressing the financial risks of climate change. Central banks, regulators, 

and governments are working with market participants to ensure that financial institutions disclose their 

exposure to climate risks, as well as the climate impact of their loans. 

 

The Intersection of Climate Change and Financial Risk 
As greenhouse gas (GHG) emissions continue to rise, climate change is projected to grow more severe, potentially 

impairing assets and displacing large portions of the global population, all of which could potentially have 

consequences for the financial system over time if banks are not able to fully address climate-related risks.  

 

Climate change risk is broadly divided into two categories: physical and transition risks. Physical risks, such as 

extreme weather, sea-level rise, or drought, directly impact assets or business operations and can have a material 

effect on a bank’s loan portfolio quality if risks are not carefully assessed and mitigated. In contrast, transition risks 

are indirect and relate to an entity’s balance sheet risks and its ability to shift to a low-carbon economy. This category 

is quickly evolving and includes potential expansions in environmental regulations, supply and demand changes, 

and increased reputational risk resulting from climate change.  

 

Banks and other financial institutions have incorporated physical risks more thoroughly than transition risks. Larger 

financial institutions in developed markets have generally been modeling for the exposure their portfolio may have 

to physical climate risks and disclosing risks that are financially material. In contrast, transition risk is more difficult 

to quantify and model as it involves making predictions about the trajectory of GHG emissions and the global 
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regulatory response. Additionally, many banks do not have the resources needed to conduct complex climate stress 

scenarios. Because of these challenges, financial institutions’ assessment of transition risk is relatively narrow at 

present, focusing primarily on direct exposures to the most carbon-intensive sectors and not encompassing key risks 

arising from sectors that use oil and gas as inputs or regional economies, which rely heavily on these industries. 

 

A recent Ceres report analyzed U.S. banking portfolios of syndicated loans and found that over two-thirds (69.61%) of 

syndicated lending is exposed to climate transition risk.1 The analysis shows that the largest exposure category for U.S. 

banking syndicated loan portfolios is the energy-intensive manufacturing sector (25.73%), followed by the transportation 

(10.22%) and fossil fuel sectors (9.78%). While the energy-intensive manufacturing sector is the largest risk exposure 

category, Ceres notes that it, along with transportation, is rarely mentioned in banks’ environmental disclosures. The 

report highlights the importance for financial institutions to analyze and understand the full breadth of exposed sectors 

and avoid limiting the analysis to just the most carbon-intensive industries (i.e., fossil fuels).  

 

Due to the extent of interbank lending, banks are consequently exposed to the financial sector. Ceres suggests that 

second-order effects (the indirect exposure of banks to climate change) should be considered since U.S. banks’ 

exposure to the financial system is 16.16%. These numbers indicate that although emissions from carbon-intensive 

sectors drive most GHG emissions, banks should consider the risks from lending to other sectors like manufacturing, 

agriculture, transportation, as well as lending that finances other financial institutions.  

 

Financial Industry’s Commitment to Paris Agreement 
It has been five years since the Paris Agreement was signed and in the past year there has been a surge of pledges 

from global banks to reduce their climate risk exposure. Commitments include net-zero emissions targets, reductions 

in carbon emissions, enhanced disclosure of financed emissions, and increased scenario analysis, among other 

initiatives. Likewise, many banks have joined climate-focused groups and signed onto climate initiatives including 

the Partnership for Carbon Accounting Financials (PCAF), the Task Force on Climate-related Financial Disclosure 

(TCFD), Paris Agreement Capital Transition Assessment, Science Based Targets for Financial Institutions, and the 

UN Principles for Responsible Banking.  

 

Many banks have also committed to combating climate change with pledges to reach carbon neutrality and power 

their operations with renewable energy. Further, some have reinforced their commitment to reducing their loans’ 

impact on the environment and their exposure to climate risk by phasing out fossil fuel financing, divesting from 

carbon-intensive industries, and deploying billions for low-carbon solutions. Additionally, several financial 

institutions are also increasing client outreach on the benefits of better energy and climate risk management, while 

others are even tying their performance on environmental, social, and governance (ESG) pledges to executive pay.  

 

Financing Fossil Fuels 

Banks can potentially play a critical role in financing the transition to a low-carbon economy by decreasing the climate 

impact of their loans and using their funds to support green projects of various types, such as renewable energy projects, 

green buildings, and energy-efficiency upgrades. However, their business operations and lending have also contributed 

to and exacerbated the negative effects of climate change. Banks have continued to finance high polluting sectors even 

as some have started to align their strategies to meet the Paris climate goals (see Figure 1). While numerous banks 

have also attained operational carbon neutrality, few have pledged to achieve net-zero emissions from their financing 

activities, which would advance the global transition to a low-carbon economy.  

