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ESG in real estate valuation
I. Introduction
Overview and definition

The adoption of the Paris Climate Agreement in 2015
and the UN Climate Targets laid the foundation for
the comprehensive consideration of environmental
protection, social aspects and corporate governance
in our economic system. Together, these topic
aspects are increasingly gaining momentum under
the buzzword ESG (Environmental, Social and
Governance) and have recently been driven not only
by governments, but also by the economy and the
capital markets.

EU-Taxonomy

The European Union has committed itself to the
above-mentioned goals and is committed to meet
them by 2050. To this end, capital flows are to be
channeled into sustainable economic activities in the
future - in this context, the EU created a uniform
European legal framework for the assessment of
economic activities in the summer of 2020 with the
taxonomy, which allows to quantify the respective
sustainable share of an economic activity. In this
context, particular attention is paid to whether the
economic activity makes a significant contribution to
one or more of the six defined environmental goals
and does not induce significant contributions that run
counter to the environmental goals (do no significant
harm; "DNSH"). Specifically, the environmental goals
are:

- Climate change mitigation

- Climate change adaption

- Sustainable use and protection of water and
marine resources

- Transition to a circular economy

- Pollution prevention and control

- Protection and restoration of biodiversity and
ecosystems?

The concrete quantification is carried out on the basis
of industry-specific, technical screening criteria,
which were or will be published in 2020 and 2021
and have to be applied from 2022 and 2023 onwards.
The technical screening criteria will be issued by the
EU as a Delegated Act - This has currently been

1 Cf. Regulation 2020/852 of the European Parliament and
of the Council of 18 June 2020.

2 Cf. European Commission (2020): In focus: Energy
efficiency in buildings
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finalized for the environmental goals "Climate change
mitigation" and "Climate change adaption".

Consideration in the real estate industry

Due to the fact that buildings in the EU are
responsible for about 40% of the energy consumption
as well as about 36% of the carbon dioxide
emissions?, it is to be expected that the real estate
industry will have to make a significant contribution to
the implementation of ESG and will thus face major
challenges. Several sub-sectors of the real estate
industry will be affected, first and foremost
construction and operation, but also financing,
investment and accounting. This illustrates the
complex context that arises for the real estate
industry in connection with ESG.

For the real estate industry, the following screening
criteria can be found in the Final Delegated Act:

- Construction of new buildings (primary energy
demand must be at least 10% below the
nationally defined Nearly Net Zero Energy
Building standard ("NZEB"))

- Modernization (measure falls within the scope of
the "Energy Performance of Buildings Directive"
or reduction of primary energy demand by at
least 30%)

- Installation, maintenance and repair
(comprehensive bundle of individual measures,
e.g. installation of e-charging stations)

- Acquisition and ownership (buildings constructed
from 2021 onwards: see criteria for construction
of new buildings; buildings constructed before
2021: Class A building energy certificate or
building belongs to the top 15% of the national or
regional building stock in terms of primary energy
demand)3

These measures can only be classified as
sustainable economic activity or taxonomy eligible if
they are compliant with the screening criteria above
and do not violate measures of the DNSH criteria.
Proposals and regular reports from companies are
already available in this regard. The challenge now is
to introduce and apply these descriptive factors in
practice in a more measurable and assessable way.

3 Cf. European Commission (2021): Annex | to the EU
Taxonomy Climate Delegated Act.
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II. PwC's internal capital market study and results
for the real estate industry

Overview of the PwC internal capital market study

Based on the hypothesis that companies that align
their business and actions more closely with ESG
perform better economically, PwC capital markets
experts conducted a broad, internal analysis of more
than 2,000 companies. This analysis examined
globally, for a wide range of industries, whether there
is a measurable relationship or correlation between a
company's market capitalization, growth expectation
and risk assessment by financial markets and its
ESG rating.

Across all sectors, it can be seen that companies
with a better ESG rating are generally valued higher,
more growth-oriented and less risky by the capital
market (up to +25%) than companies with a
comparatively poorer ESG rating which means
valuation discounts were found (up to -10%) -
compared to a company with an average ESG rating.

