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"There are three things to watch for when putting up
a building: it has to be situated in the right spot, rest
on solid foundations and be built to a high
specification.”

Johann Wolfgang von Goethe:

Die Wahlverwandtschaften ("Elective Affinities", 1809),
Chapter 9, from a bricklayer's speech while laying a
foundation stone



Foreword

The best investment of our generation?

Dear Reader

Thank you for your interest in our latest report on
sustainable property.

Buildings have always held a special fascination for
people over the centuries. To feel more settled, we have
traditionally sought a permanent place of residence — a
house or a home that we can identify with. Many of the
comments made a long time ago about houses are
timeless, and just as relevant today. The quotation from
Goethe is a classic example. What would the bricklayer
in Goethe’s novel say today? That's a matter of
speculation. But one thing is clear: to the modern reader,
"built to a high specification" would mean a home with
the lowest possible energy consumption and conforming
to other quality criteria generally associated with sustain-
ability. In fact the concept of sustainability already
existed in Goethe’s day. It was first used in the early 18"
century by Hans Carl von Carlowitz, the chief mining
officer in the mining town of Freiberg, to comment on the
shortage of wood that was needed to shore up the silver
mines and fuel the furnaces used for smelting. Von
Carlowitz was keen to ensure a permanent supply of
timber through the sustainable management of local
forests (by avoiding excessive tree-felling) and to use the
wood more efficiently. His ideas seem incredibly modern.
For example, he suggested improving the heat insulation
in buildings and installing energy-saving smelting fur-
naces and cooking ranges in kitchens.

Bricks and mortar are essential for living, working and
recreation. We spend a huge amount of our lives in or
around buildings. Buildings are long-lasting and capital-
intensive. Anyone considering the construction of their
own house has to think about its practical use, its
subsequent development and many other aspects with
long-lasting impacts. The construction and subsequent
running of buildings account for 40% of the world’s
consumption of primary energy. This poses an enormous
and growing challenge to our cities, our planet and above
all to every individual homeowner. But viewed in a
positive light, it also offers enormous potential for
improvement not just in the area of cutting running costs,
but also reducing harmful emissions. What's more,
buildings take up space. In the last hundred years the
amount of land available per person worldwide (irres-
pective of its actual use) has shrunk from eight to two
hectares. Buildings are also extremely valuable assets.
In Switzerland, the market value of properties is esti-
mated in the region of CHF 2,500 billion. By way of com-
parison: the Swiss stock market has a capitalisation of
around CHF 840 billion (August 2009), and Switzerland’s
gross domestic product is approximately CHF 500 billion
(2008).

All this means that sustainable property is something that
every investor should be interested in. We hope you find

our report informative and stimulating.

Kind regards

Burkhard P. Varnholt
Chief Investment Officer and
Executive Committee Member
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Real estate as an investment

Real estate as an investment

Real estate is a separate asset class and follows its own rules. The location and the type of use are critical
aspects. There are several possibilities for investing directly or indirectly in property. They differ mainly in
terms of their risk/return profile. Sustainability is becoming increasingly important for property investors.

Characteristics of real estate

A number of specific rules apply to real estate. Building
plots and the buildings themselves are tied to a particular
location, and every location is unique. The neighbour-
hood plays an important role. Properties are physical
assets that require constant attention and maintenance.
Property transactions are far more complex, compared
to, say, trading in securities. Despite globalisation, the
real estate business is ultimately still a local business
dictated mainly by national and sometimes local regu-
lations, the economic climate, tax incentives, demogra-
phic trends and even fashion. By contrast, the financing
of real estate tends to be a global affair.

Location and type of use are critical

The real estate market is subdivided into residential,
office, commercial and retail properties.1 The rents
charged for commercial premises are much more closely
correlated with the business cycle than is the case with
residential properties. Housing is influenced more by
demographic and socio-economic trends. The most
important factors for valuing a property are its location
and its integration into the immediate vicinity. Other signi-
ficant criteria include the reputation of the neighbour-
hood, its distance from the centre of town, the available
infrastructure and the taxes payable. Different factors
come into play for commercial and residential properties.
Houses should be in a quiet neighbourhood but fairly
close to the town centre, while the most important thing
for retail premises is to be situated in a busy location.
With commercial premises in particular, the value of the

! Undeveloped land, agricultural and forestry use, and areas

earmarked for transport use are not examined in this report.

6 | Sustainable real estate

property is chiefly influenced by the tenants’
creditworthiness and the length of the tenancy agree-
ment.

Real estate: valuable assets

Real estate is an extremely valuable class of assets. For
example, the market value of buildings and land in
Switzerland is estimated in the region of CHF 2,500
billion. By way of comparison: the Swiss stock market
has a capitalisation of around CHF 840 billion (August
2009), and Switzerland's gross domestic product is
approximately CHF 500 billion (2008).

