» The Multilateral Development Banks (MDBs) have committed to align all their operations with the mitigation

and the adaptation goals of the Paris Agreement.

» This memo describes how alignment with the mitigation goal can be assessed and implemented.

» We recommend that banks develop methods and tools that support countries peaking global greenhouse
gas (GHG) emissions as soon as possible and aim for net-zero CO, emissions by around 2050.

» Any decision on individual investments and strategies should be taken with these targets in mind. Where an

»

»

investment cannot be clearly categorised as aligned or misaligned, for example because of a lack of data, we
recommend a conservative approach and assume misalignment, notably for gas infrastructure.

MDBs need to support countries to go beyond their current mitigation policies and targets to develop
a project pipeline that enables countries to transition to a low-carbon future and meet the mitigation
objectives of the Paris Agreement.

It is important that MDBs interpret the Paris Agreement temperature goal ambitiously. The Paris Agreement
goal to limit temperature increase to well below 2°C and pursuing efforts to limit it to 1.5°C goes beyond
Copenhagen Accord and Cancun Agreement targets. MDBs influence on development finance more broadly

provides them with a special opportunity and responsibility to promote ambition.

Climate change mitigation is increasingly urgent.
With every year of delayed action, the world runs out
of options to be selective in its available mitigation
options. The Paris Agreement recognizes this urgency
and calls on all countries to undertake “ambiti-
ous efforts”, while keeping in mind the principle of
respective responsibilities and capabilities.

This memo details several approaches Multilateral
Development Banks (MDBs) could use to evaluate the
alignment of their investments and other activities
with the mitigation objectives of the Paris Agreement.
It further investigates the need to contextualize this

evaluation and suggests how MDBs can ensure an
equitable approach to the mitigation requirements of
the Paris Agreement.

In December 2018, the MDBs announced six buil-
ding blocks for Paris alignment, including Building
Block 1 on aligning with the mitigation goals of the
Paris Agreement:! “Alignment with mitigation goals.
Our operations will be consistent with the different
countries’ low-emissions development pathways and
compatible with the overall climate change mitigation
objectives of the Paris Agreement. In line with Princi-
ple 2 of the ‘Mainstreaming Principles’, we will assess



our operations against transition risks and opportuni-
ties related to climate change.”

In September 2019, the MDBs presented interim
thoughts on their framework for Paris alignment. For
mitigation, a central element is a flowchart that clas-
sifies projects as aligned or misaligned. The MDBs are
in the process of further detailing the various blocks
in the flowchart and this memo provides some sugge-
stions as input to those discussions.

This work builds on results from previous research,
which developed criteria for Paris alignment with a
focus on transport and energy infrastructure.? It focu-
ses on suggestions to develop criteria for Paris-alig-
ned investing and omits methods specifically targeted
at assessing transition risks. However, we understand
that by supporting only Paris-aligned activities, tran-
sition risks will be minimized, at least for new opera-
tions (see also Memo 5).

To be aligned with the Paris Agreement mitigation objectives, MDBs need to enable countries to take mitigation
measures beyond what they can equitably do on their own in order to do what climate science says is required:

1| Develop methods and tools, including sector strategies and targets, that support peaking global

greenhouse gas (GHG) emissions as soon as possible and aim for net-zero CO, emissions by around 2050.
As part of a Paris-aligned framework, this overarching target provides a sense of direction and thus
guides decision making for individual projects, as well as the development sector strategies and emissions

targets.

2 | Ifin doubt, assume misalignment. Take a conservative approach to activities where no clear judgement
on their alignment is possible and refine methods over time. In some cases, it is difficult to determine to
what extent investing decisions are aligned. Under a comprehensive framework, assessment approaches
will improve and more data will become available over time, lessening uncertainty. In the meantime,
there is a risk of approving misaligned projects if they cannot be assessed. During this transition period,
we advise a conservative approach: when Paris alignment is uncertain, the project should be labelled
misaligned. If a bank chooses to label an activity “uncertain”, it should not refer to itself as overall Paris

aligned.

Because uncertainty is currently high for investments in natural gas, we suggest assuming that all fossil
fuel investments are misaligned unless proven otherwise.

3| Go beyond current mitigation policies and targets to support Paris-aligned pathways. Under a Paris-
aligned approach, MDBs can continue to support Nationally Determined Contribution (NDC) and long-
term strategy (LTS) implementation, while also increasing support for mitigation measures that help
countries strengthen those and transition to low-carbon, Paris-aligned pathways. The NDCs and LTSs
submitted so far clearly exceed the Paris temperature limit and run the risk of locking countries into
carbon-intensive pathways. Thus, alighment with NDCs and other national policies and strategies needs
to be considered so that their level of ambition is not undermined by MDB activities, although they alone

cannot guarantee Paris alignment.

4 | Stick to an ambitious interpretation of the Paris agreement temperature goal. The Paris Agreement
goal to limit temperature increase to well below 2°C and pursuing efforts to limit it to 1.5°C goes beyond
the former 2°C limit of the Copenhagen Accord and Cancun Agreement. This means that MDBs should aim
for 1.5°C, given their role as development cooperation providers, their influence on development finance
more broadly and their role as good examples worldwide.



This section examines various options for developing
criteria to assess alignment of MDB investment acti-
vities with the mitigation goals of the Paris Agree-
ment. The options discussed use global pathways,
sectoral decarbonization pathways and more detailed
benchmarks tailored to the specific circumstances of
the country or project at issue. The memo focuses on
quantitative approaches, but stresses that additional
qualitative considerations will be required to come to
a final judgement, particularly for investment areas
where the project context determines alignment.
The paper does not define benchmarks or criteria but
explains how the different approaches could be useful
for different types of analysis to inform investment
decisions and determine the potential limitations.

Limiting warming to 1.5°C requires the highest possi-
ble mitigation efforts everywhere. As a result, these
approaches do not differentiate between countries’
responsibilities and capabilities. Section 3 discusses
related issues of equity.

Table 1 provides guidance on what type of approach
to take, depending on the application. The Appen-
dix gives an overview of the level of complexity, data
availability and potential sources of information for
the different approaches. Table 1 provides some addi-
tional considerations on natural gas investments.

Based on the mitigation objectives in the Paris Agree-
ment and emissions scenario literature, we can esti-
mate when various economies or entire sectors must
be decarbonized and how other GHG emissions beyond
CO, should develop. Staying within the Paris tempera-
ture limit requires globally:

» Reaching net-zero CO, emissions by around 20503

» Achieving a long-term balance of anthropogenic
GHGs*

» Decarbonizing the energy sector by around 20505
» Reaching peak emissions as soon as possible.4

The 2018 IPCC Special Report on 1.5°C, which is scien-
tifically robust and vetted by governments, is a good
source of information for global benchmarks.

Under a variety of scenarios that model emissions
pathways that reach net-zero CO, by around 2050,
including those used for the IPCC 1.5°C report, sectors
for which full decarbonization is possible with existing
technology (eg, energy supply) must do so by around
2050. Remaining emissions stem from processes or
other sectors that are difficult to decarbonize (eg,
aviation). The scenarios require negative emissions in
some sectors to make up for any remaining emissions
in others.

IPCC bases its findings largely on cost-optimal
pathways that distribute emissions cuts across geogra-
phical regions, independent of the level of develop-
ment, based on where reductions are least expensive.3
It is important to understand that net-zero does not
primarily mean balancing emissions across regions
or countries, but rather full decarbonization where
technically feasible, with flexibility for sectors or
regions where reducing emissions to zero is currently
not possible. Getting to net-zero CO, by mid-century
means that every ton of CO, that can be avoided with
available technologies should be avoided by 2050.

One way to complement the approach of setting a
decarbonization target year is through creation of a
simple global emissions pathway towards that year,
namely 2050: for example, a linear path to 2050 or one
that reduces emissions more rapidly now, with slower
reductions later. The simple pathway can then be used
to determine the compatibility of activities, projects or
targets at different points in time.®7?



An advantage of this approach is its simplicity paired
with a sound scientific basis: it defines a readily
understandable target (zero by year x) that is never-
theless the result of a large body of scientific research
(IPCC and others). The main drawback of using a
global pathway for investment decisions, particu-
larly for direct project finance, is its limited detail
and granularity. The goal of decarbonization by 2050
alone does not define the precise global carbon budget

available until then, but global warming is determi-
ned by cumulative emissions over time. Moreover,
global models usually cover the electricity generation
sector in considerable detail, while providing less
guidance on energy demand, industrial processes and
agricultural sectors. Furthermore, banks’ operations
cover different sectors, some relying more heavily on
investment areas that are difficult to decarbonize such
as industry.

Table 1: Overview of considerations for Paris alignment and approaches to support the analysis

Global pathways

Sector/technology
pathways

Sector/technology
pathways

Criteria that address

project context

Sector/technology
pathways

Global pathways

Sector/technology pathways

Net CO, emissions need to be zero around 2050. This implies that coal
is quickly phased out globally in all scenarios that align with the Paris
Agreement temperature limit. Investments in coal should thus be on

the negative list.2

To get to net-zero, all scenarios aligned with the Paris Agreement fore-
see a strong increase in renewable energy. Investment in those techno-
logies and related areas (eg, distribution and storage) should be inclu-

ded on the positive list.

Any investment area that produces emissions or is at risk of other
sustainability concerns (eg, gas, biomass, large hydro dams, nuclear)
should not be on a positive list. For some technologies, pathways show
that it depends on how they are deployed. For example, transmission
lines that do not connect a specific electricity source would require ad-
ditional analysis to understand whether they support a transition to a

zero-carbon electricity supply.

Paris-aligned pathways allow for natural gas investments under very
limited circumstances. Determining whether a gas plant is aligned
requires detailed consideration of plant specifications and context,
including the plant’s lifespan, any non-fossil fuel alternatives, and any
additional fossil fuel infrastructure that the plant’s construction would
necessitate and potentially lock-in for the future (eg, a gas pipeline

made necessary by the plant).

Sector pathways, such as the development of the share of renewable
energy, can serve as an input for formulating policy objectives. Another
example is agreeing that the programs avoid finance flows to techno-

logies that are not the best available technology.

In developing an LTS, a country may need inputs on the adequate ove-

rall mitigation level, as well as sector pathways to achieve such a level.



Paris-aligned pathways only allow natural gas in

exceptional circumstances:

» where it is proven that no feasible technical alter-
native exists; or

» where it is proven that the facility can be repurpo-
sed for the use of low-carbon gas; or

» where it is proven that the installation will be
equipped with carbon capture and storage techno-
logies; and

» where there is no risk of a systemic lock-in as a
result, eg, of increased gas demand that will lead to
further investments in gas infrastructure.

In many cases, energy efficiency and renewables
combined with storage options (batteries/power to
X) provide the economically more attractive solution,
already limiting the role of natural gas today. MDBs
should scrutinize every natural gas project and if in
doubt label it “misaligned”. Large-scale infrastructure
that locks in natural gas use for many decades needs
to receive particular attention. Upstream exploration
and production of natural gas cannot be considered
aligned with low-carbon climate resilient development
pathways.>

This box describes various elements to consider when
assessing investments related to natural gas, without
trying to establish a complete assessment methodology:

Absolute emissions: Although gas-fired power plants
emit less CO, than other fossil fuels, the direct emission
factor of 350-400 g/kWh is too high for Paris-aligned
pathways in the long run. Leakage during the production
and transportation of natural gas increases the emissions
intensity further. If the gas plants are equipped with
combined heat and power, their emissions factor would
be lower. The Intergovernmental Panel on Climate
Change (IPCC) concludes that gas should only be used in
the electricity sector in 2050 if it is equipped with Carbon
Capture and Storage (CCS). Natural gas is also used as
an energy carrier in industry, where less emissions-
intensive hydrogen replaces it in many processes in
Paris-aligned scenarios. Another important use of natural
gas today is in the building sector, where Paris-aligned
pathways project a widespread electrification, renewable
sources and strong energy efficiency measures on the
building envelope, minimizing the role of natural gas in
the long term and reducing the emissions intensity of
this sector.

The electricity sector will need to be at zero CO, emissions
by 2050, or even be a net sink in scenarios that make use
of Bioenergy Carbon Capture and Storage (BECCS). This
means that if we still use fossil power plants by then,
those emissions will need to be abated by sinks. Even
CCS plants emit, given their incomplete capture rates.

Potential role in electricity
Conventional power plants including gas turbines serve
as a provider of system inertia and thus stabilize the grid.

systems transition:

Some also see a value in peak capacity use of natural gas
for times when variable renewable resources are low and
demand is high. However, costs for battery storage are
dropping quickly towards cost-competitive levels.

Relative improvement compared to other options and
alternatives: Some countries currently rely heavily on
coal, including for inefficient decentralized heating.
At least in the short term, moving to efficient gas
systems is an improvement in terms of emissions and
energy efficiency and local air pollution. Wherever
possible, zero-carbon options should be pursued to
replace coal. However, where renewable resources are
lacking or cannot be deployed at the required speed to
ensure a secure move away from coal, gas can be an
alternative. Feasibility studies are required to prove
that no alternative exists. Such studies should include a
comparison of longer-term infrastructure investments
implied by the activities, including the risk of stranded
assets.

Lock-in risk: The operation time of many investments
in gas infrastructure exceeds by far the middle of this
century. Gas pipelines have a technical lifetime of
about 80 years. Investments in natural gas components
risk cementing in a gas-heavy energy system. This is
particularly the case where no gas infrastructure yet
exists. Significantly expanding or even building up the
complete system today will unavoidably lead to stranded
assets when transitioning to a Paris-aligned pathway.



Although simplified, global pathways and comparing
investments to globally required mitigation efforts
can provide useful insights for technologies and -
paired with considerations on equity - individual
countries (see section “Differentiation between levels
of development”). This approach could support the
development of rough technology-based exclusion
lists and identify investment opportunities in sectors
or technologies that actively support Paris-aligned
pathways (compare with Table 1).

The objective of net-zero CO, emissions by 2050 should
guide decisions made now for projects with lifespans
beyond 2050. For example, building a gas-fired power
plant in 2019 with an expected 40-year lifespan would
not deliver zero emissions by 2050. The lifespan here
is the technical operation time of the project, not the
implementation phase nor the duration of the payback
period for the MDB.

Furthermore, global pathways can inform discussions
with countries on mitigation plans, country programs,
or long-term low greenhouse gas emission develop-
ment strategies (LTSs) (see also, the memo on Building
Block 4). Net-zero emissions by around 2050 could
also serve as the basis for setting gross GHG emis-
sion targets at MDB portfolio level. If a bank pursues a
portfolio-level target, it needs to avoid simply moving
out of emissive sectors such as industry. It thus makes
sense to break down the net-zero target to different
sectors, acknowledging that they decarbonize at diffe-
rent speeds.

This approach uses information on a sector, sub-sector
or even technology level to determine if different
investments align with the Paris Agreement. These
benchmarks describe development of sector indicators
over time, for example the emissions intensity of the
energy and heat supply, or requirements for certain
efficiency standards for new buildings. In compari-
son to the global pathways described in the previous
section, this approach zooms in to not only describe
the required reduction of emissions globally or on a
sector in aggregate, but also lay out how the sector
should achieve decarbonization. Examples of such
benchmarks from literature are:®

» Increase the share of renewable energy to 100%
by 2050.

»  All new buildings should be fossil-free and near-
zero energy as of 2020.

» End fossil-fueled vehicle sales after 2035.

Benchmarks can be derived in several ways:

From global emissions scenarios with sector detail:
Most integrated assessment models cover the elect-
ricity sector in depth. Some global models represent
the land use sector in more detail, while some provide
intensity and activity indicators at sector level, for
example the development of GHG emissions intensity
of electricity generation over time, or cement produc-
tion and intensity.

Sector-specific scenarios or modelling exercises: Many
bottom-up models cover the energy sector in some
detail.>-» Other scenario exercises contain details on
the industrial, transport or buildings sectors.%® There
are studies which focus on mitigation opportunities
assuming Paris-aligned pathways in specific sectors.:
The Science-Based Targets initiative has developed
approaches for a subset of sectors (eg, chemicals,
transport, financial institutions) to provide bench-
marks for companies on how quickly they need to
reduce greenhouse gas emissions.* The private sector
association We Mean Business conducted a stakehol-
der process to agree on sector-specific benchmarks
that could easily be used in practice.’¢

Through best available technology (BAT) or best prac-
tice policies: Particularly in sectors where no further
guidance is available, the most efficient or least
carbon-intensive solutions could be an indicator for
Paris alignment. Avoiding carbon dioxide emissions
means that every piece of new equipment and every
renovation should be as efficient and low-carbon as
possible. BAT or best practice policies offer viable
solutions. Data sources for BAT include sector-speci-
fic research (eg, for cement'’) and databases (eg, for
energy efficiency'®). Literature reviews for best prac-
tice polices can be found*° for multiple sectors. BAT
is not Paris-aligned by default, meaning that bench-
marks resulting from this approach should be used
with caution.



When drawing sector-specific benchmarks from
scenario literature, the following considerations help
inform a robust approach: First, the studies use their
own interpretations of Paris-alignment, which may
deviate from a robust 1.5°C scenario. Second, the
studies may become outdated very quickly. For exam-
ple, many studies, including the International Energy
Agency (IEA) reports, fail to reflect the actual progress
of renewable energy technologies and prices.> Third,
sector or technology-specific studies are not always
integrated with global emissions scenarios. Hence, it
is not always the case that aggregate emissions, toge-
ther with all other sectors, are Paris aligned. Conse-
quently, cross-checking individual study results with
top-down models is advisable. Many existing data
sources have a very specific (sector) focus and will
only support methods for a small subset of projects.

Sector-specific pathways provide detailed information
about sectors, subsectors and technology. This means
that investment opportunities can often be compared
directly to such benchmarks.

However, for some sectors, the level of detail is limi-
ted (eg, industry). In some sectors, best available
technology is Paris aligned (eg, renewable energy
in the electricity and heat supply complies with a
fully decarbonized pathway). In others, such as the
industrial sector, BAT is not necessarily Paris aligned.
Ideally, these indicators should be pegged to what the
Paris Agreement says we need to do and not just what
the best available technology can currently do. Where
no other low-carbon alternative exists, BAT should
be assessed for its lock-in risk: if the investment can
later transition to a low-carbon pathway and there is
no low-carbon alternative (including demand reduc-
tions), it can be considered aligned.

Furthermore, sector and technology pathways often do
not allow for differentiation based on project context.
The benchmark of “All new buildings should be fossil-
free and near-zero energy as of 2020”, for example,
neglects the variation of capacity of the construction
industry in different regions; neither does it consider
the geographical location of the building. For buil-
dings where heating/cooling is needed only a few days
a year it may be more cost-efficient to relax insula-
tion standards, while the remaining required energy
is low-carbon.

Sector decarbonization pathways can support positive
and negative investment lists. They can also influence
the design of policy-based lending instruments, for

example in formulating policy objectives for agreeing
that programs avoid finance flows to technologies that
are not the best available technology.

MDBs could work together to build a joint database
with sector or technology-specific criteria from scena-
rios and other sources, either as background informa-
tion or to develop benchmark levels or technologies to
be used in the joint MDB approach to Paris alignment.
Such a database could include intensity indicators and
how they should develop over time. It will be import-
ant to update this database regularly to reflect tech-
nology progress and new scientific insights. Efforts
are required to set up a well-equipped database, but
it would enable bank staff and potentially other orga-
nizations to access the available information in the
future.

Analysis using the global or sectoral pathways descri-
bed above may not be decisive for all activities.
Instead, Paris alignment will often depend on the
specific context of the investment. “Context” refers
to national or local circumstances and development
priorities, and to the precise design of the invest-
ment and its environment. In terms of project design,
often the relevant question is not “Is this project Paris
aligned?” but “How should this project be designed so
that it is Paris aligned?”

Project and context-specific approaches are often
necessary to reach a final decision on whether certain
investment activities are aligned.

Examples for considering the context of an invest-
ment to derive criteria for Paris alignment include:

» If a country already has a very high share of rene-
wable energy in electricity, it should move to 100%
renewable energy in electricity earlier than 2050.

» If the construction industry in a country has no
experience of near-zero energy buildings, the year
for allowing only near-zero energy buildings for
new constructions could be moved to 2025 (rather
than 2020).

» If the project enables other economic activities
that compromise alignment, it should be conside-
red misaligned (see Box 2).



Even if an investment on its own is not misaligned with
the Paris Agreement, it may enable activities that are
misaligned. If an aligned investment results in diverting
a country from its path towards decarbonization
through its economy-wide implications, by extension
the investment becomes misaligned.

One example involves the construction of roads and
related infrastructure. It is undisputed that rural roads
provide remote areas with access to markets, education,
health services, etc and are thus important for rural
development. However, for investments in rural roads
to be Paris-aligned, it will be important to avoid lock-
in of carbon-intensive infrastructure and increasing
deforestation rates. This could mean allowing space
for non-motorized traffic (eg, pedestrian pathways,
bicycle lanes) or public transportation and preserving
opportunities for future decarbonization (eg, through
investment in electric charging infrastructure).

Few approaches exist that develop Paris-aligned
criteria on this level of detail:

» Germanwatch and NewClimate? illustrate approa-
ches that consider the context of countries. The
approach for the transport sector considers coun-
try circumstances in the most detail.

