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Director, Institute for Capital Market Research Malaysia

I Abstract 1

1. This study highlights the critical role of transition finance in decarbonising hard-to-abate
sectors while sustaining economic growth.

2. It introduces the FIRST Strategy—focusing on regulatory Framework, ecffective
Incentives, strengthening Relationships through greater partnerships, providing
innovative Solutions and reliable Tracking mechanism—to guide Malaysia’s transition
finance efforts.

3. Drawing lessons from regional leaders like Japan, India, Thailand, and Singapore, the
report underscores tailored strategies, robust regulatory frameworks, and private sector
investments as vital for scaling transition finance.

4. Malaysia’s adoption of the FIRST Strategy could position it as a sustainable finance
leader, attract international capital, and foster a resilient, low-carbon economy.

5. The paper offers actionable insights for aligning Malaysia’s economic growth with its
net-zero target, emphasizing the importance of tailored transition finance strategies to

achieve these dual objectives.
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What is transition finance?

As the world confronts the escalating climate crisis, the financial sector has emerged as a critical player in
steering global economies toward a low-carbon, sustainable future. This report delves into how transition
finance is essential for decarbonising high-emission industries, to achieve their climate goals without

compromising growth.

According to the Organisation for Economic Co-operation and Development (OECD), transition finance is
a funding dedicated to decarbonising high-emission entities or activities that currently lack cost-effective,
low-emission alternatives but remain essential for socio-economic progress'. Today, sustainable finance has
gained more traction but still focuses a lot on green financing and environmental, social and governance
(ESQ) investments. Transition finance, on the other hand, emphasises the dynamic process of facilitating
change in industries that are essential to the economy but need significant transformation®. A clear
understanding of the role of transition finance allows investors to differentiate between investments that

support high-emission companies in transitioning, versus those that maintain business-as-usual practices.

Transition finance plays a pivotal role in enabling carbon-intensive sectors, such as energy, manufacturing,
and transportation, to shift toward a more sustainability-oriented path. While green finance has been
successful in funding renewable projects, it only scratches the surface of what is needed to meet the targets
of the Paris Agreement and the Sustainable Development Goals (SDGs). For Malaysia, achieving net-zero
by 2050 will require a climate-resilient financial markets that supports all economic sectors. However,
regulators must exercise caution; abruptly cutting off financial access to high-emission industries could

disrupt economic activities and lead to systemic instability.

n The role of transition finance

Transition finance fills the gap by supporting industries vital to the domestic economy but require significant
investments to reduce their emissions. Financial instruments such as transition bonds and Sustainability-
linked Bonds (SLBs) are key to unlocking this potential, ensuring that no sector is left behind in the

decarbonisation journey.

In Malaysia, the urgency of embracing transition finance cannot be overstated. The nation’s ambition to
achieve its 2050 net zero target underscores the need for a comprehensive financial framework that goes

beyond green projects but also supports industries that are “brown” today but can become “green” tomorrow.

Organisation for Economic Cooperation and Development, “Transition finance: Investigating the state of play,” August 5,
2021.

Institutional Investors Group on Climate Change, “From concept to capital flows: The investor perspective on transition
finance,” September 19, 2024.
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While the Sustainable and Responsible Investment (SRI)-linked Sukuk (SLS) introduced by Securities
Commission Malaysia in 2022* provides an Islamic version of SLBs, the absence of transition labelled bonds
and lack of clear guidance on the scope of transition finance pose challenges. There are practical differences
between SLBs and transition bonds. Transition bonds are “use-of proceeds” instruments that direct funds
specifically toward helping high-emission businesses shift to greener activities. In contrast, SLBs are linked
to general corporate purposes with incentive structures tied to specific key performance indicators (KPIs).
However, poorly structured KPIs in SLBs can result in unintended outcomes, such as delayed sustainability

targets or increased insolvency risks if penalties are triggered due to missed KPIs.

m Why transition finance is important to Malaysia

Transition finance is essential for Malaysia’s journey to net zero as it supports carbon-intensive sectors while

ensuring economic growth. The key reasons include:

1) Aligning the Real Economy with Net Zero Targets: Malaysia, as an upper-middle income economy,
must prioritise energy efficiency and decouple economic growth from greenhouse gas (GHG) emissions
to meet global climate goals. Sectors like energy, manufacturing, and agriculture are pivotal for
Malaysia’s employment, trade, and investment, and transition finance is critical to driving
decarbonisation while ensuring these sectors remain competitive.