A separate asset class

Property is a separate asset class that is attracting more

interest from investors who are becoming increasingly

mindful of intrinsic value. There are several ways of

investing directly or indirectly in real estate:

e  Owning property (buy to rent)

e Selecting funds that invest in property

e Buying shares of real estate companies

e Selecting funds that hold shares in real estate
companies.

Owner-occupied property also plays a major role. In

Switzerland 36% of the population own their homes,

compared with 55% in France and 86% in Spain.

Managing property portfolios requires special skills and

know-how. As a rule it therefore makes more sense for

financial investors to make indirect investments in real

estate.



Risk/return profile of indirect property investment
The risk-return characteristics of shares in real estate
companies are comparable with most other equities.
Over the last 15 years, for example, Swiss property
company shares have produced an average annual
return of 7% with a 15% risk, which is very similar to the
average for all Swiss equities. By contrast, the risk
associated with real estate funds investing directly in
property was significantly less than for equities, although
the return was much lower as well. In a long-term com-
parison, real estate funds are positioned somewhere bet-
ween equities and bonds in terms of their risk-return
profile. The expected return is significantly higher than
bonds, but also much lower than shares. Although real
estate funds are less risky than equities, they are much
more volatile than bonds.

Difference between real estate funds and property companies
Real estate funds invest in property. Here debt financing is permitted
to a certain extent. These vehicles are governed by the normal regu-
lations for investment funds and must have the value of the buildings
they own assessed by independent experts. Shares in these
investment funds can usually be redeemed at their net asset value.
Fund shares can also be traded on the stock exchange.

Listed real estate companies may not only own and develop property,
but can also engage in associated activities such as construction,
property management or brokerage services. Some companies are
also active in totally unrelated fields of business.

Real Estate Investments Trusts (REITs) are companies which earn
the bulk of their revenues from owning buildings and which are
governed by special regulations concerning the taxation of their
income.

Compared with real estate funds, listed property companies usually
have higher levels of debt financing and are focused more on

commercial properties.

Correlation between direct property investments and
other asset classes

The advantage of direct property investments is their low
correlation with other asset classes. This means that real
estate is only partly affected by stock market fluctuations.
If the stock market falls sharply, as it did in 2008, the
value of property — and of real estate funds investing

Real estate as an investment

directly in property — tends to experience a much more
modest drop in value. On the other hand, these invest-
ments do not benefit as much from a stock market rally.
Real estate therefore has a useful stabilising function in a
portfolio. By diversifying the risks across several asset
classes, the overall risk exposure for the portfolio can be
reduced while keeping the same target returns.

Property investment and sustainability

Factors such as location and attractiveness for users are
not only crucial for a potential increase in the value of the
property, but are also intrinsically linked to sustainability.
Buildings are moving more into the public and political
spotlight as a result of the anticipated energy price trend
and the debate on climate change. Regulations on the
energy consumption of new buildings are being signi-
ficantly tightened. In the UK, for example, only "zero
carbon buildings" will be allowed to be constructed as of
2016, and a similar EU ruling ("zero carbon homes") will
be introduced in 2019. New model regulations are
currently being implemented in individual Swiss cantons,
often accompanied by subsidy programmes. Sustainable
building methods are therefore becoming increasingly
important and influence the value of a property. It is
therefore a good idea for investors to pay attention to
sustainability aspects in their investment decisions, both
for direct and indirect investments. Real estate com-
panies and funds which already have a good sustain-
ability strategy in place are better prepared for the
tougher regulations due to be introduced, and as a result
should see their portfolios outperform over the long run.
At the moment, only a small proportion of real estate
funds are explicitly geared to sustainability criteria.
However, it looks as if this is going to change very
quickly.

The specific characteristics of the Swiss property market are
described in the Sarasin report "Sustained demand for Swiss
property” published in July 2009. This report also presents the most

important Swiss property companies.
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Buildings and sustainability

Buildings and sustainability

Buildings are long lasting and an essential part of our lives. They shape the urban and rural landscape, they
are part of our cultural identity and they also have a significant impact on the quality of life and well-being of
their users. The buildings we live in account for a third of the world’s consumption of primary energy, as well
as roughly a quarter of man-made greenhouse gas emissions. The conclusion is obvious: unless provisions
are made for buildings, sustainable development is unthinkable. Many aspects of the sustainability of

buildings are determined by local factors.

Inextricable link between buildings and sustainability
Bricks and mortar are essential for living, working and
recreation. We spend a huge amount of our lives in or
around buildings. Buildings are long lasting and capital
intensive. Anyone considering building a house has to
think about its practical use, its ongoing development
and many other aspects with impacts that stretch well
into the future. The decisions we make therefore have
long-term consequences.

According to the UN’s Brundtland Commission in 1987, sustainable
development is defined as: "Development that meets the needs of the
present without compromising the ability of future generations to meet

their own needs”.

Because of their impact on people, society and the en-
vironment, buildings should be compatible with this
important principle of sustainability.

