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RICS Valuation - Global Standards VPGA 8 A E)ZEIZRIT AEEHERIDFEM) FIER
(2020 £ 1 A 31 B&3)

VPGA 8 Valuation of real property interests VPGA 8 REFEDFF 5 DA
This guidance is advisory and not mandatory in content. Where appropriate, KITAX AT, BIEH7eNETHY, REIIZ2NE TR0, L
however, it alerts members to relevant mandatory material contained L MBS U T, BB 2 5 T/ m— SV RF o — R D
elsewhere in these global standards, including the International Valuation MO E ENIEETANEFRLZ NFTHAESRL, &8
Standards, using cross-references in bold type. These cross-references are for WCHEEARL TS, ZROLOFASZRIT, A —D T/ b
the assistance of members and do not alter the status of the material that DTHY, L TFIZH<ERI DN BT 2 Z DD TIHR, AN
follows below. Members are reminded that: —IXLL FOZEITHE ESNIZ,
this guidance cannot cover every circumstance, and they must always © ZOHAF AT ETORNZMERET DO Tide, #Hifh
have regard to the facts and circumstances of individual assignments I 2ATOBIIR, W IE 2 OEFEEF IR D F LRI
when forming valuation judgments ZHELIRTUTRB0,
they should remain alert to the fact that individual jurisdictions may © ZOHAZ L ATE AN ZFTVRUWVREE DB R F IS
have specific requirements that are not covered by this guidance. B EE XU AFAE T DA REE S DD LTI B A LD B
&,

This guidance provides additional commentary on certain specific topics and KA AKX A%, IVS 400 Real Property Interests, IVS 410
issues that arise in relation to the valuation of real estate, and is supplemental to | Development Property, VPS 2 Z4#52 725D THY, REFEDFEAM
IVS 400 Real Property Interests, IVS 410 Development Property and VPS 2. It | (ZB# L THRAETARFED My 7 RMEIZ O W GBI 21T -
expressly covers inspections and investigations, and includes important new | CTW\\5, MRAE LA Z AR S— L TEY, AEEIZEEL Tiids
material on sustainability and environmental issues, factors that continue to grow | |25 8% 5. % 23K & U CHE B2 Ukt T D RRbe rlRE M S BR BT

in importance as market influences in relation to real estate. REIZBT 2 EERE R HT-ICE A TVD,
1 Inspection 1 RE
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1.1 This and the following section 2 relate to inspections and investigations
involving real estate, more specifically where the asset to be valued is a right
of ownership, control, use or occupation of land and buildings (see IVS 400
paragraph 20.2).

1.2 Many matters may or will have an impact on the market’s perception of the
value of the relevant interest, aspects of which may only become fully

apparent during an inspection of the property. These can include:

a characteristics of the locality and surrounding area, and the availability
of communications, services and facilities that affect value
b characteristics of the property and its use
1 dimensions, areas and use(s) of constituent elements
ii  age, construction and nature of buildings or structures
iii  accessibility both for occupiers and for visitors
iv  installations, amenities and services
v fixtures, fittings and improvements
vi  plant and equipment that would normally form an integral part
of the building (see also VPGA 5 Valuation of plant and
equipment)
vii apparent state of repair and condition
viii hazardous materials kept on the property, such as (but not
limited to) regulated items including chemicals, radioactive
substances, explosive materials, asbestos, ozone depleting
substances, oils, etc. or regulated activities being conducted such

as waste management activity.
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C

characteristics of the site
i natural hazards such as ground instability, mining or mineral
extraction, risk of flooding from all mechanisms, including pluvial

and fluvial sources
ii  non-natural hazards such as ground contamination where there
are substances in, on or under the ground resulting from historic

or current uses (see also (b) above)

d potential for development or redevelopment

i any physical restrictions on further development, if appropriate.

1.3 Other matters on which relevant information may be acquired during, or

further enquiries made prompted by, an inspection, may include:

a

improvements to leasehold properties: when valuing leases and
reversions, where the property included in the original letting may
subsequently have been altered or improved, care needs to be taken to
ascertain what is to be valued as it may not exactly equate with what is
seen and (as appropriate) measured on the ground. If the valuer is
unable to inspect the lease, or due to the absence of documented
licences the extent of alterations or improvements cannot be confirmed,
the valuer should proceed on the basis of stated assumptions

planning (zoning) controls: controls and the need for licences or
permissions for increased or altered use, including development, will
vary between countries or states and the extent of the particular
enquiries that are appropriate and need to be made in individual cases

will be informed by the valuer’s knowledge of the relevant market, by
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the nature and extent of the property, and by the purpose of the
valuation

¢ where relevant, information on any substantial outgoings and running
costs, and the level of recovery from the occupier — energy efficiency
may be one of a number of factors relevant when considering

sustainability issues (see below).

2 Investigations and assumptions

2.1 The following aspects are common to many valuations involving real estate,
and often raise issues about the extent of investigation that is appropriate or
about the nature of the assumptions that might validly be made. The
guidance below cannot cover all circumstances — a valuer’s knowledge,
experience and judgment will always need to be brought to bear on individual
assignments, and in some cases appropriate limitations will have been
specified by, or discussed and agreed with, the client as part of the terms of
engagement. Similarly, the relevance and appropriateness of assumptions
can only be judged on a ‘case by case’ basis — what follows is not in any way
prescriptive.

2.2 Title

The valuer must have information on the essential details of the interest being
valued. This may take one of a number of forms, such as a synopsis obtained from
the client or a third party; copies of the relevant documents; or a current detailed

report on title by the client’s lawyers — this list is not exhaustive.
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The valuer must state what information has been relied on and — where
appropriate —what assumptions have been made. For example, if a lease document
were not available the valuer might need to make an assumption that the terms
advised and stated were those in the actual lease. However, if an assurance of good
title had been provided, the valuer might reasonably rely on the correctness of this
information — but this would ultimately be a matter for lawyers, and where
appropriate the valuer might specifically note that the position must be checked
by the client’s legal advisers. A valuer would not expect to take responsibility or

liability for the true interpretation of the client’s legal title in the property or asset.

2.3 Condition of buildings

Even if competent to do so, a valuer would not normally undertake a building
survey to establish the details of any building defects or disrepair. However, it
would also be wrong for the valuer to ignore obvious defects that would have an
impact on the value, unless a special assumption to that effect has been agreed.
The valuer should therefore clearly state that the inspection will not amount to a
full building survey. In addition the limits that will apply to the valuer’s
responsibility to investigate and comment on the structure or any defects must be
defined. It should also be stated — wherever appropriate — that an assumption will
be made that the building(s) is(are) in good repair, except for any (minor) defects
specifically noted.
2.4 Services

The presence and efficiency of building services and any associated plant and
equipment will often have a significant impact on value: however, detailed

investigation will normally be outside the scope of the valuation. The valuer will
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need to establish what sources of information are available, and the extent to
which these can be relied on, in undertaking the valuation. It is usual to agree on
an assumption that the services and any associated controls or software are in
working order or free from defect.

2.5 Planning (zoning)

Where there is an element of doubt, the valuer may need to establish whether
the property has the necessary statutory consents for the current buildings and
use, or advise that verification should be sought, and whether there are any
policies or proposals by statutory authorities that could impact the value positively
or adversely. This information will often be readily available, but delays or
expenses may be incurred in obtaining definitive information. The valuer should,
among other things, state what investigations are proposed, or what assumptions
will be made, where verification of the information is impractical within the
context of the valuation.

2.6 Environmental matters

Potential or actual constraints on the enjoyment and use of property caused by
environmental factors may result from natural causes (such as flooding), from
non-natural causes (such as contamination) or sometimes from a combination of
the two (such as subsidence resulting from historic minerals extraction). Despite
the considerable diversity of circumstances, the key question is always the extent
to which the factors identified affect value. Particular care should be taken when
assessing or commenting on environmental factors, as valuers may not have the
specialist knowledge and experience that is often required. In appropriate cases

the valuer may recommend the making of further enquiries and/or the obtaining
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of further specialist or expert advice in respect of environmental matters. The

following paragraphs consider the matter in more detail.

a) Natural environmental constraints

i

Some property will be affected by environmental factors that are an
inherent feature either of the property itself or of the surrounding
area, and which have an impact on the value of the property interest.
Examples include ground instability issues (such as swelling and
shrinking clay, subsidence consequent on historic or current mineral

extraction, etc.) and the risk of flooding from any mechanism.

ii  Although detailed commentary on both the risks and the effects may

be outside the realm of the valuer’s direct knowledge and expertise,
the presence, or potential presence, of these factors is something that
can often be established in the course of a valuation inspection
through normal enquiries or by local knowledge. Use of the relevant
Property Observation Checklist from appendices A to C of the RICS
guidance note Environmental risks and global real estate, 1st edition
(2018), may be of assistance when undertaking inspections. It is not
just the risk of a particular event occurring that needs to be
considered, but also the various consequences. For example, if the
property has suffered a recent event such as flooding this may affect
the availability of insurance cover, which, if material, should be

reflected in the valuation.
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11

The valuer should be careful to state the limits that will apply to the
extent of the investigations and the assumptions that will be made in
relation to environmental matters, and should state any sources of

information relied upon.

b) Non-natural constraints (contamination and hazardous substances)

i

il

11

A valuer will not normally be competent to advise on the nature or
risks of contamination or hazardous substances, or on any costs
involved with their removal, except in the more straightforward
cases. However, a valuer who has prior knowledge of the locality and
experience of the type of property being valued can reasonably be
expected to comment on the potential that may exist for
contamination and the impact that this could have on value and
marketability.

The nature and risks may of course be directly attributable to the use
of the property itself. For example, a number of businesses depend
on activities that involve the use of hazardous substances or operate
waste management activities that may be regarded as a nuisance by
third parties. Although detailed commentary on such effects will
normally be outside the realm of the valuer’s expertise, their
presence, or potential presence, is something that can often be
established in the course of a valuation inspection through normal
enquiries or by local knowledge.

The valuer should state the limits on the investigations that will be
undertaken and state any sources of information or assumptions that

will be relied on. Any historic or existing use matters observed can
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again be recorded on the relevant Property Observation Checklist
from appendices A to C of the RICS guidance note Environmental
risks and global real estate, 1st edition (2018).

c) Sustainability — assessing the implications for value

i

il

11

While not a term that yet has a universally recognised definition (see
the RICS glossary in Part 2), in a valuation context sustainability
encompasses a wide range of physical, social, environmental and
economic factors that can affect value and of which valuers should be
aware.

The range of issues includes, but is not limited to, key environmental
risks, such as flooding, energy efficiency and climate, current and
historic land use as well as matters of design, configuration,
accessibility, legislation, management and fiscal considerations. As
commercial markets in particular become more sensitised to
sustainability matters, so they may begin to complement traditional
value drivers, both in terms of occupier preferences and in terms of
purchaser behaviour.

The pace at which sustainability is feeding directly or indirectly into
value is showing some wide jurisdictional variations. In order to
should

continuously seek to enhance their knowledge. The role of valuers is

respond appropriately as markets change, valuers

to assess value in the light of evidence normally obtained through
analysis of comparable transactions. While valuers should reflect

markets, not lead them, they should be aware of sustainability
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v

vi

features and the implications these could have on property values in
the short, medium and longer term. The issues may extend to:
- environmental matters (see above) including, where applicable,
climate change and resilience to climate change
- configuration and design including use of materials and concepts
increasingly associated with ‘wellness’
- accessibility and adaptability, including access and use by those
with disabilities

- energy efficiency, building ‘intelligence’ and other ‘costs in use’

- fiscal considerations.
Notwithstanding its current bearing on value, within the context of
their instructions valuers are actively encouraged to identify and
collect sustainability related data, as and when it becomes available,
for future comparability.
Only where existing market evidence would support this, or where in
the valuer’s judgement market participants would expressly reflect
such matters in their bids, should sustainability characteristics
directly influence value(s) reported.
Valuers are often asked to provide additional comment and strategic
advice. In these cases it may be appropriate to consult with the client
as to the use and applicability of sustainability metrics and
benchmarks that are applicable in each case. For example, when
preparing valuations on the basis of investment value or worth,

sustainability factors that could influence investment decision-
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making may properly be incorporated, even though they are not
directly evidenced through transactions.

vii Where appropriate, in order to comply with best practice in
reporting, valuers are recommended to:

- assess the extent to which the subject property currently meets
sustainability criteria typically expected within the context of its
market standing and arrive at an informed view on the likelihood
of these impacting on value, i.e. how a well- informed purchaser
would take account of them in making a decision as to offer price

- provide a description of the sustainability-related property
characteristics and attributes that have been collected, which may,
where appropriate, include items not directly reflected in the final
advice as to value

- provide a statement of their opinion on the relationship between
sustainability factors and the resultant valuation, including a
comment on the current benefits/risks that are associated with
these sustainability characteristics, or the lack of risks and

- provide an opinion on the potential impact of these benefits

and/or risks to relative property values over time.

viii The RICS guidance note, Sustainability and commercial property
valuation, 2nd edition (2013) provides guidance on the
identification, assessment and impact of sustainability issues on

commercial valuations.
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RICS HAF R /—h(5E 3 hR) TFEIRAFEEDMEMIBT F NS RIZBITH B R TFHEYT& ESGI iR

(2022 £ 1 A 31 B%3h)

1 Introduction
1.1 Scope

Corporate and investment requirements relating to sustainability; resilience; and
environmental, social and governance (ESG) are some of the most important issues
facing world financial markets. In a real estate context, these requirements
influence investment approaches as they may affect prospects for rental and capital
growth, and susceptibility to obsolescence. Some investors, occupiers and lenders
may also have minimum requirements in order to transact.

This guidance note is principally intended for valuing commercial property: non-
domestic real estate that fulfils an operational or occupational purpose for business
and is commonly sold or let in the market. It may also be referred to as ‘investment
property’. Other asset classes such as rural, residential, public sector and
infrastructure fall outside the remit of this guidance note.

Valuation is a component of a wider construction and management cycle, but this
guidance note does not cover life cycle considerations or circular economy
principles in detail. Some ESG analysis includes detailed consideration and
reporting of non-financial matters — those that cannot be measured in monetary
terms. This guidance does not substantially cover ESG disclosures or reporting
relating to non-financial matters. The guidance also principally refers to the
valuation of individual real estate assets or groups of real estate assets, and does not
cover business and corporate level sustainability, ESG and net-zero carbon

strategies and factors such as carbon off-setting.

Many commercial properties contain plant and equipment, which can be relevant
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to sustainability and ESG considerations. This guidance note does not cover plant
and equipment assets in detail, though valuers should be acquainted with the wider
principles where they impact the asset to be valued (see RICS Valuation — Global
Standards VPGA 5.3).

Markets in different jurisdictions reflect sustainability and ESG considerations in
varying ways and to different degrees. The degree and pace at which aspects of
sustainability may feed into value can vary depending on the property type and the
geographic market in which the asset is situated. For example, flooding, heat or
severe storms may be a particular risk in some locations, and the degree to which
resilience to these events affects value may require an accentuated level of coverage.
Further specific detail covering environmental risks can be found in the current

edition of Environmental risks and global real estate, RICS guidance note.

1.2 Key sustainability initiatives

Sustainability covers a broad range of environmental, economic and social factors
defined as the ‘three dimensions’ in the global UN Sustainable Development Goals.
This range of factors is sometimes referred to in a corporate or investment context
as environmental, social and governance (ESG).

There are political initiatives that support the consideration of sustainability and
ESG at a global level. The Paris Agreement is a legally binding international treaty
on climate change, signed by 196 parties, which came into effect in 2016. The
countries party to this agreement have to implement legislative changes in their
national economies to stay in line with these legally-binding targets, meaning that

compliance will be increasingly important at an asset level.
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In addition to the UN Sustainable Development Goals, there are other popular
reference points for better understanding sustainability and ESG, some of which
are particularly relevant or suited to real estate, finance and valuation. For example,
the Task Force on Climate-related Financial Disclosures (TCFD) is supported by
major financial and real estate stakeholders globally. A list of international
sustainability and ESG rating and benchmarking schemes is included in Appendix
A. Some of these schemes were designed for accountancy and asset management
purposes, and valuers should be conscious of their relevance and weight in evidence.

See Comparable evidence in real estate valuation, RICS guidance note, 1st edition,
sections 4.6.2 and 4.6.3.

1.3 Effective date

This guidance note becomes effective from 31 January 2022.

2 Role of the valuer

RICS valuers are required under the RICS Rules of Conduct to adhere to a
number of professional and social responsibilities, act in the public interest, take
responsibility for their actions and act to prevent harm. Valuers are also required to
follow the PS and VPS standards in RICS Valuation — Global Standards (Red Book
Global Standards) and should also follow the good practice advice in the VPGAs.
Specific extracts relevant to sustainability and ESG are highlighted throughout this

guidance note.

The role of the valuer is to assess and report value in the light of evidence
obtained. Red Book Global Standards VPGA 8 section 2.6 (c), ‘Valuation of real
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property interests’, also states that:

‘While valuers should reflect markets, not lead them, they should be aware of
sustainability features and the implications these could have on property values in
the short, medium and longer term.’

Valuers should have a working knowledge of the various ways that sustainability
and ESG can impact value. These may be physical risks, transition risk related to
policy or legislation to achieve ESG and sustainability targets, or simply those
reflecting the views and needs of market participants. The valuer should look at
evidence from current market analysis, but may also need to consider issues such as
longer-term obsolescence and risk. This may include, for example, the capital
expenditure required to maintain the utility of the asset.

There may be circumstances where valuers lack the necessary knowledge and
skills for a particular valuation, such as providing detailed cost advice or a specialist
environmental risk assessment. In such cases, a valuer must reflect these limitations
in the terms of engagement or as part of the terms agreed to refer to additional
specialist expert advice. Red Book Global Standards PS 2 section 2.1 states that
‘Members and firms must ensure that services are provided by competent
individuals who have the necessary expertise’.

Red Book Global Standards VPGA 8 section 2.6 also states that:

‘Particular care should be taken when assessing or commenting on ESG factors, as
valuers may not have the specialist knowledge and experience required. In
appropriate cases the valuer may recommend making further enquiries and/or the

obtaining of further specialist or expert advice in respect of these matters.’
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3 Valuation purpose
Purpose is fundamental to all valuation activity, and this is amplified in the
context of sustainability and ESG. Sustainability and ESG should be considered for
all purposes, however, particular attention may need to be given to valuations for a
regulated purpose. The valuer may be required to explicitly articulate the evidential
basis for assumptions around sustainability and ESG. Examples include:
Secured lending: the lender may want the valuer’s insight into the resilience of
a property as a security over the term of the loan (Red Book Global Standards,
VPGA 8).
Financial reporting (including in accordance with, for example, IFRS or
GAAP): there may be a particular focus on the evidence base supporting the

valuer’s judgements.

4 Valuation instructions and terms of engagement

All valuation terms of engagement must be carried out in accordance with Red
Book Global Standards VPS 1.

When agreeing instructions, valuers should ensure that the client is aware of
sustainability and ESG issues relevant to the valuation purpose, basis and market,

and their potential impact on value.

Terms of engagement as defined in Red Book Global Standards are the
opportunity for the valuer to agree with the client the:
nature and extent of the valuer’s work — including investigations — and any

limitations thereon (VPS 1 section 3.1 (1))
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nature and source(s) of information upon which the valuer will rely (VPS 1
section 3.1 (j)) and
all assumptions and special assumptions to be made (VPS 1 section 3.1 (k)).
Specific requirements that a client may have around ESG considerations, such as
alignment with a specific measure or strategy (for example TCFD), can be
identified and agreed in the terms of engagement or as a separate instruction. It is
also the opportunity for the valuer and client to identify and agree where additional

expertise and third-party information might be required.

4.1

Valuers may also be asked to provide commentary and, in some cases, strategic

Strategic advice

advice beyond valuation reporting engagements in relation to, for example,
proposals for sale or purchase, or for asset management. This strategic advice may
go beyond the requirements of a valuation instructed on the basis of market value
or investment value (worth). Strategic advice may typically be undertaken through
separate instructions to a valuation, however, where this is not possible, it should

be clearly delineated from valuation advice in reporting.

Sustainability and ESG considerations may come into play for strategic advice, in
relation to trends in both occupier and investor markets. Instructions may also be

sought around longer-term physical and environmental risks to the asset.

Strategic advice may include an opinion or judgement on the level of risk the
value may be susceptible to under different market scenarios, with one of these

areas of risk being the level of sustainability. In this context, a valuer may be
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instructed not only to assess the extent to which an asset currently meets
sustainability criteria, but also hold an informed view on the likelihood of
environmental and social factors impacting on values, either positively or
negatively, over both the short and longer term.

Commentary and strategic advice may take the form of scenario testing,

sensitivity analysis or additional advice around valuation risks. Red Book Global
Standards VPS 4 paragraph 2.5 recognises that:
‘as markets continue to develop and advance, and as clients’ needs continue to grow
in terms of sophistication, additional demands are being placed on valuers to
provide advice involving some element of prediction or forecast. Great care is
needed to ensure that such advice is not misunderstood or misrepresented, and that
any sensitivity analysis is carefully presented so as not to undermine the basis of
value adopted.’

Valuers should be mindful of potential liability around forecasting and predicting
values or market impacts. Valuers should also be mindful of advice that directly
impacts investment decisions.

Where a valuer is providing strategic advice, Red Book Global Standards VPGA
8 section 2.6 (c) (vi) states that:

‘the valuer should, subject to their competence and expertise, consult with the
client on the use and applicability of sustainability and ESG metrics and
benchmarks that are applicable in each case.’

Valuers should clarify the nature of the strategic advice being given in the terms
of engagement and, where appropriate, advise and educate the client as to
appropriate sustainability and ESG considerations.

Valuers should be mindful of whether all or part of the commentary or strategic
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advice instruction is defined as a valuation, and whether the purpose is one of the
named exceptions to Red Book Global Standards VPS 1-5 referred to at Red Book
Global Standards PS 1 section 5.

Whenever undertaking strategic advice beyond the valuation, the valuer should
be certain that in addition to following relevant standards and having competence,

they also have the appropriate resources to undertake the work on the agreed terms.

5 Inspection, investigation and data
5.1

The required extent of inspection and investigation is set out in Red Book Global

Inspection and investigation

Standards VPS 2. It should be agreed with the client at the time of instruction, along

with relevant sustainability-related investigations.

Red Book Global Standards VPS 2 paragraph 1.5 states that sustainability and
ESG matters: ‘are commonly important in terms of market and societal perception
and influence, and valuers should have proper regard to their relevance and

significance in relation to individual valuation assignments.’

Red Book Global Standards also includes a requirement for the valuer to consider
‘any sustainability and ESG factors that could affect the valuation’” (VPS 2

paragraph 2.3).

Valuers should be satisfied that they are able to obtain enough evidence to make

a professional judgement around ESG and sustainability issues, and provide
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suitable advice to the client. Any limitations or restrictions on the inspection,
inquiry and analysis for the purpose of valuation must be identified and recorded in
the terms of engagement (see VPS 1 paragraph 3.2 (i)) and also in the report (VPS
3 paragraph 2.2 (h)).

Valuers should make themselves aware of the likely short- and longer-term use of
the property. They should also explicitly consider and reflect upon how physical
characteristics of the property and physical risks related to the locality impact
resilience, including making themselves familiar with statute and other regulations
that could impact value. This may need to include consideration of likely capital

expenditure requirements, covered further in section 10.2.

5.2

To inform their professional judgements, valuers should seek to obtain relevant

Investigations: data

sustainability data from their clients and, for example, through the use of, tools,
third-party data and publicly available sources. This is to make sure valuation
judgements about sustainability and ESG are appropriately evidence-based.

Data from property performance systems and metrics relating to the subject
property and comparables should inform the valuation where relevant. Examples of
such schemes are included at Appendix A. The time period the data reflects is also

an important consideration.

Information may have been provided directly from the client or supplied through
third-party sources. It is subject to appropriate verification and Red Book Global

Standards requirements around ‘professional scepticism’ (PS 2 paragraph 1.5).
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6 Basis of value

The most common instruction for valuations is on the basis of market value or
fair value. A client may also instruct a valuation on the basis of investment value
(worth) in order to make decisions related to the value of an asset for their specific
needs.

Sustainability and ESG factors may be of varying levels of interest to valuation
stakeholders subject to their own requirements, those of other relevant market
participants, and regulation and statute relevant to the jurisdiction. Market value
may not be reflective of an individual client’s requirements or sustainability needs;
these may instead reflect investment value (worth) — although this should not be

assumed to be the case, with sustainability and ESG a key concern across markets.

Terms of engagement and agreed assumptions and special assumptions should
be appropriate to the valuation purpose and basis. Where a valuer is providing a
valuation on the basis of investment value (worth), factors not yet reflected in
market value but that may influence an investor’s decision-making may be

considered.

7 Reporting
When reporting a valuation, the valuer should demonstrate how they have

considered sustainability and ESG in their approach, calculations and commentary.

If sustainability and ESG factors are identified and recognised as having an

impact on value, they should be reflected in valuation and reported. Red Book
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Global Standards VPS 3, section 2.2 (1) states that:

‘wherever appropriate, the relevance and significance of sustainability and ESG
matters should form an integral part of the valuation approach and reasoning
supporting the reported figure.’

In order to comply with good practice in reporting valuers should, where
appropriate, adhere to the following points taken from Red Book Global Standards
VPGA 8 section 2.6 (c) (vii):

‘assess the extent to which the subject property currently meets the
sustainability and ESG criteria typically expected within the context of its
market standing and arrive at an informed view on the likelihood of these
impacting on value, e.g. how a well-informed purchaser would take account of
them in making a decision as to offer price

provide a description of the sustainability-related property characteristics and
attributes that have been collected

provide a statement of their opinion on the relationship between sustainability
factors and the resultant valuation, including a comment on the current
benefits/risks that are associated with these sustainability characteristics, or
the lack of risks and

provide an opinion on the potential impact of these benefits and/or risks to
relative property values over time.’

Where there is an identified risk of material obsolescence, the valuer should
provide appropriate explanations of the component elements of their valuation as
well as specific commentary on the obsolescence impact. An example of this could
be the case of an impending statutory or regulatory deadline for enhanced minimum

energy efficiency standards or carbon emission requirements. In addition to
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assessing the risk of obsolescence the valuer may also need to understand who the
potential costs for remediation fall upon (for example the tenant or an owner).
Capital expenditure is covered further at section 10.2.

In respect of more subjective and intangible sustainability and ESG matters,
which a valuer is unable to demonstrate with evidence quantitatively, appropriate
commentary should still be included to provide a context and rationale for the

valuer’s opinion and judgement.

8 Comparables and evidence

The ability to distinguish the relative sustainable performance of comparables
may be possible in some cases (such as energy efficiency and carbon emissions) but
may be far less apparent in others. There may not be the evidence to empirically
support differential values based on the full range of sustainability criteria and
characteristics. There can also be extensive geographical and market variances.
However, valuers should make efforts from the evidence available to record and
reflect upon ESG and sustainability data relating to comparables, such as statutory
certification or classification schemes. The Comparable evidence in real estate
valuation, RICS guidance note, 1st edition provides further advice on the recording
and verification of evidence.

