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This article focuses on
Environmental, Social and
Governance (ESG), and specifically
real estate’s need to rapidly
reduce its environmental impact
to contribute towards the raft
of government net zero targets
commitments that have been
made in recent years.
For real estate, this a capital intensive, expensive process. We
believe that, as the stock of real estate evolves, a performance
spread will emerge between assets with strong and less strong
ESG credentials, while those assets which cannot command
a minimum level of rent will not meet the economic return
threshold for investment, potentially leaving swathes of underperforming areas economically unviable for ESG investment,
reinforcing a wealth divide. For credit investors, whose primary
focus in maintaining the performance of their portfolios is to
avoid and mitigate asset specific tail risk, this will be a key
driver of returns.
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We will discuss the nature and extent of the problem
facing the European real estate market, the need
for credit to play a role in financing the solution,
the issues facing key players in the credit market in

participating, and the attractive returns on offer to
lenders willing to engage with the huge challenge
of ensuring that the built environment contributes
positively to a sustainable future.

Retrofitting real estate to meet net zero

The built environment is
a significant contributor
to carbon emissions.
Most governments
now have net zero
commitments in place,
and while the legislative
response to real estate
is still emerging it is
possible to interpret
what it may look like.
The built environment has long been recognised
as one of the most significant sources of carbon
emissions – it is estimated that buildings account
for 40% of the EU’s total energy consumption –
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and therefore one of the main areas of focus for
governments seeking to reduce carbon emissions
to net zero. Measurement and policy differs across
jurisdictions, as shown in Figure 1, but there is an
emerging pattern in how the real estate industry
is expected to contribute towards carbon goals.
Most European countries have enacted legislation
requiring an assessment of energy rating to be
carried out when a building is transacted or leased;
in most instances this has not yet led to the legallybinding imposition of minimum targets, but in a
couple of instances this is the case:
In the UK, the Energy Performance Certificate
rates a building’s energy efficiency from A to G. As
of 2023, it will be illegal to let a building rated F or
G, and from 2030 it is proposed that this will also
be the case for building rated C, D and E, with an
interim target of C by 2027 also proposed.
In the Netherlands, legislation has gone further;
there, it will be illegal to let a building rated below C
from 2023, and again proposals are in place to raise
this minimum standard by 2030.
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Figure 1: Energy Ratings frameworks in Europe
Legal
Requirement?

Validity
Length

Minimum
standard?

Applicable to…

EPC

Mandatory since
2012 when selling
or renting

10 years

Not yet in
place

All commercial and noncommercial buildings

Belgium

CPE

Mandatory since
2011 when selling
or renting

10 years

Not yet in
place

Housing and offices in
Brussels; just housing
elsewhere

Denmark

EPC

Mandatory when
selling or renting

10 years

Not yet in
place

All new commercial and
non-commercial buildings
over 250 sqm

Finland

Energy
Mandatory when
Certificate selling or renting

10 years

Not yet in
place

All commercial and noncommercial buildings

France

DPE

Mandatory since
2012 when selling
or renting

10 years

Only for
residential

All commercial and noncommercial buildings

It is called "Le diagnostic de
performance énergétique
(DPE)".

Germany

EPC

Mandatory since 10 years
2014 when selling
or renting

Not yet in
place

All commercial and noncommercial buildings

EPCs must be made
available for leasing and
investment transactions
since 2009, but no further
regulations as yet.

Ireland

BER/DEC

Mandatory since 10 years
2007 when selling
or renting

Not yet in
place

All new commercial and To be introduced between
non-commercial buildings 2023-2025 for commercial
buildings: 2023 for 'tier 1'
buildings (essentially all city
centre buildings)

Italy

APE

Mandatory since
2013 when selling
or renting

10 years

Not yet in
place

All commercial and noncommercial buildings

The
EPC
Netherlands

Mandatory from
2012

10 years

EPC rating of All commercial and non‘C’ or above commercial buildings
by 2023
(offices).