Energy is a key criterion

Buildings are the biggest end consumers of energy. The
use of buildings accounts for 36% of the world's end con-
sumption of energy (or 40% of primary energy). This
energy consumption is responsible for around 24% of
man-made greenhouse gas emissions. About two thirds
are indirect emissions from electricity consumption and
district heating. Given the limited availability of fossil
fuels and the climate change threat, cutting the amount
of energy consumed by buildings and using more renew-
able energy sources is a top priority.

8 | Sustainable real estate

Fig. 1:  Amount of energy used to run homes

Lighting 5% Cooking 4%

Hot water 17% Heating 54%

Household ap-
pliances 20%

Source: IEA

A national climate protection concept must take buildings
into consideration. In many countries this is now being
put into effect as building regulations are updated. The
European Parliament, for example, has recently
tightened up the "Energy Performance of Buildings
Directive". The updated directive is designed to cut the
energy consumption of the entire EU by 5-6% until 2020
and to reduce CO2 emissions by up to 5%. In Germany,
for example, that target is being pursued via the new
Energy Saving Ordinance, which is designed to cut the
energy requirement of new buildings by 30% on average
(compared to the current level) to bring it down to a
"minimum energy standard". In Switzerland, the new
"Model regulations of the cantons in the energy domain”
are gradually being phased in. The future benchmark for
new buildings in Switzerland will therefore be only slightly
higher than the requirements set by the current
"Minergie" standard (Fig. 2).



Fig. 2: Development of building requirements and
standards for the annual heating requirement of
new residential properties in Switzerland
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Energy consumption over the life cycle

The life cycle of a building stretches from planning, production of buil-
ding materials, construction, use, renovation, remodelling and finally
demolition and disposal/recycling of materials. The amount of energy
needed to run new buildings is steadily falling in response to more
stringent regulations. At the same time more insulation material, solar
cells and similar materials are being used in construction. The
operation of a building currently accounts for about 80% of the
relevant energy consumption in Switzerland, with just 20% accounted
for by building materials and construction processes. In future the
proportion of building materials in the energy footprint will increase

over the course of the life cycle.

Old buildings offer huge savings potential

The biggest potential for energy savings is to be found in
current housing stock. Existing buildings require on ave-
rage roughly three to four times as much energy as new
buildings constructed to modern standards. Improving
the energy footprint of most old buildings could signify-
cantly reduce their energy consumption and bring it al-
most up to the same standard as today's new buildings
(Fig. 3). According to the UN’s International Panel on
Climate Change (IPCC), 29% of greenhouse gas
emissions associated with buildings could be avoided in
a cost-effective way by 2020.

Buildings and sustainability

Fig. 3: Annual energy requirements of old housing stock,
by age of building — example of Zurich
y
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The biggest potential lies in improving the energy
efficiency of buildings that are more than 30 years old,
followed by old buildings used for commercial purposes,
and switching to renewables as a source of heating. All
the measures described can be implemented using tried
and tested technologies, and pay for themselves even
assuming a modest increase in the price of oil. In its
June 2009 forecast, the International Energy Agency
(IEA) predicts that by 2014 the average oil price will be
more than 40% higher than its 2009 level. As things
stand, it will take a very long time to exploit the dormant
potential for energy savings in old buildings, however,
given the low renovation rates of 1-2% p.a.

Low-carbon energy sources

There are many opportunities for using renewable
energy. Solar collectors (for heating) and also photo-
voltaic systems and heat pumps can be fitted directly to
buildings to exploit available natural energy sources.
More indirect sources of renewable energy include
"green" electricity produced from renewable sources or
plant-based fuels such as wood pellets.

Land use

Land is a limited resource. As urbanisation continues
apace, land for building on is becoming increasingly
scarce and expensive in the major population centres.
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Buildings and sustainability

This trend also helps to enhance the attraction of denser
(or higher) construction and the reuse or recycling of
inner-city brownfield sites. There are limits to how close
together buildings can be, however, as this can prevent
proper air circulation, cause unwelcome overheating and
generally have a negative impact on the well-being of
residents. Mass migration from the city to the country can
also be problematic, as it can spoil the natural landscape
and environment, and also generate extra traffic. A
model house built to a high ecological standard on a
greenfield site may therefore have a worse energy foot-
print overall than a residential property in the city centre
with a middling energy efficiency rating.

Local community

Buildings always need to be considered in the context of
the local community and the available infrastructure. This
includes access to public transport. Other important
factors for the location of residential properties are the
available shopping facilities, schools, cultural amenities,
etc. Usually it is local regulations and their enforcement
by the authorities which ensure that a building fits in with
its immediate environment and is used in the proper way.
The local community also covers the residents, who
need to be consulted in the planning phase where bigger
projects are involved. Residents also need to be
protected as much as possible from the disturbance
caused by construction sites (noise, heavy traffic, etc.).

Accessibility

Accessibility not only includes the location of the building
and how easy it is to reach by public transport. Access to
the building must be open to all users. For example,
there must be no entry barriers, and all lifts, corridors and
doorways must be wide enough to accommodate prams
and wheelchairs.

