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ABSTRACT 

This paper explores the convergence of Priority Sector Lending (PSL) and Climate Finance as a 

pathway to promote green financing in developing economies. PSL is a regulatory framework 

that directs a portion of bank lending towards critical sectors like agriculture, MSMEs, and 

affordable housing, while Climate Finance refers to funding for climate change mitigation and 

adaptation projects. By aligning PSL with green financing, financial institutions can be 

incentivized to fund environmentally sustainable initiatives, such as renewable energy, energy-

efficient technologies, and climate-resilient infrastructure. This approach not only supports 

economic development but also addresses pressing environmental challenges. The paper 

discusses how green sectors can be integrated into PSL guidelines, and how innovative financing 

mechanisms like green bonds, blended finance, and digital lending platforms can facilitate the 

scaling of green projects. The key benefits of this convergence include enhanced economic 

resilience, reduced environmental impact, and access to international climate funds. However, 

challenges such as limited expertise, regulatory gaps, and technology access must be overcome 

to effectively implement green financing through PSL in developing nations. Ultimately, the 

integration of PSL and climate finance holds significant potential to drive sustainable 

development and low-carbon growth strategies. 
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INTRODUCTION 

Priority Sector Lending (PSL) is a regulatory framework primarily designed to direct a portion 

of a bank’s lending portfolio towards sectors that are deemed critical for the economic and social 

well-being of a country. Initially introduced in countries like India, PSL mandates banks to 

allocate a certain percentage of their loans to sectors such as agriculture, micro, small and 

medium enterprises (MSMEs), affordable housing, and education. (Kumar et al., 2016)These 

sectors, often underserved by traditional banking systems, are essential for inclusive growth and 

are key drivers of economic development, particularly in developing economies. PSL aims to 

reduce income inequality, boost rural development, and foster financial inclusion. 

On the other hand, Climate Finance refers to financial resources directed towards projects and 

initiatives that aim to mitigate or adapt to the impacts of climate change. This type of financing 

covers investments in renewable energy, energy efficiency, sustainable agriculture, climate-

resilient infrastructure, and other green initiatives. Climate finance is essential for supporting the 

global transition to a low-carbon economy and achieving the Sustainable Development Goals 

(SDGs), particularly in developing nations that are disproportionately affected by climate 

change.(Parimalarani, 2011) 

The convergence of Priority Sector Lending and Climate Finance presents a significant 

opportunity to harness the financial sector's power to accelerate green financing in developing 

economies.(Bano & Sharma, 2020) By leveraging PSL, financial institutions can be steered 

towards funding environmentally sustainable projects, such as renewable energy installations, 

eco-friendly technologies, and sustainable farming practices. This approach not only helps in 

achieving economic growth but also in addressing pressing environmental challenges.(Ahmed, 

2010). Incorporating climate finance within the PSL framework can provide a dual benefit: 

meeting developmental objectives while promoting sustainability. As countries move toward a 

more sustainable future, aligning PSL with climate finance can be a critical step in ensuring that 

economic growth is not at odds with environmental preservation.(Chaturvedi, 2022) 
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Priority sector lending 

Priority Sector Lending (PSL) refers to a regulatory framework implemented by governments 

to ensure that a certain percentage of a bank's lending is directed towards specific sectors deemed 

essential for the country's economic development and social welfare. These sectors typically 

include agriculture, micro, small, and medium enterprises (MSMEs), education, and affordable 

housing, among others(Dasgupta, 2002). The primary objective of PSL is to promote financial 

inclusion by providing access to credit for underserved and marginalized segments of the 

population, thereby stimulating economic growth and reducing income inequality. By mandating 

banks to prioritize these sectors, PSL aims to foster sustainable development and improve living 

standards, particularly in developing economies.(Dasgupta, 2002) 

Green financing 

Green financing within Priority Sector Lending (PSL) refers to the integration of 

environmentally sustainable projects and initiatives into the PSL framework, ensuring that 

financial institutions allocate a portion of their lending specifically to green sectors. This 

includes investments in renewable energy, energy-efficient technologies, sustainable agriculture, 

and climate-resilient infrastructure. The goal is to promote economic development while 

simultaneously addressing environmental challenges, such as climate change and resource 

depletion.(Manjusree & Giridhar, 2018) 

