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SPEND TO MAKE
FINANCING COMMERCIAL RETROFITS

RICHARD FRANCIS

Both the how and the why of financing energy retrofits are under review. Traditional 

barriers to inaction, mainly financial and attitudinal, are eroding as the value (not 

cost) of making properties energy efficient becomes paramount. There will be 

continuing resistance to financing retrofits until it is clearly demonstrated that they 

not only reduce energy but, in doing so, increase asset worth. But the new threat 

of obsolescence caused by poor energy performance is already allaying long-held 

suspicions and loosening purse-strings.

chapter 3
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iNtRoDUctioN

It is widely accepted that lack of available finance is a greater barrier to large-

scale retrofit programmes than the availability of technology. This belief, while 

broadly true, needs to be refined. There is money available for energy retrofits 

(and it is increasing all the time) but there remains a reluctance to act. Money 

has been the primary barrier, not so much because there was too little to 

spend but because there was too little to earn. 

Despite this commercial reluctance, it is clear that something must be done 

about the existing stock of poorly performing buildings. Whatever may be 

said about strict carbon regulation for new buildings, one thing is certain – it 

is not going to solve the carbon problem. With replacement rates at 1–1.5% 

per year, about 70% of existing buildings will still be in use in 2050. About 40% 

of these buildings will have been built prior to 1985 and the introduction of 

energy standards in Building Regulations.1

This means that there are enormous challenges and opportunities in the UK 

market. In many respects, the future of UK commercial property is primarily 

determined by the past, and what can be done to change sub-par energy 

performance into future viability and adequate long-term performance. With 

an older building stock, the UK feels the carbon challenge more acutely than 

other countries, but it also means that large-scale retrofitting is inevitable. 

Significant change is under way that is altering the business equation for 

retrofits. Regulation is forcing transparency and poorly performing buildings 

are at risk of losing value. At the top end of the market, occupiers have begun 

to seek out and reward properties that are energy efficient, making owners 

more likely to consider taking action. In the end, it will not be potential energy 

savings but the threat of lost revenue that drives retrofits forward. The costs of 

inaction are slowly beginning to outweigh the costs of action and the business 

case for retrofits is steadily unfurling.

BackgRoUND

Gaining support for energy-efficient retrofits has been a difficult task. Even 

when both money and proven technology are available, and future savings 

are all but assured, organisations still tend to balk. Their reasons are predict-

able and practical: retrofitting is disruptive to business, often someone else 

(the tenant) benefits from the investment, predicted energy savings rarely 

materialise, the asset may be sold before costs are recouped and capital and 

operating expenses are handled separately within organisations, to name just 

a few. 

In an industry not known for systematic evaluation, there is very little evidence 

of what actually works. While the industry has invested significant time 

and resources designing new low carbon properties, it has largely ignored 

the existing building stock. Professionals still talk in unconvincing terms of 

‘projected paybacks’ largely because they do not have the data to speak 

with certainty. Owners or investors seeking examples of successful projects 

to provide a template for a successful energy-efficient retrofit are likely to be 

disappointed. The evidence that expensive technologies will actually deliver 

results is, in many cases, simply not there.

When focusing purely on costs and paybacks (rather than added value) pro-

ponents of retrofits are playing a losing game. The economics for action often 

do not add up when based on energy savings alone. It is only recently that 

energy efficiency has been connected with values beyond lower operational 

costs. There are many reasons for this shift, including regulation and the 

transparency that it is encouraging, but the fundamental fact is that energy 

efficiency is now less about saving the planet (or operational costs) and more 

about saving assets from depreciation. Within this scenario, actors who were 

previously reluctant to find money suddenly start to look a little harder. This is 

precisely the situation we find ourselves in today. 

Much has been written about how energy efficiency competes with other 

objectives for an ever more limited amount of capital. Likewise, observers 

conclude that retrofits (or any improvements for that matter) are unlikely to 

be undertaken in the short term as organisations cling to money due to the 

recent, and ongoing, economic woes. While this is no doubt true for many 

organisations, it obscures the fact the energy efficiency issue was on the back-

burner during the economic good times and that it has never been a priority, 

even when money was available. What is also noteworthy is that interest and 

action in retrofits is greater now than it was a decade ago, even though most 

organisations have less money to spend overall. Something other than money, 

or the lack of it, is clearly at work.

In an influential industry study, the Better Buildings Partnership (BBP) con-

cluded that it is not a lack of funding that stymies retrofit efforts.2 Instead, it 

is the lack of a convincing business case that prevents action. Organisations 

can make capital available provided there is a compelling reason – but real, 

convincing economic arguments for retrofits have remained an industry weak 

spot. What is needed is an approach that is standardised, recognised and 

predictable so that owners and funders can base financial decisions on strate-

gies that have been shown empirically to be profitable. This strategy requires 

a combination of finding both technologies that work and financial arrange-

ments that reduce risks and reward the investor.

