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Save the planet.
Invest (responsibly) in property. 

Long term investing in real estate has long been recognised as providing an important role in diversifying risk in a multi-asset portfolio – not only does it offer an attractive level of income but also a degree of inflation hedging. Real estate is a very different asset to Equities and Bonds because it is a physical asset underpinned by land value - as long as it is capable of being used for an economic purpose then it has an intrinsic worth.  If a tenant company goes bust, this may have a short term impact on value, but this can be fixed by finding another occupier.

Investors have understood this for years however there has been increased investor interest in the sector post global financial crisis because the onset of quantitative easing has led to yields on all asset classes falling. However real estate yields have not fallen at the same pace and so today, real estate offers an historically high yield premium relative to gilts. This can be seen in the chart below.








Property yield premium versus 10 year gilts 


In recent years however a more important issue has been gathering momentum which is not only the wider climate crisis and the various global efforts to slow down the pace of global warming, but also the extent to which the built environment is contributing to this crisis.  

Globally it is estimated that real estate - commercial and residential - accounts for c. 40% of all greenhouse gas emissions.  

Yet with the lifespan of a typical property measured in decades if not centuries, this almost certainly means that over 80% of the stock of buildings that will exist in 2050 are already built.

What is clear is that management of real estate going forwards needs to change.  
  
The good news is that it is changing.  But of course there is a huge amount to do.  At Orchard Street we have been building knowledge and experience for over 10 years in how real estate can be designed and built to operate with net zero carbon emissions.  Many buildings have been originally built with a good level of operational flexibility which means redevelopment doesn’t have to be the answer – indeed, demolition and re-development both have a high carbon tariff – but imaginative refurbishment programmes can position a property in a way that materially reduces energy use whilst ensuring renewable sources of energy provide heating/cooling and wider energy needs. 
 
But it is more complex than just this because owners and occupiers expect more from the properties they own, occupy and visit.  We spend 90% of our lives indoors and new research is emerging showing the impact that poorly designed and maintained buildings can have on our health and productivity.  
Ground-breaking research from Harvard university starkly illustrates the cost of ‘sick’ buildings to society: higher numbers of sick days, lower productivity and lower life expectancy – as illustrated below.  

THE IMPACT OF GREEN BUILDNGS ON COGNITIVE FUNCTION
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In this study, Harvard goes on to estimate that it can cost up to USD $6,500 per person per annum in a sick building versus a healthy building.  When the additional cost of providing a healthy building versus a sick one is just a few dollars more per person per annum, there really is no excuse not to invest a bit more.  

The Covid pandemic has brought this health impact even more to the fore and highlighted how much of the current stock of buildings, particularly office buildings, are just not fit for purpose.  In some ways, producing a healthy building appears to conflict with traditional thinking which has focussed on insulation and being airtight in order to reduce the cost of heating and cooling.  

However, this does not mean that healthy buildings cannot be energy efficient - it just requires more intelligent design and more sophisticated Building Management Systems. 

Occupiers of commercial property of course have their own corporate ambitions to limit their own carbon emissions associated with occupying property.  Buildings that operate with energy from renewable sources and that can operate on a net zero basis will have an enormous competitive advantage for occupiers.  Perhaps of equal importance, occupiers increasingly want to occupy buildings that are healthy, WELL certified with fresh air, outside space, cycle friendly and so on.    
And if occupiers only want net zero, healthy buildings, then owners and investors will want to own them.  A virtuous circle perhaps but owners (and real estate managers) of real estate that ignore this sea change in attitudes will be left owning and managing real estate that sources energy from non-renewables and that is energy inefficient.  Financial under performance beckons.  

In our view, all owners and managers of real estate have a responsibility to manage real estate assets proactively given the wider climate crisis and especially given the extent to which real estate is contributing to the problem.

A future proofed commercial property portfolio will therefore comprise buildings that have a long life expectation and can be easily refurbished and adapted to accommodate future occupier needs.  If you get that bit right, such a portfolio will produce superior financial performance too.  

Warehouse buildings – whether industrial or retail – offer easy pickings with large roof spaces that can accommodate solar PV panels and warehouse space itself that often is unheated.  Offices are more complex because of much higher energy usage associated with complex M&E systems but much can still be done.  