By including green financing in PSL mandates, governments encourage banks to support 

projects that contribute to environmental sustainability, ultimately helping to reduce carbon 

emissions and enhance climate resilience. This approach not only facilitates access to credit for 

projects that might otherwise struggle to secure funding but also aligns the financial sector with 

broader national and global sustainability goals. As a result, green financing through PSL 

becomes a crucial mechanism for fostering a low-carbon economy and promoting sustainable 

development in developing nations.(Jain et al., 2015) 
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The Intersection of Priority Sector Lending and Green Financing 

The intersection of Priority Sector Lending (PSL) and Green Financing represents an 

emerging trend in financial policy that seeks to address both socio-economic development and 

environmental sustainability.(Bhue et al., 2019)Traditionally, PSL was designed to channel 

funds into sectors that were underbanked but critical for the growth of developing economies, 

such as agriculture, micro-enterprises, and low-income housing. However, with the increasing 

global focus on combating climate change and promoting sustainable development, there is a 

growing recognition of the need to incorporate green financing—the allocation of financial 

resources to environmentally friendly projects—within the PSL framework.(Jain et al., 2015) 

Green financing covers investments that contribute to climate change mitigation and adaptation, 

such as renewable energy, sustainable agriculture, water conservation, energy efficiency, and 

climate-resilient infrastructure(Bag et al., 2022). By aligning PSL with green financing, banks 

can be encouraged to allocate more resources toward projects that support both developmental 

and environmental goals.(Chakrabarty, 2012) This alignment creates a powerful synergy where 

financial inclusion, social equity, and climate action are interlinked. 

How Green Financing Fits into PSL Categories 

1. Agriculture and Sustainable Farming: 

PSL already mandates lending to the agriculture sector, but there is a growing opportunity to 

integrate green financing by promoting sustainable farming practices. Funds can be directed 

toward organic farming, climate-resilient crops, water-efficient irrigation systems, and soil 

conservation efforts, ensuring that agricultural development is both economically viable and 

environmentally sustainable. 

2. Micro, Small, and Medium Enterprises (MSMEs): 

MSMEs often struggle to access credit, but under PSL, they receive priority support. By 

channelling green finance into MSMEs that are engaged in sustainable industries—such as solar 

energy, waste management, and eco-friendly products—banks can foster the growth of green 

businesses while fulfilling PSL obligations. 
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3. Renewable Energy: 

Renewable energy projects, such as solar, wind, and biomass, align well with PSL’s goals. By 

recognizing renewable energy as a priority sector, regulators can incentivize banks to fund clean 

energy projects that provide affordable, reliable power in underserved areas, thereby reducing 

reliance on fossil fuels and lowering carbon emissions. 

4. Affordable Housing and Green Buildings: 

Affordable housing is a key component of PSL. By integrating green finance, banks can fund 

energy-efficient housing projects that reduce energy consumption, incorporate sustainable 

materials, and lower the carbon footprint of residential construction. This can contribute to both 

social housing needs and environmental sustainability. 

Benefits of the Convergence 

The integration of green financing into PSL has the potential to transform how financial 

institutions approach lending, resulting in multiple benefits: 

 Enhanced Economic Resilience: Sustainable practices funded through PSL help build 

resilience against climate risks, particularly in agriculture and energy sectors, which are 

highly vulnerable to environmental changes. 

 Reduced Environmental Impact: By channeling funds into green projects, banks can 

contribute to reducing pollution, conserving resources, and mitigating the adverse effects of 

climate change, aligning national financial systems with global sustainability goals. 

 Access to International Climate Funds: Developing economies that align their financial 

systems with green financing can attract international climate funds, which are increasingly 

important in meeting the financial demands of climate action. 

Challenges at the Intersection 

While the intersection of PSL and green finance holds significant promise, there are challenges 

to be addressed: 
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 Limited Awareness and Expertise: Banks and financial institutions may lack the necessary 

expertise to assess the viability of green projects, leading to lower uptake of green finance 

initiatives. 

 Regulatory Gaps: Existing PSL frameworks may not fully recognize or incentivize green 

projects, requiring revisions in policy to explicitly incorporate environmentally sustainable 

sectors. 

 Access to Technology and Innovation: Green projects often require advanced technology 

and innovation, which can be expensive and out of reach for small enterprises and farmers, 

limiting the scalability of green financing through PSL. 