Norway

EPC

Mandatory when
selling or renting

10 years

Not yet in
place

Portugal

SCE, CE

Mandatory from
2013 when selling
or renting

10 years

Minimum
All commercial and nonstandards for commercial buildings
new buildings

Spain

EPC

Mandatory from
2013 when selling
or renting

10 years

Not yet in
place

All commercial and noncommercial buildings

Sweden

EPC

Mandatory when
selling or renting

10 years

Not yet in
place

All commercial and noncommercial buildings

UK

EPC

Mandatory from
2013 when selling
or renting

10 years

EPC rating of All commercial and non‘E’ or above commercial buildings
from 2023

Country

Metric

Austria

Comments

From 2030 only buildings
rated an A will be lettable.
(Proposed)

All commercial >1,000
sqm and non-commercial
buildings

Proposals to set minimum
standard to below a rating of
'B' by 2030 currently being
reviewed

EPC: Energy Performance Certificate, BER: Building Energy Rating, DEC: Display Energy Certificate, CPE: DPE: Le diagnostic de
performance énergétique, SCE: Certificação energética de edifícios, CE: Certificado Energético, APE: Attestato di Prestazione
Energetica
Source: PMA.
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It seems reasonable to assume that, having put
them in place, other European countries will rely
on their own EPC mechanisms, which differ from
jurisdiction to jurisdiction, in developing their own
frameworks to establish minimum energy efficiency
standards for real estate, and that furthermore there
is no reason to suppose that the timeframe put in
place by the UK and the Netherlands may not be
representative of that eventually adopted by the
majority of the rest of Europe.
This is certainly the thrust of the European
Commission’s “Renovation Wave for Europe” report,
which stated “The Commission has proposed in the
Climate Target Plan 2030 to cut net greenhouse gas
emissions in the EU by at least 55% by 2030 compared
to 1990. Energy efficiency is an essential component
for action, with the building sector as one of the
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areas where efforts must be ramped up. To achieve
the 55% emission reduction target, by 2030 the EU
should reduce buildings’ greenhouse gas emissions
by 60%, their final energy consumption by 14% and
energy consumption for heating and cooling by 18%.
It is therefore urgent for the EU to focus on how to
make our buildings more energy-efficient, less carbonintensive over their full life-cycle and more sustainable”.
Even if not legally mandated via governments, it
is highly possible that a de facto minimum EPC
standard could come into effect should a sufficient
volume of occupiers, aware perhaps of disclosures
they will have to make under Sustainable Financial
Disclosure Regulation, or even encouraged via a
future carbon tax or “polluter pays principle” regime,
increasingly choose only to occupy the most energy
efficient stock.
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Precision is difficult, but
it is not unreasonable
to assume that a
significant majority
of non-residential real
estate stock currently
under performs future
minimum EPC targets.
If as a way of thinking about the issue we have in
mind that a minimum EPC standard of B is imposed
on real estate by 2030, either by government or
market forces, it follows that the next question to
address is understanding the proportion and extent
to which such a move would affect the current
stock of real estate. An initial assumption is that
this would be very high; only buildings built in the
last ten to twenty years are likely to have achieved
a B rating, and because the stock of real estate is
slow to replenish (not in itself a bad thing from a
resource consumption perspective), a majority of
existing stock in most markets is likely to have been
built before this date.
The European Commission’s “Renovation Wave”
study estimated that “roughly 75% of buildings
in the EU are not energy efficient, yet 85-95% of
today’s buildings will still be in use in 2050”.
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Its further estimate that “only 1% of buildings
undergo energy-efficient renovation every year”
would imply that close to 70% of the real estate
stock would remain energy inefficient by 2030.
In the UK, CBRE conducted a study of all EPCs carried
out in the UK and estimated that even if the current
growth rate in B or better rated certification continued,
by 2030 69% of non-residential buildings would still
not have achieved the minimum B standard.
Meanwhile, a separate CBRE study into the
proportion of European offices with some form of
certification – not necessarily a guarantee that a B
standard would be achieved but a very good proxy
– showed that while increasing, this still typically
applies to only a minority of buildings in most
markets in Europe, as shown in Figure 2.
And finally, as shown in Figure 3, PMA have
estimated that in Amsterdam, around 85% of office
buildings have brought themselves up to the C
rating required by local legislation, a figure that is
well ahead of other European markets without such
an incentive. In the UK markets they cover, under
20% of stock is rated B or better and under 40% is
rated C or better, while in Copenhagen, Helsinki and
Barcelona the amount of stock rated C or better
varies from 40-60%. Note however, that while PMA
are confident that the UK and Amsterdam figures
relate to proportion of stock, those for Copenhagen,
Helsinki and Barcelona relate to proportion of EPCs,
and so may well significantly overestimate the
position as a proportion of stock.
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Figure 2: Share of certified offices in total office stock
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Figure 3: EPC ratings as a proportion of stock, selected European markets
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The breadth of the problem, and the amount of
embedded carbon in existing stock, rules out
wholesale redevelopment as a solution. Widescale
refurbishment is required. This is still potentially very
capital intensive; it is not a regular “maintenance”
exercise but a significant one-off event.
Retrofitting an asset to comply with a minimum EPC
B standard is typically not a small undertaking; PMA
estimate broadly that the costs of moving an office from
an EPC rating of F or G to B or C is of the order of £200300psm, while our own data on ESG-led refurbishment
projects that we have been asked to provide finance
for in 2021 suggests that the capital expenditure
component of the loan is substantial. Figure 4 shows the
capital expenditure amount as a proportion of both loan
amount and asset value; the median figures for these is
35% and 22% respectively but these numbers can and