Health and wellbeing

Since we spend a lot of time in buildings, the indoor
climate must be just right to ensure good health and a
sense of wellbeing. The main factors here are adequate
ventilation and lighting, temperature control, good air
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quality, soundproofing and low exposure to artificial and
natural sources of radiation (radon).

Building materials and waste

Efficient use of resources in buildings not only extends to
energy consumption and the use of space, but also buil-
ding materials. About a third of all raw materials finish up
in buildings. Building materials must be easily available.
That doesn't necessarily mean renewable resources,
since most building materials are mineral-based. In any
case, preference should be given to building materials
from a local or regional source, not just because there is
less transport overhead, but because working conditions
in low-wage countries are often worse than at home.
Whatever the case, building materials should contain
little or no toxic substances. This is not only important for
the use of the buildings, but also facilitates subsequent
recycling. Waste from building sites and demolition waste
are by far the biggest type of waste in volume terms. In
Germany, for example, almost 2.5 tonnes of building
waste is generated per head of population, accounting
for 52% of the total waste volume. Environmentally
friendly recycling is therefore important, and in many
countries is a legal requirement. In Germany, 87% of
building waste is recycled in one form or another.

Working conditions on building sites

The prevention of accidents and occupational diseases,
as well as legal employment, are the most important as-
pects when it comes to protecting employees in the con-
struction industry. Contractors should exert their influ-
ence here at the time the contract is drawn up.

Running and maintaining buildings

Unlike most other assets, property has to be cared for
and managed. This commences with the technical main-
tenance of the building and its facilities, and also in-
cludes cleaning the interior and taking care of the
grounds it stands in. Environmentally friendly cleaning
products should be used when servicing the building.
Other aspects include a supply of electricity from



renewable sources for common use, as well as energy-
efficient electrical, water and lighting systems with a long
service life. Drying clothes in a tumble dryer, for
example, consumes far more electricity than a laundry
wash cycle. The latest generation of tumble dryers are
roughly 40% more efficient than conventional models.
Effective property management also extends to providing
the necessary infrastructure for sorting waste prior to
disposal.

Dealing with tenants

Establishing good relationships with the tenants is also
part of sustainable property management. This starts off
when drawing up the rental agreement, which must be
easy to understand and not contain any unfair clauses.
Tenants should be informed as early as possible about
major events, such as renovation work. Hints should also
be provided on how to use the technical installations in a
more energy-efficient way, especially the heating and air
conditioning systems. It is also important to ensure that
costs for energy and water are clearly billed on the basis
of individual consumption.

Lifestyle

Sustainability not only depends on the "hardware" used
in daily life (type of building, means of transport, etc.) but
also on the conduct and lifestyle of the users.
Compatibility with the local neighbourhood is exemplified
in the One Planet Living programme developed by the
organisations WWF International and BioRegional. The
One Planet Living programme for sustainable communi-
ties aims at designing truly sustainable buildings and
neighbourhoods. The projects WWF has developed in
Abu Dhabi, Portugal, the UK, and China are based on
ten guiding principles of sustainability which cover all key
environmental and social aspects of sustainability while
ensuring a high quality of life for the residents.

Buildings and sustainability

Ten Principles of One Planet Living

Zero carbon

Zero waste
Sustainable transport

Local and sustainable food
Sustainable water

Natural habitats and wildlife
Culture and heritage

Source: WWF International

For each One Planet Living project WWF develops a
sustainability action plan with specific targets for each
principle which achieve the highest international stan-
dards. Each such action plan is specific to a project in
order to take into account the local culture, regulations,
opportunities, constraints and includes measures related
to both the infrastructure (buildings specifications, trans-
port plans, etc.) and the tenants’ behaviour to help resi-
dents reduce their daily ecological footprint.

Examples of sustainable projects

In Mata de Sesimbra (Portugal), 6,000 energy-efficient
homes will be supplied with green electricity coming from
a 15-hectare solar farm specifically built for the project.
The 700-hectare urban project will be at the centre of a
massive 5,000 hectares/EUR 120 million conservation
project which aims at re-naturalising 85% of the total
project surface in order to enhance the value of local
biodiversity.
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Buildings and sustainability

Fig. 5:

One Planet Living Project Mata de Sesimbra

Source: WWF International

In Masdar (Abu Dhabi), the 80,000 residents will travel
within the city using only non oil-based transport modes.
The city will be connected to the rest of the region via a
Light Rail Transit to reduce reliance on individual cars to
and from Masdar. Car-sharing and carpooling services
will complete the offer for sustainable transport. Water
consumption will be cut by 80% in order to reduce the
energy demand for desalination. Desalinated water will
be produced via a Concentrated Solar Power plant.