» Vivero et al.>> formulate recommendations for
different countries for the energy transition,
based on the share of variable renewables in the
country today (“phases of transition”) and coun-
try circumstances influencing the transition. The
challenge of such a framework is the degree of
complexity that arises from combining different
circumstances. The authors therefore formulated
country case studies but refrained from developing
a framework with generic recommendations based
on the phases and circumstances.

The advantage of such a concept is that it can be used
directly for a very detailed assessment of the Paris
alignment of projects. The concept is based on scien-
tific and technically sound inputs, while it allows for
flexibility to adjust to country-specific circumstances
and the project context.

Another example is an investment in district heating.
Developing a heating network can avoid inefficient
decentralized heat sources, such as coal or oil stoves. To
ensure Paris alignment, the heat supply by mid-century
needs to be fully decarbonized. In parallel, the heating
demand of buildings will have to decrease. Under these
circumstances, investments in a centralized heating
system with a fossil fuel energy source could be Paris
aligned if a) there is a clear, proven plan for decarbonizing
the energy source over time, b) the network design
considers changes in the heating demand over time due
to efficiency improvements of the building stock, and
c) feasibility studies demonstrate that there is not yet a
zero- or low-carbon alternative available.

MDBs and other finance institutions striving for Paris

alignment should avoid investments that enable
misaligned activities, whether directly or indirectly.
Where the exact relationship is unclear, the most robust

approach is to assume misalignment in case of doubt.

Limitations arise from the limited availability of
analysis and data to feed this concept. It takes
thorough research and testing to understand well
where and how global or sector pathways would need
to be adjusted to reflect specific circumstances. Furt-
hermore, in sum the efforts still need to add up to a
Paris-aligned pathway. This means that if too much
flexibility is granted, the approach runs the risk of
compromising the global pathways or climate goals.

Frameworks as described above could be a central
piece of the MDBs’ approach to sector-specific criteria
for Paris alignment. Once a robust method is deve-
loped, it can be easily deployed by project officers or
climate change units supporting them.

In addition to developing a robust set of methodolo-
gies to define Paris alignment, MDBs will also have
to consider countries’ priorities, responsibilities and
capabilities. This paper argues that MDBs should
keep methodologies separate from equity considera-
tions. This chapter explains our rationale for that and
describes how countries’ national policies and stra-
tegies should still be considered in a framework for
Paris alignment.



Differentiation between levels of development

The Paris Agreement reiterates the UNFCCC principle
of equity and common but differentiated respon-
sibilities and respective capabilities, in the light of
different national circumstances. The Agreement also
implies that all countries need to undertake ambitious
mitigation action to avoid the most severe impacts of
a changing climate. This is a clear deviation from the
Kyoto era, where mitigation responsibility lay solely
with developed countries.

The Paris Agreement does not provide guidance on the
level of mitigation effort required from each country,
but the IPCC Special Report on 1.5°C shows that all
sectors globally must act to mitigate climate change.
Every year of delayed action limits our freedom to
prioritize mitigation measures. Under the circums-
tances, the issue of fairness shifts from a question of
“who does how much” to one of “how fast” and, more
importantly “who pays”.»

Recent years have also shown promising developments
for costs of some mitigation technologies, for example
renewable electricity generation and battery storage.
This means that, particularly in the energy sector,
zero-carbon solutions not only reduce emissions and
foster other sustainable development benefits, they
also in many cases already provide the most attractive
financial solution today. Technology progress thus
changes the equity debate and emphasizes the need
for MDBs to allow developing countries to participate
and profit from these developments.

In many sectors and regions, getting on a Paris-alig-
ned pathway requires a departure from current trends.
Countries may perceive this as disruptive and at odds
with current government priorities. One essential role
of MDBs is to enable developing countries to parti-
cipate in mitigation efforts without putting an addi-
tional burden on them and ensuring that whatever
measures they take support countries’ development
goals.

Mitigation actions can lead to other benefits. For
instance, renewable energy development has foste-
red innovation and created new markets. Developing
countries can benefit from opportunities to participate
in new markets and may be able to take advantage of
new technologies that allow them to avoid the risk of
stranded assets. Still, not all mitigation investments
will be financially viable for all countries. MDBs have
tools to make these investments more attractive, such

as concessional finance and grants. They can also
improve the knowledge base and foster dialogue on
the links between development objectives, mitigation
activities and the broader socio-economic context.

For the sector-specific criteria for Paris alignment,
this means that the methods should not depend on
responsibility or capability of the countries, but
should nevertheless consider local or country-specific
circumstances.

Considering countries’

national policies and strategies

The bottom-up nature of NDCs allows countries
the flexibility to determine their own mitigation
pathways. Considering countries’ existing and upda-
ted mitigation objectives and activities is thus critical
when assessing Paris alignment.

The mitigation component of the Paris Agreement
consists of two main elements: the contributions
determined and put forward by the countries (NDCs
and LTSs); and the overall goal to limit temperature
rise to well below 2°C and pursue efforts to limit it
to 1.5°C. At this point, the two elements do not fit
together, where we know that countries’ mitiga-
tion commitments on aggregate lead to about 3°C
warming?s, rather than 1.5°C.

The Paris Agreement does not prescribe individual
countries’ mitigation efforts to meet the 1.5°C limit,
so any country might claim it is aligned with Paris.
It is a shared responsibility of all countries to update
their targets to ensure that the temperature limit is
not exceeded.

Approaches to assess Paris alignment thus cannot rely
on NDCs or other short-term policies and targets. This
would risk locking countries into a carbon-intensive
pathway over the long term or increase transition risks
such as stranded assets. While LTSs have a longer time
horizon, there is still no guarantee that all countries
offer Paris-aligned strategies.

The MDB approach to Paris alignment needs to consi-
der that if an activity is less ambitious than elements
of a country’s NDC, it would not be Paris-aligned.
NDCs or other national mitigation efforts, should not
be compromised by global mitigation scenarios in
line with the temperature limit. The approach should
reflect the most ambitious pathway, whether it origi-
nates as an NDC or a global mitigation scenario or



additional considerations on the criteria for alignment
that reflect the project context. In many cases global
or sector decarbonization pathways will not lead to a
clear result on whether a specific activity is aligned or
not. Where this is the case, this paper recommends
developing alignment definitions based on project-
specific circumstances, rather than attempting to
break down global emissions scenarios to regions or
countries using top-down approaches (eg, least-cost
or equity approaches). These definitions of alignment
can also be an input to supporting countries in deve-
loping their LTS in a bottom-up manner.

When MDBs consider national policies and strategies
in their framework for assessing alignment, they
should, besides formally submitted NDCs, consider
other sources such as long-term GHG development
strategies, or other national or sectoral mitigation
goals. Targets and policies beyond emissions targets
(eg, renewable energy targets, coal phase-out plans)
can provide further orientation even on a sector or
technology level.

In their work with countries, MDBs already consider
the existing legislative framework that could affect
their planned projects. Considering all climate change
policies could be an additional step to ensure reflection
of the full picture. Understanding national mitigation
efforts could also support the development of a Paris-
aligned project pipeline where, over time, countries
and MDBs can develop and prioritize projects that
enable countries to transition to a low-carbon future.
Various banks have projects that support NDC imple-
mentation, where such information could be genera-
ted and further used.



To develop the MDBs’ classification criteria further,
this paper recommends the steps outlined below. The
first three steps refer directly to improvements or
refinements of the MDBs’ interim classification crite-
ria presented in September 2019.

1. Combine a clear target for net-zero carbon dioxide
emissions around 2050 with sector- and project-
specific considerations. The overarching target to
peak emissions as soon as possible and reach net-
zero CO, by around 2050 serves as a clear long-
term reference for Paris alignment of all activi-
ties. If a global peak cannot be reached until 2020
the final year must - based on the limited CO,
budget - be even earlier than 2050. Additionally,
more detailed approaches are needed for assessing
alignment of technologies in the context of speci-
fic sectors, and for further adapting them to the
exact circumstances of the projects. A balance is
required between the necessary level of detail and
the complexity of the analysis.

2. Develop sector-specific criteria for Paris align-
ment independent of countries’ responsibilities and
capabilities. Responsibilities and capability should
result in differentiation of support, not mitigation
outcome. To limit temperature increase to 1.5°C
in line with the Paris Agreement, all countries
must implement ambitious mitigation efforts,
and developed countries must support developing
countries in those efforts. To ensure rapid global
GHG reductions, MDBs must enable developing
countries to take mitigation action beyond what
they could do by themselves.

3. Develop criteria for alignment that reflect the
project context. In many cases, global or sector
decarbonization pathways will not lead to a clear
result on whether a specific activity is aligned or
not. Where this is the case, this paper recommends
developing alignment definitions based on project-
specific circumstances, rather than attempting a
top-down breakdown of global emissions scena-
rios to regions or countries. Examples are resource
availability, access to markets for mitigation tech-
nologies, or the status of the sectors today. These
country and circumstance-specific definitions of
alignment could also be an input to supporting
countries in developing their LTS in a bottom-up
manner.

4. Ensure consistency of a Paris-alignment defini-

tion across different approaches and banks. While
at the beginning, different approaches to define
Paris alignment may originate from different
starting points, it is important to ensure consis-
tency, for example between a global pathway and
all sector-specific pathways in sum. This will
require coordination within each MDB, but also
consistent integration of the different approaches
in the joint MDB framework.

Ensure full consistency of the mitigation finance
tracking methodology with the definition of Paris
alignment. This means moving from a definition
of climate finance as activities that reduce emis-
sions to activities that actively support the Paris
Agreement (compare Memo on Building Block 3%¢).

Build up a joint database for available informa-
tion on global and sector pathways and count-
ries’ circumstances. This database could be jointly
filled and reused by all, fostering efficient reuse of
available information for the MDBs and robustness
of the approaches. The database could also include
NDCs and other mitigation policies as an input to
checking whether activities are aligned with them.
MDBs could also make the data available to other
organizations.
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» The Multilateral Development Banks (MDBs) have committed to align their operations with the mitigation

and the adaptation goals of the Paris Agreement.

» This memo describes how banks can assess and implement their alignment with the Paris Agreement's

adaptation goal.

» We argue that the MDBs need to do two major things to make their operations Paris aligned with regard to

»

»

adaptation: (1) ensure that all investments are climate-resilient by adopting robust quantitative processes
that incorporate climate risks and adaptation options in project design and analysis, and (2) enhance the
quality of climate adaptation projects by adopting climate adaptation and resilience metrics.

We suggest that the MDBs adopt a harmonized multi-step quantitative process for new medium- and high-
risk projects that incorporates climate risk and adaptation options in project financial and economic analysis
and set a date in the near future by which all new projects will be analyzed.

Additionally, we recommend that MDBs expand on their current adaptation finance tracking processes to
adopt additional adaptation and resilience metrics, including some output- or outcome-based metrics that
allow them to track and report on the quality and results of adaptation finance activities, in addition to the

volume of adaptation finance.

The Paris Agreement establishes three broad goals in
the context of sustainable development and efforts to
eradicate poverty: (1) limiting global average tempe-
rature rise to well below 2°C and striving to limit it
to 1.5°C (Article 2.1a); (2) increasing adaptive capacity
and climate resilience (Article 2.1b); and (3) aligning
financial flows with low-emission, climate-resilient
development pathways (Article 2.1c).! The three are
closely interconnected, and Article 2.1c, on finan-
cial flows, is a necessary condition for attaining the
Agreement’s temperature and adaptation goals.?

In order to advance Article 2.1c, Multilateral Develop-
ment Banks (MDBs)! are striving to align their own

operations with the Paris Agreement. In a December
2018 statement, MDBs announced that they were
jointly developing an approach to implement Paris
alignment. In that statement, they identified six key
areas or “building blocks” that will form the core of
their Paris alignment approach: (1) Alignment with
mitigation goals; (2) Adaptation and climate-resilient
operations; (3) Accelerated contribution to the tran-
sition through climate finance; (4) Engagement and
policy development support; (5) Reporting; and (6)
Aligning internal activities. The MDBs are now deve-
loping methodologies and tools for Paris alignment
under each building block.3



This memo is one of a six-part series on the MDBs’
building blocks. It focuses on Building Block 2 on
adaptation and climate resilient operations. In Buil-
ding Block 2, MDBs commit to actively manage
physical climate change risks “in a manner consis-
tent with climate-resilient development”, identify
opportunities to make their operations more climate
resilient, and help improve the adaptive capacity of
their clients.4

This memo builds on the World Resources Institute
landscape report Toward Paris Alignment: How the Multi-
lateral Development Banks Can Better Support the Paris
Agreement> and draws from our review of the Paris
alignment literature, discussions with MDBs on how
they are beginning to conceptualize Building Block 2,
and our own expert opinion on what is feasible and
practical for these institutions.

The Paris Agreement includes goals relating to mitigation
and adaptation and puts the two on equal footing. In
many cases, mitigation and adaptation are mutually
reinforcing. But in some instances there may be tradeoffs
between the two objectives. For example, investment in
increased fossil fuel-based air conditioning to respond
to hotter dryer conditions would, of course, run counter
to mitigation objectives.

The MDBs’ approach to Paris alignment requires
alignment with both Building Block 1 (on mitigation)
and Building Block 2. Consequently, they will need to
develop methodologies for identifying and managing
these sorts of tradeoffs. If a particular adaptation
measure would result in large associated emissions, it
may not be the most appropriate option and alternatives
should be considered. And they typically exist. Given the
distributional impacts of climate change, including poverty,
the focus of MDBs should be on enhancing resilience in the
most low-carbon manner as possible.

Adaptation solutions that undermine mitigation efforts
to a significant degree cannot support climate-resilient
pathways.? But in most cases, adaptation and mitigation
will be complementary. Even with the most ambitious
adaptation actions, there will be residual climate

impacts. Thus, ambitious mitigation has been called the

This memo first sets out overarching principles to
guide implementation of Building Block 2. It then
discusses implementation in greater detail. The goal
is not to provide a comprehensive treatment of ever-
ything MDBs do in relation to adaptation. Instead, this
memo aims to provide concrete recommendations on
two issues that are key to implementation of Building
Block 2: (1) how to increase the resilience of all project-
level investments, and (2) how to make existing adap-
tation finance projects more effective. It concludes
with recommendations for MDBs as they advance this
element of their Paris alignment approach.

best form of adaptation.’ Some interventions provide
both adaptation and mitigation benefits. For example,
natural climate solutions (NCS), such as reforestation,
avoided deforestation, coastal restoration and improved
agricultural management, can provide more than one-
third of the climate mitigation needed between now and
2030 to have a likely chance of keeping global warming
below 2°C. And if effectively implemented, many also
offer resilience benefits, such as flood buffering,
improved soil health and enhanced crop productivity.®

In terms of infrastructure - a core focus of MDB
investments - resilience need not entail large associated
emissions. There is evidence that integrating gray
with green infrastructure can provide lower-cost and
more resilient services than simply relying on gray
infrastructure alone.®* Where gray infrastructure needs
to be made more resilient (eg, elevating power plants,
making water conveyance structures larger, enhancing
drainage for roads), the additional costs may be only a
few percent of the total project costs,” and the associated
embedded emissions from more construction materials
may not be significant. Small additional greenhouse
gas (GHG) emissions would be justified with significant
achievements in other SDGs and strong resilience
benefits, especially for vulnerable populations.

i The banks involved are: African Development Bank (AfDB), Asian Development Bank (ADB), Asian Infrastructure Investment Bank (AIIB),
European Bank for Reconstruction and Development (EBRD), European Investment Bank (EIB), InterAmerican Development Bank (IADB),
Islamic Development Bank (IsDB), New Development Bank and World Bank Group.



The concept of climate-resilient development
pathways is integral to the question of Paris align-
ment of investment flows. The Intergovernmental
Panel on Climate Change (IPCC) defines a climate-
resilient development pathway as a “continuing
process for managing changes in the climate and
other driving forces affecting development, combining
flexibility, innovativeness, and participative problem
solving with effectiveness in mitigating and adapting
to climate change”.¢ They are “development trajec-

tories that combine adaptation and mitigation ... to
realize the goal of sustainable development”.” Deve-
loping climate-resilient pathways requires identifying
vulnerabilities to climate change impacts, assessing
opportunities for reducing risk, and considering deci-
sions over both short- and long-term time horizons.?
Based on this conceptual formulation, we argue that
several overarching principles could guide MDBs in
implementing Building Block 2.

1| Implementing Building Block 2 requires MDBs to consider both the resilience of and resilience through
their investments. Considering the resilience of investments means taking steps to make the specific assets
or activities being financed climate resilient over their lifetimes. In the case of an infrastructure project, it
could mean strengthening the assets to withstand projected changes in climate conditions (temperature,
precipitation, sea-level rise and severe precipitation events) and associated impacts, such as flooding.

For agriculture, it could mean adopting drought-resistant varieties or employing water conservation

measures.

Achieving resilience through investments means identifying opportunities for investments to deliver
broader resilience benefits. For instance, infrastructure could be designed to build community resilience by
reducing the vulnerability of exposed populations, enhancing livelihoods and protecting assets. These two
dimensions of resilience have been articulated in the World Bank’s proposed resilience ratings system.®
The Climate Bonds Initiative similarly refers to asset-focused and system-focused resilience.*

2 | MDB investments should consider climate risk across timescales, evaluate opportunities and
adaptation options for reducing risk, and incorporate decision making under uncertainty.

The risks of climate change will intensify over time, given inertia and time lags in the climate system.
Thus, it is important to understand and, where possible, quantify the risk over many timescales. For
infrastructure, this would mean over the entire lifetime of the asset (20-100 years), though often
beyond, as the location of future infrastructure is highly dependent on the current built form. Given the
uncertainty of future climate projections in many places, especially at fine spatial or temporal scales,

decision making should factor in uncertainty.

3 | MDBs should focus on adaptation effectiveness and go beyond tracking the quantity of adaptation
investments. To date, MDBs have focused on measuring adaptation volumes. While the current joint
reporting framework on adaptation finance has been instrumental in scaling up MDBs’ adaptation
finance (increasing from $4.2 billion in 2011" to $12.9 billion in 2018%), the current reporting does not

gauge the effectiveness of adaptation finance nor provide metrics on the expected or ex post benefits of
their adaptation finance projects. Consequently, MDBs should adopt resilience metrics to measure the
effectiveness of their adaptation finance across sectors. Where possible, they should strive to maximize
co-benefits in line with the Sustainable Development Goals (SDGs) and complementarities with climate
change mitigation (Box 1).



In this section, we describe the current MDB climate
risk management processes and offer recommendati-
ons for additional measures MDBs could take to better
ensure the resilience of investments.

MDBs have begun to develop processes to assess and
manage the climate-related risks to their invest-
ments. Most MDBs conduct some form of initial risk
screening.’® Screening takes place early in the project
development process, at either project identification
or concept note stage, and typically involves filte-
ring a project into qualitative risk categories (eg,
low, medium and high risk) based on the geographic
location and sector of the investment and on loca-
tion-specific data on current climate and/or climate
projections.ii

MDBs have differing requirements for what comes
after the initial risk screening process. The Asian
Development (ADB) typically conducts vulnerability
studies for any project categorized as high risk and for
some medium-risk investments. It conducts detailed
climate risk vulnerability assessments and economic
analyses of climate-proofing investments, and these
assessments are sometimes publicly disclosed with
project documentation.” The World Bank has tended
to allow project teams greater discretion to decide
whether to conduct additional climate-related assess-
ments?, but it is currently developing a Resilience
Rating System, part of which will be used to assess the
resilience of projects. The Rating System is designed
to measure the extent to which a project has accoun-
ted for climate-related risks to project performance;
the implementation of progressively more sophistica-
ted analyses allows projects to attain higher grades on
a scale from R (unknown) to A+.2* The InterAmerican
Development Bank (IADB) is currently pilot testing
a new disaster and climate change risk assessment
methodology that requires additional project-speci-
fic research for high- and moderate-risk projects to
determine the scope of risk.?? Their new methodology
requires detailed quantitative risk assessments for a
more limited set of projects.s The Islamic Develop-

ment Bank (IsDB) developed a set of sector guidance
notes for project teams to use following initial risk
screening; they are designed to help project teams
further evaluate climate-related risks and identify
adaptation options.

Because significant variation remains, we provide
specific recommendations for what we believe should
follow risk screening. In particular, we propose a
multi-step process to incorporate climate risks and
adaptation options into project financial and economic
analyses for all projects that are considered medium
or high risk.

