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Building financial resilience to
climate-related risks

The rising challenges of global climate change
pose wide ramifications for the resilience and
stability of economies and organizations
worldwide. Consequently, financial institutions oye . .
(Fls) are accelerating their focus on developing Mltlgatlng the impact of

a comprehensive and robust framework for climate change risks and
climate risk management. This framework associated financial risks

factors and integrates all relevant climate re much driven b
change risks, including their linkages with other are muc 1ve y

risk categories such as market risk, operational Government policymakers
risk, credit risk and country risks. and businesses actions or
In Malaysia, effective 30 June 2025, Fls will 1nactions.

need to identify the potential impact of climate
risk on their loan portfolios to ensure
organizational sustainability and resilience.
Bank Negara Malaysia (BNM) has set the
Climate Risk Stress Testing (CRST) modeling
assessment methodology for Malaysian
financial institutions. This requires reporting
the impact of climate risk with quantitative and
gualitative modeling to gauge the susceptibility
of Malaysia's financial system to climate-related
hazards.

Ng Boon Hui

Senior Executive Director,
Strategy and Transactions
Ernst & Young PLT

The impact of climate risks to Fls
FIs and markets are exposed to climate change through transmission channels that arise from
climate risk drivers.

g Impact on @‘ Feedback loop that

economic sectors may adversely affect

and macroeconomy .econ.omic apq
financial stability

Impact on Fls and
markets =

Climate risks

Source: Adapted from Preparing Our Financial Sector for Risks from Climate Change, Bank Negara Malaysia, 2021
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Transmission of climate risks to

financial risks

Climate change is a complex collective issue that pose material risks to the safety and soundness
of Fls, potentially implicating the financial stability and sustainable economic growth. Hence, Fls
are expected to have an effective risk management framework that integrates all material risks,

which includes climate-related risks and their interactions with transition and liability risks as well

as their impact on transmission channels aside from the contagion financial impact.

Climate risk drivers

Physical risks

» Acute (flood, storm,
landslide)

» Chronic (sea level or
temperature rise)

Transition risks

» Policy and regulation
(Next Zero Policy,
energy transition)

» Technology
development (electric
cars)

» Consumer sentiment
and preference (ESG
investment, green
products)

Liabilities risks
(may arise as a
consequence of physical or
transition risk)

» Stakeholder or penalty
litigations (legal suit on
lack of climate
disclosure)

» Insurance claims
(increase environmental
liability claims)

Climate and economy feedback effects

Transmission

ERDES

Microeconomic

Climate risk drivers impact
households, corporates
(including Fls) and specific
sovereign as well as issuer-
specific financial assets:

» Individual sovereign or sub-
national institution

» Corporates (including Fls)
» Households

» Corporate credit

» Property

» Equities

Macroeconomic

Climate risk drivers impact
overall economy and sovereigns
in general as well as
macroeconomic variables (e.q.,
labor market, trade):

» Sovereigns or sub-national
institutions

» Corporates (including Fls)
» Households

» Government bonds

» Foreign currency rates

» Commodities

Financial risks

Credit risks

» Default by corporates
and households

» Collateral depreciation

Market risks

Losses from repricing of
financial and non-financial
assets (equities, fixed
income, commodities)

Liquidity risks

» Increase in demand for
liquidity

» Less source of stable
funding

Operational risks

» Supply chain disruption
» Forced facility closure

Underwriting risks

» Increase insured claims
» Increase insurance gap

Economy and financial system feedback effects

Source: Climate Risk Stress Testing Exercise: Discussion Paper, Bank Negara Malaysia, 2024
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How Fls can assess the impact of

climate risk

In February 2024, BNM issued the Climate
Risk Stress Testing (CRST) exercise
methodology paper. Financial services
institutions in Malaysia are expected to
conduct guantitative and qualitative modeling
and assessment based on the methodology
prescribed by BNM.

In addition, by 2025, BNM intends to present
the findings of the CRST and gauge the
susceptibility of Malaysia’s financial system to
climate-related hazards, as well as its
governance and risk management practices.