Due to the period in which they were built, existing stock may not meet current
sustainability standards. This might, for example, affect the weighting given to the
analysis of comparable evidence. Depending on the instruction and valuation
purpose, valuers may take a view, if necessary supported by additional
investigations by a specialist, as to the likely ability to bring an asset up to modern

standards at a cost that is economic, subject to constraints around competence
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included in section 10.2 of this guidance note.

Valuers should also consider any special considerations that might apply in the
case of a historic properties to which extra regulatory requirements or physical
constraints might apply.

Valuers should consider the participants and stakeholders that influence a
property’s market. Appropriate macroeconomic indicators and other indirect
evidence beyond transactions can be used to support a valuer’s judgement

accordingly.

9 Valuation methods and considerations
Red Book Global Standards VPS 5 paragraph 5 emphasises that:

‘ the valuer is ultimately responsible for selection of the approach(es) and
method(s) to be used in individual valuation assignments, unless statute or other
mandatory authority imposes a particular requirement.’

Accordingly, this guidance note does not set out good practice recommendations
on the valuation approach or method, but does look at models commonly adopted

and their interaction with sustainability and ESG factors.

Whichever valuation approach is chosen, there are a range of ways in which a
valuation can be undertaken, ranging from implicit models where the inputs and
assumptions are built into a smaller number of core calculations and explicit models
where inputs assumptions and calculations are presented in more detail and stages.
In some cases, corporate governance and market regulation around sustainability

and ESG is tending towards a preference for more explicit valuation modelling.
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Expectations around this should be agreed in the terms of engagement.

9.1
Under the DCF model, the forecasted cash flow is discounted back to the

Income approach: discounted cash flow (DCF) model

valuation date, resulting in a present value of the asset (see IVS 105, 50.2).
Investment value (worth) is commonly calculated using explicit DCF techniques
and is normally prepared for investors who are seeking to judge not just current
performance but also future. DCF may also be used to calculate, for example, fair
value or market value. A DCF will normally require valuers to prepare detailed
explicit income and cost assumptions relating to the subject property taking a
specific time frame and calculating an exit value.

DCF has the advantage of clearly depicting the cash flow cost and income
assumptions over time, and is the preference of some market participants for taking
account of ESG and sustainability factors, as these can be modelled in detail and
clearly depicted within the valuation. These could even be factors that are not yet
clearly evidenced in market transactions, though an empirical basis should be used

for making any adjustments, particularly where the basis is market value.

Although DCF analyses future income and cost streams, in the case of a market
value basis this will be based on information known or capable of being evidenced
at the time of the valuation.

The discount rate used for a DCF is typically based on market evidence
(including transaction evidence) and the model does not mitigate the need to

consider the matters covered in the comparables and evidence (see section 8).
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9.2

The capitalisation model applies a yield to expected net income over a single or

Income approach: capitalisation model

limited number of periods and therefore implicitly considers growth and risks. It is
most appropriate when the asset is operating at a stabilised level of growth and
profits at the valuation date (see IVS 105 50.10). Where the capitalisation model is
used, the issue of analysing comparable transactions from which market yields,
income and costs are derived is always a matter of valuer judgement. It can be
difficult to identify sustainability and ESG elements within the evidence and
attribute these to the valuation, although this can be improved through collecting
specific sustainability and ESG data relating to the asset and comparables. Costs
can be reflected in an income capitalisation model, though usually in a way less

reflective of timing than a DCF model.

9.3 Valuation considerations using the income approach
The valuation techniques set out above allow the valuer to consider the factors

relevant to sustainability and ESG, implicitly or explicitly.

An explicit valuation technique is beneficial in many cases as the specific
reference to relevant valuation factors help understand their importance to the
valuation. Valuation models do not need to be used in isolation, for example, the

capitalisation model can be used to cross check a DCF and vice versa.

9.3.1 Rental growth

Various sustainability and ESG factors can form a part of rental bids. These may
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be based on environmental considerations such as energy efficiency but also
economic sustainability and wellbeing factors. Changes in consumer and occupier
behaviour over time can lead to structural change in markets. It is important for the
valuer to be aware of such changes and their impact on both the immediate rental

bid and the resilience of income over time.

9.3.2 Obsolescence and depreciation

Many sustainability factors can impact the rate of obsolescence and consequent
value depreciation. Valuers should consider whether the subject property is below
market and regulatory standards appropriate to its location and class, and the extent
to which this is resolvable. Where retrofitting and capital expenditure (further
details in section 10.2) can bring the property to a reasonable and appropriate level
of sustainability, this can be factored in by referring to an opinion of the net cost of
retrofitting. However, in some cases this may not be possible at an economic cost

and the property’s life could be compromised.

9.3.3 Risk premiums

Properties that do not meet the sustainability characteristics required in their
market may suffer from decreasing occupier and investor demand and lending
constraints. They may then represent a higher investment risk, and the risk
premium attached to the discount rate in a valuation may need adjustment, either
throughout the cash flow period or from the point where value erosion is thought
likely to take place.

Sensitivity analyses or other explicit risk modelling may be needed to measure
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the potential impact on value. Where a discount rate based on a risk-adjusted rate
is used, it is recommended that an explicit explanation is provided to the client. It
is also important that the main sources of risk are identified. Finally, in considering
risk it is important not to double-count. Risks to the actual cash flow should be
placed within the annual anticipated income/expenditure estimates within the cash
flow. Only those risks that do not relate to rent or direct outgoings should be applied

to the discount rate.

9.3.4 Exit yield

A DCF calculation is undertaken for a fixed period. The degree to which
differentials reflecting sustainability are observable in market transactions is likely
to vary and may be difficult to separate from other characteristics — in some cases it
may not be observable at all. Valuers are therefore advised to consider the likely
impact of sustainability on the residual value at the end of the explicit cash flow
period, reflecting on the need for adjustments to either exit yield or, where relevant,

site value reversion assumptions.

9.3.5 Duration to sell or let

Valuers will need to consider whether income is likely to suffer interruption at
the end of a lease term or in the event that a tenant operates a break clause, if the
property is less sustainable than others on the market. While the impact is likely to
relate to the prevailing economic and local markets conditions, the security of
income is a critical consideration for investors. Therefore, valuers should consider
the extent to which sustainability and ESG characteristics are likely to be

determining factors in the length of time taken to either let or sell a property and
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any impact on incentives, discussed in 9.3.6.

9.3.6 Incentives

There may be greater market expectations for rent-free periods and higher risk
of void periods where property does not meet market or regulatory sustainability
and ESG requirements. There may also be an expectation that property owners

make capital contributions to meet sustainability and ESG requirements.

9.4 Market approach: direct comparison

The market approach provides an indication of value by comparing the subject
asset with identical or similar assets for which price information is available.
Elements of the market approach may also be required to generate the inputs for
the income methods above. The issue of capturing relevant ESG and sustainability
factors is challenging where using the market approach as assets are generally
heterogenous. It is also difficult to distinguish from transaction evidence what the
motivations of the parties are in respect of sustainability and ESG. Where using the
market approach, valuers should analyse and set out the extent to which comparable
evidence is relevant, including in specific relation to ESG and sustainability.

Comparable evidence is further covered in section 8.

10 Sustainability characteristics, considerations and risks
Reflecting sustainability and ESG in commercial property valuation means

reviewing and weighting a range of property characteristics, market considerations
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and risks. The most common of these are set out below; their weight and relevance
are subject to the specific asset(s) being valued as well as the valuation purpose and

basis.

10.1 Carbon emissions, net zero and energy efficiency

One of the most prominent factors in the minds of most industry stakeholders is
decarbonisation and an aspiration towards ‘net zero’. Further to this, regulatory,
statutory and investment criteria drive requirements around decarbonisation, of
which energy efficiency can form a substantial part. Given the prominence of this
factor, it is advised that, where available, valuers obtain relevant carbon assessment
and energy efficiency information relevant to the asset being valued from their
client and, for example, third-party data and publicly available sources.

Carbon efficiency improvements can require substantial capital expenditure (see
section 10.2). Improvements undertaken to reduce carbon emissions may result in
more economical operational performance, but in some circumstances, this may not
be in excess of the required development or refurbishment costs. Valuation that
explicitly considers medium- to long-term performance is better placed to factor in
carbon emission performance. Regulatory, statutory and investment criteria (where
they exist), may be a more substantial lever in respect of value than predicted
operational savings.

Energy prices and the regulation of energy efficiency may vary across different
jurisdictions and markets. Valuers should be aware that in high-value areas the cost
of energy is likely to form a very small proportion of overall occupancy costs. It
should be further noted that excess energy generated by sustainability measures

such as photovoltaics can, in some locations, generate a measurable income that can
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be factored into valuation.

Valuation at the individual asset level is likely to focus on the impact of scope 1
emissions, but the valuers should also be aware of scope 2 and scope 3 implications,
particularly where providing strategic advice or valuation in respect of a portfolio of

assets.

10.2 Capital expenditure

While a building survey or environmental assessment may not always be
undertaken as part of a valuation, matters relevant to this may need to be recorded
and considered — including in respect of reasonable judgements around likely
capital expenditure requirements to meet market and regulatory needs. These
might include, but are not limited to:

the servicing and replacement of construction materials
services such as air-conditioning and heating installations
energy efficiency and carbon emission reduction

water efficiency

waste management provision.

The suitability of certain construction materials or services can vary between
property type, age, use and location. The ability and cost for a property to be
upgraded to particular sustainability and ESG requirements can also vary. Valuers
are therefore advised to familiarise themselves with valuation impacting
characteristics relevant to the particular market.

Given the embedded crossover with cost development and management

disciplines, valuers should reflect on competence in the area of capital expenditure
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and whether additional advice or expertise is required. Specialist advice may be
from, for example, a sustainability assessor, cost consultant, building surveyor or
building services engineer. The need for additional specialist advice should be
agreed with the client in the terms of engagement.

It is accepted that in certain circumstances, and subject to their experience and
competence, valuers may need to make professional judgements around capital
expenditure cost estimates. This will depend on the nature of the asset, the purpose
and basis of valuation and the details of the specific instruction. Valuers should
appropriately support professional judgements through, for example, the use of cost
and benchmarking data and indices, where available. Valuers may need to assess
the use of technology intended to improve sustainability and consider them within
the context of the local market. Technology can make substantial efficiency
improvements with resultant benefits but may also become obsolete. As a result,
valuers should be aware of the differences in the technology available, as well as
financial incentives or grants associated with the technology.

Explicit valuation techniques are often best suited to modelling cost implications
relative to value over time. Any limitations on cost assumptions need to be agreed

with the client in advance.

Cost should not be assumed to equal value. Planned capital expenditure may also
be reflective of individual need. Valuation judgements around potential levels of
capital expenditure should be reflective of, for example, market demand and

regulatory requirement.

10.3 Environmental, physical and transition risks
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Environmental risks and global real estate, 1st edition, RICS guidance note, sets
out in detail the many environmental risks that may affect property. Climate change
and its implications for heightened physical risks from, for example, flooding, heat,
wildfires and severe storms is a key issue for the occupation and ownership of real
estate globally. It can impact factors such as investment, lending, management,
insurance and development viability. It is not just the physical impact of climate
change that presents environmental risk. For example, soil and air pollution, and
waste materials all present risks that require management, with consequent

implications for values in some circumstances.

Valuers should ensure that, as far as reasonably possible, up-to-date information
on environmental and physical risks is gathered in respect of the subject property
and considered when comparing it to others used as part of the evidence base.

Governments may legislate to mitigate, where possible, against climate change
and other physical and environmental implications, presenting a changing
regulatory framework within which valuations take place. The inability of some
assets to perform against contemporary and pending sustainability standards and
regulation presents additional risks to the property owner and/or occupier. These
transition risks may impact usability and interrupt business but also may need to be

mitigated against through capital expenditure (see 10.2).

A valuation undertaken on the basis of market value or fair value reflects the
evidence available to the valuer and information known at the valuation date, and
any commentary around environmental, physical and transition risk will be

reflective of this.
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10.4 Property quality and market participants

The diverse nature of market participants and jurisdictions for certain levels of
property quality means the explicit impact on valuation of near-term sustainability
factors may be muted. Nonetheless, valuers should be aware of the continued
escalation of regulatory reform leading to tightening minimum standards of
compliance, coupled with the broadening range of stakeholders expressing
heightening expectations and demands linked to ESG and sustainability. It is the
responsibility of valuers to understand the market in which they are engaged and to
be able to determine with confidence the extent to which such matters are

impacting on the behaviour and actions of market participants.

10.5 Fiscal and legislative considerations

The exact type and focus of fiscal and legislative measures can vary between
countries and might focus on particular aspects of sustainability such as net zero
carbon. Legislative changes can impact transition risk referenced at 10.3. Valuers
should be aware of public information relating to existing measures and potential
future measures, the relevance of which is subject to the purpose and basis of value.

Making progress towards sustainable development goals is a high government
priority in a number of countries, and in some cases specific goals are linked to fiscal
initiatives including tax breaks and incentives in respect of improvements,
renovation and retrofit, construction or use. Non-compliant assets may be at risk of
penalties and, in some cases, depreciation in value. Taxes levied on emissions or
unsustainable aspects of properties may also detract from value. Credits from

validated and (usually) registered schemes such as in relation to carbon emissions
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could also potentially affect value.

10.6 Certification, rating and other benchmarking

Developers, owners, governments and regulatory authorities may seek to certify
the sustainability and ESG credentials of property using a range of rating systems,
codes and schemes.

Examples of rating schemes for real assets include Leadership in Energy and
Environmental Design (LEED), Building Research Establishment's Environmental
Assessment Method (BREEAM), Global Real Estate Sustainability Benchmark
(GRESB) and the National Australian Built Environment Rating System
(NABERS). While some of these were originally designed for use with new

buildings, they have evolved and are increasingly applied to existing stock.

In some jurisdictions there are government and regulatory codes that may apply,
such as the Energy Conservation Building Code for new buildings in India. Such
regulations may also apply to existing buildings in some locations. Examples include
the European Energy Performance of Buildings Directive and Minimum Energy
Efficiency Standards in the UK.

Many schemes and regulatory codes are multi-criteria, which makes comparison
between buildings complex. These schemes and codes are often updated regularly,

so a past rating may not accurately indicate the current rating at the date of
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valuation. Voluntary certification schemes may be less transparent or well
understood, but, where properly instigated and managed, they can help inform
property performance.

The criteria used and details recorded in order to achieve ESG and sustainability
accreditation may contain useful information about the sustainability features of an
asset and therefore be of assistance to the valuer. However, these should not be the
sole determinative of a property’s weight as a comparable or any adjustment to the
valuation. Credentials and expectations also change over time. Additionally,
schemes do not usually provide quantifiable cost reduction metrics.

Some companies and other organisations use accreditation and rating data to
make occupational and ownership decisions. Where such occupiers are the most
likely bidders for the property, rental and capital value may be impacted. Certain
investors and lenders may also have minimum requirements in order to transact —

impacting bidding trends.

The absence or presence of certification, ESG reporting or benchmarking detail
relating to a property is not an absolute measure of its sustainability. Valuers should
understand the measures used, seek to establish the age of any certificate or rating
and take this into account when assessing overall characteristics, in order to provide
more accurate valuation.

Where the client is explicitly seeking the certification or rating of a
property/portfolio as a factor in a valuation or strategic advice, the valuer should
reflect on the appropriate valuation basis and the terms of engagement agreed.
Valuation undertaken in accordance with particular client needs around

certification and rating may either require additional instructions or special
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assumptions to reflect this or, in some circumstances, more appropriately reflect
investment value (worth) rather than market value — but note their needs may be
reflective of the wider market.

In addition to the property certification listed above, valuers should be aware of
other international benchmarking and performance measurement schemes that
enable companies to consider ESG. These range from high level overarching
standards such as the UN Sustainable Development Goals to technical standards
such as ISO 14001, which measures a company’s progress towards more sustainable
management. These standards can be useful in valuation but may not be specifically
designed for this purpose, particularly in respect of application at an individual asset
level.

Included in Appendix A is a list of accreditation and rating schemes, the relevance

or applicability of which will need to be judged by the individual valuer.

10.7 Planning, zoning and development considerations
Most jurisdictions have statutory land use or spatial planning frameworks within
which development takes place. Additionally, in 2015 the UN set out an agenda for

2030 including 17 sustainable development goals.

The above can be translated into planning and zoning policies and regulations,
so the valuation of commercial properties with development potential may be
impacted by the need for such redevelopment or refurbishment to be delivered to
sustainability standards. Valuers should consider whether such standards have an
impact on sustainability and commercial property valuation, and the likely costs of

development/refurbishment on the potential rental or capital value realised upon
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development. It should be noted that RICS produces standalone guidance related
to development both in relation to valuation for development purposes and
development costing. IVS also specifically defines and provides commentary on
residual valuation where this may be appropriate. Valuation or other consultancy
for the purpose of development is a specialist area and may require expertise outside

the valuer’s knowledge such as cost and planning advice.

10.8 Asset management

Similar to the development considerations above, management and leasing is a
specialist area of surveying and the guidance below is not intended to
comprehensively cover this subject.

Different property owners and occupiers may have a range of perspectives around
sustainability and ESG, which valuers may need to consider. Occupiers are likely to
focus on their operational needs. Investment property owners are also interested in
the capital value of property and may take steps that prioritise the resilience and
growth of this — through a variety of strategies. Where a saving is only attractive to
a particular operator or owner it may not be reflected in market pricing (but could

be a factor in investment value/worth).

When seeking to improve a property’s inherent sustainability performance,
owners or occupiers may look towards management strategies, improvements to
fixtures, fittings and services and ultimately, in some cases, specific ESG and
sustainability-orientated retrofit or reconstruction of the property itself. If a

property is inappropriately managed it may not perform to its specification
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standards or its full potential.

10.8.1 ESG in leasing and finance

Within the investment sector, some stakeholders make arrangements that
encourage, or even contractually impose, standards of sustainable asset
management and ongoing sustainable performance on either or both the landlord
and the tenant. These contracts (leases, licenses, management agreements) aim to
address the inequities of investment and return inherent in traditional leases, in
which the landlord has responsibility for capital investment, but the beneficiary is
the tenant. A common version of these agreements are so-called ‘green leases’. The
concept is to share the tenant’s savings with the landlord so that both benefit, and
there is an incentive for the landlord to undertake investment to improve the
sustainable performance of the asset. Some leases may place the tenant under
potentially onerous liabilities in relation to repair, including specification of
materials and hand-back clauses. In all cases where contractual arrangements exist
relating to sustainability performance, valuers should assess whether they may have
an impact (positive or negative) on value.

The use of leases containing specific sustainability criteria is a feature of some
markets and jurisdictions. Such leases contain clauses within the lease, or the
addition of a memorandum of understanding attached to the lease, that place
additional responsibilities and potentially additional costs on the tenant. While
these clauses are not necessarily punitive, some are. If they involve the tenant in
actual or potential additional costs, they could result in a lesser rental bid.
Alternatively, some tenants could regard the acceptance of a ‘green lease’ as

tulfilment of their ESG requirements. As with all matters of lease interpretation,
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valuers should take care to analyse the inter-relationship of clauses against each

other, and between the subject property and those of comparable properties.

In some markets, such as the US with its ‘C-pace’ system, finance is available to
fund retrofitting which then involves a subsequent charge against the property.
Other forms of finance and secured lending based on sustainability and ESG criteria

are also available.

10.9 Utility

Valuers are capable of assessing the utility of a property, which can be improved
by its design and configuration. This utility may have direct economic impacts such
as increased capacity in a hotel or office, but may also have more intangible factors
such as the wellbeing of occupants. Capturing relevant utility characteristics of the
assets being valued and relevant comparables is helpful to the valuation process.
There may also be specific metrics relevant to utility that may be of interest to the
valuer. Levels of utility can be used as a measure of an asset’s overall quality, but it
is appreciated that this is subjective and may require the application of professional
judgement.

The design and subsequent utility of a property may influence its sustainability
and ESG, for example by achieving a longer lifecycle.

Flexibility can have a key impact on the utility of a property. Property design is
not something that can normally be altered without large-scale capital expenditure.

However, even when occupiers hold only short-term legal interests, they may
need to make changes to the way they use space during the period of possession. If

a property does not accommodate this, it may be less attractive to occupiers who
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require flexibility in how they use space. Even when the period of occupation is
anticipated to be lengthy, flexibility may be important: rapidly evolving work
patterns mean that inflexible properties will require capital expenditure and may

exacerbate waste problems as adaptation takes place.

10.10 Accessibility by transport

In order for the valuer to consider the impact of accessibility on a property,
records should be taken at the inspection and investigation stage of the available
modes of transport capable of facilitating access and their corresponding capacity.
For example, the amount of private parking, bicycle storage and proximity to public
transport hubs. Dependent on the basis of valuation, these records will then need
to be compared to the requirements of the relevant stakeholder or market.
Assumptions should not be made about the impact of sustainable transport
offerings upon value unless these can be evidenced. A further important aspect of
accessibility relates to provision of facilities for the disabled, which should be

recorded with reference to the requirements of the relevant jurisdiction or market.

10.11 Social and wellbeing considerations

Sustainability is not purely about environmental issues, as demonstrated by the
definition in the glossary. Within the commercial valuation context, for example,
considerations such as the ‘social” element of ESG and the health and wellbeing of
employees (for example, ventilation in offices) can be important in property
decision-making. The Red Book Global Standards Glossary definition of
sustainability refers to ‘health and wellbeing’.

In relation to workplaces as an example of service provision, factors considered
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in relation to sustainability include fit out and design that assists with productivity,
mental and physical wellbeing, and subsequent employee recruitment and
retention. This can include access to social space, natural lighting and individual
temperature control, and facilities such as showers, creches and refreshment
concessions.

Where valuers believe that such considerations will be material, they should be
noted and accounted for within the valuation, including an understanding of

whether they are provided by the occupier, owner or management company.

10.11.1 Social value

In common with ‘sustainability’, there is no universally agreed definition of social
value. It is defined in the IVSC perspectives paper: Defining and Estimating ‘Social
Value’ as including ‘the social benefits that flow to asset users (social investment)
and the wider financial and nonfinancial impacts including the wellbeing of
individuals and communities, social capital and the environment, that flow to non
asset users’.

The financial implications of social value should be implicit to the valuation. The
need to reflect non-financial impacts and all impacts to other stakeholders
(including public impacts) will depend on the nature of the instruction, valuation
purpose and basis. In some jurisdictions and for some purposes such as
development there may be specific requirements to take account of financial and

non-financial elements of social value.

10.11.2 Governance

The final component of ESG relates to governance, an important part of which is
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the capability of demonstrating the application of recognised standards to meet
statutory and regulatory requirements. The interface between corporate ESG
requirements and impact on individual asset valuations is considered throughout
this guidance note. It is important that corporate and regulatory requirements are
properly considered in valuation instructions, including the specific requirements
of the client.

RICS valuers must meet the mandatory standards set out in the Red Book Global
Standards, and the Rules of Conduct. The use of regulated valuation professionals

is a mandatory governance requirement for some locations and valuation purposes.
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“Valuation and Sustainability”

. Introduction

. Sustainability

. Developing “green” standards for property

1
2
3. Sustainability and property users
4
5

. Valuation and sustainability

1. Introduction

1. 1.

1. 2.

The twin pressures of economics and public policy have led to greater
attention being paid to a range of resource issues, covered by the
concept of sustainability. It can be expected that both regulation and
market sentiment will make these issues of environmental performance
and sustainability increasingly important to those concerned with
property and buildings and so, where relevant, to valuation. Indeed,
many larger corporate clients and those with ethical concerns look to
meet rising standards with regard to sustainability and expect similar
standards from those with whom they deal. They are likely to raise the
matter when seeking valuation advice.

It is very clear that these issues are evolving, not only with greater
scientific knowledge and the experience of policy but also the much
enhanced focus on climate change mitigation and adaptation. For

mitigation, several EU member states have adopted the target of
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1. 3.

reducing greenhouse gas emissions to "net zero" by 2050 and this theme
has now been taken up by the 2019 EU Commission which brought
forward proposals in December 2019 for a European Green Deal with
49 proposals for using regulation, trade and investment policy to cut
carbon emissions. Adaptation is about resilience in the face of climatic
change, whether that be flooding, extreme heat, water shortage or storm.
Both those pressures and the gathering momentum of policy
interventions in response seem likely to drive major changes. As the
incoming President of the Commission, Ursula von der Leyen, told the

COP25 climate change conference:

"Our goal is to be the first climate neutral continent by 2050. If we want

to achieve that goal, we have to act now."

Land use and buildings are among the key policy issues seen as both
problems and solutions in this context with property now forming 10 per
cent of global investment portfolios.
[lustrating those challenges:
As seen in areas from Venice and the Elbe catchment to the lower
Danube and the French Mediterranean coast, built property with
people's lives, businesses and investments may be at risk from
flooding whether from sudden storms, widespread rainfall or rising

sea levels with consequent effects on development potential;

Periods of extreme heat result in increasing mortality, make many

1. 3.
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1. 4.

buildings uncomfortable for use and increasing the risk of
landscape-wide fires;

Heat and water shortage constrain both development and food
production as well as imposing stress on forestry;

Some land use patterns in Europe result in serious soil erosion with
resulting problems;

Globally, such changes drive hardship and pressure for migration.

That has led to financial authorities developing approaches from the
Task Force for Climate-related Disclosure to warnings of the risk of mis-
pricing assets that might prove to be unsustainable as current trends
unfold.
While promoting adaptation and resilience in the face of those
challenges, policy makers are emphasising measures for climate change
mitigation, many bearing on property, including:
Carbon sequestration through land management, including the 4
per 1000 initiative launched at the Paris Climate Conference to
raise soil organic carbon levels, removing carbon from the
atmosphere and potentially beneficial to much of agriculture and
aiding water management, as well as forestry and peat land
restoration;
The development of renewable energy using land and buildings,
with location (including access to a grid connection and planning
constraints) often mattering;

With buildings seen to account for 40 per cent of energy

1. 4.
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1. 5.

1. 6.

1.7.

consumption in the EU and 36 per cent of its greenhouse gas
emissions, driving for greater energy efficiency when net zero
buildings set a standard in advance of most current construction;
The consequences for property of measures taken to decarbonise
transport, potentially changing values by location.
Wider issues around other environmental themes from biodiversity to
the quality of air and water are all now feeding into the discussion of
sustainability, the optimal use of resources for the future.
The emphases between the issues involved will change as legislation and
market sentiment develop. While they may often still be externalities in
economic terms, not influencing values, regulation (including taxation)
and new markets such as for carbon is likely to increase the impact of
these issues, partly to address the problems posed for policies by
externalities. Thus, while the market may often not have taken
significant account of many of these issues, it seems increasingly likely
that it will. As specific issues crystallise and become understood, so they
become part of standard practice. It may be inevitable that much
discussion of sustainability as a concept focuses on those issues that have

not yet crystallised including some that may not do so.

The increasing salience of energy issues, driven by cost, resource issues
and now climate change concerns, give a good example of this evolution.
The introduction of gradually strengthening regulation (such as the now
re-cast EU Energy Performance of Buildings Directive with its Energy

Performance Certificates (EPCs) and other tools) for new and existing

1. 5.

1. 6.

1.7.
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1. 8.