These recommendations draw on the deep base of
existing literature on climate risk management?52¢ and
many organizations have presented similar guidance.
For example, the Climate Bonds Initiative has articu-
lated a series of resilience principles and associated
analyses for resilience bonds.?” The European Finan-
cing Institutions Working Group on Adaptation to
Climate Change has produced guidance on incorpora-
ting climate information and risk into project planning
and analyses?® and the Task Force on Climate-related
Financial Disclosures has outlined the importance of
scenario analysis for physical risk.?® In line with these
resources, we propose the following process:

1. Quantify climate risk. For high- and medium-
risk projects, additional more detailed assess-
ments are needed to quantify the most significant
climate risks to the project. These assessments
should then be disclosed in publicly available
project documents. The climate hazard and impact
variables to be quantified would be context specific
and likely vary for projects in different sectors. For
example, assessments for an agriculture project
might include quantification of how precipita-
tion and temperature changes would impact crop
yields, while assessments for a drinking water
supply project might measure how precipitation
variability would impact water quantity. However,
assessments quantifying climate risks should also
share a number of common characteristics:

ii The EBRD does not incorporate future climate projections into risk screening.



a. Assessments should include short-, medium-,
and long-term climate risks. The analysis
should consider current climate risk and the
impacts of climate change over the short- (< 10
years), medium- (10-30 years) and long-term
(30-50+ years). It is important to consider a
longer-term perspective, beyond the project
period, to encompass the lifetime of the asset.
For example, many infrastructural assets can
last 50 years or more.* But even for shorter-
lived assets, this should apply. Although roads
might last 10-20 years, their future location is
often constrained by the past.

b. Assessments should include a range of
scenarios and climate models. The analysis
should employ a range of emissions scena-
rios (eg, business-as-usual - Representative
Concentration Pathway? (RCP) 8.5, 1.5 °C, 2
°C pathways) and climate models. (In the near
term, there is little divergence in projected
climate impacts across emission scenarios,
but in the long term, differences become very
pronounced.) It is always preferable to use an
ensemble of models that covers the distribu-
tion of projections and the ensemble mean or
median, rather than rely on a single model in
climate analyses.

c. Assessments should include consideration
of uncertainty. Where possible, the analyses
would be presented in a probabilistic manner,
eg, percent chance that minimum runoff in
a watershed management project would fall
below x cubic meters per second or crop yield
would fall by x kilograms per hectare. Of
course, not all climate risks can be easily quan-
tified, and data gaps persist in many geogra-
phies. Nonetheless, this process is iterative,
and with time, as data are more available and
models become more sophisticated, the ability
to characterize climate risk will improve.

Include climate risk in project economic analy-
ses. After measuring climate risks, project teams
should assess how those risks would affect project
economics, for example, how increased costs or
reduced benefits under different climate scenarios
would affect project net-present value or internal
rate of return. Not all impacts are easily quantifia-
ble, however, and so some impacts, such as loss of

cultural heritage or non-market ecosystem values,
may need to be described qualitatively. This is in
line with the general recommendation that MDBs
should include the full climate costs and benefits
in project economic analyses.3?

Identify adaptation options and include them
in project economic analyses (where possible).
Potential adaptation options should also be inclu-
ded in project analyses, and where possible, their
costs and benefits should be quantified and inclu-
ded in the project economic analyses, described
above. Here we are not referring to calculating
the incremental cost of climate change adap-
tation, which is the additional cost of restoring
welfare and benefits to the level it would have
been without climate change, ignoring deficits to
current climate.33 With the exception of certain
infrastructure investments, incremental costs
can be difficult to calculate and are not especially
meaningful for many adaptation interventions,
particularly “soft” measures such as capacity buil-
ding.3* Instead, we are simply referring to the cost
of building resilience in a project identified to have
medium or high climate risks. Additionally, as
discussed above, not all adaptation benefits can be
easily quantified and thus included in cost-benefit
analyses but should be characterized qualitatively.

Given uncertainty, the selection of adaptation
options should incorporate risk management3s
approaches such as safety margins in adapta-
tion planning3¢, low- or no-regrets options %, the
inclusion of sensitivity analyses in cost-benefit
or other economic analyses®, or robust decision
making.?® Such approaches could help identify
adaptation strategies that perform well over a wide
range of possible future climates. Contingency
plans should be described in case of failure of the
adaptation intervention. Moreover, it is important
that analyses extend beyond the project boun-
dary in some cases to guard against an adaptation
measure being implemented that is maladaptive
with regard to other communities outside the
project, for example, downstream users in a water
resource management project.



4. Quantify residual risk. Adaptation options typi-
cally will not remove the climate risk completely.
What remains is the residual risk. There may be
other options that minimize climate risk, but
they may not be feasible to implement or may
have costs that exceed the benefits (eg, avoided
losses). Fundamentally, residual risk is dependent
on the underlying climate risk and the oppor-
tunities identified to address that risk (adapta-

ADB engaged a consultant to conduct a climate risk
vulnerability assessment for a proposed gas-fired power
plant in Bangladesh (Rupsha 800-Megawatt Combined
Cycle Power Plant Project).44 The assessment first
determined that climate change could affect the plant in
a number of ways:

1. Higher average temperatures and more frequent and
severe extreme temperatures could reduce the plant
efficiency and thus generating capacity.

2. Reduced surface water availability and changing
seasonal flow patterns of the river that is the primary
source of cooling water could increase the risk of
thermoelectric power plant de-ratings.

3. Sea-level rise and increasing frequency and

intensity of storms and cyclones could increase the

vulnerability to flooding, storm surge and saltwater

intrusion.

The project only examined the impacts of increased air
and river water temperature on power output, based on
projections in temperature using a multi-model mean
for two emissions scenarios (RCP8.5 and RCP2.6). Based
on the projections, the authors assumed average daily
air temperature and river water temperature would
increase by 0.02°C per year in Bangladesh. Moreover,
they estimated that a 1°C increase in air temperature
above the design point of 15°C would lead to a reduction
in generation capacity by approximately 0.45% per year
and a reduction in net efficiency by approximately 0.01%
per year. Similarly, they estimated that a 1°C increase in
water temperature would reduce the generation capacity
by 0.16% per year and decrease the net efficiency of the
power plant by 0.1% per year.4°

tion options). It may not always be possible to
quantify the residual risk with great precision.

Current processes in certain MDBs already include
elements of the multi-step process described
above. For instance, Box 2 illustrates this quanti-
tative climate risk analysis by examining an ADB
project where many - but not all - of the outlined
steps have been carried out.

The project team then conducted an economic analysis
of adaptation options. They examined the cost of four
adaptation measures, including a closed loop cooling
tower, a water treatment system, riverbank protection
and other auxiliary systems, which was estimated to cost
Tk3,424 million in total. They included this in project
economic analysis, calculating that the net present value
and internal rate of return would be taka (Tk)55,884
million and 18.5%, respectively, without climate change,
and Tk27,885 million and 14.3% with climate change.
Lastly, they estimated that the residual damage would
be Tk16,427, as the ‘climate proofing’ investment was
estimated to recover 50% of climate change impact in
terms of power output and net efficiency rate.

Overall, this sort of analyses represents an important
step for the ADB, and MDBs that are not yet integrating
quantification of climate risks and adaptation options
into economic analyses should follow suit. However,
there are some ways that the analysis could be improved.
The economic analysis only examined the impacts of
increased air and river water temperature on power
output and did not consider the impacts of sea-level rise
and storm surge. Nor did it consider projected changes
in precipitation and hence stream flow. Moreover, it is
preferable to more fully capture the envelope of model
projections rather than simply using the ensemble
model mean. The analysis only looked 26 years into the
future, a timeframe much shorter than the lifetime of a
typical power plant. Capturing the variation in projected
daily air temperature and river temperature, as opposed
to simply using the daily average would more fully
capture the risks to plant efficiency and power outputs.
This would better characterize variability and provide for
a probabilistic presentation of risk.
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Figure 1. A decision tree for assessing alignment of medium- and
high-risk investments in terms of climate resilience. This process
should be the end goal for MDBs.

Ideally, MDBs would implement all of the above steps
(Figure 1) and include the various assessments in
publicly disclosed project documents. However, we
acknowledge that MDBs’ current climate risk manage-
ment systems vary in terms of sophistication and that
aspects of this process may pose challenges for some
in the near term. For example, the data necessary
to quantify climate risks at project level and include
them in detailed economic assessments may not be
available in all places. Consequently, MDBs could
adopt a phased approach, whereby they expand the
scope of quantitative assessments they conduct and
the categories of projects subject to such assessments
over time.

As part of their joint climate finance reporting
framework, MDBs measure and report on adaptation
finance volumes. Although joint reporting has been
instrumental in scaling up MDBs’ adaptation finance
(increasing adaptation finance from $4.2 billion in
20114 to $12.9 billion in 201844), their current approach
does not assess the effectiveness of adaptation finance
in delivering adaptation or resilience benefits. Conse-
quently, we argue that MDBs could potentially enhance
resilience through their investments by expanding
on this input-based approach to include a range of
resilience metrics, including metrics that would allow
them to track and report on the quality and results of
adaptation finance activities.4

Indeed, the need for adaptation metrics that “enable
consistent reporting on the results that [adaptation
finance] delivers” is one of the main lessons that
MDBs gleaned from three years of joint adaptation
finance tracking.s In fact, MDBs are taking steps
to adopt climate resilience metrics; together with
the International Development Finance Club (IDFC),
they have developed a Framework for Climate Resilience
Metrics in Financing Operations.*” The framework offers
an overarching structure to guide MDBs as they deve-
lop resilience metrics systems.

The terms “adaptation metrics” and “resilience
metrics” encompass a range of concepts.* Metrics
include both indicators (usually single factor or
variable measures) and indices (often composites of
indicators). Metrics also vary in terms of what they
measure, when they are applied and at what scope.
They can be formulated to assess climate vulnera-
bility, adaptive capacity, risk, resilience or climate
impacts.# They can measure variables at any point
along the standard project results chain, which inclu-
des inputs, outputs, outcomes and impacts (Figure 2).
They can be used to set ex-ante targets or to evaluate
results on an ex-post basis. Additionally, metrics can
be measured and reported at project or asset level or
at systems level.

Recognizing the diversity of metrics and the context-
specific nature of adaptation and resilience, the MDBs’
proposed framework for climate resilience metrics
sets out a flexible approach based on a results chain
model.5* Their proposed framework distinguishes
between metrics that describe the quality of project
design and metrics that describe project results.
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Figure 2. The project results chain.>°

Project design metrics include those related to project
diagnostics, inputs and activities, while project results
metrics include output-, outcome- and impact-rela-
ted metrics.5> The framework is not prescriptive.
Instead, it recognizes that metrics can be applied at
any point along the results chain and allows for appli-
cation at asset level or systems level. Furthermore, the
framework calls for flexibility to accommodate diverse
financing needs and variance across MDBs in terms of
structure, financial instruments and business models.

While we recognize the need for flexibility, we believe
there is room for some harmonization of practices with
respect to resilience metrics across different MDBs.
First, the proposed framework allows for projects to
be assessed based on project design and/or project
results. While different metrics will apply under
different circumstances and at different financial
institutions, we urge all MDBs to commit to adopting
project results metrics, including adaptation output-,
outcome- and impact-related metrics, to evaluate the
effectiveness of adaptation activities across different
sectors. For example, they could commit to including
at least one adaptation output-, outcome- or impact-
related metric in all projects counted as adaptation
finance under the joint climate finance tracking
framework.

Products, capital
goods, and services
delivered by
the project

Likely or achieved
short-term or
medium-term

effects of
the project

Longer-term effects
of the projects

Additionally, while metrics used to evaluate the effec-
tiveness of specific adaptation interventions are likely
to be highly context specific, MDBs could also adopt a
more limited set of metrics with broader applicability
across their portfolios or for selected sectors. They
could potentially link this more limited set of metrics
to their results frameworks. MDB corporate results
frameworks generally include performance indicators
across several levels or tiers: the larger country or
regional development context, the banks’ contribution
towards development through their projects, and its
internal operational or organizational management
(Annex 1). Currently, while various social and human
development indicators are included in many MDBs
results frameworks - and good development builds
resilience’> - overall, there is a dearth of explicit
adaptation or resilience indicators included in MDBs
results frameworks.

The adaptation metrics used by the European Bank for
Reconstruction and Development (EBRD) as part of its
the Green Economy Transition approach’ (Annex 1)
and some of the multilateral climate funds (Annex 2)
offer guidance on the types of indicators that could be
employed in this way by MDBs. Additional examples
of potential adaptation metrics with broader applica-
bility are included in Table 1.

Table 1: Examples of possible adaptation metrics to be applied across portfolios or sectors (non-exhaustive list)

Number of direct and indirect beneficiaries from the
most vulnerable populations

Assets protected, damages avoided, or income increa
sed

Increased human health and productivity (quality-ad
justed life years (QALYs))/ saved wealth (relative and

absolute basis) and saved health

Land area restored/protected

Land area employing climate-smart agricultural practi
ces/improved water management

Increased water availability in the face of increasing
climatic variability

Increased energy availability in the face of increasing

climatic variability



Of course, all metrics have advantages and limitations.
Perhaps the simplest metrics relate to the number
of direct or indirect beneficiaries, which the Green
Climate Fund (GCF) uses. On the one hand, these
metrics are widely applicable. On the other hand, they
lack specificity and would require detailed guidance to
ensure they are calculated in comparable ways. Purely
economic metrics, like avoided damages and the value
of assets protected, only capture the adaptation bene-
fits that can easily be monetized. Other more complex
metrics include saved wealth (economic assets protec-
ted from climate change impacts) and saved health
(human lives and health protected) of projects.ss All
metrics would require additional methodological
development by MDBs.

Additionally, in adopting project results metrics, it
is important that investments are not only designed
to maximize impact (eg, number of beneficiaries)

In order for MDBs to enhance adaptation and climate-
resilient operations in accord with the Paris Agree-
ment, they need to consider both the resilience of and
resilience through their investments. While MDBs have
different operating circumstances and modalities, it
is important that they harmonize as best as possible
their approach to climate resilience. This is one of the
key lessons of their joint reporting on climate finance:
where there is standardization and a common basis of
comparison, enhanced ambition follows.

To align their operations with the Paris Agreement on
climate resilience, we recommend that MDBs:

1. Adopt a harmonized multi-step quantita-
tive process for new medium- and high-risk
projects that incorporates climate risk and
adaptation options in project financial and
economic analysis, and set a date by which all
new projects will be analyzed. As a start, each
MDB could begin to quantify the climate risk of
projects and disclose them in project documents.

without regard to the distributional impacts of invest-
ments. Project results metrics should also pay special
attention to the poorest, most vulnerable populations.
Saved wealth, for example, can be calculated on a
relative basis to incorporate the fact that losses for a
poor household from climate impacts may be a much
larger proportion of household wealth.

Where feasible, applying common metrics across
different MDBs would facilitate comparability of
efforts and shared learning across MDBs. This, in
turn, could enhance ambition across MDBs, much like
the joint climate finance tracking methodology has
done for increasing the volumes of adaptation finance.
While complete harmonization in this respect may not
be practical, MDBs may be able to adopt a sub-set
of common metrics that are applied and reported in
similar ways.

2. Adopt a common set of emission scenarios,
timeframes and a set of climate models to be used
in climate risk analyses. The climate risk should
be evaluated over the short (< 10 years), medium
(10-30 years) and long term (30-50 years). The
emission scenarios should include both a business-
as-usual (eg, RCP8.5) and 1.5°C/2°C scenarios (eg,
RCP2.6). The climate models would be those that
are part of the World Climate Research Program’s
Coupled Model Intercomparison Project,5® whose
outputs are used in IPCC assessment reports.

3. Adopt adaptation and resilience metrics that
allow MDBs to track and report on the results
and effectiveness of adaptation finance activi-
ties. Incorporate adaptation output-, outcome- or
impact-related metrics in all projects counted as
adaptation finance under the joint climate finance
tracking framework. Consider adopting a narro-
wer set of metrics that are more widely applicable
at portfolio or sector level and, where feasible,
harmonize these metrics to allow for comparison
and shared learning across MDBs.



Annex 1. MDB corporate results frameworks.

Level 1 tracks development
progress across Africa

Level 2 measures the bank’s
contributions towards de
velopment in all its opera
tions

Level 3 assesses the quality of
the bank’s operations

Level 4 monitors the bank’s
efficiency as an organization.

Level 1: Development pro
gress in Asia and the Pacific

Level 2: ADB’s contributions
to development results

Level 3: Operational manage-
ment

.+ Level 4: Organizational ma-
nagement

Outside the EU, uses Results
Measurement (ReM) Framework
to track results of projects:
Pillar 1: Assesses consistency
with EIB mandate objectives
as well as contribution to EU

priorities and country develop-

ment objectives

Pillar 2: Assesses results and
the ability of the promoters
to achieve these based on

the soundness of the operation
and the operating environment

Pillar 3: Assesses the EIB
contribution beyond what
local markets can offer in
terms of (i) financial contri
bution; (ii) technical advice;
and (iii) facilitation

Level 1 and 2 indicators are for five
priority areas (‘the High 5s”):
- Light up and power Africa

- Feed Africa
Industrialize Africa
Integrate Africa

Improve the quality of life for
the people of Africa

The framework establishes indica-
tors and goals for the five priority
areas, as well as for cross-cutting
strategic areas

The Strategy 2020 lays out the
main priorities: inclusive eco-
nomic growth, environmentally
sustainable growth, and regional
Integration. Overarching goal is
ending poverty

Level 1 indicators are focused on
poverty and other development
outcomes. Level 2 includes core
operational areas: energy, trans-
port, water, education, environ-
ment, regional

cooperation and

integration

Mobilize resources and expertise
to achieve EU objectives

Land with improved water
management (thousand ha)
(Feed Africa)

People benefiting from
improvements in agriculture
(millions) (Feed Africa)

- Rural population using
improved farming technology
(millions)

Resilience to water shocks
(index)

Land improved through irrigation,
drainage, and/or flood manage-
ment (hectares)

List of core and standard sectoral
indicators at project level not
publicly available.

i There is some subjectivity involved in determining what is and what is not an adaptation metric. We have excluded social and human de-
velopment indicators, even though good development does build resilience. We have also excluded measures of energy/water access or simple
agricultural production, unless they explicitly reference climate change.



Organized in five sections:

(1) transition impact

(2) operational performance
(3) financial performance

(4) organizational performance
(5) resource framework

Level 1: Regional context

+ Level 2: Country development
results

+ Level 3: IADB Group perfor-
mance

Level 1: member countries’
progress in addressing develop-
mental challenges

Level 2: IsDB'’s contributions

to development outcomes in
member countries and Muslim
communities

Level 3: IsDB’s operational ef-
fectiveness and organizational
efficiency

Tier 1: Development context
Tier 2: Client results

Tier 3: Performance (operational
and organizational)

Competitive, green, inclusive,
resilient, integrated and well-go-
verned economies

Three challenges: (1) social inclu-
sion and equality; (2) productivity
and innovation; and (3) economic
integration. Three cross-cutting
themes: (1) climate change and
environmental sustainability; (2)
gender equality and diversity; and
(3) institutional capacity and rule
of law

The 10-year strategic priorities
include: (1) inclusiveness (IsDB
as economic and social develop-
ment partner); (2) connectivity
(South-South cooperation); and
(3) Islamic finance growth. Stra-
tegic pillars include economic
and social infrastructure, private
sector development, inclusive
social development, cooperation
between member countries, and
Islamic finance sector develop-
ment

The overarching goals of the
World Bank are around poverty
and inclusive economic growth.
Tiers 1 and 2 focused on growth,
sustainability and resilience, and
inclusiveness

The EBRD has adopted the

Green Economy Transition (GET)

approach for assessing resilience

benefits with these metrics:

- Increased water availability in
the face of increasing climatic
variability (m3/year; €)

Increased energy availability in
the face of increasing climatic
variability (MWh/year; €)

Increased agricultural poten-
tial in the face of increasing
climatic variability (soil erosion:
tones/hectare/year; €)

Increased human health and
productivity in the face of
increasing climatic variability
(quality-adjusted life years
(QALYs))

Reduced weather-related
disruption (days/year downt-
ime; €)

Reduced weather-related
damage (risk frequency of a
damaging weather or climate
event; service life; €)

(Each both economic and non-
economic)

Beneficiaries of improved ma-
nagement and sustainable use of
natural capital

Area irrigated (ha)

Farmers adopting improvedagri-
cultural technology

Area provided with irrigation
services

Countries institutionalizing di-
saster risk reduction as a national
priority

There are a number of broad, but
not climate-specific, resilience
indicators, eg, number of count-
ries with strengthened public
management systems



Annex 2. Metrics used by international climate funds

Outcome 1: Reduced exposure at national level to climate-related hazards and threats
Relevant threat and hazard information generated and disseminated to stakeholders on a timely basis

Output 1: Risk and vulnerability assessments conducted and updated at national level
Number and type of projects that conduct and update risk and vulnerability assessments

Development of Early Warning Systems

Outcome 2: Strengthened institutional capacity to reduce risks associated with climate-induced socioeco-

nomic and environmental losses

- Number and type of targeted institutions with increased capacity to minimize exposure to climate
variability risks

Number of people with reduced risk to extreme weather events

Output 2.1: Strengthened capacity of national and regional centers and networks to respond rapidly to
extreme weather events
Number of staff trained to respond to, and mitigate impacts of, climate-related events

Capacity of staff to respond to, and mitigate impacts of, climate-related events from targeted instituti-
ons increased

Output 2.2: Targeted population groups covered by adequate risk reduction systems
Percentage of population covered by adequate risk-reduction systems

Number of people affected by climate variability

Outcome 3: Strengthened awareness and ownership of adaptation and climate risk reduction processes at
local level
Percentage of targeted population aware of predicted adverse impacts of climate change, and of appro-
priate responses

Modification in behavior of targeted population

Output 3: Targeted population groups participating in adaptation and risk reduction awareness activities
Number and type of risk reduction actions or strategies introduced at local level

- Number of news outlets in the local press and media that have covered the topic

Outcome 4: Increased adaptive capacity within relevant development and natural resource sectors
Development sectors’ services responsive to evolving needs from changing and variable climate

Physical infrastructure improved to withstand climate change and variability-induced stress

Output 4: Vulnerable physical, natural and social assets strengthened in response to climate change im-
pacts, including variability
Number and type of health or social infrastructure developed or modified to respond to new conditions
resulting from climate variability and change (by type)