The following chart shows the valuation results for
companies in the analysis at an aggregated level,
across all industries:

Value range of market capitalization

Good ESG rating

Average ESG rating

Poor ESG rating up to -10% I-

Source: Capital market data, PwC analysis

Result of PwC's internal capital market study for the
real estate industry

For the real estate industry, the sample comprises a
non-representative number of companies, which are
also spread across different areas of the real estate
industry (including developers, residential
companies).

4 For the operating permit, office buildings must have at
least Class C energy certification as of 1 January 2023.
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Nevertheless, our analyses have shown that
companies with a good ESG rating - compared to a
company with an average ESG rating - are valued
with a premium. On the other hand, however,
companies with a poorer ESG rating are given
significant valuation discounts. Thus, the results for
the real estate industry are in line with the results on
a global level.

Interpretation of the results

Although the results for the real estate industry need
to be corroborated accordingly by further research
due to sample size and scope (different sectors of
the real estate industry), it is evident that ESG has a
fundamental impact on the performance or valuation
of companies across all sectors including the real
estate industry.

For the real estate industry, the results show that a
good ESG rating leads to material valuation
premiums. However, the results also show that a
poor ESG rating leads to material disadvantages, i.e.
companies that do not consider ESG in the real
estate industry or have a poor ESG rating expose
themselves to significant risks - both operational risks
and capital market risks.

Il. Consideration of ESG in the determination of
fair value

Income Approach as the primary method

In view of the broad analysis carried out with a global
focus, the use of an internationally oriented valuation
methodology is appropriate. Furthermore, neither in
the short nor in the medium term can sufficiently
evidence of market comparisons with regard to the
valuation of real estate under isolated consideration
of ESG be derived from current market events.

The income approach as the international equivalent
of the German income approach (ImmoWertV) is
based on the idea that the value of a property is
derived from its capitalized future achievable income
surpluses. The key parameters of the method are
therefore the rent that can be achieved at market
level, the non-recoverable operating costs, the
capitalization rate and required capital expenditures
("CapEx"). Despite the perpetual usability of the
property, which is usually assumed in the model, a
limited remaining useful life may have to be taken
into account due to regulatory requirements (e.g.,
Netherlands?).
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Market rent

The influence of ESG on the market rent can be
assessed as significant: in addition to the location
and building standard of a property, ESG will play a
considerable role in the decision of potential users in
the future and will thus have a direct effect on supply
and demand. As a result, it will be possible, as in the
past, to derive a transparent and market-driven
market rent that is largely determined by location,
amenities and building quality.

This results in particular from the EU taxonomy,
which - unlike building certificates at hand - provides
a uniform, legally secure framework. This means: if a
building is taxonomy-compliant, it is of interest to
more users than a building that is not taxonomy-
compliant (analogous to: users are more likely to rent
certified properties than non-certified properties).

Non-recoverable operating expenses

In the case of non-recoverable management costs, it
can be assumed that management costs as defined
in the valuation are not significantly influenced by
ESG.

With regard to maintenance costs, there are various
studies that suggest that buildings with modern
building technology and control systems induce
partially higher maintenance costs®. On the other
hand, more efficient systems will generate savings in
operation, which in turn will be partially reflected in
the rent level. For the sake of simplification, it can be
assumed that the overall effect on non-recoverable
operating costs is not material and can therefore be
regarded as negligible.

In the future, however, user behavior in increasingly
complex controlled buildings will certainly have an
influence on management costs.

Capitalization rate

The capitalization rate reflects the risk-return profile
of the underlying property. All aspects must be taken
into account (location, type of use, occupancy rate,
year of construction, tenant-mix, etc.) and the
potential investor group must be critically evaluated.

In this context in particular, the effect of the EU
taxonomy should not be underestimated, which will in
future create transparency for investors with regard
to sustainability. Thus, it will be possible for market
participants to choose between sustainable and non-

5 Cf. studies by M&G Real Estate (2018), p. 4; Szumilo /
Fuerst (2012), SSRN Electronic Journal.
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sustainable real estate according to the EU
taxonomy. As a result, the investor universe will be
directly influenced by ESG: ESG-compliant
properties are characterized by lower risks in
generating income streams (e.g. market rent,
occupancy rate) as well as higher prices in the event
of a sale. Therefore, the influence of ESG on the
capitalization rate must be assumed to be significant.