2) Accelerating Sector-Specific Transition Strategies: Different sectors require tailored decarbonisation
strategies. Sector-specific guidelines and taxonomies, along with science-based targets, are necessary to
facilitate effective transition activities in industries such as energy, manufacturing, and agriculture.
Malaysia must align key strategic sectors, like semiconductors, with national policies and ensure they
contribute to net zero goals.

3) Attracting Private Investments to Finance Transition Activities: Transition finance offers significant
opportunities to attract private capital. Transition-labelled bonds and SRI -linked instruments can finance
the transformation of high-emission sectors, reducing the risk of stranded assets and supporting the shift
from “brown” to “green.”

4) Exploring New Economic Opportunities: Transition finance can drive growth in emerging areas like
energy transition, the circular economy, and the digital economy. As global investments in brown energy
decline, low-carbon and renewable energy financing are rising, creating new jobs and business
opportunities.

5) Promoting an Orderly and Just Transition: Ensuring a just and equitable transition is vital. Abruptly
cutting off financing to high emission sectors could lead to economic instability, stranded assets, and job
losses. A clear, sector-specific transition pathway is necessary to avoid these risks and ensure no one is
left behind.

3 Securities Commission Malaysia, “SC Releases New Sukuk Framework to Facilitate Companies’ Transition to Net Zero,”

June 30, 2022.
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IAVA The transition finance strategy for Malaysia

Based on the insights from global transition finance experiences, the FIRST Strategy is introduced, offering
a structured approach to guiding Malaysia’s transition finance efforts. This strategy focuses on regulatory
support, sector-specific pathways, effective incentives, financial innovation, and transparent reporting to

align Malaysia’s transition with global climate targets.

The five key pillars of the FIRST Strategy:

1) Frameworks that are Credible and Interoperable:
* Malaysia should establish globally aligned standards, sector-specific guidelines, and taxonomies to
ensure transparency and avoid greenwashing.
* Aligning with the ASEAN Transition Guideline ensures regional harmonisation and credibility.
Regular updates to taxonomies, including sector-specific thresholds, will ensure adaptability.
* Malaysia can leverage its leadership in Islamic finance to support transition initiatives, such as the

early retirement of coal-fired power plants (CFPPs), both domestically and across the ASEAN region.

2) Incentives that are Attractive and Effective:

* Issuance grants for transition bonds: Extending incentives available for Green, Social, and
Sustainability (GSS) bonds to transition-labelled bonds, such as grants to offset up to 90% of external
review, capped at RM300,000 per issuance. This would ease issuance costs and encourage investment
in transition activities in Malaysia.

e Carbon Pricing Mechanism: Implementing carbon pricing, like a sector-specific carbon tax, is
critical for incentivising cleaner technologies. The Malaysian government plans to introduce a carbon
tax for the iron and steel industries beginning in 2026. Additional sectors, including the energy
sector—which is a significant contributor to GHG emissions—can be included in the future. Starting
with lower pricing and future guidance, as seen in Singapore, can drive change.

* Early retirement of CFPPs: Financial mechanisms like concessional loans, transition credits, and
Renewable Energy Certificate (REC) trading can incentivise early CFPP retirement and other
transition activities.

* Transition Premium: The emergence of “transition premium” in the market, similar to greenium for
green bonds, is still in its early stages. However, early data shows potential for pricing advantages in

transition finance.

3) Relationships and Partnerships:

* Global cooperation and regional collaboration are essential for scaling transition finance (see Figure 1).

