Financial Institution Soundness and Resilience

Progress in Strengthening Climate Risk Management Practices

The Climate Risk Management and Scenario Analysis policy document (CRMSA PD)' sets out the principles and
requirements for financial institutions to manage climate-related risks. An overview of the CRMSA PD is illustrated in
Diagram 1.

Diagram 1: CRMSA PD Objectives and Implementation Timelines
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Phased implementation timelines
Effective 31 December 2023

- Exercise effective oversight and sound understanding of climate-related risks by board and senior
Governance management.
. Embed climate-related risks into internal control frameworks.

Strategy « Incorporate potentialimpact of material climate-related risks into business strategies.

. Embed impact of climate-related risks into risk appetite framework and reflect material risks in internal capital

Risk Appetite adequacy assessment process.

. Integrate material climate-related risks into enterprise-wide risk management.
Risk Management «  Continuously develop internal capabilities to manage climate-related risks.
- Identify, measure, monitor and control climate-related risks.

Effective 31 December 2024

. Utilise scenario analysis to determine resilience of business strategies to material climate-related risks.

Scenario Analysis «  Ensure scenario analysis reflects relevant and plausible scenarios that are proportionate to materiality of
climate-related risks.

. Produce reliable, meaningful and comparable climate-related disclosures aligned with Task Force on

Disclosure Climate-Related Financial Disclosures (TCFD) recommendations.

Source: Bank Negara Malaysia

As part of Bank Negara Malaysia’s (BNM) ongoing supervisory approach, financial institutions update BNM regularly on
their implementation plans in adopting the CRMSA PD.

This article reviews the progress reported by financial institutions in implementing the CRMSA PD requirements -
including the range of practices observed, drivers of financial institutions with better progress and the initiatives put in
place to strengthen the financial sector’s resilience to climate-related risks.

' Issuedon 30 November 2022.
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Steady progress in the implementation of CRMSA PD

Generally, we observed that all financial institutions? are making meaningful progress in adopting the requirements in

the CRMSA PD and integrating climate-related risks into their existing practices. Diagram 2 provides an overview of the
common practices observed, and practices that continue to evolve as financial institutions strengthen their capability to
better manage climate-related risks.

Diagram 2: Financial Institutions’ Progress in Managing Climate-Related Risks

Financial institutions are showing steady progress inintegrating climate-related risks into existing practices

Common practices...

Evolving practices...

Governance » Defined roles and responsibilities of board and senior Continuous capacity building to ensure effective oversight.
o management for overseeing climate risk management. Establish relevant metrics for meaningful escalation and
™M « Established reporting cadence to the board to facilitate reporting.
O 0O monitoring of progress on climate risk initiatives. Establish dedicated board/senior management committees to
mMmMmm oversee and drive climate risk initiatives.
Strategy » Qualitative Environmental, Social And Governance (ESG)/ Climate strategies to be driven more by data and quantitative
2N sustainability strategies are embedded in business assessments.
gj;) strategies. Clearer localisation of group-level strategies.
/N
Risk Appetite » Developed qualitative risk appetite statements (RAS). With greater access to data, RAS reflects more quantitative
» Use of Climate Change and Principle-based Taxonomy assessments, incorporates time horizons of climate risks and is
m (CCPT) classifications to inform risk limits. more directly linked to capital management.
= » Short-termrisk assessment undertaken among general ITOs
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Integrated climate-related risks into financial institutions’

risk processes and ability to map transmission of these risks
into existing risk types (i.e. credit, market, operational, legal,
strategic and reputational).

Developed internal climate data capabilities by improving data
collection processes and leveraging data collated by external
data providers.

Development of quantitative risk modelling methodologies.
Develop transition plans at institutional and sectoral levels.
Develop forward-looking metrics such as climate-adjusted
probability of default/loss given default under various climate
scenarios.

Scenario Analysis .
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Inclusion of short-term climate scenarios to incorporate
natural disaster events (e.g. flood).

