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Green Finance Derivatives:

Navigating the Next Frontier of Sustainable Capital
Markets

I. Financial Engineering & Product Structure

1. Instrument Comparison: Contrast the "value proposition” of green bonds versus
sustainability-linked derivatives (SLDs). How does the payoff structure of an SLD
differ from a traditional interest rate swap?

2. The ESG Performance Swap: Explain the mechanics of an "ESG performance
swap." In your explanation, identify the potential "underlying” and how the cash flow
exchange is triggered compared to a standard total return swap.

3. Pricing Challenges: The text mentions a lack of "historical data depth™ for
environmental metrics. How does this absence of historical data impact the calibration
of stochastic models (like Black-Scholes or Monte Carlo simulations) when pricing
these instruments?

1. Risk Management & Quantitative Analysis

4. Tail Risk & VaR: The author suggests that Value at Risk (VaR) models may
inadequately capture climate-related "tail events.” Propose an alternative risk metric or
stress-testing framework that might better capture the non-linear risks associated with
green derivatives.

5. Basis Risk: Define "basis risk" in the context of carbon offset swaps. Why might a
derivative contract fail to perfectly hedge a corporation’s actual environmental
liability?

6. Counterparty Risk: Discuss the role of "centralized clearing facilities” mentioned in
the text. How would a Central Counterparty (CCP) mitigate the specific risks inherent
in long-term environmental performance covenants?
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