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Real Estate Opportunities
In the Energy Transition

Much has been said about the need for countries and companies to build a low-carbon global economy.’
Multiple estimates of the amount of capital that will be needed to fund the energy transition over the next
several decades are stunning, putting the number at or above $100 trillion.? Cognizant of the enormous task —
and opportunity — before them, the private and public sectors have already begun the work of building a
greener economy. Much of this work has been focused on investments in renewable energy, electric vehicle
production and battery technology.

Until relatively recently, real estate has been somewhat on the periphery of the energy transition. However,
a new report out from McKinsey & Company? highlights the critical role that the real estate industry must play
in any true effort to mitigate global climate change. Decarbonizing the real estate industry will likely require
trillions of dollars of capital. While this need for capital will challenge the real estate markets, it also presents
significant opportunities for investors and business builders to facilitate the real estate energy transition in a
profitable way.

The Impact of Real Estate on Climate Change — and the Effort to Fight It

According to the International Energy Agency, the buildings and construction sector accounted for 36% of
final energy use and 39% of energy and process-related carbon dioxide emissions in 2018. 11% of these
emissions resulted from manufacturing building materials and products such as steel, cement and glass.* In
addition, the global building construction market continues to grow at a rapid pace,® intensifying the need for
innovative solutions to meet net zero targets in both new buildings and through renovation of existing buildings.

More specifically, the World Green Building Council has said that, in order to meet the goals laid out in the
Paris accord on climate change — limiting the rise in global temperatures to less than 2 degrees Celsius — the
building sector must operate at “net zero carbon” by 2050.° To meet this goal, all new buildings and 20% of the
existing building stock would need to be zero-carbon-ready as soon as 2030.” Despite a recent drop in direct
and indirect carbon emissions from building operations in 2020 — which was primarily a result of the COVID-
19 pandemic and the decarbonization of power generation — buildings remain “off track” to achieve carbon
neutrality by 2050.2

In addition to the impact that real estate has on global emissions, real estate is also uniquely positioned to
be a big part of the solution. As the McKinsey Report notes, significant reductions in real estate-related
emissions can be achieved with cost-effective technologies that already exist. For example, the U.S.
government projects that widespread use of LED lighting systems could lead to total savings in excess of $30
billion by 2027, while simultaneously reducing our nation’s electricity use.®
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Of course, real estate doesn’t just contribute to global emissions — it is also significantly impacted by them.
Perhaps most obviously, this includes physical risks related to damage to buildings from changing weather
patterns and extreme weather events caused by climate change. Physical risk includes not just direct costs to
repair things like water or wind damage from floods, hurricanes, tornadoes and the like, but also business
disruption due to shutdowns of buildings, and increasing insurance costs. In the most extreme case, physical
risk could include a total loss of property — the National Oceanic and Atmospheric Administration’s Office for
Coastal Management projects that up to $106 billion worth of coastal property will likely be below sea level by
2050, if we continue on the current path,® and research led by the University of Bristol forecasts an increase in
average annual flood losses in the United States of more than 26% from $32 billion currently to $40.6 billion by
2050."

Real estate is also impacted by transition risks — that is, risks that arise from efforts to transition to a low-
carbon economy. Transition risks include risks related to government regulation, changes in consumer
behavior and the economy more broadly, and other human responses to climate change.'? The magnitude of
transition risks in real estate assets depends in large part on the carbon intensity of the assets and the
associated costs of meeting carbon-reduction targets, complying with new government regulations related to
climate change, and meeting consumer expectations.'® That said, transition risk doesn’t just apply to a carbon-
intensive building itself — real estate that depends on a surrounding carbon-intensive ecosystem is also
subject to transition risk. As the McKinsey Report notes:

“[A] building supplied by a carbon-intensive energy grid or a carbon-intensive transportation
system is exposed to the transition risks of those systems as well. All these changes add up to
substantial valuation impacts for even diversified portfolios—an increasingly pressing concern
for real-estate companies.”