Indeed we completed a project recently which set out to replace perished carbon steel pipework in a £50m office building in Bristol but which soon evolved into a £3m project which also included upgrades to lighting and air conditioning plant.  This has created a substantial reduction in future energy usage in the building with new LED lighting and a hybrid VRF air conditioning system respectively using 70% and 25% less energy.  The project cost more than we originally planned but broadening the scope of the project has brought immediate energy saving advantages and contributed to an improvement in the Energy Performance Certificate from Grade C to Grade B.  By creating a building offering modern energy efficient space, we have also positioned the property to provide a strong financial performance in the future too.    

In another recent office refurbishment - in Manchester - we were able to consider both the energy usage and healthy building agendas. Key to this was an ambitious plan to create and enable the best working environment possible and so whilst we moved the Energy Performance Certificate from a Grade C to Grade A, we also achieved the rare accolade of WELL building certification in 2019.   

There are currently only three WELL certified buildings in the UK and this property is the only one to have achieved this certification following a refurbishment.  Today the building is best in class with a strong tenant amenity proposition including roof garden, cycle racks with associated showers and a café. 

Elsewhere we have recently completed a project on an industrial warehouse property near Leeds.  One of the tenants had gone into liquidation leaving a building which required substantial capital expenditure to bring back into shape – the traditional solution would have been repair the roof, give it all a lick of paint and let it, as is, since demand for industrial warehouse units of this type was probably strong enough that enough tenants might overlook the building’s other weaknesses. 

A more invasive future proofing of the building would obviously cost significantly more with a new insulated roof and space reconfiguration.  However, from our regular engagement with the occupier community on the wider estate we knew the next door tenant was keen to expand into this unit and by designing a project to cover the new roof in solar PV (and selling the power generated to the incoming tenant on a long term power purchase contract at a discount to the price they were paying from the grid), we created a valuable financial outcome even though we invested more in the building than a traditional route might have advocated.  We can now look forward to ongoing attractive financial returns coming from a building that has a materially reduced carbon footprint and we have saved the tenant money on their power bill.

Sometimes refurbishment just doesn’t work, as was the case with an obsolete 1930’s industrial estate in west London where we have now created the first ‘carbon neutral in operation’ scheme in London.  Whilst the development spend was larger than for a traditional redevelopment, our approach has spotlighted the property ahead of other options for tenants leading to preletting of part, shorter voids on the rest, higher rents and an overall financial outcome significantly ahead of pre project expectations. Prior to the redevelopment, rents for the 1930’s units were in the range £5.50 to £7 per sq ft but afterwards we have achieved in excess of £15 per sq ft and the redevelopment delivered an ungeared IRR in excess of 20%.

All of these examples represent good progress, but we know we can do more.  With government regulations on energy usage likely to get more demanding in the future, buildings will need to operate on a net zero basis.  Occupiers will want more too, with buildings which can help with staff retention and productivity, rather than hinder it. So managers of real estate will need to consider more than just financial return as they consider the winners and losers in their portfolios. 

Orchard Street is currently launching a new Impact Fund which will tackle head on the urgent need to remediate existing UK stock.  The Fund will embark on an accelerated programme of creating buildings operating on a net zero basis whilst also creating ‘healthy’ environments within buildings and engaging with local communities to provide a material social contribution for them.      

Our Fund is aligned with five selected UNSDGs and Article 9 EU Taxonomy. Our objective is to provide investors with a portfolio of future ‘fit for purpose’ assets capable of delivering an attractive ‘value add’ style return – 12-15% IRR – and after stabilisation, the potential to hold these properties as they will generate long term attractive income returns. 

The Fund will acquire, refurbish, repurpose and reposition existing under-utilised real estate in a way that brings positive environmental and social impacts at the local level. Success will be measured against KPIs and will of course be third party assured – because that’s how we define genuine Impact investing and that is what is required.

“The built environment contributes c.40% of the UK’s total carbon footprint, and with the majority of these emissions coming from existing and aging buildings, there is need to decarbonise the existing stock.” .  Source: UK GBC

This disturbing statistic highlights to us that as a real estate house we need to do a better job.  Indeed, the UK property industry has a responsibility to do a better job - we all need to be more aspirational in the objectives we set for ourselves if we are to achieve better outcomes with the buildings we manage.  The built environment touches every member of our society: in the first instance housing provides shelter but it is buildings which provide a place for work and facilities to educate, motivate and rehabilitate. These premises need to be fit for purpose for their users, for their owners and importantly for the community in which they sit. 