 

                                                 
1 https://www.ceres.org/resources/reports/financing-net-zero-economy-measuring-and-addressing-climate-risk-banks 
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Many financial institutions have actually increased the funding to fossil fuel-reliant sectors over the past five 

years, even as regulatory and public sentiment mounts against it. Since the Paris Agreement, global bank financing 

for fossil fuels has grown each year. According to a fossil fuel financing report published last year, 35 banks 

funneled over $2.7 trillion in lending and underwriting to the sector between 2016 and 2019.2 The report also 

found that funding increased during the period, to $735.6 billion in 2019 from $639.7 billion in 2016. If the trend 

continues, fossil financing will amount to $1 trillion annually by 2030. Figure 1 shows the top 15 banks 

responsible for fossil fuel financing grouped by country, along with their fossil fuel investment. In 2019, four of 

the 15 biggest U.S. banks represented around 40% of total fossil fuel financing. 

 

Figure 1: Geographic Breakdown of Top 15 Banks  

Financing Fossil Fuels Globally (USD Billions) 

 

The group analyzed consists of six U.S. banks, three Canadian, two Japanese, two British, one French, and one Chinese. 
Source: Banking on Climate Change Report data (2020) 

 

From 2016-2019, U.S. banks continued to aggressively fund the fossil fuel industry, leading on investments in 

fracked oil and gas, offshore oil and gas, and liquefied natural gas. Canadian banks are the largest financiers of 

tar sands oil, while Chinese banks are the most prominent bankers of coal mining and coal power.  

 

Ceres believes it is crucial that banks measure and disclose their financed emissions in order to identify exposure to 

climate risks (and opportunities) in their portfolio and, more importantly, adequately manage for them. It is 

important to also recognize that the fossil fuel and other energy-intensive industries are necessary to the functioning 

of our global economy and will be an important part of the transition to a low-carbon economy over the short and 

medium term. However, enhanced climate disclosure will likely help banks to better understand and evaluate the 

risk exposure of their portfolios. Similarly, developing and disclosing their strategy and targets to reduce their 

exposure to climate-related risks may relieve stakeholder pressure.  

 

Regulatory Action 
Though mitigation policies have largely stalled at the U.S. federal level, climate change is increasingly being 

acknowledged as a systemic financial risk by U.S. government agencies. The U.S. Commodity Futures Trading 

Commission (CFTC) declared climate change to be a major financial risk to the U.S. financial system.3 Similarly, the 

Federal Reserve’s financial stability report included a section acknowledging climate risks threaten financial stability.4 

                                                 
2 https://www.ran.org/wp-content/uploads/2020/03/Banking_on_Climate_Change__2020_vF.pdf 
3 https://www.cftc.gov/sites/default/files/2020-09/9-9-20%20Report%20of%20the%20Subcommittee%20on%20Climate-Related%20Market%20Risk%20-

%20Managing%20Climate%20Risk%20in%20the%20U.S.%20Financial%20System%20for%20posting.pdf#page=8s 
4 https://www.federalreserve.gov/publications/files/financial-stability-report-20201109.pdf  
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The CFTC has also provided recommendations for how federal regulators can manage climate risk in the U.S. 

financial system, many of which are considered in President Joseph Biden’s climate plan. President Biden 

campaigned on a broad agenda to combat climate change as well as moving toward a clean energy economy and 

reaching net-zero emissions by 2050. To make progress and significantly reduce emissions, he proposed requiring 

public companies to disclose climate risks and their emission levels, in addition to other policy solutions.5 Within 

hours of his inauguration, President Biden rejoined the Paris Agreement and signed several executive actions to 

combat climate change.  

 

The Securities and Exchange Commission (SEC) and the Federal Reserve also have essential roles in addressing 

climate change as a systemic risk. SEC Acting Chair Allison Lee has acknowledged the importance for the SEC to 

focus on climate change as a systemic risk as its damages can potentially be irreversible.6 In its semiannual financial 

stability report, the Federal Reserve noted the negative implications of climate change for financial markets and said 

that for many banks, material risk could include climate risk.7 In December, the Fed formally joined the Network 

of Central Banks and Supervisors for Greening the Financial System (NGFS), a group comprising 83 central banks 

and supervisors committed to managing climate-related financial risks and strengthening the global response to meet 

the Paris Agreement’s goals.  