Fig. 6: One Planet Living Project Masdar

Source: Foster + Partners
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For office buildings, the WWF has also initiated the One
Planet Office programme. This is designed to help com-
panies to reduce their environmental footprint. One
Planet Office is based on the same ten principles as One
Planet Living, and a sustainability action plan is produced
for every project. One of the first projects is the European
headquarters of the US cycle manufacturer Kona in
Switzerland, which will house 25 employees. A building
complying with Minergie standard is being constructed
on a former factory site not far from Geneva (Fig. 7). The
old building is being modernised and a new annex built
on to it. The surrounding gardens are irrigated by re-
cycled rainwater. The sustainability plan also targets the
behaviour of the employees housed in the building.
Provisions are made for the paper consumption of the
offices, as well as the use of greener means of transport
to commute to work. Information campaigns will be used
to encourage employees to buy seasonal and locally pro-
duced foods.

Fig. 7:

One Planet Office Project Kona

[N

Source: RAU

One example of a project already completed for the sus-
tainable remodelling of an old building is the new head-
quarters of WWF Nederland in Zeist (Fig. 8). Here a
former research institute has been refurbished and
extended. The building fits in organically with the sur-
rounding area, which is a nature conversation zone. The
wood used in the construction of the building comes from
sustainably managed forests and carries the FSC label.
Recycled materials were also used, including old car
tyres. Wooden slat blinds on the large windows keep the
building cool in the summer. There is a cogenerator that
is fuelled by plant oil. A heat pump producing geothermal
power keeps the building cool in the summer and warm
in the winter.



Fig. 8:
F

Headquarters of WWF Nederland in Zeist

Source: WWF Nederland

How can sustainability be measured?

The key question is: What does the sustainability of buil-
dings actually mean in practice, and how can it be
measured? Because of the unique character of each
building and its neighbourhood, every building must be
assessed on an individual basis. At the same time
allowances must be made for the different types of use
(home, office, etc.). Local circumstances (such as buil-
ding regulations) need to be taken into account as well.
There are now more than 30 instruments available world-
wide for assessing or certifying the sustainability profile
of buildings. These have different uses. They can serve
as information for tenants or purchasers, for example, or
as a planning aid. The instruments listed in Fig. 9 by way
of example, show the huge variation in approach and
scope of application. Their degree of detail also reflects
the different priorities that exist in different countries.

Buildings and sustainability

Fig. 9: Selected rating and certification tools
Country  Characteristics

BREEAM UK, HK Certificate. Environmental and
health rating. Includes transport.
Different gradations and national
variants

German DE Certificate. Comprehensive

Sustainable sustainability rating, initially for

Building office premises (under development

Certificate for other types of building)

(DGNB)

Energy Passport EU Compulsory information on energy
consumption when purchasing or
renting residential properties

Energy Certificate CH Voluntary information on energy

for Buildings consumption of residential

(GEAK) properties

Green Star AU, NZ, Certificate. Comprehensive

SA environmental rating. Different
national variants

High Quality FR Certificate. Comprehensive

Environmental environmental rating. Includes

Standard (HQE) building's management

LEED US, CA, Certificate. Comprehensive rating of

IN entire lifecycle, for all types of
building; different gradations and
national variants

Minergie CH Planning tool and certificate for
residential and commercial
buildings. Different gradations

SNARC CH Environmental ratings of building

projects in the design phase

Source: Sarasin
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Investments in rental properties: the Sarasin
approach to sustainability rating
The rating and certification systems currently available
are only of limited use for making decisions on sustain-
able investment products. Many of the instruments there-
fore fail to cover all the different facets of building use.
With the existing rating tools, the management of
properties — and especially relationships with tenants — is
only marginally taken into consideration. A sustainability
assessment should also help to define and monitor
targets (beyond simply energy consumption). Bank
Sarasin has therefore developed its own system for
assessing the sustainability profile of buildings. This is
designed to support investment decisions (newbuild,
purchase/sale of existing buildings, refurbishment) for
direct property investments made by Sarasin real estate
funds. The key features are:

e The "basic module" relates to residential buildings in
Switzerland.

o The starting point is Recommendation SIA 112/1
"Sustainable Buildings Construction" (2004) by the
SIA, the Swiss Association of Engineers and
Architects. The standard gives contractors, planners
and home owners a tool that enables them to
selectively apply sustainable principles to new buil-
dings, extensions and renovation work. Apart from
social and environmental factors, SIA 112/1 also
covers financial aspects (especially equipment,
running and maintenance costs).

e Bank Sarasin’s system is based on the analysis of
new building plans, as well as the expansion or re-
novation of existing buildings.

e  Supplementary modules are also available for other
uses (offices, care homes, student residences).

e Allowances are made for unique features of other
markets (specifically France).

e The scoring system makes it possible to define and
monitor verifiable targets.

e A Dbefore/after comparison is
refurbishments.

e Qualitative criteria are available for property mana-
gement and technical maintenance.

possible  for

14 | Sustainable real estate

o Different weightings are given to the individual

criteria.