The issue is not how to fund low-cost improvements with relatively short 

payback periods (3–5 years) and low risk. Such measures already satisfy the 

business case, and, therefore, many organisations have already undertaken 

these improvements. The real challenge for the industry is how to create 

mechanisms for capital-intensive energy efficiency retrofit improvements. 

BaRRiERs to REtRofittiNg

In order to satisfy the business case, there must be clear proof that ener-

gy-efficient buildings perform better not only in environmental terms but also 

financially. The ‘performance gap’ between promised and delivered energy 

efficiency is well-documented and post-occupancy evaluations routinely show 

that many ‘energy efficient’ buildings fail to deliver. This is a significant issue 

for the industry and one that must be addressed before investors, understand-

ably, feel comfortable about releasing capital. There are additional questions 

concerning how energy efficiency is valued in the market. While occupiers 

appear to be moving towards rewarding energy-efficient properties, there is 

still a long way to go in providing the kind of proof that owners and investors 

require in order to act.

financial

The commercial real estate market is particularly risk averse. When outcomes 

are uncertain (as they are in energy efficiency projects), owners tend not to 

respond. Owners are willing to invest in many building features if they have a 

perceived or demonstrated return on investment. The lack of hard and replica-

ble numbers for energy-efficient interventions has meant that owners have 

questioned: 

1. whether expected environmental returns will materialise, and 

2. even if they do, whether that will translate into direct financial returns.

It has historically been difficult to assess the value of energy efficiency, in part 

because it was difficult to know how buildings compared and also because no 

one was particularly interested in finding out. Occupiers have not tradition-

ally shown a preference for energy-efficient buildings, nor was it possible for 

valuation professionals to incorporate improvements into the overall value of 

the asset. There was little empirical evidence to suggest that the market was 

prepared to reward investments in energy efficiency. This stance is changing, 

but in many markets and for many investments energy efficiency is still not a 

top priority.

It is not just about what works – it is about who benefits. Even if retrofits 

demonstrated a definitive payback over the long term, it is still unlikely that 

many projects would be undertaken. Turnover in the commercial marketplace 

is particularly quick, and short-term thinking prevails. On average, an owner 
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holds a property for about five years, and so any project with a payback 

period longer than this is likely to be ignored. Large projects may have 

payback periods that substantially exceed the projected ownership timeframe 

and owners fear that costs will not be recouped at the time of sale. 

This concern explains why more complicated and innovative financing 

arrangements, such as energy service companies (ESCOs), have been effective 

primarily in the MUSH (municipal, university, schools and hospitals) market. 

Here, unlike in the commercial market, owners hold assets over a long period 

of time and directly benefit from any cost savings. With a clear line of owner-

ship and a clear benefits structure it is far easier to overcome the traditional 

barriers. The business case for energy efficiency exists; it just does not satisfy 

the dynamics of the commercial market. 

Complicated ownership and lease arrangements further stall change. Many 

buildings in the commercial market are owned by multiple parties. Reaching 

agreement on risky projects among all the interested parties is notoriously 

difficult. Moreover, commercial properties often have lease structures that 

discourage investment. Although the owner is responsible for financing works, 

it is the tenant who reaps the cost savings. This ‘split incentive’, where owners 

assume the costs but do not reap the benefits is perhaps the biggest barrier 

to retrofit projects. 

technical

For retrofits to be an attractive investment option there must be convincing 

evidence that technologies and best practice options actually work. At the 

moment, this is not the case. The industry is poorly equipped to provide 

evidence that retrofits succeed because so little work has been done on evalu-

ating the actual performance of retrofitted buildings.

There are now numerous initiatives under way to review retrofit performance 

in diverse sectors, and there are many case studies which point to signif-

icant financial benefits, often with payback periods that are much shorter 

than anticipated.3 But a systematic analysis of different retrofit options and 

outcomes for the commercial office sectors is lacking. However powerful 

individual case studies may be, they are not the standardised compilation of 

evidence that underwriters rely on to make decisions.

Where evaluation of new low carbon buildings has taken place, the results are 

hardly encouraging. The difference between predicted and actual perfor-

mance typically varies considerably, often by 200–300%. Owners and investors 

are particularly wary of numbers such as these, because they are further 

evidence of the risk involved in a low carbon industry that is still very much in 

its infancy. 

attitudinal

It is not only owners who have been lukewarm in their response to energy 

efficiency. Historically, most tenants have been more interested in location 

and rent than operating costs. Even though energy efficiency has risen up the 

agenda, there are questions about how deep the market for energy efficient 

properties actually is. Certainly, new, prime property and that occupied by 

top corporate occupiers must increasingly be low energy, but overall this is 

still a relatively small proportion of the existing stock. What about companies 

without carbon reporting or corporate social responsibility (CSR) require-

ments? Will they seek out energy efficient properties? What about the vast 

secondary asset market? There is nothing to suggest that the new interest in 

energy efficiency is as deep as it is wide.

