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Introduction
Once dismissed as a virtuous endeavour or a passing fad
that compromised investment returns, environmental, social
and governance (ESG) factors have increasingly moved from
periphery of investment objectives towards its core. Today,
investors are progressively accepting that material ESG factors
not only impact the financial performance of investments but
also have societal and environmental outcomes.
Traditionally responsible investment and ESG have been biased
towards liquid assets such as equities and bonds; however, as
pension funds increasingly reallocate assets towards alternative
solutions, there is a growing realisation of appropriately
embedding ESG factors within alternative asset classes to
gain a more holistic view of risk. Real estate and illiquid assets
by definition have longer-term investment horizons and are
arguably more exposed to ESG risks.
From being an optional extra to being mainstream, ESG investing
has come a long way. It has now reached a tipping point where
institutional investors cannot afford to ignore it – either for the
risks that it may pose or, perhaps even more compellingly, the
opportunities it presents. The idea that investors do not have to
trade ROI for ESG is gaining traction, unlocking potential for all
real estate sectors for more holistic investing. A move towards
ESG investing in real estate is not just occurring at the European
level, but is a global phenomenon. A 2019 survey1 of global
real estate investors found that 93% of investors now include
ESG criteria in investment decisions, while 83% have seen an
increase in investor demand for sustainability disclosure.
In preparation for the continued presence of ESG, it is important
for lenders to effectively integrate ESG risk management into
all facets of investment, from borrower analysis, to underwriting
to improving portfolio management. The value proposition for
ESG investing is becoming increasingly obvious; there is a clear
relationship between successful ESG strategies, financial
performance and the increasing demand from investors and
borrowers to support the business case for ESG integration.
In this paper, we seek to demystify ESG investing especially in
context of real estate lending. We begin with review of the ESG
trends, from initial evolution to future directions. We discuss the
importance of ESG investing, its key drivers and significance
of each of its component. Next, we formulate the best practices
approach to integrating ESG processes into real estate lending
and showcase our ESG scorecard developed for Aeon’s
commercial real estate (CRE) lending programme.

ESG in Commercial Real Estate lending 2

What is ESG?
ESG comprises three pillars; environmental, social and
governance, all of which collectively contribute to effective
performance, with positive benefits for the wider markets,
society and world as a whole. But as more emphasis is
placed on ESG it is becoming increasingly apparent that
the trend does not only stem from environmental factors;
social and governance pillars are also proving to be
indispensable parts of real estate management.

Predominance of E in Real Estate ESG
Environment is the most dominant ESG dimension
for real estate, especially so given the physical
nature of assets. Buildings and construction
account for 36% of global energy use and 39%
of energy-related carbon dioxide emissions,
according to 2017 report from UN Environment and
International Energy Agency.

Countries the world over are sounding alarm on
the effects of climate change after recent surges in
wildfires, floods and other natural disasters, many
holding the real estate industry at least partially
responsible for the acceleration. 35% of REITs’
properties are exposed to climate hazards. Of
these, 17% of properties are exposed to inland
flood risk, 6% to sea level rise and coastal floods
and 12% to hurricanes or typhoons2.
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In particular, environmental issues have been given a
new impetus since the Paris climate change conference
in 2015 led to global agreements to limit global warming.
For real estate to meet these objectives, all new buildings
must operate at net zero carbon from 2030 and 100% of
buildings must operate at net zero by 20503. Initiatives are
underway across the globe to incentivise asset owners to
work towards this goal. Already properties in the UK cannot
be leased if the energy performance certificate does
not exceed an F rating. It is widely anticipated that this
standard will be tightened further in the future.
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Given the predominance of environmentrelated risk, major investors, fund managers
and property developers in the real estate
industry have become more focused on
reducing carbon emissions, using renewable
energy and incorporating sustainable
materials into the design and management
of their buildings. Real estate owners that
take such future-proofing seriously can
improve buildings’ resilience and efficiency
and in turn help improve the risk-adjusted
performance of investments.