 

State regulators have also been increasingly looking at the intersection of climate change and financial stability, leading 

the way for climate action in the U.S. For instance, the New York Department of Financial Services has recognized 

the climate change crisis and its financial stability implications by joining NGFS. Some U.S. states have also 

established state green banks, like the NY Green Bank, that work with the private sector to fund clean energy projects. 

 

Global efforts are also underway for banks to begin stress testing for multiple climate change scenarios. However, 

implementations are still at an early stage. According to the Official Monetary and Financial Institutions Forum-

Mazars report, only 15% of central banks and regulators surveyed incorporate different climate scenarios in their 

stress tests.8 The Bank of England has been working to embed climate change into financial decisions and recently 

announced plans to launch a climate stress test exercise using three different climate change scenarios in June 2021.9 

In the U.S., legislation like the Climate Change Financial Risk Act of 2019 would require banks to perform climate 

stress tests. The Federal Reserve currently does not require financial institutions to conduct climate stress tests, 

however, this is likely to change under the Biden administration. 

 

The PCAF, a global initiative created to help the financial sector measure and disclose their financed emissions, is 

the only initiative that focuses exclusively on measuring financed emissions. Banks and investors who subscribe to 

PACF worked together to release the Global Carbon Accounting Standard for the financial industry in November 

2020. This initiative expects to spur enhanced disclosure from the banking industry on financed emissions. 

 

Central banks, regulators, and governments are also working with market participants to ensure that financial 

institutions adequately disclose their exposure to climate risks. The TCFD was established to develop an 

international framework for corporate climate-related disclosure. According to the 2020 TCFD Status Report, global 

banks’ disclosure alignment with the TCFD recommendations increased from 2017 to 2019.10 Of all industries 

analyzed, the largest increase (9 percentage points) in climate-related disclosure was made by banks. Similarly, the 

Group of Thirty (G30) has called on central banks to lead by example and publish their own climate risk disclosures 

according to the standards set by TCFD. To accelerate climate reporting, it urges governments to establish timelines 

                                                 
5 https://joebiden.com/climate-plan/ 
6 https://www.sec.gov/news/speech/lee-playing-long-game-110520 
7 https://www.federalreserve.gov/publications/files/financial-stability-report-20201109.pdf 
8 https://www.omfif.org/press-releases/central-banks-plan-radical-change-in-regulatory-landscape-to-tackle-climate-crisis-time-for-banks-to-get-ready/ 
9 https://www.engage.hoganlovells.com/knowledgeservices/news/bank-of-england-announces-june-2021-launch-date-for-climate-stress-test-exercise 
10 https://www.fsb.org/wp-content/uploads/P291020-1.pdf 
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for making the TCFD-compliant disclosure mandatory by 2023.11 Following their recommendation, the Bank of 

England published for the first time its own climate-related financial disclosure report in June 2020.12 

 

Conclusion 
The transition to a low-carbon economy will require entities to reexamine and proactively manage their ESG risk 

exposure. As climate change intensifies, environmental factors will increasingly pose challenges and opportunities 

for issuers. KBRA positively views entities that are preparing and strategizing for anticipated risks. In addition, 

KBRA evaluates the overall effectiveness of a financial institution’s risk management framework to determine 

whether it adequately captures and addresses all plausible risks to which the institution is exposed. Banks that 

adequately identify and quantify their climate-related risks will be better positioned to manage their exposure and 

mitigate risks over the longer term. Broadly speaking, financial institutions that are not taking preventative measures 

to reduce their climate exposure are more likely to experience knock-on credit effects, which may stem from 

increased pressure from stakeholders or increased costs due to regulatory changes. 

 

Banks’ assessments of their portfolios’ carbon footprint may also spur additional opportunities to help companies 

in fossil fuel industries transition to a low-carbon economy. As more banks align with the Paris Agreement and 

other initiatives aimed at reducing GHGs, they send an important signal to the private sector and the public—

financing the green transition is not only an environmental consideration but a financial one.

                                                 
11 https://group30.org/images/uploads/publications/G30_Mainstreaming_the_Transition_to_a_Net-Zero_Economy.pdf 
12 https://www.bankofengland.co.uk/-/media/boe/files/annual-report/2020/climate-related-financial-disclosure-report-2019-

20.pdf?la=en&hash=5DA959C54540287A2E90C823807E089055E6721B 
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