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Financing Instrumentsin Climate Finance for
Asset Recycling

Download Chatbot

On this page: Find types of financial instruments that can be utilized for climate finance, the definition of
each financial instrument, and related examples of climate finance providers from public and private
sources. Read below or visit the Guidelines for Implementing Asset Recycling Transactions Section Overview
and Content Outline, or Download Full Report for more.

Climate finance s, first and foremost, finance, so the available instruments are the typical financial
instruments that may be used for any type of financial transaction. In other words, what makes an investment
climate aligned is not the nature of the instrument used, but the fact that the investment supports
interventions that contribute to climate change mitigation action and adaptation efforts.

Accordingly, the four (4) main categories of financial instruments to be utilized by an asset recycling
transaction for climate finance are the typical financial instruments available for any type of financial
transaction, namely:

i. debt instruments;

ii. equity instruments,

iii. credit enhancement instruments; and,
iv. risk transfer instruments.

The difference between atypical financial instrument and a climate finance instrument is that funds raised
under climate finance sources are ring-fenced for the purpose of achieving the specific climate-related
objective, project, or physical asset.

The following table lists the types of financial instruments that can be utilized for climate finance, the
definition of each financial instrument, and related examples of climate finance providers from public and
private sources.

Finance provider from

Financial Instruments Definition . X
Public or Private sources

Non-concessional Loansthat are provided at a market rate of Commercia banks,
loans interest for climate change activities. corporate
_ Loans provided for the purpose of
Debt instruments addressing climate change/sustainable

Governments, DFIs,

Concessional loans objectives, characterized by longer Climate Funds

repayment terms, lower interest rates and
extended grace periods.
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Financial Instruments

Definition

Finance provider fromPublic
or Private sources

Grants

Debt swaps

Green, socia, and
sustainable
bonds) (also
known as
thematic bonds)
and sustainability-
linked bonds

Microfinance
loans

Sum of money that is
given for climate
change activities but
does not need to be
repaid. They are
usually alocated to
support early-stage
activities of a project
such asthe
development of a
project concept, or for
specific capacity
building activities.
Sale of aforeign
currency debt to an
investor or debt
forgiveness by the
creditor, in exchange  Governments, public and private investors
for the debt relief

being invested in

climate change related

activities.

Debt instruments

where proceeds are

used to finance or

refinance, in part or in

full, new and/or Public governments (national, sub-national
existing eligible or municipal) and private investors, banks
projects/assets/compani or corporations

that have climate

and/or environmental

and/or social and/or

sustainable benefits.

Small-scale financial
creditsto
entrepreneurs, small
businesses, and
individuals that lack
access to traditional
banking services for
the purpose of
addressing climate
change.

Climate Funds, Governments, DFIs, public
and private institutions (including
philanthropic)

Microfinance institutions



Finance provider fromPublic

Financial Instruments Definition .
or Private sources

Debt, typically
unsecured and
subordinated, that
raises capital base with
Quasi equity no changes to the Public and private investors
ownership structure for
the purpose of
addressing climate
change.
Ownership interest held by shareholdersin
an entity—a company (including SPV),
partnership (including Joint Venture), or ~ Public and private
trust—realized in the form of shares of investors
capital stock for the purpose of addressing
climate change.

Equity securities

Equity Joint financing between two entities Public and private
instruments Co-financing working to finance an activity with climate . P
. investors
change objectives.
Funding climate change mitigation or
adaptation project activities by raising
Crowdfunding small amounts of capital from many I(;Ioomuszhn(i)leg,
individuals, typically through an online P
platform.

Lower interest rates and other subsidies to
reduce financing costs below market rates Governments, DFIs
to finance climate change activities.

Borrowing from external or domestic
sources and thereafter passing the loan to
another entity for the purpose of addressing
climate change.

Replacement of an existing debt obligation
with another debt obligation under different Commercial banks,
Credit terms for the purpose of addressing climate Governments, DFIs

change
enhancement } ; ;
instruments Subordinated instrument, either aloan or

Project bond credit contingent facility, to support senior project
enhancement bonds issued by a project company for low
carbon projects.

Prioritization of collateralized debits,
Subordination of credit ranking one behind another for purposes of

Interest-rate softening
mechanisms

On-lending Governments, DFIs

Refinancing

Governments, DFIs

trenching excess collecting repayment from a debtor. .
Spread, over Subordinated debts are riskier than higher Lg\c/::lr:nr;(;:gtlonal
collateralization, priority loans, transferring risk in the event g

reserve accounts, etc.  the results of climate projects are not fully
achieved.