 





Orchard Street UK Property Impact Partnership

A responsible real estate investment manager 

· 100% of responsible investing targets met in 2020 
· First UK refurbished building to receive WELL Gold Shell & Core certification
· First carbon neutral in operation industrial site in west London

Founded in 2004 

· We only invest in real estate, c£4bn in AUM*
· 16 years of driving consistent outperformance for our small stable of world class investors
· Strong track record executing investment programmes
· c.£3bn invested over last 7 years and more than £1bn sold
· Partners financially aligned with our clients’ interests   
· Single investment committee delivers consistency across all mandates through cycles

· Reputation for shrewd stock selection and forensic asset management

*AUM as at 31 December 2020 and represents the aggregate of the net asset values of client assets under management, measured under the individual client’s reporting GAAP (“Generally Accepted Accounting Principles”), with the addition of undrawn committed capital.





*AUM as at 31 December 2019 and represents the aggregate of the net asset values of client assets under management, measured under the individual client’s reporting GAAP (“Generally Accepted Accounting Principles”), with the addition of undrawn committed capital.












Yield Premium	37165	37257	37347	37438	37530	37622	37712	37803	37895	37987	38078	38169	38261	38353	38443	38534	38626	38718	38808	38899	38991	39083	39173	39264	39356	39448	39539	39630	39722	39814	39904	39995	40087	40179	40269	40360	40452	40544	40634	40725	40817	40909	41000	41091	41183	41275	41365	41456	41548	41640	41730	41821	41913	42005	42095	42186	42278	42370	42461	42552	42644	42736	42826	42917	43009	43101	43191	43282	43374	43466	43556	43647	43739	43831	43922	44013	44105	44197	44287	266.35100944021997	241.21837899532483	258.9504271583798	310.80757547317984	305.36987639658616	307.06337872935973	309.47452427862567	267.86940102299315	230.91338827613495	225.97273664515473	171.37029644949342	184.81554787170617	198.67540165579678	177.50464716861813	210.5729950548274	182.81787732425059	173.67459920248683	133.81986277685832	85.965677900148307	94.107055900551899	65.056292747109893	40.040472059701401	-9.0015870096527006	51.514291645162743	150.67462036763456	193.2432665398598	139.40633311825712	249.64599805586073	476.10159651669147	548.14158263345905	524.99442724099458	500.94246840824752	380.84443756852602	336.73082912611505	371.68737625221439	407.93744911238548	350.80384174722036	315.15625090328126	333.8757795048042	439.19676660885364	475.7947254762862	455.33500457571211	515.17347852731768	534.52117127352312	518.30950786446726	516.80919402082418	442.60160666932836	418.1486343821694	360.27486593444013	370.84188232501481	352.80580495935965	368.61544708463703	417.46197779316765	422.06497936515319	368.65082589808031	393.32918850802923	364.45354462836474	417.70094082247408	466.21292616110475	503.24081834258516	449.00905099341639	459.81883269713865	437.12926029777719	419.56821078131588	423.9908506956769	403.10187595651746	402.50004685244977	382.48974978042361	406.41877989498141	434.13835569689809	450.19509484313545	500.00795947037659	460.24343765762364	523.15199314870722	557.99072723172083	550.25259928956905	550.0666824270595	473.7015264966704	467.11312608544108	LR Average	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	349.84230171868819	10yr Gilts	37165	37257	37347	37438	37530	37622	37712	37803	37895	37987	38078	38169	38261	38353	38443	38534	38626	38718	38808	38899	38991	39083	39173	39264	39356	39448	39539	39630	39722	39814	39904	39995	40087	40179	40269	40360	40452	40544	40634	40725	40817	40909	41000	41091	41183	41275	