Use of more granular scenario analysis to inform business and
risk strategies.

Disclosure 0

Advanced preparations to produce TCFD-aligned
disclosures.

Further improve quality and coverage of climate disclosures to
meet investors and stakeholders needs, especially around risk
management, metrics and targets.

Source: Bank Negara Malaysia

Across the six pillars of the CRMSA PD, financial institutions demonstrated the most progress in the area of governance.
Almost all financial institutions have augmented existing governance structures and internal policies to enable better
oversight of climate-related risks. Among larger financial institutions, dedicated board-level committees to oversee the
financial institution’s response to climate-related risks are common. In smaller financial institutions, this responsibility

is assumed by existing committees, under expanded terms of reference. We also observed improved reporting
mechanisms to update the board and senior management on climate-related risks. In some institutions, this is supported
by responsibility for climate risk and strategy assigned to a dedicated member of senior management. Most institutions
also have in place climate-related key performance indicators that are tracked and monitored.

2 Banks (including commercial, Islamic and investment banks as well as developmental financial institutions), insurers and takaful operators (ITOs).
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In the area of strategy, financial institutions are beginning to incorporate climate-related risk considerations into

their existing sustainability frameworks,® processes and business strategies. Although most financial institutions are
still developing their climate strategies, some have begun to introduce high-level green financing commitments and
investment targets that are aligned with their risk appetites and business strategies. These are sometimes, though not
always, accompanied by clear portfolio decarbonisation strategies and capital allocated to fund climate-aligned assets.
More generally, financial institutions are taking concrete steps to increase engagement levels and the due diligence
process with counterparties.

Data availability remains a key challenge identified by all financial institutions. Given the challenges posed by the lack

of sufficiently granular and credible data, as well as relatively underdeveloped quantitative climate risk models, most

financial institutions are building qualitative approaches to develop their risk appetite, risk management policies and

practices, scenario analysis and disclosures. Some examples include:

i. Utilising the Climate Change and Principle-based Taxonomy (CCPT) classifications to set risk tolerance thresholds
and estimate exposures.

ii. Incorporating better insights obtained through due diligence surveys conducted on counterparties to improve
judgements on exposures to physical and transition risks.

iii. Utilising conceptual assumptions underpinning climate risk models to sharpen initial assessments of how
climate-related risks may impact their risk exposures, internal operations and business strategies.

Some common characteristics can be observed among financial institutions that have achieved better progressin

implementing the CRMSA PD:

i. Evidence of a strong tone from the top, with the board of directors and senior management playing a pivotal role. An
appointed board member or member of senior management provides active sponsorship of the financial institution’s
climate response. This includes actively steering the direction to align resources, frameworks and incentives which in
turn, accelerates efforts taken to implement climate-related strategies across the organisation.

ii. Betteraccess to skilled resources to help build internal capabilities. Leading financial institutions actively work
with experts within or outside their financial group, and are deeply engaged in collaborative platforms*to tap
multi-disciplinary insights and keep abreast of sectoral, national and global developments.

iii. Highcommitment of financial and non-financial resources. This includes making meaningful investments in systems
to capture granular climate-related data, a comprehensive and thoughtful approach to strategic pivots and a
sustained focus on structured training to elevate staff capability.

Regulatory authorities’ initiatives to support implementation

Domestically, the Joint Committee on Climate Change (JC3),° co-led by BNM and Securities Commission Malaysia
(SC), continues to play animportant role in supporting efforts by financial institutions to strengthen their climate risk
management practices and expand financial solutions for climate transition and adaptation activities. In helping to
bridge critical data gaps, the JC3 will continue to expand the Climate Data Catalogue® to capture more granular data
sources, while working with data partners to improve the quality, accessibility and usability of available data. The JC3
has also recently established the physical and transition risk working groups to develop relevant guidance and tools to
assist with the construction of physical and transition risk assessment methodologies and models. In February this year,
BNMissued the Methodology Paper on Climate Risk Stress Testing (CRST) with inputs from the industry including JC3
members, to guide financial institutions in using stress testing to better understand risks coming from climate change.