Climate change risk continues to gain traction in
loan analysis, with more debt funds taking a closer
look at natural hazard exposures. The United
Kingdom’s MEES energy efficiency legislation
came into effect in 2018; lenders responded by
increasing their regulatory risk analysis with a
specific eye to asset energy ratings. As more EU
countries adopt advanced regulatory schemes
to deliver on the UNFCCC Paris Agreement
commitments and the European Commission’s
action plan on sustainable finance, we anticipate
increased pressure on real estate lenders to
measure and track additional risk-specific KPIs.
Successful ESG programmes enable real estate
portfolios to better identify and manage risks,
particularly those posed by climate change, and
improve performance resilience.
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Social in ESG Framework
As a responsible lender, Aeon looks beyond only the environmental aspects of ESG analysis.
That buildings have an impact on their occupiers and community may seem obvious but has not
previously been a major factor in loan underwriting. Hitherto social analysis had been largely absent
in lenders’ analysis; but there is a rapidly growing realisation that responsible investing also involves
having a meaningful and positive impact on society, on the health and well-being of tenants,
and helping create urban neighbourhoods that will thrive and remain relevant in the long term.
Modern and efficient buildings are expected to embrace more holistic, “human-centric” approach to
sustainability with focus on the well-being needs of the users, which are achieved through inclusive
design, disability access, public transport connections, and amenities, such as charging stations
for electric cars and parking facilities for bicycles, fitness rooms, etc. Engaging with the broader
community, philanthropic activities and activating outdoor space are having a more profound impact
and resulting in higher tenant satisfaction, and in turn less turnover.

Measuring this positive impact
can be difficult. Positive
impact is usually only captured
anecdotally, and often only
ex-ante. One clear benefit for
lenders and landlords alike is
the improvement of the tools
with which to measure social
outcomes. As better tools are
developed, more accurate
measurement is possible.
This then allows comparisons
between different projects.

Working with tools such as the Social Value Bank4,
lenders can better assess the social impact of their
investments. The Social Value Bank represents the
largest database of consistently recorded social
metrics, allowing better calculation of social value
in monetary terms. These resources have the
potential to elevate social analysis for real estate
lending to a level of sophistication that was not
previously possible. Incorporating more methodical
social value measurement is important if real estate
industry is serious about investing in a socially
responsible manner, though it is a departure from
current market standards and will take some time to
embed in lenders’ common due diligence practices.
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Governance in ESG Framework
Governance, a less tangible, less understandable, more nebulous
concept, has largely been left alone in the ESG narrative. Governance
code or best practices range from management structure, leadership,
effectiveness, accountability remuneration and shareholder
relationships to new benchmarks incorporating board level diversity
to workforce. Analysing the ‘G’ in ESG, can be beneficial for lenders,
both in considering the borrowers’ ‘G’ markers, but also those of their
tenants. We find that better management governance, reflected by
a diverse board making the decisions, appropriate independence
and board structure as well as good practices related to corporate
and social responsibility (CSR), leads to stronger profitability and
performance. This ultimately leads to a better ability to withstand
the structural changes such that happening in the retail sector. Some
of these metrics do not lend themselves easily to SPV borrowers in
bankruptcy remote non-recourse financing structures. In real estate
lending, governance is therefore not viewed in those terms so
familiar to investors in public markets. Instead governance is largely
interpreted to refer to the quality of documentation and the nature
of the sponsor. Long-form loan agreements, albeit more cumbersome
and costly to execute, have all but replaced short form agreements in
institutional financing of commercial real estate. Furthermore, support
for both green loans and sustainability linked loans has now been
bolstered through framework and guidance papers provided by the
Green Loan Principles (“GLP”) and the Sustainability Linked Loan
Principles (“SLLP”) aimed specifically at real estate finance5.

Effective governance makes it more likely that the environment
and social elements of ESG will also be taken care of. It also
reduces the risk that can arise from the divorce of ownership
and control in cases where the managers are not the owners.
Considering the governance of tenants can also enhance value
for investors; a stronger tenant covenant means lower risk
of tenant default. Good decision making, facilitated by good
governance, means a tenant which is more likely to continue
to perform and less likely to suffer failure or need to pressure
landlords to reduce rents.
Among ESG risks, we believe that poor governance is the most
acute, as this can lead to ineffective strategy and incompetent
management, as well as intensifying environmental and social
risks - all of which can corrode the value of a business and
the risk that the borrower fails to meet its financial obligations
no matter how attractive its assets currently are. High scoring
sponsors on governance matters are more likely to do well on
the environmental and social elements of ESG as well.
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Imperatives of Sustainability
and ESG Investing

Looking beyond investor demand, ESGcompliant real estate assets attract lucrative,
discerning tenants who are increasingly
seeking efficient, healthy and green certified
buildings. There is increasingly clear evidence
that buildings (re)designed with green features
will depreciate less quickly than others. In fact,
in markets where green buildings are common,
properties that lack sustainability features
often tend to have a “brown discount”, implying
a potentially lower rental rate or sale price than
the market average. With tenants demanding
more from buildings they occupy, properties
with environmental and wellness features
will tend to be more profitable. Furthermore,
sustainability and desirability (through tenant
attraction and retention) can mitigate the
impact of obsolescence, improving resilience
and enhancing the value of the asset.

