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Since they were first issued in 2007, green bonds

have become increasingly popular as a tool for socially
responsible investing. Financial institutions, corporations,
and government entities use green bonds to fund
environmentally friendly projects such as clean
transportation, renewable energy, and responsible waste
management. Issuers can market these bonds as green
to investors who embrace the principles of impact
investing, specifically focused on the environment.

They can perform as well as, if not better than, traditional
bonds. A record amount of new issuance is expected,
driven by robust demand for sustainable fixed income
investments, regulatory tailwinds, and a favorable credit
environment.

But there are both risks and rewards. Let’s take a
closer look.
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What Are Green Bonds?

Green bonds are fixed-income instruments, similar to
traditional corporate bonds, but with an environmentally
friendly use of proceeds. The primary difference is that the
capital raised by green bonds is earmarked for sustainability-
related projects, such as producing renewable energy for
wind and solar projects or electric or hybrid vehicles.

The entity that issues these bonds publicly states how
they will be used to finance these projects. That allows
them to be marketed as “green” — usually after review by
an external third party. Some bonds are known as “climate
bonds” when they are issued specifically to finance
projects that reduce carbon emissions or positively affect
climate change. Some bonds are issued as “blue bonds”
when they are designated for projects aimed at protecting
ocean environments. Green bonds are more expansive
and encompass climate and blue bonds and more.

The World Bank estimated that the market now has
surged to more than $2 trillion globally, including more
than $70 billion in emerging markets such as Fiji and
Colombia. Bloomberg reported in April that green bond
sales reached a record $163.9 billion in the first quarter
of 2023, up 32% year-over-year.

How Are Green Bonds Used?

In the US, green bonds are typically issued for $10 million
to $100 million to finance capital-intensive projects.

Tesla Motors was one of the first major companies to
raise funds through green bonds in the US, issuing a
$600 million convertible green bond in 2013 to produce
electric vehicles. Toyota issued an asset-backed security
to finance hybrid vehicles the next year.
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How Can | Be Sure I’'m Investing
in a ‘Green’ Project?

There are no universal standards for green bonds. The
Green Bond Principles and Climate Bond Standards
detail voluntary guidelines for compliance. Most issuers
have an external party — auditors or ESG firms — prepare
a pre-issuance verification report.

Once the issuers sell the bonds, they are responsible for
using the proceeds in compliance with their issuance
guidelines. They must produce follow-up reports
distributed to investors and sometimes released publicly.

The Climate Bonds Initiative, an international organization

that mobilizes global capital for climate action, publishes
a list of verified projects on its website.

The transparency provided by labeled green bonds has
been successful in providing a strong foundation for the
growing green bond market.

Why Issue Green Bonds?

The US Department of Energy (DOE) and the Climate
Bonds Initiative note several advantages for companies
and governments to issue green bonds. They are a good
source of obtaining capital at a reduced cost. Terms of
repayment are usually more flexible, enabling the issuers
to support a wider range of projects. The organizations
can promote their interest in improving the environment.
The bonds also allow companies to diversify their investor
base by connecting them with like-minded investors.

Because green bonds are debt instruments, their terms
rely on the strength of the issuer’s balance sheet. This
means that issuers with strong credit ratings will secure
the most favorable rates.

However, issuers may encounter several negatives,
including added transaction costs resulting from the
requirements of monitoring and reporting on the use of
the proceeds. Funding projects with green bonds also
typically involves a large minimum issuance.
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What Are the Pros and Cons
for Investors?

The appeal of socially responsible investing lures many
investors to green bonds, allowing them to align their
social values with their financial needs as well as to
diversify their portfolios.

Additionally, some green bonds offer tax incentives, such
as tax exemptions or tax credits. Green bonds may also
increase investor transparency because they require
ongoing regulatory reporting.

But there are risks.

Green bond market growth is reducing the liquidity

risk but there may be times when liquidity issues could
result in losses to bond holders needing funds, which
can deter some investors. The green bond market has
grown to a point where holding to maturity is not the
only option. Investors can actually achieve a premium
by selling into the secondary market, as there continues
to be a demand for green bonds and issuance is not at
regular intervals.

Experts also advise investors to beware of “greenwashing” —
misleading information by an organization presenting an
environmentally responsible public image. All valid green
bonds should have the green label, which is a verification
from the Climate Bonds Initiative.
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What Kind of Green Bonds Are Available?

There are four basic types of green bonds: There are a few ways to invest in green bonds. You
1. Bonds secured by assets can buy them directly from the issuer, or you can buy
They are comparable to standard bonds. them through a broker. There are also several mutual

funds and exchange-traded funds (ETFs) that invest in
green bonds. Still, this asset class isn’t as diversified as
traditional bond sectors and therefore caution, especially
around concentration risk, is warranted.

2. Bonds secured by income-producing projects
These can include projects funded by government
tolls, excise taxes, etc.

3. Bonds secured by a project asset
All assets and cash flow generated by the entity
are available to investors as collateral, as with Tesla
Energy, which is backed by residential solar leases.

4. Securitized bonds
These are secured by an asset pool of several smaller For more information, please contact your advisor.
eligible green projects from which investors can get
diversification benefits by relying on the cash flows of
several projects.

The Key Wealth Institute is a team of highly experienced professionals representing various disciplines within wealth
management who are dedicated to delivering timely insights and practical advice. From strategies designed to better
manage your wealth, to guidance to help you better understand the world impacting your wealth, Key Wealth Institute
provides proactive insights needed to navigate your financial journey.
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