Number of physical assets strengthened or constructed to withstand conditions resulting from climate
variability and change (by asset types)

Outcome 5: Increased ecosystem resilience in response to climate change and variability-induced stress
Ecosystem services and natural assets maintained or improved under climate change and variability-in-
duced stress

Output 5: Vulnerable physical, natural and social assets strengthened in response to climate change im-
pacts, including variability
Number and type of natural resource assets created, maintained or improved to withstand conditions
resulting from climate variability and change (by type of assets)

Outcome 6: Diversified and strengthened livelihoods and sources of income for vulnerable people in targe-
ted areas
Percentage of households and communities having more secure (increased) access to livelihood assets

- Percentage of targeted population with sustained climate-resilient livelihoods

Output 6: Targeted individual and community livelihood strategies strengthened in relation to climate
change impacts, including variability
Number and type of adaptation assets (physical as well as knowledge) created in support of individual or
community livelihood strategies

Type of income sources for households generated under climate change scenario



Outcome 7: Improved policies and regulations that promote and enforce resilience measures
Climate change priorities are integrated into national development strategy

Output 7: Improved integration of climate-resilience strategies into country development plans
Number, type, and sector of policies introduced or adjusted to address climate change risks

Number of targeted development strategies with incorporated climate change priorities enforced

Expected total number of direct and indirect beneficiaries (reduced vulnerability or increased resilience);
number of beneficiaries relative to total population (output)

Degree to which the activity avoids lock-in of long-lived, climate-vulnerable infrastructure (output)

Expected reduction in vulnerability by enhancing adaptive capacity and resilience for populations
affected by the proposed activity, focusing particularly on the most vulnerable population groups and
applying a gender-sensitive approach (outcome)

Expected strengthening of institutional and regulatory systems for climate-responsive planning and
development (output)

Expected increase in generation and use of climate information in decision making (output)
- Expected strengthening of adaptive capacity and reduced exposure to climate risks (outcome)
Expected strengthening of awareness of climate threats and risk reduction processes (outcome)

Other relevant indicative assessment factors, taking into account the GCF’s objectives, priorities and
result areas, as appropriate on a case-by-case basis

Objective 1: Reduce the vulnerability of people, livelihoods, physical assets and natural systems to the ad-
verse effects of climate change (outcome)
Number of beneficiaries (output)

Type and extent of assets strengthened and/or better managed to withstand the effects of climate
change (output)
Population benefiting from the adoption of diversified, climate-resilient livelihood options (output)

Extent of adoption of climate-resilient technologies/practices (output)

Objective 2: Strengthen institutional and technical capacities for effective climate change adaptation
(outcome)
Public awareness activities carried out and population reached (output)

- Risk and vulnerability assessments, and other relevant scientific and technical assessments carried out
and updated (output)

- Number of people/geographical area with access to improved climate information services (output)
Number of people/geographical area with access to improved, climate-related early warning information
(output)

Number of people trained to identify, prioritize, implement, monitor and evaluate adaptation strategies
and measures (output)

Capacities of regional, national and sub-national institutions to identify, prioritize, implement, monitor
and evaluate adaptation strategies and measures (output)

Objective 3: Integrate climate change adaptation into relevant policies, plans and associated processes
(outcome)
Institutional arrangements to lead, coordinate and support the integration of climate change adaptation
into relevant policies, plans and associated processes (output)

Regional, national and sector-wide policies, plans and processes developed and strengthened to identi-
fy, prioritize and integrate adaptation strategies and measures (output)

Sub-national plans and processes developed and strengthened to identify, prioritize and integrate adap-
tation strategies and measures (output)

Countries with systems and frameworks for the continuous monitoring, reporting and review of adapta-
tion (output)



.

.

Degree of integration of climate change in national, including sector, planning (output)

Evidence of strengthened government capacity and coordination mechanism to mainstream climate
resilience (output)

Quality and extent to which climate responsive instruments/investment models are developed and
tested (optional) (output)

Extent to which vulnerable households, communities, businesses and public sector services use im-
proved PPCR-supported tools, instruments, strategies and activities to respond to climate variability or
climate change (output)

Number of people supported by PPCR to cope with the effects of climate change (output)
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» The Multilateral Development Banks (MDBs) approach to align their financial flows with the Paris Agreement

includes the objective to increase climate finance.

» This memo assesses how MDBs can ensure that all climate finance is aligned with the three goals of the Paris
Agreement and identifies focus areas for climate finance.

» We argue that not everything that is Paris-aligned will be climate finance, but everything that is climate

finance should also be Paris-aligned.

» We recommend that only those activities that will continue to be part of a decarbonized economy are
eligible for ‘climate finance'. Fossil fuel-related activities, even those that increase efficiency, should thus not

be labelled climate finance.

» Climate finance must be trackable, comparable and not at risk of double-counting in accordance with the
Paris Agreement’s objective of increased transparency.

At COP24 the Multilateral Development Banks (MDBs)
announced their vision to align financial flows with
the objectives of the Paris Agreement, based on six
building blocks identified as core areas for such an
alignment. Following this, the MDBs further announ-
ced, at the margins of the United Nations Climate
Action Summit (UNCAS) 2019, that they would collec-
tively raise at least $65 billion annually in climate
finance by 2025. Within this amount, they intend to
double their adaptation finance to $18 billion annu-
ally. Furthermore, they aim to mobilize an additio-
nal $40 billion in climate investments annually from
private sector investors.

Through these commitments, MDBs provide import-
ant signals to other public and commercial inves-
tors. Mitigation and adaptation finance will need to
increase significantly and, in many cases, will need to
be provided on concessional terms, to enable all count-
ries to champion a transition to net zero CO,-emitting
climate-resilient pathways.



To use climate finance to accelerate the transition to climate resilience and actively support low-emissi-
ons development pathways, Multilateral Development Banks (MDBs) will need to align their climate finance
investments and climate co-finance with the Paris Agreement objectives. The following overarching principles
lay the groundwork:

1| Not everything that is Paris aligned will be climate finance, but everything that is climate finance
should also be Paris aligned. Eligibility criteria for climate finance investments will thus need to ensure
that (i) the activity is consistent with a low-carbon climate-resilient development pathway (Paris-aligned
investment) and (ii) the activity is projected to be part of a decarbonized economy (Paris-aligned climate
finance), thereby sending a clear signal to markets of where future-proof investment opportunities lie.
CO,-emitting activities that can be part of the pathway to decarbonization only for a limited remaining
timespan between now and 2050 should not be eligible for climate finance under a Paris-aligned
framework, independent of their lifetime.

2 | Accountability on climate finance requires that it is traceable, comparable and not at risk of double-
counting in accordance with the Paris Agreement’s objective of increased transparency. Data should be
reported at aggregate and activity level. Methodologies across MDBs, across their different reports and
with respect to other relevant actors, such as the OECD, need to be standardized to avoid double-counting
and increase the level of disaggregation to increase comparability in order to build trust with the public
and private sector.

3| Article 9.4 of the Paris Agreement calls for a balance between adaptation and mitigation through the
provision of scaled-up financial resources when addressing climate change. Achieving adaptation finance
is key to ensuring a climate-resilient development pathway, especially for the most vulnerable. This does
not necessarily mean that MDB mitigation finance and adaptation finance need to reach a 50:50 share, as
MDBs use two different accounting approaches for mitigation finance (total project cost) and adaptation
finance (incremental cost). Nevertheless, the overall share of adaptation finance in all climate finance
needs to grow.

4 | Incentive structures should accommodate the nature of Paris-aligned projects. Internal incentive
structures and key performance indicators must accommodate and favor the nature of climate finance
projects, which might differ from MDBs’ traditional portfolios. Staff compensation should be based on
Paris-aligned climate finance-related performance indicators.

5 | All commitments related to the Convention and the Paris Agreement should be honored. International
financial institutions that serve as international Accredited Entities (AEs) of the operating entities of

the UNFCCC’s Financial Mechanism need to comply with the obligations as set out under the UNFCCC’s
Financial Mechanism.



Review of MDBs eligibility criteria for

climate finance

Since 2012 a growing group of MDBs are jointly repor-
ting on the climate finance they invest and help mobi-
lize, and in this context have developed joint eligibility
criteria. The eligibility criteria do not yet reflect recent
scientific findings of investment needed to achieve the
Paris goals. The joint MDB Climate Finance Tracking
Group has adjusted the method over time, increasing
its stringency and, in 2015, harmonizing criteria with
the International Development Finance Club - a group
of national and sub-regional development banks.
Since 2016, MDBs have directly referred to compati-
bility with low-emissions pathways as mentioned in
the Paris Agreement as a criterion for eligibility for
mitigation climate finance.

Yet, no clear definition of low-carbon or climate-resi-
lient pathways or of criteria in line with net-zero CO,
emissions and fostered climate resilience is included in
the joint climate finance report. MDBs have thus begun
a review process to strengthen the Common Princip-
les for mitigation finance tracking, which is expected
to be completed in mid-2020. MDBs also published a

Current
Climate-Finance Paradigm

MDB Climate Finance
- Activities that reduce emissions or
support resilience

4 All other MDB Finance

- Lack of zero-emission goals

- Uneven consideration of climate
vulnerability

- Limited mainstreaming NDCs

Current portfolio

paper on lessons learned from the Common Princip-
les for adaptation finance! tracking, but have not yet
announced further steps on the review of these.>

Under a Paris Alignment Paradigm, mitigation finance
must go beyond the principles of reducing green house
gas (GHG) emissions or enhancing GHG sequestration,
towards financing the activities that actively support
the Paris Agreement and thus a net-zero emissions
and climate-resilient world.

In the power supply sector, climate finance that acti-
vely supports net-zero CO, emissions include power
generation from solar, wind, small hydro, tidal, wave
and ocean, or electricity system flexibility options.
Transport infrastructure that actively supports this
goal includes zero-carbon transport fueling infras-
tructure,
integration of transport and urban development plan-
ning, electric rail and rolling stock, electric public
transport, transport and travel demand management
measures.> An updated eligibility list for mitigation
finance would send a strong signal to markets about
the activities that will continue to be part of a net-
zero CO, economy.! Limiting climate finance to these
activities, therefore, will add value towards Paris
alignment efforts.

non-motorized transport infrastructure,

Target
Paris-Alignment Paradigm

MDB Climate Finance with
reviewed Climate Finance Principles
- Activities that actively support
net-zero CO, emissions and
climate resilience
- No fossil fuel-related activities

All other MDB Finance
A - Consistent with net-zero CO,

Paris-aligned portfolio

emissions by 2050
- Fully mainstream climate resilience
- Help enhance and integrate

NDCs and long-term strategies

Figure 1 | New definition of climate finance under a Paris Alignment Paradigm (Own figure based on Larsen et al. 2018)



To support the signal of where the transformation is
going, this memo recommends that bridge techno-
logies and CO,-emitting activities that can be part
of the pathway to decarbonization only for a limited
remaining timespan between now and 2050 should
not be eligible for climate finance, independent of the
lifetime of the investment. MDBs might nevertheless
decide to continue to finance these for the remaining
timespan using specific assessment criteria to assess
alignment.

For adaptation finance, the existing qualitative
approach for eligibility appears to be adequate also
under a Paris Alignment Paradigm. In this area it is
of most importance to integrate impact indicators
into corporate results frameworks and climate finance
reporting (see next section). In particular, not only
resilience of investments but also resilience through
investments needs to be strengthened (see Memo 2).

1. MDBs should use the update of climate finance
eligibility criteria to focus resources on those
activities that actively support net-zero CO,
emissions and climate resilience, excluding any
fossil fuel-related investments.

Revising climate finance reporting metrics

Transparency is a substantial requirement of the
Paris Agreement and thus of Paris alignment. The
current methodologies focus on harmonized reporting
of aggregate volumes of finance invested in either
climate change mitigation, climate change adaptation
or cross-cutting sectors - covering each of the banks,
source of funds, type of instruments used, covered
regions, sectors grouping and recipient or borrower

types.

It will be a key task for MDBs to develop indica-
tors that also reflect impacts and to report on these.
Finance volumes provide relevant information in the
light of tracking progress in meeting investment
needs. However, there can be a conflict of objec-
tives between increasing volumes of MDB climate
finance and investing in projects where fossil-free
and climate-resilient options are hardest to achieve
but potentially most needed. The latter represent the
investment areas in which MDBs could bring about the

most additionality and transformational impacts. The
banks have announced that they will develop impact
indicators during the review of the climate finance
methodology.

Accountability can only be ensured if climate finance
is traceable at aggregate levels as well as at activity
levels. The joint report currently does not reference
project databases and individual banks’ annual reports
where further information on climate finance projects
can be found. If this was to happen, then providing
these links and ensuring that individual databases
contain the standardized possibility to filter for (i)
mitigation finance, (ii) adaptation finance and (iii)
climate co-finance, as well as for (iv) country, (v)
harmonized sector categories andvi year of commit-
ment would now be desirable.

The MDBs’ methodology to track climate co-finance
(public and private direct and indirect mobilization
for climate finance activities) differs from the OECD
methodology to account for private finance mobiliza-
tion. For example, in cases where several public actors
(eg, MDBs and development finance institutions
— DFIs) are involved in the same transaction mobi-
lizing private finance, the MDB approach attributes
all private finance mobilization to whichever MDB is
the official arranger of the transaction, whereas the
OECD approach attributes private finance mobiliza-
tion proportionally to all public institutions in the
transaction, also taking into account the risk taken
and role played in the co-financing arrangement (eg,
lead vs participant, senior vs junior investment).* As
MDBs as well as other public institutions are asked to
report their private finance mobilization to the OECD
Development Assistance Committee (DAC), this can
lead to double-counting and attribution issues with
other investors. Standardizing the two approaches
would “help inform policies, ensure credibility [...]
and build trust with the public but also the private
sector”.5 Alternatively, MDBs could use both approa-
ches in parallel: the MDB approach in MDB reporting
to ensure comparability with historic reports, and
the OECD approach when reporting to the OECD to
avoid double-counting and to support international
processes, such as tracing progress on the $100 billion
climate finance goal of the Paris Agreement and, more

I To reflect innovation that cannot be anticipated, the eligibility list could in addition generally include activities that neither generate direct
emissions nor induce significant indirect emissions (no significant emissions generated), but do reduce emissions as compared to a realis-
tic project alternative (avoided emissions). To provide the best possible guidance, the eligibility list should be regularly updated and reflect
scientific findings on activities in line with a decarbonized economy. In addition, the eligibility lists should be updated regularly to reflect

innovation.



broadly to accurately measure the mobilization of
finance for development purposes.

1. MDBs should include a set of harmonized mitiga-
tion and adaptation impact metrics into the joint
report on climate finance, including indicators
that reflect transformational impacts of projects.

2. MDBs should also ensure comparability and
traceability of data back to activity level, making
publicly available the file with the activity-level
data that underpins the MDB joint report (with
links to individual MDBs’ own project databases
and project documents).

3. MDBs should consider harmonizing their repor-
ting on private climate finance mobilization with
the OECD and reporting harmonized information
to the OECD DAC to avoid risks of double-counting
and to reduce internal and external transaction
costs.

Aligning by better prioritizing

and targeting climate finance investments

The common reporting coupled with individual
climate finance targets have helped prioritize and thus
increase climate finance volumes over time. As yet,
not all the banks have announced post-2020 targets,
and some do not have an individual climate finance
target at al.ib i

While absolute volumes of climate finance have
increased for the six MDBs that have jointly reported
on climate finance since 2011, this increase has not
been constant over the years for all banks. Some banks
have substantially increased their climate finance
commitments, while others are significantly delayed
in approaching their 2020 targets.¢

Targets signal bank priorities to project managers,
but more instruments are needed to achieve them.
Internal incentives can have a strong impact on the
probability of reaching climate finance targets, as the
decisions of project managers significantly influence
the activities of MDBs. Some MDBs already pay bonu-

ses depending on the achievement of climate-related
indicators within individual project managers’ portfo-
lios. Indicators could reflect climate finance volumes
or impacts of climate finance. For these incentives to
work, they should be ambitious yet realistic. Monetary
incentives could be considered either for all staff, for
teams active in sectors with high climate-relevance
or for climate teams that consult sector teams with
regard to their project decisions.?

Article 9.4 of the Paris Agreement calls for: a balance
between adaptation and mitigation through the provi-
sion of scaled-up financial resources when addressing
climate change. At UNCAS, MDBs announced that they
expected their joint adaptation finance to reach US$18
billion annually by 2025, or around 27% of all climate
finance. Note that the MDBs’ adaptation methodo-
logy is based on the principle of incremental costs,
whereas the mitigation methodology captures the full
value of the activities. Therefore, it can be misleading
to directly compare the two numbers. Nevertheless,
all MDBs see the need to scale up adaptation climate
finance.®

In 2018, the MDBs’ collective climate change adapta-
tion finance was around 30% of all climate finance.®
This share ranged widely between MDBs (8% to 49%).
Arguably, different focus regions and business models
can make it challenging for some MDBs to reach a
balance between adaptation and mitigation finance.
A number of MDBs are working on building resi-
lience markets, but currently private sector clients
in particular focus much more on mitigation than on
adaptation. An adaptation finance target set by each
individual MDB could help to strengthen the focus on
adaptation finance in each institution.

Starting with concessional funds, dedicated and
ambitious climate change adaptation finance targets
by individual institutions, as implemented so far only
by the World Bank and the African Development Bank
(AfDB), could ensure that funding is directed towards
adaptation. The AfDB and World Bank also happened
to be the two banks with highest shares of climate
adaptation finance in total finance in 2018.8

i The following post-2020 climate finance targets have been set so far: The Asian Development Bank (ADB) has set a target to cumulatively in-
vest $80 billion in climate finance between 2019 and 2030. The World Bank has announced a target of $200 billion of climate finance between
2021 and 2025 (from own funds and mobilized climate finance). The AfDB has set a target to double its commitments to climate finance by

investing $25 billion in the period 2020-2025.

iii

As climate finance eligibility criteria will need to be updated and thus become stricter to reflect Paris alignment, there could be a concern that

targets based on the old methodology could become harder to achieve. However, although the climate finance eligibility criteria had already
improved in the past, climate finance has increased substantially over time. If desired nevertheless, an option to overcome potential concerns
might be to continue reporting also on the old methodology until the target year. MDBs that set new climate finance targets should take the
new methodologies into account. also on the old methodology until the target year. The MDBs that set new climate finance targets should

take the new methodologies into account.



1. MDBs should define a post-2020 climate finance
target, ideally containing an absolute as well as a
relative (share-in-total-commitments) target. If
previous targets exist, new ones should go beyond
previous efforts, taking into account an updated
climate finance eligibility methodology. New MDBs
could start with adopting the necessary processes
for tracking and with reporting on climate finance
in line with the joint MDB methodology as a first
step, setting absolute rather than relative targets
as a second step,"” and adopting both relative and
absolute targets as a third step.

2. To effectively incentivize implementation of
climate finance targets, MDBs should provide
internal incentives (eg, bonuses) related to
climate finance (including for adaptation finance).

3. MDBs should also include climate finance volume
and impact indicators into results-measuring
frameworks.

4. Beyond a joint MDB target’ * we recommend that
MDBs set their individual adaptation finance
targets to complement current climate finance
targets in areas where finance goals are not yet
achieved. To begin with, MDBs should at least set
an adaptation target for concessional funds avai-
lable to MDBs.

5. A new target for private capital mobilization
for climate finance could also help prioritize
de-risking instruments to crowd-in private
investments and create markets for climate busi-
ness.

How can MDBs better align private

climate co-finance with the Paris Agreement?

The OECD estimates that $6.9 trillion in infrastructure
investments are needed annually to meet the climate
and development objectives, with $600 billion of it
needed to make the investments compatible with the
Paris goals." Seventy percent of these investments are
expected to go to low- and medium-income countries.

These needs for investment vastly exceed the availa-
ble public climate finance and therefore require active
participation by the private sector.

MDBs play a critical role in guiding private invest-
ments towards Paris alignment through de-risking of
investments, such as anchor investors and the provi-
sion of knowledge among others. To this end, MDBs
have a large set of instruments available to them:
grants, equity, guarantees, loans, line of credits, etc.
While all MDBs have different business models, loans
are the predominant instrument for climate finance.

In 2018, MDBs mobilized $28.2 billion in private
climate finance through private direct mobilization
and private indirect mobilization.”> It is unclear how
the different instruments contributed to the mobiliza-
tion, as MDBs do not disclose this information accor-
ding to each instrument. Comparing MDBs’ own data
suggests that MDBs’ private direct mobilization only
has a small share originated from climate-relevant
projects, while its private indirect climate mobiliza-
tion includes a larger share.®

Meanwhile, according to the OECD, bilateral and multi-
lateral providers mobilized private climate finance by
using the following instruments: 52% investments in
special purpose vehicles and companies, 21% guaran-
tees, 12% credit lines and 9% loan syndications, with
the remainder through investments in funds and
simple co-financing schemes.*

It has been particularly challenging to mobilize the
private sector on adaptation. The OECD reports that
only 3% in private finance mobilized is directed at
adaptation, and another 3% at cross-cutting invest-
ments that contribute to mitigation and adaptation.
Similarly, MDBs co-finance indicates that just slightly
over 10% are directed at adaptation (no figures are
reported on private adaptation finance mobilized).
Meanwhile, recent research suggests that a mere 3%
in additional upfront costs, on average, could make
investments climate resilient and that every dollar
invested in resilient infrastructure generates four
dollars in benefit.’s

v As new MDBs start with a small but growing portfolio, any additional project could change the percentage share of climate finance in total
commitments significantly, making it challenging to predict ambitious yet reachable relative targets. The likelihood of achieving absolute

targets can be easier to predict for these banks.

v At UNCAS, MDBs jointly announced that their joint adaptation finance by 2025 would amount to US$18 billion.