Applicability of CRST

The CRST is applicable to:
0 Conventional and Islamic banks

9 Insurers and takaful operators

e Development financial institutions (DFls)

BNM: 2024 Climate Risk Stress Testing methodology paper

CRST to include:

CRST reporting template
should include:

Fls are required to
submit the results:

» Cohort 1

» Scenarios with |
selected
macroeconomic,
financial market
and climate-
specific variables

Scenario 1: Quantitative
data templates which
include

» Long-term climate
scenarios

» One-year acute

Guidance on physical risk scenario

other elements
such as scope
and level of
granularity

CRST exercise.

» The methods to validate the suitability
of models and datasets used provided » Cohort 2
by a third-party service provider;

» The approach to identify the location
of the borrowers and collateral to
facilitate physical risk assessment; and

» Financial institutions’ learning points
and challenges in running the 2024

| Effective 30 June

Scenario 2 : Qualitative 2025
questionnaires which Fis » Domestic banking
must complete and groups,

submit to BNM Selected locally
incorporated

foreign banks
(LIFBs) and

Insurance takaful
operators (ITOs)

Effective 31
December 2025

Other banks, DFls and
ITOs

Timeline: 2024

2025

Source: Climate Risk Stress Testing Exercise: Methodology Paper, Bank Negara Malaysia, 2024
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Key quiding principles

For the CRST exercise, Fls are expected to adopt the principles of climate risk management and
scenario analysis (CRMSA), which is guided by 14 key principles, covering areas from governance,
strategy, risk appetite, risk management, scenario analysis and disclosure.

BNM: Climate Risk Management and Scenario Analysis

Principle 14: Flis shall
produce reliable,

meaningful and comparable
climate-related disclosures

to support informed
decisions by stakeholders

and reinforce the effective

management of climate-
related risks in the
financial sector

Principle 12: FIs must
employ scenario analysis to
determine the resilience of
their business strategies to
material climate-related
risks

Principle 13: FIs must
ensure scenario analysis
exercise are relevant, follow
well-known standards, are
conducted at appropriate
time horizons and contain
sufficient level of

Principle 1: The top management shall effectively
oversee climate risks to safeguard the FI's resilience
against adverse impacts of climate change

Principle 2: Top management shall ensure that they

have a sound understanding of climate risks to inform
the FI's business and risk management strategies

Principle 3: FIs shall embed climate risk into their
internal control framework across the three lines of

defense to ensure robust management of climate risks

Governance

Disclosure

Scenario
Analysis

Risk

Principle 4: Fls shall
incorporate the
potential impact of
climate risks into
their business
strategies to
strengthen resilience
against climate risks
and support orderly
transitions

Strateqgy

Risk
Appetite

granularity

Management

Principle 6: Supported by a reliable approach, Fls shall
integrate climate-related risk considerations into their
existing risk management framework

Principle 7: Fls shall continue develop data capabilities and
report material climate-related risks

Principle 8: FlIs shall consider climate-related risks as part
of comprehensive risk assessments

Principle 9: FlIs shall monitor actively and escalate material
and potential climate risks in a timely manner

Principle 10: Fls shall put appropriate risk controls when
managing current and potential impact on climate-related
risks. Fl shall implement controls to mitigate the potential
build-up to climate-related risks

Principle 11: Fls shall understand the transmission and
impact of climate-related risks on existing risk types and
ensure their risk management systems and processes
account for material climate-related risks

Principle 5: Fls shall embed
climate-related risks into the
risk appetite framework,
including the potential long-
term impact of these risks as
drivers of existing material
risks

Source: Climate Risk Stress Testing Exercise: Discussion Paper, Bank Negara Malaysia, 2024
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EY Climate Risk Modeling

FIs and businesses can consider utilizing the EY Climate Risk Model (CRM), to navigate the
uncertainty of climate risks and understand the impact of different climate transition and
physical risk scenarios on their business and investment portfolios.

The EY organization’s proprietary CRM tool is a highly versatile model of the global economy
with a set of data inputs and outputs as outlined below:

How does the model work?

Climate risk modeling

Data inputs » BNM's CRST makes reference to the

Network for Greening the Financial

» Environment data (Climate System (NGFS) scenarios containing
scenarios-specific indicators) - consistent socioeconomic baseline and
» Socioeconomic assumptions emission profiles, with differing climate
» Emission data or profiles pathways.
» NGFS climate scenarios are used to
l compare possible futures and choices.