Exhibit 1: Green building premia
Green buildings investment economics

A
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For all the buzz about sustainable real
estate, what is the evidence that sustainable
initiatives deliver positive outcomes?
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M&G Real Estate6 using their own European
certified buildings have demonstrated that even
though the assets incurred higher operating
costs (+31bps) due to implementing sustainable
technologies, this was more than compensated
by higher rental income (+53bps), resulting in
net higher cash flows for distribution (+19bps).
Empirically it has been observed that operating
cost savings and enhanced revenue make
sustainable buildings 8-10% more valuable
than other properties.
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One common misconception about
the financial impact of sustainability
pertains to cost savings, when in
reality the benefits are more farreaching. Aside from cost savings,
sustainability investments result in
even broader payback in the form of
higher rental income and occupancy,
improved valuation, easier and
lower-cost financing, lower operating
expenses, property tax rebates and
discounts on insurance premiums.

Leskinen, Vimpari & Junnila7 analysed over
70 peer-reviewed studies to review the
impact of green building certification on
commercial property cash flows and values.
Their study demonstrates that enhanced
sustainability can increase the income and
decrease the operating risks of investment
properties. Empirically it has been observed
from the sample of reviewed studies that
green building certification and enhanced
sustainability lead to conclusive benefits
(see the exhibit 2)8:

Exhibit 2: Effect of Green Certification & ESG Enhancement on the Commercial Properties
Cash Flow Parameter

Effect

Range

Mean

Median

Rental Income

Increased

0.0% - 23.0%

6.3%

4.6%

Occupancy

Increased

0.9% - 17.0%

6.0%

4.3%

Operating Costs

Inconclusive

-14.3% - 25.8%

-0.4%

-4.9%

Sales Price

Increased

0% - 43.0%

14.8%

14.1%

Source: Leskinen, Vimpari & Junnila, MDPI (2020)
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The above empirical observations are further
supported by another independent study9 which
shows that properties with BREEAM certification
in Greater London area command a rental and
price premium of 4.3% and 22.3% respectively.
Meanwhile, the loans available to BREEAMcertified10 buildings have the most significant
impact on the post-retrofit internal rate of return
on the overall building investment. After an
existing office building is retrofitted with measures
such as energy and water efficiency and
waste reduction, the IRR of an overall building
investment increases by 98 to 220 basis points
post-retrofit, according to Deloitte report.11

Exhibit 3: IRR improvement post-retrofit (in bps)
220
IRR improvement
range (postretrofit)

155
98
Median

Mean

550

Maximum

Base IRR
(pre-retrofit)

Source: Deloitte Center for Financial Services (2014)

Additionally, portfolios with a
comprehensive sustainability
strategy and data management
platform are positioned to be
ahead of the curve and readily
able to adapt to meet local
environmental regulatory
compliance standards and
avoid fines and penalties and
potential reputational risk.
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ESG Evolution in
Real Estate lending
Traditionally lending in real estate market was conducted with
relatively little to no regard for ESG risk management practices
and with investment being completely valued by its returns. As per
the 2020 Preqin survey12, real estate managers stood out as the most
skeptical about ESG’s impact on performance, with close to a 30%,
and by far the largest proportion of any asset class, perceiving ESG
as a major challenge to out performance and as a factor inhibiting
the investment options. Notwithstanding the sizeable degree of
agnosticism to ESG, real estate investment has inevitably been evolving
to a more responsible approach that seeks to mitigate risky ESG
practices in order to collect value. We are now poised at the threshold
of next phase where creating impact through sustainability and
active pursuit of ESG opportunities is expected to not only generate
competitive financial returns but also address societal challenges.
Broadly speaking, ESG investing practices in real estate market
currently can be graded in increasing order of sophistication to range
from the most basic strategy of exclusionary screening, through positive
screening, to ESG integration, then to impact investing and finally to
active ownership. These strategies reflect a wide range of objectives
that include avoiding or reducing ESG risks, generating higher
investment returns and seeking measurable impact, among others.