41365	41456	41548	41640	41730	41821	41913	42005	42095	42186	42278	42370	42461	42552	42644	42736	42826	42917	43009	43101	43191	43282	43374	43466	43556	43647	43739	43831	43922	44013	44105	44197	44287	5.0929000000000002	5.3136999999999999	5.0312999999999999	4.4211999999999998	4.4065000000000003	4.3410000000000002	4.2522000000000002	4.5949999999999998	4.7999000000000001	4.7560000000000002	5.1173999999999999	4.8375000000000004	4.5297999999999998	4.6874000000000002	4.1824000000000003	4.2862999999999998	4.0987	4.3993000000000002	4.7196999999999996	4.5266999999999999	4.7293000000000003	4.9612999999999996	5.4813999999999998	5.0194000000000001	4.5551000000000004	4.4114000000000004	5.2340999999999998	4.5191999999999997	3.35	3.2330000000000001	3.6291000000000002	3.6109	4.0669000000000004	4.0275999999999996	3.4866999999999999	3.0457000000000001	3.5154000000000001	3.7881999999999998	3.5432999999999999	2.4559000000000002	2.0604	2.2791999999999999	1.8224	1.6637	1.8378000000000001	1.8401000000000001	2.5350999999999999	2.6787999999999998	3.0466000000000002	2.7898999999999998	2.7673000000000001	2.4504000000000001	1.8154999999999999	1.6969000000000001	2.1373000000000002	1.8137000000000001	2.0247999999999999	1.4963	1.0416000000000001	0.82330000000000003	1.2817000000000001	1.1220000000000001	1.284	1.3828	1.2536	1.4096	1.3821000000000001	1.5588	1.3339000000000001	1.0945	0.95089999999999997	0.50919999999999999	0.91290000000000004	0.41899999999999998	0.2074	0.27739999999999998	0.25130000000000002	0.91080000000000005	0.82289999999999996	MSCI Equivalent Yield	37165	37257	37347	37438	37530	37622	37712	37803	37895	37987	38078	38169	38261	38353	38443	38534	38626	38718	38808	38899	38991	39083	39173	39264	39356	39448	39539	39630	39722	39814	39904	39995	40087	40179	40269	40360	40452	40544	40634	40725	40817	40909	41000	41091	41183	41275	41365	41456	41548	41640	41730	41821	41913	42005	42095	42186	42278	42370	42461	42552	42644	42736	42826	42917	43009	43101	43191	43282	43374	43466	43556	43647	43739	43831	43922	44013	44105	44197	44287	7.8920599999999999	7.8540599999999996	7.7510899999999996	7.66669	7.59476	7.5449299999999999	7.4785399999999997	7.3967799999999997	7.2198700000000002	7.1231999999999998	6.9188000000000001	6.7750599999999999	6.6065500000000004	6.5456500000000002	6.3761999999999999	6.1928400000000003	5.9066299999999998	5.7963699999999996	5.6199300000000001	5.51037	5.4106300000000003	5.38157	5.38645	5.5603999999999996	6.1304800000000004	6.4290799999999999	6.70113	7.1284799999999997	8.2705099999999998	8.8916299999999993	9.0695700000000006	8.8012099999999993	8.0302299999999995	7.5305299999999997	7.33317	7.24932	7.1467599999999996	7.0591499999999998	7.0003599999999997	6.95573	6.9163800000000002	6.9363299999999999	7.0680199999999997	7.0978399999999997	7.1161500000000002	7.1032900000000003	7.0733199999999998	6.9722999999999997	6.7591099999999997	6.6017799999999998	6.3929900000000002	6.2268800000000004	6.0659099999999997	5.9891699999999997	5.9025999999999996	5.8183299999999996	5.7431299999999998	5.7358099999999999	5.7522900000000003	5.8971400000000003	5.8293400000000002	5.7717799999999997	5.7114200000000004	5.6364999999999998	5.5466600000000001	5.4974400000000001	5.4627299999999996	5.4433199999999999	5.4523000000000001	5.4833999999999996	5.49566	5.5347400000000002	5.5573499999999996	5.6724399999999999	5.7988799999999996	5.7951899999999998	5.76579	5.6909599999999996	5.53247	
Yield Premium (bps)


Yields (%)




image1.emf

image2.png
Score (Normalized to Green)

15

1.0

0.5

0.0

Results showing the impact of a 100% increase in ventilation rate from
the 20 cfm/person minimum on 9 cognitive function domains
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