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Introduction

While most global economies have entered
a recovery phase, the impact of Covid-19
is still widely present today. Nonetheless,
the pandemic created an opportunity to
reshape the economic recovery in a more
sustainable manner. Malaysia has taken a
phased approach through adoption of the
Government’s 6R strategy', which aims
to improve the socio-security and socio-
economic wellbeing of the people. The
Perkukuh Pelaburan Rakyat (PERKUKUH)
initiative was introduced in October 2021
and places emphasis on embedding the
Environmental, Social and Governance (ESG)
principles in investment decisions of GLCs
(Government Linked Companies) and GLICs
(Government Linked Investment Companies)
as well as at a government policy level.

The ESG ecosystem for market based-
financing in Malaysia consists of four main
clusters: government and government-linked
agencies, businesses, intermediaries, and
investors. These clusters are interconnected
in their role to develop and support the
growth of ESG adoption to access capital
market financing in Malaysia. From a
regulatory perspective, many initiatives have
been undertaken since 2014 encompassing
areas such as index creation, issuance of
sustainability guidelines and frameworks, as
well as offering of incentives to develop the
sustainable financing market.

Key Challenges

The adoption of ESG principles has been
gradual, with many stakeholders taking
a phased approach in integrating ESG
into their processes. This has led to a
disproportionate level of ESG readiness
among the various stakeholders. Where

some institutional investors have introduced
their own sustainable policy framework,
others are just starting to focus on
governance indicators as a key investment
consideration. Despite sustainability
reporting being mandatory for all PLCs
(Public Listed Companies)®, policymakers
still face a challenging landscape where a
wide range of interpretation of the indicators
are possible. The differences in the quality of
available information also limits investors’
capability to assess the potential for ESG
integration into their investible universe.
Additionally, this readiness gap is also noted
between foreign and local asset managers
in Malaysia with the former being able to
better leverage off their global networks’
ESG capabilities and readiness.

This gap is further enhanced by the
complexity of sustainability reporting.
Numerous international and local standards
have been introduced to capture ESG
practices. As a result, ESG reporting is
frequently fragmented and inconsistent
between stakeholders. An ideal scenario
would see a single standard being
implemented, however there are many
considerations to take into account such as
the features and purpose of disclosed data.
To enhance ESG reporting, Bursa Malaysia
recently issued enhanced guidelines
requiring listed companies to include
climate change-related disclosures in
alignment with the Task Force on Climate-
Related Financial Disclosures (TCFD)
starting 2025. Similarly, Bank Negara
Malaysia also requires financial institutions
to be aligned with TCFD by 2024.

Another challenge faced within the
Malaysian market is the transition cost
involved. Transitioning to sustainable
practices leads to an increase in the cost
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of production, thus negatively impacting
returns. For example, environmental
externalities, which are conveniently
ignored in many current practices, are now
included into production costs and inflating
total costs. Costs are also prohibitively
expensive for companies seeking to develop
internal ESG capabilities due to the scarcity
of talent and the high costs of acquiring data
from third party providers. Broadening the
availability of quality ESG data is pivotal to
ensure higher capital allocation to support
transition activities.

Alongside the transition costs are the
transition risks and management of stranded
assets. Stranded assets are those that have
suffered from unanticipated or premature
write-downs, devaluations, or conversion
to liabilities. The extractive industry is at
a higher risk of stranded assets as climate
change concerns rise. Current exposure
to the extractive industry lends itself to
transition risk for stakeholders. Any drastic
shift away could lead to industry disruption
and financial stress, but continued exposure
may also lead to a risk for the financial
sector.

Despite the increase in demand for
sustainable assets in Malaysia, there has
been slow growth on the supply side
culminating from the challenges faced by
stakeholders. Investors and asset managers
voiced their concerns regarding insufficient
assets to create a Malaysian-focused
sustainable portfolio, limiting their capacity
to offer ESG funds. An analysis of the
sustainable unit trusts and wholesale funds
in Malaysia revealed that the majority of
the Sustainable and Responsible Investment
(SRI) equity funds are global-focused and
only one wholesale fund was a Malaysian-
focused SRI equity fund®. In the debt
market, Malaysia was seen as a pioneer of
sustainability bonds within ASEAN in 2017.
However, other markets such as Indonesia
and Singapore have progressed rapidly in
recent years, forcing Malaysia to now play
catch up with the others.