Screening – either excluding investments in assets that are associated with a poor ESG rating
or actively choosing investments that exhibit particular positive aspects – was until recently the
dominant approach but other strategies are now coming to the fore. Research suggests that
consideration of material ESG factors in the investment analysis process – known as ESG integration
– does not detract from performance, and in many cases can enhance returns. Assessing how
companies manage things like waste management, community engagement and business ethics
can support the investment and risk analysis process. When it comes to sustainable investing, ESG
integration is now more popular than negative screening among investment managers.
The lending industry is gradually shifting towards rewarding a ‘green premium’ when financing ESGled real estate projects. To date, with insufficient evidence to support ESG assets outperforming
the rest of the market, the lending industry has largely erred towards imposing stricter borrowing
terms on those projects which clearly display few ESG benefits, rather than rewarding those that
do with better lending terms. This ‘brown discount’ approach is now changing with many lenders
actively embedding the Loan Market Association’s (LMA) Green and Sustainability-linked Lending
Principles in their lending policies, and some taking this further to develop specific green products,
enabling them to directly offer better financing options to borrowers whose assets meet ESG
principles – a ‘green premium’.
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Active ESG and sustainability agenda is coming to forefront of
lender’s playbook. In 2018, ING Real Estate Finance provided the
first ever CRE loan13 specifically linked to GRESB performance
rating of borrower, French real estate investment trust Gecina.
Closer home, Derwent London became the first UK REIT in 2019
to secure a five-year £450 million green revolving credit facility
(RCF) which also met the LMA’s Green Lending Principles. In
January 2020, Great Portland Estates secured a £450 million
ESG-linked RCF for the decarbonisation of its existing estate
by reducing portfolio energy intensity by 40% over the next
decade and the embodied carbon of all new developments
and major refurbishments.

From the traditional passive mindset, lenders are
now at the stage of being able to make the shift to
rewarding exemplary projects with better terms,
rather than just penalising those that clearly don’t
follow sustainability principles. This sends a clear
message to those still dragging their heels on
ESG: the gulf between the financing available
to projects at either end of the ESG scale is set to
rapidly widen. Those that fail to take heed will at
some point face issues accessing finance, resulting
in limited options and punitive borrowing terms.

Today, ESG investing has matured to the point where it can greatly accelerate market transformation
for the better. The next transformative stage of evolution is impact investing – the nexus between
achieving competitive investment returns, and positive social and environmental outcomes; goals
that in the past were often seen to be in opposition. Impact investing can also drive alpha through
investing in property types and locations that are undervalued, using impact programming to
enhance performance through improved tenant satisfaction and catalysing additional investment
in a neighbourhood by thoughtfully addressing community needs. Impact investments in affordable
housing can create or preserve access to existing economic opportunity. In communities with
ample affordable housing but a lack of economic opportunity, impact investments in larger-scale
“transformative developments” aim to increase upward mobility. Although translating the UN
Sustainable Development Goals into specific real estate practices is challenging, the industry
is starting to adopt ways to connect investment decisions and management to sustainable
development goals (SDG) outcomes through frameworks.

While real estate equity players have been first off-the-blocks in ESG adoption, lenders are still trying to
get to grips with ESG practices; those that are early adopters are best placed to set the standards in
ESG lending. It is still early days for ESG lending in real estate finance and it remains a niche landscape.
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Key ESG Drivers and Challenges
Strong growth in ESG investment among pension funds is explained by a combination of three
drivers – generational change, regulatory environment and technology.
One major impetus is a fundamental shift in societal expectations around what investors
have a responsibility to focus on, particularly given the problems the world is facing, whether
environmental or social. The fiduciary duty has never been more important. Increasingly, a wide
variety of clients/stakeholders - insurance companies, pension plans, sovereign wealth funds,
non-profits, foundations, endowments, family offices, private clients and more - have a desire
to integrate more specialised ESG and impact values, objectives, or views into their investment
portfolios. Changing demographics, rising awareness and convergence in social norms driven
by ubiquitous social media have further created an “ethical squeeze” that investment sector
can ignore at its own peril. Environmental changes, in particular climate change, will with
scientific certainty put a growing premium on good stewardship and low carbon practices.