regularly do exceed much higher levels. In other words,
refurbishing stock to meet energy efficiency targets
is not a run-of-the-mill or “maintenance” exercise, it is
a significant one-off event. While some investors will
be able to finance this themselves, many others –
as Figure 4 demonstrates – will be unable to carry
out improvements without external financing. The
extent to which real estate credit markets are able
to provide this financing is thus of vital importance
to the future of the real estate market and its ability
to contribute towards net zero commitments.

Figure 4: Capital expenditure requirement in ESG-led office refurbishment lending opportunities, 2021
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Source: CBREIM.
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The value of real estate at risk and the size of the capex requirement
How much real estate does this affect? It is not
possible or necessary to be obsessively precise when
answering this question, given the obvious scale.
From our review of various sources of intelligence
made in the previous section, a conservative
estimate of the amount of non-residential real
estate stock in need of refurbishment to be
compliant with a minimum EPC B standard might
be of the order 60-75%. (The refurbishment
point is important: given the scale of embedded
carbon in the existing real estate stock, wholesale
redevelopment is not a holistic solution to a carbon
problem). This is a broad range, but deliberately
so. Firstly, granular data is not available to enable a
more precise estimation with significant confidence;
but secondly, the point of this exercise is not to
produce a figure correct to three decimal places for
every market in Europe. Rather, we are interested
in showing at the macro level firstly that an
issue exists, secondly that it affects a significant
proportion of assets, thirdly that the solution to the
problem involves significant capital expenditure,
and fourthly that the financing of this expenditure
will rely heavily on a particular part of the real estate
credit market.

We can estimate the
size of real estate credit
markets from estimates of
real estate equity markets.
MSCI regularly estimates the size of the commercial
real estate market in the markets in which it
operates; Figure 5 shows this data, as at end 2020
for each European market for which there is an
estimate, ranked in descending order of magnitude.
No such comparable dataset exists for the real
estate credit market, and where studies do exist
they produce conflicting impressions:
— In the UK, Bayes Business School estimates
a total private credit market of €208bn, €162bn of
which is against non-residential assets. Ignoring
other sources of credit (CMBS, corporate bonds
etc) this would imply a market LTV of around
35%, or 30% for the non-residential market.
— In Germany, IREBS estimates a total private
credit market of €561bn, €309bn of which is
against non-residential assets. This clearly
contradicts the MSCI figure, as €252bn of
residential-backed credit dwarfs the apparent
€69bn of equity. The non-residential market
LTV is at least under 100%, but at 67% is roughly
double the level of figures seen in the UK.
— In France, the IEIF study covers around €60bn
of credit, and cannot therefore be regarded as
comprehensive in terms of complete coverage.
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In estimating credit market sizes therefore, we are
driven to approximate. Taking as a starting point
MSCI’s €2.2tn non-residential commercial real
estate market size estimate, of which roughly 50%
is offices, 20% retail and 30% something else, it
may be appropriate to adjust this figure upwards
to broaden the scope of what is considered worthy
of inclusion in the calculation – assets outside the
MSCI professional investment universe but inside
the lending universe. Applying different levels of
market LTV produces different estimates of overall
real estate credit market size, as shown in Figure 6,
from €800bn on the low side to €1.6tn on the high.