Overview of criteria for buildings

Use and neighbourhood

3 Access to basic amenities (shopping, post office, etc.)
3 Access to public transport

. Accessibility for non-motorised traffic

. Access for the disabled, prams, walking aids etc.
Health and wellbeing

3 Use of daylight

3 Exposure to toxins in rooms

3 Exposure to radiation (radon and antennae)

U Protection from summer heat

. Noise pollution (especially traffic)

. Protection of tenants and residents during construction phase
3 Composition of the neighbourhood

Environment

3 Energy requirements

. Use of renewable energy

. Use of energy-efficient devices and lighting

. Facility for drying laundry in the open air

3 Infrastructure for waste disposal

3 Water-saving WC flushes and fittings

3 Use of widely available raw materials

o Use of green building materials

3 Structure designed for reuse/recycling after demolition

The results of the building rating process are plotted on a
sustainability Matrix (Fig. 10). The score for the social di-
mension is plotted on the horizontal axis, and environ-
mental score on the vertical axis (in relation to the maxi-
mum possible score in each case).



Fig. 10: Sustainability Matrix for buildings (example)
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Sustainable property management

Bank Sarasin’s sustainability rating also includes qualita-
tive criteria for technical maintenance and property ma-
nagement.

Overview of the criteria for technical maintenance and property

management

o Tenant selection

3 Transparent billing of heating and hot water costs based on
consumption

o Energy efficiency and durability of electrical equipment and use
of electricity from renewable sources for common areas

3 Use of environmentally friendly products and methods of
cleaning and gardening

3 Information to tenants on more prudent use of energy and
water, as well as on waste recycling

. Environmentally responsible disposal of old household devices

. Suitable information on planned change of ownership and
refurbishment

3 Company environmental management system of the property

manager

Buildings and sustainability

Transparency to investors

In the case of indirect investment in buildings (via real
estate funds or listed property companies) it's very im-
portant for investors to be able to get a clear picture
about the portfolio management strategy and the buil-
dings in the property portfolio. Particularly with the latter,
transparency is often poor — especially when it comes to
valuing the property. This includes, for example, the
choice of property valuers, the valuation methods
adopted and the key assumptions made (e.g. discount
interest rate).
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Sustainability of real estate companies

Bank Sarasin has developed its own method for assessing the sustainability of REITs and real estate
companies. This takes into account the company’s sustainability strategy and the way it is implemented in
the property portfolio. The result is then plotted on the Sarasin Sustainability Matrix.

The Sarasin approach to sustainability rating

Bank Sarasin has a proprietary method for analysing the

sustainability performance of companies. This covers two

dimensions:

e Industry rating: comparative assessment of
industries using selected environmental and social
criteria.

e Company rating: comparative environmental and
social analysis of companies within their industry.

Industry rating

Sarasin’s industry rating compares the different sectors
in terms of their use of resources, emissions and both
internal and external conflict potential (see the report
"The Sarasin Industry Rating"). Here the property sector
shows an average performance.

Company rating

The analysis of listed real estate companies is not based
on an assessment of the sustainability of the individual
buildings owned by the company. That would not be
practical purely in terms of the information required on
each property. Instead, Sarasin analyses the company’s
sustainability strategy and its implementation when
planning, constructing and managing buildings. In other
words, it examines how companies implement the sus-
tainability aspects described in the previous chapter. The
assessment also extends to corporate governance and
the avoidance of conflicts of interest. Consideration is
also given to the transparency with respect to the stra-
tegy used for portfolio management, property holdings,
valuation, sustainability targets and measures for their
achievement. The assessment of the environmental
profile covers the entire life cycle: pre-production,
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production, products & services: The social profile
focuses on the company’s different stakeholders (see
Fig. 11). In both areas there are additional criteria
relating to the company’s strategy and management. The
weighting and the selection of individual criteria are
different for each industry. For example, the criterion
"pre-production” has a high weighting in the real estate
sector, because decisions are made in the planning
phase which have a significant impact on the subsequent
sustainability performance of buildings.

Fig. 11: Main criteria and weightings used in the
assessment of property companies

Criterion Weighting

Environment 60% Environmental strategy 10%

Environmental management 10%

Pre-production 50%

Production 10%

Products & services 20%

Social 40% Social strategy 10%

Social management 10%

Government & general public 30%

Investors / corporate governance 5%

Suppliers 20%

Employees 10%

Customers 10%

Competitors 5%

Source: Sarasin



Results

The current research universe comprises 160 listed
REITs and property companies from 17 different coun-
tries. Of these, 64 are rated as sustainable and therefore
suitable as potential investments for sustainable
investment funds. Figure 12 summarises the results for
the selected companies.

Fig. 12: Sarasin Sustainability Matrix — rating of large
listed property companies
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Land Securities, British Land and Liberty International
have by far the best sustainability profile. These British
companies have embraced the concept of sustainability
at a relatively early stage and have already achieved
significant progress.