1.9.

building stock will lead to more sensitivity concerning a building's
energy performance and efficiency. With further pressure for this
proposed in the European Green Deal, this means that labelling and
certification systems using independent information will be used more
often, regulations on energy codes will become stricter and subsidies and
tax relief might be available when building energy efficient houses —
due to the internalisation of negative external effects. As and where such
rules and any differences between more and less compliant properties
come to matter to parties such as owners, buyers, tenants, lenders and
others, then the market will take that into account in capital and Rental
Values, alongside all other factors. It may well be that concerns over

water scarcity and quality or other matters will follow a similar path.

Many of the issues covered by sustainability involve a long term
perspective, such as expectations as to energy prices or handling
environmental risk, while the necessary specific information may often
be uncertain and the analytical tools still developing. However, those

limitations do not make the questions any less important.

Valuers must act within the limits of their professional skills and current
market expectations. This will usually mean that they will need to call on
relevant expertise, certification and reports as to a property's
sustainability rather than prepare them personally. This follows existing
practice regarding environmental issues such as the assessment of

contamination, asbestos, flood risk or soil erosion for which valuers need

1. 8.

1.9.
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to be able to understand what the specialist reports might mean and
judge what weight to give to them. Valuers can only value on the basis
of the market as it is, not hypothesise about the future. This Part III of
EVS 2020 is offered to assist valuers' awareness of and sensitivity to

these issues and so their understanding of markets as they evolve.

2. Sustainability

2. 1.

2.2.

2.3.

At a general level, sustainability is the capacity to endure. While this
paper focuses on the environmental aspects of sustainability, it also has
economic and social dimensions and many of the issues of economic
sustainability may already be material to valuations. Indeed, economic
concepts such as sustainable rental income or sustainable cash flow long
pre-date the current uses of the word. Resilience is the capacity to

withstand, absorb and recover from shocks.

As pressures on resources and natural systems have grown, so attention
has focused on the extent to which this capacity can be protected by
intervention and management. The focus on environmental constraints
has led to one definition of sustainability as improving the quality of
human life while living within the carrying capacity of supporting
ecosystems.

Sustainable development — That approach already implies the problems
of reconciling sustainability with any action or change. The concept of

"sustainable development" was promoted by the World Commission on
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2. 4.

2.5.

2.6.

Environment and Development (the Brundtland Commission) which
reported in 1987. It has since been a key component in many policy
discussions on economic, social and environmental issues. In its report,

Our Common Future, the Brundtland Commission defined it as:

"Development which meets the needs of current generations without
compromising the ability of future generations to meet their own needs."
The Commission's proposals were approved by the United Nations
Conference on Environment and Development at Rio de Janeiro in 1992
leading to both national and international attention, including the
United Nations Commission for Sustainable Development.

It has proved to be an enduring, broad but vague, portmanteau concept.
Its formulation does not arbitrate between economic, environmental and
social objectives where they conflict. Indeed, as the emphasis between
these objectives will vary between parties and situations as well as over
time, this very fluidity may assist its general acceptability, if not its
robustness. No more precise definition has emerged and it will have
different practical connotations for different people, in different

contexts and over time.

With the developing momentum of such policy discussions, sustainable
development may be best understood as a process rather than a defined
end, that process currently being increasingly influenced by concerns
over climate change and resources.

A variety of tools and concepts has evolved to consider environmental
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2.5.
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2.7.

2.8.

issues for property, including Life Cycle Assessment, Cradle to Cradle,
Ecological Footprint Analysis and green buildings. More widely, the use
of concepts such as Natural Capital and Ecosystem Services play a part
in policy and public choice, influencing private behaviour. In varying
ways, they consider the impact of development on the environment and
ecological systems over time, with greater efficiency in the use of
resources and less degradation of the environment, developing
resilience and adaptability and with concerns about social equity. These
are measured through a growing range of audits, procedures and
indicators all trying to capture aspects of the larger concept and
influence decisions and so increasingly bearing on the use and
development of land, property and buildings. This is not only through
public policy and regulation but also by market perceptions and the
demands of investors, businesses and their customers.

One challenge in analysing this is to understand for each case whether
addressing sustainability adds or subtracts value. It can be seen as a cost
and a restriction. Equally, economic opportunities can be seen in green
growth with its accompanying technical innovation, while meeting
standards may protect or enhance value. Once a regulatory or market
standard is seen as the norm, then failing to meet it may see the values

of non-compliant properties penalised.

At the larger level, it has been conventional to see economic growth as a
challenge to environmental concerns but there is evidence (sometimes

summarised in the Environmental Kuznets Curve) that higher levels of
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2.9.

2.10.

2.11.

2.12.

economic development can see reduced environmental degradation,
perhaps partly as resources are then available to tackle the issues that
are then of increasing concern and also as the nature of economic
activity and the technology used changes. This transition with rising
economic activity appears to reduce local externalities first, with more
dispersed externalities being addressed at higher income levels. As
techniques to reduce degradation are developed so it becomes easier for
others to adopt them.

Increasing knowledge, sophistication and scientific advance also open
up new challenges — few would have been troubled by CO2 emissions
forty years ago — but also new ways of mitigating and adapting to them.
As the concepts become clearer in practice and guidance develops so
they are likely to create intangible assets which will themselves need
valuation where they can be separated from the underlying asset.
These developments naturally become a topic for exploration by the
valuation profession. The Vancouver Valuation Accord of 2007 was an
early international forum for discussing the valuation issues associated
with the sustainability debate: "a commitment by valuation standards
organizations globally to begin the process to embed sustainability into

valuation and appraisals”, to make it a mainstream consideration.

Natural capital and ecosystem services valuations — A growing body of
work, at first for determining and applying economic and environmental
policy but now bearing on property valuation and management, is

developing approaches to put values on such resource and
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2.13.

2.14.

environmental issues as:

Pollution, energy and materials;

Environmental protection and resource management;

Natural resource assets;

Valuation of non-market flows and environmentally adjusted

aggregates.
Others have adapted this for topics such as fishing, water and
agriculture. Noting the existing guidelines for integrating ecosystem
services into decision making, the European Union Green Deal
proposes that "All EU policies should contribute to preserving and
restoring Europe's natural capital".
The underlying model is to see the stock of nature, whether recognised
by markets or not, as natural capital giving rise to services from food to
the quality of air and water, from cultural landscapes to soil quality and
pollination. Eroding natural capital diminishes the stock of nature;

generating more ecosystem services may augment it.

The developing exploration of these concepts as tools for public policy
choices and potentially for private transactions to place values, agreed
between buyers and sellers, on achieving environmental outcomes, as
through the management of property, may begin to bring market
mechanisms to this area and so potentially aid resolution of the many
current externalities. An example of this is the biodiversity net gain
proposal for development in England. Building on the experience of

biodiversity offsetting for development, this would impose a statutory
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2.15.

2. 16.

2.17.

requirement for development to result in a 10 per cent gain in
biodiversity (using official metrics), whether achieved on-site, off-site
or through the purchase of credits. While promoting the policy goal, that
could encourage development towards less damaging sites or sites with
less biodiversity (noting that some brownfield land may have higher
diversity value).

Such approaches, commonly developed from an environmental
economics background but using words recognisable to valuers, tend to
identify values that can be on very different assumptions from those
required by the valuation profession's standards and which might not
always be objective. The resulting assessments, commonly reflecting
externalities and often very sensitive to changes in assumptions, can
nonetheless be useful for public policy, according to the realism of their
assumptions and rigour of their analysis, but will not be either a Market
Value or a Fair Value.

Such values assessed for Natural Capital seem best understood as
representing the Investment Value (see EVS 2); the worth to society (or
another interested party) of what is being measured. That helps policy
makers make choices, when ranked against the costs of options, and so
inform them as buyers, acting for society, seeking changes in behaviour
in the private sector. Those more economics-based ecosystem valuations
appear of greater relevance for comparing options using relative values,

rather than identifying absolute values.

Where that leads to purchase of public goods, whether directly by state
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agencies or by other bodies such as companies acting in this area for
their own objectives, it sees the emergence of transaction prices where
it is mutually beneficial to buyers and potential providers of such
services to come to an agreement. Those prices may become analogous
to Fair Value, and even in time to Market Value, as a greater body of

experience and comparables accumulates.

3. Sustainability and property users

3. 1.

3. 2.

3. 3.

Especially since the 2015 Paris Agreement on climate change, work on
sustainability is increasingly driven by climate concerns and so focuses
on energy and carbon issues. This bears on all aspects of a business
including property and buildings as well as many other issues from air
quality to biodiversity for which the EU's Green Deal proposes a
Biodiversity Strategy.

Owners and occupiers of property may have a variety of motives for
considering sustainability in general or specific aspects of it, such as
energy efficiency in particular. These may range from personal
commitment to cost-cutting, from complying with regulation to seeing
it as an advantage with customers.

With the increasing prominence of climate change as a source of policy
concern, the association of buildings with some 40 per cent of energy

consumption makes property a particular focus of attention and
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3. 4.

3.5.

comment. Nonetheless, energy costs may only form some 1 per cent of
some businesses' operating costs, while staff costs may account for as
much as 85 per cent of the operating costs of an office tenant. Such ratios
have limited the impact of energy issues on rents and values. It could
equally suggest that the aspects of the building that influence the
working environment may have a perhaps unrecognised importance.
Where tenants are willing to pay higher rents for compliant properties
then that will assist values, but they may only do so if they see benefits
in occupying a green building. In practice, attitudes may vary over the

economic cycle.

For those owners and businesses that make purely commercial
judgements, the necessary investment has to show an acceptable return.
It may be that investment in improving building equipment (such as
heating, ventilation, air conditioning or for chilling) may not appear
justified by the financial benefits of the improved energy efficiency or
the market premium of that property. Green leases (see 4.4 below) are
a means to try to reconcile the common imbalance of interests between
landlords and tenants in these matters.

As businesses choose or are increasingly expected to operate in ways
more sensitive to these issues, their owners and customers may tend to
demand more relevant credentials to prove this. For larger businesses,

such credentials might include:

The increasing expectation on them to report on their performance
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3. 6.

in this area;
Demonstrations of Corporate Social Responsibility (CSR);
A Carbon Reduction Commitment (CRC);
Accreditation according with ISO 14001 — the international
standard for environmental management systems or EMAS, the
EU-wide Eco Management and Audit Scheme.
A tangible example of such commitment by either party may be the use
of "green leases".
34 central banks and financial supervisors, representing the supervision
of two thirds of the global systemically important banks and insurers,
created the Network for Greening the Financial System (NGFS) in 2017
which has agreed to:
Integrate the monitoring of climate-related financial risks into day-
to-day supervisory work, setting expectations that finance considers
the financial risks from climate change, embedding an awareness of
risks;

Ease access to data on climate-related risks;

Build capacity and knowledge on managing climate-related risks
across the financial system.
It encourages the development of metrics and classification systems to
identify which economic activities contribute to the transition to a green
and low-carbon economy, supporting financial actors to make
sustainable investment and lending decisions. As the Governors of the

French and UK Central Banks set out in a joint letter of April 2019 with
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3.7.

the chair of the NGFS, the aim is to avoid:
"a climate-driven 'Minsky moment' — the term we use to refer to a
sudden collapse in asset prices."
The incoming President of the European Central Bank, Christine
Lagarde, has said that the ECB's Strategic Review in 2020:
"--- will include the immense challenge that climate change is addressing
to each and every one of us, wherever located, and whatever our mission
and duties -+ we will take up the fight that is taken up by the European
Commission and I hope other European institutions, and see where and
how we can participate in that particular endeavour."
(Statement and Press Conference, 12th December 2019)
The ECB's tools for this include:
Banking supervision, by raising awareness of risk so that banks
manage them;
Financial stability, communicating the risks posed to the financial
system by climate change;
Some investment in green bonds.
The international Task Force for Climate-related Financial Disclosure
(TCFD), now with supporters across banks, asset managers, pension
funds, insurers, credit rating agencies, accounting firms and shareholder
advisory services with balance sheets totalling over $120 trillion, has a
critical role in this. It is driving climate disclosure as part of financial
decision making at this level with the bearing that will have on property,

forming 10 per cent of global investment portfolios, including:
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3.8.

3.9.

Physical risks from the exposure of mortgage books to flood risk and

the impact of extreme weather events on sovereign risk;

Transition risks including exposures to carbon-intensive sectors

and property lending with new energy efficiency requirements.
The work of the TCFD is also intended to promote the allocation of

financial resources to financing resilient and sustainable development.

These trends are being transmitted through the financial system. The
IMF's financial stability report now includes a chapter on sustainable
finance, including this view:

"The potential impact of climate risks is large, non-linear and hard to
estimate. Losses from climate-related risk affect the financial system
directly and indirectly through lower economic growth and tighter
financial conditions. Insurance claims from natural losses have already
quadrupled since the 1980s."

In 2017, One Planet brought together a group of wealth funds, including
Kuwait Investment Authority, with $15 trillion of assets and the aim of
integrating climate change into portfolios. There is a growing
recognition that these issues may affect the way that allocations of
capital continue to move between sectors, assets and locations, leaving
some "stranded" while driving new approaches to infrastructure and the
use of land.

Various answers are being developed to the problems of the necessary
measurement of environmental performance, such as the EU's recently

agreed Green Taxonomy for classifying green investments and the
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3. 10.

3.11.

3.12.

Green Bond Standard to indicate companies' progress in transition as
well as whether they are of the highest standard or not. The development
of these approaches will in turn influence how property and other
markets evolve.
Corporate Social Responsibility (CSR) describes companies' voluntary
choice to integrate the consideration of social and environmental issues
into their daily business to demonstrate ethical behaviour and improve
social conditions. This may include considering;:

Inputs, such as raw materials, energy, water;

Processes, such as environmentally friendly production and

associated waste; and

Publicity, such as community relations.
The more developed policies will cover property occupation and
investment and so may have an effect on both capital and Rental Values.
While voluntary, an increasing number of companies accept CSR as an
element in business plans and annual company statements. In some
cases, it may be seen as a proxy for quality and good, sensitive
management. It may be that the largest companies will be legally
required to report on these matters. In some countries, the law already
regulates the presentation of non-financial performance indicators.
A CSR policy may be driven by a company's strategic plan, its corporate
risk strategy, the needs for grants and funding or pressure from
investors, customers and others. A clear statement of the company's
rationale will be needed for any appraisal of its impact. More generally,

it may be associated with concern to reduce reputational risk and include

3.11.
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3.13.

3. 14.

control of its supply chain.

Some companies encompass the ecological, social and economic aspects
of sustainability in the concept of the "Triple Bottom Line", analysing
and reporting performance under each heading. This is, of necessity, a
permanently evolving approach and indeed sustainability could be
extended to consider technical and functional quality.

Responsible Property Investment (RPI) is a framework for investors to
maximise the positive effects and minimise the negative effects of
property ownership, management and development on society and the
natural environment. The United Nations Environment Programme
(UNEP) Finance Initiative is now delivering regional roundtables on
sustainable finance. With its Principles for Responsible Banking and for
Sustainable Insurance, it has set out Principles for Responsible
Investment to incorporate environmental, social and corporate
governance (ESG) issues into company policies and practice, offering a
series of toolkits for this. Its declaration requires companies to look to
their "investment service providers (--*) to integrate ESG factors into
evolving research and analysis". Its Property Working Group aims to
drive best practice in innovation and regulation to these ends with such
work as the Sustainable Real Estate Investment Framework. Recognising
the constraint of a tenant's legal possession, it sees the role of the
property investor (and so the owner) as particularly critical for
construction, refurbishment, management of common space and the
opportunities given by lease termination. At each point, that direct

investment provides more control over sustainability issues than an
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3.15.

investment in equities (including REITs) can have with a financial stake.
The responsible property investor should engage with its tenants to
manage the environmental and social impact of a property, albeit that

few historic leases have many clauses relevant to sustainability issues.

When considering investment, properties might be screened for:
The location — sustainability grounds might point to those with
better public transport or on brownfield sites (though these can

have higher biodiversity than greenfield ones);

Physical characteristics — do the buildings meet environment
standards such as the Building Research Establishment
Environmental Assessment Methodology (BREEAM), Leadership
in Energy and Environmental Design (LEED), the Comprehensive
Assessment System for Built Environment Efficiency (CASBEE),
the Deutsche Gesellschaft fiir Nachhaltiges Bauen (DGNB), the
Haute Qualité Environnementale (HQETM), the Sustainable
Building Tool (SBTool) and Green Star (see also 4.2 below). The
effect of such standards can be to channel investors' choices,
potentially constraining portfolio diversification and, by focusing
demand on such properties, affecting their prices and so their

returns;

Tenants — perhaps by their business activity.

3.15.
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3. 16.

3.17.

The data to support such screening is often limited and partial, in some

markets there may be almost no relevant data.

An alternative approach is to seek out properties that are best in their
class. However, this will also rely on recognised certification and rating
systems, such as BREEAM or EPCs. While this may help identify
properties whose value is better protected for the future, it will tend to
be available only for new properties and in the case of EPCs, for existing
buildings being sold or rented out. For an EPC, that may also depend
heavily on the assessment methodology used which may not accurately

report the status of property types for which it was not designed.

Environmental Management Systems (EMS) offer tools for businesses
to consider sustainability issues by seeking continuous improvement on

the basis of the four stages of planning;:

What is to be done;

Do it;

Check that it was done; and

Act to make improvements;
throughout considering the impact on the environment and the activity
that causes that change. It may assist businesses in looking at cost
savings, managing legal, financial and reputational risks (including the
identification requirements), marketing

of prospective legal
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3. 18.

3.19.

3. 20.

opportunities and the expectations of stakeholders. It can start from
reviewing the current position (as a baseline) which may show that much
has already been done without having thought of it as "environmental”
and then developing an environmental policy to drive the future process.
ISO 14001 sets standards for these by which businesses can then be

audited. These cover five aspects or stages:

Environmental policy;

Planning of action;

Implementation and operation of project;

Checking and corrective action;

Management review.
The Eco Management and Audit Scheme (EMAS), developed by the
European Commission for companies and other organisations to
evaluate, report, and improve their environmental performance, offers a
European standard that is voluntary but once adopted is subject to
mandatory auditing (unlike ISO 14001). As some of its requirements are
supported by legislation (EU Regulation 1221/2009 as amended by
2017/1505), it may be more demanding than ISO 14001 to which it is
essentially similar. A business is to identify its direct and indirect
environmental impacts and assess their significance. Internal audits
must cover the management of the issue, performance in doing so and
compliance and there is an external audit on a three year cycle.
Life cycle costs — There is increasing discussion of judging the

sustainability of a property across its whole life cycle together with its

3. 20.
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3.21.

3. 22.

associated externalities. Concern over greenhouse gas emissions often
points to making the best of existing buildings in preference to
demolition and replacement.

Life Cycle Cost Analysis (LCCA) calculates the present value of all costs
for the whole remaining life of a building, including construction,
operation, maintenance and end-of-life costs. Such approaches may not
yet capture all the externalities than can be involved. Some European
countries have national standards and guidelines for carrying out LCCA
while the international standard is ISO 15686-5 Buildings and
constructed assets — Service life planning — Part V: Maintenance and
life cycle costing set the frame. However, ISO 15686-5, does not
prescribe a common format for this analysis, allowing different
approaches in practice.

A move to life cycle assessment may move the balance towards property
renovation from building anew, given the embedded costs of

construction even with ultra low carbon concrete and steel.

4. Developing “green” standards for property

41.
4.1. 1.

“Green buildings”

A "green" or "sustainable building" is one that is identified as using
resources such as energy, water, materials and land more efficiently than
buildings constructed to existing minimum standards. It may produce
less waste and fewer emissions and potentially offers a better internal
working environment, benefitting health, comfort and usefulness with

fewer contaminants despite being more airtight. As sustainability
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4.1.2.

4.1.3.

4.1.4.

expects that the needs of the present should not compromise the ability
of future generations to meet their own needs, green buildings should
also take social, ecological and environmental issues into account. That
broader definition includes external effects and the impact across
generations and so the property's life cycle.

The American Society of Heating, Refrigerating and Air-Conditioning
(ASHRAE), in the
Engineering Society of North America (IES) and the US Green Building
Council (USGBC) published a standard for the design of high-
performance green buildings in February 2010. Standard 189.1,

Engineers conjunction  with [Mluminating

"Standard for the Design of High-Performance Green Buildings Except
Low-Rise Residential Buildings". Since updated and underpinning the
International Green Construction Code 2018, it stated:

"A high performance green building is a building designed, constructed
and capable of being operated in a manner that increases environmental
performance and economic value over time, seeks to establish an indoor
environmental performance that supports the health of occupants, and
enhances satisfaction and productivity of occupants through integration
of environmental-preferable building materials, and water-efficient and
energy efficient systems."

That definition shows that the concept of sustainability is far from
precise when applied to buildings which themselves vary enormously in
design, construction and use while different users will have their own
concerns which may change over time.

The following may serve as a general checklist:

4.1.2.

4.1.3.

4.1.4.
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4.2.
4.2. 1.

Location — where relevant, is it accessible by public transport as
well as private means?

The existing land use of a site for development — there may be such
issues as contamination or water management;

The risks to a building from threats to its location such as flooding
or earthquakes or those caused by its siting and design (as with
flooding from hard surfaces);

The design and layout of a building, covering issues from its
expected life to its energy management, including materials
(source, recycling, type, life) and resource efficiency;

Its quality as a working environment and so its impact on occupiers'
health and efficiency, which can include ventilation and lighting;
Energy efficiency and sourcing;

Water efficiency;

Waste management;

The building's resilience to potentially rising costs of energy, water

and waste management.

Certification of buildings and green rating tools

A number of approaches have been launched for rating buildings against
defined environmental standards, some statutory and others voluntary,
offering standardised assessment and certification for green and energy-
efficient buildings. There are around 30 voluntary rating systems
worldwide that try to meet the conceptual complexity of the term

"sustainability". Perhaps inevitably, they are overwhelmingly focused on

4.2.
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4.2.2.

new or heavily renovated buildings.

Internationally recognised schemes offering a more useful common

standard for international investors include:
BREEAM (Building Research Establishment Environmental
Assessment Method) which scores the performance of a building
for eight criteria (energy, transport, pollution, land use and ecology,
health and welfare, and management) whose scores are then
totalled and rated. It provides different regimes for different uses
such as industrial, retail, or schools. A new building may be first
assessed at the design stage (with an interim certificate) and after
construction. It can also apply to renovations. There are four pass
grades;
LEED (Leadership in Energy and Environmental Design) set by
the US Green Building Council (USGBC) applies to new buildings
and renovations scoring them out of 100 points, again with four
final levels of certification. The main scheme's criteria for
assessment are sustainable sites, water efficiency, energy and
atmosphere, materials and resources, and indoor environmental
quality together with scores for innovation in design and regional
priority. The USGBC issued data in 2008 to show that buildings
compliant with its LEED standards showed:

- 8-9 per cent lower operating costs;
- 3.5 per cent higher occupancy rates;

- 3 per cent higher rents;
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4.2.3.

4.2. 4.

4.2.5.

Note —

4.2.6.

- a6.6 per cent higher return on investment;
- a 7.5 per cent increase in Market Value;

but as noted elsewhere there may be many factors influencing this.

Other standards noted internationally are DGNB in Germany, CASBEE
in Japan, Green Star, NABERS in Australia, HPIU in Ireland, HQE in
France and Verde in Spain. Individual countries may have their own
domestic standards or codes. Each scheme varies in what and how it
assesses; all are regularly revised. Their appraisal methods often tend to
be prescriptive rather applying underlying principles to form
assessments.

There are few bases for assessing existing buildings. EPCs offer a

prescriptive approach to energy ratings in the EU, while the US Building

Owners and Managers Association has developed Go Green.

All approaches tend to be applied differently in different countries, so
that even EPCs vary between EU member states, posing issues for
international understanding and appraisal in comparing information.
the Energy Performance of Buildings Directive of 2010 instructed the
European Commission to adopt a voluntary EU certification scheme for
non-residential buildings (Article 11(9) — see EVIP 1).

Policies and expectations for sustainability continue to change and
develop. Thus, mandatory standards for new buildings imposed through

development control or building regulations systems may well
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4.3.

4.3.1.

increasingly focus on ever more demanding low energy or passive house
standards and the use of renewables as well as more general
sustainability criteria. In some areas, these regular requirements may
either replace voluntary green building rating tools or encourage them
to set still higher standards. The Energy Performance of Buildings
Directive provides for new buildings to be built to "near-zero energy"
standards from the start of 2021 (see EVIP 1).

“Level(s)” — The EU initiative for sustainable building construction

With that need under the Energy Performance of Buildings Directive
for new buildings to be nearly zero energy from 2021, the EU, with
others such as Skanska, St Gobain and the Sustainable Building Alliance,
is developing the Level(s) initiative as a common EU voluntary
reporting framework to assess environmental performance in the design
and construction of buildings that are sustainable by virtue of using less
energy, using fewer materials and benefiting occupiers' comfort and
health. It uses existing standards and a lifecycle or circular economy
approach for the building sector with its demands for energy, minerals
and water and generation of waste. This broadens the focus of attention
from the use of a building (overall accounting for 28 per cent of global
emissions) to include the emissions and resources embodied in it (a

further 11 per cent of emissions), so responding to the EU's Circular

4.3.

4.3.1.
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Economy Action Plan and the desire for substantially improved
efficiency in the use of resources.

4.3.2. The then EU Commissioner for Environment, Maritime and Fisheries,
Karmenu Vella, outlined its intention in October 2019:
"The Commission's framework for sustainable buildings — Level(s) —
aims to unite the whole sector value chain around a common European
language for better building performance. It looks at the full lifecycle of
buildings to address their huge potential for emissions reductions,
efficient and circular resource flows, and supporting the health and

wellbeing of those they are built to serve.

Level(s) will serve as a galvanising force for actors across Europe's
building sector in understanding how they can collaborate to create a
sustainable built environment for all Europeans. It will be a powerful
source of data and insights for national policy-makers looking to build
sustainability and circularity into their building codes. We have an
opportunity to grow Europe's sustainable building sector into a world
leader, in a growth area for the construction and real estate sector
globally."

(https://ec.europa.eu/environment/eussd/buildings.htm)

4.3.3. Afteraperiod of testing from spring 2018 on 136 projects (74 residential
and 62 non-residential) in 21 countries, Level(s) is to be launched fully
from summer 2020 with the object of making this approach conventional
and, in turn, stimulating awareness of demand for more resource

efficient buildings.
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4.3. 4.

4.3.5.

4.3.6.

With its focus on the life cycle of a building, Level(s) moves beyond
many current green certification schemes but has been supported by
BREEAM, DGNB, HPI, HQE and Verde which intend to explore
alignment with it. In this it draws on work by some member states such
as:

The Netherlands which, since 2012, has required applications for

permission for new buildings of more than 100m2 to be supported

by an environmental performance calculation report, reviewing its

life cycle emissions and resources use;

France which launched a life cycle based assessment label, E+C-, in

2016 in preparation for new regulations in 2020.
The intention is that Level(s) will support standardisation of data, giving
a mutually intelligible basis for architects, assessors, contractors,
suppliers, investors and others to consider these issues for a property.
Each indicator can be used in a graduated way with levels from simple
assessments using basic metrics to more thorough and complex ones,
through to a full Life Cycle Assessment. It can be used as a building
project progresses from design (using the plans) to completion (as
built), post completion once commissioned and tested and then actual
occupation in real use.
Level(s) uses a series of indicators linked to the EU's priorities for
sustainability:

Greenhouse gas emissions over the life cycle of the building,

moving from energy performance to life cycle global warming

potential to a full "cradle to cradle" Life Cycle Assessment;
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4.3.7.

