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SUSTAINABILITY ASSESSMENT AND/OR PROPERTY
RATING ?
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Lutzkendorf Lorenz
Summary

In recent years a variety of tools for assessinguiding’s environmental friendliness

or contribution to sustainable development havenbdeveloped, tested and applied.
However, in most cases these tools and the assessmsults obtained from their

application have not been used to inform and imibee property investment decision
making processes. This is now beginning to chabge. to the growing interest of public

authorities, investors, banks and insurance ageniciegreen / sustainable buildings
and particularly in socially responsible propertywastments (SRPI) the demand for
building assessments as an informational sourcedéaision making is rising. Almost

independent from the discussion and debate in @ af ‘sustainable building’ — which

has now been kept vividly alive since many yeaithiwithe scope of the worldwide series
of ‘Sustainable Building’ conferences — banks aatihg agencies are now beginning to
integrate sustainability issues into their tools fwoperty rating and risk assessment.
Within the current paper the authors report on thevelopment, discuss differences
and similarities of sustainability assessments praperty ratings and investigate how
these approaches could complement each other.

Keywords: Basel llI-process, sustainability assessment, sskssment, property rating,
building performance, building file

1 Introduction

Progress has been made in the development of detsaiagies, the technical development
of building products, materials and constructioohteques as well as of planning and
building assessment tools. However, this largathecratic approach had an insignificant
impact on the financial appraisal of sustainabldldmgs and the transformation
of property markets. It is an important but instiint driver to successfully implement
sustainable buildings and to achieve sustainaldetioe within the property investment
industry. Apparently, the question on how the fartmarket share of sustainable buildings
can be fostered and how existing barriers can leecome is still highly topical within the
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sustainable building discourse. In order to streagtthe demand for sustainable buildings
several strategies or activities are possible.

These include, for example:
Realizing change in societies’ values and concereembination with strengthening
the willingness of individuals and corporations faking responsibility towards society
and the environment;
Uptake of a leading role through the public autiesi(e.g. realization of demonstration
projects, introduction of sustainability requirerteeimto tendering procedures and in
relation to the use of public funds for buildingslather construction works);
Changing the general ‘framework’ (e.g. buildingiggtion and taxation);
Introduction of specific subsidy programs;
Development of sustainable property investment gpetgd(e.g. ‘green’ REITS,
sustainable property funds);
Introduction of CO2-certificate trading schemestfar property and construction
sector;
Acknowledgment of the financial benefits of sustdile buildings (e.g. through
investors and tenants);
Consideration of sustainability issues within theperty sectors’ methods and
instruments (e.g. risk analysis, valuation, andda&tion analysis) in order to report
and communicate the advantageousness of sustamaliags.

The current paper focuses on the latter point lyrems$ing a series of issues associated
with integrating sustainability issues into progerating and property risks analyses by
using information obtained from sustainability asseents.

2 Consequences of Basel Il — The rise of property raigs

The application of new, international banking calpiadequacy rules called Basel I
requires banks to take a much more sophisticatpdoaph with regard to the risks they
take in lending [1]. As a consequence, propertyngatwill increasingly be conducted for
lending purposes. In a very general sense, a radiray procedure which illustrates the
assessment of a thing, a person or situationpate. (given) scale in order to improve the
informational basis for decision-making. This ist @onew concept. In today’s banking
practice, ratings are used, amongst other issagmetict the probability of default (PD)
of granted loans based on historical credit datakB8 have developed sophisticated rating
instruments which enable them to predict the proitabof default of individual or
corporate borrowers subject to a wide range ofngatcriteria and/or performance
information. However, similar and equally sophiated instruments that can predict the
probability of default as well as the bank’s losghe event of the default of loans secured
by property assets do not (yet) exist; this is iyailnie to a lack of information on property
characteristics and attributes associated witlohestl credit data. Nonetheless, Basel |l
requires banks to develop such property ratingesyst as a precondition for the
application of the so-called ‘advanced internalngatbased approach’. This approach for
determining the bank’s equity capital is perceivede beneficial since it allows banks

! However, the required property rating systems mekd to be tested and approved by the nation&irmn
supervisory authorities.
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to calculate the required amount of equity caftathemselves. As a consequence, banks
and banking associations are keen on developingoppate property rating systems.
A wide range of different rating systems are cutyerbeing tested, under further
development or are already applied in practice.atldition, consulting agencies are
offering property rating services to the public.