Third-party financiers find themselves in an immature market that lacks the 

tools which guide other types of investments. Indeed, much of the promising 

work in retrofits is focusing on developing standards (such as ASTM E 2797-11, 

Building Energy Performance Assessment Standard) that will make investment 

decisions on energy efficiency more rigorous, standardised and predictable.4 

Among lenders, there is a requirement for stringent financial underwriting 

criteria concerning returns on investment and less appetite for large projects 

with uncertain returns. 

Retrofitting is generally viewed as complicated because of the issues and 

actors involved. It is seen as costly, inconvenient and its benefits are not trans-

parent. These factors contribute to the perception of retrofitting as being less 

attractive and profitable than other investment vehicles.

fiNaNciaL moDELs

Like attitudes to retrofits, traditional approaches to funding in the UK have 

been uninspiring in general. Banks and other financiers have kept their 

distance and the more innovative/complicated financial initiatives found in 

other countries have gained little traction here. For example, special purpose 

vehicles, such as energy service companies (ESCOs), have been very successful 

throughout Europe and the United States but have not taken hold in the UK.5

The investment market for retrofits is changing, but the UK still lags behind 

other countries in developing new arrangements for reducing risk, institu-

tionalising performance guarantees, underwriting and providing new models 

of financing. In the USA, for example, auditing and underwriting tools are 

being developed to make retrofitting a mainstream financial activity with a 

high degree of standardization and rigour. Any large-scale retrofitting effort 

in the UK will need to follow the same course to reduce the uncertainties that 

presently foster confusion and inaction.

traditional financing

Broadly speaking, companies in the UK have traditionally had three means 

of funding retrofits – owner financing, lender financing and the creation of 

ESCOs or other special purpose vehicles. Of these three mechanisms, the first 

has been by far the most widely employed, with lender financing and ESCOs 

underutilised here in comparison to other countries.

Owner financing

The majority of energy efficiency projects conducted in the UK fall under this 

category. Owner financing from capital or operating budgets represents the 

most straightforward way of paying for energy efficiency improvements. To 

date, energy efficiency improvements have been of the light-touch retrofit 

variety with typical payback periods of between three and five years.6 The fact 

that less capital is committed, coupled with the assurance that returns will be 

realised by the present owner, can make internal financing an attractive option 

for owners, particularly owner-occupiers. 

Owner-occupiers typically take a longer view, are willing to accept longer 

payback periods and accept higher risks when the direct returns are poten-

tially higher. However, owner-occupied properties represent a small segment 

of the market, making up less than one-third of all commercial properties.

Owner financing faces a number of hurdles whose size increases with the 

amount of finance needed. Owner financing requires cash reserves and a 

commitment to energy efficiency in the face of competing priorities. Other 

company investments have typically taken precedence over energy improve-

ments and, in recent times, companies have been less willing to spend 

prospectively for future returns. 

Under this type of financing, the owner assumes 100% of the underper-

formance risk. The afore-mentioned gap between design intent and actual 

energy performance has deterred many owners from taking on larger, more 

complicated and less certain energy retrofits.

Lender financing 

An alternative but less frequently used form of funding is financing through 

banks or other types of lenders. Funding institutions are being increasingly 

drawn to retrofit projects from which they would formerly have shied away, 

particularly as the economics of energy efficiency become clearer. Lenders are 

generally more comfortable with factors like location, occupancy rates and 

rents that are easier for conventional models to assess.

Lenders have had a difficult time understanding the business model for retro-

fits. Revenue from future energy savings is regarded as an unusual source of 
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surety for traditional lending. There is an understandable lack of confidence in 

the ability of projects to deliver actual energy savings. 

For most commercial properties, the operational savings that result from 

energy retrofit projects are often meagre For larger, deeper, more compli-

cated (and expensive) energy retrofits, the amount saved in energy from the 

retrofit process is insufficient to repay the debt. Unless retrofits can bring in 

revenue beyond that generated by energy savings, lenders have difficulty in 

justifying the loan. 

Valuing energy efficiency improvements has been difficult for lenders because 

appraisers have not historically reflected these in their valuations. This lack of 

concrete, identifiable value has deterred lenders from taking on investments 

which are perceived to be risky and insufficiently backed.

This situation, however, is changing. Lenders are beginning to recognise 

that energy efficiency loans can help to preserve the value of a building by 

avoiding obsolescence. Because obsolescence is tied to the value of the 

asset, it is of increasing importance to lenders. 

Energy service companies (ESCOs)

An ESCO is a commercial entity that provides holistic energy solutions. Many 

ESCOs can also assist with project financing (as an active or passive party). 

Projects are typically large scale with the contract covering a five- to ten-year 

period or longer. 

Under a typical ESCO arrangement, the building owners pay a fee to an 

ESCO in return for the promise of reduced energy costs. The savings are gen-

erally guaranteed to exceed the fee and are designed to pay back the capital 

investment of the project over time. One of the benefits of this arrangement 

is that the ESCO assumes the risk: if the return on investment is poor, it is the 

ESCO that is responsible for any costs that are not recouped.

