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Investors are currently obliged to take environment, social, and governance (ESG) issues into consideration as part

of their fiduciary duty. As such, it becomes increasingly important to identify sustainable investments that also hold

financial value. A sector where this is especially underdeveloped is real estate.

ESG  sustainable finance  smart real estate  sustainable real estate  user wellbeing

social sustainability  environmental sustainability

1. Introduction

In the last two decades, promulgated by the financial crisis and the Paris Climate Agreement, global concerns

about climate change and business ethics have fueled interest in environmental, social, and governance (ESG)

issues and their associated risks . However, interest in non-financial information and notions of socially

responsible investment (SRI) and corporate social responsibility (CSR) have been around much longer, gaining

momentum due to historical events, such as civil and women’s rights movements . The term ESG was coined in

a 2004 United Nations (UN) report titled “Who Cares Wins”, aimed at raising awareness about the importance of

environmental, social, and corporate governance issues for financial markets. A year later, the UN Environmental

Program’s Finance Initiative (UNEP-FI) provided evidence on the financial relevance of ESG issues and

promulgated the use of ESG information in investment decisions. Moreover, UNEP-FI’s 2019 report on “fiduciary

duty in the 21st century” describes how ESG issues are increasingly integrated into regulatory and legal

requirements for institutional investors, warning that investors who fail to take ESG into account will likely face legal

challenges .

As such, a dual purpose can be identified in the use of ESG. Initially, investors focused on the value of ESG issues

in and of themselves, stressing the environmental and social costs and benefits. Over time, other investors became

interested in ESG from a more financially focused position, where sustainability is taken into account more

rationally in function of its material costs and benefits. Eccles, Lee, and Stroehle (2020) call these two approaches

the values-based, and value-based approach, respectively. Although analytically distinct, the two approaches often

coincide in practice, where both the societal and financial benefits of sustainable investment are deemed important.

Today, regardless of more altruistic or pure financial motives, investors increasingly have no way around

incorporating ESG considerations in their investment decisions, as it has become an almost global legal

prerequisite . As such, investors and their clients are increasingly interested in finding profitable sustainable

investments.

[1]

[2]

[3]

[3]



ESG Measurement | Encyclopedia.pub

https://encyclopedia.pub/entry/8401 2/6

Over the past years, a substantial body of research has focused on understanding the relationship between

financial and nonfinancial investment performance. The consensus to date is that paying attention to ESG issues

can generally lead to better financial performance , although this body of literature is rife with uncertainty.

A sector where this relationship is particularly unclear is real estate. When it comes to real estate investments and

asset management, there are many mixed and contradictory findings. The catchall statement that any improvement

in ESG would automatically lead to higher investment value is untrue. Conclusions range from finding no

correlation at all between ESG and financial performance , to mixed results , with several cases

even showing an inverse relationship . However, some studies do give evidence of a positive relationship,

often emerging in the long run . To complicate the matter further, it is in many cases still unclear what it

means to improve ESG factors in the first place.

This is for a large part due to a lacking universal conceptualization of ESG and a divergence in ESG measurement

practices among rating agencies, practitioners, and academics . This divergence can be traced back to the

diverging value and value-based philosophies mentioned earlier. Depending on the indicator selection,

measurements, and weights applied, different assessments of the same company’s ESG performance may diverge

. A better contextualization of findings is necessary to determine which interventions can improve ESG factors in

the first place, and secondly which of those hold additional financial benefits for investors. Most of the literature to

date has neglected the role of the user of the building in all of this. As such, this paper fills the knowledge gap of

how user behavior might affect both the ESG value of real estate as well as its investment value.

2. The Current State of ESG Measurement

Environmental, social, and governance measurements have significantly increased in usage due to growing

concerns for environmental and societal problems. They increasingly influence financial decisions, with potentially

far-reaching effects on asset prices and corporate policies . ESG rating agencies offer investors a way to

screen companies for ESG performance in a similar way to how credit ratings allow investors to screen companies

for creditworthiness. However, despite this similarity, there are important differences between ESG ratings and

credit ratings. The key difference is that while creditworthiness is relatively clearly defined as the probability of

default, there are no commonly agreed-upon measurement criteria for ESG ratings yet. Moreover, research

suggests that rather than using generic criteria, ESG ratings should be sector-specific, as key ESG concerns are

bound to differ over sectors, such as real estate, healthcare, finance, telecommunications, and others . This lack

of conceptual validity leads to divergences in ratings, creating confusion both at the investor and company level

and raising a call for more conceptual clarification .