In many cities, buildings account for the majority of greenhouse gas emissions.™ As a result, it's not a
surprise that regulatory requirements to decarbonize buildings have largely been focused at the local level. In
April 2019, New York City passed Local Law 97, which will require most buildings over 25,000 square feet to
meet new energy efficiency and greenhouse gas emissions limits by 2024, with stricter limits coming into effect
in 2030."® A few months prior to that, Washington, DC passed the Clean Energy DC Act, which, among other
things, establishes a minimum energy performance standard for commercial and multifamily buildings.
Buildings that fail to meet this standard will be required to improve their energy performance by 20% over a 5-
year compliance period or take other prescriptive actions.®

Of course, laws like Local Law 97 and the Clean Energy DC Act — however well-intentioned — come with
significant costs. As the McKinsey Report points out, in June 2019, the Urban Green Council found that
retrofitting all of the buildings covered by Local Law 97 would create a $16.6 billion to $24.3 billion energy
retrofit market opportunity through 2030."” While there may be government-sponsored financial assistance
available to owners of real estate to help them bring their assets into compliance with laws such as Local Law
97 and the Clean Energy DC Act, private owners and operators of real estate will likely pick up most of the tab.
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The Biden administration has also turned its attention to the climate impacts of buildings. In a December
Executive Order, the president directed the federal government to reach net-zero emissions in the federal
buildings portfolio by 2045, and achieve a 50% reduction in federal building emissions by 2032." To implement
this directive, the Council on Environmental Quality and the White House Office of Domestic Climate Policy
have established the Buy Clean Task Force, which will “promote use of construction materials with lower
embodied emissions and pollutants across their life cycle.”'® In effect, this requires the federal government to
develop or adopt standards that look at the lifecycle emissions from the production and use of building
materials and create a process to select those building materials that have lower emissions on these
measures. As an initial implementation step, the GSA announced two requests for information aimed at
procurement of lower embodied emissions concrete and asphalt, which seek information on a variety of topics
including existing environmental product declarations and information on testing the strength and durability of
the materials.?°

In light of the impact that real estate has on global emissions, the physical and transition risks posed to real
estate by climate change, and increasing government regulation related to building emissions and energy use,
decarbonization of real estate assets and portfolios has become a top priority for many of the world’s leading
real estate investors. Generally speaking, global efforts to decarbonize real estate must be focused on
reducing two main sources of carbon: embodied carbon and operational carbon.

o Embodied carbon refers to the carbon emitted to construct and maintain a building. The real estate
sector is a major consumer of cement and steel, which combined are responsible for 10.2% of global
greenhouse gas emissions.?! Other building materials — such as aluminum, glass and plastic — also
contribute to a building’s embodied carbon footprint. Decarbonizing the way that these materials are
sourced, manufactured and delivered to building sites must be a critical component of any serious effort
to meet net zero targets in both the construction of new buildings and the maintenance of existing
buildings. In addition, the construction process itself is a significant part of a building’s overall embodied
carbon footprint. Modular building technologies have shown promise in terms of reducing carbon
emissions related to the construction process, but significant further investment will be necessary to
refine and scale these emerging businesses.

e Operational carbon refers to the carbon emitted in connection with the operation of a building —
typically from energy used for heating and cooling (including water heating), lighting, appliances and
other uses of electricity. Operational carbon can be reduced through improvements in energy efficiency
and usage. Common strategies that can be deployed to reduce operational carbon include use of
renewable energy, installation of LED lighting, insulation to improve building thermodynamics, window
glazing and shading and reflective surfacing.??

Additionally, an important part of achieving any goal is tracking and monitoring performance. Real estate
operators and investors will need to determine the metrics that they will use to track progress against
decarbonization targets and formulate processes to assess performance. Boards of directors and management
teams in the real estate industry will need to establish the appropriate governance and oversight controls and
maintain accountability for meeting decarbonization targets. In addition, real estate companies will need to
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formulate a disclosure strategy in line with recognized reporting frameworks and standards such as those
promulgated by organizations like the Sustainability Accounting Standards Board and, in the near future,
government regulators such as the Securities and Exchange Commission to enable effective communication
that promotes transparency, accountability and compliance and facilitates capital investment.?®

Reducing embodied and operational carbon, tracking and monitoring these efforts, and navigating evolving
sustainability disclosure standards will require significant amounts of investment from public and private
players and capable assistance from experienced capital markets, legal, finance and tax advisors. However,
early movers in this space have already demonstrated the economic benefits that can be realized.