European regulatory environment is
now actively fostering transparency
and ESG considerations, thus
providing the necessary tailwind
for ESG adoption. Regulatory and
industry bodies across Europe
are mobilising to promote ESG
consideration among pension
funds, primarily by requiring
institutional investors to disclose
how they integrate ESG into the
investment process. For example,
the implementation in early 2019 of
the EU directive on Institutions for
Occupational Retirement Provision
(IORP II) calls for greater attention
to and disclosure of ESG factors in
the investments process for
pension schemes.

While the regulatory environment and
generational change are driving the demand
for ESG investment, it is technology that is
enabling this transformational shift. One of
the biggest challenges for ESG investment
is the ability for institutional investors and
asset managers to efficiently analyse
their investments against sustainability
factors. This is where emerging technologies
like big data and artificial intelligence
are becoming enablers to measure the
impact of non-financial factors within
investments and to perform complex
analysis on data sets to further improve
investment decisions. As sustainability has
become more important, scores of new
institutions have arisen to promote the
release of information about corporate
environmental, social responsibility and
governance (ESG) performance.
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The major barrier has been a lack of data
and the necessary tools to get a handle on
the fragmented and incomplete information
available. Despite huge advances in data
analytics and AI there is a considerable
lack of consistent, quality historical data
on ESG. In the private market, where
data has been a long-standing bug-bear,
this challenge is even further amplified.
Legacy property assets in managers’
portfolios, which do not have the necessary
sustainability requirements, pose big
challenges too. Despite all these initiatives,
there is not enough quality research and
proven quantitative evidence on the
correlation between property assets
with high sustainability ratings and their
performances. Additional ESG impact
studies and analyses need to be carried
out and dedicated specialist research
born so the industry can address growing
requirements from investors, such as how
to measure and include ‘softer’ social and
governance factors. The investment industry
is still at the early stages of developing the
evaluation frameworks and information
services to make informed ESG-based
investment decisions.

The lack of standardisation creates
further difficulties in measuring and
comparing non-financial performance,
and remains a major hurdle. As institutions
look to integrate ESG analysis into the
investment process and simultaneously
manage a host of new reporting
requirements, pressure on resources will
only increase. Furthermore, lack of ESG
expertise in many pockets of investment
community is holding back more
widespread ESG adoption.
Despite the earnestness, the investment
industry is still at the early stages of
developing the evaluation frameworks
and information services to make
informed ESG-based investment
decisions. Lately, promising strides have
been made to improve data transparency
and benchmarking capabilities. GRESB13
has been able to help move the needle
when it comes to creating ESG aware
investors. GRESB Real Estate Assessment
provides the basis for the systematic
reporting, objective scoring, and peer
benchmarking of ESG management and
performance for property companies and
funds around the world.

Notwithstanding the challenges, it is clear that the real estate investment industry is on the cusp of
a major wave of structural ESG investing. Increasing economic, demographic, technological and
environmental mega-trends will accelerate this. Social aspects such as health & wellbeing, as well
as the need to better manage corporate governance risk, are also playing a bigger role in ESG
considerations and will start to be introduced in global sustainability benchmarks. The real estate
industry will need to adapt as the discipline itself evolves and new investment opportunities are created.
Last but not the least, adopting a fully integrated real estate ESG strategy is the only a way to ‘futureproof’ buildings to make them more sustainable and resilient. Advocating best practice for health and
wellbeing of occupiers and staff, as well as promoting greater equality, diversity & inclusion in the real
estate industry will ultimately improve bottom lines as well as produce better outcomes for investors.
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Real Estate Lending –
Our Approach
By putting ESG factors at the heart of the investment
process, we at Aeon view commercial real estate loan
performance through the prism of returns to all the
stakeholders in the property – the tenants, the owner,
the lender and client, the end investor. Our responsible
investing ethos involves: (i) incorporating, at the
investment stage, ESG factors to help decide where
best to invest; and (ii) embedding ESG into analysis
and decision-making processes.

Our integrated approach ensures that we:
enhance clients’ risk-adjusted returns
by proactively identifying and addressing
material ESG risk factors when acquiring,
managing and disposing of assets;
identify and capture opportunities to
deliver positive outcomes and solutions
for society without detriment to our
clients’ investment performance;
agree specific long-term targets to set
direction and provide vision.