In the commercial property market, the length of typical ESCO projects has 

proved detrimental to ESCO growth. Building turnover discourages owners 

from taking on retrofit projects with longer timeframes. As a result, ESCOs 

have made limited inroads into the commercial market, although they had 

more success in public sector settings.

Emerging models of finance

In addition to the three traditional routes to funding, there are new market 

and Government initiatives under way. Slowly, new third parties, sensing a 

fresh opportunity wrought by regulation and a changing market, have begun 

to package products to mitigate the risks that formerly made parties averse to 

taking action. The Government has played a major part in these new efforts 

by providing subsides for energy-efficient equipment and offering ‘pay as you 

save’ loan programmes to commercial real estate owners. 

Energy service agreements

New managed energy services agreement (ESA) structures are being devel-

oped by third parties. An ESA is an arrangement where energy efficiency is 

sold as a service. It differs from an ESCO because an ESA assumes ownership 

and maintenance responsibility for the assets over the lifetime of the project. 

Under an ESA, building owners are not required to arrange their own financ-

ing and do not have responsibility for principal or interest payments. Owners 

do not bear the risk of the performance guarantee, which is sometimes an 

issue with ESCO arrangements. This is because energy efficiency service pro-

viders are compensated only if energy savings are realised.

In a typical example, an owner would pay a fee to the third party energy 

service provider based on the building’s historical energy costs. The third 

party would make efficiency improvements and pay the actual utility bill, 

earning its fee from savings generated by the efficiency improvements. 

‘On-bill’ utility financing

Under ‘on-bill’ financing (OBF), a utility or a third-party financier provides 

capital upfront for energy efficiency measures. The owner then repays the 

investment through an extra charge on the utility bill. Utility financing usually 

offers low- or zero-interest loans for technologies designed to have a payback 

of about three years or less.

OBF was first introduced in the USA in the 1990s and has since been adopted 

by numerous energy providers. Eligible projects include energy-efficient 

retrofits, such as the installation of LED lights, solar panels or new boilers. 

OBF creates a ‘bill neutral’ financing scenario, matching payment terms of the 

loan to the expected savings. As an example, a £10,000 retrofit project with 

expected energy savings of £200 per month would be structured to have 50 

monthly payments (£10,000/£200) at £200 per month. 

Uptake of this offer by private power companies has not been strong. 

Owners have been wary of yielding finance collection and distribution to 

utilities. Many utilities have also been reluctant to serve as a loan originator 

and collector. 

Equipment lease finance

Under this arrangement, a third party owns equipment and then leases it to an 

organisation at a given rate for a set period of time. At the end of the lease, 

the organisation has the option to purchase the equipment, continue leasing, 

return the equipment or lease new items.

In the UK and elsewhere, this option has been favoured for photovoltaic 

projects. In a typical example, photovoltaic panels would be installed and 

leased by a third party/ies to a building owner over an agreed period of time. 

During that time it is anticipated that energy savings (and payments such as 

feed-in tariffs) will cover the cost of the lease.

Leasing and lease-purchase agreements provide a means to reduce or avoid 

the upfront capital investment for energy efficiency improvements. Equipment 

lease financing can work for equipment ranging from lighting all the way up to 

major heating and cooling systems. Benefits include the fact that there is no 

capital investment on the part of the building owner and the low entry cost of 

acquiring new equipment.

Since a lease often does not require a down payment, it is the equivalent of 

100% financing for an energy efficiency retrofit project. Most lease periods 

range from five to ten years. 

Government financing

In the UK, there is a new player in commercial energy efficiency retrofit: 

Central Government. In the past three years there have been several newly 

created programmes designed to encourage energy efficiency retrofits. These 

include the Feed-in Tariff (FiT), the Renewable Heat Incentive (RHI) and the 

Green Deal. 

Under the FiT scheme, the Government provides payments for electricity 

generated from renewable energy technologies. The payments are for every 

unit of renewable electricity (kWh) generated, with one price for electricity 

consumed on-site and another price for excess energy exported to the grid. 

The amount of the tariff unit price depends on the size and type of the tech-

nology installed. 

While there was much excitement at the launch of the FiT scheme, enthusiasm 

has waned in the commercial market due to changes in how the programme is 

administered (primarily because of the decision by Government to drop tariff 

levels). A series of changes in rates, plus concern about returns on investment, 

has meant that many planned schemes for renewable energy retrofits have 

stalled.

The RHI for non-domestic buildings was rolled out in November 2011. The 

scheme operates similarly to the FiT but is for renewable heat, not electricity, 

generation, such as that provided by biomass or solar thermal. Commercial 

interest in the RHI has been low. This is, in part, due to unfamiliarity with the 
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technologies covered but also in response to discouraging experiences with 

the FiT. 