Property ratings are designed to fulfil two basaies within banks’ property
financing processes. These are (1) property rishyaas before granting property loans,
and (2) determination of capital adequacy requirdgmeFig. 1 shows a stylized
representation of the role of property and borroveting systems within the process of
granting a property loan under the advanced inteatimg based (IRB) approach of Basel
II. It also shows the interrelation between valoatand property rating which form the
basis for determining lending conditions. In gehelending conditions consist of loan
amount and interest rate. The loan amount mainpedéds on the market or mortgage
lending value of the property. And the intereserdépends on several factors which are
also portrayed iffrig. 1.

Fig. 1 Determination of financing conditions for property

The standard risk costs and the cost premium faityegapital normally depend on the
risks associated with the property and with thedwer. These risks are assessed through
ratings which result in an estimation of the padesibss in the event of loan default and of
the probability of loan default. In order to contdlce ratings banks evaluate different
kinds of information on the property and the clidnyt making use of rating criteria,
weightings and measurement standards in orderigedat rating results or risk scores.
However, in property project financing or in casdwere the bank’s major security for the
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loan consists in the property asset to be finantedrating almost exclusively focuses on
the property asset. Then the qualities of the ptg@esset determine both the possible loss
in the event of loan default and the probability lodn default; i.e. the rating of the
borrower becomes almost unimportant and the ratfrthe property becomes decisive for
determination of the interest rate. This case d@Berve further attention below.

Tab. 1 Rating criteria list and weightings [3]

3 Application of existing property rating tools
The basic functioning of property ratings can bplaxed by referring to a rating approach

originally proposed by TEGoVA [2] and further dempient through the German
Association of Public Banks [3]. The rating systeantains four main criteria classes —
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these are market, location, property and qualityhef property cash-flow — and up to
4 levels of sub-criteria classes that are weighaedording to their influence on the
medium-term sales prospects of the individual priypi its relevant market. The rating
system employs a scale that ranges from 1 (exd¢gltenl0 (disastrous). The average
rating is set at 5 because the ‘disastrous’ raisndesignated for specific circumstances
only. Tab. 1 shows the list of rating criteria, indicators awdightings for the criteria
classes ‘property’ and ‘quality of the propertyltéew’.

The list of rating criteria and indicators showroad makes clear that property rating
represents a possible platform to combine theestsrand instruments of the banking and
property investment industry with the concerns exstruments of the sustainable building
community. This is because the rating system costdirect as well as several indirect
connecting points for the integration of sustaihgbissues into the processes of property
financing and property risk analysis.

In order to investigate the sensitivity of the @lkproperty rating result on changes
in the assessment of those criteria relevant fatuating the contribution of buildings to
sustainable development, the authors performedraetest-ratings. These test-ratings
have been carried out on the basis of 3 fictionaldings (multiple family-dwellings)
representing a superior, an average and a poodifgiin terms of its contribution to
sustainable development by using a special listitdria. The assessment of the following
criteria has been varied in order to representifierent degrees of sustainability: quality
of the layout / functionality; quality of the buitdy’'s technical and security equipment;
degree of modernization; internal and external ssibdity / infrastructure; building
materials; energetic performance; emissions; opgrabsts; level of operating costs; and
usability by third parties.

All other rating criteria have been assessed bgwamage rating score. In addition,
interdependencies between different rating critér@ve also been taken into account
(e.g. the circumstance that an improved energegifopnance usually leads to lower
heating costs, and thus, lower operating costsjhetmore, the assessment of the regional
property market conditions has also been variedy(g®od, average and poor market
conditions). The results of these test-ratingsdaplayed in the following ab. 2.

Tab. 2 Test-rating results

Multiple-Family Dwelling Rating Scores
1 /23 |4[s5]6|7][8] 9 1

O

Very good property market conditions
Superior building (in terms of sustainability) 2.9
Average building (in terms of sustainability) 3.6
Poor building (in terms of sustainability) 5.3

Average property market conditions
Superior building (in terms of sustainability) 3.4
Average building (in terms of sustainability) 4.2
Poor building (in terms of sustainability) 5.9

Poor property market conditions
Superior building (in terms of sustainability) 4.3
Average building (in terms of sustainability) 5.0
Poor building (in terms of sustainability) 6.7
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These results show that — depending on the viewpomproved chances or reduced risks
of sustainable buildings can be expressed and carncated by making use of already
existing property rating systems; in this case Bing a rating system from Germany.
As expected, a superior building quality under popaperty market conditions clearly has
a more significant impact on the overall ratingutesin summary, the property rating
systems (which are currently being developed anglemented within the banking
industry as a consequence of Basel IlI) contain rabvennecting points that allow
the advantages of sustainable buildings to be alysol as well as the disadvantages
of unsustainability to be treated as additionak rfactors. This may finally lead to
preferential lending conditions for sustainable Idings. Furthermore, property
professionals can adopt these property rating syst@ order to communicate reduced
property risks (and opportunities) to clients.