Useful life

As an additional criterion, the useful life of a property
must also be taken into account on a sustained basis
for cases in which the regulator restricts this. As an
example, reference is made here to the legal
situation in the Netherlands, which prohibits certain
properties from being used after 2023 (see footnote
4). However, this must be examined individually for
the property, depending on the location. For the case
of such properties, capitalization must then be limited
to the remaining period of use as part of the
valuation.
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IV. Method proposal PwC

The preceding section shows that ESG has a
particular effect on the parameters market rent and
capitalization rate in the context of the income
approach.

Based on our analyses, it is appropriate to consider
the influence of ESG in the capitalization rate. This
choice is also supported by the direct link between
the capitalization rate and the return expected by
investors and the capital market. Here, the
consideration of the specific real estate risk takes
place directly. In addition, existing financing
advantages (green bonds) for ESG-compliant
buildings can also be plausibly captured in this way.

Overall, PwC's proposal includes the consideration of
ESG at the property level as part of the determination
of the appropriate capitalization rate. Thus, when
determining the property-specific capitalization rate,
ESG is to be taken into account as an additional
criterion, which also includes possible restrictions of
ESG at the market rent level.

Following the results of our analyses, we can simplify
and assume three scenarios that link the capital
market's view of ESG with the property level:

A) Property with good ESG rating: capitalization rate
discount (i.e. value increase)

B) Property with average ESG rating: unchanged
capitalization rate

C) Property with poor ESG rating: capitalization rate
premium (i.e. value reduction)

Practical implementation in the valuation

The procedure described for taking ESG into account
when determining the appropriate capitalization rate
in the valuation requires, as just described, a
property-specific ESG rating in order to classify the
property in category A, B, or C.

For this purpose, it appears reasonable to refer to the
EU taxonomy and to supplement this with existing,
suitable certification systems. BREEAM® (new
construction) or BREEAM in Use (existing buildings).
Using the above-mentioned system, PwC has
developed a tool that can be used as part of the
valuation process. Based on a catalog of
approximately 50 questions, an indicative
assessment can be made regarding the taxonomy
compatibility as well as the expected BREEAM
certificate. Furthermore, the tool allows a

6 Building Research Establishment Environmental
Assessment Methodology
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classification into one of the mentioned categories A
(good ESG rating), B (average ESG rating) and C
(poor ESG rating).

After classification or rating, the capitalization rate is
adjusted accordingly based on the category. Due to
the described limitations of the analyses for the real
estate industry, the global results of the study are
applied for the time being, which are basically
supported by the results of the real estate industry.
The resulting effect of up to 10% value reduction (i.e.,
an increase in the capitalization rate) or up to 25%
value increase (i.e., a reduction in the capitalization
rate) is taken into account by means of
corresponding addition and deduction factors:

A) Capitalization rate x [factor of 0.75-1.00].
B) Capitalization rate unchanged
C) Capitalization rate x [Factor from 1.00-1.10]

The exact adjustment of the capitalization rate is the
responsibility of the appraiser, who takes into
account the precise rating assessment of the
property to be valued (e.g. a property classified in
category A may have a very good rating or be on the
borderline of an average rating).

Finally, the resulting capitalization rate is applied to
determine the fair value. Thus, in addition to the
established characteristics such as location, type of
use, year of construction, tenant mix, occupancy rate,
etc., the ESG rating or taxonomy compliance is also
taken into account.
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V. Conclusion and outlook

Valuation means comparison. Especially against the
background of the currently still insufficient data
availability, the quantitative transformation
performance and thus transparent consideration of
ESG criteria regularly represents the essential
challenge in the context of real estate valuation.

The outlined concept takes up the current regulatory
developments and requirements of the capital market
for the real estate industry with regard to the topic of
ESG. With the real estate-specific consideration of
ESG criteria in the context of real estate valuation,
the findings from the capital market-based analyses
can be transferred to real estate valuation by means
of a corresponding adjustment of the capitalization
rate.

In this context, it should be emphasized that, due to
the still limited availability of data, it is advisable to
successively develop the described approach further,
particularly in quantitative terms. Against this
background, the approach presented should also be
understood as a contribution to the debate in order to
advance the discussion on the consideration of ESG
in the valuation and at the same time offer possible
solutions through the integrated consideration of real
estate, real estate companies and capital markets.
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