Finance provider fromPublic

Financial Instruments Definition .
or Private sources

The creation of risk transfer mechanisms
that provide resources for climate-related
disasters and transfer loss liabilities to
capital market investors.

A promiseto repay the debt of another, in

Insurance I nsurance companies

Al . Guarantees relation to a climate change activity, inthe Governments, DFIs
transfer/sharing event of default.

instruments and :

e Results-based climate Funds are disbursed by the donor or

investor after pre-agreed results of the Governments, DFIs
climate activity are achieved and verified.

Funds (equity/concessional loans) allocated
Risk capital to climate mitigation/adaptation activity Governments, DFIs
with high level of uncertainty.

finance

The appropriate financia instrument(s) selected by the borrower will depend on the project’ s specific
attributes, such as type of infrastructure, sector, scale, financing and co-financing needs, mitigation and/or
adaptation objectives, as well as the borrower’ s characteristics, investor appetite for risks and returns, and the
type of sources of financing available. Depending on the selected climate finance source (public or private)
and financial instrument(s), the financier’ s key criteriawill be different, with specific requirementsto be
followed by the climate finance proponent.

While the types of instruments available are those typical of any project finance transaction, climate finance
instruments can further be categorised by the results the funds are lent against. Specifically, some climate
finance is based on the greenness of the investment to be financed, i.e., the focusis on the proceeds are used.
Other climate finance is linked to predefined, improved climate results that must be achieved by the borrower
— either the interest rate goes down if the borrower meets the climate target, or the interest rate goes up if it
does not. These two distinct approaches to climate finance are summarized in the figure, below.
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Green bonds may be particularly attractive to issuers because they can benefit from a“greenium,” or a
premium for bond issuers experienced through lower interest rates than conventional bonds. A recent
systematic review of the available literature estimates that an average greenium ranging from -1 to -9 basis
points exists for green bonds on the secondary market.8 Green bonds appear particularly advantageous for
emerging markets, with an average emerging market greenium of -3.4 basis points as compared to
conventional bonds by the same issuer, though arelatively small sample size cautions against drawing firm
conclusions.’

Nevertheless, given the high yield nature of this segment of the market, there could be potential for the
emerging market greenium to widen. The negative premium is mostly aresult of the imbalance between the
supply of green bonds and investors' demand.8 In addition, a greenium may be a part of the overall discount
factor (or the required rate of return). That is, assuming the sustainability factor associated with a thematic
bond is a credit positive, such that the issuance of the bond is perceived to improve sustainability, thisin turn
should result in lower overall risk of the issue (issuer) and thereby warrant alower yield (higher price)
relative to the normal curve (i.e., greenium).2

Asthe “greenium” becomes wider, issuers will have greater incentive to issue green bonds, which should
support the “greening” of the emerging market debt market. Overall, the green bond market presents a
promising opportunity for organizations, and in particular those operating in emerging markets, to finance
largescal e sustainable investments across a wide variety of industries and green technologies, potentially at a
lower cost of debt.

Theyield of these bonds is typically dependent on the degree of green investment that they are financing, but
certain instruments allow for the interest rate to be adjusted based on the degree of improvement in the
sustainability of the organization. Green bonds are particularly popular in emerging markets and their
contributions to the global market have grown significantly, increasing by 21% in 2020. Chinais currently
the leading issuer of green bonds in emerging markets; other countries that have seen growth include
Armenia, Egypt, and Saudi Arabia.

Footnote 6: S. MacAskill, E. Roca, B. Liu, RA. Sewart, O. Sahin. 2021. Isthere a green premiumin the
green bond market? Systematic literature review revealing premium deter minants.

Footnote 7: Amundi Asset Management and International Finance Corporation. 2021. Emerging Mar ket
Green Bonds Report 2020: On the Road to Green Recovery.

Footnote 8: 1hid.

Footnote 9: United Nations Development Program. 2022. “ Identifying the ‘ greenium’.
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This section has not been prepared with any specific transaction in mind and are meant to serve only as
general guidance. It istherefore critical that the content will be reviewed and adapted for specific
transactions.

Thisis a new section of the website and is currently in draft form. For feedback on the content of this section
or to suggest additional links or materials, please contact the PPP Resource Center using the feedback form.
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