4.4,

4.4.1.

Resource efficiency and circular material life cycle, moving from a

life cycle assessment of materials used to considering scenarios for

a building's lifespan, adaptability and demolition to the waste and

materials in construction and demolition to a full "cradle to cradle"

Life Cycle Assessment;

Efficient use of water resources, considering water consumption in

use;

Healthy and comfortable spaces, moving from indoor air quality to

assessing the extent to which it may be outside the thermal comfort

range and then reviewing light and noise issues;

Adaptation and resilience to climate change, with scenarios for

possible climatic conditions and then a review of extreme weather

events and floods;

Life cycle cost and value, with assessment of life cycle costs in

€/m2/year and then considering value creation and risk factors.
Once developed and launched after the present testing, Level(s) could
then be used to assess the comparative performance of buildings, aiding
potential property users, managers and investors and so, like EPCs,

come to play a part in decisions in the marketplace and so in valuations.

“Green leases”
There is growing discussion of the concept of "green leases" which may
again have an impact on the valuation of some properties. This has partly

arisen in response to the common imbalance of interest between
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4.4.2.

landlord and tenant in environmental issues. Capital investment,
sometimes with long pay back periods, is often required to improve a
property's performance. Landlords and investors may often be reluctant
to incur that cost without an appropriate return while tenants can be
cautious about investing in a property they do not own, indeed may only
hold for the balance of a short lease. The green lease, which may in
practice only be agreed between parties interested in the issues for their
own commercial or personal reasons, endeavours to tackle identified
sustainability concerns between them and meet rising legal standards. A
prospective tenant could want confirmation that the building can
reasonably achieve the proposed environmental targets if the tenant
complies with the covenants in the lease. Whether the building is new
or retro-fitted, the landlord may in turn need equivalent warranties from
the developer or architect.

With the concept first developed in Australia but now more widely
spread, there is no precise definition of green leases that is widely
accepted in the market. In general, a green lease refers to a lease of a
sustainable/energy-efficient property on terms that promote
sustainability with regard to green or energy-efficient standards or
operational control and audit procedures related to energy performance

measurements. Such provisions might:

Govern the tenant's use of the building;
Require the tenant's initial fit out and any subsequent works to

meet a specified energy efficiency, insulation or ventilation

4.4.2.
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4.4.3.

standard;

Adjust service charges to penalise tenants who do not meet
specified energy efficiency targets;

Require the landlord to keep in good and efficient working order all

equipment that affects the energy use of the building;

Impose requirements on assignment or sub-letting for the assignee
or sub-tenant to covenant with the landlord to comply with the
landlord's environmental policy;
as well as cover building management, waste disposal, transport,
catering and janitorial services.
Such terms vary widely in practice. Some landlords have granted green
leases with just a few basic green obligations, such as co-operation on
energy-saving initiatives, provision of information on energy, water and
waste, the use of sustainable materials, and prohibitions on harming the
". At the other

end of the spectrum there may be provisions setting targets for the use

building's energy performance — "Light Green Leases

of energy, waste and water, including separate metering, reports, rent
"Dark Green

. They may cover such topics as waste disposal or the avoidance

review assumptions, alterations, and reinstatement —
Leases"
of volatile organic chemicals in cleaning materials. The leases may
include incentive and penalty clauses based on agreed upon service and
energy performance levels which may affect the rent or be considered as

improvements or dilapidations on termination of the tenancy.

4.4.3.
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4.4. 4.

The Australian Government has published a series of model green lease
schedules for different types of tenancy, requiring the tenant to operate
the property efficiently and extract the greatest environmental benefit
from it in ways such as using the most efficient equipment, fittings,
lights and heating systems with an Energy Management Plan and a
framework for reporting and auditing subject to penalties. Precedents
are now available in other jurisdictions, such as the United Kingdom.
They may make provision for a range of subjects to be addressed
between the landlord and the tenant including:

The landlord providing the tenant with a handbook to energy and

environmental operation of the property;

Energy efficiency targets — maintaining and improving EPC

ratings with any failure exposing the party responsible to financial

penalties;

If the landlord fails to meet agreed commitments to improve energy

efficiency there may be rent rebates;

The tenant is to ensure that energy consumption is efficient and

provide the landlord with full data on energy and water use;

The landlord and the tenant produce Energy and Sustainability
Performance Reports;
Alterations  which materially reduce the environmental

performance of the property may be prohibited absolutely;

4.4. 4.
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As the tenant may be the best person to make alterations to improve
the environmental efficiency of the property, there can be
provisions allowing him to leave them at the end of the lease with
the landlord waiving dilapidations on them;

A reduction in the EPC rating may be considered a dilapidation;

Service charges — where a property has several tenants the landlord
may reserve the power to weight and re-weight the service charge
to reflect the tenants' relative environmental performance which
can then be a comparable factor at a rent review;
A property with several occupiers may have a sustainability
management committee including the landlord.
4.4.5. Where considering a green lease, it is prudent to make a record of
condition using an energy and environmental audit to establish a

baseline from which to judge the issues and commitments of the lease.

5. Valuation and sustainability

5. 1. A valuer can only provide an opinion of value on the basis of evidence,
reflecting the experience of the marketplace. That opinion cannot state
that something should have a value or that a current value might not be
sustained in the future, just that it has a value assessed from a judgment
of the available data. That opinion is to be so supported and prepared so
that, within the limits of the available evidence, the client can rely on it

for the purpose for which the valuation was instructed.
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5.2.

5.3.

5. 4.

There can be no general rule as to any typical pattern of premiums or
discounts accounting for environmental issues. Even where such issues
are significant in the marketplace, much will turn on factors such as the
state of the market, transparency of information, location, sector,
exposure to environmental risk in the region, and consumer awareness.
Ultimately, within any regulatory framework these are issues of supply
and demand and so may be influenced by changes in the patterns of
demand by businesses, investors and, beyond them, consumers.

Markets may in time differentiate between the values of properties on
environmental grounds. Thus, it may be that highly energy-efficient
buildings with low energy consumption or properties with a recognised
green certification may begin to attract an additional value in some
markets. While this may apply for a while, it may then be that as the
market begins to expect such standards or regulation requires them, that
premium is replaced by a discount for other properties. Such changes
will be phenomena of the market place and there cannot be any general

rule for the impact of these issues on property values, rents and yields.

The issues on which the concept of sustainability focuses may or may
not be relevant to that opinion, according to the nature of the asset, the
relevant circumstances and the behaviour of prospective buyers. Thus,
their relevance may turn on several factors including the extent to which
the issues:

Are not externalities but relevant to the price someone will pay;

5.2.

5.3.

5. 4.
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5.5.

5. 6.

5.7.

Are of interest as incentives or deterrents to buyers.

In essence, it is a question of how far the evidence shows that a willing,
knowledgeable and prudent bidder will take them into account when
considering the price or rent of a property. Corporate buyers of
commercial property may view these issues in a different way from
someone buying a house to live in.

This may also be influenced by market circumstances. Where there is a
strong market with a limited supply of buildings, the market may not
particularly distinguish between properties on sustainability grounds.
However, as these issues come to matter to buyers and occupiers and as
more properties meeting recognised sustainability criteria are available,
so the market may differentiate on this point, perhaps especially when
market sentiment is weak.

There may be particular classes of bidders to whom sustainability issues
may be more important. Most obviously these will include those for
whom the ethical aspects matter more, whether out of personal
conviction or under the rules of a specific investment fund. Some may
be temperamentally interested in innovation — "early adopters" or see

it as giving them a commercial advantage.

Others may see them as criteria relevant to potential future movements
in values. They may think that properties meeting particular standards

are more likely to rise in value or that properties failing to meet them are

5.5.

5. 6.

5.7.
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5.8.

5.9.

at greater risk of standing at a discount to a future market. Only the
future will prove whether they were right or wrong, whether about the
future reactions of markets or the specific criteria they have selected.
Where such purchasers have chosen the right criteria and markets prove
to move as they expect, then they may outperform the general market
whether by buying advantageous properties or selling ones at greater
risk from environmental factors. Markets may, of course, move in
unforeseen directions or regard other factors as relevant. The story of
sustainability has seen the emphasis move between particular issues over
time, with climate change related concerns now more likely to be
dominant.

One way of analysing this behaviour is to observe that those parties are
approaching their decisions on the basis of Investment Value (see EVS
2) in assessing the value of a property to them for their own objectives.
Where the Investment Value of the property to an investor on its criteria
is markedly greater than its Market Value, that investor may see an
opportunity.

When considering properties that are to be let, sustainability issues will
be more relevant if they encourage tenants to pay higher rents or the
market to see them as more secure income streams. The former will
depend on the usefulness of such properties to tenants, over and above
other properties — tenants will rarely have an interest in the future
capital value of the property. Such buildings may offer relevant
differences in energy or other costs, more attractive working

environments for staff or help the tenant project its favoured image to

5.8.

5.9.
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5. 10.

5.11.

5.12.

5.13.

its own customers. Some of this will inevitably overlap with the
likelihood that the most sustainability-compliant buildings will be those
built most recently, so also meeting other contemporary standards and
be less likely to need refurbishment in the near future. Less compliant
properties may need to incur the greater costs of adaptation in "retro-
fitting" to meet rising standards as and when this may be required,
whether by market expectations or as legislation develops or risk
standing at a discount to the value of more compliant properties.
Should such an approach become more widely adopted by parties in the
market place in respect of particular criteria, then it would over time
influence Market Values. However, if the criteria in question do not
become more widely used, they would remain factors for only a limited
number of individual players with less or no influence over Market
Values.

These issues can become more difficult where a building is in several
different occupations where the owner and occupiers may all have
differing obligations, interests and objectives.

Legal intervention, including any prospective limitations on letting or
using properties that do not meet particular specifications, may also
colour views. An approach once generally limited to the habitability of a
property or the provision of basic services such as sanitation, is now
being extended to energy efficiency and could be developed more
widely.

Where markets do move towards a greater appreciation of sustainability,

whether just, say, for energy or a wider range of issues, then it will be
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5.14.

5.15.

5. 16.

5.17.

relevant to the assessment of Market Value. In practice, analysing this
may often not be a matter of general sustainability, but of appraising the
role of specific issues (such as energy) which may interact with

operational costs or be currently salient issues in the market place.

Many may say that they would pay a premium for a property meeting a
stated standard, but, as can often be seen in such matters, this may be
less evident from actual behaviour. It can be hard to tell from market
evidence of actual transactions where traditional factors may often
appear to explain the outcome.

Conversely, as legislation, market sentiment and perhaps taxation
increasingly enforce sustainability issues, so the costs of compliance and
improvement for many existing properties or more complex
development proposals (such as some urban regeneration schemes) may
adversely affect their values.

"Green value" — The concept of "green value" is sometimes invoked.
Just as there are various green building definitions, there is no
commonly accepted definition of "green value". At one level, it can just
mean that the "sustainable" qualities of buildings and properties may be
reflected in their value.

More specifically, green value is the concept that a green building may
have a value that is greater than that of an equivalent but ordinary
building. However, while this may offer a useful shorthand, especially

for comparison, such green value does not exist on its own but is one

integral part of the property's overall Market Value and is separate only
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5.18.

5.19.

5. 20.

5.21.

as a theoretical construct.

Approaches — While ever greater attention is being focused on
sustainability issues, it is often commented that they may often not be
reflected in Market Values. However, as any one issue becomes of
general concern to buyers, so it just becomes part of the general matrix
of factors underlying Market Value. Moreover, as some studies show
from analysis of large data samples for transactions, the effects may be
subtle but pervasive, not distinct in themselves and possibly only driven
by a fraction of buyers or tenants but sufficient to affect values. The
effect may, of course, not be that of a premium over other properties,

but that less compliant properties may be at a discount.

Sustainability, energy efficiency and green features can only be reflected
in the valuation where this is supported by observable market evidence.
There is no reason to assume that meeting or failing to meet any aspect
of sustainability will automatically and of itself see a premium or
discount in the property's value. The impact of a feature may vary over

time, between different sectors, uses or regions.

All existing valuation methods — mainly direct value comparison,
income and replacement cost — are suitable for the valuation of
sustainable buildings. Comparable transactions are the best proof of the
market's willingness to pay for certain building features.

In some markets, valuers may try to apply advanced statistical methods

to identify green value as part of the analysis. This may depend on the

5. 20.

5.21.
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5.22.

5.23.

5.24.

quality, range and relevance of available data and skill in its objective
analysis. The use of multiple regression analysis may persuade more
sophisticated clients. Contingent valuation, hedonic pricing or even
cost-benefit analysis may offer approaches to do this but these can risk
producing results that are uncertain, unduly sensitive to changing
assumptions, with large ranges and that are not obviously supported by
the market place. The valuer may also draw on the analysis of very large
data samples that is now possible. While that can illustrate even
effects the statistical associations apparently

relatively  subtle

demonstrated need objective testing.

Discounted Cash Flow (DCF) can be a way of taking into account and
comparing differing profiles of operating and refurbishment costs.

One practical problem is that sustainability issues do not exist in
isolation but, as noted above, will overlap with other factors. For
example, energy efficiency may be a virtue, a cost saving, allow a higher
quality of working environment and be an aspect of a modern building
which, as such, has lower maintenance costs, less need of refurbishment
and may be in a more attractive location. Taken on its own, energy
efficiency might not be the decisive factor in value.

As a practical profession, valuation turns on observation and appraisal.
In present circumstances, considering sustainability issues in relation to
a property requires careful analysis. It may only rarely be that

sustainability issues as a generality will be relevant, but more often that

5.22.

5.23.
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5. 25.

5. 26.

5.27.

specific issues and particularly, specific standards will be of concern.
Standards, certification and rating regimes can summarise and
encapsulate information on, say, energy in ways that the market may
more easily take into account. It thus becomes more important to know
how to:

Identify, describe and assess the relevant characteristics of

properties;

Interpret and judge assessments of them;

Consider whether they are already taken into account so far as they

are relevant to value;

Select the appropriate way to take any remaining points into

account without double counting.
Once relevant factors are identified and appraised in this way they can,
in principle, be taken into account for valuations in just the same way as
any other specific factors. They do not require new valuation methods
but rather calm, practical assessment under the terms of the valuation
basis instructed. They will need to be covered in the Valuation Report
to the extent and in the manner that is appropriate.
The extent to which the report refers to sustainability will be a matter of
judgement in the circumstances. This will in part reflect the extent to
which sustainability issues are relevant to the value and in part the
interests of the client. These two points come together where a client
interested in sustainability issues instructs a valuation on the basis of
Investment Value.

Any recognised certification or rating awarded to the property should
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5. 28.

5. 29.

usually be reported.
Towards checklists — Where sustainability issues are relevant to the
valuation, the valuer will have to collect appropriate information,
appraise it and take it into account in the Valuation Report, either as
aspects within the usual structure of the report or as separate sections,
with or without appendices, according to the case. The diversity of
properties and the developing nature of sustainability combine to mean
that no general checklist can be exhaustive but it may, according to the
property, be relevant to consider some or all of the following non-
exhaustive lists of points.
Alongside the usual description of the property, factors to consider
might include:
Construction materials;
Any contamination of properties such as brownfield sites for
development;
Risks of natural disasters such as flooding, earthquakes, or
avalanches;
Compliance with relevant building standards;
Insulation and related points (such as heat bridges or the type of
windows) and quality in terms of durability and building standards;
Nature and complexity of building services;
Age and quality (efficiency) of the equipment in the building for
heating, cooling and other purposes and so the feasibility of
maintaining or replacing specific building components (such as an

oil-fired heating system compared with an alternative system that
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may reduce overall operating costs);

Energy efficiency, EPC ratings and recommended measures for
improving the property, energy sources (renewable?) and net
energy demand;

Water efficiency, especially in locations with scarce water supplies,
using grey water, recycling of water, rainwater harvesting, etc.;
Operating expenses;

Floor area in terms of usability, adaptability and cost effectiveness;

Impact on users' productivity and well-being;

Likely timing and cost of refurbishment;

Market attitudes towards sustainability and willingness to pay for
green features;

Requirements of legislation;

Possible financial support;

Relevant certifications or ratings;

Terms of leases ("green leases").

Reviewing the property more generally:

Does it meet best practice?
Can deficiencies be remedied economically?

How does it compare to other buildings in the area of search?

Do sustainability issues affect the demand from potential tenants?
And the rents they will pay?

Do they affect the yields that other investors will seek?
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5.31.

5.32.

5. 33.

What are its running costs and the likely timing and scale of any

refurbishment costs?
Where a development proposal or other change requires an
Environmental Impact Assessment, that is likely to involve a review of
many sustainability issues.
The suitability or potential of a property, such as but not only farmland
or forestry, to offer opportunities in its use or management to meet
sustainability objectives or commitments, whether for transactions to
deliver biodiversity offsetting to enable developments elsewhere or for
its use for carbon sequestration, flood attenuation, air quality
improvement, renewable energy development or other purposes, may
offer additional value to the property.
The combination of policy concerns over climate change, resource
efficiency and the natural environment, requiring progressive change
over the coming years, are increasingly relevant to decisions about the
use and value of property. Some properties threatened by the effects of
climate change or unable to meet new standards may lose value; others
may find value in new opportunities. The expectations of property
markets will take such factors into account where buyers and tenants
think them relevant, whether in response to physical facts, sentiment,
legislation or taxation. Property management and its cost structures will
come to take full account of these matters, perhaps especially as lifecycle
costing may often point to making the best use of existing properties,
renovating them for these demands, rather than replacing them with

new buildings. Fundamentally, the market place will still consider the
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usefulness of a property to its potential users, and so these issues will be PRI MESR BT DA AR E DO TR IE L LB I EE

taken into account alongside its practical adaptability and flexibility with SND, dH AN OEENL, 2o RMEEZ ML, MERL .
the space and facilities it offers. The valuer's task is to understand and GO ROGEIEL | A7 A2 Iz T, HDRF R TDOA
interpret these issues, where relevant, and the market's reaction to them, PE DM EZ R U, B+ 072 F WIS Vo E Bk
applying professional judgment to the evidence available in finding a EHEATZAHINTTHIETHD,

property's value at a given time to enable a client to take informed

decisions.
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|l. How Should an Appraiser Define a Declining Market?

When providing residential appraisal services, appraisers may be required
to determine what constitutes a declining market in order to produce
credible assignment results. When determining the status of a market,
issues of concern include the following;:

Currently, there is no single, commonly-accepted definition of a
declining market.
How are “normal” increases and decreases in the market (caused by

seasonal differences or temporary over or undersupply of inventory)

considered when determining the status of a market? How are
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those seasonal market movements differentiated from a declining
market trend?

Should an appraiser declare the subject to be in a declining market
if, for example, the median price in the market falls for one quarter,
or would the median price (in this example) need to fall for two or
three quarters before calling the market declining?

When an appraiser indicates that values are declining, does that
mean they are declining as of the effective date of the appraisal, or

does it imply prices will decline in some future time period?

Recognizing characteristics and identifying declining markets. Identifying
market cycles and the position of the subject within that cycle.

Recognizing the characteristics of a declining market — Most appraisers

can identify the indicators of a declining market. However, many
have trouble interpreting the indicators and then deciding when the
indicators lead to a conclusive identification of a declining market.
Some characteristics of a declining market are as follows:

Oversupply of competing properties (i.e., demand and supply are

out of balance).

Extended marketing times for active, pending and closed sales.

Prior listings of the subject that reflect list prices notably higher
than the current contract, sale price or value.
Prior sales of the subject and/or comparables that reflect higher

prices than current prices.
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Decrease in sale prices as a percent of list prices.

Increase in REO listings in neighborhood.
In most cases, one of these characteristics alone is not an indication of
a declining market, but the presence of several indicators may be a
strong indication that the market is in decline.
Defining a declining market — It could be said that all markets are
increasing if you go back in history far enough. If an appraiser looks
only at the last two quarters, would this be a reasonable time period to
say whether prices are going up or down? Would it be better to say in
the last 90 days? Would it be better to analyze and read the current
market on an annual basis because of the impact of normal seasonal
differences?
It is quite logical to say “Declining; compared to what?” It is
important for an appraiser to not only state whether they believe the
market for the subject is increasing, decreasing or in balance, and to

The

appraiser should tell the intended users what the comparison is based

also state what baseline was utilized to arrive at that conclusion.

on (e.g., “The subject’s market is considered to be increasing compared
to the same market a year ago,” or “This market is considered to be
declining because the database shows a decline in median prices for
three out of four quarters in the last year.”)

» o«

Just stating “increasing,” “declining” or “stable” without commenting

on the time period covered is inadequate. For example:

The subject is in a residential market where the climate is not

conducive to sales of residential real estate in the first quarter of
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each year and sales volume and median prices normally fall at that
time. Usually prices and sales volume increase in the second
quarter once the temperatures are milder. For example, the
appraiser looks at the median prices for the prior quarter and sees
a decline of 15%; however, the appraiser also sees an increase of
10% compared with the same quarter of the prior year. This
appraiser indicates this market is increasing based on that data and
states the logic behind the conclusion.
Client-Defined Term — It is possible that the appraiser will have an
assignment where the client defines the term “declining market.” If a
client defines this term, the appraiser should include that definition in
the report and be sure to explain what it means and report the source
of the definition. The appraiser cannot accept client-defined terms
that will produce misleading assignment results. Concluding that a
market is declining (or stable or increasing) is the responsibility of the
appraiser.
Consistency within the Appraisal — It is also important for an appraiser
who states that property values are declining to be consistent with the
market conditions adjustments in the sales comparison analysis. In
other words, if the appraiser states that prices are declining, negative
market condition adjustments would be warranted, or an explanation
as to why they were not warranted would be appropriate.
Current condition or prediction of the future. - It is important to note
that in most appraisal reports the market analysis represents a historic

view, not a forecast of the future market. The appraiser may elect to
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advise the client on future risks associated with the investment but that
is not the same as a forecast of the future markets. While most
appraisers are reluctant to forecast future market behavior and present
information not intended to forecast future market behavior, it does
not necessarily mean the intended users understand that in the data
presented. It would behoove an appraiser to state that market
conditions labels are historic and are not a forecast of future markets.
For example:

“The market analysis contained herein is a summary of past

market conditions which may or may not be a reflection of future

markets”; or

“The conclusion listed above is based on empirical evidence but

that evidence may only reflect the past not the future.”

l. What Databases are Available to Support a Market Trend Conclusion?
Many appraisers find it difficult to support their opinions of market
trends because of lack of retrievable and verifiable market data; often the
quantity of comparable sales does not support statistical analysis. There
are national, regional or local databases that can be used to support an
opinion of market trends.
Databases — While the types of databases listed below are used by many
appraisers, other databases may also be used. Some databases may be
equally or more relevant to appraisers’ work. Some residential databases

can produce sophisticated analysis as part of their programs. Care must be

taken to read the background information of any database considered to at
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least know about possible biases or to eliminate the data from consideration
if the bias is too great. It is important for users of secondary data to
understand the process of collecting and analyzing the data to ensure the
use of the information is applicable in an appraisal. This means the
appraiser is responsible for knowing the source, applicability, and
reasonableness of the data and analysis prepared by others but presented in
their appraisal report.

Popular National Indices. - Several popular national residential price indices
can be used by appraisers to support their analysis of market trends. Each
index has strengths and weaknesses and should not be used these without
an understanding of the source of data and methodology of the analysis. If
the index is based on tracking the median price, the median price could be
pushed upward or downward because one market segment has more volume

but not necessarily higher prices. For example:

A suburban residential market in an urban area experienced a
substantial increase in the number of sales at the low end of the price
range due to a local stimulus plan for first time buyers. This caused
the low end of market to have many more sales than the upper end
of the market which pulled the median price down, not because
prices were lower but only because there were more sales at the low
end. Itisimportant for appraisers to understand the nuances of the
data and analysis they are using in the appraisal that was obtained
from others.

Repeat Sales Methodology — These indices are widely considered to be
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the most accurate way to measure price changes for real estate. The
repeat sales methodology measures the movement in the price of
single-family homes by collecting data on actual sale prices of single-
family homes in their specific regions. When a home is resold, months
or years later, the new sale price is matched to its first sale price.
These two data points are called a “sale pair.” The difference in the
sale pair is measured and recorded. All the sales pairs in a region are
then aggregated into one index. Sales pairs should be carefully
screened for any data points that would distort the index, such as non-
arms-length transactions.

Federal Housing Agencies — Federal agencies that are involved in the
sales and/or mortgage refinances of residential real estate in the U.S.
keep statistics on the sales that they are involved with, but also track
refinance appraisal values. The use of refinance appraisals as
indications of value is arguable, but, if the risks of using “opinions” in
lieu of “sale” data are known, the analyst can use it even with the
possible bias.

Hedonic Index — An alternative to the median-price index and the
repeat-sales index is what economists call a hedonic index, which uses
information from hedonic regression. A hedonic index uses
information on the details of the property (gross living area, bedrooms,
style, location, etc.) to estimate the value of the property. Because it
does not require a prior sale price, all of the sale data (vs. repeat sales)

each period can be used to produce the index.
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Local Databases — The previously listed databases are easily obtained and
incorporated into reports by appraisers (with attribution) but many may not
be very local. They may represent large areas with all price segments
included.
If available, appraisers can use their own local databases (e.g., MLS system)
to develop some statistical indications of market trends for a small area as
needed and that represent only competing properties. Many MLS systems
have some predesigned analysis that can be extracted directly from the MLS
computers. These will oftentimes have premade graphs, tables and
measures of central tendency of the user defined market. Appraisers who
use these predesigned market analyses are responsible to ensure they are
representative of the subject’s market and are not misleading.
Other Tools to Measure the Market — It is possible to prepare other statistical
models, or to simply track data in a market. When these analyses are used,
they should be relevant and not misleading. Appraisers in markets where
there is insufficient data to draw statistical inferences should not present
inadequate and therefore potentially misleading exhibits with less-than
adequate data or significantly-biased analysis.
Examples of other market analyses used by appraisers are:

1. Tracking the median sale prices in a defined market segment over

time (e.g., 1004 MC form).
2. Researching and calculation of rates of change from sales and
resales of the same properties.
3. Tracking over time of the Days on Market (DOM) of comparable

listings or comparable sales.

A—AILTF—ER—X

AR DT —Z R =R I HIC AT TE, T ADBL R —MNIHARIAT 2L
WTELR, TNHLDOELIIa— IV DIFRTITRV, ZRHDT —H_—2A
13, B TOMIKE E A S To RO 2R L CODA 05,

& UFI A TR ChIVE, 88 AT BTG U /N2 Hilsk o T 5 8h )
RN R T 720 A O — LT —F RX—2 (MLS VA7 L7 8) %
FIRATHZENTE BEMIFEOIHERIRETHIELTED, <D MLS v
AT ALZE, MLS a B a— 2 b EZE TED, WS ODDRRETSILZ 5y
Wridrs, ZNHIZiE, 2= —NER LTS0S 77 #, FOMEmoH]
EMERHONPCDHEISIVTWAZENEZ N, ZHHLORR G S TS
T 28 E NI, TRORRERDTSHEZREFL TR, BFEEZHA<ID
2B D TIIRNZ 2R T D BRENHD,

TIRERET 5=HDDY—IL

L DOFEFHET VEMERELIZD, BIZHGOT — 24852 L6 IRETH
Do ZNOD M T 556 . A HE<IORb D ThHh->TUTRBR,
WA HERR A AT O T2 D DT —H AR+ 72 s Tl #E NEAR+537
T = ARFE LR ST AT ISR | R RTREPE D & 5 73 Tt Rz 1R
FTARE TRV,

B E ANDMEH T 220D TG OFIILL T DLBYTH D,

1. ERSINI=iits AN H7EHUEAS O i 2 R FRIC
BEF% (15]:1004 MC 73—2),
2. [F—Wko5EH - FIRIC LM D2 LR OGR4 - F

3. B ECER R DOM (Days on Market) O & #1472
B

177




4. Tracking over time of sale price to list price ratios (SP/LP). The
assumption is that the greater the discounts from list price, the
more motivated the sellers are.