Taking a central case estimate for the size of
the non-residential commercial real estate credit
market of €1.2tn, and applying our earlier estimate
that 60-75% of buildings will need substantial
capital expenditure to render them occupiable from
an ESG compliance perspective, suggests a figure
of €720-900bn, of which approximately half, say
€360-450bn, will be office. A central figure of say
€800bn, with a ratio of capex to property value
of 20-25%, suggests a total capex requirement of
€160-200bn.

Figure 5: MSCI estimates of size of commercial real estate markets, €billion
Office

Retail

All Commercial

Residential

Total

UK

155.4

141.5

532.4

52.9

585.3

Germany

253.1

103.5

461.5

69.4

530.9

France

235.2

49.2

341.8

40.7

382.5

77.7

35.0

131.2

111.8

243.0

Switzerland
Sweden

110.3

18.0

174.9

42.4

217.3

The Netherlands

20.0

22.8

66.0

100.4

166.4

Italy

57.1

26.0

108.6

4.1

112.7

Spain

45.4

23.1

84.4

11.9

96.4

Finland

..

..

..

..

75.8

Denmark

30.4

6.1

44.8

19.1

63.9

Belgium

34.4

9.7

52.1

0.0

52.1

Norway

33.3

6.6

49.8

0.0

49.8

Poland

12.9

5.5

43.2

0.0

43.2

Austria

19.4

11.9

35.7

5.1

40.9

Ireland

17.1

4.6

24.4

2.2

26.7

Portugal

5.4

14.5

24.0

1.7

25.6

Czech Republic

8.8

4.1

25.0

0.0

25.0

Hungary
Total

3.3

0.0

9.5

0.0

9.5

1,118.9

482.1

2,209.3

461.7

2,746.7

Figure 6: Estimating the size of the European non-residential real estate credit market
MSCI Adjustment factor
MSCI Adjustment factor
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2,209

2,320

2,430

2,541

2,651

2,762

1,016

1,060

1,105
1,243

Size of real estate credit market under different market level LTV assumptions
40%

884

928

972

45%

994

1,044

1,094

1,143

1,193

50%

1,105

1,160

1,215

1,270

1,326

1,381

55%

1,215

1,276

1,337

1,397

1,458

1,519

60%

1,326

1,392

1,458

1,524

1,591

1,657
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How prepared is the real estate credit market for this necessity?

Banks have historically
dominated the European
credit market. In some
countries, notably the
UK, their dominance has
declined significantly
since the GFC.

As was discussed above, EMEA real estate credit
markets often lack authoritative market level data,
which can make tasks such as sizing opportunity
imprecise. Arguably the UK is most advanced in
bringing transparency to its real estate credit market,
via the bi-annual Commercial Real Estate Lending
Report begun at De Montfort University and now
run by Bayes Business School. It is thanks to this
initiative that we are able to understand not just the
approximate volume of UK real estate credit, but also
(amongst other things) its changing provenance, as
shown in Figure 7.

Figure 7: Volume of UK real estate debt by lender type

H1 2021
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Source: Bayes Business School.

From being a market dominated by domestic
banks and building societies, the years since the
Global Financial Crisis (GFC) have seen significant
diversification of the sources of UK real estate
credit (arguably a benefit to both the credit and
equity sides of the market, although that is not the
topic under discussion here). Having accounted
for over 70% of outstanding real estate credit in
the years running up to the GFC, peaking at 72%
10

in 2005, UK banks & building societies have seen
market share almost half, to stand at 38% today.
Over the same 15 year period, the market share of
German banks has remained at 10%, that of other
International lenders has risen from 18% to 21%,
while Insurance companies and Other non-bank
lenders have seen share rise from 0% to 16% and
13% respectively.
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So much for the UK. What of the rest of EMEA?
In the absence of comparable studies it is hard to
quantify in similarly precise terms. The most recent
IEIF/PwC French Professional Real Estate Financing
Market study estimated that for a sample of €60bn
of loans, non-bank lenders had a 12% share – very
similar to that in the UK – and banks the remaining
88%. The IREBS German Debt Project study does
not publish a comparable split however. We are
forced to examine other, less direct sources of
data; one such is Preqin, which tracks fund raisings
for private real estate vehicles including those
specialising in debt, and whose data forms the basis
of Figure 8.
According to Preqin, €63bn has been raised by
private real estate vehicles focussed on Europe
since the beginning of 2011, The vast majority of this
(€44bn, or 71%) has been in diversified vehicles with