Policy Frameworks Supporting Green Financing Through PSL 

The alignment of Priority Sector Lending (PSL) with Green Financing requires robust policy 

frameworks to ensure that financial institutions can effectively channel resources into 

environmentally sustainable projects while continuing to meet their developmental obligations. 

(Manickaraj & James, 2022)Various countries, particularly developing economies, are revising 

their financial regulations to incentivize green financing through PSL mechanisms, contributing 

to climate action goals and sustainable development. Below are key components and examples of 

policy frameworks supporting green financing through PSL.(Gaur & Mohapatra, 2021) 

1. Inclusion of Green Sectors in PSL Guidelines 

A critical policy shift in supporting green financing through PSL is the explicit inclusion of 

environmentally sustainable sectors within PSL guidelines.(Kaveri, 2022) Traditional PSL 

mandates focus on agriculture, micro-enterprises, and social infrastructure, but regulators are 

now expanding these categories to cover sectors directly linked to climate mitigation and 

adaptation, such as: 

 Renewable energy projects (solar, wind, and biomass) 

 Sustainable water management 

 Energy-efficient infrastructure and green buildings 

 Climate resilience agriculture 
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Policymakers are modifying PSL frameworks to include such green sectors, thereby creating 

regulatory incentives for banks to lend to projects that contribute to both social welfare and 

environmental sustainability. 

In India, the Reserve Bank of India (RBI) has included renewable energy, social infrastructure, 

and small-scale green projects under its PSL mandate. The RBI has set specific lending limits for 

these projects to ensure that banks prioritize financing for initiatives such as off-grid renewable 

energy solutions, small hydro projects, and energy-efficient housing. 

2. Green Bonds and Climate Bonds as PSL Instruments 

Green bonds, also known as climate bonds, are debt instruments issued by financial institutions 

to raise funds specifically for climate-related projects. These bonds provide long-term, low-

interest financing for renewable energy, sustainable infrastructure, and other green projects. 

Policy frameworks in several countries are now recognizing the issuance of green bonds as a 

valid PSL compliance tool.(Gowda, 2020) 

 Green bonds align with PSL objectives by allowing banks to raise capital specifically for 

projects that contribute to environmental protection and climate resilience. 

 Tax incentives and subsidies for green bonds further incentivize financial institutions to 

increase their issuance and align their portfolios with sustainable goals. 

Challenges in Implementing Green Financing Through PSL in Developing Nations 

Implementing green financing through Priority Sector Lending (PSL) in developing nations 

presents several challenges. One of the key obstacles is the limited awareness and technical 

expertise within financial institutions.(Gowda, 2020) Many banks lack the knowledge to assess 

and evaluate the viability of green projects, such as renewable energy or climate-resilient 

infrastructure, which can lead to hesitation in financing these initiatives. Additionally, there is 

often a lack of regulatory clarity or incentives to prioritize green projects under PSL frameworks. 

Policymakers may not have fully integrated environmental sustainability goals into the PSL 

guidelines, resulting in a narrow focus on traditional sectors like agriculture and MSMEs, while 

overlooking green sectors.(Rodrigues, n.d.) 
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Moreover, financial constraints make it difficult for small businesses and rural enterprises to 

adopt green technologies, as these often require high upfront investment and longer payback 

periods. Developing economies also face insufficient access to green technology and 

innovations, which further limits the scope of green financing. Finally, the perceived risks 

associated with climate projects, such as uncertainty in long-term returns or reliance on 

government policies, often deter banks from fully committing to green financing. Overcoming 

these challenges requires a combination of policy reform, capacity building, and financial 

innovation to create an enabling environment for green finance under PSL in developing 

countries.(Sehdev & Raman, 2016) 

Innovative Financing Mechanisms and Technological Interventions in Priority Sector Lending 

To enhance the effectiveness of Priority Sector Lending (PSL), particularly in promoting 

sustainable development and green financing, a variety of innovative financing mechanisms and 

technological interventions are being introduced.(Mehta, 2018) These innovations aim to 

address challenges such as access to credit, risk management, and the efficient allocation of 

resources in sectors traditionally underserved by mainstream banking. Here are some key 

mechanisms and technological interventions transforming PSL: 

1. Blended Finance 

Blended finance combines public and private capital to de-risk investments in priority sectors 

such as renewable energy, sustainable agriculture, and affordable housing. This model allows 

banks to finance projects that may otherwise be too risky, especially in developing economies, 

by sharing the financial burden with governments or international development institutions. For 

instance, public capital can provide guarantees or take on the first-loss position, incentivizing 

private banks to fund green or social projects. Blended finance helps banks meet PSL targets 

while contributing to climate-friendly initiatives. 