Most clients do not ask residential appraisers to perform significantly
detailed market analyses (scope of work). Clients are asking appraisers to
indicate if the markets are declining, increasing or stable. This can be
done with numerous methods and Section II is not intended to eliminate
other valid tools used by appraisers. It does suggest that any other tools need

to be tested against other methodologies to ensure validity.

ll. What are Some Alternative Value Definitions?

Some appraisers have expressed difficulties in obtaining clear guidance
from their clients or from secondary market participants on the correct
meaning of terms and applicability of different value definitions. Some
clients ask for “market value” but don’t define or understand the term.

Some clients want to adjust the appraisal conclusion by stipulating terms
in the analysis (e.g., a sale within 30 days). This usually results in a variance
from the commonly-used definitions of value and the appraiser must then
define the term within the document to ensure the client and intended users
understand what type of value is conveyed in the report.

Most value definitions are provided to appraisers within the customary
forms (e.g., URAR). Some terms in common use today include market
value, liquidation value, disposition value, distress sale, forced sale, forced

price, short sale, foreclosures, etc. Other literature may reveal additional

terms of importance. (Many are reprinted within the Glossary of Terms
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at the end of this paper.)

Market Value: The Public Perception — It is important to understand that
most real estate owners, lenders, investors and government officials believe
that the term “market value” reflects a gross sale price that an owner of the
subject would receive if the subject were put on the market as of the
effective date of appraisal. This assumes exposure time has already
occurred. However, it is widely recognized (including in USPAP) that
market value definitions assume a hypothetical sale of the property as of the
date of the appraisal according to the standards of the definition of market
value utilized in the appraisal.

In most definitions, market value assumes a sale to the most probable
buyer within the highest and best use opinion. This means the definition
of the term is based on a sale from the current owner to a new owner.
When an appraiser is asked for a “Market Value Opinion,” the public
perception would be that the appraiser will tell the client how much they
can sell it for. If so, this necessitates an understanding by the appraiser
and the client that the value is a future value. This also necessitates an
opinion of “the most probable type of buyer.”

Because comparable sales are used to develop opinions of market value,
the comparable sales must be compliant with the defined value or be
adjusted to those requirements. There are many parts to the popular
definitions of market value including the condition that “(1) buyer and
seller are typically motivated;” Some appraisers consider that this condition
in the defined value precludes using comparable sales that were bank owned

properties, short sales, or even corporate relocations. While this may be
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possible in some markets, this cannot be done in many other markets.
There are markets where nearly all sales are bank-owned, short sales or
other financially distressed sellers. To say these are excluded fails in two
ways:

(1) Tt precludes doing any market value appraisal in these markets
with nearly all bank owned properties sales unless significant
adjustments are made to bring the sales up to a perceived level
where the “normal market” would be. The ambiguity of the term
“normal market” leaves too much room for debate; and

(2) It ignores the public and institutional perception of the words
“Market Value.” These terms are seldom argued by people
outside the appraisal profession. They are assumed to mean that
the value opinion is the amount an appraiser thinks a property
would have sold for on the effective date of appraisal.

This is why communication with the client about the intended use and
scope of work is important to ensure the appraiser does not answer the
wrong question.

Client Expectations — To avoid misunderstandings between the client and
the appraiser, it is important at the time of engagement to discuss the type
and definition of value to be developed, to ensure that the type of value
developed is consistent with the client’s expectations.

Appraisers should match the intended use of the appraisal with the
defined value and consider each aspect of the defined value. For example:

An appraiser is asked to use residential comparable sales to provide an

opinion of value on a property that has a highest and best use as
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commercial land. The client says, “Value it as a residence and ignore

the commercial land value.” If the appraiser agrees to do this, this
appraisal has shifted from market value (commercial) to value-in-use
(residential).

Some terms that may be significant in this issue are listed below and

defined in the Glossary of Terms.

1. Disposition Value — This is a defined value that can be used by
appraisers and clients who are attempting to find a value that
represents a particular need. The defined value includes the

following conditions:
Consummation of a sale within a future exposure time
specified by the client.
The property is subjected to market conditions prevailing as
of the date of valuation.
Both the buyer and seller are acting prudently and
knowledgeably.
The seller is under compulsion to sell.
The consummation of a sale with exposure time specified by the
client is a key term in this definition. The appraiser needs to ask
the client what to assume, including how much exposure time is
to be assumed for the hypothetical sale that occurs as of the
effective date. The seller is under compulsion to sell, which is
not much different than many sales where the seller has already

bought another property or needs to sell an investment that is of

no value to them. Would a sale by a lender of a foreclosed
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property constitute a “disposition sale” and not a market value
sale? What about the sale of a corporate relocation? Did the
property sell within the time specified by the client? If a client
asks for this defined value, the scope of work and the methodology
for developing this opinion of value must be understood and
reported. For a complete definition of these terms and others
that follow, please see the Glossary of Terms at the rear of this
document.

Foreclosure sale — This is the sale of a property ordered by the court
and/or process of law, where the seller is ordered to sell the
property at auction or by other means to satisfy the mortgage
against that property. In many states, this is called a “sheriff’s
sale.”

Liquidation Value — This definition is different than the standard

market value definition because it assumes:

1. Actual market conditions currently prevailing are those to
which the appraised property interest is subject;
2. The seller is under extreme compulsion to sell; and
3. A limited marketing effort and time will be allowed for the
completion of a sale.
Again, the methodology and defined terms should be reported by
the appraiser to prevent misunderstanding what the results are

and how they are supported. Did the appraiser discount “Market

sales” to reflect the required discount or did the appraiser find
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some “Liquidation Value sales”? This definition does not coincide
well with bank-owned foreclosure sales because it requires a
limited marketing effort and limited time to complete the sale. A
common complaint for bank owned properties is not the short time
Most

bank-owned properties are listed for sale with the same real estate

allowed but the length of time required to close the sale.

brokers as the non-bank owned properties.
4, Market Value — This is the standard definition used in most
residential appraisals. There are other value definitions used for
relocation and condemnation appraisals. This definition refers
to a “fair sale” without “undue stimulus.” This definition is based
on a transaction occurring under typical market conditions.
5. Other Values — Clients may modify existing defined values to suit
their current needs. If an appraiser is asked to use an alternative
definition, the appraiser must include that defined value in the
report and cite the source of the definition; if another defined,
cited value is also included in the report, the appraiser must be
clear what definition is being used in conjunction with each value
opinion.

More than One Defined Value — Appraisers may be asked to provide more
than one type of value in an assignment. Appraisers should also remember
that if they are conveying a value opinion other than market value, the use
of standard secondary market forms requires caution. These forms have
incorporated the definition of “Market Value” into the form. If an appraiser

were asked for “Liquidation Value,” it may be necessary to utilize something
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other than a preprinted form and include the type and definition of value
being utilized. In most cases, preprinted secondary mortgage market
forms do not offer an option of a different defined value. It is possible for
appraisers to add a second defined value in the report and then give the
client two value opinions (e.g., market value and liquidation value).
However, both values must be defined within the report and the report

cannot be misleading, which would be in violation of USPAP.

IV. Defining a Market vs. a Neighborhood

Some clients, investors and bank officers are finding it difficult to
understand appraisers’ delineation of neighborhoods, markets or competing
properties. Some appraisers consider the 380 market and the
neighborhood to be the same geography while others believe geographic
delineations may, and oftentimes do, contain more than one market
segment (e.g., a golf course community may have one market with
properties adjacent to the golf course but another market with properties
further off the course). It is possible to define the neighborhood as the
entire project but the markets are defined by the view amenity.

Identify the subject market area and competing market areas. - It is
important for an appraiser to know what the competing market is before
deciding if the values are declining. This requires the appraiser to
consider and analyze who the most probable buyer is and their purchasing
criteria. This requires highest and best use analysis and basic knowledge
of buyer behavior.

Designing an analysis. - When designing a market analysis, the data search
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must be designed to represent the subject’s market segment. For instance,
a market analysis used in a single-unit detached home appraisal that reflects
the condominium market in a city will probably yield flawed conclusions.
An understanding of the following terms, which are defined in the Glossary
of Terms, is required to develop a proper analysis:

1. Market — For residential appraisers, this could mean the single-unit
residential market or the four-unit residential market. It need
not necessarily have narrowly-defined geography. It could be a
city-wide market or maybe just a one-mile square. For example,
the condominium market in Bigville.

2. Market Area — The geographic area that includes competition for
the subject property. Geography is more significant in this term.
The direct competition could by city-wide but commonly will be a
smaller area (e.g., the northeast-city single-unit residential
market).

3. Market segmentation — This term describes the process of
delineating a market in buyer-specific criteria. This is necessary
to prevent comparing a four-bedroom market with a two-bedroom
subject. Market segmentation in residential properties could be
school or taxing districts, number of bedrooms, number of floor
levels, garage space, age of improvements and site size.

4, Neighborhood — This is another defined area focused on geographic
limitations. It refers to a “grouping of complementary land uses.”
This term implies that a neighborhood could include more than

just single unit residences and could include apartment projects,
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commercial and even industrial land uses in some cases. This
long-standing definition is why neighborhoods and markets are
not necessarily the same.

Defining a Market Area — Appraisers must define the subject’s market area
before they can draw conclusions about that market. A neighborhood is
defined geographically by the appraiser based on consideration of what
owners and buyers think are geographic commonalities. The market is
defined in terms of geography but also price range and buyer preferences
(size, age, design of improvement, lot size, etc.).

It is quite possible for a neighborhood (grouping of complementary land
uses) to be only a platted subdivision but competing properties to be located
in a much larger market area. This is especially true in high-end markets,
rural markets, and properties with unusual designs, large sites or unusual
locations. It would be possible to define a neighborhood as a one mile
square and have it include many different land uses, but a market to be a
ten square mile area but to only include the competing properties. This
does not mean the appraiser can expand the market to include lesser
comparable properties when better comparables exist.

In any analysis that draws conclusions about a market’s over or under
supply, price increases or declines and level of demand, the appraiser must
compare like properties and in many cases, the analysis must include
enough data to make it meaningful. Comparables should come from the
same market as the subject and preferably from the same neighborhood.
Sales or listings that reflect a significantly different market should not be

used as comparables.
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Sufficient Data to Adequately Analyze the Market — Appraisers should
refrain from relying on an analysis unless there is sufficient data to ensure
that one or two data points (comparables) with incorrect information or an
unknown factor would not affect it inordinately.

The lack of adequate numbers of sales is also a problem with regression
models and even in the commonly used Fannie Mae 1004MC (market
conditions) form. When using statistics to support an opinion of market
conditions, an appraiser should strive to get a sufficient number to ensure
no single sale has too much of an impact on the analysis. For many
appraisers, finding three sales and three listings is a problem, and finding
30 of each is impossible. In those cases, the appraiser should not put much
credibility in that statistical measure. Direct analysis of a few well-verified
sales can be done with limited data but using minimal unverified data with

440 statistical analysis should be avoided.

V. Verification of Data

Some clients are reporting that appraisers are using data that is not
verifiable in small sample direct comparison analyses. Appraisers should
avoid using data obtained from sources that have an interest in the outcome
of the appraisal. There have been many examples of appraisers using sales
data obtained from the builder of the subject without verification. There are
also cases of some brokers, builders or experienced sellers reporting inflated
sale prices or incorrect physical data about the sale property to ensure they

do not have appraisal problems in the future. The use of erroneous data has

led to value opinions that are not credible and, therefore, losses to the client.
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For example:
A local builder built 30 houses in a subdivision. The first five sales of
homes included well finished basement levels. The builder reported the
correct sale price but showed the sales as not including a basement.
This misleads appraisers to a false value opinion for many properties in
that market.

Data verification is also necessary in some markets to determine if the
comparables and/or market data are reflective of the highest and best use.
It is an error to use comparable sales that reflect one buyer’s intended use
to develop an opinion of value with a different highest and best use. For
example, a property sold with a house on a site which was immediately
razed, but the appraiser uses this sale as an improved property comparable.
The buyer was not purchasing an improved property, but a vacant site.

The Most Probable Buyer Type — It is a basic step in any market value
appraisal for an appraiser to identify the most likely buyer type. This is
true for single-unit housing, office buildings, industrial buildings and
agricultural land. It is not possible to develop an opinion of market value
unless an appraiser is able to determine who the likely buyer type is and
their criteria for purchase. It is important for the appraiser to know who
the most likely buyer type is and what motivates their decision to buy. If
the subject is only salable to an investor, then the best comparables would
be properties that sold to investors, not to owner-occupants.

The Intended Use — USPAP requires appraisers to know the intended use
of the appraisal report. In some markets where investor and owner-occupied

markets exist in the same geography, it is important for appraisers to
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identify the defined value and in many cases, substituting a different value
definition (based on communication with the client) may be appropriate
(e.g., disposition value, liquidation value, etc.) if needed. Clients that
regularly order appraisals should also be aware of these various defined
values and should instruct the appraiser according to their needs.

It is especially difficult to develop a reliable opinion of market value using
only minimal data without verification. Verification of market data is
important and is a function of the scope of work. In the case of market
value appraisals in declining markets this part of the appraisal process is
important because of the varied criteria for purchase in markets with both
owner-users and investor-entrepreneurs. If an appraiser is developing a
market value opinion based on the most likely buyer type, the appraiser
needs to know if the buyer of a comparable was an owner user or an
investor-speculator. This determination is necessary to match up the sales
with the most probable buyer. This is again referring to the public
perception of the term “Market Value.”

Foreclosure Related Sales — It is common in many markets to find that the
sales of bank-owned properties have sale prices that are significantly lower
than properties of similar size, condition, age, etc. Many appraisers report
that REO sales sell for 5-25% less than non-REO sales in the same market
and with the same property condition. It may not seem logical but it is the
reality of the situation.

The discounted prices found in the sales of REO properties have
perplexed many appraisers. This leads to the question, “What is the correct

value to convey within the definition of ‘market value’ if the appraiser finds
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sales that were discounted because of the REO status and other sales in the
same market that were not distressed?” Should an appraiser convey the
value based on discounted REO sales or based on non-discounted sales to
owner-occupants, or someplace between the two?

Markets with mostly investor sales — In some price ranges within a market
there have been overwhelming numbers of foreclosure properties for sale at
the same time as non-distressed properties. This substantial increase in
supply with very motivated sellers has caused prices to be significantly
lower. In these markets, there are few non-investor sales to choose from, so
appraisers have no choice but to use investor sales as comparables.
Therefore, the value they are reporting is clearly reflective of the investor
buyer since that is the majority of the buyers in that market. In this case,
market value is based on investor’s actions since they are the most likely
buyers. The client needs to be told that the value opinion developed is
reflective of this “investor market.” Appraisers need to disclose this issue so
the client will not be surprised to find that the property may sell again a year
later for much more than the price paid by the speculator. Potential for
resale of the property at a higher price at a later date is what many
speculators require to purchase.

Markets with Mostly Non-investor sales — In these markets, there are very
few if any investor properties for sale which means the appraisers have no
choice; they must use owner-user (non-investor) sales since that is all they
have. These markets are functioning like most markets did prior to 2006.
Most appraisers, clients and investors have no problem recognizing and

using these value opinions as a basis for decision making. It is logical to
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use these non-investor sales as a reflection of market value in these markets
where there are few investor sales and most sellers do not have to compete
with the investor sales in the market.

Markets with both investor and Non-investor sales — The most significant
problem for appraisers is in markets where both REO and non-REO sales
are found and where there is a significant difference in the sale prices
between these two classes of properties. This situation has led many
appraisers to question if they should adjust the investor sales up to the
owner-user level or adjust the owner-user sales down to the investor-
entrepreneur level? This is asking which class of sales is most appropriate.
In estimating market value, appraisers are required to determine who is the
most likely buyer for the subject and it is logical that they use comparable
sales that reflect that opinion. If the subject must compete in the investor
market, the comparables should come from that market. If the most likely
buyer for the subject is an owner-occupant retail buyer, then the
comparables should be from that market. The appraiser can make a
judgment about the likely nature of the most probable buyer and the value
that would probably result, but would likely report the presence of the other
type of buyer and that resulting price. For example:

The subject of an appraisal is a property that was recently foreclosed
by a local bank and is now for sale. The prior owners lived in the
house for 18 months after they defaulted and did not maintain the
property. It now needs $40,000 in repairs. The appraiser thinks the
subject would sell for $400,000 if repaired but the assignment is for an

“as-is” appraisal. The appraiser determined the most likely buyer is an
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investor and that an owner-user would not buy this because of the
difficulty in getting financing, the time it would take to repair the
property and the difficulty in dealing with real estate agents that focus
on REO properties.

The appraiser judged that the most likely buyer was an investor who
required a profit. She used comparable sales that were also REO
properties. The market value based on sales where the buyers were
investors was $325,000. The possibility of a higher price with the repair
cost could be reported based on the data.

In some markets, the use of REO-investor sales is not an issue since the
state may have given appraisers guidance on the issue. This is not common
in market value appraisals but may be found in some state’s assessment
rules. If that is the case, to eliminate any confusion, appraisers must
disclose they are following a state law or regulation and define that value
per the state law.

Identification of Appropriate Sales and Listings — All appraisal assignments
require an appraiser to develop an opinion of value and usually report it to
the client. This requires a discussion or at least an understanding with the
client of the intended use of the assignment results. The intended use will
help an appraiser understand the goals of the client, the level of analysis and
the format needed for the report.

There can be significant differences in prices between properties at the
investor and the owner-occupied level in markets where both types of
properties are offered for sale. The common question presented by

appraisers, lenders and especially assessors is, “Which comparable sales are
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appropriate in providing an opinion of ‘market Value?”

When considering this issue, the public perception of the defined term,
the client’s intended use of the appraisal report and the public policy should
be considered. It is apparent that an appraiser should tell the client what
the current economic conditions are and if they have developed a value at
the investor-entrepreneur price or the owner-user price.

If an appraiser finds the subject property is located in a market where
both non-REO and REO property sales exist and these result in significantly
different value opinions, the appraiser should use the comparable sales that
represent the actions of buyers most similar to the most probable buyer for
the subject. It is also possible for an appraiser to give clients two values,
properly defined, in the same report.

Absent law to the contrary, if the appraiser is requested to use “only REO
sales” or not use REO sales, the appraiser must decide if that request allows
the appraiser to produce credible assignment results based on type and
definition of value in the report. If a conflict arises, the appraiser must
decline or withdraw from the assignment or, if the client agrees, utilize a
type and definition of value that meets the client’s expectations and
accurately describes the market in which the subject will compete. It would
be misleading in a market value appraisal to use non-REO sales as
comparables for a property that will compete in the REO market, or not
adjust them to reflect the most likely buyer. It is a violation of USPAP to
mislead the reader of the report. The value opinion should be consistent
with the defined value and the most likely buyer for market value appraisals.

Transfers that are NOT indications of market value — There are transfers
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of real property that are not indications of market value. A sale from
related parties is seldom a good comparable nor is a sale where the
purchaser has contracted to have a new home constructed. These sales
usually do not reflect any existing obsolescence. These are especially
troublesome in declining markets where the contracts do not reflect the
external obsolescence. There is some guidance on this issue on the
certification pages of the commonly-used secondary market appraisal
forms. In most states, foreclosure sales (at the courthouse) are not

comparable sales for most properties.

VI. Support for Adjustments

Some appraisers have a difficult time supporting adjustments in
residential appraisals and in some cases making adjustments for conditions
of sale. The residential forms do not have a line for conditions of sale so
many appraisers are not sure they can make such an adjustment. This
adjustment is used to compensate for difference in buyer or seller
motivations. Although this is a standard line in most non-residential sales
comparisons, it may be new to residential appraisers. An appraiser can make
an adjustment to a comparable sale to compensate for the level of trade. The
adjustment should reflect the market difference between the sale price of
the comparable and the assumed conditions of sale within the appraisal.

There are five generally-accepted techniques for extraction,
reconciliation and application of adjustments in the sales comparison
analysis. They are:

1. Paired-Sales Extraction (a.k.a. sales comparison analysis)
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Depreciated Cost
Income Capitalization

Buyer interviews

A

Statistically Supported Models, such as linear and multiple
regression analysis

Paired-Sales Extraction of Adjustments (a.k.a. Sales Comparison Analysis)
— Assuming adequate data, this is the preferred method of extracting and
supporting adjustments because this technique is closest to the market
activity. The sales comparison analysis is a direct study of buyer behavior.

This technique requires the appraiser to find sold or leased properties
with and without a feature and then isolate the price or rents difference by
comparing total property prices or rents. In this case, the appraiser would
try to find comparable sales that sold as REO properties and nearly identical
sales that did not sell that way to extract the dollar or percent difference due
to the stigma or motivations.

A common application of this is in the estimation of the rate of increase
or decrease in prices in a market. It is common for appraisers to estimate
the rate of loss in value by comparing a sale of a property five years ago with
the sale price now. If the change in price is due to market changes alone
then that rate of change can be attributed to the market conditions. Since
there are many factors that will affect this, most appraisers try to have
several pairs of sales and resales to work with. For example, listed in the
chart below are four sales of properties that have recently sold and resold.

When reviewing the sales below, remember if these properties are

improved, they are not identical when sold the first time vs. the second.
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The buildings are at least a little older each resale. It is quite possible for a
market to fall 10% each year for two years, level off for two years and then
tall by 5% each year for two more years. This means if a sale and resale were
measured, the overall amount of change in the market would be an

aggregate of the various rates of change.

A TR ER DD, BIRSNTIZEMIZ, Db b LT o d<RoTn
%o s, 2 FEMEA 10% FHL, 2 FERBUTVITRY, SHIC 2 F M fEF
5% T OTHTHENIZENTFITHVIFD, DFED, ERLHFRAZAEL
Yty ORI B RIT, bka RELROEERIRLRDDTHD,

Comparable|Comparable [Comparable |Comparable Hgo R 1 | HBo R 2 | HBoR 3 | HEo R 4
1 2 3 4
Initial sale date 3/15/08 5/5/06 7/16/06 5/5/07 I el7eH H 3/15/08 5/5/06 7/16/06 5/5/07
Initial sale price $455,000 $605,800 $535,600 $499,000 IHAZE A il $455,000 $605,800 $535,600 $499,000
Second sale 10/1/11 9/15/11 7/19/11 8/15/11 2 [B] H o 5EH] 10/1/11 9/15/11 7/19/11 8/15/11
date H
Second sale $425,600 $555,000 $495,000 $460,850 2 [B] H o 35EH] $425,600 $555,000 $495,000 $460,850
price i i
Overall % of -6.46% -8.39% -7.58% -7.65% RO ZELE -6.46% -8.39% -7.58% -7.65%
change
Years between 3.5455 5.3634 5.0075 4.2793 FeHID b DFE 3.5455 5.3634 5.0075 4.2793
sales EEEL
9% change per -1.82% -1.56% -1.51% -1.79%| | [fEREI 2L -1.82% -1.56% -1.51% -1.79%
year

This is a simple example to show the paired-sales method. The above

rates of change are based on straight-line change. Compounded rates of
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change can be calculated with calculator support. The “before” and “after”
prices could reflect some other difference as well.

Depreciated Cost — This technique is based on the premise that buyers use
cost of construction as a basis for adding or subtracting value for a feature.
For example, a typical buyer might think they really want a porch but the
house they like the most does not have one so they consider buying the
house and adding the porch. This would be an example of a buyer using
cost as a basis for adjustment in price.

Income Capitalization — It is also possible to extract and support
adjustments in the sales comparison approach by extracting them from the
rental income attributable to the feature and then capitalizing that income
difference via an appropriate technique. This assumes an appraiser can
isolate the difference in market rent attributable to a property characteristic
and that amount can be capitalized (converted to a lump sum). This type
of analysis is useful when there are features included with the subject
property such as apartment units, barns, or extra acreage that the rental rate
is discernible.

Since this is a ratio analysis, it is important to remember that some items
will affect both rental rate and sale price but some things only affect the sale
price. Items that affect only the price are difficult to isolate this way (e.g.,
a needed roof covering).

Buyer interviews — The last method for supporting adjustments is
researching buyer’s attitudes by doing buyer interviews to ask buyers how

much of the price they attribute to an item. This can be more subjective

than analytical but it also may reveal the diversity of opinions in the market
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over the value of a feature.
This assumes:
1. Buyers are truthful;
2. Buyers know what they want;
3. Buyers will answer questions; and
4

The appraiser knows the right questions to ask.

VIl. Integration of the Opinion of Market Trends into the Appraisal Analysis

Many clients and appraisers ask about the correct procedure for
compensating for over or under supplied markets in an appraisal analysis.
If the market values are increasing or decreasing, what should an appraiser
do with this information?

Obsolescence in the Approaches to Value — There are many situations
where appraisers have to consider losses in value due to factors other than
normal physical depreciation. These include losses for functional problems
and external factors. In the case of declining markets, the obvious
diminution in value is caused by external obsolescence.

External obsolescence is the loss in value due to factors outside the
property. This loss in value is commonly attributable to less demand
causing falling prices at a rate beyond what lower construction costs would
accommodate. The lack of new construction in a market is an obvious
indication of the possibility of external obsolescence since prices lower than
cost usually eliminates most new construction. Of course, some buyers
will purchase new homes regardless of the price of existing homes.

If it exists, external obsolescence must be reflected in all three approaches
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to value. These would include locational or economic issues, or both. An
example of a locational issue would be a railroad track next to the residence.
An example of an economic issue would be an oversupply of sellers and
undersupply of buyers.

It is not unusual for a client or even an appraiser to think that, in a
declining market with external obsolescence, an adjustment to the sales
comparison analysis is needed. In most cases, the sales used already reflect
the loss and an adjustment for this issue would essentially be deducting for
the same thing twice. It is quite appropriate to use negative market
conditions adjustments in markets where values are falling during the time
between the sale and the effective date of value. If the market has been
declining but has stabilized, no market conditions adjustment may be

needed.

VIIl. Using Statistical Tools in the Development of Appraisal Analysis

Only 35 years ago, most real estate property sales and physical
information was only listed on paper. The MLS systems were facilitated by
making many copies of the listing pages and distributing them to various
brokerage offices. County records were all on paper and unavailable
anywhere else. With each passing year, more and more data is placed in
computer files and therefore easily obtained by owners, lenders and
appraisers.

The appraisal profession has changed dramatically in the last 35 years.
Most appraisers agree that changes in the future are inevitable and it may

not be too long before local appraisers develop their own AVMs or some
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variation on that theme (e.g., AVMs with human inspections of the subject).
Whatever the future brings, it will more likely be based on electronic
analysis than on paper. The following is a discussion of utilization of AVMs
and Computer Assisted Mass Appraisal techniques which are being used by
some appraisal firms today and possibly individual appraisers in the not too
distant future.