From the authors’ point of view the issue of avogland reducing property specific
risks through sustainable buildings is of particulaerest in connection with socially
responsible property investments (SRPI). Examples the relationship between
characteristics and attributes of sustainable mgkland reduced property specific risks
can be found iMab. 3. Besides taking responsibility towards society #r&environment
socially responsible investors are primarily ingteel in the financial advantages
of sustainable buildings and respective investnogtions. However, the quantification
of these financial advantages in monetary termsois yet always possible. Therefore,
ratings can be used for the description and paatrafyreduced property specific risks.

Tab. 3 Links between sustainable design features and eedoioperty specific risks
Characteristics and attributes of sus{ Examples for reductions in / avoidance of property

tainable buildings specific risks
Reduction of risks through changes market partitgg
Flexibility and adaptability preferences (obsolescence) and through restristzoilu

ity by third parties
Reduction of risks through changes in energy artéma
Energy efficiency and savings in Walerprices; reduced business interruption risks (eagsed
by power outages) through facilities that derivergy
usage ) L
from on-site resources and/or have energy effigidea-
tures
Reduction of litigation risks and of being helddlia for
51Paylng compensations to construction workers arid-bu
ing occupants

Use of environmentally friendly and
healthy building products and materi

High functionality in connection with
comfort and health of user and occli- Reduction of vacancy risks or of loosing the te(gnt
pants

Construction quality, systematic main-

tenance and market acceptance Lower risks of changes in property values

Compliance with / over-compliance )heductlon of risks from increasingly stringent giion

legal requirements in the areas of envi:
ronmental- and health-protection (e.g. expensive retrofitting or losses in propediues)

68



CESB 07 PRAGUE Conference
Session M2A: Keynote Addresses

4 Informational sources for property ratings

As demonstrated above, banks and rating agen@escsinsidering sustainability issues
within their property rating and risk assessmergteays. Therefore, banks and rating
agencies now require appropriate and reliable gsuoé information to feed their rating
and risk assessment systems with information ortasability related performance
characteristics of property assets. In most ingsnleowever, this kind of information and
the questions associated with its provision lietside the typical realms of the banking
industry.

Through the introduction of energy performance iteates within the European
Union the problem of assessing and obtaining in&diom on property assets’ energetic
quality will be solved on an area-wide basis intear future.

Given the current stage of implementation the layand assessment standards for
preparing these energy performance certificates mok be uniform throughout the
European Union. Nonetheless, the certificate wilhtain information on resource use
(e.g. primary energy demand) as well as on impantshe global environment through
CO2-emissions during the occupation phase (in somentries, however, this latter
information will only be contained in the certifteaas a supplement on an optional basis).

Concerning other relevant questions — for examphethe technical and functional
building quality, on the environmental and heakttated friendliness of building products,
on occupant satisfaction and comfort, on resouseeand resulting environmental impacts
resulting from construction, maintenance, demaiitand disposal of buildings, or on
expected maintenance costs during the occupatiaseph the provisioning of appropriate
information is much more difficult compared to thasily accessible energy performance
certificates.

From the authors’ point of view it needs to be date this context that the quality
and scope of building descriptions which are tylhycased for transaction purposes or
within property price databases does no longeil fulfrent requirement. One approach for
improving this situation can be seen in the furtthevelopment of building documentations
in the form of building files of building passpartg/ithin some markets, particularly
within European housing markets, building files aheady available to a certain extent;
examples for this are represented through the Hborfermation Pack which will be
introduced from 1 August 2007 onwards in the UKtopugh the building files according
to the German guideline on sustainable building [4]

For example, the German building file contains infation on the following issues:
description of the building and of its structura&sayn, information on structural and fire
safety, lighting, heat insulation and energy demawodnd insulation, water use, treatment
of waste, quality of internal fittings, technicalildling equipment (heating, ventilation, air
conditioning), information on required and alreadydertaken maintenance and servicing
works, as well as a documentation of occupancyscastl of certain resources used during
occupation.

In order to facilitate and ease the assessmentitafitigs the focus of buildings files
and passports should be placed much more on pexfmerrelated information concerning
functionality, serviceability, durability, accessity, and maintainability, etc. Within
Europe an intense engagement with questions cangethe further development of
buildings files currently takes place; see for egpln}5]. Also the EU thematic strategy on
the urban environment [6] contains plans for anemsion of energy performance
certificates towards building files to include athesy environmental and sustainability
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elements, such as indoor air quality, accessibtityse levels, comfort, and environmental
quality of the materials and the life-cycle costloé building.