At the same time, trillions of dollars are invested in
low-yield and money-losing investments, as inves-
tors have to prioritize investment-grade projects,
while many projects in emerging markets are below
investment grades. At the September 2019 UNCAS,
institutional investors worth over $2.4 trillion in
investments announced that they plan to align their
portfolios with net-zero emissions by 2050. Furt-
hermore, banks with assets worth $47 trillion agreed
on the Principles for Responsible Banking, as part of
which they pledge to align with the Paris Agreement.

The main risks for investors to finance long-term
infrastructure investments are regulatory uncer-
tainty, in particular changes in the legal framework,
exchange rate risks and risks associated with cons-
truction.>” Further challenges constitute the lack
of bankable projects, the absence of reliable data on
corporate performance, and track records in emerging
markets. While MDBs could ease these issues through
risk-mitigation instruments, less than 5% of all of
MDBs’ infrastructure projects make use of the availa-
ble risk mitigation instruments.®

Similarly, local financing institutions face regula-
tory uncertainty and often suffer from asset-liability
mismatches along with a general lack of understan-
ding of climate investments, resulting in a mismatch
of perceived and real risk.” MDBs could help circum-
vent these issues by providing long-term financing
in local currency, as well as by building knowledge
on climate investments, which would have the added
benefit of helping their clients make the transition
towards Paris alignment.

1. MDBs should provide data on private climate
finance mobilization on a more disaggregated
level by providing information on instruments,
mitigation, adaptation and region by bank, and in
a comparable manner with other MDB publicati-
ons on private finance mobilization."

2. MDBs should strengthen their support of insti-
tutional investors in aligning their investments
with the Paris Agreement (in accordance with
Article 2.1.c of the Paris Agreement) by partnering
directly with the investors, de-risking investments
through increased application of risk-mitigation
instruments and eliminating bottlenecks (eg, the

lack of a Paris-aligned infrastructure asset class,
a pipeline of investable projects, and high-quality
performance data on national companies).

3. MDBs should scale up and standardize innovative
climate finance instruments that have been pilo-
ted, including through other initiatives such as the
Climate Finance Lab."i These instruments include
insurances, risk mitigation facilities and securiti-
zation. A particular focus should be on enhancing
local currency lending and guarantees for climate
investments to local financial institutions, both
public and commercial, to build local capacity in
financing climate investments. As translating
innovative instruments takes time and often seed
capital, shareholders should consider increasing
concessional sources for this purpose.

4. MDBs could facilitate private adaptation finance
by supporting the collection and provision of
high-quality data and information that demon-
strate how private climate finance contributes to
climate change adaptation. Moreover, the banks
could work towards establishing pilot projects in
this regard to increase and disseminate knowledge
of the positive returns on adaptation projects, and
systematically including adaptation and resilience
in their exchanges with the private sector.

How can MDBs better align technical assistance with
the Paris Agreement?

Technical assistance is a major instrument that MDBs
can use to build their clients’ capacities to design
and implement bankable mitigation and adaptation
projects, to put in place enabling policy frameworks,
to gain access to the necessary finance and/or to
conduct climate change-related research - all in line
with the Paris Agreement goals.

As financial institutions and knowledge hubs, the
banks have a competitive advantage in delivering
high-quality technical assistance, particularly in the
area of sustainable finance and fiscal policies as well
as in risk and opportunity assessments.

Vi The default option should be to disclose this information. A definite list could define exclusions, describing what kind of disclosure cannot be
undertaken and why there are confidentiality constrains. Data that typically is publicly available, eg, when searching for the project online,

should not be labelled as confidential.
Vi Some MDBs already cooperate with the climate finance lab.



Ministries in charge of policy dialogues with MDBs
are, in many cases, finance, economic or development
ministries. Naturally, staff in these ministries are
often less aware of climate change risks and oppor-
tunities than staff of the respective national environ-
ment ministries. If finance ministries do not include
climate change action into budgetary planning, fiscal
policies and regulation for sustainable finance, targets
set by environment ministries cannot be reached.
There is thus a major role for MDBs to bring the
different ministries together and to provide technical
assistance on climate change and its integration into
different policies.

Countries and regions whose economies currently
depend largely on fossil fuels may be more hesitant
to set off an ambitious transition aligned with climate
goals. These regions can be supported by MDBs in
developing comprehensive transition strategies that
ensure the structural changes required go hand in
hand with economically beneficial perspectives.

In addition, many MDBs are international Accredi-
ted Entities (AEs) of the Green Climate Fund (GCF)
serving the Paris Agreement. As part of compliance
with the GCF, all international entities are asked to
“indicate how they intend to strengthen capaci-
ties of, or otherwise support, potential subnational,
national and regional entities to meet, at the earliest
opportunity, the accreditation requirements of the
Fund in order to enhance country ownership and that
they report annually on these actions” (GCF decision
B.10/06). In 2018, the National Designated Authorities
(NDAs), however, expressed the view that “interna-
tional AEs do not engage sufficiently with partners”
(GCF/B.20/04).

1. Non-environment ministries play a major role
in implementing climate-related activities when
implementing Nationally Determined Contri-
butions (NDCs and long-term strategies (LTSs)
and in their capacities as client governments of
MDBs. MDBs should provide them with technical
assistance to strengthen their understanding of
climate change and the Paris Agreement, especi-

ally for finance ministries on budgetary planning,
fiscal policies and sustainable finance. MDBs
should focus on providing technical assistance to
demonstrate the economic gains and commercial
viability of low-carbon alternatives as well as the
capacity to conduct feasibility studies on these.

A second and related focus of MDBs’ technical
assistance could be to support fossil fuel-depen-
dent clients in designing transition strategies.
These should focus on establishing new future-
proof industries or services in the region early on
and re-training of the workforce, as well as on
fiscal policies and incentives that ensure the tran-
sition is economically attractive for those under-
going the transition. MDBs can support the design
by conducting feasibility studies, providing policy
options and supporting multi-stakeholder dialog
that includes all relevant decision makers as well
as region-based academia, employers, worker
unions and civil society.

MDBs should support their clients with technical
assistance to analyze the feasibility and potential
economic and financial risks and opportunities
of Paris-aligned alternatives. Prior to sending
any fossil fuel project to the Board for approval,
it should be shown that no non-carbon project
is feasible and a decarbonization plan should be
developed.

MDBs should support the principle of direct
access to international climate finance funds
by providing technical assistance to the Direct
Access Entities of these funds. For example, MDBs
could support National Accredited Entities to align
their environmental and social safeguards (ESS)
with those established within operating entities
under the UNFCCC’s Financial Mechanism serving
the Paris Agreement (Adaptation Fund, Global
Environment Facility, Green Climate Fund, Least
Developed Countries Fund and Special Climate
Change Fund Support also needs to include fidu-
ciary standards and project development capaci-
ties.



MDBs should update their eligibility criteria to
exclude fossil fuel-related investments from
being labelled as climate finance. Fossil fuel-
related, but potentially transformational projects,
in high-emissive sectors could be considered for
Paris alignment under Building Block 1 and Buil-
ding Block 2. In addition, we recommend that
MDBs develop indicators to reflect transformatio-
nal outcomes for climate finance as well as for all
other finance.

MDBs should ensure joint reporting on aggregate
volumes and impacts, and should provide links
to their individual databases to ensure traceabi-
lity of climate finance comparable climate impact
and risks information at activity level. Exclusions
where links cannot be reported due to confidentia-
lity should be clearly defined.

MDBs should consider setting additional climate
finance targets, such as a climate relevance
target, an adaptation finance target, a post-2020
climate finance target and a target for private
capital mobilization for climate finance, which
would help to strengthen current targets.

4. MDBs could additionally increase private climate

finance mobilization by partnering directly with
institutional investors, by expanding the use of
policy-based lending to strengthen support for
environments and ensuring that all (or most) prior
actions focus on climate mitigation or adaptation,
and by scaling up innovative climate finance inst-
ruments such as local currency lending.

Private climate finance mobilization data should
be provided on a more disaggregated level and
continue to be reported to the OECD based on OECD
methods to ensure the international community
has a standardized activity-level dataset across
bilateral and multilateral providers.

MDBs should allocate sufficient technical assis-
tance to non-environment ministries to increase
their understanding of climate change and Paris-
aligned solutions through budgetary planning,
fiscal policies, sustainable finance and direct
access to existing climate funds. They should also
provide technical assistance to their clients to
understand the economic and financial risks and
opportunities as well as feasibility of no and low-
carbon alternatives.
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» The Multilateral Development Banks (MDBs) have committed to align their operations with the mitigation

and the adaptation goals of the Paris Agreement.

» One important component of their overall Paris alignment efforts will be their engagement with countries

and other clients to support the development and adoption of Paris-aligned pathways and policies. In
particular, the MDBs have an important role to play in supporting the Nationally Determined Contribution
(NDC) revision cycle and development of long-term strategies (LTSs).

We argue that the MDBs should use country engagement processes and Paris-aligned policy-based finance
to encourage and support more countries to develop ambitious LTSs that they can then use to guide the
shorter-term commitments outlined in their NDCs. Additionally, they should scale up the technical and
financial support they provide to countries to do so, particularly in the lead up to the 26t Conference of the
Parties at the end of 2020.

We further argue that MDBs should encourage and support other clients, including financial intermediaries

and subnational governments, to adopt their own Paris-aligned climate commitments and pathways.

The Paris Agreement establishes three broad goals in
the context of sustainable development and efforts to
eradicate poverty. They are: (1) limiting global average
temperature rise to well below 2°C and striving to
limit it to 1.5°C (Article 2.1a); (2) increasing adaptive
capacity and climate resilience (Article 2.1b); and (3)
making financial flows consistent with low-emis-
sion climate-resilient development pathways (Article
2.1c).! The three are closely interconnected, and Article
2.1c on financial flows is a necessary condition for
attaining the Agreement’s mitigation and adaptation
goals.>

In order to advance Article 2.1c, Multilateral Develop-
ment Banks (MDBs)! are striving to align their own
operations with the Paris Agreement. In a December

2018 statement, MDBs announced that they were
developing an approach to implement Paris align-
ment. In that statement, they identified six key areas
or “building blocks” that would form the core of their
Paris alignment approach: (1) alignment with mitiga-
tion goals; (2) adaptation and climate-resilient opera-
tions; (3) accelerated contribution to the transition
through climate finance; (4) engagement and policy
development support; (5) reporting; and (6) aligning
internal activities. MDBs are currently developing
methodologies and tools for Paris alignment under
each building block.3

This memo is one of a six-part series on the MDB
building blocks. It focuses on Building Block 4, under
which MDBs commit to “support the NDCs’ revision



cycle and develop services for countries and other
clients to put in place long-term strategies and accele-
rate the transition to low-emissions and climate-resi-
lient development pathways”.4 Nationally Determi-
ned Contribution (NDC) and long-term low-emissions
development strategies (long-term strategies or LTSs)
are the primary tools through which countries plan for
and communicate their near-term and mid-century
climate change plans and pathways under the Paris
Agreement. The Agreement establishes a process -
the “NDC revision cycle” - whereby countries submit
progressively more ambitious NDCs every five years.5

Under the NDC revision cycle, countries are asked to
submit new or updated NDCs by 2020.¢ They are also
invited to communicate LTSs by 2020.7 This makes the
26th Conference of the Parties (COP26) at the end of
2020 a critical milestone for these climate plans.

This memo first sets out overarching principles to
guide implementation of Building Block 4. It then
discusses implementation in greater detail. It conclu-
des with recommendations for MDBs as they advance
this element of their Paris alignment approach.

1| MDBs should strive to help more countries adopt Paris-aligned LTSs that they can then use as a

guide for their enhanced NDCs. In this memo, “Paris-aligned LTSs” refers to those that put countries

on low-carbon climate-resilient development pathways that align with Paris Agreement goals, and
specifically with Articles 2.1a and 2.1b. With respect to the Paris Agreement temperature goal, the 2018
Intergovernmental Panel on Climate Change (IPCC) Special Report on 1.5°C establishes global benchmarks
necessary to limit warming to 1.5°C. Namely, global net CO, emissions must fall by 45% (relative to 2010
levels) by 2030 and reach net zero by around 2050.% Translating global benchmarks into national-level

targets raises challenging issues of equity. However, as the above benchmarks suggest, limiting warming
to 1.5°C will require deep emissions reductions everywhere and across all sectors. As development finance
institutions, MDBs should strive to make this level of ambition possible for their member countries, and in
all cases LTSs should lay out plans to peak and reduce emissions as rapidly as possible. Paris-aligned LTSs
could also lay out goals to increase resilience and adaptive capacity and reduce vulnerability across sectors,
while also fostering coordination and coherence with development objectives and other national priorities.

2 | MDBs can best support countries by empowering them to develop and assess Paris-aligned
development pathways that they can use to inform policy decisions. Through their research and
technical capacities, MDBs can help countries and other clients build the evidence base they need to
develop and foster support for low-carbon climate-resilient pathways. Wherever possible, MDBs should
design technical assistance initiatives to build internal capacities to formulate and implement climate
commitments.

3| Policy-based lending could be an important tool in helping countries transition towards Paris-

aligned pathways. Several MDBs, including the World Bank, ADB, AfDB and IADB, offer policy-based
lending whereby they condition disbursement of funding on implementation of certain policy programs
or institutional actions. To be Paris aligned, policy-based lending cannot benefit or promote (directly

or indirectly) any activities that are misaligned with the mitigation or adaptation objectives of the Paris
Agreement. MDBs could also go beyond this minimum threshold and use policy-based lending to promote
reforms that actively help countries transition to Paris-aligned pathways.

4 | While country clients are of primary importance, engaging with other clients, including financial
intermediaries, is also important to Building Block 4. To fulfil their Paris-alignment commitments,
financial intermediary lending and equity investments must also be aligned. Consequently, encouraging
and supporting financial intermediaries to adopt decarbonization targets and to outline plans to achieve
those targets is another important objective of Building Block 4.

—

The banks involved are: African Development Bank (AfDB), Asian Development Bank (ADB), Asian Infrastructure Investment Bank (AIIB),
European Bank for Reconstruction and Development (EBRD), European Investment Bank (EIB), InterAmerican Development Bank (IADB),
Islamic Development Bank (IsDB), New Development Bank and World Bank Group.



A shared understanding of what constitutes a Paris-
aligned long-term strategy could serve as a useful
starting point in operationalizing Building Block 4,
and in fact, MDBs have drafted a set of key principles
for economy-wide long-term strategies®. This section
first describes and responds to these draft princip-
les. It then details additional steps we believe MDBs
should take to fully implement Building Block 4. In
particular, implementing Building Block 4 requires
MDBs to encourage more countries to develop ambiti-
ous climate plans. It requires MDBs to scale up tech-
nical and financial support to help countries develop
and implement those plans. And it requires them to
help other clients, including financial intermediaries,
to put LTSs in place. Each is discussed in greater detail
below.

As noted above, MDBs have drafted a set of principles
for economy-wide LTSs.!° These principles could guide
the technical support MDBs provide to countries and
thereby help to ensure the quality and ambition of the
climate plans that result. However, a number of addi-
tional considerations could strengthen the principles
and help to guarantee their effectiveness. The MDB
draft principles and several suggested considerations
on each are summarized in the Table 1.

Table 1: Response to the MDBs’ Draft Principles for Economy-Wide LTS

Principle #1 could specify acceptable timeframes. A mid-century tar-

get with intermediate milestones -in 2030 and 2040, at a minimum

- is a sound approach. Additionally, the principles could more clearly

articulate the relationship between LTSs and NDCs and processes for

using LTSs to inform the ambition of NDCs through backcasting.

Broad stakeholder engagement is not all that is needed for effective

governance of national climate planning. Other governance conside-

rations, including the necessary legal frameworks, institutional arran-

gements and technical capacities, could be included under Principle

#2 or incorporated as additional principles." For instance, LTSs could

spell out the roles and responsibilities of different government actors

and create channels for coordination across government and with

non-governmental stakeholders.”?

Links to national development priorities and plans are also a critical

component of LTSs. Economy-wide LTSs can “identify and integrate

national development considerations, including environmental, social,

and economic objectives, supporting the country’s long-term vision”.”®

In line with this, MDBs could use LTS development processes to help

countries plan for a just transition for workers whose livelihoods are

linked to emissions-intensive industries or whose skillsets may be less

relevant in the future.



A clear explanation of how “in line with the Paris Agreement” is defined
is indispensable. Global benchmarks suggest that global CO, emissi-
ons need to reach net zero by around 2050, and the electricity sector
needs to be fully decarbonized by 2050, at the latest. Principle #4 could

reflect these and other scientific findings.

In addition to mitigation targets, LTSs can also include targets to streng-
then resilience and adaptive capacity. All targets could be tailored to
specific country contexts. In addition to setting long-term targets, LTSs

could define pathways or a vision for achieving those targets.’

Principle #5 could specify that LTSs will define mitigation targets, pa-
thways and key areas of action for those sectors that are driving a coun-

try’s emissions.

Principle #6 notes that the strength and eventual implementation of
climate plans depends on country ownership and political will, but it
could also reinforce principle #2 by highlighting the need to generate

broad ownership through public engagement.

Principle #7 is critical. Treating LTSs as an ongoing process and revi-
sing them as circumstances, knowledge and technologies change will
strengthen LTSs. Principle #7 could elaborate on certain key conside-

rations in establishing the governance arrangements associated with

LTSs review and revision.'®

Long-term planning is critical to avoid locking in
unsustainable emissions-intensive assets, to avoid
maladaptation and to develop policy and financing
strategies that support a just transition. It can inform
near-term decision making and ensure that near-term
targets are aligned with the Paris Agreement goals.
Although many countries are in the process of deve-
loping LTSs, only five developing countries — Costa
Rica, Fiji, Republic of the Marshall Islands, Benin and
Mexico - have formally communicated LTSs to the
UNFCCC, as of January 2020.7 As such, it is critical
that MDBs encourage countries not already doing so
to adopt Paris-aligned LTSs.

MDBs have two potential avenues to promote the
development of ambitious climate plans. First, they
could use the country engagement process and MDB

country strategies to champion LTSs and NDC enhan-
cement. Second, for those banks that offer policy-
based finance,! Paris-aligned policy-based lending
could be a powerful tool to promote Paris-aligned
pathways.

1. Country engagement

In engaging with country clients, MDBs could high-
light the relevance of NDCs and LTSs to development
planning processes and make the case for integrating
near- and long-term climate objectives into MDB
country strategies. Specifically, MDBs could integrate
climate objectives into country strategy results frame-
works to make plain how MDBs’ in-country activities
would advance climate objectives.

Country strategies are institutional documents that
guide MDBs’ in-country work. They are the product of
joint dialogue between MDBs and governments, espe-
cially finance and planning ministries. These minis-

i The World Bank, Asian Development Bank (ADB), African Development Bank (AfDB) and Inter-American Development Bank (IADB) all offer

policy-based finance.



tries are not always heavily involved in developing
climate plans but are crucial to their eventual imple-
mentation. Drawing attention to NDCs and highlight-
ing the connections between these plans and MDB
country strategies “helps ensure that finance minis-
tries, which typically lead country engagement with
multilateral banks, are fully informed and supportive
of the NDC”.®® Moreover, “NDC enhancement and LTS
development will require political support, ideally
from a head of state and planning or finance ministry,
to ensure buy-in and steer coordination efforts”.? By
elevating LTSs and NDCs in the country engagement
process and engaging finance ministries on the topic,
MDBs could help to build the required political support
for NDC enhancement or LTS formulation.

2. Paris-aligned policy-based finance

Several MDBs, including the World Bank, ADB, AfDB
and IADB, offer policy-based lending whereby they
condition disbursement of funding on implemen-
tation of certain policy reforms. In policy-based
lending operations, countries pursue particular policy
programs or institutional actions, and MDBs provide
technical support to design and implement the rela-
ted reforms. The proceeds of these loans then provide
countries with general budget support. Historically,
this type of lending has made up a significant share
(20 to 30%) of these banks’ portfolios, making policy-
based lending an important piece of the Paris align-
ment puzzle.?°

Policy-based lending could help or hinder adoption
of Paris-aligned pathways, depending on how it is
deployed. On the one hand, the banks have used policy-
based finance to promote climate-related objectives.
For instance, several have used policy-based finance
to spur energy sector reforms and promote renewable
energy. The ADB also recently added a new financing
mechanism to its policy-based lending toolkit that
aims to strengthen countries’ disaster resilience.”
On the other hand, the banks have also used policy-
based lending to encourage policy reforms that could
substantially increase greenhouse gas (GHG) emissi-
ons. For example, a World Bank policy-based loan in
Mozambique aims to help the country develop its oil
and gas industry.»

To be Paris-aligned, policy-based lending cannot
benefit or promote any activities that are misalig-
ned according to Building Blocks 1 and 2 - on miti-

gation and adaptation - of the MDB Paris alignment
approach. It is especially critical that MDBs strengthen
mechanisms for anticipating indirect or unintended
climate-related impacts of their policy-based loans.