The Green Deal, launched in 2013, is a UK Government initiative that provides 

loans for energy efficiency solutions, which will be paid back via the electricity 

bill. Acceptable solutions are those that follow the ‘Golden Rule’, where the 

monthly savings in the energy bill from the retrofit are equal to or greater than 

the monthly cost of paying back the loan over a standard loan period (typically 

25 years). The loan stays with the property and the new owners will continue 

to repay the loan as they will also benefit from the reduced energy bills. 

The Green Deal is by far the most ambitious Government initiative to date to 

spur energy efficient retrofits of commercial properties. But, in the commercial 

market, uptake of the programme has, so far, been limited and is likely to 

continue to be so. This is due, in part, to confusion about the policy but also 

because the incentives have not been sufficiently tempting to entice busi-

nesses to act. The Green Deal has been a particular disappointment, and far 

fewer applications for funding have been made than were envisioned. 

chaNgE

Despite the lacklustre embrace of traditional and Government finance 

models, there is significant change under way. In the past five years, new 

regulation and changing market dynamics have brought energy efficiency to 

the top of the agenda. Whereas traditional arguments for energy efficiency 

used to focus (unsuccessfully) on operational costs and savings, the newer 

paradigm is obsolesce and long-term value. Framed in this way, the stakes are 

much higher. Owners, occupiers and lenders are adopting new attitudes to 

energy efficiency. 

The energy efficiency of a property is rapidly becoming a crucial issue for the 

property owner and occupier market. This is not so much because energy 

costs are rising (they have doubled in a decade) but because the market is 

beginning to financially reward environmental performance. In the past five 

years, the amount of information that is available about buildings and their 

performance has increased significantly. Alongside this, occupiers, particularly 

corporate occupiers, have been put under pressure by their stakeholders to 

demonstrate sustainability credentials. The market has witnessed overarching 

institutional changes, such as greater property availability and shorter lease 

lengths. Occupiers now know more, want more and have more choice.

Regulation

It is worth remembering that most of the sustainability regulation that now 

affects property has been enacted in the past five years. Up until 2009, it was 

difficult or impossible to know a property’s energy efficiency. It is still not 

legally mandatory in the UK to require commercial properties to disclose 

actual energy performance, although that step has been taken elsewhere in 

the world with ramifications for retrofit financing. This has not stopped UK 

occupiers from asking for data on the actual energy performance of buildings 

– in fact, it is a regular feature of most new due diligence.

Beginning with Energy Performance Certificates (EPCs) through to forthcom-

ing mandatory carbon reporting, there has been a steady trickle of legislation 

that impacts on transactions. Although EPCs have been generally criticised 

as poor predictors of actual performance, they have nevertheless spurred 

retrofits.7 They will continue to do so as companies run up against the threat 

of being unable to rent or sell energy-inefficient properties in 2018. Despite 

their long-standing reluctance, landlords will undertake retrofits and allow 

their tenants to benefit because they stand to lose more money if they do 

nothing at all.

The amount of stock affected is not small. An estimated 18% of non-domestic 

stock would currently be restricted from transactions unless they were made 

more energy efficient.8 Of this 18%, nearly two-thirds is in the commercial 

real estate sector. Landlords are already reviewing existing stock to introduce 

energy efficient retrofits – if for no other reason than to keep their assets 

viable.

Although mandatory carbon reporting has yet to be introduced in the UK, 

this, too, is likely to impact on an owner’s decision to undertake energy-effi-

cient improvements. Where disclosure has occurred, for example in the USA 

and France, the reaction has been the same. Tenants who were previously 

uninterested in energy or carbon are suddenly galvanised into action when 

they can judge the performance of their premises relative to buildings around 

them. Companies can use this information in the selection of their premises or 

during a rent review to argue for lower rates.

In the UK there has been a clear and convincing trend of regulation to 

encourage disclosure and transparency around the issue of energy efficiency. 

Although the market for energy-inefficient property is still new, there is little 

doubt that building energy performance will guide future occupier choices. 

Properties that fail to perform environmentally will fail to perform financially.

the market

While regulation has helped to build a market for energy-efficient buildings, 

the market has also moved on its own. In the past ten years, the average 

length of a UK lease has fallen dramatically, while the proportion of five-year 

leases has doubled. At the same time, the amount of existing stock available 

has risen significantly. This means that occupiers have more choice and more 

chances to exercise that choice. Owners wishing to attract and retain tenants 

have to be much more attuned to their preferences than the previous genera-

tion of landlords.

Under these changing circumstances, owners are recognising that retrofits 

will be a significant factor in retaining and attracting new occupiers. Offering 

occupiers a building that is cheaper to run and that demonstrates top sustain-

ability credentials makes good business sense. 

The business case for sustainability is beginning to be made, not in terms of 

costs and payback, but in terms of value and obsolescence. Landlords are less 

concerned with whether tenants reap the savings from retrofits than whether 

they will stay and continue to pay rent once improvements have been added. 

Retrofits have moved from a cost to be avoided to a cost to be incurred 

because energy-efficient properties now have a value that they previously did 

not have.

