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EXECUTIVE SUMMARY

This report studies the development of criteria for
assessing the compatibility of financial investments
with the international goal to limit global temperature
increase to below 2°C above pre-industrial levels. The
findings are intended as a starting point and a key input
for a longer term process to develop consensus-based
2°C investing criteria. The focus here is placed on invest-
ments in projects and physical assets, in particular of
development and climate finance organisations.

In order to limit global temperature increase to 2°C,
global greenhouse gas (GHG) emissions will have to
be reduced significantly, eventually to zero, during the
course of this century. This requires shifting capital from
high to low carbon investments as well as significant
capital mobilisation for investments in 2°C-compatible
infrastructure. Given the long lifetime of physical assets,
and the urgency of decarbonisation over the coming
decades, this needs to begin today.

Public financial institutions can play a prominent role
in contributing to aligning investment flows with the
2°C limit, as well as in closing the current infrastructure
investment gap, responding to their explicit or implic-
it climate mandates and leadership role in the finance
sector.

The majority of international financial institutions in-
tegrate climate considerations into their finance de-
cisions to some degree, and are familiar with different
types of criteria, including positive and negative lists,
qualitative and quantitative benchmarks, and the use
of shadow carbon pricing. However, current approach-
es do not link to the 2°C limit. 2°C investment criteria
are therefore needed to guide investors in this regard.
Such criteria may also support other purposes, including
an understanding of climate risks and improved report-

ing and accountability.
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Developing 2°C investing criteria

In general, it is possible to develop 2°C investment
criteria for individual projects on the basis of 2°C
scenarios. Despite certain limitations, scenarios are a
good starting point for developing criteria. In many ar-
eas, the different 2°C scenarios are sufficiently aligned
to allow the identification of projects and technologies
that are unambiguously 2°C-compatible, and those that
are clearly misaligned. For many technologies, howev-
er, 2°C-compatibility depends on what happens at the
sector-wide level, and a straightforward statement is
not possible (Table 1).

In some cases, project-based criteria need to be com-
bined with a broader systemic perspective. It is also
important to consider country-specific contexts, includ-
ing aspects of market maturity, development priorities
and specific system characteristics of the technology in
qguestion.

The development of concrete and incontestable
project-specific 2°C investment criteria is easier in
some sectors than in others. The research showed that
the transport sector — due to its systemic complexities
and limited availability of sector-wide decarbonisation
strategies in any part of the world - is furthest away from
implementation-ready, clear 2°C guidance, compared to,
for example, the electricity supply sector, where politi-
cal consensus on sector decarbonisation already exists,
and where systemic considerations are easier to break
down to the individual project level.

An immediate move to full 2°C-compatibility is, in
many cases, not possible. Hence a transition approach
will be needed that allows for investments in transition
technologies, with the aim to achieve 2°C compatibility
over time. 2°C criteria and benchmarks will also need
to be adjusted as new technologies and knowledge be-
come available.



2°C-COMPATIBLE
POSITIVE LIST

CONDITIONAL

AMBIGUOUS MISALIGNED

NEGATIVE LIST

Due to the fact that multiple pathways can lead to 2°C (e.g.
more renewables and less efficiency or the other way around)

Due to different assumptions on technological development

Due to considerations of other sustainability factors

» Renewable energy + Gas fired power plants

« Energy storage - Energy transmission and

distribution infrastructure
« Low carbon transport fuel

infrastructure

Energy efficiency in
heating and cooling of

« Low carbon vehicles buildings

Efficiency in industry

« Transport infrastructure

Transport efficiency

Agriculture and forestry

Building appliances

- Biofuels « New coal fired power
plants with unabated
emissions over their

lifetime

» Fossil Fuel production
« Large hydropower

+ Bio energy carbon capture
and storage

» Nuclear

Table 1: Summary of categorisation of investment areas and technologies (critical sectors in bold, sectors for further

consideration in this analysis in red)

Applicability of 2°C investing criteria

Different types of 2°C investment criteria can be inte-
grated at various steps along IFI decision making pro-
cesses. Their application is not necessarily associated
with significant additional costs for those financial
institutions that already employ reasonably sophisti-
cated climate criteria. Good practice approaches sug-
gest that climate-related criteria are best dealt with at
different stages of project appraisal, including the gen-
eral or strategic level, where overarching guidelines are
implemented, and the project level where detailed sec-
tor - or technology-specific rules and procedures apply.
In this context, a challenge is to balance the need for
sufficiently robust guidance and criteria with pragmatic,
implementable approaches.

Financial institutions may choose to respond in differ-
ent ways to the fact that — for some individual projects
— there is a higher certainty they are 2°C-compatible
than for others. Certainty of 2°C compatibility can only
be achieved by limiting investments to those on the pos-
itive list and excluding those on the negative list. Invest-
ments in technologies in the conditional or ambiguous
category, can use benchmarks and criteria that allow for
the assessment of relative 2°C compatibility — but un-
certainties remain.