MDBs could also go beyond this minimum threshold
and use policy-based lending to promote reforms that
actively help countries transition to Paris-aligned
pathways. For instance, they could use policy-based
lending to help countries adopt mitigation plans for
sectors, such as the energy and transport sectors, that
are critical to long-term decarbonization. Reforms
in key emissive sectors could make up an important
piece of an eventual economy-wide long-term stra-
tegy; they could even make economy-wide long-term
planning seem more feasible. Additionally, MDBs
could consider developing a dedicated climate-rela-
ted policy-based lending instrument that would offer
funds to countries’ adopting Paris-aligned climate
commitments, such as long-term net-zero targets.

Once countries decide to develop LTSs and enhance
their NDCs, they may need technical and financial
support from MDBs to do so. Several MDBs already
provide dedicated support to member countries for
NDC implementation, NDC enhancement and long-
term strategy formulation. However, at present,
these efforts are limited.>s Some are financed through
relatively small pots of grant funding. For example,
the ADB’s NDC Advance is funded through a $4.55
million grant.># Others cover only a small number of
countries; the EBRD’s NDC Support Programme, for
example, provides direct technical support to only a
select set of countries.>s Additionally, the bulk of the
support provided to date has focused on NDC imple-
mentation.>¢ While NDC implementation support is
and will continue to be crucial, developing countries
also require assistance in formulating and raising the
ambition of their near-term and long-term national
climate plans, particularly in the lead-up to COP26.

To effectively implement Building Block 4, MDBs need
to scale up their dedicated support platforms to provide
more support to more countries. Scaled-up platforms
could provide several types of technical support. Seve-
ral indicative examples are discussed below:.ii

ii These examples are informed by requests submitted by developing countries in a new NDC Partnership initiative, the Climate Action En-
hancement Package (CAEP). Under CAEP, countries are invited to submit requests for support related to NDC enhancement and long-term
strategy formulation. NDC Partnership. n.d. “Climate Action Enhancement Package (CAEP).”


https://ndcpartnership.org/caep

Recognizing the importance of modelling exercises in
the formulation of effective climate policies, the IADB
is working to develop in-country capacity in Argentina,
Colombia, Costa Rica, Mexico and Ecuador to research
long-term emissions reduction pathways and develop
modelling expertise to help inform national climate
policies. The project has several key components:

» Training for academic teams and/or think tanks
within the target countries (trainee teams) on the
use of modelling tools to inform policy making:
Trainers will work with trainee teams to gather the
necessary data and design and calibrate models that
are suited to the local context.

» Dialogue with government stakeholders: trai-

nee teams will begin a dialogue with government

Process: Dedicated support platforms could provide
technical assistance to develop broadly inclusive and
iterative stakeholder engagement processes for deve-
loping national climate plans. Dedicated support plat-
forms could also offer concessional funds to support
policy development, but at the same time condition
access to those funds on development of inclusive and
iterative engagement processes.

Policy development: Dedicated support platforms could
support a variety of analytical assessments to help
countries define their climate commitments. For
example, MDBs could help undertake modelling exer-
cises to identify viable and cost-effective decarboni-
zation pathways, or they could help countries design
adaptation plans using robust decision-making exer-
cises. They could complement these assessments with
cost-benefit analyses of specific interventions. Toge-
ther, these types of assessments could help countries
understand the implications of different development
pathways for emissions, climate risk, economic growth
or other indicators of interest. They would thereby
allow countries to make informed policy decisions. In
providing this type of support, the dedicated support
platforms could build on and collaborate with other
existing initiatives, including the Deep Decarboni-
zation Pathways (DDP) initiative, the 2050 Pathways
Platform and the NDC Partnership.

stakeholders to demonstrate the value of modelling
tools for informing policy decisions.

» Develop decarbonization pathways: trainee teams
will develop decarbonization pathways that they
will compare with targets set out in the NDCs and
any long-term national goals. They will share the
outcomes of the analysis with policymakers to
support ongoing public debate on NDC planning.

The project also aims to collect and exchange lessons
learned and build a regional community of practice. This
innovative project has the potential to increase the pool
of available models, create more fit-for-purpose models
and build up local expertise. This, in turn, could increase
local buy-in for the results of modelling exercises and
any policies that might follow from those exercises.

Ideally, MDB technical support would build internal
capacity - within government ministries and within
academic and other research institutions - to deve-
lop or adapt existing models and to formulate poli-
cies based on the results of modelling exercises.
Doing so could help countries build the evidence base
they need to bolster internal support for low-carbon
climate-resilient pathways. The IADB’s innovative
Deep Decarbonization Pathways in Latin-America
and Caribbean (DDPLAC) project provides a concrete
example (see Box 1).%7

Implementation and financing: Some countries may
require support to develop the governance and insti-
tutional structures needed to implement climate
plans. MDBs could provide technical assistance to
help countries strengthen institutional capacity and
adopt policies that support plan implementation. In
designing related technical assistance or policy-based
lending operations, MDBs could consider NDC Part-
nership Plans, in which member country governments
identify their NDC implementation needs.>®

Other countries may need guidance in developing
plans to finance implementation. MDBs are, of course,
well equipped to help countries develop financing and
investment plans. MDBs are well positioned to help
countries identify financing needs based on LTSs and
generate pipelines of Paris-aligned projects. They



could help countries conduct cost-benefit analyses of
different interventions. They could also help countries
evaluate financing gaps and identify potential sources
of funding, including potential private investment.

In Building Block 4, MDBs commit to helping “other
clients” to develop LTSs and accelerate their transi-
tion to Paris-aligned pathways.?® MDBs have indicated
that they are initially focusing on the country level.
While this is a sensible starting point, it is import-
ant to note that a complete implementation plan for
Building Block 4 will also need to include plans and
processes for supporting subnational governments,
financial intermediaries and private sector actors.
In parallel with the critical support MDBs provide
to member countries, MDBs should begin to develop
methodologies for supporting other clients.

It is especially important that MDBs work with finan-
cial intermediaries to formulate long-term decarboni-
zation plans. Since MDBs provide significant shares of
their funding through financial intermediaries 3°, they
cannot fulfil their commitment to align their operati-
ons with the Paris Agreement without the cooperation
of financial intermediaries. The banks could develop
policies and strategies to convince actors they lend to
or invest in to define their own long-term decarbo-
nization targets. For instance, MDBs could condition
lending to or equity investment in financial interme-
diaries on the recipient’s willingness to adopt net-
zero emission targets over a specified time period.

The International Finance Corporation’s proposed
Green Equity Strategy provides a useful example.
The IFC began to discuss a “green equity investment
approach” in October 2018.3 Under the proposed
Green Equity Strategy, financial intermediary clients,
including commercial banks, would have to commit
to reduce or eliminate their coal investments over a
defined period of time in order to receive IFC equity
investment.

In addition to financial intermediaries, MDBs could
help other clients, including subnational governments
and private sector actors, to accelerate the transition
to low-emissions and climate-resilient development
pathways. Helping them to do so would reinforce
efforts at national level. MDBs could, for example,
encourage other clients to adopt long-term decar-
bonization targets and connect them with relevant
initiatives and resources that could help them formu-
late such targets. One example is the Science-Based
Targets Initiative, which has developed methodolo-
gies for private companies to set emissions reduction
targets based on their share of global emissions.3?

Additionally, as MDBs support national govern-
ments in developing ambitious climate plans, they
could, where appropriate, encourage engagement
with subnational governments or the private sector.
Actively engaging subnational governments and the
private sector in national government efforts to deve-
lop LTSs could increase awareness, build capacities
and create opportunities for other actors to identify
their own needs for support.



Further elaborate their shared principles for
economy-wide LTSs, as detailed in Table 1 above.

Champion LTSs and NDC enhancement in coun-
try engagement and particularly in the develop-
ment of MDB country strategies. Country strategy
results frameworks should make plain how the
strategy will promote countries’ climate objectives.
Where countries have yet to articulate long-term
plans, MDBs should emphasize the importance of
long-term planning and make countries aware of
the types of support available for the development
and implementation of LTSs.

Consistently use policy-based finance in ways
that help countries transition to low-carbon
climate resilient development pathways. At a
minimum, they should ensure that policy-based
lending does not benefit or promote misaligned
activities. Going beyond this minimum threshold,
MDBs could consider developing a climate-rela-
ted policy-based lending instrument to promote
ambitious climate policies that actively advance
Paris Agreement goals.

As MDBs implement Building Block 4, we recommend that they:

4. Scale up dedicated support platforms to provide

more support to more countries, with an eye
towards supporting NDC enhancement and LTS
development in 2020 and beyond. Wherever
possible, MDBs should design technical assis-
tance initiatives to build in-country capacities to
formulate and implement climate commitments.

Develop policies and strategies to convince actors
that they lend to or invest in to define their own
long-term decarbonization targets. Paris align-
ment requires that MDBs ensure their financial
intermediaries are also aligning their operations
with the objectives of the Paris Agreement by
formulating long-term decarbonization plans.

Encourage and support other clients to adopt
science-based decarbonization targets and help
connect them with relevant resources and initiati-
ves, including the Science-Based Targets Initiative
for private companies that can help them formu-
late such targets.
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The Multilateral Development Banks (MDBs) approach to align their operations with the Paris Agreement
will include a new Transparency Framework.

This memo provides key principles and recommendations for robust reporting on Paris alignment.

To support Paris alignment, reporting should not be limited to climate finance volumes mobilized for
mitigation and adaptation.

Paris-aligned reporting should entail climate-related financial risks and impacts. MDBs should disclose how
transition risks and physical risks as identified by scenario analysis have been addressed. Reporting also
needs to include impacts of projects in terms of emissions and on resilience.

Transparency on the progress towards Paris alignment should include reporting on misaligned activities

disclosing, for example, the ratio of misaligned to total assets.

» Rigorous and harmonized disclosure will help to build mutual trust amongst financial actors.

Introduction

In December 2018, Mulitlateral Development Banks
(MDBs) announced six building blocks for Paris align-
ment: Mitigation (Building Block 1), Adaptation (Buil-
ding Block 2), Climate Finance (Building Block 3),
Policy Support (Building Block 4), Reporting (Building
Block 5), and Internal Operations (Building Block 6).
Building Block 5 is concerned with improved repor-
ting on, and in consequence of, MDBs’ Paris align-
ment approach. This memo discusses central avenues
through which MDBs could report on the compatibility
of their annual project commitments, past commit-
ments on their portfolios and internal activities
with the Paris objectives, and their Paris-alignment
processes more comprehensively, while fostering and
advocating for harmonized financial practices condu-
cive to low-carbon climate-resilient development.!
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MDBs have helped to improve transparency in climate
finance over the last decade. The goal of Article
2.1c of the Paris Agreement, making financial flows
consistent with low greenhouse gas (GHG) emissions
and climate-resilient development, is an important
impetus behind MDBs’ ambitions to improve their
tracking and reporting.> So far MDBs have harmoni-
zed reporting in climate finance, focusing on input
metrics and targets such as finance volumes. Moving
from a climate finance paradigm to a Paris alignment
paradigm requires harmonized disclosure standards
on all activities, as well as transparency regarding the
climate impacts of all MDB financing and the potential
risks that climate change poses to investments3 and
the development goals which MDBs aim to achieve
(see Figure 1).



Overarching Principles

To become Paris aligned, MDBs will need to report on not only the results of their Paris-alignment activities*
but also the extent to which their portfolios and projects are aligned. The following overarching principles can
lay the groundwork:

1| All financial flows of an institution are Paris aligned if and only if all investments and their impacts are
Paris aligned. Reporting on Paris alighment of financial flows thus entails reporting on all investments,
including climate finance and non-climate finance. MDBs’ responsibility does not end with the
disbursement of funds but involves supporting clients’ transition to a low-carbon climate-resilient
development. Reporting on progress towards Paris alignment needs to include reporting on misaligned
activities - for example, via a ratio of misaligned-to-total-assets or a brown-to-green energy ratio.

2 | For all climate finance, Paris aligned reporting should expand to include reporting on harmonized
impact indicators. Seven MDBs now report on climate finance volumes, based on the common Principles
for Climate Change Mitigation and Adaptation Finance Tracking.5 A continued improvement in common
reporting on climate finance should reflect impacts of the projects on the temperature goal of the Paris
Agreement, impacts on systemic resilience.

3 | For all projects of the portfolio, Paris-aligned reporting should entail reporting on climate-related
financial risks and on the impacts of projects on emissions and resilience. On the one hand, financed
assets are exposed to financial risks that stem from a warming climate and transforming economies.

As part of their Paris alignment approach, MDBs have thus committed to assess their investments for
transition risks and for physical risks. This can be seen as a necessary, but not a sufficient condition

for Paris aligned reporting. On the other hand, reporting on the impacts of projects and portfolios on
emissions and resilience and thus on their contribution to achieving the Paris Goals is needed (see Figure

1).

4 | The dimension of climate impacts on emissions and resilience and the dimension of financial risk and
opportunity are linked and reinforce each other. For example, minimizing transition risks, eg, by avoiding
fossil fuel-related investments that risk becoming stranded assets, also has an impact on financed
emissions. However, minimizing risks will not always be sufficient to ensure Paris-aligned project
impacts on emissions and resilience. It is thus vital that MDBs report on both dimensions.

5 | Rigorous and harmonized Paris-aligned disclosures would help MDBs to build mutual trust and
confidence among financial actors. Some MDBs are incorporating the TCFD recommendations into their
annual financial reports - a trend that could play a valuable part in MDBs’ Paris-alignment process (see
Box 1).
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Figure 1: Dimensions of Paris-aligned Reporting (adapted from European Commission 2019)

Box 1: The TCFD Framework

The Task Force on Climate-related Financial Disclosures
was established in 2015 by the Financial Stability Board
in response to the financial crisis of 2007/08 and
in anticipation of a transformation towards lower-
carbon economies. It was called upon to develop
“that
more informed investment, credit [or lending], and

climate-related disclosures could promote
insurance underwriting decisions” that would “enable
stakeholders to understand better the concentrations
of carbon-related assets in the financial sector and the
financial system’s exposure to climate-related risks”.¢

The task force developed recommendations applicable to
organizations across sectors and provided supplementary
guidance for financial institutions. It found a need for
comprehensive forward-looking management and
disclosure of climate risks and opportunities with respect
to banks’ governance, strategy and risk management,
in addition to metrics and targets to guide operations.
This new vantage point could expand MDBs’ reporting
focus from inputs (finance volumes) in climate-related
activities to also include the assessment, management
and communication of financial risks due to climate

change and climate policies.

Implementing Building Block 5

This memo is structured thematically around TCFD’s
four pillars of action - governance, strategy, risk
management, and metrics and targets - which were
developed to assist financial sector participants to use
and understand the materiality of climate change-
related financial risks and opportunities and thus
help corporate disclosure to converge around certain
terminology and practice.
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While focusing on financial risk-related disclosu-
res, the TCFD’s framework can provide a powerful
starting point for MDBs to demonstrate leadership
in disclosing climate-related information in a clear,
comprehensive and harmonized fashion.” Moreover,
this should be complemented by detailed reporting of
climate impacts, targets and underlying metrics and
tools.



Box 2: : Risk categories of the TCFD and why they are relevant to MDB's Paris alignment approach

The two major categories® of climate risks are transition
risk (the financial risk that could result from the process
of adjustment towards a lower-carbon economy) and
physical risk (effects on the value of financial assets that
may arise from climate- and weather-related events and
via insurance liabilities). Transition risks include the
potential for increasing exposure to litigation revolving
around financial assets and their negative climate
impacts.

Considering these risk categories as part of their Paris
alignment approach, MDBs have made a commitment
to assess their investments for transition risks (under
Building Block 1) and for physical risks (under Building
Block 2).°

Itis tempting to think that development banks’ portfolios
are not likely to be affected by climate-related financial
risks, as a significant proportion of their lending is
guaranteed by sovereign clients.

Particularly for transition risks it is argued that countries
that give the necessary guarantees, for example, for
a fossil fuel power plant, are not likely to undertake
policy measures that do not allow this plant to produce
electricity until the end of its economic lifetime.
Yet, transition risks depend not only on national
policy measures but also on (international) demand,
technology development and other factors. In addition,
countries might increase climate policy measures despite
guarantees taken for individual projects, as climate
impacts become more evident and severe. Indeed, new
research by academia and central banks stresses that
“transition risks, could affect in a relevant and negative
way the value of sovereign bonds in countries where
revenues from economic activities and GDP growth are
still carbon intensive” .

The idea that countries will be able to pay back loans
may thus not always hold true. First, because there have
been cases of country insolvencies or inability to pay
back loans in the past. Second, because in the future,
particularly countries that rely on carbon-intensive
exports and which are highly indebted may be severely
affected by the low-carbon transformation. Similarly,
the risk of insolvency increases for countries most
vulnerable to the physical impacts of climate change.

Beyond risks to MDB portfolios, assessing and mitigating
their clients’ transition and physical climate risks is well
in line with the development mandate of the banks.

For transition risks, the reliance on governments to either
(i) pay back loans for stranded assets or (ii) hold back
climate policy measures to minimize transition risks,
would be at odds with broader sustainable development
goals and with supporting the temperature goal of the
Paris Agreement (Building Block 1).

Neglecting physical risks, on the other hand, would be at
odds with strengthening the clients’ climate resilience
(Building Block 2).

Most MDBs are currently further advanced in assessing
and reporting projects’ physical climate risks, as a
significant and increasing number of clients are already
affected by these. Research commissioned by the UN
Environment Programme found that vulnerability to
physical climate risks has already raised the average cost
of debt of developing countries."

Governance

The need for a definition of Paris alignment has
emerged as a considerable challenge that requires the
commitment of senior leadership and dedicated ma-
nagement capacities with a focus on climate-span-
ning relevant departments.
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Providing information on how climate-related issues
are overseen throughout institutions allows for evalu-
ation of whether material risks and impacts receive
appropriate attention at appropriate levels. This is a
core prerequisite for successfully identifying climate
risks and impacts and taking appropriate measures on
strategy and risk management.



1. MDBs should disclose whether and how Paris
alignment is incorporated into their mandates,
to what extent it is a priority for senior manage-
ment and how this priority is reflected in incentive
structures. This should include information on
how senior managers have advocated for addres-
sing climate risks and impacts within the insti-
tution.

2. MDBs should report on how responsibilities to
include climate risks and climate impacts are
assumed throughout the organization, inclu-
ding the managing board, corporate strategy, risk
management and at projects level (such as dedica-
ted climate divisions or project managers).

Strategy (scenario analysis)

Climate-related considerations, including risks and
impacts associated with mitigation and adaptation
activities, need to be clearly articulated in banks’
overall strategies. It is notable that individual banks
have implemented climate strategies to emphasize
and facilitate climate action. However, commendable
as past strategy innovations may be, they currently
fall short of the ambition to incorporate the goal of
Paris alignment across all MDB operations.

MDBs and other financial institutions have faced
challenges in assessing the compatibility of annual
commitments with climate scenarios , citing data
availability and ambiguity about methodological
approaches.” The variety of available scenarios and
stress testing' approaches makes comparisons of
analyses difficult. It is thus important that banks
report transparently on chosen scenarios, underlying
assumptions and analysis approaches. Aside from the
comparability aspect, a joint framework could provide
guidance for common practice where data gaps exist
and establish best practice for necessary assumptions.
Moreover, climate-related risks and impacts are sure
to evolve and have different implications as conditions

change, making a vigilant and concerted use of scena-
rio analysis supremely relevant in ensuring progress
towards Paris alignment. This is a crucial point: even
if risks of default are not borne by MDBs due to the
sovereign backing of projects, the incidence of a
stranded asset results in wasted resources and failed
development goals.

1. MDBs should commit to a timeline to imple-
ment comprehensive climate scenario analyses,
common timeframes (short: <10 years; medium:
20-30 years; long term: 30-50 years) and stress
test approaches to assess climate risks. Distinct
methodologies will need to be developed to assess
transition risk (including litigation risk) under
Building Block 1 and to assess physical risk under
Building Block 2.

2. MDBs should aim to harmonize their approa-
ches to improve comparability of results and
foster mutual learning. This could be achieved
by MDBs agreeing on the climate scenarios (or at
least criteria for establishment of those scenarios)
used for assessing different risk and impact types
under Building Block 1 and 2, a joint methodology
for scenario analysis and stress testing, and a joint
reporting format (such as regarding assumptions
and results of quantitative climate risk analyses).

3. Banks should utilize at least one scenario in line
with a temperature rise of no more than 1.5°C
to analyze transition risks, including litigation
risks, under Building Block 1. For physical risk
analysis assessed under Building Block 2, various
scenarios that model a range of possible pathways
should be included - both pessimistic and opti-
mistic - for example, 1.5, 2, 3 and 4°C. Utilized
scenario characteristic and assumptions should be
disclosed.

I According to the International Actuarial Association (2013) a scenario is a projection of a possible future environment either at a specific point
in time or over a certain time horizon. Complex scenarios may include interaction between numerous variables over several time periods.
Due to uncertainty about future developments a number of possible scenarios exist. For example, “future emissions scenarios” model the
effect that developments in supply and demand, climate policy, technology and consumer preferences have on future emission levels and, in
a next step, on temperature levels. Some scenarios backcast what kind of developments will be necessary to limit global warming to a defined
temperature target with a defined probability. From these can be derived the types of projects and activities which are in line with the tem-
perature goal, but also what type of transition risks may arise (policy changes, technology changes, changes in consumer preferences, etc).
Other climate scenarios model plausible effects of climate change (such as rainfall, likeliness of storms, temperature, etc) in certain regions
independent of the development of global emissions. These scenarios can be useful in deriving physical risks.