2. Green Credit Lines 

Green credit lines are a dedicated form of financing offered by multilateral development banks 

(MDBs) or government financial institutions, specifically targeting environmentally sustainable 

projects under PSL. These credit lines provide banks with low-cost funding, enabling them to 
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lend to projects in sectors like renewable energy, energy-efficient technologies, and sustainable 

agriculture at lower interest rates. By reducing the cost of capital, green credit lines make it 

easier for banks to finance green projects, particularly in rural and underserved areas. 

3. Green Bonds and Climate Bonds 

Green bonds and climate bonds are financial instruments that allow banks and financial 

institutions to raise capital specifically for projects aligned with PSL’s green financing 

objectives, such as renewable energy, water conservation, and climate-resilient infrastructure. 

These bonds provide long-term, low-cost financing and can be issued as part of a bank's PSL 

portfolio. Governments are increasingly providing incentives for banks to issue green bonds, 

such as tax exemptions and subsidies. 

4. Digital Lending Platforms and Fintech Solutions 

Digital lending platforms and fintech solutions are revolutionizing how banks extend credit to 

priority sectors, particularly MSMEs, agriculture, and rural enterprises. By leveraging data 

analytics, machine learning, and blockchain technology, fintech platforms can assess the 

creditworthiness of borrowers in remote or underserved regions more effectively than traditional 

methods. These platforms reduce transaction costs, speed up loan approvals, and improve access 

to finance for individuals and small businesses that may not have formal credit histories. Fintech 

can also facilitate the development of customized financial products that align with PSL 

objectives, such as microloans for sustainable farming or climate-resilient infrastructure. 

5. Crowdfunding and Peer-to-Peer Lending 

Crowdfunding and peer-to-peer (P2P) lending platforms allow individuals and small 

businesses in priority sectors to raise capital from a large pool of small investors. These 

platforms reduce the reliance on traditional banking systems, providing alternative means of 

financing for green projects in sectors like sustainable agriculture, affordable housing, and 

renewable energy. Banks can partner with P2P platforms to co-fund projects that fall under PSL, 

helping diversify risk and expand the reach of financing. 

6. Insurance-Linked Financial Instruments 

Insurance-linked financial instruments, such as climate risk insurance and parametric 

insurance, are being used to protect PSL investments from the risks associated with climate 
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change. For sectors like agriculture, where weather-related risks are high, these instruments 

provide a safety net for banks and borrowers alike. Parametric insurance, for example, offers 

pay-outs based on predetermined parameters, such as rainfall levels or temperature changes, 

without the need for lengthy claims processes. By mitigating risks, these instruments encourage 

banks to lend to green projects under PSL without fear of significant losses from climate-related 

events. 

Conclusion: The Future of PSL in Driving Sustainable Development 

Priority Sector Lending (PSL) has long been a vital tool for promoting financial inclusion and 

socio-economic development in underserved sectors like agriculture, MSMEs, and affordable 

housing. However, in light of global climate challenges, PSL is increasingly recognized as a 

critical mechanism for driving sustainable development by integrating green financing. As 

financial institutions adapt to evolving regulatory frameworks, PSL can be instrumental in 

supporting climate-friendly projects such as renewable energy, sustainable agriculture, and green 

infrastructure. 

The future of PSL lies in its ability to align with both economic growth and environmental 

sustainability. This alignment can be achieved through innovative financing mechanisms like 

green bonds, blended finance, and digital lending platforms, which make green projects more 

accessible and financially viable. Moreover, policy reforms that explicitly prioritize 

environmentally sustainable sectors within PSL guidelines, combined with incentives and 

technological interventions, will be key to scaling green financing in developing economies. 

By addressing challenges like limited expertise, regulatory gaps, and the perceived risks of green 

projects, PSL can become a powerful driver of inclusive, low-carbon development. Financial 

institutions, governments, and international organizations must continue collaborating to refine 

PSL frameworks and ensure that they serve as a bridge between economic empowerment and 

climate resilience. Ultimately, PSL has the potential to transform not only financial systems but 

also the broader trajectory of sustainable development, making it a cornerstone of future growth 

strategies in developing nations 
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