Economic modeling

Outputs » The outputs provide management the

opportunity to help create a robust

> Economicimpact strategy that recognizes uncertainty and
» Sector level impact — provides flexibility to respond

» Regional impact appropriately to what the future holds.

» Business impact » The output helps enable more meaningful
» Shadow carbon prices climate disclosures.

Source: EY analysis
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How can Climate Risk Models help?

The CRM simulates robust scenario testing, including climatic and non-climatic drivers, to
facilitate Fls and businesses in evaluating investment decisions, assessing business risks,
updating informed regulatory disclosures and providing insights that facilitate the computation
of credit ratings and underwriting actions.

Facilitate the
implementation of
stress testing of
business plan for
management strategies
and actions

Provide informed
investment
decisions and
exclusion policies

Investments

Climate Risk Models

Allow for quantitative

scenario analysis to

provide informed Disclosure
regulatory disclosures

Provide insights into
climate adjusted
internal credit ratings
and life underwriting

Source: EY analysis
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EY thought leadership

A new economy

Exploring the root causes of the
polycrisis and the principles to
unlock a sustainable future

A new economy
2024

June 2024 | 63 edition
Renewable Energy Country Attractiveness Index
RECAI

Will growing volatil
see battery investn
charge ahead or
power down?

- s——

B Aligning to the IFRS
sustainability disclosure
standards: IFRS S1 and S2

Malaysia's Notional Sustainabiity
Reporting Framework (NSRF)

Aligning to the IFRS sustainability
disclosure standards, IFRS S1 and S2:
Malaysia's National Sustainability
Reporting Framework (NSRF)

2024

The green
transition

A trilogy of perspectives exploring
how governments can accelerate
a green and just transition

Renewable Energy Country Attractiveness Index The green transition
(RECAD 2023
2024

Accounting
for Climate
Change

Accounting for Climate
Change
2023
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C-suite Insights:
Sustainability
and ESG Trends Index

C-suite insights: Sustainability and
ESG trends index
2023

How will understanding
climate risk move you

Global Climate Risk
Barometer
2023

Building a battar
working world

How can corporate
reporting bridge the ESG
trust gap

2022



EY contacts

Dato' Abdul Rauf Rashid
Malaysia Managing Partner,
Ernst & Young PLT

abdul-rauf.rashid@my.ey.com

Preman Menon

Malaysia Strategy and Transaction,
Leader and Partner,

Ernst & Young PLT

preman.menon@my.ey.com

Arina Kok

EY Asia Pacific Climate Change Advisory,
Leader and Partner,

Ernst & Young Consulting Sdn. Bhd.

arina.kok@my.ey.com

Ling Kay Yeow

Malaysia Financial Services Consulting,
Leader and Partner,

Ernst & Young Consulting Sdn. Bhd.

kay-yeow.ling@my.ey.com

Ng Boon Hui

Senior Executive Director,
Strategy and Transactions,
Ernst & Young PLT

boon-hui.ng@my.ey.com

Chong Lun Yao

Executive Director,
Strategy and Transactions,
Ernst & Young PLT

lun-yao.chong@my.ey.com

EY | Building a better working world

EY exists to build a better working world, helping to create
long-term value for clients, people and society and build
trust in the capital markets.

Enabled by data and technology, diverse EY teams in over
150 countries provide trust through assurance and help
clients grow, transform and operate.

Working across assurance, consulting, law, strategy, tax and
transactions, EY teams ask better questions to find new
answers for the complex issues facing our world today.

EY refers to the global organization, and may refer to one or more,
of the member firms of Ernst & Young Global Limited, each of which
is a separate legal entity. Ernst & Young Global Limited, a UK
company limited by guarantee, does not provide services to clients.
Information about how EY collects and uses personal data and a
description of the rights individuals have under data protection
legislation is available via ey.com/privacy. EY member firms do not
practice law where prohibited by local laws. For more information
about our organization, please visit ey.com.

© 2024 Ernst & Young PLT
All Rights Reserved.

APAC no. 07010669
ED None

This material has been prepared for general informational purposes
only and is not intended to be relied upon as accounting, tax, legal or
other professional advice. Please refer to your advisors for specific
advice.

ey.com/en_my
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