According to Calvert Research and Management, buildings with green certifications (such as LEED,
EnergyStar and Fitwel) are often in higher demand and enjoy a rent premium. This is often driven by tenants
who are concerned about their businesses’ impact on the environment, as well as the money that they can
save on lower utility bills. As an example, Host Hotels & Resorts, the largest publicly traded lodging REIT,
invested $140 million in over 675 sustainability projects from 2016 to 2020 and expects annual utility savings
from these investments of approximately $21 million.?* Another analysis suggests that green certifications in
real estate yield a sales premium of 7.6% and a rent premium of 6.0%, and a survey conducted by JLL found
that 63% of leading investors “strongly agree” that green strategies can drive higher occupancy, higher rents,
higher tenant retention and overall higher value.?®

Greener buildings are also often better positioned to receive more favorable financing terms, since they are
more attractive to lenders seeking to fund environmentally friendly projects or provide capital to companies
pursuing sustainability goals. Proceeds of green bonds and green loans have been incurred by REITs such as
Realty Income,? Healthpeak Properties,?’and Boston Properties, one of the largest publicly traded office
REITs, which has raised more than $3.5 billion since 2018 through the issuance of green bonds, to finance or
refinance eligible green building or other real estate projects.?® The Climate Bond Initiative reported that 30% of
the proceeds of green debt were allocated to green building projects in 2021.2°

In addition to green debt, REITs are turning to sustainability-linked debt instruments which are debt
instruments tied to a company’s sustainability, rather than a project’s sustainability. In sustainability-linked debt
instruments, a company is typically rewarded and/or penalized for meeting, or failing to meet, specified
sustainability performance targets. Hudson Pacific Properties, L.P.’s revolving credit facility, for example,
includes a one basis point reduction in interest rate margin for each of its two sustainability performance
targets: 1) percentage of in-service office portfolio square feet that has obtained “Fitwel” certification and 2)
percentage of in-service portfolio square feet that has obtained LEED certification.*°

Not surprisingly, cost savings and attractive financing terms translate to better returns for investors.
Barron’s ten “most sustainable REITs” had an average dividend yield of 2.6% as of the end of 2021, higher
than the average 1.7% for all REITs in the S&P 500 index. The sustainable REITs returned an average of
36.7% in 2021, while the S&P 500 gained 28.8%.%'
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And a consequence of better returns for investors is, naturally, more investment. According to Bloomberg
Intelligence, global ESG assets may surpass $41 trillion by 2022 and $50 trillion by 2025, one-third of the
projected total assets under management globally.? Historically, Europe has dominated ESG investing and, in
2021, the issuance of bonds and loans focused on ESG matters in Europe nearly doubled to 749.8 billion
euros ($850.7 billion) in 2021 from 396.4 billion euros in 2020.% However, growth in ESG investing in the U.S.
has been the primary catalyst for recent growth in ESG assets worldwide, with the U.S. seeing more than 40%
growth in ESG assets in the past two years. ESG assets in the U.S. are expected to exceed $20 trillion in
2022, even if its pace of growth halves this year.?*

As outlined above, the real estate sector is slowly garnering more attention from sustainability-minded
investors. But there is a long way to go. Early evidence indicates that significant capital investment in real
estate can serve the dual purposes of achieving profitability for real estate investors while also moving the
world toward a lower-carbon economy. Real estate investors and operators, government actors and society at
large are likely to continue driving this process forward, and continued investment and technological
innovations are almost assuredly key components to achieving the ultimate goal.

As ESG pressures on the real estate industry increase and the push for more quantitative disclosures
continues, it will be important for real estate industry participants to determine ways to reliably measure and
disclose their greenhouse gas emissions and create sustainable procurement practices. In fact, the Securities
and Exchange Commission released a proposed rule on March 21, 2022, that would require U.S. and foreign
private issuers to provide certain climate-related information in their registration statements and annual reports.
Read Vinson & Elkins’ key takeaways here. In light of the ever-increasing regulatory attention to ESG-related
disclosures and product claims, it will be important for the industry to continue to develop verifiable metrics for
performance and create robust internal compliance systems to track their progress.
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(January 24, 2022). Available at: https://www.bloomberg.com/company/press/esg-may-surpass-41-trillion-assets-in-2022-
but-not-without-challenges-finds-bloomberg-intelligence/.

33 Samuel Indyk, Europe’s Sustainable Bond and Loan Issuance Grows 89% in 2021 — AFME (February 23, 2022).
Available at: https://www.reuters.com/article/esg-issuance-afme-idUSL8N2UY595.

34 Bloomberg, supra note 32.
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