ENERgy EfficiENcy aND vaLUE

One of the most promising areas of research that will inevitably spur interest 

in retrofits is the connection between energy efficiency and asset value. It 

is only in the past five years that practitioners have been able to establish a 

connection between the energy performance and the financial performance 

of buildings. This emerging line of inquiry and the relationships it has begun 

to establish have literally transformed the perception of the importance 

of energy efficiency in the marketplace. Indeed, essentially all of the new 

interest in retrofits and creating funding vehicles stems from the realisation 

that retrofits are less about cost savings and more about asset value and 

protection.

It is beyond the scope of this essay to set out the findings of academic and 

corporate research on energy efficiency and market value. It is also worth 

noting that these studies have been the subject of intense debate and criti-

cism about methodologies and findings.9 

Having said that, three important findings from the research must be listed 

here:

1. no matter what measure of energy efficiency is applied (design or oper-

ational), the financial performance of buildings is better when those 

buildings are efficient;

2. while the magnitude of increased value from energy efficiency in prop-

erties varies, the direction of the trend does not; and

3. this is true across countries and across sectors.
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This so-called ‘green premium’ exists for other aspects of sustainability more 

broadly (such as having a building certification such as BREEAM or LEED), but 

the relationship between energy performance (in operation) and asset perfor-

mance appears to be the strongest.

This means that the actual energy performance of buildings (as opposed to 

design features) is becoming a critical factor in real estate decision-making. 

Indeed, studies by real estate professionals show that preferences for ener-

gy-efficient buildings are clearly on the rise and that many organisations will 

not occupy poorly performing buildings.10 

Even though full transparency in energy performance is not yet mandatory 

in the UK, this has not prevented the market from taking its own course. As a 

standard part of due diligence, real estate teams now require evidence of past 

energy performance. Energy performance is emerging in discussions at rent 

reviews, where companies are requesting lower rents for poorly performing 

buildings. In other words, where tenants once looked the other way, they are 

now focusing intently on the energy performance of their premises.

This is partly due to concerns about the rising costs of energy, but for compa-

nies there is an issue of much greater value at stake: reputation. It is becoming 

impossible for corporate occupiers with highly visible corporate sustainability 

requirements to occupy poorly performing buildings. For an average service 

company, 90% of reportable carbon emissions stem from building occupation. 

As integrated and mandatory carbon reporting becomes the norm, corporate 

occupiers are re-examining their premises and energy efficiency is having an 

impact it never had before. 

obsolescence

It is the fear of lost value that will drive retrofits in the future. A recent British 

Council for Offices (BCO) report notes that there is an emerging industry 

belief that assets with poor energy efficiency will see significant depreciation 

in the future.11 This means that owners need to develop a more proactive 

approach to retrofits and to provide current and prospective tenants with 

spaces that satisfy their requirements.

This same report finds that developers, investors and occupiers all rate energy 

efficiency as either the first or second most important driver of obsolescence 

over the next five years. Buildings that fail to undergo retrofits will see their 

value eroded much faster than ever before.

othER factoRs

Buildings lose value over time – that is one of the first rules of property. 

What is more alarming is how quickly value can be lost in a market that has 

an increasing amount of choice. One of the defining characteristics of the 

commercial market in the past ten years has been the growth of ‘exit’ – that 

is, the ability of occupiers to review property decisions and leave buildings 

that no longer meet their requirements. Whereas owners could once turn a 

deaf ear to tenant concerns, secure in the knowledge that they had a long 

lease in place, this is no longer true. Tenants now have the upper hand. 

The fact that they increasingly cite energy concerns as their top priority is 

forcing even reluctant owners to make changes or risk losing tenants. Losing 

a tenant incurs a much greater cost than upgrading the building and this, 

too, has enhanced the business case for investing capital in energy efficiency 

improvements. 

Lease length

In 2000, leases of five years or less represented just 10% of the commercial 

market. Today, this number is closer to 50%. Conversely, the proportion of 

leases of 20 years or more has declined from 25% to 5% over the same period 

(see Figure 3.1).

It is not difficult to see what is happening – the secure long-term leases which 

gave owners the advantage, and which may have encouraged complacency, 

have disappeared. Tenants now have more opportunity to assess their assets 

and consider whether their physical assets are enhancing their corporate 

image and finances. Certainly, energy efficiency will not be the only reason 

why a tenant chooses or leaves a property, but it is, increasingly, a bargain-

ing chip and present owners must be far more attuned to what their tenants 

demand regardless of who benefits from the operational savings of energy 

efficiency. 

availability

One of the most significant changes in the commercial property sector over 

the past ten years has been the surplus of existing property. Much of this 

property is sub-par in terms of energy performance. And so, while there are 

questions about how deeply energy efficiency preferences have penetrated 

into the market, it is clear that existing properties looking to attract tenants 

will have to try harder. 