Case study: British Land
British Land has both environmental and social goals which are
implemented through detailed action plans. All new office buildings
have to comply with the BREEAM Excellent Standard. In the early
stages of building projects, British Land consults with local residents
and other interest groups. When building on greenfield sites, the
company places particular importance on

public transport

connections. British Land’s climate protection strategy includes

Sustainability of real estate companies

reducing energy consumption and using renewable energy sources.
This applies not only to buildings used by the company itself, but also
to the premises it rents out. In situations where the company is unable
to exert a direct influence, it supports tenants in climate protection
measures. The company's fleet of vehicles is also included in the
climate protection concept. Any unavoidable greenhouse gas

emissions are offset.

Regulations governing the construction or refurbishment
of buildings tend to be tougher in Europe than in the USA
or Asia. In Europe, environmental requirements for buil-
dings are mainly set by minimum legal standards, while
voluntary standards and certificates predominate in the
USA and Asia. Exemplary European property companies
include Gecina or Unibail-Rodamco.

Case study: Unibail-Rodamco

Following the merger of Unibail and Rodamco in 2007 to form Unibail-
Rodamco, the company has systematically developed its own
sustainability strategy. It has internal guidelines governing
sustainability in the planning and construction phase. Contracts
agreed with building contractors contain clauses on sustainability.
Environmental impact studies are carried out for all new building
projects. The company has identified technical and other risks relating
to its buildings and formulated directives for risk management.
Unibail-Rodamco is looking to reduce greenhouse gas intensity

(emissions per area of building) by 25% over the period 2006 to 2016.

Among the Asian companies, Mitsubishi Estate has an
above-average sustainability rating. Many of the com-
panies with a below-average rating come from the US or
Asian region. Essentially there is sufficient leeway for
companies in all regions to improve on the industry
average. As a consequence, the companies are widely
scattered across the Sarasin Sustainability Matrix.
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Sustainability and investment returns

Does sustainability pay off for the financial investor? Sustainable construction and refurbishment involve
additional planning overheads and are more expensive, but on the other hand running costs are
subsequently lower. Sustainable buildings command higher rents and higher market prices. So far only a few
property funds have been set up with an explicit sustainability brief. The shares of listed property companies
with a good sustainability strategy show a better than average performance.

Higher building costs, lower running costs

Many measures adopted to improve energy efficiency
when constructing new buildings or refurbishing old ones
incur extra costs. The bigger the gap between the con-
ventional standard, the higher these costs tend to be.
Constructing a building to LEED Platinum Standard, for
example, is estimated to cost an extra 6-12%, or an
additional 2-4% in the case of LEED Silver Standard.
The Swiss Minergie Standard even sets an upper cost
limit: Minergie-compliant buildings should not cost more
than 10% of the price of comparable conventional
buildings.

Fig. 13: Typical life cycle costs of a building

Demolition and

disposal 3% Planning and
. construction 17%
Cleaning, refurbish-
ment etc. 40%
Energy 40%

Source: Deutsche Bundesstiftung Umwelt
Other measures to improve the sustainability of buil-

dings, such as access for the disabled or use of green
building materials, often incur extra costs initially as well.
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What’s the bottom line?

One of the key points for financial investors is whether
these investments will ultimately generate an attractive
return. Additional costs for building or refurbishment can
already be estimated fairly accurately in the planning
stage. The savings that can be made in running costs
depend on energy price trends. Different scenarios pro-
duced by the International Energy Agency, the IPCC and
the management consultants McKinsey show that most
measures designed to improve energy efficiency and use
renewable energy in buildings are cost effective when it
comes to full costs, even at today’s energy prices. The
payback periods are typically between 10 and 20 years.

Can the extra costs be offset by higher rents?

Even if most measures are worthwhile when taking an
overall view, it has to be remembered that the extra costs
are incurred by the owner of the building, while it is the
tenant who actually benefits in the form of lower running
costs. As far as the financial investor is concerned, the
key question is therefore whether sustainable buildings
produce higher rental income. A number of empirical
studies have been carried out to try and answer this
question. Although these only focus on individual
markets, all the evidence points to the fact that tenants
prefer sustainable buildings (Royal Institution of Char-
tered Surveyors 2005, Colliers International 2007) and
are prepared to pay higher rents for them (CoreNet
Global/ Jones Lang LaSalle 2007, University Reading
2008).



Furthermore, sustainable buildings have low vacancy
rates (CoStar 2008). When it comes to improving the
energy footprint of existing buildings, it is important for
the owner to be sure that making this investment will
justify raising rents in existing rental agreements. In
Switzerland, for example, this principle was incorporated
into tenancy law in 2008.

Does the value of the building increase?

A number of studies have tried to ascertain whether the
property market recognises sustainable buildings, i.e.
whether buildings with the appropriate certificates fetch a
higher price on the property market. Ziircher Kantonal-
bank, for example, has found that single-family homes
certified to Minergie standard in the canton of Zurich are
worth around 7% more on average. According to a
broker survey conducted by the property portal immo-
welt.de, demand for energy-efficient houses in Germany
is rising, and less efficient buildings sell at a lower price.
Even though the empirical evidence is patchy simply
because the supply of sustainable buildings on the
market is very limited, the evidence does seem to
suggest that higher building costs are offset by a
property that is more marketable and commands a
higher price.

