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IN THE RAPIDLY EVOLVING FINANCIAL WORLD, SECURITISATION HAS MADE ITS MARK AS A USEFUL
TOOL TO TRANSFER RISK AND RAISE CAPITAL. GREEN SECURITISATION NOW EMERGES AS A
MARKET-FRIENDLY TOOL, WHICH RECONCILES FINANCIAL INCENTIVES WITH SUSTAINABLE GOALS,
THEREBY PROMISING NEW MOMENTUM TO THE MECHANISM OVERALL.

Introduction

Securitisation allows the originators (usually banks) to
bundle and re-sell loans and other receivables to clear

their balance sheets and make room for further investment.

Through securitisation the credit risk of the securitised
assets is decoupled from the credit risk of the originator
leading to the freeing up of balance sheet capacity.

Essentially, illiquid assets are thus turned into liquid ones.

Securitisation is sometimes treated with scepticism from
certain economists on the basis that it created (or, at least,
contributed towards) the 2008 global financial crisis.
Nevertheless, securitisation is becoming increasingly
popular again especially in the EU as EU policymakers
intend to enhance growth and economic competitiveness

vis-a-vis other major forces like the US and China.

Traditionally, securitisation has mostly been applied to
assets like loans, mortgages and receivables. However, the
recent trend is towards “green securitisation”, a mechanism
specifically employed to support sustainable development.
This book chapter briefly focuses on the prospects and
problems of green securitisation. In doing so, it first set outs
the basic features and function of securitisation (Section 1)
and explores the features and advantages of green

securitisation as well as its impact when facing global

challenges (Section 2). Section 3 focuses on the EU Green

Bonds framework and Section 4 concludes.

Securitisation mechanics

Securitisation is a transaction or scheme that turns a
portfolio of debt into investable securities. The process
begins with the originator (e.g. a bank) which possesses
illiquid assets such as loans, mortgages or other forms of
receivables. These assets are divided into tranches based
on their risk and return. The originator transfers these
assets to a Special Purpose Vehicle (SPV) and removes
them from its balance sheet. The SPV subsequently issues
securities backed by these assets and sells them to
investors. Therefore, the risk is transferred to the investors
while, at the same time, the originator gets access to
capital. In sum, this mechanism converts illiquid assets

into liquid securities.

Undoubtedly securitisation improves liquidity and
diversifies risk. Nonetheless, the 2008 global financial
crisis exposed its potential risks when it is applied
improperly or imprudently. For example, many mortgages
were linked to borrowers with high chances of defaulting.
Moreover, banks were taking excessive risk by managing

these mortgages and then passing them onto investors.
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Securitisation has been also combined with weak lending
standards and the rating agencies’ failure to properly
assess the soundness of securities. Overall, the excessive
risk in conjunction with the lack of oversight and the
absence of adequate collateral brought the collapse of
some major financial institutions like Lehman Brothers,
triggering a global financial and economic crisis. Thus, it
comes as no surprise that post-2008 confidence in, and
appetite for, traditional securitisation was little.

The rise of green securitisation

Securitisation has started gaining new momentum, in
particular as a means to promote a sustainable future. The
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transition towards a sustainable and green(er) global (and
local) economy constitutes a Herculean task, and,
therefore, requires unprecedent levels of investment and
financing, including investments in clean energy projects
as well as the creation of new (or the adaptation of
existing) infrastructure. At the same time, traditional
sources of funding such as government bonds, state aid
schemes and private investments are not sufficient to cover
these investment needs for different reasons. Especially in
the context of the EU and the Eurozone, there are
important legal limits in relation to Sovereign Debt as well
as State Aid.

In that context, green securitisation emerges as a
market-friendly tool which creates a win-win situation, as it
enables investors to combine their financial interests with
environmental goals. Green securitisation adopts a similar
pattern to traditional securitisation. The main difference is
that the underlying assets are linked to green assets such
as assets related to renewable energy, decarbonisation
projects, energy-efficient buildings and other green,
environment-related projects. In other words, the
underlying assets are environmentally friendly assets and /

or the proceeds from the deal are invested in green assets.

Despite the stark interest and the ambitious sustainability
aspirations of the EU and its Member States, the adoption
of green securitisation in Europe has grown at a slower
rate in comparison to other global actors such as the US or
China. Factors driving this misalignment are the scarce
volume of sustainable assets, the lack of established
standards and commonly agreed definition, as well as the
limited appeal in the European countries of securitisation

products overall.