In 2000, the take-up rate and the availability of existing property were roughly 

equivalent. Presently, availability exceeds take-up by a factor of 4. So, at 

a time when occupiers have more exit opportunities, they also have far 

more choice. Because there can be such a vast difference in energy perfor-

mance between properties that are only a few years apart in age, energy 

performance is bound to be one of the determining elements in the choice 

between existing properties. In a tighter market, energy concerns may be 

of less importance, but with plenty of choice available occupiers who have a 

preference for energy-efficient properties will inevitably seek them out. This 

means that the threat of obsolescence of poorly performing properties is 

only increasing.

3.1 Lease Length, 2000-2010
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Energy costs

It is often noted that energy costs comprise only a small proportion of a com-

pany’s operational costs. This is true, and historically occupiers have focused 

primarily on rent and not the costs of operation in property selection (see 

Figure 3.2).

However, as money has become scarcer and the true costs of poorly perform-

ing buildings better known, energy costs have become a consideration. This is 

true not only because the rises in energy costs have been sharp and show no 

sign of abating, but also because there are now carbon costs associated with 

building operation. The costs related to energy and carbon are, admittedly, 

small compared to total costs, but they are increasing, focusing attention on 

operational costs in greater detail.

During this time of greater exit and choice (from the year 2000 to the present), 

electricity and gas prices have more than doubled. 

No other operational cost has undergone anything like this rate of infla-

tion. Moreover, because Building Regulations have compelled such a rapid 

increase in energy performance, it is often the case that two properties which 

are close in age can have widely differing energy usage.

This raises two very interesting issues. First, the astute occupier can lease a 

property that is akin to another in finish, location and general age but which 

has a very different energy profile. Second, the difference in that profile will 

be due, not to occupier activities but to physical characteristics that are the 

responsibility of the landlord. Put slightly differently, there can be dramatic 

differences in the performance of buildings that are only a few years apart in 

age and these differences will be due to the building fabric and/or systems 

(which is the landlord’s responsibility) and not to the tenant’s use. 

For example, a property in London built after 2006 can have operational costs 

that are £3 per square foot per year lower than a building just a few years 

older used in exactly the same way. In this type of scenario, overall energy 

costs would drop from £8 per square foot to £5 per square foot, almost a 40% 

reduction. Controlling for tenant activities, older buildings are generally more 

expensive to operate. The market is beginning to appreciate this and land-

lords will have to demonstrate that they are making improvements to existing 

stock if they wish to compete with newer properties.

There is no denying that energy costs will increase – it is merely a question of 

by how much and how soon. Estimates from the Department of Energy and 

Climate Change suggest that energy prices will double, not in ten years but 

within five. This means that the costs of owning poorly performing buildings 

will only be further magnified in the future.

iNtaNgiBLEs

It is worth remembering that carbon emissions were once regarded as an 

intangible – difficult to define, understand, measure and value. It is no wonder 

that it was routinely underestimated how carbon performance would affect 

the value of many buildings, even some of those built within the past decade. 

It was easy for developers, investors and occupiers to ignore advice about the 

importance of carbon performance, because professional bodies themselves 

were unprepared to speculate on the value implications of an emerging ‘soft’ 

topic like carbon. Yet, if the last few years tell us anything, it is that soft topics 

can have hard edges and the value of intangibles must be anticipated.

The monetary value of energy-efficient properties is becoming important 

(both in terms of reduced costs and increased value), but this is only part of 

the story. The reputational value of owning or occupying energy-efficient 

properties is difficult to quantify but is certainly destined to feature in transac-

tions in the future. Because buildings increasingly reflect the values of those 

within them, it will be difficult for companies that wish to project the right 

brand image to occupy buildings with poor energy and carbon performance. 

It is a recent but widely held assumption that a prime building is a sustainable 

building. Relatedly, there is an emerging consensus that a sustainable organi-

sation is the one likely to attract and retain the top talent. One of the unusual 

(but upon reflection unsurprising) developments in sustainability has been the 

recent involvement of human resource professionals in property decision-mak-

ing. They recognise that projecting a desirable image to potential recruits and 

employees is a critical financial decision for their organisation, with economic 

stakes that far exceed the cost of energy. It is when sustainable performance 

(which is largely defined by energy use) becomes associated with something 

far more important – image, mission and morale – that the business case for 

energy-efficient, sustainable properties becomes evident. To think that energy 

efficiency is just about the building is to miss a giant opportunity.

Using buildings to project a desirable corporate image is hardly new. What is 

new is the corporate image that is now considered desirable. Recent reports 

on upcoming workers (of the kind that most organisations want to attract) find 

that traditional commercial offices hold little attraction, primarily because they 

are regarded as unsustainable.12 The financial and environmental are converg-

ing in ways that were unthinkable to the property industry a decade ago and 

have yet to be fully appreciated. As a concept, sustainability is widening and 

narrowing at the same time, as occupiers consider all the ways that buildings 

can add value to their organisations while simultaneously zeroing in on what 

specifically works to improve their profile. One of the ways to judge whether a 

building ‘works’ in terms of sustainability is energy in use. Buildings that fail to 

meet this criterion will almost certainly be deemed unsustainable, no matter 

what other attributes they may possess. Energy efficiency is not all there is to 

sustainability, but it is the litmus test and the key to capturing intangibles of 

significant worth to companies.