A stronger focus on transition plans and planning will also be pursued in 2024 to promote critical alignment between
financial institutions’ climate strategies and targets, national policies, macroeconomic risk impacts and developmentsiin
the supervisory and prudential framework.

3 Theseinclude Environmental, Social and Governance (ESG) frameworks and policies.

4 Including platforms such as the JC3 and United Nations Environment Programme Finance Initiative.

5 The JC3isaplatform established in September 2019 to pursue collaborative actions for building climate resilience within the Malaysia financial sector.
The JC3is co-chaired by BNM and SC, and the members include Bursa Malaysia and 21 financial institutions.

6 Climate Data Catalogue was issued in end-2022 by the JC3 to serve as a source of reference on climate and environmental data for the financial sector.
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On the international front, the Financial Stability Board (FSB) continues to promote a globally consistent supervisory and
regulatory response to climate change.” Similarly, the Basel Committee on Banking Supervision (BCBS) is undertaking a
holistic approach to address climate-related risks across all three pillars of regulation, supervision and disclosure.® The
International Association of Insurance Supervisors (IAIS) has also included climate change as a key theme within the
IAIS Strategic Plan, focusing on sharpening risk assessments and developing supervisory capacity.®

The path forward

Building on the ongoing progress inimplementing the CRMSA PD by financial institutions, the near-term regulatory and

supervisory priorities will focus on:

i. Addressing fragmented approaches to managing climate-related risks that are still being observed in some financial
institutions. We expect financial institutions to ensure implementation of their climate risk management frameworks
are well integrated across all functions. Financial institutions’ risk reporting systems should reflect this in order to
enable integrated monitoring and escalation of climate-related risks within the organisation.

ii. Ensuring financial institutions develop credible transition plans. It is crucial for financial institutions to align their
business and risk strategies with their climate commitments, the transition plans of their customers and national
aspirations. Financial institutions will be expected to demonstrate how they operationalise climate targets in
their business and risk strategies. An aggregate view of transition plans will also be important to identify potential
disproportionate impacts of climate-related measures on vulnerable groups, such as low-income communities,
hard-to-abate sectors, and small and medium enterprises. This in turn will enable mitigating actions to ensure an
orderly transition of the economy.

iii. Ensuring financial institutions produce climate disclosures that meet the needs of investors and stakeholders.
Disclosures that are accurate and adhere to international standards are important to manage greenwashing risk.
The Advisory Committee on Sustainability Reporting (ACSR)'°is conducting a public consultation' on the proposed
implementation of the sustainability disclosure standards issued by the International Sustainability Standards Board
(ISSB) in Malaysia. Consistent with that, we expect financial institutions to continue to make progress towards
producing climate disclosures that are fully aligned with the Task Force on Climate-Related Financial Disclosures
(TCFD) recommendations and the sustainability disclosure standards issued by the ISSB.

Supervisory and regulatory approaches to climate-related risks: Final report. (2022). Financial Stability Board.

Basel Committee Work Programme and Strategic Priorities for 2023/24. (2022). Basel Committee on Banking Supervision.

Climate risk. International Association of Insurance Supervisors. Retrieved March 1,2024 from https://www.iaisweb.org/activities-topics/climate-risk/
The ACSR, chaired by the SC and formed with the endorsement of the Ministry of Finance, comprises representatives from BNM, Bursa Malaysia Berhad,
Companies Commission of Malaysia, Audit Oversight Board and Financial Reporting Foundation.

" The public consultation period is from 15 February 2024 to 21 March 2024. The consultation paper seeks feedback on the scope and timing for
implementation, the transition reliefs required and issues related to assurance for sustainability disclosures.
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