either a multi-jurisdictional or pan-European focus.
A further £12bn (19%) has been in UK-focussed
vehicles – double the amount raised for single-country
debt funds combined. The £12bn raised for the UK is
less than half of the Bayes Busines School figure of
£25bn for Other non-bank lenders, suggesting both
that a significant share of the diversified debt funds
has been allocated to the UK, and that other avenues
of capital raising are at play. What is useful for this
analysis though is the clear inference that non-bank
capital is more relevant to the UK than to the rest
of EMEA. This data clearly supports a supposition –
backed by our market judgement – that the share of
bank lending in EMEA outside the UK is considerably
higher than in the UK, potentially as high as it was
prior to the GFC in the UK. In continental Europe,
banks still dominate and the market has yet to
evolve in the direction of greater diversification as
has been the case in the UK.

Figure 8: Volume of fund raising, debt funds focussed in Europe, 2011-2021

Diversified
UK
Italy
Sweden
Germany
France
Other

Source: Preqin.
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The UK banks are
governed by Slotting
– a regulatory regime
brought in after the GFC
and which makes certain
lending less attractive.
This has contributed
to the banks’ market
share declining but it has
also affected the type
of lending preferred.
Specifically (for our
purposes) development
lending is much less
readily undertaken.

The UK banks’ retreat from their domestic real
estate credit market coincided of course with
several suffering significant losses related to their
real estate credit exposures in the aftermath of
the GFC, and with the imposition of new regulation
(commonly referred to as “Slotting”) designed to
eliminate the imprudent lending practices that had
caused such losses. In the years following the GFC,
the Financial Conduct Authority (FCA) tightened
its guidelines relating to risk assessment across
lenders, essentially proscribing the level of capital
and risk weighted assets (RWA) provision to be
taken against loans, thus standardising practice
across an industry that previously had relied more
on internal models.
The effect of Slotting, wholly intentional on the
part of the FCA, was to reduce the attractiveness
of riskier lending to UK banks, who now had to
interrogate each loan according to a set of criteria
and assign it a “slot” with an associated risk weight,
as shown in Figure 9. With banks looking to reduce
risk weights in order to improve capital ratios, and
with Return on Risk Weighted Assets (RoRWA) a
key performance metric for lenders, this brought
into focus lending that could not be categorised in
the Strong or Good slots, which typically required
assets to be securely let to stronger covenants on
longer lease terms and in prime locations. UK banks
thus began to pull back from lending outside the
universe of core real estate.

Figure 9: Risk weights under “Slotting” regulation
Strong

Good

Satisfactory

Weak

Default

<2.5 years

50%

70%

115%

250%

Write off 50% of loan amount

>=2.5 years

70%

90%

115%

250%

Write off 50% of loan amount

Source: FCA.
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Slotting has also had the effect of encouraging UK
banks to reduce exposure to development lending
and when taking on development lending to do so
in certain sectors. Figure 10 shows data from Bayes
Business School, outlining the average proportion
of the aggregate loan book of each lender category
accounted for by different types of residential
and commercial development activity from 201621. UK banks have high exposure to residential
development, at 12% of their book a figure second
only to non-banks at 14%, but comparatively little
exposure to commercial development either in prelet (2%) or speculative (0%) form. By contrast, this
accounts for 4% and 5% respectively of non-banks’
loan books.

Of these three activities, residential development
will be most likely to receive more favourable
slotting treatment, given a number of factors
including the less volatile historic trajectory of
residential values and the ability to pre-sell to derisk, followed by pre-let commercial development.
While impossible to prove a direct causal
relationship from Slotting to development exposure,
we believe the pattern above is telling with regards
banks’ attitudes to commercial development, and
the leading role now played by non-bank lenders in
the market. Appetite for and expertise in managing
development and refurbishment risk has become
increasingly concentrated in the non-banking
participants, rather than the banks.