Sustainability Strategy Moving
Forward

Sustainability has become a key priority in
post-pandemic recovery. Global investors

have continued to seek opportunities to
invest in ESG assets, leading to sustainable
assets comprising 36% of total global assets
in 2020*. Malaysia is charting its course by
providing regulatory readiness for the capital
market to promote sustainable financing.
Awareness on ESG practices among investors
and issuers have improved significantly over
the past few years. Malaysia can leverage its
position as a global leader in Islamic finance
to promote blended instruments that link
between Islamic and sustainable finance.
There is a strong similarity between the
two, where both investment products can
be developed based on “Maqasid al-Shariah”
principles. The combination of sustainable
finance and Islamic finance could lead to
greater product innovation to cater for
domestic and foreign investors.

Integration of ESG into business practices
is critical to ensure business resiliency. The
ESG principles cover businesses from three
types of risks i.e. physical risk, transition risk
and reputational risk. The growing concern
of climate change, and ASEAN being one
of the most vulnerable regions to climate
change, means that serious mitigation efforts
and adaptation is needed from all parties
to minimise its impact. Businesses are
also exposed to transition risks as ASEAN
member states (AMS) have committed to the
Paris Agreement and are working towards
transition based on Nationally Determined
Contributions (NDCs). Businesses which
have not adopted sustainability practices
are subject to reputational risk, which is a
concern given the growing awareness and
preference for sustainability and ethical
practices. The “naming and shaming”
of companies that ignore their negative
impact brings repercussions to company
performance and share price. For example,
several plantation companies and rubber
glove makers were allegedly called out for
their negative environmental and ecosystem
impact, and discriminative labour practices.
This resulted in an international ban on
their products, leading to financial losses
and sharp sell down of their stocks. To
recover from such reputational hits is a
costly and lengthy process.

In addition, sustainability is also becoming
an increasingly important enabler to unlock
new business opportunities. Changing
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consumer preferences towards ethical
products ultimately affects business
conduct and strategy of firms. Malaysian
companies that inculcate good ESG
practices should explore opportunities to
apply for international certification related
to their businesses and industries. This
could facilitate access to larger, developed
markets, and potential price premium on
their products. For now, the Malaysian
government provides tax deduction for
the certification cost i.e., assessment fee,
annual fee and other fees imposed by
Standards Malaysia. The government should
consider extending the incentive to locally
recognised international certification bodies
for sustainability.

Business resilience may also be built by
practicing a circular economy. Increasing
operational efficiency by adopting the
concept of use, repair, reuse, recycle and
reproduce in a circular cycle is designed to
best use resources, reduce wastage, and save
money. Circular economy practices at a firm
level reduce business costs and increase
profits. Being self-reliant also provides a
opportunities for a business to scale up and
access different areas of the market in which
it operates.

Scaling up business is meaningless without
the necessary talent, which is one of the
biggest challenges in the transition to
sustainability. The newness of sustainability
in Malaysia means that talent and leadership
with expertise in this area are still relatively
scarce. One upside from transitioning is
that companies that implement good ESG
practices are more likely to retain talent.
To address the talent gap in sustainability,
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multiple stakeholders must cooperate in
capacity building by providing training and
upskilling to the existing workforce.

Conclusion

Overall, the argument on trade-off between
sustainability practices and business
resiliency no longer holds if businesses
have the right attitude to manage risk
and transform to adopt ESG practices. By
identifying the challenges that currently
exist in the Malaysian market, thoughtful
solutions must then be proposed and
implemented. It must be noted that the
transition to sustainability and ESG
disclosure is no longer just something
good to have, but has become a necessity
for businesses to remain relevant and
competitive in the market. Business
opportunities arising from transitioning to
sustainable business models are massive,
but businesses and the government should
be aware of potential transition risks arising
from abrupt changes. Clear policy direction,
timeline and awareness programmes are
necessary to ensure a seamless transition as
much as possible.
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[Original footnotes]

1 Government introduce 6R National Economic
Recovery Strategy (Resolve, Resilient, Restart.
Recovery, Revitalise and Reform).

2 Bursa launched the Sustainable Reporting Framework
in 2015 for listed issuers to provide narrative
statement on the management of material economic,
environment and social (EES) risks and opportunities
in their annual report (“Sustainability Statement”).

3 Based on SRI list funds provided by the Securities
Commission of Malaysia.

4 Data based on the Global Sustainable Investment
Report 2018-2020 which covers five major markets i.e.,
Europe, United States, Canada, Australasia and Japan.
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