A challenge development banks frequently highlight is
the lack of fundable 2°C-compatible projects as well
as a potential competitive advantage for those finan-
cial institutions which do not apply strict 2°C investing
criteria. Clearly more support is needed to proactively



develop attractive 2°C-compatible projects requiring
action from both the donor and the recipient countries.
However, there is already a strong indication of invest-
ment needs and interest in low carbon technologies by
developing countries as expressed, for example, in the
many emerging low carbon development strategies as
well as climate commitments under the UNFCCC. The
scale of the challenge and current investment gap sug-
gest that sufficient investment opportunities are like-
ly to become available and in many cases, ought to be
available today.

Interventions at a policy level are also needed to steer
investment decisions to achieve the transition to a 2°C
pathway. Such policies must address the multiple bar-
riers to low carbon development and create an enabling
environment for investments in low carbon technologies.
Continued effort is needed to create detailed, sector-
based 2°C pathways for specific countries, coupled with

politically endorsed investment plans.

Proposed 2°C investing criteria for the power sector
Positive and negative lists work well with energy sourc-

es that can be clearly classified as compatible with the

STEP IN THE APPROVAL

PROCESS

Initial Screening

Economic Evaluation

Development Evaluation

ESG Evaluation

Table 2: Integrating 2°C criteria in development banks’ project approval processes

QUESTIONS ALREADY ASSESSED BY
DEVELOPMENT BANKS

« Project type not on bank’s exclusion list?
- Safeguards likely to be impacted?

« Does project fall in certain risk categories?

Project within bank’s priority sectors?

- etc.

« Project financially viable?

Project with positive cost-benefit ratio?
« Project not crowding out private finance?

. etc.

« Development benefits?

« Aligned with bank’'s mandate and strategy?

« Aligned with country’s strategies and priorities?

- etc.

« Environmental and social impacts?

» Respect for environmental, social and governance

safeguards?

- etc.
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ADDITIONAL QUESTIONS WHEN
APPLYING 2°C CRITERIA

+ Project type not on 2°C negative list?
» Project type on 2°C positive list?

+ Project type that triggers need to
apply certain conditions?

+ Project viable with shadow carbon
price?

« Consistent with country’s climate
strategy (INDC or other)?

+ Project meeting qualitative or quanti-
tative conditions for 2°C?



2°C limit (wind and PV) or misaligned, e.g. new coal-
fired power plants with unabated emissions over their
lifetime. For other fuels, in particular natural gas, more
sophisticated approaches are necessary either during
the economic or environmental, social and governance
(ESG) appraisal process.

Efficiency-floor values and carbon-ceiling values per
technology can incentivise the use of best available
technology (BAT), however, these approaches are not
enough to ensure 2°C compatibility. Adopting a shad-
ow economic price of carbon proves effective if the
price is set at a high level that is compatible with 2°C
scenarios. The most appropriate approach involves a
systemic perspective based on linking the investment
to a (national) decarbonisation path toward zero car-
bon in 2050.

Proposed 2°C investing criteria for the building sector

Positive lists are the only way to ensure full 2°C com-
patibility at the project level in the building sector. These
include near zero energy houses, a concept that has
been proven, but may be difficult to implement at large
scale in many country contexts. Shadow carbon prices
will likely provide only a limited incentive in the building

sector.

The benchmark indicators kWh/m? and gCO,/m? are
broadly accepted indicators, so make a useful tool for the
building sector. As a simple approach, at the individual
building level a benchmark range between 10 kWh/m? and
150 kWh/m? can be used to determine relative 2°C com-
patibility of individual investments. The project-based
benchmark approach could be combined with an ap-
proach to allow for gradual tightening of the benchmark

based on existing BAT in the specific country context to

2°C-COMPATIBLE
POSITIVE LIST

Energy source: QUANTITATIVE CONDITIONS

Wind Energy source:
PV e.g. natural gas
Small hydro Criteria:

Shadow economic price of
carbon

CONDITIONAL

MISALIGNED
NEGATIVE LIST

QUALITATIVE CONDITIONS Energy source:

Energy source: New coal fired power plants

e.g. natural gas with unabategl e_m|§8|ons (no
CCS) over their lifetime
Decarbonisation based

approach.