Value and values are inextricably linked and, in addition to quality, sustain-

ability is being linked with certain other concepts. These include ‘modern’, 

‘disciplined’, ‘efficient’, ‘committed’ and ‘trustworthy’. Likewise, smart occu-

piers are beginning to use buildings as assets in the true sense of the word, 

using property performance to build engagement, loyalty, purpose and pride. 

Conventional, unsustainable buildings hold little attraction for the next gener-

ation of workers, who have been raised with a keen awareness of sustainability. 

WhERE is this goiNg?

Bringing older stock up to new standards may well be virtually impossible, 

financially and physically, in many instances. It can be difficult enough to 

encourage owners to undertake light-touch energy improvements, never 

mind the extensive deep retrofits that many commercial buildings require. 

Take away the intervention of a major transformation in business as usual, and 

improving building energy performance may well continue to be an interest-

ing theoretical discussion that goes nowhere commercially for much of the 

existing stock. 

But there are signs that a fundamental shift is under way. Studies of occupiers 

note that sustainability is ‘all they want to talk about’.13 Sustainability issues 

have moved from a periphery issue into the mainstream of property decisions, 

particularly as investors and lenders consider the longer term profitability of 

their portfolios. Naturally, most of this discussion centres on new prime assets 

and top corporate occupiers, but a general trickle-down effect can be seen 

and should be expected. This is why even reluctant owners have begun to 
3.2 Typical business costs of an office building in London
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undertake light-touch refurbishments in secondary assets that would have 

been unlikely just a few years ago.

Professional real estate observers note that deep retrofits will inevitably 

follow as regulation and market drivers make poor energy performance more 

unacceptable and new investment vehicles make more aggressive interven-

tions less untenable. Clearly, the rise in both the number and type of financing 

arrangements is indicative of a general interest in deep retrofits, since difficult 

projects are the very reason behind the formulation of special purpose 

vehicles. 

BUiLDiNg is Not thE soLUtioN

There is no doubt that many assets have poor energy performance because 

they are poorly built or have physical characteristics that raise energy use. 

For these types of assets, deep retrofits will be necessary and some type 

of construction activity is a must. These are the difficult cases and there are 

many of them. But to think that building – even building of the best kind – is 

the answer to the carbon problem is a mistake. It displays the same kind of 

thinking that got us into the problem in the first place. 

Most buildings perform poorly because they lack the resource that is in 

shortest supply – diligence. Management and commitment are just as 

important, if not more important, than physical features and technology. A 

recent study of low carbon fitouts found that the most significant savings were 

captured without capital expenditures at all, but instead reflected a commit-

ment to understanding and implementing ideas that work.14

Better monitoring and verification of actual energy use are vital to demon-

strate to executives the business case for improvements and to evaluate what 

works and what does not for implementation in the next project. The simple, 

effective, cheap actions – education, monitoring, management, collaboration 

– are both highly effective and severely lacking in today’s buildings. There is, 

in the current market, a clear shift away from what we put into buildings to 

what we get out them. No amount of technology or good design will ever 

supplant the need for human diligence, care and performance. 

coNcLUsioN

The building industry is becoming infinitely more complex, from the multidis-

ciplinary approach to building to the multifaceted expectations of occupiers. 

Of the three barriers to energy retrofits, the most significant one – attitudinal 

– is also the one undergoing the most dramatic change. The reluctance to 

undertake energy retrofits has never been primarily about costs and savings or 

even the technologies themselves. Instead, it has been about the perception 

of the role that sustainability plays in property decisions. 

That role is changing significantly, and faster than we imagined possible. 

Energy efficiency is about sustainability, but it is also about something far 

more important – image, brand, value and quality. These issues matter to 

occupiers and landlords are beginning to improve energy efficiency in order 

to boost their overall financial performance and viability. Expectations and 

attitudes about energy efficiency have, in a few short years, changed from 

indifference to indispensable. It is not about cost but about value, and envi-

ronmental and financial performance are becoming indistinguishable.

How far energy efficiency will (and can) be taken for the poorest of existing 

stock remains unclear but, for many properties, the ability to remain as viable 

assets will be synonymous with the ability to achieve acceptable levels of 

energy performance. New investment vehicles are emerging to reduce the 

financial and technical risk and these will undoubtedly make investment risks 

less daunting to take. However clever and innovative the investment vehicle 

may be, it is important to remember that what propels these vehicles is a 

fundamental shift in the perception of energy use and what it means. From 

the owner to the occupier to the energy provider there are clear profits to be 

made from using less energy. The traditional split incentives and competing 

interests are diminishing and in their place is an emerging consensus about 

building performance and its place in overall business success.
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