Figure 10: Exposure to UK development lending by lender category, proportion of book, 2016-21
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16%

Speculative commercial
development

Source: Bayes Business School.
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The UK Slotting experience is not about to be applied
to the rest of Europe, but change is coming in the
form of greater regulatory capital requirements.
We expect to see banks reduce real estate lending
generally and pull back particularly from value add
lending that they perceive as more risky.
In continental Europe, there is still a mix of
approaches to determining regulatory capital, with
many lenders still using an internal model approach.
The power to do this is not under threat of change,
but new regulations are set to impose a minimum
level of capital on lending that the European
Banking Authority expects to lead to a €125bn
shortfall in capital. It is very possible that just as
stricter capital requirements in the UK pushed
down banks lending volume generally and some
lending types specifically, so too will EMEA see
reduced competitiveness in real estate credit from
banks and greater market share won by non-banks
in the next five to ten years.
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Of supreme significance for the theme of this
paper is that it is the non-bank lenders who have
overwhelmingly (certainly relative to market
share) sought to undertake the type of lending
needed to meet the challenge of refurbishing
existing commercial real estate stock to the energy
efficiency standards of the future, a situation that
looks likely to persist and exacerbate given the path
of European regulatory reform. Put simply, banks
alone (or even primarily) cannot and will not solve
the problem; the market has a clear, substantial
need for non-bank lenders to lead the way.
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Risk and reward, an attractive market
The premium from lending to transitional and development projects is significant.
In assessing the attractiveness of this refurbishment
opportunity, there is a reasonable amount of data
that, when triangulated, indicates an attractive riskadjusted return. In the UK we have detailed asset
and market-level data on the levels of credit returns
available from investment, refurbishment and
development projects, while across Europe there is
good market-level data on the level of credit returns
from investment and development projects.

Beginning in the UK, Figure 11 shows the
relationship between margin and capital
expenditure as a proportion of loan amount, for
ESG-led office refurbishment lending opportunities
we have priced in 2021; there is a clear relationship
between the two, with margins rising as the capital
expenditure proportion also rises.

Figure 11: Margin versus capital expenditure requirement in ESG-led office refurbishment lending
opportunities, 2021
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Source: CBREIM.
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This broad asset-level intelligence informs the data
in Figure 12, which represents our view of marketlevel aggregate returns available to UK credit for
different asset maturities and at different LTV

points. This shows that credit on transitional assets
typically delivers a premium of around 1.5% across
the various LTV points.

Figure 12: Real estate credit returns, by LTV and asset maturity, 2021
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Comparing prime office investment and
development credit lending terms across Europe
shows a marked similarity in LTV versus LTC, some
significant differences in margin and fee, and a
tempting premium overall and in specific markets
for lenders seeking to enhance returns.
As Figure 13 shows, with regards LTVs, there is little
difference in investment LTV and development
LTC – in all cases but two (Frankfurt and Dublin) the
difference is 5pp or less, and on average the gap is
zero. Returns show much more variation. The average
development margin & fee of 3.57% is almost double
the average investment margin, at 1.92%. Premia are
lower in CEE, where the size of the market and lack

16

of stock is likely a factor, but in more established
markets higher premia are common: in Brussels,
Dublin, Amsterdam, Madrid and London the margin
& fee is 4.75% or greater on development than on
investment lending. Figure 14 plots relative return
(in the form of margin & fee) against relative risk
(in the form of relative LTV, where development
LTCs are adjusted to enable comparison). This
shows that markets are typically clustered into
those where LTV is similar but returns substantially
higher (Amsterdam, Brussels, Dublin, London and
Madrid) and those where returns are a little higher
(c0.5-1.0pp) but LTV substantially lower (Bratislava,
Bucharest, Lisbon, Prague, Vienna and Zurich).
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Figure 13: Credit terms for prime office investment and development, 2021
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Figure 14: Comparison of Credit terms for prime office investment and development, 2021
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Note: Development LTV is derived by adjusting Loan to Cost ratio for assumed developer profit of 15% (so a 65% LTC in effect
becomes a 56.5% LTV).
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Significant exposure to
development might be
seen as risky; however
the reality is that while
development returns
are volatile for the
equity investor, for the
credit investor they are
remarkably stable.

There is perhaps a general perception that
development is risky, and that major refurbishment
may be similarly risky. Arguably, this is perhaps
driven by an equity side view, and it is important
to understand the extent to which credit has a
different experience. To that end, we have modelled
for 20 markets the return to credit, under a range
of financing scenarios (LTC of 50-90%), assuming
a development was delivered in each of the 80
quarters over the period 2000 to 2020. Figures
15 and 16 summarise the contrasting nature of
returns for credit and equity for one of the markets,
London City offices, which we have chosen as
an example because it is both representative of
the wider analysis and because of its scale. This
analysis is for speculative development, rather
than refurbishment, but we believe it is relevant to
consider this because doing so it provides greater
comfort as to the resilience of credit.