Regardless of these developments in the area dditgifiles and passports, the
demand for sustainability assessment results withen banking and rating industry is
growing and can be expected to rise further. Ifrtdglts of building assessment tools are
to be used to support the rating process, thefidheof information can be organised in
different ways. These are schematically depictdeign2 below.
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Fig. 2 Different forms of integrating building assessmeasults into property ratings

On the one hand, partial results of sustainabdggessments could be used to provide the
informational basis for certain aspects of propeatyngs (e.g. energy performance and/or
environmental and health-related friendliness ofildng products). This requires,
however, that sustainability assessment resultsarenly available in the form of labels
or certificates; instead, detailed information dme tassessment results must remain
accessible. Alternatively, the overall sustain@pi#issessment result could be integrated in
a highly aggregated format into property ratingsaaeparate rating category. Apparently,
this latter option represents a more straightfodvapproach. However, experiences on
how to integrate and weight sustainability assessmesults within the context of property
ratings do not yet exist.

5 Approach for describing an overall/integrated buildng performance

From the authors’ point of view it is necessarycambine or link the approaches of
describing, assessing, and communicating the twoion of building to sustainability
development (i.e. sustainability assessments) wht goals and targets of the trend
towards socially responsible property investme®RFI); for more information on SRPI
see, for example [7]. These goals and targets sonsifollowing primarily economic
interests by simultaneously taking responsibildywards society and the environment. For
this reason, the concept of an integrated builgiegormance which is currently pursued
by CEN TC 350 Sustainability of Construction Wof{B$ and which focuses on life-cycle
costs as the only economic aspect is not sufficiehe followingFig. 3 shows the concept
of an integrated building performance that alsduides property performance aspects for
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the description and assessment of income streaash-ftows), property value, and
chances and risks.

Functional / Social Environmental Economic
technical aspects aspects aspects aspects
Functionality Comfort Income
Serviceability Security Value

m Health Risk avoidance

% User Satisfaction Chances

s User Participation

o
Functional Social Property
Performance Performance Performance
Quality Resource Construction cost
Durability depletion Operation cost

) Adaptability Impacts on

2 environment

3

i
Technical Environmental Cost
Performance Performance Performance

Fig. 3 Integrated building performance (extended version)

Only such an extended approach allows linking aretating — in the sense of a truly
integrated assessment — the development of casis-ad property values with functional
performance aspects, environmental impacts, lifdecgosts and/or occupant satisfaction
and comfort.

6 Conclusions and Outlook

For the further market transformation and marketep@tion of sustainable buildings it is
required, that even more private and institutiomsfestors decide investing into such
buildings. One precondition for this is the desioip, assessment and portrayal — based on
commonly accepts methods and rules — of a positeatribution to sustainable
development. This lies in the traditional dominiohsustainability related planning and
assessment tools. However, another and equallyrtargoprecondition is that technical,
functional, environmental and social building gtiaé can be translated into the categories
of financial benefits and risk reduction. Withoubutbt, these latter categories are of
primary interest for potential investors.

Amongst other approaches, this can be realisedughroan integration of
sustainability assessment results into the metlbogsoperty rating, risk assessment and
property valuation. Methods and tools for assesbimtflings’ contribution to sustainable
development can therefore become a major sourcenfofmation within property
investment decision making processes. In summhbeyuse of information from existing
methods, instruments and tools developed by thisable building community (‘green’
building rating systems, LCA-based assessment,tpolst-occupancy evaluations, energy
labels, etc.) can be harnessed to inform the psesesf property financing and risk
analysis. This will increase the demand for suchthogs and instruments. As
a consequence, their future role within propertyrkes can be extended and more
precisely described within an overall system of saees and instruments that contribute to
the market transformation of the construction araperty sectors.
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A more detailed explanation of the issues discugstdn this paper can be found in
a paper forthcoming in a special issudaflding Research & Information [9].

The paper contains selected findings of a receséaech project (,BASEL-II-konforme
Gestaltung des Objekt-Rating als Voraussetzungifie kostengiinstige Finanzierung von
nachhaltigen Bauvorhaben®) undertaken by the aushand financially supported by the
German Federal Office for Building and Regional itiang (Bundesamt fir Bauwesen und
Raumordnung, BBR).

The authors also thank Jurgen Kertes (Universitérigtuhe) for providing
intermediate results of his current diploma thesis.
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