The best-practices ESG policy should be based on four principles:
awareness, integration, engagement and advocacy. Awareness
of environmental and health and safety factors has always been an
important part of due diligence. Such assessments have over the years
uncovered many lingering risks, from improper or blocked fire escapes to
the presence of asbestos and other harmful materials. Most lenders in the
market include these assessments in their investment decision, though
many will treat this merely as an exclusion mechanism. Proactive lenders
push ahead of the pack by having ongoing engagement with borrowers
through the life of the loans they originate. Harmful materials require a
management or removal programme, social housing requires monitoring
the delivery, flood risk requires a mitigation strategy from the borrower.
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While most ESG-oriented lenders
are satisfied with minimising the
environmental footprint, we strongly
advocate a human-centric approach
with commitment to making a positive
impact on the wider community, beyond
the walls of a building. To achieve that,
it’s important to have a 360-degree
view of the impact of the investments
and how they score against ESG
criteria. This involves reviewing risks
relating to climate change, measuring
impact on the carbon reduction
objectives and scrutinising broader
social factors such as health and safety,
reputational and ethical issues.

As the sole lender to the borrowers,
Aeon and its origination partners have
considerable influence in how the
properties are managed. The value of
real estate is generated by its ability
to offer space that meets occupier
demand. For this, it needs to adapt to
changing requirements by way of active
asset management. Refurbishments,
regeneration and new construction all
have serious social impacts. We find that
new construction is often very energy
efficient but only represents about 2%
of the building stock; therefore, the
main opportunity for improvements is
on older building stock.

Taking a building as it was constructed
many years ago, under different
environmental standards or no
environmental standards at all, means
it is a significant investment to
improve the resilience of a building;
as a result, there is demand from real
estate owners for debt to fund these
improvement works.
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Lenders can work with borrowers to add value to the property
by implementing ESG improvements such as:
Environmental: increased energy efficiency at
properties through the use of clean technology,
building optimisation techniques, energy-efficient
retro-fits and sustainable materials, which
ultimately reduce costs and carbon footprint.
Besides focus on addressing operational carbon,
lenders and borrowers need to gear towards
tackling embodied carbon15 emissions as part of a
whole lifecycle approach to carbon reduction.
Social: heightened focus on social considerations
that ultimately improve a property’s brand and
amenities, such as responsible vendor contracting,
local community engagement, and the addition of
quality of life-oriented amenities
Governance: increased transparency into the
amount and type of ESG projects within the
portfolio and tailored energy cost and usage
tracking techniques

None of these projects should be targeted only for
the minimum efficiency standards required by law.
Lenders need to agree an asset improvement
plan with borrowers, including KPIs and minimum
standard such as EPC ratings etc. The asset
improvement can be monitored through independent
surveyor reports shared with the sponsor, either on
a monthly or quarterly basis. Tracking ESG KPIs and
portfolio impacts provides a clear edge over typical
‘lend-and-forget’ risk management techniques.

Pursuant to integrating and tracking ESG metrics
within the evaluation and risk management
processes, Aeon has devised ESG scorecard for its
£650 million CRE lending programme16 to evaluate,
monitor and update borrower and asset specific
ESG criteria for its loans. At the outset, we exclude
loans with exposure to negative ESG sectors17, then
we apply our proprietary scorecard as a positive
screening tool in the portfolio construction process.
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ESG Scorecard
Our implementation of ESG measures begins at the sourcing stage and we aim to continue
throughout the lifecycle of an investment until disposition. In order to align both value creation and
ESG considerations, at Aeon we conduct an initial review for investment opportunities evaluating
not only the investment’s fundamental merits, but also its ESG suitability.