Figure 15: Distribution of developer and lender return, City office, Q4 2000 to Q4 2020 completions
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Source: CBRE GI Real Assets.
Assumptions: developer assumes 10% market growth during construction, target profit on cost of 20%, construction cost overrun
of 5%, 80% space let on completion.
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Figure 16: Distribution of developer and lender return, City office, Q4 2000 to Q4 2020 completions
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Assumptions: developer assumes 10% market growth during construction, target profit on cost of 20%, construction cost overrun
of 5%, 80% space let on completion.

This analysis shows that credit returns where the
lender has the capability to underwrite accurately,
are very stable, even at higher LTCs. There are some
periods of negative returns, but these are few and
not very extreme. Indeed, for credit, the downside
is very limited:
— All lending from 50-75% LTC has a 10th percentile
return at the optimal level – in other words there
is no capital loss and interest is paid in full.

Overall therefore, we believe that investors can be
confident that the additional risk of refurbishment
projects (compared to lending to standing
investments) can be generously rewarded with
additional return, and that investors with good
understanding of development metrics are well
placed to carry higher exposure to refurbishment in
a credit portfolio than might normally be the case
in an equity portfolio.

— Lending above this sees some sub-optimal
return at the 10th percentile, but for 80% and
85% LTC lending returns are optimal by the
20th percentile, while for 90% LTC lending this
is the case at the 30th percentile.
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The ESG renovation wave cannot succeed without non-bank lenders, for whom stockpicking of successful projects will be key
With a significant majority of real estate, running
comfortably into the hundreds of €billions, rapidly
requiring an energy efficiency upgrade, and concerns
about banks’ ability or preparedness to finance
projects in sufficient volume, the need for alternative
sources of funding is clear – as is the size of the
opportunity. The market requires that non-bank
lenders fill the funding gap, and the attractive returns
on offer, combined with manageable risk, suggest
that there will be an eagerness to do so irrespective
of the positive ESG performance.
Inevitably however, the entire stock of existing real
estate assets will not universally be brought up to
future energy efficiency standards, whatever they
may be. For some it will simply not be economically
viable, as particular refurbishment challenges
will be too complex and costly and/or because
changing patterns of demand reduce or remove
entirely the need for certain asset types in certain
locations. With the cost element of refurbishment
largely fixed in terms of cost per square metre, but
rent highly variable according to location, some
assets, or indeed some locations, will simply not
be able to offer investors a positive return on ESG
refurbishment because the value of an upgraded
asset will be less than the expenditure required
to produce that asset. If development project
appraisals incorporate embedded carbon removal,
demolition may not even be possible, rendering the
risk of pockets of dereliction not insignificant.

Avoiding tail risk has always been the crucial factor in
ensuring the performance of a credit portfolio. Whereas
equity portfolios tend towards a market average, as the
performance of assets is roughly normally distributed
around a mean, so that the pooling of even a modest
number of assets can “buy the market”, credit is much
more binary. The overwhelming number of loans
perform, giving a small positive return, but a small
minority do not perform, potentially producing a large
negative return; if a fund manager has half or double
the number of such loans it will significantly impact
their performance relative to the market average, far
more so than is the case for equity.
A major challenge for non-bank lenders in a world
where significant amounts of stock will need to be
refurbished in a relatively short time frame therefore
will be to scrutinise ever more closely the extent to
which long term demand will remain (and the price
point at which that will be) for the refurbished assets
they choose to underwrite, as well as being confident
that assets will not be affected by areas that have
suffered mass obsolescence. Given the scale of the
opportunity that we believe exists though, there
should be plenty of scope for lenders to avoid backing
unsustainable projects – indeed, the constraint is likely
to be too much choice rather than too little – all the
more so given the concentration of refurbishment and
development expertise in the non-bank lending sector
in recent years. We believe this cohort of lenders to be
well-placed to meet one of real estate’s most pressing
challenges, while delivering strong returns, asset
resilience and improved ESG performance to investors.
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