Stress testing has become a frequently used technique in the finance domain, where it is used to assess the resilience of financial institutions

and portfolios or whole economies under a stress scenario. There are four basic elements of any financial stress test: (i) a scenario describes
an external shock, (ii) risk exposures affected are identified and quantified, (iii) a model explains the impact of the shock on the exposures,
and (iv) an evaluation defines or describes which outcome a financial institution is able to absorb (Borio, Drehman and Tsatsaronis, 2014)
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Risk and impact management

Risk management

Transition and physical climate risks have increa-
sing potential to result in a significant deterioration
in portfolios - both for private and sovereign lending
(see Box 2) - and threaten successful implementa-
tion of new commitments. MDBs have thus made a
commitment to assess transition risks and physi-
cal risks under Building Block 1 and 2 of their Paris
alignment approach. Adequate management of these
risks and opportunities is highly relevant to MDBSs’
strategies, business models and financial planning.
Disclosure of how risk management following the
risk assessment is also necessary for accountability
reasons, and can help shareholders, clients, financial
actors, civil society and other stakeholders to advance
their understanding of climate-related risks and
potential ways to manage these. The analysis should
be done at borrower level (for new commitments) and
at portfolio level (to assess the exposure of credit loan
portfolios).

In a warming world, the management of climate risks
may imply a reduction in commitments and finan-
ced activities exposed to physical climate risks. Yet,
it is a part of MDBs’ mandates to take on a certain
risk profile in line with their development mandates.
MDBs can use information from risk assessments to
better identify the most vulnerable borrowers and
provide them with adapted financing solutions.

According to the section “Reporting under the TCFD”%
in the International Finance Corporation (IFC) annual
report for 2018, climate risks have been recognized as
material to financial returns, which has led the IFC to
heed implications that result from climate change and
investing in a business-as-usual scenario. Updates
to risk management have resulted in a more careful
consideration of climate impacts and climate risks in
IFC’s new investments.

Impact management

As public finance institutions with a development
mandate and in line with their Paris alignment
commitment, MDBs should also report on the negative
and positive impacts of their projects on emissions
and resilience. This includes reporting on measurable
direct impacts of projects (such as gross GHG emis-
sions, resilience impact metrics or volume of trans-
formational projects - see next section “Metrics and
targets”) and reporting on impacts through climate
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finance under Building Block 3 (see also Memo 3) and
through policy support and engagement with clients
under Building Block 4.

1. Building on existing environmental and social
safeguard practices and risk management frame-
works, MDBs should disclose how they manage
transition risks (under Building Block 1) and
physical climate risks (under Building Block 2)
identified by means of scenario analysis and stress
testing. Climate risks should be characterized in
the context of traditional banking industry risk
categories, such as credit risk, market risk, liqui-
dity risk and operational risk.’s Risk management
should include milestones every five years - for
example, in step with the UNFCCC’s common
timeframes.

2. To manage portfolio risks identified through risk
assessments under Building Block 1 or 2, MDBs
should explore risk management strategies as
alternatives to divestment from non-aligned
assets that bring about real-economy impacts,
for example, through their modification or early
retirement.’® MDBs could also propose de-risking
solutions to mobilize the private sector to finance
risk mitigation (physical or transition) for the
most vulnerable borrowers identified.

3. MDBs should disclose the impacts of their opera-
tions (see next section “Metrics and Targets”)
and how they will manage these impacts to align
all operations with the goals of the Paris Agree-
ment. Impacts of project investments on emissi-
ons and resilience as well as impacts on a client’s
climate-resilient decarbonization strategy could at
the same time be part of an effective risk manage-
ment.

For example, reporting on impact management of
policy support under Building Block 4 could include
reporting on how policy support is strategically used
to (i) reduce climate-related risks for the client or (ii)
help to build a Paris-aligned project pipeline (over
time). For equity investments and financial interme-
diary financing, impact management could be achie-
ved through binding targets and financing conditio-
nal on implementation of Paris-alignment strategies
(such as the successive reduction of carbon-intensive
assets as a share of the client’s portfolio).



Metrics and targets

MDBs’ climate finance tracking is a strong example
of collaboration between banks and an important
cornerstone of their efforts to mobilize climate finance.
However, projects tagged under the MDBs’ methodo-
logies for mitigation and adaptation finance track-
ing are not explicitly aligned with the Paris Agree-
ment, and climate impacts are as yet not consistently
accounted for in the remaining investments and bank
operations. Similarly, a harmonized GHG accounting
methodology has increasingly served as a basis for
climate-related decision-making tools among MDBs
(see Box 2). Still, MDBs have not commonly defined
Paris-aligned benchmarks. In spite of the progress
made, banks and stakeholders stand to benefit from
a more rigorous harmonization and disclosure of
science-based benchmarks and targets used to ensure
Paris alignment.

Reporting on climate impacts

MDBs have individually committed to support increa-
sed climate finance levels, resulting in a collective
effort totaling at least $65 billion annually by 2025.7
These ambitions are well regarded but focus only on
a relatively small - if growing - part of overall Bank
activities. “MDB Climate Finance”, as reported by
banks in the joint annual report, refers to those finan-
cial resources committed to “development operations
and components thereof, which enable activities that
mitigate climate change and support adaptation to
climate change”.®® This focus of reporting on financial
inputs will not be enough to bring about a compre-
hensive understanding of the climate impact of MDB
investments. Furthermore, MDBs have yet to agree on
a harmonized reporting methodology for investments
that are not categorized as climate finance.

Assessing impacts that result from MDBs’ financing
is important in judging overall progress in aligning
with the Paris Agreement. Furthermore, including
projects not eligible for mitigation and adaptation
finance would allow for an easier understanding of
and comparison between MDB investments, raising
awareness of activities that potentially could have
negative impacts on climate goals.

Greenhouse gas accounting metrics are already used
to reflect climate impacts of projects and can inform a
Paris alignment assessment that works with emission
benchmarks or emission targets. The effectiveness
of tools based on projects’ GHG footprint crucially
depends on the methodology used for GHG accoun-
ting, which should thus be disclosed (see Box 3).
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Making disclosure of these metrics mandatory and
achieving a harmonized framework to account for
these metrics would greatly improve transparency
and enable comparability of data, for example against
Paris aligned benchmarks.

An overwhelming proportion of MDB climate finance
flows towards mitigation activities, due to their impact
in terms of net GHG emission reductions. Given the
urgency of climate change mitigation and a shrinking
space to settle for options that are impactful only on a
relative basis, dedicated efforts to align with the Paris
temperature goals and striving for net-zero emissions
by 2050 need to make gross GHG emissions the core
metric.

1. MDBs should start to report on Paris alignment of
the entire portfolio in a harmonized manner. This
could be done, for example, by defining indicators
such as “aligned” or “misaligned” with the Paris
Agreement. It should be made clear how indicators
are defined and under which category existing and
new projects fall. In that way, generated transpa-
rency on MDBs activities and their impacts could
be evaluated in terms of Paris alignment against
countries’ long-term strategies and climate-resi-
lient low-carbon development pathways.

2. MDBs should report on positive and negative
climate impacts of projects building on the joint
GHG accounting approach (see Box 3) and on resi-
lience metrics developed under Building Block 2
(see Memo 2) for all projects. Harmonized impact
metrics should be reported for climate finance
(see Memo 3). MDBs should make it mandatory
to report on actual annual and expected future
(lifetime) gross emissions and disclose (global/
sector/country) benchmarks used in the Paris
alignment assessment of investments as well as
their scientific basis (see Memo 1). At sector level,
we recommend that MDBs report on sector indi-
cators of their portfolio, for example: the average
emissions intensity of power generation projects
(tCO,/MWh), the average energy efficiency for
new buildings (kgCO,/m, yr) and the indicators to
assess how financed projects contribute to sector
decarbonization. In addition, we recommend that
MDBs develop indicators to reflect transformatio-
nal outcomes for climate finance (under Building
Block 3) as well as for all other finance.



3. MDBs should also report their support and
engagement activities under Building Block 4.
This may include metrics and qualitative risk
and impact management strategies (see previous
section). Lastly, MDBs should report on key indi-
cators that measure alignment of internal operati-
ons under Building Block 6, such as total distance
travelled by plane, modal split of employees’
commute, share of electric vehicles in company
fleet, transport emissions per full time employee,
etc (see Memo 6).

4. When disclosing the methodologies for GHG
accounting, MDBs should provide information on
GHG scopes and thresholds used, sectors to which

GHG accounting is applied, over which period GHG
emissions are accounted for and - in the case of
net emissions - how counterfactual scenarios are
designed. MDBs should work to harmonize each of
these components of the GHG accounting metho-
dology (see Box 3).

5. MDBs should disclose impacts annually at aggre-
gate levels (eg, in climate finance reporting and
in financial, such as TCFD, reporting) and at
project level in the relevant public databases.

Box 3: Disclosure requirements in greenhouse gas accounting

A framework developed by a technical working group of
international financial institutions - among them six
MDBs - stipulates a methodology to account for gross
(absolute) and net (relative) emissions from direct
investments and asks members to disclose net emissions
of projects to “capture their development and mitigation
contribution”.® Accordingly, GHG emissions shall be
accounted for as tons of CO,e that the project is expected
to produce on an annual basis.

Regarding disclosure, the minimum requirement of
the framework is to disclose net emission reductions
for mitigation projects at project level. However,
emission reductions do not paint the full picture of
climate impacts. For example, improvements in energy
efficiency of fossil fuel-related investments that reduce
annual emissions may still lead to a lock-in of emissions
by extending asset lifetimes - a possible conflict with
national sector strategies and decarbonization pathways.
For accountability purposes with regard to the Paris
commitments and national decarbonization pathways,
reporting of gross emissions is crucially important.

When using gross emission targets, budgets and
benchmarks, lifetime emissions of financed projects will
need to be taken into account and should be disclosed.
The Netherlands Development Finance Company (FMO)
was the first international finance institution to set a
target pathway for gross portfolio emissions in order
to align with the 1.5°C temperature goal of the Paris
Agreement.

It accounts for financed annual emissions as long as the
investment is part of the bank’s portfolio (economic
life).>° This reflects an approach that looks at financial
risks. From the impact point of view, it should be
considered that the technical lives of assets are often
conceivably longer than the periods for which they
remain on portfolios. Projects continue to emit after
leaving the banks’ books. To ensure that the climate
impacts of projects are in line with the temperature
goal, estimated technical lifetimes could be taken into
account. A third approach would be to trace emissions
ex-post until the project closes down. This would require
significant monitoring capacities but would ensure the
most accurate reporting of financed emissions. Banks
need to agree on a common methodology to transparently
account for these legacy emissions.

Additional reporting on baselines, portfolio-wide
emissions, lifetime GHG emissions and disaggregate
GHG data by sector, country or project is currently
voluntary under the joint framework. While including
scope 1 and 2 emissions (direct emissions and emissions
from electricity use as defined in the GHG accounting
protocol) is mandatory, inclusion of scope 3 emission
(upstream and downstream emissions) is voluntary.

Making disclosure of these metrics mandatory and
achieving a harmonized framework to account for these
metrics would greatly improve transparency and enable
comparability of data, for example against Paris aligned
benchmarks.
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Reporting on climate risks: scenarios, assumptions,
results

MDBs finance projects in a wide range of geogra-
phies and sectors that are subject to varying degrees
of climate risk. As they hold a mandate to support
sustainable development, it is imperative that climate
risks are incorporated into strategic planning and
project appraisal to ensure the long-term viability of
projects and their mitigation or adaptation impact. By
adopting a rigorous and harmonized framework for
climate-related financial disclosure, MDBs will also be
providing important signals for other financial actors
and affiliated entities.

1. Banks should disclose (i) metrics and tools used
to assess climate-related financial risks under
Building Block 1 and Building Block 2, (ii) results
from risk assessments, and (iii) strategies to
address the risks identified by the scenario analy-
sis, including stress tests.

2. MDBs should disclose which scenarios and stress
tests are used to assess climate-related finan-
cial (transition and physical) risks in the short,
medium and long term. This should include main
assumptions.

3. MDBs should derive and disclose which invest-
ments would be affected under these scenarios.
Metrics provided may relate to credit exposure,
equity and debt holdings, or trading positions.
They could be further broken down by (i) indus-
try, (ii) geography, (iii) credit quality (eg, invest-
ment grade or non-investment grade, internal
rating system) and (iv) average tenor. The TCFD
also recommends provision of the amount and
percentage of carbon-related assets relative to
total assets as well as the amount of lending and
other financing connected with climate-related
opportunities.?* In a Paris-alignment context this
can be done by reporting ratios of misaligned-to-
total-assets or brown-to-green energy.
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4. MDBs should disclose the results of scenario
analysis and stress tests in publicly available
documents. Metrics provided could be “expected
loss” or “net present value” of investments when
(stress) scenarios are applied. This should include
the results of stress tests of critically large invest-
ments to show their sustainability in low-carbon
scenarios in line with Nationally Determined
Contributions and 1.5°C-oriented scenarios as well
as in >2°C scenarios.

5. Lastly, MDBs should describe strategies to address
identified risks at activity level (describing risk
managing activities in project documents) as well
as at portfolio level (in annual financial repor-
ting, for example under TCFD). This could include
disclosure of cost and expected impacts of miti-
gation and adaptation measures. As part of these
strategies, MDBs can implement and should also
disclose targets and tools to assess whether new
commitments or entire portfolios are Paris alig-
ned.



Reporting on tools and targets

Tools, benchmarks and

assumptions used in Paris-alignment assessment
Project-level climate tools applied during the appro-
val process can have a critical influence on financing
decisions, ultimately shaping the banks’ portfolios.>>
Apart from the harmonized approach to GHG accoun-
ting, to date MDBs have not developed methodolo-
gies that could govern the concerted implementation
of climate tools and support Paris-aligned decision
making. Taking GHG accounting as the underly-
ing metric, the application of benchmarks, such as
emission performance standards or shadow carbon
price, could inform best practice debates and allow
for the analysis of trends across the financial sector.
Their implementation and disclosure are, moreover,
important prerequisites for rigorous science-based
and believable targets to advance Paris alignment.

1. MDBs should report all tools/benchmarks and
underlying assumptions used in Paris alignment
assessment as part of their annual reporting.
They should disclose whether and how they use
GHG accounting, sectoral benchmarks or shadow
carbon prices and should reference the documents
where the methodologies can be found.

2. MDBs should disclose levels and future increa-
ses of shadow carbon prices, to which sectors
and for which scopes they are applied and which
thresholds are used. Those levels of future shadow
carbon prices should be correlated with 1.5°C-rela-
ted scenarios. MDBs should also disclose levels
and decreases over time of emission performance
standards and other benchmarks, as well as the
sectors, activities and scopes to which they are
applied.

Targets used in Paris-alignment assessment
Metrics and tools for climate impacts - negative and
positive - enable the use of targets to track progress in
aligning MDBs’ operations with the Paris Agreement.
They can guide investment decisions and incentives at
bank strategy level or at country/sector level. If targets
are science based, the use of targets can ensure that
near-term activities contribute to long-term goals.
Not least, their disclosure establishes benchmarks and
best practices, and facilitates Paris alignment among
MDBs and other financial institutions.

1. MDBs should utilize impact metrics to create
targets, eg, aligned projects as a share of portfo-
lio/sector. Similarly, they could use these metrics
to assess the proportions of those projects that are
counterproductive/harmful to the goals of the Paris
Agreement (such as fossil fuel finance) and set
targets to reduce them. Targets could also include
gross GHG emission targets at country, sector or
portfolio level. MDBs could, for example, set the
target that absolute emissions of project financed
by MDBs (in tCO,/million §) in the infrastructure
sectors (electricity, building, transport) should
progressively decrease towards zero by around
2050.

2. MDBs should also disclose and describe key
climate-related targets concerning all opera-
tions, including information on progress towards
a Paris-aligned project pipeline and portfolio by
2050. They should also disclose how the target
aligns with the goals set out in the Paris Agree-
ment.

it Shadow carbon prices are applied internally, generally during the economic and/or financial analysis of projects, to internalize the negative
externality of GHG pollution or to indicate the mitigation costs of each avoided metric ton of carbon. Reflecting the cost of mitigating emissi-
ons to Paris-aligned levels where no pricing mechanism exists can crucially inform investment decisions.
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Recommendations

MDBs should disclose their assessment of
climate-related risks and opportunities as well as
climate impacts of all activities. The TCFD provi-
des a useful structure to disclose climate-related
financial risks and opportunities. It recommends
reporting on climate-related financial risks with
regard to thematic areas (governance, strategy,
risk management and metrics). Similarly, climate
impact reporting should address governance, stra-
tegy and management of negative climate impacts
and metrics.

Scenario analysis and strategy: MDBs should
conduct scenario assessments and stress tests
using 1.5°C climate scenarios as well as >2°C
climate scenarios to identify individual activities
and entire portfolios that could be financially
affected by a changing climate and transforming
economies. To establish best practice, facilitate
mutual learning and comparability of results,
the scenarios used and assumptions made should
be successively harmonized between MDBs (see
section 2.2.)

Risk and impact management: From scenarios,
banks can determine which investments could be
affected by physical and transition risks, and also
disclose the volume of assets exposed to risks.
They should further disclose the results of stress
tests, such as expected loss under given scena-
rios. Lastly, MDBs should disclose how they aim
to address and mitigate these risks and how they
manage the impacts of their projects (see section
2.3.and 2.4)

Section 2.4 provides detailed recommendations on
metrics to disclose in addition to the scenarios used.

In sum, MDBs should report, at activity level:

a. Metrics that reflect climate impacts, such as
gross GHG emissions per year and over an
asset’s lifetime (and methodologies used for
GHG accounting) and indicators of align-
ment under Building Block 1, 2, 3 or 4 (inclu-
ding disclosure of assessment results) as well
as indicators that reflect transformational
impacts, eg, on the decarbonization of a sector
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b. Financial risks (physical risks and transition
risks) relevant to the project

c. Tools applied to address and mitigate risks
and manage impacts (eg, Paris align-
ment assessment criteria, emission bench-
marks, adaptation options applied).

And at portfolio level:

a. Portfolio-level impacts, such as gross port-
folio emissions, average sector emissions
and average energy intensity, and the ratios
of misaligned-to-total-assets or brown-to-
green energy investments

b. Portfolio-level exposure to transition and
physical risks derived from scenario analysis

c. Expected loss under different scenarios

d. How aggregate financial risks are managed
and mitigated. MDBs should disclose strategies
and tools to address and mitigate risks, which
could, for example, include portfolio or sector-
wide targets, including 5-year milestones

e. Portfolio-level tools, such as a sector or
portfolio-level GHG target, net-zero-CO,-
by-latest-2050 target or portfolio emissions
pathway, a climate finance target or a target
to reduce misaligned activities in the portfolio.

In addition, MDBs should report on key indicators
that measure alignment of internal operations (eg,
transport emissions per full time employee) under
Building Block 6.

n
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» The Multilateral Development Banks (MDBs) have committed to align not only financed projects, but also
internal activities with the Paris Agreement. This memo looks at key principles to be taken into account in

that effort.

» MDBs need to decarbonise their internal operations as soon as possible but by 2050 at the latest with interim

targets and milestones every five- years.

» In order to fulfill a role model function, we suggest turning the IPCC’'s decarbonisation target of net-zero CO,
by 2050 into an ambitious benchmark for internal operations.

» We recommend specifying targets for key performance indicators and to define a concrete pathway for
decarbonisation that cover a range of emissions sources that are within the banks’ sphere of influence - from
electricity, heating, cooling, to commuting and employee retirement schemes.

» Lastly, we recommend aiming for ambitious mitigation efforts internally avoiding every ton that can be

avoided and limiting the role of offsetting.

In December 2018, the Multilateral Development
Banks (MDBs) announced six building blocks for Paris
alignment, including Building Block 6 on aligning
internal operations with the Paris Agreement:! “We
will progressively ensure that our internal operations,
including facilities and other internal policies, are also
in line with the objectives of the Paris Agreement.”

While the footprint of internal activities is much smal-
ler than the footprint of the banks’ portfolios, internal
alignment with Paris has three essential functions:

Signaling: Because MDBs are important global play-
ers, particularly in the developing world, they serve as
role models and should also lead ambition on climate

change mitigation. This also holds for approaches to
align internal activities and policies.

Impact: While greenhouse gas (GHG) emissions from
the banks’ internal activities are small compared to
other MDB activities, alignment with Paris means
cutting these emissions to a minimum.

Consistency: If MDBs’ portfolios are aligned with Paris
their internal operations should be too. For example, if
a coal project is considered misaligned on mitigation,
MDBs should ensure that internal activities do not rely
on coal-fired electricity. Failure to do so works coun-
ter to climate efforts and presents a reputational risk
to the institution.



This memo explores and provides recommendations
on how Paris alignment should be reflected in MDB’s
internal operations, focused on mitigation of climate
change. The analysis aims to consolidate best practice
while framing measures in the context of the Paris
Agreement. It also aims to foster knowledge sharing
among MDBs to create a common comprehensive and
stringent approach to internal operations alignment.