Simple: Prove that project
fits into a path towards
0gCQO,/kWhin 2050

Advanced: Prove that the
project fits into a national
sector-based decarboni-
sation strategy including
lifetime, operation mode and
capacity requirements

Table 3: Overview of proposed 2°C investing criteria for the energy sector



2°C-COMPATIBLE
POSITIVE LIST

(Near) zero emission build-
ings (new and renovation)
below 10 kWh/m?

country average

century

low energy buildings

« Climatic zones

CONDITIONAL
QUANTITATIVE / QUALITATIVE CONDITIONS

Quantitative benchmark (simple)
+ Specific energy use between 10 and 150 kWh/m?

« Gradual phase in and increased stringency based on BAT or

Sector based decarbonisation (advanced)

Buildings with their lifetime emissions have to fit into a
decarbonisation of the building stock during the course of the

Benchmark of energy use per floor space (x kWh/m?)
determined at a country level, considering

« Market maturity for low energy buildings and capacity for

» Current energy use of buildings and local BAT levels

« Annual growth and lifetime of buildings, renovation rates
and levels, demolition rates

MISALIGNED
NEGATIVE LIST

Specific building energy
use above 150kWh/m? (with
exceptions for few, specific
building uses)

Table 4: Overview of proposed 2°C investing criteria for the building sector

reflect the market maturity and the country’s develop-
ment status.

A more advanced approach which provides greater
certainty of 2°C compatibility is to apply a national de-
carbonisation pathway for the building sector. This can
be used to benchmark individual buildings against the
national decarbonisation requirement, where buildings
with their lifetime emissions have to fit into the decar-
bonisation pathway. A simple tool could be developed
that allows the setting of country-specific benchmarks
(pathways) for the building sector. Alternatively, stand-
ards could be developed that allow for a flexible, country-
specific approach towards decarbonisation.

Proposed 2°C investing criteria for transport

The transport sector requires a systemic approach due
to the interdependence of technologies and solutions
within this and other sectors, in particular energy, land
use and buildings. A low carbon transformation is un-
likely to be achieved through technology change alone.
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“Avoid and shift” strategies are needed: they require pol-
icy change and must address behavioural aspects.

An approach based on sector-wide decarbonisation tar-
gets is most effective and necessary in the long term to
drive transformation. However, in practice, given the uni-
versal lack of transport decarbonisation strategies and
lack of political consensus on transport decarbonisa-
tion, it is considered premature.

It is recommended to apply positive and negative lists in
combination with a requirement to demonstrate how the
planned infrastructure investment fits into a low carbon
transport strategy. Setting infrastructure investment
targets at the strategic level is also recommended in
order to address the pronounced investment gap in the
sector.



Air, Water, Rail

Road

2°C-COMPATIBLE
POSITIVE LIST

Inland waterways

Rail network and
assets (passenger
and freight)

Mass rapid transit/
Light Rail Transit
(LRT)

Non-motorised
infrastructure
High quality Bus
Rapid Transit (BRT)

CONDITIONAL
QUALITATIVE CONDI- QUANTITATIVE
TIONS (EXAMPLE) CONDITIONS

Airports with
transport inter-
connectivity plan/
bio-fuelling
stations

Road renewal to in-
clude strategic plan
Electric vehicle
charging infrastruc-
ture linked to RE plan

Quantitative cri-
teria for transport
infrastructure are
difficult to set given
the indirect link of
infrastructure to GHG
emissions. Quantita-
tive criteria may be
set for vehicles (e.g.
fuel efficiency, pen-
etration of electric/
hybrid vehicles) and
linked as sub condi-
tion to infrastructure

MISALIGNED
NEGATIVE LIST

Rail networks ded-
icated to fossil fuel
transportation

New airports in
developed regions

New road network in
developed regions*

investments.

Table 5: Overview of proposed 2°C investing criteria for the transport sector (examples)

Way forward

Additional research is needed to further develop 2°C
investment criteria in the key sectors identified in this
report. Comprehensive 2°C investing criteria for all sec-
tors and technologies that build on the initial results of
this project can, in principle, be developed in the future.
Given the lack of available guidance and tools to inform
investment decisions on 2°C compatibility, as noted in
this report, extending the research to additional key sec-
tors is essential to enable the long term alignment of
investment flows with international climate goals. Such
work will require a larger process. The development of
consensus-based criteria should involve a variety of
stakeholders already active in the field to lift available
expertise and ensure that criteria are grounded in the
reality of different types of investors.

The formation of a coalition of “early adopters” could
bring together interested bilateral development banks
and governments. Such a coalition could support and
accelerate the development of criteria and road test the
proposed criteria for key sectors through a bottom up
approach.

Beyond the scope of this project, more work is neces-
sary on processes and criteria applicable to private
banks and private investors as well as to financial
assets and portfolios. Additional research will also be
necessary to identify criteria that could be used to de-
termine whether investments make a positive contribu-
tion to a community’s or a country’s resilience to climate
change impacts. Such criteria should become an integral
part of banks'social impact assessments for any project.
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