ESG scorecards serves as full-lifecycle tool for each loan including:
initial loan due diligence, where each deal
is evaluated and scored on various E, S & G
metrics. At this stage, ESG scorecard informs the
investment committee of deal’s ESG fitness [“Do”];
setting specific sustainability-related objectives,
developing comprehensive plan and guiding ESG
engagement through the lifecycle [“Plan”];
enacting and enforcing asset-level performance
covenants, especially for underperforming
assets or assets that are going through the major
renovation [‘Act’];
tracking progress against measurable ESG KPIs
and measuring impact of each initiative [“Check”]

The scorecard, thus, provides a useful pathway through ‘PlanDo-Check-Act’ stages of deal lifecycle and demonstrates
complete ESG integration into lender’s business processes.
Ideally the scorecard should utilise a mix of quantitative and
qualitative metrics, using third-party appraisal reports, where
available, and further complemented by detailed sustainability
information questionnaire. Asset attributes that anchor the ESG
scorecard include: energy/water consumption and ratings (EPC),
flood assessment reports, green building certifications (BREEAM
etc.), onsite renewable energy, proximity to multi-modal transit,
adherence to industry standards, wider community benefits,
social impact, living wage commitment, asset improvement plan,
governance standards. All attributes are scored on the sliding
scale of 1-5, with 1 denoting the highest standard.
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We believe that ultimately asset quality,
market position and operating efficiency
play a significant part in protecting collateral
value, minimising loan default risk and
maintaining portfolio yields. In particular,
property condition assessments and
valuation assignments that specifically
incorporate sustainability attributes during
due diligence process help uncover hidden
risks while providing greater decision context
for to support risk analysis, loan decisions
and downstream loan portfolio monitoring.

To that end, valuation professionals should be instructed
to: (i) more clearly apply sustainability checklists to the
subject property and comparables, then make appropriate
adjustments to inform loan value; (ii) include sustainabilityrelated metrics in the final valuation report. Top reported
metrics include building certifications, operating efficiency
data, onsite renewable energy (existing and potential),
asset resilience, indoor health and well-being attributes;
and community relations / connection to surrounding
neighbourhood. The growing number buildings with the
EU’s EPC energy ratings and/or green building ratings
(BREEAM, Green Star, LEED, HQE, DNGB etc) brings greater
transparency and context to asset attributes.

There is an emerging trend towards sophisticated lenders
deepening their ESG due diligence integration to assert more
control to achieve collateral-based outcomes. During due
diligence, borrowers are required to produce asset sustainability
plans, energy audits and retrofit feasibility budgets as appendices
to loan documents. At loan origination, the overall business plan
agreed is included in the loan documentation. It includes all
mitigation activities identified and detailed in the asset business
plan, asset refurbishment plans and/or planned and preventative
maintenance programmes. This approach can enable the lenders to
translate broad ESG objectives into identifiable targets containing
clear metrics and quantifiable outcomes. A borrower’s ability
and willingness to match objectives to actions, maintain ESG
commitments and disclose performance metrics, often including
relevant certifications, attest to their ESG track record.
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Conclusion
From initial reluctance to embrace
the ESG concept, arguing that their
fiduciary duty was limited to the
maximisation of shareholder values,
institutional investors have now
come a long way with seismic shift
in mindset. Despite the distractions
caused by the impact of the ongoing
Covid-19 pandemic, the imperatives
for effectively integrating ESG
risk management into all facets of
real estate lending, from borrower
analysis, to underwriting to improving
portfolio management cannot
be overstated. Such has been the
inexorable sense of momentum and
inevitability towards ESG, that it is
futile for investment community to
be resisting this fundamental change;
either you are part of the roller or you
are part of the road!
In the past five years, sustainable or
responsible investing has undergone
a significant evolution, bringing some
growing pains along with it. But as ESG
principles become more of a musthave than a nice-to-have, an ESG
story is more important than ever.
We expect explicit and systematic
inclusion of ESG in investment analysis
and decisions to become standard;
measuring impact to become equally
routine. We see this as an exciting
opportunity for real estate as an asset
class - that can have tangible effects
on economic prosperity, health and
wellbeing of stakeholders. Real estate
fund managers and investors can,
therefore, take advantage of this, by
propagating best practices, unlocking
investment opportunities and being
able to differentiate by adding value.
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About Aeon Investments
Aeon Investments is a London based credit-focused investment company. It originates, structures, and
invests in long-term, income-focused investments on behalf of its stakeholders, families, foundations,
institutions, and sovereigns.
Aeon employs a relative value fixed-income strategy and specialises in structured credit in segments
that offer competitive returns on a risk-adjusted basis with lower levels of correlation to risk assets,
specifically in the real estate, infrastructure, transportation, and private debt sectors.

Contact us
Aeon Investments
58 Davies Street
Mayfair, London
W1K 5JF
+44 (0) 207 046 7860
www.aeoninvestments.com
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