Internal incentive structures to support a Paris-alig-
ned portfolio do not affect banks’ non-portfolio GHG
footprints, but are a critical part of internal policy
making. MDBs are developing methods for assessing
the alignment of the banks’ portfolios with the miti-
gation and adaptation objectives of the Paris Agree-

ment under Building Blocks 1 and 2 of their frame-
work. For those methods to be smoothly implemented
and used in a robust manner, it will be necessary to
motivate project staff to support such approaches. On
the one hand they might need training to unders-
tand elements of the methodologies that affect their
projects, on the other hand, internal incentive struc-
tures at the banks can support acceptance and use
of the methods, as well as favoring projects that are
Paris aligned. This paper focuses on the non-portfo-
lio footprint and does not discuss internal incentives
further. We recommend careful consideration of this
issue during the design and implementation of the
methods in Building Blocks 1 and 2.

This paper suggests the following key principles for aligning internal operations of the Multilateral Develop-

ment Banks (MDBs) with the Paris Agreement:

1| Set a strategy to make MDB internal operations zero carbon as soon as possible but latest by 2050,
with milestones every five years. The Intergovernmental Panel on Climate Change (IPCC) special report on
1.5°C states that global CO, emissions need to be at net zero around 2050. Considering the MDBs’ function
of role model, we suggest turning the ambitious decarbonization target into a benchmark for internal

operations.

2 | Specify targets for key performance indicators to define a concrete pathway for decarbonization.
Indicators need to be measured and reported periodically to assess progress towards the overall

decarbonization target.

3 | Aim for ambitious mitigation efforts internally and limit the role of offsetting. To limit temperature rise
to 1.5°C in line with the Paris Agreement, global emissions need to decrease rapidly, which means that
every ton of CO, that can be avoided, should be avoided.

! World Bank. The MDBs’ alignment approach to the objectives of the Paris Agreement: working together to catalyse low-emissions and climate-resilient

development. 2018.



A bank’s non-portfolio GHG footprint includes GHG
emissions caused by the MDB’s internal operations,
either directly or indirectly. Direct or scope 1 emis-
sions are those emitted at bank facilities or through
other bank property, such as vehicles. For most MDBs,
direct emissions are limited and mostly consist of
emissions from fossil-fueled systems for heating/
cooling and bank-owned vehicles. Scope 2 and 3 are

indirect emissions. Scope 2 emissions are associated
with energy use such as electricity but are emitted
off site. Scope 3 emissions are those associated with
internal operations that increase emissions elsewhere,
such as through business travel or in the supply chain
such as through equipment procurement. Since MDBs
operate in many countries, it is critical to not focus
only on headquarters but to take into account regional
offices for the Paris alignment of internal operations.

Table 1| Definition and examples for different “scopes” of GHG emissions

GHG emissions on site - eg, due to fossil fuel combustion for heating purposes or caused by the

banks’ own vehicles

Indirect GHG emissions associated with offsite generation of electricity, heating/cooling, or ste-

am purchased for own consumption

Indirect GHG emissions other than those covered in scope 2 usually refer to transport fuel and

power used for transport, emissions from waste management, emissions from energy consump-

tion in external data centers and emissions generated in the production of office supplies. We

also count emissions from MDBs’ pension funds as scope 3 emissions

Source: Authors’ own compilation based on Greenhouse Gas Protocol (

MDBs already account for emissions of their internal
activities and take actions to reduce them. The Euro-
pean Investment Bank (EIB), for example, has been
tracking its internal carbon footprint for ten years
and, as of 2019, it reports internal emissions accor-
ding to the European Union’s Eco-Management and
Audit Scheme (EMAS).23 The Asian Development Bank
(ADB) has conducted carbon footprinting every year
since 2013 with information available in its sustai-
nability report.# The World Bank provides detailed
methodologies for the quantification of emissions to
be applied to its headquarters and country offices for
every year since 2012.5

MDBs play an important role in climate and Paris-alig-
ned finance discussions. Considering MDBs’ leading
role in climate action, significant resources available
and the widespread availability of tools and strategies,
MDBs could use this opportunity not only to ramp up
efforts but also to align their internal processes with
the most ambitious goals of the Paris Agreement.

Electricity consumption, business travel and employee

commuting are MDBs’ main sources of non-port-
folio GHG footprint. As an example, in the EIB GHG
footprint, these main groups caused 95% of the
bank’s non-portfolio emissions in 2018.The follo-
wing sections describe what activities might lead to
Paris-aligned internal operations. The first section
presents overarching tools, the following sections
look at specific sectors, namely transport and buil-
dings. For each of these, the memo recommends the
formulation of key performance indicators to measure
progress on alignment and

lists important action

points to support

that progress.

Figure 1
Measure-Report-Reduce


http://ghgprotocol.org/

Overarching standards and

tools to support internal alignment

MDBs already have tools at their disposal that could
support internal alignment with the Paris Agreement.
However, in their current form they lack the clarity
required to lead to decarbonization. To improve, banks
should:

1. Create and disclose the GHG footprints of their
headquarters and country offices.

2. Establish mechanisms to report emissions that
are not only robust and comprehensive but also
transparent to internal and external stakeholders,
eg, civil society, shareholders and employees.

3. Set clear strategies to reduce emissions by esta-
blishing ambitious targets in line with the

decarbonization required under Paris Agreement
compatible pathways.

Various standards and certification schemes can
support improving the GHG footprint of internal
activities. The different standards under ISO 14000
provide a framework for environmental management,
also considering GHG footprints. ISO 14064, for exam-
ple, provides a separate standard on monitoring and
reporting of GHG footprints.® At EU level, the Euro-
pean Union’s Eco-Management and Audit Scheme is
the most commonly used standard and also includes
GHG emissions.?

Standards focus on monitoring and reporting GHG
emissions. Those activities support internal alignment
by providing information to the banks identifying
relevant internal activities or by fostering environ-

Table 2 | Examples of standards and tools across MDB internal activities. Refer to the references for more insights on methods.

GHG footprinting

The EIB has tracked its internal carbon footprint for ten years and published a de-

tailed emissions inventory in April 2019.

The ADB published its historical emissions series from 2013 to 2017 based on the

Greenhouse Gas Protocol.

The World Bank published its approach to calculating GHG footprint for headquar-

ters and country offices in 2012.

The EBRD engaged consultants in 2018 to review and assess its footprint.

Environmental

Management System

Sustainability reports

lity reports.

Corporate
Responsibility

reports

The EIB uses the European Union’s Eco-Management and Audit Scheme (EMAS).

The ADB, IDB and EBRD present their footprint exercises in their yearly sustainabi-

The World Bank reports on their emissions in their GRI Index report.

At COP24, the EIB, EBRD, ADB, World Bank and IDB, together with other financial

institutions, jointly announced a commitment to make their internal operations

climate neutral.

Action plans

Environmental

strategies consumption.

The ADB has a 10-Point Sustainability in Action Plan.

The Islamic Development Bank has set targets to significantly reduce electricity


https://www.eib.org/en/publications/carbon-footprint-report-2018.htm
https://www.adb.org/documents/asian-development-bank-sustainability-report-2018
https://www.adb.org/documents/asian-development-bank-sustainability-report-2018
http://documents.worldbank.org/curated/en/603571540925509108/The-World-Bank-Group-Greenhouse-Gas-Emissions-Inventory-Management-Plan-for-Internal-Business-Operations-2017
https://2018.sr-ebrd.com/impact-inside-the-ebrd/
https://openknowledge.worldbank.org/bitstream/handle/10986/30439/130068-WP-21-9-2018-17-9-50-WBGRIIndex.pdf?sequence=1&isAllowed=y

mental responsibility; however, there is no guarantee
that they would lead to emissions reductions alig-
ned with the Paris Agreement. Standards provide a
robust structure and starting point, but MDBs need
to go further by ensuring that emissions reductions
go beyond the levels suggested by current standards.

Table 2 illustrates examples of tools and standards
that some MDBs are already using, which could also
be used by other financial institutions. The methods
vary, depending on each MDB’s choice regarding which
standard is most practical for it, its business model
and location (eg, EIB uses a European Standard). This

makes a direct performance comparison difficult and
should be considered when setting targets under a
joint MDB approach.

MDBs’ strategies and action points to reduce emis-
sions from their internal operations do not yet set
clear benchmarks in line with the Paris Agreement.
The first step to more steep emissions reductions is to
set ambitious targets on main emission sources. This
approach would provide a clear set of benchmarks that
could be evaluated over time by the current measuring
and reporting tools.

Key performance indicators: Total distance travelled by plane, modal split of employees’ commute, share
of electric vehicles in company fleet, transport emissions per full time employee.

Key action points: Provide alternatives and incentives to reduce number of flights, promote shift to low-
emissions road transportation methods among employees, invest in company-owned electric fleet.

Emissions from MDB mobility are mostly related to
long-distance business trips, which can represent
over 50% of yearly emissions due to flying being the
most carbon-intensive mode of transport, the large
number of flights and employee commuting.3

The starting point for banks could be setting targets for
the electrification of their own vehicle fleets. Although
this only represents a small proportion of emissions,

it is important to ensure the alighment with decar-
bonization of transport required to reach the goals of
the Paris Agreement. MDBs should also set targets
for the proportion of low-emission commuting, but
the most important area is to make progress towards
reducing the number of business flights, as this is the
single activity with the highest impact in non-port-
folio emissions. Below we outline options to support
the achievement of such targets.

Promote cycling, walking or the use of public transport for employee commuting and events through:

1. Selecting locations for new offices that are easily
accessible by public transport and limiting availa-
ble parking on site.

2. Improved infrastructure such as secure bicycle
parking and onsite showers.

3. Motivational measures such as company competi-
tions on sustainable commuting.

4. Financial incentives, including contributions to
public transportation passes.

5. Promotion of carpooling initiatives.

6. Offer home office options to allow employees to
work remotely.

7. Transition to company-owned electric vehicles.



Incentivize staff to use public transport to and from
airports or train stations, eg, through developing
criteria for reimbursement for the costs of taxis or
private cars under certain circumstances.

Invest in and promote the use of high-quality video
conference systems.

Incentivize staff to use trains rather than flights
wherever feasible, eg, through compensation for
additional hours spent on travel and/or by defining

distances that appear feasible by train (eg, 600km
depending on the destination of travel), where an
employee would need to apply for approval for specific
reasons if a plane was used instead of a train.

When long-distance air travel cannot be avoided,
provide incentives for staff to fly economy class
instead of business class, for example, by giving addi-
tional days off, and use direct flights to avoid chan-
ging airplanes wherever possible.

Key performance indicators: Total energy consumption (electricity and heat) and share of renewables in
energy consumption, emissions per full-time employee.

Key action points: Invest on energy-efficient buildings and appliances, create initiatives to improve user
behavior, and investigate renewable options for electricity and heating.

Emissions from MDB facilities are mostly related to
buildings, either direct emissions from space and
water heating or emissions from electricity used for
cooling, heating, and appliances. In some cases, like
the use of air conditioning, fugitive emissions from
refrigerants are also included in the building’s emis-
sions footprint.

There are various approaches to reduce emissions:
First, reduce energy consumption as much as possi-
ble through energy-efficient buildings and appliances

Strive for maximum energy efficiency of bank office
buildings. For long-term decarbonization in line with
a 1.5°C pathway, all new buildings should be free of
fossil fuel and should be near zero energy as of 2020,
and the renovation rate needs to increase to 5% on
average globally.® Near-zero energy in this context
means that the building envelope should be highly
efficient, so that almost no heating or cooling is requi-
red. The banks could set an internal standard to build
or rent only zero-energy buildings and renovate exis-
ting office building facilities to maximize efficiency in
building energy use.

and improving user behavior. Second, switch to zero-
emission energy sources. Third, where appropriate,
install onsite PV such as on the roof of facilities. MDBs
should set targets each year as they move to 100%
energy from renewables and by how much they aim
to reduce energy consumption each year. The level
of ambition of these targets should take into account
what is required under the Paris Agreement and the
leading role MDBs play in climate action discussions
(see memo on BB1%). We outline options to support the
achievement of these targets.

Purchase efficient appliances, eg, IT infrastructure
including servers, lighting systems and air condi-
tioning that include energy labels with the highest
energy efficiency standard possible. Phase out ineffi-
cient equipment.

Install onsite PV to provide electricity directly to the
bank’s facilities. Paired with battery storage, MDBs
could contribute to local grid stability and increase
electricity supply security in places with less reliable
electricity supply.



Create an environment that supports less energy-intensive user behavior. MDBs could organize staff training
or implement other measures to foster behavioral change within the organization. It is important that these
measures focus on facilitating action and engaging the staff instead of creating additional tasks for employees.

For example, MDBs could:

1. Organize training on heating and cooling energy-
saving opportunities, such as opening or closing
windows only in specific situations.

2. Raise awareness, eg, through campaigns that aim
to reduce energy use or collect suggestions from
employees on how the bank could reduce energy
consumption.

Paris-aligned banks should move to a zero-carbon
electricity supplier. When onsite PV is not an option
or is insufficient, MDBs should procure their electri-
city from renewable energy suppliers, ideally through
a Purchase Power Agreement (PPA). If PPAs are not an
option, general electricity providers that offer green
electricity may be considered. In such cases, certifi-
cation of authenticity must be thoroughly vetted to
ensure the bank is supporting the development of
aligned technologies, eg, wind, solar and small hydro.

3. Establish processes or systems to ensure compu-
ters and other appliances are turned off when
staff leave the office.

4. Offer incentives to reduce electricity use, eg, half
the savings from reduced power of a facility could
pay for an activity chosen by employees at that
facility, or by offering prizes to facilities with
highest reductions.

MDBs can increase the share of renewable energy
used for heating or cooling by using solar thermal
water heating and heat pumps powered by renewa-
ble electricity. If an MDB finds and supports a pilot
project that increases zero-carbon energy supply in
the country, this model could be replicated by others
in the country or region.

Setting targets for key performance indicators for buildings and mobility could lead to significant emissions
reductions due to the high contribution of these sectors to overall non-portfolio emissions. Nonetheless, there
may be a variety of other scope 3 emissions associated with the banks’ internal activities that require a compre-
hensive response. Below are some key elements of such a response:

Cafeteria food options and catering of events:

Sustainable nutrition will be a central part of a Paris-aligned future, as roughly a quarter of global greenhouse
gas emissions are directly or indirectly associated with food. To achieve Paris alignment in this area, it is
important to:

1. Offer vegetarian options and limit meat in the
menu. Change the default option: catering at
events could be vegetarian per default with the
option for attendees to request beforehand a meal
containing meat if preferred.

2. Minimize food waste by, for example, ensuring a
complete cold chain in the kitchen and sales area
or establishing incentives to reduce waste in the
cafeteria, eg, donation of leftover food.

3. Move to seasonal locally produced and organic
products where possible.

4. Provide adequate disposal facilities for food waste,
separating waste well and composting where

possible.

5. Minimize food packaging.



Sustainable pension funds:

Banks and their staff invest in pension funds for staff retirement. Avoiding fossil-fuel financial assets in staff
pension funds may be considered within banks’ fiduciary duty in their pension-providing role. For Paris align-

ment it is necessary either to:

1. Direct finance flows to retirement accounts that
exclusively invest in Paris-aligned activities. Some
guidance exists in literature on how to approach
such a task*", or

2. Engage with pension funds that MDBs invest in
and support them in aligning the portfolio with
the Paris Agreement, rather than switching from
one fund to another. If MDBs continue to invest in
funds that are “in the process of aligning”, there
should be a clear target year for when the portfo-
lios of those funds will be completely aligned.

Purchase and disposal of office supplies and equipment:

1. Buy recycled paper and ensure paper recycling
takes place in bank offices.

2. Dispose of air conditioning responsibly to avoid
fugitive emissions, and other office equipment to
ensure responsible e-waste handling.

Even if MDBs meet all targets set for the areas descri-
bed in previous sections, the measures taken may not
lead to zero emissions, given that it will be difficult
to avoid all emissions — at least in the short term,
eg, from long-distance flights. The question is what
banks should do with the remaining emissions that
cannot be avoided.

One approach to this question is offsetting, where the
emitter claims to have supported the reduction of the
same volume of GHG emissions elsewhere, typically
through a cash payment. These emissions should be
reported separately from the GHG inventory.

Article 6 of the Paris Agreement provides a placehol-
der for a mechanism that may facilitate internatio-
nal transfer of mitigation outcomes (ITMOs), but the
details of that mechanism remain undefined, partly
due to uncertainties related to the risks and oppor-
tunities that different constructions may entail. This
mechanism needs to include strong and effective
safeguards to ensure that it can support, rather than
undermine, efforts for ambition raising under the
Paris Agreement. Among other safeguards, this requi-
res that the mechanism exclusively targets mitigation
options that are otherwise inaccessible to unilateral
action from the host country, and which can support
countries to adopt transformational technologies
that facilitate long-term decarbonization. Without
such restrictions, host country governments may be

3. Ensure suppliers of other office materials aim to
reduce emissions by demanding supply certifica-
tion.

presented with perverse incentives for restricting the
ambition of their own domestic agenda.

MDBs that want to pursue traditional offsetting should
make sure that offsetting projects are conducted with
social and environmental safeguards comparable to
those of the bank’s operations. Further, they should
ensure and be able to prove that they select mitigation
projects that are extremely ambitious and therefore
inaccessible to the host country with any other means,
both at the point of project initiation and over the dura-
tion of the crediting period (concept of “high-hanging
fruits” as opposed to the Clean Development Mecha-
nism approach to cover “low-hanging fruit”). In this
regard, the scope of actions and targets in a country’s
current Nationally Determined Contribution (NDC) is
not the relevant consideration, but rather an assess-
ment of what actions could reasonably be accessible
to a country in current or future NDC cycles. This may
be difficult to objectively assess and prove. Although
offsetting approaches have been traditionally favored
by those who wish to claim that their emissions have
been fully compensated to an equivalent level, often
described as carbon neutrality, such a compensation
claim will be difficult to substantiate and will always
entail a degree of uncertainty in the context of the
Paris Agreement.



Another option, which is gaining traction as a more
transparent alternative to offsetting is the contribu-
tion claim approach, in which emitters forego a carbon
neutrality claim in favor of a transparent communi-
cation that includes a recognition of their unavoidable
emissions as well as reporting of contributions made
to supporting climate change projects elsewhere. A
key difference is that the emitter claims to have only
contributed to those mitigation activities, rather than
assuming ownership of their outcomes and counting
them against their own emissions.

In practice, the contribution claim approach could be
operationalized by setting a sufficiently high internal
carbon price through contributing a certain amount
for each ton emitted, with the sum then used to
support external projects for climate change action.
The carbon price should be set in a way that it effec-
tively steers decision making in the organization. As
the objective of this approach is not to create and use
emission reduction credits, there is a much greater
degree of flexibility in the type of activities that can
be supported: for example, climate change mitiga-
tion activities that may not yet be mature enough to
produce quantifiable emission reduction outcomes
but have high transformational potential could be
supported, as could projects that support adaptation
or resilience. At the moment, there is no “database” of
activities that would be worth supporting, so it may be
a challenge to select them. If more emitting organiza-
tions supported this approach, such a database or even
certification scheme for activities could be built up.

A key component of the contribution claim approach
is that the emitter regularly provides full transparency
on the choices made and the uncertainties involved,
with an aim to jointly learn and improve upon these
choices and uncertainties over time.

For those MDBs that still want to offset (unavoida-
ble) emissions, it is critical to aim for “high-quality
offsets”. Broekhoff et al.? describe what is required
for such an approach:

First, an organization needs to reduce emissions as far
as possible, to avoid that offsetting is detrimental to
any own climate action. Second, the purchasing orga-
nization needs to have full confidence in the quality
of the credits in terms of their additionality, quan-
tification, permanence, leakage avoidance, exclusive
claim to emission reductions and avoidance of social
and environmental harms. According to Broekhoff
et al., existing certification programs do not neces-
sarily guarantee the required quality. In their report,
Broekhoff et al. provide detailed tables for different
project types that indicate potential concerns for the
quality criteria. Finally, Broekhoff et al. also stress
that claiming carbon neutrality based on offsetting
may distract from climate action at the purchasing
organization.

Under the standards that MDBs use for reporting
emissions from internal operations, they report offsets
separately from GHG emissions of internal operations.
This means that the reporting standards are already in
line with the idea of refraining from claiming carbon
neutrality.



MDBs should build on existing tools and processes (eg, environmental standards and GHG footprint exercises)
but also acknowledge that those alone are insufficient for Paris alignment, as they do not prescribe a Paris-
aligned level of effort.

Banks need to set a strategy to make their internal operations zero carbon as soon as possible but at the latest
by 2050, with milestones every five years. This strategy should ideally specify key performance indicators that
should be tracked periodically to assess progress towards the overall decarbonization target. To bring internal
operations in line with the Paris Agreement, we suggest that as of today MDBs:

1. Only invest in best available technologies for 4. Create an enabling environment for staff to shift
appliances and buildings. towards less emission-intensive behaviors.

2. Replace carbon-intensive or inefficient infras- 5. Develop an approach for Paris-aligned invest-
tructure and appliances, eg, fossil-fueled cars and ments for employee pension funds.
inefficient buildings.
6. Move from an offsetting approach to a “contribu-
3. Invest in onsite renewable energy, and where tion claim approach”.
insufficient procure it from elsewhere.

A tool that can support these elements is a shadow carbon price for purchasing decisions and other internal
processes.
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