Steps in green securitisation

Green securitisation is achieved in four distinct steps. The
first step is the identification of green assets such as green
mortgages, loans tied to renewable energy projects and
green bonds. The second step consists of the green assets
being transferred from the originator to the SPV. Like in

regular securitisation, the SPV is usually completely
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independent from the originator. Therefore, the assets
leave the originator's balance sheet, and they are
protected from its potential insolvency, while the latter one
gets access to liquidity. In the next step, he SPV issues
green securities which are backed by the underlying green
assets. These securities are split into tranches based on
their risk of potential default. Just like in traditional
securitisation the tranches include the safest tier, the
riskier tier, and the tier between these two (mezzanine).
Lastly, the securities are issued to investors, whose initial
contribution provides the originator with access to capital.
The investors receive returns (interest included) that derive
from the cash flows generated from the green assets.

Green credentials

One of the different features of green securitisation is the
demand for green credentials. These credentials equip
investors with an independent verification that the
underlying assets are indeed green, meaning that they
contribute to environmental sustainability. Usually, third
parties review the green credential of the portfolio, and the
suggested allocation of the cash flows generated.

Advantages of green securitisation

Green securitisation entails certain advantages for
investors, issuers and, more general, the global society.
From the perspective of investors, the main advantage of
green securitisation is its competitive returns, which makes
it an attractive investment opportunity but without creating
environmental concerns. Furthermore, the division of
assets into different tranches allows investors to choose
securities based on their risk appetite. The verification of
the green element of the assets also provides investors
with the required transparency and assurance around their
investment.

From the perspective of issuers, it is of pivotal importance
that green securities attract a wide range of investors. This
allows issuers to raise funds at a lower cost. At the same
time, the liquidity transformation that takes place by
converting illiquid assets to liquid securities helps reduce

the issuers' exposure.

However, the positive impact of green securitisation is not
limited to the realm of finance. Green securitisation
contributes towards accelerating green transition by
directing major amount of capital to decarbonisation
projects that increase energy efficiency and reduce
dependence to fossil fuels. Additionally, the cash flow
produced by green securitisation can be utilized for
sustainable development projects which will lead to the

creation of new job opportunities and financial growth.

Risks associated with green
securitisation

Green securitisation is not a panacea; it cannot magically
solve complex and inter-related problems of environmental,
industrial, economic and financial policies. Further, despite
its inherent advantages, green securitisation is not devoid
of perils. The first risk is that green securitisation
constitutes a vehicle for “greenwashing”. As explained
above, green securitisation consists of two types. The first
type arises when the underlying assets are green and green
credentials are issued. Nevertheless, the other scenario
arises when proceeds from the deal are invested in green
low carbon assets. In the latter scenario, the proceeds
originate from a pool of non-green assets. Given the
regulatory trend towards defining green securitisation as
green proceeds transactions, a vigorous debate has been
ignited on whether this constitutes green securitisation or

is just plain “greenwashing”.

The second risk is the complexity of the current legal and
regulatory landscape. The new European Green Bond
Standard is a significant development. Nevertheless, it is
only an optional standard and it follows the proceeds-type
approach to green securitisation. Furthermore, the
regulation only covers simple green securitisation
transactions, as opposed to more complex ones, like for
example, synthetic securitisation. Lastly, as is the case
with most investments, the threat of short-termism is
always looming. More specifically, a large number of
environmental projects span a rather wide investment
horizon, which not necessarily aligns with investors’ goals

of high returns from short-term investments.
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Green securitisation under the new
European Green Bonds Regulation

There is currently no unified framework on sustainable or
green securitisation. However, the European Green Bond
Standard, which provides the first harmonised standard for
green bonds, includes a separate section for green
securitisations. The EU Green Bond Standard sets a clear
standard for green bonds, defines green economic
activities and enhances transparency at a European level. It
will come into force on December 21, 2024.

Nonetheless, green securitisation is more complicated than
bonds since it involves bundling different assets. Financial
institutions pool together assets that are connected to
environmentally beneficial projects and sells these assets
to investors. The proceeds from the sale of securities must
be allocated to sustainable projects, as defined by EU
Taxonomy, such as wind farm or solar energy projects.
Moreover, the underlying assets themselves must be
environmentally friendly.

Even though, the EU Green Bond Standard does not
constitute a complete codified regulatory framework for
green securitisation, it still constitutes a major first step for
a harmonised legal regime. By establishing and meeting
the reporting and transparency requirements of investors,
it enables financial institutions to raise capital for
sustainable projects. Furthermore, as both the market for
green assets and the regulatory framework evolve, green
securitisation can help channel private funding towards the
environmental goals set by the EU.

Conclusion

To conclude, green securitisation serves as a significant
tool in raising capital for sustainable and environmentally
friendly projects by converting illiquid assets to liquid
securities. The originators can increase its liquidity while
investors can make steady returns and support mutually
beneficial projects at the same time. The current framework
is still at an early stage of development. One should not
underestimate the challenges that such initiatives entail.

Some of the main challenges have been identified above.
However, such challenges should lead to better and
smarter regulation rather than limiting (or abandoning)
green securitisation, which can facilitate collaboration
among all stakeholders and foster transition to a

sustainable global economy.
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