15
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Figure 1: Summary of domestic and international initiatives for strengthening relationships through
partnerships and networks

Key Area

Domestic Initiatives

International Initiatives

Regulatory and Policy
Support

Collaborate with domestic
organisations e.g. Advisory
Committee on Sustainable
Reporting (ACSR) and the Joint
Committee on Climate Change
(JC3), for decarbonisation and
sustainability.

Engage sector-specific communities
for developing transition targets,
disclosure standards, thresholds.
Involve citizens in policymaking
e.g., carbon pricing, subsidy
rationalisation.

Collaborate with international
organisations e.g. International
Organization of Securities
Commissions (IOSCO),
International Capital Market
Association (ICMA) and Climate
Bonds Initiative (CBI), for global
standards alignment.

Learn from Japan’s sovereign
transition climate issuances to
improve Malaysia’s frameworks.

Product Development

Use sandboxing tools to test
innovative prototypes (e.g.,
tokenisation of ESG or transition
assets).

Partner with Asian Development
Bank (ADB) and World Bank for
new product development.
Participate in ADB’s Energy
Transition Mechanism (ETM) for
energy transition support.
Collaborate with Monetary
Authority of Singapore (MAS)
and ADB on transition credits for
ASEAN.

Research Capabilities

technologies e.g., hydrogen, and
carbon capture, utilisation, and
storage (CCUS), linked to
Malaysia’s National Industrial
Master Plan 2030 (NIMP) and
National Energy Transition
Roadmap (NETR).

Issue sovereign transition sukuk to
finance R&D.

Capacity Building Address talent shortages in Leverage international grants for
sustainable finance (finance and capacity building in
science-based climate solutions). Measurement, Reporting, and
Reskill and upskill financial sector Verification (MRV).
employees in sustainable finance.

Technology and Focus research on sustainability Implement the quadruple helix

strategy (industry, universities,
civil society, government) for
international research and
commercialisation.

Promote open learning and open
database

Source: Institute for Capital Market Research.

4) Solutions that are Innovative and Scalable:

¢ Malaysia could become the world’s first issuer of a Sovereign Transition Sukuk, with the proceeds
channelled to fund NETR based R&D initiatives and subsidise energy transition activities.
¢ Exploring risk-sharing Islamic finance structures (e.g., Musharakah contracts) and leveraging peer-

to-peer (P2P) and equity crowdfunding (ECF) platforms for small scale projects like solar panel
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installations and upgrading to energy-efficient appliances would enhance access to finance for Micro,
Small and Medium Enterprises (MSMEs) and Halal industry.

» Tokenisation of ESG assets can improve transparency, scalability, and liquidity, offering broader
participation for small investors in energy transition projects. Integrating distributed ledger
technology (DLT) and tokenisation into transition finance ecosystem, attract both local and

international capital.

5) Tracking Mechanisms to Ensure Accountability:
¢ Robust monitoring and independent verification systems must be in place to prevent greenwashing
and ensure adherence to decarbonisation goals. Science-based targets and transparent reporting will
build investor confidence.
¢ Most verifiers are based in developed economies, which may not fully address the needs of
developing countries. ASEAN, through the ASEAN Capital Market Forum (ACMF), could lead the
development of a regional verifier and standard-setter program for decarbonisation, tailored to the

region’s needs, with Malaysia potentially spearheading the effort as ASEAN chair in 2025.

Lessons from other jurisdictions

Drawing on lessons from regional leaders like Japan, India, Thailand, and Singapore, the report underscores
the importance of more tailored transition finance strategies. Japan’s pioneering issuance of sovereign
transition bonds, India’s alignment with global green finance standards, and Thailand and Singapore’s
financial incentives for decarbonising high-emission sectors offer valuable insights that Malaysia can adopt.
These case studies demonstrate that regional collaboration, robust regulatory frameworks, and private

investment are key to scaling transition finance.

AVAR Conclusion

Transition finance is not just a financial tool but a catalyst for transforming economies. By adopting the
FIRST Strategy, Malaysia can position itself as a leader in sustainable finance, attract international capital,
and create a resilient, low-carbon economy. The time for action is now, and this paper provides the pathway

to turn ambition into reality.
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