This section discusses the growing availability of statistical tools of
potential use to appraisers, especially in declining markets. This topic
differs from the discussion in Section II in the following way: Section II
discusses databases used to generate house price indices and the various
statistical approaches used to estimate these indices. This section offers a
brief discussion of a wider variety of statistical tools and approaches used to
appraise individual properties.

A classic term for such an approach is CAMA (Computer Assisted Mass
Appraisal). Another term is AVM (Automated Valuation Model).
Statistical valuations of this type are produced by a wide variety of public
and private vendors. Such valuations rely upon a wide variety of statistical
tools and user judgments to assign values to individual properties. These
methods have become much more available to much wider audiences in
recent years owing to the enormous increase in the amount and quality of
available data.

During normal market conditions these tools have the potential to
provide a credible and low-cost alternative to an appraisal by a certified
appraiser when ample data are available, appropriate statistical techniques

are employed, and when the physical conditions of the properties are not in
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question. These models and the valuation estimates they produce can also
be ranked in terms of their precision; a common term in this industry to

As such, AVMs offer the

opportunity to target appraisals upon those properties in which AVM

describe AVM precision is its “confidence score.”

confidence scores are low.

AVM/CAMA models have both strengths and weaknesses relative to
traditional appraisal models in declining markets. The point of this section
is to discuss some of the advantages and disadvantages of AVM/CAMA
models in declining markets and offer some suggestions. The section does
not offer a primer on the statistical techniques underlying AVMs/CAMAs
since this is better left for instruction at a college or professional society
course.

Possible Advantages of AVM/CAMA Models in Declining Markets - Three
potential advantages of AVM/CAMA relative to traditional appraisal
practices models are discussed.

1. They offer the potential to compensate for reduced numbers of
sales in declining markets. Declining markets typically involve
fewer numbers of regular or non-distressed sales with which to
generate a set of comparable sales. A statistical approach to
valuation offers the potential to expand the number of comparable
sales by expanding the traits of the properties involved and their
locations. For example, a statistical approach such as regression

analysis may consider properties with different numbers of rooms,
bedrooms, and square footage and include controls for these traits

in the regression model.
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2. The models can incorporate and quantify the impact of nearby
distressed sales in declining markets. The volume of distressed
properties in many markets today is unprecedented. Traditional
rules of thumb regarding the gap between the price of a regular
sale and an otherwise comparable distressed property sale are
being challenged. Most importantly, evidence is mounting
regarding the impact of distressed properties upon the sale prices
of non-distressed properties in the same market. Statistical

models have the potential to measure these disparities in a
systematic way by including various controls for different types of
distressed sales and even the number of properties in the pre-
foreclosure process.

3. Sensitivity analysis is facilitated. A statistical approach combined
with modern information technology offers the potential to do a
much wider variety of sensitivity analysis in less time than
traditional appraisal methods. This can also serve to highlight
critical assumptions underlying an appraiser’s ultimate judgment.

Possible Advantages of Traditional Appraisal Practices in Declining

Markets

Traditional appraisal practices offer at least three major advantages

relative to AVM/CAMA models.

1. Appraisers draw on a deeper knowledge of local market conditions
and boundaries than are readily incorporated into statistical
models. For example, appraisers are typically more aware of

critical neighborhood boundaries associated with different school
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districts, traffic patterns, and other hard to quantify neighborhood
traits than are typically incorporated into AVM/CAMA models.

2. Appraisers can use a definition of distressed properties that best
fits the local market. State and local laws, customary practices, and
regulations are important factors in determining the size and
composition of the distressed inventory. For example, some
states have a de facto moratorium on new foreclosures, and the
days to completion of the foreclosure process can vary widely
among states. As such, the best definition of a distressed inventory
will benefit greatly from knowledge of local laws, regulations, and
practices. The experienced appraiser may have an advantage in
this process relative to definitions of distressed properties used by
statistical approaches.

3. Most importantly, diminished physical condition is a frequent trait
of distressed real estate. Assessing the effects of deferred
maintenance or more serious damage is best accomplished by in-
person inspections of the properties. Statistical approaches do
not readily incorporate such qualitative insights. This is
particularly important for decisions about whether to include REO
properties as part of a set of relevant comparables.

In conclusion, when appraising during a period of declining markets:

1. It is incumbent upon the appraiser to develop a definition for a
declining market, and support a conclusion of that decline in his

or her context;

2. A number of sources of data are available to support conclusions
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of decline;

Numerous definitions of value exist besides market value and one
or more may better describe the nature of competitive transactions
in the relevant marketplace and meet the client’s needs;
Appraisers should consider the intended use of the appraisal
report and then attempt to solve the client’s problem. In most
cases, when clients ask for “Market Value” they simply want to
know what the gross price would be if the property were put on the
market on the effective date of appraisal.

The market area may be more relevant for the collection and
analysis of trend data;

Verification is required by USPAP and is needed to understand
the motivations of market participants and arrive at a conclusion
of the likely buyer type as a subset of the highest and best use
conclusion; this, in turn, influences the selection of the value
definition which in turn guides the selection of comparable
transactions;

Adjustments can and should be made, with support, where
necessary for conditions of sale in declining markets; and
Statistical methods may offer a way to support a variety of

adjustments.

TSl LM B2 KOME D ERAFAET D03, £DHF D
—ODFENTEEDOELRD, B TTIHRBTHH A ES [ OMEE
RIVILKEL, BEDO=—R&M -0 5,

HENT EEEOMH BEEZE L LT, KEE ORES
FRELID E LRI AU R D20 1 FEAE DA AREE ST
ik 1 2SR DXL, BT, Z D ANE FE AN E O b B S T
SN2 ORERZ DT\ 2T Th D,

RV RT =2 OUEE - 43 i, U B sk L0 b 5 ae ik (7] —
TEAEEED) DL TODE LN,

MiFEIE USPAP CTESRENTWDHERY, TSNS OBhs
iR L. B i BOROFHOY 72y L TRWFEDOZ AT
D ATREMEDREFRIZEIE T DT DI E Th D,

BHRT 215 COFRE G DN TE, BEITRELE THL D0
@ijf’C‘gﬁ?é’i’??“’):kﬁxfg\ if:%a-ﬁ—,\\%wc%éo

BER TS FIRIT, BRx 22F R 2 R — T 2 7 ke iRt L T<hd
ThAH9,

204




KREFEME -EHHEE 6 [TV RUNANTH—T O ZANH O~ EDERLAT -V ETUI—~ ] HBMR

(%47R:20154£6 A2 A)

[Table of Contents]
Introduction
I Background
New Challenges
II  Core Competency
Sustainability
Green Building
Integration
Rating Systems, Scores and Certifications
Energy Modeling, Benchmarking and Auditing
Policy Initiatives & Regulations
Financing Incentives
Green Leases
[II  USPAP Considerations
USPAP Rules and Standards
Influence of Bias
Expectations for Appraisers/Thresholds for Competence
IV Glossary of Key Terms and Acronyms
Glossary of Key Terms
Acronyms
V  Addendum: Selected Resources
Internet Resources

Publications

(H&]

IXCHIT

F1E R
T 7Pk

H2EE ay.areTrl—
- Fifoe ATREME
V= ENT 4T
AT —ar
SRS AT A KT FREE
CTRAX—FETI R Fv— | B
CBUEA BT L
TFAT R AT AT
V=Y — R

% 3% USPAP OE[EFIH
-USPAP #iHI & e
ST AD
B EANA~O W ERE ) D[RS

4w M
- FEHIEE
W& EE

%55 B - BEE R
AB =R U — R
- R

205




Educational Resources

Introduction

The real estate market is continuing to change as green and high performance
technologies and regulations re-shape the construction and operation of
commercial and residential real estate.

What is a “green” building? A significant challenge of this voluntary guidance
has been to address this very broad reference and specifically focus on the
knowledge and skills necessary to apply recognized valuation methods and
techniques.

In the midst of these changes, real estate appraisers are facing challenges as
they research and analyze appraisal assignments involving these properties. To
keep up with this rapidly-changing field and with changes in the residential and
commercial market, appraisers are encouraged to expand their knowledge base
and skill set.

The Advisory makes references and citations that are not intended to be all-
inclusive, serving as examples only, and acknowledges that other credible
resources exist.

Under the Uniform Standards of Professional Appraisal Practice (USPAP),
appraisers are required to:

Be competent to perform the assignment;
Acquire the necessary competency to perform the assignment; or

Decline or withdraw from the assignment.
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Paths to competency include, but are not limited to, coursework and self-
study, as well as attending professional seminars and presentations (in person
and online). In addition, appraisers may also seek out general construction
and/or building inspection and building system courses. Determining the
threshold for core competency will depend to some degree on property type,
geography, time, and the intended use of the appraisal opinions and conclusions.

However, while the level of rigor expected of an appraiser may vary, the basic
criteria to judge competency for a green or high performance property follows

the same basic steps that apply to any appraisal assignment:

Problem definition and identification;
Research and analysis; and
Development and reporting of the value.
The Advisory lists and provides an extensive review of the following key terms
and concepts:
Sustainability
Green Building
Integration
Rating Systems, Scores and Certifications
Energy Modeling, Benchmarking and Auditing
Policy Initiatives and Regulations
Financing Incentives
Green Leases
Each key term and concept is followed by a description along with its relevance

to appraisers.
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For each of these key terms and concepts, the overriding concern is for
appraisers to accurately identify the specific features and attributes of a given
property and properly gauge their effect on market value.

Appraisers need to recognize green and high performance buildings and
building features in order to perform the appropriate scope of work, conduct
relevant market research, and use appropriate valuation methodologies. Value
recognition of property features can vary widely within markets. This can be
true for an unusual improvement that does not clearly create positive income,
operational cost savings or lower risk impacts and may therefore be a
superadequacy (i.e., a cause of functional obsolescence).

The Advisory contains suggested minimum thresholds of competence for
residential and commercial appraisers. It illustrates the specific types of
knowledge and skills required of those appraisers who seek to value green and
high performance property.

NOTE: This Advisory is the first in a series of three to address green and high
performance property. The next two advisories will focus on residential and

commercial, multifamily and institutional properties, respectively.

Section I: Background

Green building awareness, knowledge and expertise is an area where
appraisers may need a higher level of sensitivity as to possible impact on market
value. In some markets, what was once an esoteric niche is becoming ingrained
in mainstream building practices, building codes, and market behaviors. As
market participants increasingly consider green and sustainable practices and

expectations in their buy/lease decisions, it is important for appraisers to
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consider the perspective of the relevant market participants, in markets where
such change impacts value.

This Valuation Advisory is intended to offer voluntary guidance to appraisers
and users of valuation services seeking to determine the necessary knowledge

and skills required to competently value green and high performance buildings.

In some markets, the growing adoption of numerous green principles and the
changing regulatory environment are creating a new normal against which
properties are to be judged.

Consequently, some properties are now being compared to others based on

performance. To measure performance, a variety of metrics are being used:

Sustainability (sustainable sites with lower environmental impact,
proximity to transit and services, etc.)
Water use (indoor water efficiency, landscaping, storm water
management, etc.)
Energy and atmosphere (optimal energy performance, renewable
energy, green power, etc.)
Building materials and resources (rapidly renewable resources, low
environmental impact materials, etc.)
Indoor air quality (air circulation, fresh air returns, etc.)
Operations and maintenance (longevity of materials, maintenance
costs, etc.)

As property performance increases in relevance, the potential for

obsolescence increases for lower performing properties. Class A office space in
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certain urban areas may require LEED certification. New buyers can choose
among multiple buildings with ENERGY STAR or various green labels in a
growing number of areas across the United States, and various energy upgrade

options are available to owners of existing buildings.

NEW CHALLENGES
This evolution in some real estate markets may present new challenges that

appraisers must research and analyze as part of their assignment, such as:

1. Market share of green buildings: In a response to tenant demand and
the increasing number of green building codes, landlords in the
commercial sector are increasingly incorporating green features and
pursuing green certification in new construction and major
renovations.

2. Green building codes, benchmarking and mandates for green space: An
increasing number of jurisdictions are instituting or expanding green
building codes and ordinances, and/or requiring periodic
benchmarking of certain classes of commercial buildings. The U.S.
General Services Administration is requiring that federal buildings
conform to green standards. It is important for appraisers to have an
understanding of new building technologies and the value implications
of new building code standards. These new standards affect not only
new buildings and retrofits but also conventional buildings that do not
comply with current building codes.

3. Prevalence of conventional buildings upgraded with green features
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such as energy-efficient Heating, Ventilating, and Air Conditioning
(HVAC) systems, solar photovoltaic (PV) systems, or water-efficient
fixtures: These types of upgrades, even in conventional buildings, could
yield value impacts. Appraisers performing this type of work must
identify and value such features with market-supported adjustments.

4. Potential for obsolescence, also known as the brown discount, for
existing buildings that don’t “green up”: Just as green buildings that
outperform the market may show a value premium, conventional
buildings that underperform relative to their market may show a
discount.

5. New sources of revenue and new encumbrances to the property: On-
site generation assets may actually produce revenue streams, not just
energy savings associated with lower energy consumption. Certain
types of financing for energy efficiency and renewable energy
(Property Assessed Clean Energy (PACE) or On-Bill Repayment) also

stay with the property in the event of a transfer of ownership.

Section IIl: Core Competency

The transition toward green buildings, green building codes and technologies,
and the growing awareness of the relevance of sustainability to the marketplace
can be viewed as part of the natural evolution of the real estate industry as it

adapts to environmental, societal, and economic changes.
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Key Terms and Concepts
It is important for appraisers to familiarize themselves with the following list

of key terms and concepts, which is intended to be illustrative and not
exhaustive:

Sustainability

Green Building

Integration

Rating Systems, Scores and Certifications

Energy Modeling, Benchmarking and Auditing

Policy Initiatives and Regulations

Financing Incentives

Green Leases

SUSTAINABILITY

Sustainability is a very broad concept that lacks a single definition. It is most
often defined with reference to the 1987 United Nations Brundtland
Commission Reportl which defines sustainable development as that which
“meets the needs of the present without compromising the ability of future
generations to meet their own needs.” When considering the application of this
concept to a business setting, Elkington’s “triple bottom line” (TBL) is
commonly cited, which states that one must balance the economic, social and
environmental objectives across current and future generations.2 The TBL

concept is also sometimes framed as “People, Planet, Profit” in the same work.

While neither of these definitions speak specifically to the built environment,
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the Royal Institution of Chartered Surveyors (RICS) Global Property
Sustainability Survey strongly echoes the TBL concept by “...equat[ing]
sustainability with the goal of balancing economic, environmental and social
objectives at global, national and local levels in order to meet the needs of today
without compromising the ability of future generations to meet their needs.

Relevance to Appraisers

Sustainability’s influence on real estate purchase and lease decisions is clear
and growing. As evidenced by a survey by CoreNet Global/JLL, 92% of real
estate executives consider sustainability criteria in their location decisions.
Most notably, sustainability has been a driving force behind the construction of
green and high performance property. As will be discussed in a subsequent
section, the key aspects of the major green building rating systems, scores and
certifications derive from the principles of sustainability.

In addition, the concept of sustainability presents a set of risks to the market
value of real estate. These risks can be categorized as follows:

Resource Use: Operational and Construction/Renovation
Obsolescence
Transparency & Stakeholder Influence

Externalities

GREEN BUILDING

There are wide-ranging definitions for the term “green building” and to date,
no single agreed-upon definition. The term can be used to mean a structure with
sustainability-related features (noun) and/or the process of constructing or

remodeling of a structure with sustainability-related features (verb).
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An important feature of green buildings is that the essential attributes are
based in the principles of sustainability, and therefore encompass more than just
energy-efficiency features. This distinction is important to the appraiser and,
despite the fact that the terms “green” and “energy efficient” are often

incorrectly used as synonyms, they reflect different building attributes.

In practice, a green building will incorporate features that address more than
just energy use, such as: water efficiency, sustainable site selection, indoor
environmental quality, material selection, and operations and maintenance. A
building that is said to be “energy efficient” may not be a green building if the
only distinguishing characteristic of the building is that it uses less energy than
a comparable building does. Likewise, one cannot assume that a green building

will necessarily be more energy efficient than a conventional building.

Relevance to Appraisers

Green buildings, or conventional buildings with green features, can contain
special materials or equipment, can have design advantages and can be less (or
more) expensive to operate. Such buildings may have high performance
technologies or characteristics that may have additional value. Solar panels,
high-efficiency HVAC, and Building Management Systems or Building
Automation Systems (BMS or BAS) are examples of green technologies, while
siting, passive heating and cooling, or a green certification are examples of green
qualities. These characteristics may affect a property’s value due to the initial
cost of construction as well as the potential impact on operating costs,

lower/higher risk, improved/diminished marketability or change in rental
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income.

As green building codes continue to proliferate, and as existing (conventional)
buildings incorporate green technologies, the distinction between what is a
green building and what is not will likely become more difficult to pinpoint.
This is not to say that a given market may not value a green label, but the
overriding concern to the appraiser should be to accurately identify the specific
features and attributes of a given property and properly gauge the effect on
market value.

By focusing too much on the potential value impacts of green building
labels/certifications, appraisers may miss the value impacts of straightforward
building performance improvements to an otherwise conventional existing
building, such as efficiency upgrades to an HVAC system or water-saving
plumbing modifications. The upgraded property may lack a certification or label,
and may not technically be considered a “green building,” but the green
upgrades could have a discernible effect on market value and, as such, need to
be noted and appropriately valued. As with any property characteristic,
appraisers should remain focused on the characteristics, performance and risk
profile of a given property, and the degree to which those characteristics impact
value.

Appraisers should also be aware that the terms green and energy efficient are
not synonymous. Energy-efficient buildings are not necessarily green. While
green buildings are typically expected to be more energy efficient than their
conventional counterparts, it is important for the appraiser to ascertain to the
extent possible whether or not a green building is more energy efficient than its

peers, and appropriately consider the implications of modeled versus actual
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energy performance.

INTEGRATION

The concept of integration is central to green building. It encompasses
building design and construction (commonly referred to as the Integrated
Design Process (IDP)), as well as the concept of creating synergies that
improves the buildings function on a variety of levels.

IDP is a departure from the conventional “Design-Bid-Build” model. IDP
incorporates key stakeholders from various disciplines working collaboratively
from the outset of the design process through the completion phase. Rather than
thinking about a building as discrete parts, an integrated design approach
encourages consideration of a building as a whole system. IDP is sometimes
referred to as “whole building design” or “whole house approach.”

By viewing the building as a system and by involving a wide range of
viewpoints and skills on the design team, integrated design can achieve synergies
between the building components. For example, installing water-efficient
plumbing fixtures not only saves water, but saves energy because as less water is
used, less energy is needed to heat and move the water throughout the building.
A vegetative (green) roof can both reduce storm water runoff and decrease a
building’s heat island effect, which can optimize heating/cooling requirements.
In a commercial building, window designs utilizing overhang or specialty glazing
enable passive solar heating while also reducing unwanted solar heat gain, and
possibly reducing artificial lighting requirements. Done properly, this design
element can reduce energy used for heating, cooling and lighting. Further,

reduced lighting, or changing to a light source that generates less heat, can

WA TIL—3y

TV—2ENT AT DHRLEIRDDONA T T —ar (FE) L)
WETHD, Ziud, BYoORGEHeh T (— BRI AR 7 et R
(IDP) EFEIEID) ITINA T, A2 2L~ L TRY OB REZ 1 ESE 2

MR EE A HT LIS EE A TND,
IDP (%, kDTG AFL-JE T 1 OET LT —fEE LTV,
IDP Tid, #k & 7203 B D E B AT — IRV Z —in ik et 7 at A0 )

BB PEDDTERRBR I E T IL TEEZRTTD, A ar Tl &z (H
BD/R—=YELTEZDHDOTIFL VAT LAEIRELTE 2D EHHELE
LTCW5, IDP X, [R—NENT Ao T T A RN R— T AT
a—F | LFHEND 2L 5D,

ARG T, BB AT LAELU TR A, B FTT — ATk 2 il
RAFXNEROANDLZET, B OREREMOMEHRESLE
INTED, BIZIE, Hi KB ORE B2 B AT X, HiKIZRD72TT
72K KO HEEIVE ., BN TOKD MBS B M B 7 =
NF—HDTZD |, TARLF — OIS RD, Fio, B Eafkb 3252
ET, KD ZIZDEEHIC, b= T AT BB EFEL ., HE
FBDOEMEZARL T HIENTED, FIEE LTI, A== 7R
Rk BT A IR LIZEBOT VAT, Ry T —F—b—T 4T %
AIREIZ T D& RIRFIC, REEZRIGEAS 2085 L . N TR O 2 B2
O T ZENTED, ZOLIRRFAHEUNATIZE T, EHSCRIAIC
T2 =2 T DN TED, SHIZ, BAZBOLZY,
BADFEND IR E L L7 TH2ET, MEOLEMEEZILIC

216




further reduce cooling needs.
These elements have measurable initial cost impacts, as well as ongoing

operational cost impacts.

Relevance to Appraisers

These types of design and operational synergies may generate measurable
construction and/or operating cost savings -- yet may be virtually invisible even
to those familiar with sustainable building practices. Appraisers may need
assistance from the design team in identifying and describing integrated design
strategies and the resulting synergies. In some cases, the cost savings can be
substantial. For example, in the proposed renovation of a 45,000 square foot
office/flex building to net-zero status (reduce energy use to only that which can
be produced on-site by renewable means), the integration of a ground-source
heat pump system with passive ventilation and BMS-controlled mechanical
windows may eliminate the need for $600,000 of duct work. Additional
operational savings will likely accrue by eliminating the need for fans to move
the air through the building for heating, cooling and ventilation. In this case, the
integrated design had implications in the Cost, Sales Comparison, and Income

Approaches.

RATING SYSTEMS, SCORES AND CERTIFICATIONS
There

standards/systems for commercial buildings in the United States, and a larger

are several widely acknowledged green building rating

number for residential properties. The residential standards are more plentiful

and, with few exceptions, tend to be more regionally specific.
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Green building rating systems are intended to set a baseline for new
construction, retrofitting and operational requirements and to distinguish
buildings that have received certification from those that have not. Green
building rating systems are distinguished from energy-efficiency scores and
certifications -- such as ENERGY STAR or Home Energy Rating System
(HERS) -- in that the latter focus solely on energy efficiency, while green
building rating systems are intended to rate a building’s design and/or
performance across a broader spectrum of sustainability criteria (i.e., the triple
bottom line). In addition, there are some rating systems that address both green
and high performance buildings, as well as energy-efficient buildings.

Green and high performance rating systems award cumulative points across a
range of common sustainability metrics that include the following core
categories:

Energy Efficiency

Materials and Resources

Water Efficiency

Indoor Environmental Quality (IEQ) and Indoor Air Quality (IAQ)
Site Efficiency/Community

Operations and Maintenance

Some green building rating systems include additional categories. Points are
typically awarded in a cumulative fashion across all categories. Most green
building rating systems incorporate energy efficiency as a minimum threshold
for certification. For example, in some green building programs, the energy-
efficiency category may provide performance thresholds such as ENERGY STAR

benchmarking or obtaining a minimum HERS rating for homes (the lower the
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HERS rating number, the more energy efficient the home).

LEED

The Leadership in Energy and Environmental Design (LEED) rating system
is, at the time of this writing, the most widely utilized comprehensive commercial
green building rating system in the United States. Itis a voluntary rating system
provided by the Green Building Certification Institute (GBCI) that requires
third-party verification for certification. Version 1.0 of the standard was
launched by the U.S. Green Building Council (USGBC) at its Membership
Summit in 1998. After extensive modifications, Version 2.0 was released in 2000.
LEED Version 3.0 was released in 2009. LEED Version 4.0 was released in late
2013.

as does the focus on energy efficiency and, by extension, minimization of carbon

The rigor required to achieve certification increases with each version,

pollution.

Certification is based on a point system and is awarded for basic LEED
certification, as well as LEED Silver, LEED Gold and LEED Platinum -- with
each ascending level of certification requiring a higher number of points. Points

can be earned in the following five core categories:

Green Globes
Green Globes is a recognized comprehensive green rating system for
commercial buildings in the United States. It has gained momentum in recent

years due to its adoption by several federal agencies, including the Department
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of Veterans Affairs and the State Department. Growth in the rating’s level of
adoption has been credited to Green Globes becoming the first green building
program to achieve accreditation as a Standards Developing Organization by the

American National Standards Institute (ANSI).

ENERGY STAR

This system is designed to rate buildings solely on energy efficiency. ENERGY
STAR is the Environmental Protection Agency’s (EPA) voluntary rating system
created to promote energy efficiency and reduce greenhouse gas emissions.
Unlike LEED and Green Globes, which focus on multiple aspects of building
construction and performance, the ENERGY STAR program focuses on a
property’s energy performance characteristics and how efficiency can be
improved and maximized.

ENERGY STAR has been widely adopted across both the commercial and
residential sectors in the United States and extends well beyond real estate into
a variety of other products (such as residential and office equipment, heating

and cooling systems).

The Building Energy Asset Score

The U.S. Department of Energy’s Building Energy Asset Score is a national
standardized tool for assessing the physical and structural energy efficiency of
commercial and multifamily residential buildings. The Asset Score generates a
simple energy-efficiency rating that enables comparison among buildings and

identifies opportunities to invest in energy-efficiency upgrades. The Asset Score
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uses a 10-point scale to evaluate the energy efficiency of a building’s physical
characteristics and major energy-related systems. The point value is assigned
based on a building’s predicted source energy use intensity (EUI) according to

the energy simulation results.

Home Energy Rating System

Created by the Residential Energy Services Network (RESNET), the HERS
rating reflects a home’s energy performance through an analysis utilizing energy
modeling and proprietary software. The results of the analysis are presented as
a HERS score, which is an Index rating number. This Index rates the home’s
energy performance compared to a reference home built to standard code
requirements. It should be noted that the details of the HERS rating are just as
important as the HERS rating itself. The appraiser needs to understand what

features of the home contribute to the HERS rating.

The Home Energy Score

The U.S. Department of Energy’s Home Energy Score is similar to a vehicle's
miles-per-gallon rating. It helps homeowners and homebuyers understand how
much energy a home is expected to use and provides suggestions for improving
its energy efficiency. It also allows homeowners to compare the energy
performance of their homes to other homes nationwide. The Home Energy
Score is comprised of three parts including: 1) the Score itself, 2) facts about the
and 3)

recommendations to improve the Score and the home’s energy efficiency. The

home including data collected and energy use breakdown,
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one-hour scoring process begins with Home Energy Score Assessor collecting
energy information during a brief home walk-through. Using the Home Energy
Scoring Tool, developed by Lawrence Berkeley National Laboratory, the
assessor scores the home on a scale of 1 to 10. A Score of 10 represents the lowest
expected energy use for a home that is achievable using current building energy-
efficiency technologies without renewables. A score of 1 indicates the home

needs extensive energy improvements.

National Green Building Standard

The National Green Building Standard (NGBS) is the first point-based
system for rating green residential construction, remodeling, and land
development to be approved by ANSI.