2.1. Aggregate Confusion

Transparency and disclosure are fundamental to sustainable finance. Thus, for thirty years, information gathering

and reporting have been viewed as a priority. Some well-known initiatives include the Global Reporting Initiative

(GRI), the Sustainability Accounting Standards Board (SASB), the Carbon Disclosure Project (CDP), the

International Integrated Reporting Council (IIRC), and the Task Force on Climate-related Financial Disclosures
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(TCFD). The aim of all of these initiatives is to provide a framework by which it becomes possible to measure

externalities, internalities, and the level of sustainability of a particular investment . However, disclosure is only

useful when one can make sense of the information disclosed. This is hampered by the divergence in ESG

measurement practices.

Divergence in ratings is driven by three distinct measurement causes: divergence in scope, divergence in

indicators, and divergence in aggregation rules. First, divergence in scope refers to the situation where ratings or

measurements are based on different sets of attributes, such as labor practices or lobbying activities. One rating

agency may include both, while another may include neither, causing ratings to diverge. Secondly, divergence in

indicators means that different rating firms use different indicators to measure the same attribute, such as labor

practices, again, leading to different scores. Finally, divergence in aggregation rules appears when firms attribute

different weights to attributes. As these are all intertwined, it makes it difficult to interpret ratings and understand

divergence in scores. For instance, Berg et al. (2019) show the category “environmental reporting” is included in

ratings from Sustainalytics, RobecoSAM, Asset4, and Vigeo Eiris, but not taken into account by MSCI and KLD.

Moreover, Sustainalytics uses two indicators to measure this category, while the others use only one. Finally,

Sustainalytics and RobecoSAM attribute a higher weight to this category than the others.

The root cause of these differences can be explained by multiple factors. Agencies may use different metrics

because of different ideologies, as mentioned earlier. More pragmatically, they can simply focus on different

factors, because processing all the information contained in disclosures may be too costly . The underlying

issue here is that it is in many cases unclear which interventions benefit ESG factors to which extent, and, as such,

which attributes, indicators, and weights should be applied. This makes it nearly impossible to decide which rating

agency or measurement procedure is “the right one”. Take Tesla, which was given a top ESG score by MSCI,

ranking the company best in the global car industry; however, it simultaneously made the bottom of the FTSE’s list,

and ended up somewhere in the middle on Sustainalytics ESG ranking—all acclaimed rating agencies, all with

different outcomes .

2.2. A Road to Standardization

Although “disclosing ESG issues” is increasingly seen as part of the fiduciary duties of investors, it is not at all clear

what exactly should be disclosed. The plethora of existing (national) labelling schemes and requirements use

different criteria to determine which economic activities qualify as sustainable, confusing investors and

discouraging them from investing across borders due to difficulties in comparing different investment opportunities.

This has led to wide-spread calls for standardization of ESG measurement to combat the inefficient proliferation of

rating agencies and measurement standards.

The European Union (EU) has recently answered this call, publishing a new EU taxonomy classification system to

start closing this gap, which is to be implemented by January 2022/2023 . This process started in December

2016, when the Commission mandated a High-Level Expert Group to develop an overarching and comprehensive

Union strategy on sustainable finance and ESG in order to help reach the sustainable development goals and
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implement the European Green Deal. By providing EU-wide appropriate definitions to companies, investors, and

policymakers on what is considered sustainable, the EU hopes to enable and shift investments towards more

sustainable ones.

It is important to note that “sustainable finance” is predominantly interpreted as environmental sustainability, with

the current taxonomy focusing exclusively on six environmental goals. To be sure, there is a cursory mention that

economic activities must comply with minimum international human and labor rights and standards to qualify as

environmentally sustainable (which can be seen as a social element). Additionally, it is stated that other

sustainability goals, including social objectives, will be developed at a later stage (EU/2020/852)—even noting that

a report is planned for 31 December 2021 describing the provisions required to extend the scope of the regulation

to include social objectives. Still, the social dimension of ESG and sustainability remain grossly neglected.
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