Sustainability in property valuation models

Unlike securities, the value of properties is not continually assessed
by the market. When it comes to selling the property, models are
used to estimate a realistic market price. This is important for real
estate funds, for example, as they have to have their properties
valued at regular intervals. One of the most popular methods is the
discounted cash flow model (DCF). There are other approaches as
well, such as the gross rental method. These models take into
consideration various sustainability parameters which apparently
influence revenues, such as location and accessibility, running costs,
and increase in rent and property value after refurbishment. In the
past only tangible factors have been included in the valuation, while
the impact of other aspects such as improved wellbeing, enhanced
image or compliance with potentially tougher regulations receives
only marginal attention. So today’s valuations do not yet fully reflect

the full benefit of sustainable buildings.

Sustainability and investment returns

Sustainable property funds are thin on the ground

At present there is only a limited supply of property funds
that expressly take sustainability aspects into account
when investing. As a result, no meaningful performance
comparisons can be made with conventional property
funds. It is likely that the number of property funds
geared specifically to sustainable buildings will steadily
increase. In the past, sustainable property funds have
concentrated on development projects because very few
sustainable buildings currently exist in the marketplace. It
is also easier to achieve a high level of sustainability if
this target is taken into consideration early enough when
planning new buildings. But sustainable property funds
should systematically purchase and modernise old buil-
dings as well, particularly in view of the huge unexploited
potential they offer for saving energy (cf. Fig. 3), and also
because the amount of land available for newbuild is in
increasingly short supply in most urban centres.

Sustainable property companies outperform

A comparison (Fig. 14) of the performance of listed
property companies with good sustainability ratings from
Sarasin and the S&P Developed BMI Property Index
shows that effective sustainability strategies adopted by
property companies seem to be reflected in a stronger
share price performance.

Fig. 14: Performance comparison of sustainable
companies versus the benchmark over five
years (indexed: 30.7.2004 = 100)
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Summary

Summary

Sustainable property is a hot topic and very important — not least due to the ongoing debate on global
warming. Sustainable buildings pay off in the long term. Bank Sarasin’s sustainability ratings for buildings
and property companies make it possible to invest in sustainable real estate.

The sustainability of buildings is important

"Green" buildings have been the centre of much public
and political interest in the wake of the debate on global
warming and the sharp but hike in oil prices in 2008.
Energy consumption and sources are certainly key
indicators for the sustainability of premises, as buildings
are the biggest end-consumers of energy worldwide.
Any effective climate protection concept must take
buildings into consideration. But sustainability in the
property sector is much more complex than simply
saving resources and protecting the planet. Bricks and
mortar are essential for living, working and recreation.
We spend a huge amount of our lives in or around
buildings. Real estate is an extremely valuable asset for
the national economy.

To summarise:

Sustainable buildings

. are pleasant for their occupants
. consume fewer resources

. are profitable

Long-term factors need to be considered when building
or purchasing real estate, purely for reasons of pre-
serving value. In short, buildings play a vital role in sus-
tainability concepts because of their long service life
and their importance. Sustainable building methods will
in future be a core skill for planners, architects, building
contractors and tradesmen. Unless provisions are made
for buildings, sustainable development is unthinkable.
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Sustainable properties pay off

Investors would do well to give careful consideration to the
sustainability of their investments in property. The higher
costs initially incurred in sustainable buildings are offset in
the long term by lower running costs, higher rental income
and higher market values.

Opportunities for sustainable property investment
Investing in property requires special expertise. Indirect
investments, such as property funds, are thus a good
option for financial investors. Sarasin has developed its
own method for assessing the sustainability rating of buil-
dings, which it uses for its own sustainable property funds.
Its unique feature is that the valuation explicitly takes into
account the enormous and for the most part unexploited
potential that exists in modernising old buildings. Bank
Sarasin has also developed its own method for assessing
the sustainability of listed property companies. This pro-
vides another opportunity for indirect investment in sus-
tainable real estate. Property companies and funds which
already have a good sustainability strategy in place are
better prepared for the tougher regulations in the pipeline,
and as a result should see their portfolios outperform over
the long run.

Epilogue

Now we can close the circle. The report began with a quotation from
Goethe’s novel "Elective Affinities" published exactly 200 years ago.
With hindsight we can marvel at the far-sighted and prophetic ideas

that Goethe voiced through the bricklayer.
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The idea that one day all the buildings on the planet will be
perfectly insulated may sound rather fanciful. Sustainable
technologies are areas you can invest in today. You can do so
with no one more competent than Bank Sarasin, where we have
been promoting sustainable investment for over 20 years.
www.sarasin.ch/sustainability
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