NGBS was developed in 2007 by the National Association of Home Builders
(NAHB) and the International Code Council (ICC) and it has been widely
implemented throughout the housing industry. Home Innovation Research Labs

certifies homes (new and remodeled), multi-family buildings (new and

remodeled), and land developments.

Relevance to Appraisers

Green building rating systems/certifications are designed to offer market
participants an easy-to-read label that purports to convey a building’s
sustainability attributes. In simple terms, these rating systems seek to answer the

question: How green is this building, if it is “green” at all?

It is important for the appraiser to determine if the local market recognizes a
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particular certification label, score, or rating, and if it has an impact on the
appraisal process.

In many cases, the green-label sensitivity of market participants may be
uncertain and/or difficult to substantiate. In such cases, the various rating
systems are best used as a framework to assist the appraiser in understanding

how the green or energy-efficient building is different from the comparables.

In some cases, appraisers may not be able to make direct comparisons between
buildings that are rated or not, nor between similar buildings rated at different
levels (LEED Silver versus LEED Gold, for example). Due to the cumulative
nature of the point system, two buildings at the same rating level may have

different value-impacting characteristics from an appraisal standpoint.

Each potential improvement should be assessed to determine if it could create
a differential to the operational, overall performance and/or risk characteristics
this

advantage/disadvantage. This should include analysis of the design intent of the

of the property and whether differential constitutes a market
various strategies, and the degree to which these goals meet the needs of relevant
market participants. Properties rated by market-recognized, third-party
certified standards have generally been subject to a more rigorous level of
scrutiny and, as a result, many believe that they reflect a higher overall asset
quality than unrated buildings. For example, properties certified under LEED
require at least a basic third-party commissioning (quality assurance process).
Likewise, residential rating systems that mandate a pre-drywall inspection for

thermal bridging and quality insulation installation reflect an added level of
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third-party review of the construction -- over and above basic code-compliance
building inspections.

It is worth noting that a number of building owners/developers can, and
sometimes do, elect to follow LEED and best practices of green and performance
building guidelines without incurring the effort and costs of formal certification.
These buildings are sometimes referred to as “LEED-compliant” versus “LEED-
certified.” While these buildings do not bear an actual label, the in-house

documentation referencing equivalency may be of value to an appraiser.

Given the wide variety of residential standards, the appraiser’s responsibility
is to familiarize him/herself with the specifics of the relevant standards in their
respective markets and to objectively analyze whether or not these factors create
potential differentials in market value for higher performing properties.

This analysis would consider market factors and trends regarding these
standards and whether or not a particular market recognizes the standards as
creating a benefit for properties adopting them. Key differences among the
programs that might impact value include the sponsor (such as the home
building industry vs. an independent organization), whether third-party
certification is mandatory, and whether third-party and/or performance testing
is mandatory.

The dissemination of necessary information may be impacted by the filtering
process of the appraisal engagement. The need for an appraisal -- albeit from
the lender directly or through an Appraisal Management Company (AMC) or
from a private individual or governmental agency -- requires communication to

the appraiser of the property’s relevant facts and characteristics. The Scope of
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Work depends upon a well-defined appraisal problem. The valuation of green
buildings has unique factors and components that impact an appraiser’s
competency requirements.

Competency to perform any appraisal involves both knowledge and
experience in the property type and in the applicable analytical methods (see
USPAP COMPETENCY RULE). It is imperative that both the users of the
appraisal service and the appraiser recognize the need to have meaningful,
relevant communication when seeking to engage in valuation services for green
properties. In the strictly regulated world of residential appraisals, a particular
challenge is for lenders to correctly flag orders to the AMC, who must post a
special request for proposal scope (perhaps requiring an Income Approach) to a
panel of competent appraisers.

There are useful tools available to properly inform all stakeholders of any
special considerations involving a property, such as the Residential Green and
Energy Efficient Addendum and the Commercial Green and Energy Efficient
Addendum.

These considerations demonstrate the potential impact that various green
strategies and practices might have on the market value analysis. If the valuation
professional completing an assignment on a green building does not have the
skills and experience to understand and analyze the various green strategies
employed, then he/she may not have the competency to perform an accurate

analysis of the property.

ENERGY MODELING, BENCHMARKING AND AUDITING
Energy Modeling and Benchmarking
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Energy modeling is similar to cash flow modeling used in appraisal practice.
Instead of modeling cash flows, engineers, designers, and energy raters use a
computer program to model energy flows within and throughout a structure.
Energy models consist of a computer program that requires a variety of inputs
pertaining to the building envelope, mechanical systems, construction materials,
equipment, climate, occupancy and use. The output of an energy model is a
prediction of the building’s energy use. The reliability of the output is highly
dependent on the quality of the inputs, the sophistication of the software, and
the skill of the operator. Therefore, to be properly used, energy models typically
require specialized training. The more advanced models - such as those used in
degrees

the commercial sector -- may require more advanced training and/or

in engineering or similar disciplines

Relevance to Appraisers

Use of energy modeling data in the valuation process requires the appraiser to
be aware of the predictive limitations of energy modeling, as well as how an
energy model differs from an energy audit. Just as with car mileage, actual results
rarely match modeled predictions, and in the built environment, occupant
behavior can significantly impact actual energy use. Further, as the
sophistication of the energy model increases, so do the required inputs that may
or may not be reliably known or supportable. The skill level and experience of
the energy modeler also must be consistent with the sophistication of the

software and the complexity of the building.
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While most appraisers lack the specialized training necessary to perform
energy modeling, appraisers may be expected to review and understand reports
that result from energy modeling. These reports typically require an
understanding of basic energy modeling concepts and terminology such as EUI
as well as what kWh and kBTU measure, and how to convert between the two

measures.

POLICY INITIATIVES & REGULATIONS

Government policy and regulations concerning green building have
proliferated in recent years. Policy is generally broad in nature while regulations
target specific market segments and behaviors. Both can serve to shape market
behaviors in ways the market would not otherwise address.

Policy and regulations concerning green building can come from the federal,
state and/or local governments. The federal government has a variety of policies
relating to sustainability, including a 2009 Executive Order (EO13423
“Strengthening Federal Environmental, Energy, and Transportation
Management”), requiring that agencies must buy products that contain low or
no toxic or hazardous constituents, contain the highest percentage of recovered
materials practicable, use energy-efficient products, and reduce indoor and
outdoor water use, among other requirements. At the state level, state-mandated
renewable portfolio standards may specify how much of a state’s electricity must
be derived from renewable sources. At the local level, green building codes may

have been enacted.

ZL DEEENIT, TRV FX—F TV T B THT- OB B 72 b
— =T EZT TRV, EEANL, =X —FET VT ORE R
THHVR— L Ea—L, BT ROONDGENHD, il

SOHEETITEE . AN XL —FEF V7 OS> EUL 7
EOHGFE. kWh & kBTU OHIEMESe 2 SORNEMO I T2 E %
BT DML ERH D,
WERO A R FI

AR )= BT o BT D BUR O BORSOHHI 3 2 LT
%o BURIZ— XAV A #iZe M E 2R > TOD 03, B3R E o hidt
TANRATENE G ELTCND, EBDE | TG OITENE AU 2T
Do

V=2 ENT 4 7 BT DBOROBUENE B N BURF .
FBUFOWT B HE D, EFRBUF L, 2009 40O KFEHES
(EO13423) I Strengthening Federal Environmental, Energy, and
Transportation Management (H FRER 5 - = /L% — « S & BL OO 58
16) 121 X0 0 | Frfge rTREMEIZ B 2 kR 2 R BURZ E i L T\ D, 2O K
AT Tl BET I AEWEOGH RV, Fiold a7l
mAETEAT DL, Efﬁ%iﬁﬁﬁ@l%b\%'J/Eu\’élﬁlﬂﬂi‘?*%i’{ﬁ)ﬂﬁ—é;k\ TR
X =R OEN G2 3528 RSN TOROHEH &2 11
THZERENFEBTONTND, N~V TIE, N E DT A AT
REAR— b7 VA EHEIZ I OB DOI>BLENIET &2 A T RE= /L
X —TCTHHDLRTIULRER VDB ES VTN D, HillkL ~ L TiE, 7
V=2 ENT 47 a— R HIESNTODIGE DD,

227




Relevance to Appraisers

Appraisers should be aware of and familiar with green building policies and
regulations so that they can differentiate between market-driven demand and
policy-driven demand. For example, for an appraiser unfamiliar with local green
building codes, the widespread use of energy-efficiency technologies might be
interpreted as market-driven demand, due to the market participants’ embrace
of sustainability principles. While this market-driven demand may be a factor,
the appraiser should also consider the possible role of increasingly stringent
energy portions of local or state building codes in generating demand for energy-

efficient technologies.

FINANCING INCENTIVES

While mandates like building codes and regulations are the “stick” used to
implement policy, incentives are the “carrot” meant to motivate behaviors
consistent with policy. Incentives are available at the federal, state and local level,
primarily from government entities, but also from regional and local utilities.
The incentives include preferential tax treatment such as credits and deductions,
financing products, and direct rebates. Each of these incentives is targeted to
encourage a particular policy, and/or incorporation of specific building
practices, protocols and/or characteristics. The program funding availability and
qualifications may change over time, and the state and local incentives vary

widely in their availability and nature, based on the particular location.

Relevance to Appraisers
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Appraisers who work with specialized financing products like EEM or
PowerSaver loans will need to be familiar with these programs and the scope of
work should detail how the assignment differs from an appraisal for conventional
financing. PACE program characteristics vary by the local jurisdiction and
should be analyzed in order to determine the appropriate scope of work.

Tax benefits typically are outside the consideration of a typical market value
appraisal since they accrue to the property owner, not the real estate, and their
value is dependent on the owner’s tax situation. However, for appraisers
providing consulting services including feasibility analysis for renewable energy,
payback or return on investment analysis for upgrades and retrofits, tax benefits
and rebates may be relevant depending on the particular assignment. Appraisers
engaging in this area of work should seek the advice of outside professionals
when needed, particularly with respect to tax implications that might be outside

the appraiser’s expertise.

GREEN LEASES

The term “Green Lease” refers to a broad range of real property leases that
include language addressing sustainability and green building criteria, including
the operation of a green building. They differ from conventional leases in the
manner in which certain lease rights and responsibilities are aligned, particularly
relating to energy and resource use. A primary feature of a green lease addresses
expense allocations between tenant and landlord. It may include language, in the
body of the lease or as attachments, that governs the tenant’s use of energy
and/or water, the timing of janitorial service, the type of products and

equipment used, a requirement to use ENERGY STAR-labeled office
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equipment, desk fans, or LED task lighting, among others. Green lease clauses
often address the “split incentive” issue where costs and benefits are shared by

the landlord and the tenant.

Relevance to Appraisers

It is important for the appraiser to consider identifying and discussing these
clauses and report how the lease cost-saving measures will be calculated, as well

as their value impact if any.

Section lll: USPAP Considerations

USPAP RULES AND STANDARDS
All USPAP sections relevant to the valuation of green and/or energy-efficient
buildings must be considered in assignments where the scope of work dictates

that such analysis is necessary for credible results.

Under the COMPETENCY RULE, appraisers must:

Properly identify the problem to be addressed in markets where green

features could influence market value: Appraisers should be able to

recognize green buildings and green features in conventional buildings
in order to determine and perform the appropriate scope of work,
conduct relevant market research, and use appropriate valuation
methodologies. Green buildings and features are sometimes difficult
to distinguish from conventional buildings and features. Appraisers

must have enough basic competency to know whether or not the
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property being appraised requires specialized knowledge of green

buildings.

Have or be able to acquire the knowledge and experience to complete

the assignment competently: When appraising green buildings,

appraisers must possess or take steps to gain the necessary knowledge
and experience required to competently value green buildings and
conventional buildings with green and/or energy-efficient features.
Like any other property type or property characteristic, competence
mandates that the appraiser be adequately familiar with the asset
type/features, as well as the appropriate and most widely-used
valuation techniques for the particular property/features. Potential
scenarios where appraisers may encounter difficulty can occur in the
following cases:

- The appraiser lacks competency to define an appropriate scope of

work; and/or
- The appraiser does not have adequate knowledge and experience

to reach a credible value conclusion.

Insufficient Knowledge and Experience
The following are examples of potential issues that can occur in the valuation

of green buildings:

Assigning value, or no value, to green components without market
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support.

Assuming impacts on value that may not be market-supported.
Appraisers unfamiliar with green building concepts, features and
practices may incorrectly assume that value impacts will be obvious in
the comparable data, when, in fact, many data service providers do not

specifically identify green features or labels.

Overlooking green features. Appraisers may fail to observe green
features in the appraisal because they either do not know how to
address them, or simply fail to note their existence. Such oversight
could result in an error of omission. Many green characteristics are
virtually invisible on a typical inspection, such as high-performance
glazing, above-standard insulation, energy-efficient lighting, motion-
and daylight-responsive lighting controls, or BAS/BMS. Competent
appraisers can be expected to know what to look for and what
questions to ask to avoid missing relevant features.

If the market places a greater emphasis on green characteristics such
as energy efficiency, or the air quality of the interior environment, the
potential impact on the existing, conventional buildings is
obsolescence — the brown discount. Green features such as solar
panels, low- flow water fixtures, and energy-efficient lighting are also
found in older buildings which have been renovated or retrofitted.
Unless appraisers have a fundamental understanding of green building
concepts and practices, and study market behavior relating to these

features, appraisers risk missing or misapplying important adjustments
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as any other adjustment.

to the comparables. As is the case in any appraisal, applying random or
unsupported percentage or dollar adjustments to the comparable
properties may not yield credible results.

Utilizing unsupported or inappropriate adjustments. As with any other
building feature, adjustments for green building features, labels and
certifications require market support. These adjustments may be
derived from conventional paired-sales/rent analysis, or from other
sources including market interviews and/or applicable secondary data
sources such as studies and third-party research. However, appraisers
applying an across-the-board adjustment to the comparable properties
based on a dollar amount that is not market-derived, or
random/unsupported percentage adjustments for green features and
characteristics, face the same competency risk as do appraisers who
apply unsupported or inappropriate adjustments for other, more

conventional features.

When considering adjustments to the comparables in the valuation process,

appraisers must subject green feature adjustments to the same rigor of analysis

Adjustments must remain consistent with appraisal

theory, and must be supportable by observations of market behavior including,
but not limited to, sale and lease comparable data. In cases where there is a lack
of appropriate transaction data, sufficient interviews with knowledgeable local
market participants are needed to reach reasonable adjustments. The following

are examples of unsupported or inappropriate adjustments:

Using a multiplier for energy-efficiency savings without adequate

market research and support;
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Applying a fixed percentage premium for green certification, based
solely on the industry-reported cost premium over a code-built
structure. This should not be done without independently
investigating if the cost premium is accurate and relevant to the
specific market, and whether or not market participants are  using
this as a basis of comparison/adjustment;

Assuming the market reaction, if any, to green or energy-efficiency
features is the same for different geographic areas (such as Northeast
vs. West Coast, Central California vs. Coastal California, urban vs.
suburban). This also applies to different market segments (such as
commercial vs. residential, high-end residential vs. entry level, Class A
office vs. Class B office);

Using methods and/or analytical approaches that are inconsistent with
established appraisal theory and practice, and therefore raise
competency concerns, just as they would if applied to conventional
features;

Using an inappropriate assumption of superadequacy when the
appraiser encounters a new technology or improvement that he/she is
not familiar with; and

Assuming that the market will react the same way it did the last time
the appraiser worked in that market. Market reactions to green
building can evolve more rapidly than some appraisers may be
accustomed to, and competent valuation requires the appraiser to stay

informed and aware of all relevant market trends.
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INFLUENCE OF BIAS
Good ethical business practice and an appraiser’s professional reputation are
centered on the assumption of objectivity — that the appraiser will render an
objective value opinion free of bias. Further, performing an assignment with bias
is a clear violation of the USPAP ETHICS RULE, which states, in part:
“An appraiser must not perform an assignment with bias.” USPAP defines
bias as: “a preference or inclination that precludes an appraiser’s

impartiality, independence, or objectivity in an assignment.”

Some level of skepticism and resistance to new concepts and market influences
is normal and a healthy part of the valuation process when dealing with new
property types and market influences. However, when resistance to new ideas or
approaches persists in spite of changing market norms, the appraiser’s
objectivity may become compromised. Bias may result when objectivity is

compromised. Examples of bias include:

Assuming the market doesn’t care, so why should the appraiser?
Appraisers may misjudge or intentionally refuse to conduct the
necessary market research to render an appropriate judgment on the
degree to which the market has incorporated sustainability into its
market value decision matrix. As a result, they miss the value the
market may assign to green labels, energy-efficiency ratings, green
features and sustainable building practices. Given that appraisers need
to properly identify all relevant physical characteristics of a property,

they may not simply “ignore” a green certification or green features
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appraisal opinions and conclusions.

just because the borrower or property owner does not volunteer such
information. Appraisers are required to perform a level of due

diligence that is necessary to produce credible assignment results.

Assuming that all green building benefits accrue only to the public or
environment. Green buildings and green features often cause non-
economic impacts. Such impacts may create positive or negative
influence on market value. Energy savings, water savings, and the
potential for higher rents are examples of direct impacts that may
positively impact the economic bottom line. Indirect impacts might
include improvement to the interior environment (air quality and
daylight) that can improve productivity and tenant satisfaction —
leading to improved tenant retention and lower turnover costs. Green-
certified buildings are often subjected to added inspections and
performance testing, with greater attention to durability.

Assuming that green characteristics and/or certifications always add
value. Appraisers should not assume that all green building
certifications and green building features add value, without

adequately analyzing the full spectrum of value impacts or conducting

adequate market research to support that contention.

EXPECTATIONS FOR APPRAISERS/THRESHOLDS FOR COMPETENCE
Determining the minimum threshold for core competency will depend to

some degree on property type, geography, time, and the intended use of the

However, while the level of rigor
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expected of an appraiser may vary, the basic criteria to judge competency for
a green property follows the same steps that apply to any appraisal assignment:
problem definition and identification, research and analysis, and development
and reporting of the value.

For example, in an assignment to appraise a residential or commercial green
building, an energy-efficient property, or a conventional property with
green/energy-efficient features, the appraiser’s competency for the particular
assignment may be determined based on the appraiser’s ability to accurately:

identify the subject property’s characteristics that would cause it to be
classified as green or energy efficient (applies to both green buildings
and conventional buildings with green features);

verify these characteristics through documentation and information
available for the type of characteristic with an emphasis on third-party
verification;

analyze the market to determine if these characteristics contribute to
market value; and

develop and report a credible opinion of value for the subject property.

The following bullet points provide specific examples of possible factors to
consider for both residential and commercial appraisers when valuing green
buildings, energy-efficient buildings, conventional buildings with green or
energy-efficient features and conventional buildings in predominantly green
markets:

Determine an appropriate scope of work to address the green, energy

efficient, or sustainable features in the subject property, in the context
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of the market attitudes, client requirements, intended use of the
assignment results, and the intended user(s) of the report.

Collect, verify, and analyze relevant green and energy-efficient
characteristics from data services (such as MLS, CoStar, Loopnet)
related to the subject property and comparable sales while recognizing
that such data services may not specifically note green features,
certifications, labels, and energy scores. Appraisers may be required to
move beyond traditional data sources like MLS for information on
certifications, labels, third-party verifications, and specific

green/energy-efficient features.

Understand the difference between an energy-efficiency score
(ENERGY STAR for commercial buildings or HERS for homes) and a
sustainability-based green building certification/label (such as LEED
or NGBS), and the implications for valuation.

Understand the dominant green building rating system for the market
and property type being appraised. Be aware of the differences
between the various green building rating systems in terms of metrics
(what it measures), rigor (how it measures), whether it is self- or third-
party certified, and whether it is performance/operations-based (such
as LEED EBOM) or design/asset based (LEED Core & Shell, LEED
New Construction, etc.).

Recognize that green building certifications and energy scores are time
sensitive, and the relevance/reliability of a rating or certification may

diminish as time passes. Properties may need to be re-certified or re-
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rated due to changes in: 1) the rating system, 2) the structure, and/or
3) the occupancy or manner in which it is used or operated.

Summarize or state (based on the reporting option utilized) the
relevance, if any, to market value of any green labels/certifications
and/or energy-efficiency scores/labels as well as energy efficient or

green building features in the appraisal report.

Appropriately analyze in the development process, and disclose in the
report, the degree of value impact, if any, of the label, certification or
green and energy-efficient characteristics of the property (includes
green or energy-efficient features in conventional buildings).

Read, analyze and appropriately consider in the valuation the impact,
if any, of any building performance assessments, audits, or energy-
efficiency reports available for the property.

Gain access to and appropriately employ the “green section” of popular
building costs estimator services. Understand that in areas with green
building codes, the marginal costs of green and energy-efficient
buildings may or may not be included in costs from manuals or other
sources. The appraiser should verify if these costs are included before

use.

Be aware of the cost/value implications of integrated design and
integrated systems. Integrated design and systems integration
(synergies) can result in cost savings that may offset added costs of

green features. These cost interactions may not be reflected in the
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recognized cost manuals.

Possess baseline knowledge of energy efficiency, green building and
sustainability concepts, technologies, and building features sufficient
to differentiate between properties that are considered green, and/or
energy efficient and those that are not.

Be aware of, and monitor, market behaviors and attitudes relating to
sustainability, green building and energy efficiency, which may
include primary research (observation, interviews, surveys) as well as
secondary research (publications, studies, published research.)
Conduct an appropriate level of market research and analysis to
support the market’s willingness to pay for energy efficiency and other
green building features.

Appropriately analyze, discuss and report the degree of value impact
and capitalization, if any, of on-site generating assets and attributable
revenue (for instance, renewable energy credits).

Explain, describe and cite the relevance, if any, to market value of any
transferable obligation which encumbers the property (i.e., leased
solar panel system).

In addition, residential appraisers may be expected to:
- Understand the HERS Index Rating or similar energy-efficiency
scoring metric that is predominant in the market and know where

to obtain this data for the subject and comparable properties.

- Report energy efficient or green features and the methods used to
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analyze value in that particular market within the appraisal report.

- Appropriately consider potential operating cost savings which
may result from energy-efficiency upgrades in the valuation
process. Conduct adequate market research to support applicable
market-derived adjustments to a gross rent multiplier, discounted

cash flow analysis, or similar income-based valuation techniques.

In order to meet the above criteria, appraisers who work in markets where
green and/or high performance building features are prevalent may need to
more fully understand the meaning and implications of selected key terms and

concepts.
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Section V: Relevancy of Green and High-Performance Features

Simply having one or more green feature in a property may not be enough
to warrant attention in an appraisal. Rather, the green feature (or features)
must contribute to value or marketability, be relevant to the scope of work for
the assignment, have a notable impact on the cost to construct or operate the
property, or affect the income potential of the property. To understand

relevancy better, two issues will be covered here:

Identifying the Appraisal Problem to Be Solved
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Highest and Best Use

5.1 Identifying the Appraisal Problem to Be Solved

Performing an appraisal involving a property with green features requires
understanding and defining the appraisal problem to be solved. A very
different scope of work will likely be performed if the client is an insurance
company wanting the replacement cost of a unique high-performance
residence destroyed by a fire than would be performed for a lender client
requesting a Fannie Mae-compliant appraisal of a highly conforming residence
in a net-zero community. Thus, identifying the problem to be solved makes it
possible to plan an adequate scope of work to competently complete the

assignment.

5.2 Highest and Best Use
When analyzing the highest and best use of a property, there are a few

elements unique to green properties. Examples include:
Some green features may not be legally allowed. For example, the
collection of rainwater may be against state law, or earth berm
residences may not be allowed in an urban environment.
Zoning regulations may impact the determination of the highest and
best use of an existing green property. It is possible for zoning
regulations to both encourage and discourage green features in
properties. For example, a historic district may prohibit installing
solar panels or replacing original clapboard siding and single-pane

windows with greener products in a 100year-old residence, but then
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require the residence to have a certain percentage of green features
when it undergoes a major interior renovation.

A green property may not be financially feasible if its costs are greater
than its value. However, as with any property features, costs
associated with certain green features may fall below, meet, or exceed

value.

Section VI: Research and Analysis

After identifying the relevant green features in a property and before
applying any of the three approaches to value (sales comparison approach, cost
approach, or income approach), there must be data showing how a market
segment views green features. The data will consist of information related to
identifying market share of green properties and gauging the market reaction

to green or high-performance properties.

6.1 How to Identify Local Market Share
Every market is unique in terms of how, where, and what type of data is
available for identifying the market share of green properties. Some of the more
common data sources and the data they provide include:
Certification, labeling, and rating services (e.g., NGBS, LEED®,
Home Energy Score, Home Performance with Energy Score) provide
general housing statistics for properties they have documented. They

often provide detailed information on specific property addresses

The US Department of Energy’s Building Performance Database
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amasses searchable energy-use data for residential and nonresidential
building types, while the Residential Energy Consumption Survey
focuses exclusively on households.

Census reports track energy use, energy efficiency improvements,
and housing characteristics.

Various entities have published studies assessing the market share of
green/high-performance residences across the US and in specific
regional markets.

MLS listings often include “green fields.” The data provided in those

fields can be compiled and analyzed.

Utility companies, the federal government, and local authorities who
offer tax incentives or rebates typically compile data on how often
their programs are utilized and by whom.

Municipal building departments can have both general and property-
specific data on the number and types of permits issued for residences
with and without green features.

Market participants (realtors, buyers, sellers, builders, etc.) can be
interviewed, and interviewing these individuals is a good starting

point when more systematic data sources are not available.

6.2 How to Gauge Market Reaction
Once data sources have been located and considered, market reaction to

green features can be gauged. The most common way to do this is with research
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conducted by the appraiser. However, a secondary option is to utilize studies

conducted by others.

6.2.1 Research Conducted by the Appraiser

When conducting research to understand how a market segment views green

features, sample questions may include:
What features do buyers identify as green, and do they value them?
Does the market have green building codes and regulations, and is
compliance adequate?
Do different ages of residences have different applicable building
codes (especially in regard to the International Energy Conservation
Code?
Do building departments expedite permits for certain green features?
How common are green features in the area?
Do developers/builders/homeowners voluntarily add green features
to their residences, or do they do so only as required by local codes
and regulations?
Do tax incentives or utility programs encourage green building or

remodeling, and if so, how widely have they been utilized?

Do MLS listings make note of green features?

Do residences with green features sell faster?

What materials are commonly used to build residences in the market
area?

Do residences with green features have lower insurance rates? Is this

relevant to the market?

B THDH, Ll DO ANDMTo e EEZFI T 0800 IREb 5D,

6.2.1 EEALToI-AE
bONG T A NRT ) — B EAE E DI 2 TWANEEEE T 5

1= DREEATHIG G RO LB OBIN 55,
BOWFIZED IO EE /) — L LR LA L T D D0 2
TGIIZZ V= BT 4 7 Oa— RO 30 | 05T
(X B2 2
FEEOGEFELN R Dl SN DG IEE LR GLRLH 52
722070 2 (FRCEERT R — A7 B L O

HEHIFFE DTV — BRI L CRF Al &2 B TN D0 2
ZOHBETIE, 7V HEREITE O L LD 2
FARE RER MEETAE L. B OOEZICT Y — e
ZEFERNTBINL TWDO0, Zives ko LRI iz X
STERENIZHA DB TNEDN 2

Bl Lo ES 2 —T AT — TSI AL, )=
T A TRV T p— BEBEFHL TODD, Eio, ZDIH 70 EE
WENDLG A, EORREIFHIIN T2

MLS OUANZIZZ Y —HEBRED LA S I TS 2

BB ICEE LI (E BT RTENDLDON 2

~—ryhET OEEEGRITIE, EDXH7RFEM NI LT
WHDH?

7V —BERE A A T AR BN RIRBEI DN 22 D2~ 2 ZAUT TSI
BFRL TWBD0 2

247




Performing a local market study will provide the most accurate evidence of
green/high-performance market share and trends, lending support to any
warranted adjustments. Sometimes, however, others may have completed
market studies that are useful. These studies can be national, local, or even
internal office studies.

6.2.2 Research Conducted by Others

Many studies have been conducted to estimate the value of green and high-

The

studies fall into two broad categories: small-sample studies (that is, case studies

performance residences, the earliest of which date from the 1980s.

of individual residences) and large-sample studies (i.e., a statistical analysis of
large groups of residences). Both types can have data that is relevant to an
appraisal assignment.

As with any information, care should be taken to review the soundness of the
underlying methodology and relevance to the particular assignment. For
example, academic and commercial organizations might conduct a market
study using hedonic modeling or national surveys. If the methodologies and
reasoning used are understood, then it is possible to judge how credible and
applicable the findings are to a specific appraisal assignment.

For example, a credible study containing a small sample size conducted for
the state of Colorado found that the sales prices for 26 specific residences
reflected a specific market premium for green features. This conclusion is best
utilized as general data and information and not as a finding to be directly
applied to another appraisal assignment. That is, the conclusions reached in
the study may not be true for any other residence, even in the same market

area and under the same market conditions.
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Any study should be scrutinized to see whether it has passed through a
formal peer review process and to see who those peer reviewers were. All
studies, whether performed by appraisers or by proprietary entities (as distinct
from academic or publicly funded ones), may be susceptible to error, bias, or
selective reporting (either toward or against green factors). Appraisers need to
develop a supportable opinion as to the soundness, credibility, and applicability
of any study’s findings. No study will provide concrete answers applicable to
all appraisal assignments.

6.3 How to Deal with Incomplete or Inconsistent Data

Incomplete or inconsistent data is a common obstacle, regardless of whether
or not a property is a green or high-performance residence. However, many
green features can only be identified via physical documents, and these
documents are often not available. Incomplete or inconsistent data is very
common for properties with green features. Currently, incomplete or
inconsistent data is considered the most significant problem associated with
understanding, verifying, and valuing green property features. This is because
most market areas have yet to establish a consistent and reliable way to archive
these documents.

This makes it particularly important to seek relevant documentation from
parties such as property owners—not unlike when other reports (such as
structural reports, property disclosures, covenants or surveys) are sought.

The quality and completeness of the data may be an indication of how
acceptable and important green property features are to a particular market. If
a market segment has no interest in retaining information pertaining to green

features, this is a market reaction. On the other hand, if the market is clearly
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working toward establishing a way to record and provide documentation of
green features to market participants, this may be an indication of buyers
increasing their demand for green features.

In the end, inconsistent and incomplete data will be a common occurrence
(as it is with many property features). Whatever data is available should be
judged for its:

Accuracy
Adequacy
Appropriateness
Credibility
Consistency
Reliability
Relevancy
Timeliness
Quality
Quantity

All data—even the absence of data—is an indication of how relevant and

important a green feature is (or is not) to its market segment.

Section VIII: Three Approaches to Value
All three approaches to value (sales comparison, income, and cost) may be
applicable to appraising residential properties with green and high-

performance features.

8.1 Sales Comparison Approach
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The sales comparison approach is applicable when there are comparable
sales available. If residences with green or high-performance features exist in
a particular area, there may or may not be sales of these residences.

8.1.1 When There is Adequate Comparable Sales Data

If there are sales of green residences in an area, they can be found through

various sources, some of which include:

MLS

Many MLS systems have areas where real estate agents can provide

information on green or high-performance features. This includes “green
fields” and the ability to attach green documents to a listing. While MLS data
is the most common source for comparable sales, the data can be utilized in
many other ways: regression analysis, paired sales analyses, statistical
graphing, trending, absorption rates, etc.
Builders

Although builder data is not technically public information, it is common for
builders to provide data and information about specific sales to appraisers.
Green property builders have a vested interest in appraisers having access to
sales data.

Rating, Labeling, and Certifying Entities

As noted earlier, entities that provide ratings, labels, and certifications are
starting to offer public information on specific property addresses. Therefore,
it may be possible to research these specific addresses to see when they last
sold.

When there is adequate comparable sales data, the sales comparison

approach has the same strengths and weaknesses for green properties as it does
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for any other property type.
8.1.2 When There is Inadequate Comparable Sales Data

A lack of comparable sales stems from one of three things:

(1) a market has residences with green features, but none have sold (or sold
recently);

(2) a market has residences with green features, but the market participants
do a poor job of recording those features; or

(3) a market has few or no residences with green features.

In such cases, there will be a need to explain why there is a lack of comparable
sales, what was done about this lack of comparable sales, and what conclusions
were drawn. An appraiser is dependent on what data can be extracted from the
market and can only reach conclusions based on what specific data is available
or not available. Not having data available is just as important to the appraisal
conclusions as having data, since both speak to how relevant and important

green features are to market participants.

8.2 Cost Approach

Every green feature that impacts the cost to construct a residence is taken
into consideration in the cost approach. In theory, this is simple. In reality,
however, there may be barriers to gathering, disseminating, and judging the
quality and dependability of the cost data related to green features. The type
of cost data available will vary depending on whether the residence is new
construction or is an existing residence.

8.2.1 New Construction and the Cost Approach
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The actual cost data for a new residence may be available from the owner,
builder, or mortgage lender. It is not unusual for this information to be
accessible with new residences. However, the costs are typically neither
standardized in how they are presented nor consistent in what they reflect. One
builder may delineate all specific costs associated with green features, while
another builder may only provide lump sum costs associated with the entire
residence. Also, the pricing structures can either be the final expected costs

(“guaranteed maximum”) or they may only reflect starting costs (“cost plus”).

8.2.2 The Existing Residence and the Cost Approach

To utilize the cost approach for existing residences, cost data can be
extracted from similar new residences or from nationwide services providing
cost data. To adequately utilize the cost data, it is necessary to understand

exactly what the costs reflect. For example:

Do the costs reflect only code-built features?

Do the costs reflect green features?

Do the costs reflect additional costs associated with emerging green
features (which often have higher costs as the market works out the

most efficient ways to incorporate and build these newer features)?

Is the cost estimate generated with an adequate amount of data?
Do the costs reflect typical market costs or just one specific custom
residence?

Does the cost data reflect local costs (materials as well as labor rates)?
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Do the costs include profit and marketing costs?
Is the data reasonably recent?
8.2.3 Depreciation and the Cost Approach
In addition to judging the quality and applicability of the cost data,
depreciation associated with green or high-performance features will also need
to be addressed. Depreciation includes obsolescence (functional and external)
and normal wear and tear (physical).

Functional Obsolescence

Green features will have functional obsolescence if they are superadequate
(overbuilt or otherwise in excess of what the market desires) or if they cause a
deficiency in the property. A 30kW photovoltaic system may be considered too
large for residences in a particular market segment, unless perhaps the market
appreciates surplus power that can be resold to the utility. A residence can be
built with too great of an emphasis on green features. Examples include the
minimization of windows to a point where view- and light-related amenities
are compromised (deficiency), or cumbersome or overly complex control
systems (superadequacy).

External Obsolescence

External obsolescence in green properties stems from changes in influences
that are outside of the property. The most common way to measure the impact
of external obsolescence is with a paired sales analysis. If, for example, a
neighborhood places great value on high levels of energy efficiency and is
suddenly given access to subsidized energy, the neighborhood may no longer

place any value on this feature. Hence, each property in the neighborhood did
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not change; the market changed around it. A comparison of these residences
with ones in a similar neighborhood—that pay substantially more for energy—
will likely provide data on any impacts to value or marketability.

Normal Wear and Tear

Green features may depreciate at the same rate, a slower rate, or a faster rate
than other features in the residence. Depending on whether green features are
inseparable from other features (i.e., the overall level of energy efficiency or
sustainable building practices) or not (a solar photovoltaic system), it may not

always be possible to adequately reflect or calculate their depreciation.

8.3 Income Approach
8.3.1 DCF Analysis

A DCF analysis provides an indication of present value of future income.
Energy cost savings can be capitalized using a reasonable capitalization rate
(such as a local utility capitalization rate or a current mortgage interest rate).

One example of a DCF analysis involves a grid-tied solar PV system. PV
systems generate electricity. The electricity generated allows the homeowner
to purchase that much less electricity from a utility grid, and this savings results
in income for the owner. Using a DCF analysis, this production amount can
then be converted into a specific dollar amount (i.e., future value), then
discounted to a present value. Savings attributable to energy efficiency
features represent benefits similar to those from a PV system, but are less
commonly considered and currently more difficult to quantify.

Thus, while a DCF analysis can technically be utilized with any estimated

income (e.g., energy supply or savings) amount, it is not always reasonable to
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do so, depending on what the income figures reflect and how reliable they are. | {i[Z XML TWDOD>, EI2ZDFFEMEIXE DRRELRONMCE->T, 47
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stands out from its conventional peers. Because buildings with energy-
efficient attributes are different from traditional ones, owners have had to
change not only how they design, build and market, but also how they
approach financing and construction processes. Otherwise, owners may pay
for green — with certifications, capital improvements and marketing — and
not fully realize the expected market benefits.

To arrive at the market value of a green property, most of the steps and
methodologies are the same that you would use for a conventional building.
Green property considerations in the appraisal process are more nuanced with
some additional complexities, and require a greater level of understanding and

training.

The Three Approaches to Value
Cost Approach

As with valuing traditional real estate, cost is not necessarily a good indication
of value but is a consideration in the analysis (particularly for new improvements
or insurance-driven valuations). The cost to construct or refurbish a building
does not necessarily equal “value in exchange.” The cost approach estimates
market value by considering replacement cost less depreciation plus land value.
The principle of substitution is that a buyer would logically pay no more than
the adjusted cost to replace the property. Because certain green attributes are
often new to the market, there may be limited data to help the appraiser estimate
the replacement or reproduction costs of a green subject. Other attributes, such
as multi-pane windows or high-efficiency HVAC systems, have well-

documented track records. RSMeans® and Marshall & Swift® (via its Marshall
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Valuation Service) have recently begun publishing green cost data in their
building cost data publications; however, neither currently addresses the topic
of integration, a significant aspect of green building design and source of
increased building efficiency and savings.

This section discusses project cost and explores whether or not any premium
is paid for green attributes. A key consideration in the relationship of cost versus
value is determining depreciated cost and the definition of “value.” “Value” may
refer to “market value,” or the value in exchange that is typical of appraisals for
loan underwriting. Or “value” may refer to “investment value,” which is driven
by a decision to invest where considerations include personal and tax
considerations. The cost approach is not widely used when appraising older
buildings because the process of estimating total depreciation can be subjective
and difficult. The cost approach is more often utilized, and is generally more
reliable, when appraising new construction.

Cost Approach Considerations

Land value may be impacted if the location exhibits sustainability-related
features like unobscured solar exposure (positive) or highway air or noise
pollution (negative). Is a location that is riverside, coastal, or low lying
vulnerable to extreme weather events? Will expanding mass transit links or bike
trails make the site more valuable? These factors should be identified and value
impacts analyzed to the degree that there is local market recognition in both the
short and medium time frame.

In many jurisdictions construction codes are evolving to require more energy-
and resource- (particularly water) efficient design. While energy-efficient

designs may add to initial costs, they may also increase property value. These
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code-based investments may also yield operational savings, which are attributes
that local markets often recognize. Depending on local conditions, this might
create a larger than typical spread between cost to build new and cost to buy
existing assets.

Studies of markets sophisticated in green construction have compared
construction costs of green buildings to conventional new construction. One
study found that often the “extra” cost of green was not significant (0 percent to
2 percent) in all but the highest-performing assets.46 Appraisers should
carefully examine green cost premiums over new (not renovation) code
construction costs to identify what factors were responsible for the added
expense(s). Poor construction management, a late decision to include
performance/green features, or inexperience might result in higher than
expected construction costs. The report should also clarify whether the extra
funds were used for actual property upgrades (like a large on-site power system
or high-performance windows).

The cost approach may be best utilized as a tool for assessing the feasibility of
a project for investment purposes rather than market value in exchange. With all
the variables associated with green properties, the cost approach may not yield

accurate results for market value.

Cost-Benefit Analysis and Obsolescence

A cost-benefit analysis can help determine whether or not additional costs

constitute “green” premiums resulting from an over-improvement or
superadequacy with external and/or functional obsolescence. This analysis

should include:
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Impact of incentives/rebates that reduce the “initial” costs
Reductions to the “initial” costs of components, such as the size of
HVAC systems
Depreciation estimates and the differences between using green
components versus conventional components
Better building and performance data from modeling systems and
commissioning
Data from audits comparing measured to expected performance
Utility expense reductions over the long term
Component life-cycle performance analysis, durability, and costs
Green attributes that will affect “future proofing” or delayed
obsolescence
Other long-term benefits that produce predictable and durable cash
flows
Extra costs associated with improved indoor environmental quality may have
added value, which is much more difficult to quantify than the value associated
with energy or water savings. Additional discussion of utility and obsolescence

is found in the Property Description section of this Advisory.

Initial Investment Cost vs. Value in Exchange

Cost may take on different meanings depending on whether short-term
economic incentives exist (i.e., when third parties offset some of the cost
incurred by the owner). “Replacement cost” is the appraisal yardstick, so clearly

defining the cost to a new buyer will generally act as the upper value limit.

1. Gross Cost: Total quoted cost before applying immediate/short-term
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economic incentives and discounts. Use caution if this is above normal
out-of-pocket net replacement cost.

2. Net Cost: Total cost after accounting for all short-term incentives and
discounts, which may include immediate tax benefits. Net cost is most
relevant to the market value analysis as it is “out—of-pocket cost.” These
incentives can be identified via independent research with
contractors/installers or dedicated databases.

3. Depreciated Cost: This considers accelerated tax deductions and/or
other tax advantages like cost segregation.48 It may be important to fully
understand the impact and justification of an initial purchase from a
CFO level—including tax considerations (“investment value”)—rather

than the appraisal’s more limited value-in-exchange market value.

Analysis may also include the cost-payback from soft benefits like branding,
reputation enhancement, or owner/tenant employee attraction and retention as
part of investment recovery. Often these are business value influences that are
beyond the real estate value.

The discussion of depreciation, tax advantages, and even some soft values is
included to help answer a common question: “If the green features out-of-pocket
cost is $1 million and the appraised value is $750,000, why would an investor
spend the money?” The reason is that there are certain items not included in the
appraisal (like accelerated depreciation) that may motivate a property/business
owner to act that are outside of the appraiser’s “market value.”

Sales Comparison Approach

The sales comparison approach is most reliable when there are a number of

similar high-performance properties in the subject’s market that have recently
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sold. Given the modest market penetration of green properties in most markets
and the relatively small number of property transactions, there is often limited
data available. Data limitations make it difficult to determine proper
adjustments between a conventional building and a green building or between
buildings that used different strategies to achieve similar high-level ratings.
Organizations that have established databases to track green buildings and
have published resources may be a source of transactional and operational data
for comparables and adjustments. When transaction data are scarce, interviews
with the market participants (owner occupants, investors, tenants, realtors, and
lenders) can be the best method for the appraiser to make reasonable

adjustments.

Comparables Selection and Adjustment

CoStar™ as well as a number of local MLS systems may contain references to
buildings with green attributes. Appraisers are advised to investigate and report
on the availability of these local sales data sources (or lack of them). All of the
data reported by such services must be verified and confirmed by the appraiser
prior to incorporating it into a valuation analysis. Adjustments for building
attributes, designations, obsolescence, marketing time, and other valuation
impacts may be discerned from discussions with the parties involved in a
transaction. The US DOE and CoStar™ are collaborating to incorporate energy-
efficiency information in the CoStar™ databases and conduct new research to
better define the value created by green and high-performance property
attributes. CoStar™ identifies and promotes the benefits of more than 33,000
buildings that have achieved ENERGY STAR® certification and the US Green

Building Council's LEED certification in its online property databases as well as
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reference other certifications and performance features in comments.

Premium for Superior Performance vs. Negative Adjustments for

Underperformance

In some markets, green properties are at the top of the market participants’
Thanks to

more robust building energy disclosure in forward trending markets, green

lists of desirable property types, thereby creating a “new normal.”

premiums might start to be replaced with discounts for markedly
underperforming buildings. It is important to determine whether or not a
property needs green attributes to stay competitive, and if so, how much that
market discounts low-performing properties. In a market where green
construction is standard or preferred, a new property designed as a conventional
building may have embedded obsolescence.

To determine market preferences, an appraiser should allow more time and
effort for market research, often via direct interviews with local professionals.
Reviewing published research may also be necessary to help determine proper
adjustments. Based upon the adoption cycle in a specific market, the sales
comparison approach may or may not be considered a reliable indication of
market value. While desirable, it is unlikely that there is a statistically relevant
pool of information about green properties in many markets.

Income Approach

Determining whether there is an increase in risk-adjusted net income can be
the most important consideration in estimating the value impact of green
building strategies. Value based on net income is influenced by income, vacancy,
expenses, and risk. This approach is also important for owner-occupied

properties and those that may transition to a rental property in the future.
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In many cases the income approach permits the most nuanced analysis of the
value impacts of green strategies, and, for that reason, is often the most relevant
valuation approach.

Income

Higher rents are a typical expectation associated with high-performance
buildings, but the difference between green building rent versus a similar quality
but less efficient structure may be difficult to determine. Market rent
determinations involve many factors, and operational efficiency/green design is
only one consideration. Rental rate differences between green and non-green
properties might be more qualitative, an emotional notion by the occupant that

» «

green is “better,” “healthier, or a more contemporary design”

Any rent “premium” might be attenuated when all top-tier properties in the
market are green. As mentioned previously, market participant interviews may
be the best source to assess the impacts of green attributes, branding, or other
green-related factors.

Green properties have been shown to generate higher tenant demand in some
markets, which may result in higher average rental rates. Demand preferences
for properties with green attributes often correspond with superior credit quality
tenants, higher tenant retention rates, and shorter re-lease time when a vacancy
occurs. Appraisers should select comparables that closely resemble the subject
property and carefully analyze vacancy levels, absorption rates, and effective
rents as compared to the broader market. Post-occupancy evaluations (including
tenant surveys, complaint logs, etc.) may also shed light on the relative
desirability of the space.

Green Leases and the Split Incentive
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Whole building energy measurements might include all resource use
(common area and tenant spaces), but depending on lease terms tenants are
often responsible for their own utilities. This “split incentive” issue is common
with market rent apartment buildings, and modified gross and net commercial
leases. Due to privacy issues property owners may have challenges in getting
whole building data, and even when it exists, the appraiser will need to then
allocate savings between the owner and the tenants. Whole building efficiency
can reflect superior design quality, but in the cash flow analysis appraisers should

recognize only those savings that flow to the owner’s bottom line.

Green Leases

Green leases work around the split incentive by trying to create more equity
between owners and tenants regarding money spent on and saved by
performance upgrades. Green lease clauses can be found in different structures,
but is most common using a triple-net lease, where the tenant pays all their own
expenses. Appraisers should inquire if a green property utilizes leases with
clauses designed to align the landlord-tenant cost structure. A variant of the
green lease is when a tenant wants the authority to build out a green interior to

obtain a designation, but within an otherwise conventional building.

Other Income

Green properties may have on-site power generation, PPAs, demand response
agreements with utilities, rooftop leases, and unique opportunities for additional
income. The appraiser is advised to research how on-site power infrastructure

might impact value and (for clarity) consider presenting that analysis as a
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separate section within the overall report.

Vacancy and Collection Loss

Lower overall vacancy and turnover can have a powerful impact on NOL
Rollover risk and lag vacancy reductions are dramatic to cash flow. The National
Apartment Association’s 2014 survey of 3,000 market rate units indicated the
average annual turnover rate was 54 percent (or about a two-year occupancy
term). Generally, lower turnover results in reduced costs for tenant
improvements, broker commissions, and rent loss. If an owner can show that
their tenant retention is greater than the norm, there may be an impact on the
vacancy and collection loss assumption. Employees who work in green buildings
are often very “satisfied” with their occupancy, and this satisfaction aids in
increasing tenant retention, thereby reducing turnover expenses.

Some green building design attributes like raised floors, re-usable demising
walls, and plug-and-play wiring connectors can lower re-tenanting construction
time and costs and eliminate a significant amount of construction debris from
the waste stream upon tenant turnover. This kind of building design may be
initially more expensive, but emphasizes long-term configuration flexibility.

These building design attributes may contribute to a longer economic life for
the asset, and provide the ability to adapt to changing market needs. Shorter
reconfiguration time frames may also permit existing tenants to more easily
reconfigure their space if needed (so they do not have to move). Generally, lower
turnover also results in reduced costs for tenant improvements, broker
commissions, and rent loss.

New or significantly renovated green buildings may experience faster

absorption rates, particularly where green design/lifestyle is already well
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established in the market.

When combined, this group of vacancy-related items can have a large value
impact. Design elements noted above (raised floors, reusable demising walls)
may not be easily visible. As mentioned previously, appraisers should interview
the building owner/representative, building engineer, and/or leasing
representative(s) to determine what attributes exist, any cost premium paid, and

what the owner can document as an impact on the NOI.

Operating Expenses

Lower energy, water, and waste expenses are likely to be evident from a
building operation tracking and reporting system, as well as from benchmarking
against otherwise similar buildings. Better operations management may also
improve “fault detection,” and lower the risk of unanticipated repairs/capital
outlays. Having historic records that show lower energy, water, and waste costs
can support a lower than market standard utility expense deduction in the pro
forma.

Other expense items like marketing, maintenance systems, and property
management may in some cases be higher because of the needed
communication, complex building systems, and new technology risk. It is
desirable to obtain actual operating history with category breakdowns whenever
possible. Some green technologies may have lower maintenance costs; for
example, LED lighting that can provide decades of service life, thereby saving
the labor and capital costs of replacing standard lighting equipment, plus extra
disposal costs associated with mercury-containing fluorescent lamps.

Experienced architects and builders can often produce green buildings for
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zero or marginally more cost than conventional code construction, so the
replacement reserves may be in-line with or significantly less than estimates for
traditional construction.

Owners of green buildings typically invest in building attributes and operating
protocols to achieve efficiencies, lower operating expenses, and greater
effectiveness. It is important to research, analyze, and determine the impact of
the following expense areas:

Energy: Green buildings generally achieve 20-40 percent lower
electricity and gas consumption relative to alternatives. There is a
growing trend towards deeper savings, even zero net off-site energy on
an annual basis. Local energy costs are arguably the single greatest
influence on payback rates for investments in more efficient equipment,
and these rates vary widely. As of mid-2017, electricity tariffs for
commercial buildings averaged 11.0 cents per kilowatt-hour, ranging
among states from 8.25 to 26.2 cents per kilowatt-hour. Appraisers
should be cognizant of the basis for differences in rates, particularly in
certain areas of the United States (e.g., Northeastern states) where grid

constraints have resulted in significantly higher utility costs.

Figure 7: Illustration of high variability in water pricing around the United States
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Water bill
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It is vital to support lower energy consumption levels with documentation

(e.g., ENERGY STARE rating, historic utility bills, etc.) that explains why energy

use is below market comparables. The support available to justify a lower

expense varies based on the assignment situation: if the data is based on pre-

upgrade or new construction or if an actual operating history exists. In particular,

owner-supplied documents about specific resource conservation measures or

building characteristics are desirable.

Water: Water consumption and sewer discharge rates impact a
building’s water expense. Low-flow water fixtures, drip landscaping
irrigation, on-site stormwater retention, and gray water use are elements
of green buildings that impact water consumption and sewer discharge
volume. Water costs vary considerably, impacting cost-benefit

calculations (see Figure 7).
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Waste: Tenant recycling programs may reduce waste volume and
disposal costs and provide a positive income stream, depending on
prevailing market conditions.

Repairs and Maintenance: Appraisers should ask on-site staff about
their experience with routine maintenance requirements, and the
expected life of green system components.

Management: Management culture can be a predictor of building
performance, particularly where there is a focus on target-setting, data
gathering and analysis, and a formalized processes for performance
improvement. Investing in data gathering systems allows asset and
portfolio managers to more predictably achieve operating expense
savings and better future project capital improvement investments.
Equipment sensors and building automation attributes can reduce
management costs and improve tenant satisfaction.

Marketing and Promotion: The positive market signal conveyed by
buildings that achieve a recognized certification typically results in
increased marketing and public relations value.

Insurance: Green and resilient buildings may receive different treatment
(preferential or otherwise) by insurers than conventional ones. Insurers
have begun to recognize the loss-prevention benefits of green buildings;
benefits range from premium credits for green attributes and energy

savings to renewable production revenue guarantees.

Property Taxes: Certain municipal property tax incentives exist, such as

low or no assessment adjustment for certain building certifications,
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energy-efficiency upgrades, and/or on-site power generation. Property
Assessed Clean Energy (PACE) property tax lien financing repaid by
increasing property tax bills is another type of assumable financing
targeting construction upgrades. Due to the growing popularity of
PACE with many property types, appraisers are advised to be aware of
basic principles of PACE and how it might impact property leverage
calculations. But not all property types can take advantage of PACE.
Fannie/Freddie are currently prohibited from including property with
PACE assessments in their loan pools, thereby impacting a large number
of multi-family properties. In spite of the restrictions, PACE continues
to grow, with active programs in fifteen states financing over $4 billion
(as of 2016) in commercial property and/or single-unit residence

efficiency and renewable energy upgrades.

Water Conservation

At this time, in most jurisdictions water is still not priced sufficiently high to
create positive cash flow for high-performance water conservation. That may
change as water prices increase. In the top 30 US metropolitan areas, water
prices rose an average of 5 percent (median increase + 3.5 percent) in 2016 over
the previous year. Water prices in the 30 top cities are up 48 percent on average
since 2010. Extreme weather like droughts, aquifer pollution, and increasing
demand in some areas are putting communities on notice. Water billing
structures are often set up to bill higher rates based on tiers of consumption so

an appraiser will need to understand local water pricing to estimate any value
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impact of water conservation measures. Municipal and aquifer water use can be
reduced with grey-water systems. Recycled laundry, sink and bathing water,
using ground water intrusion (can be found in underground parking), rainwater
harvesting, and xeriscape landscaping can dramatically impact water needed
from outside sources.

On-site water production might also be found in high-performance buildings.
Systems can generate drinking water from salt water (reverse osmosis) or from
water vapor in the air (using the dew point), but both systems also require
substantial amounts of energy. Remote locations without access to potable water
(e.g., eco-resorts, islands, remote mining) may have needs that economically
justify on-site water production.

Net Operating Income

For most owners the motivation to invest in performance upgrades is to save
money. After accounting for income, vacancy, and expenses, the net income
should reflect positively relative to typical buildings. Historic operating data,
proving these savings are durable and predictable over the long term, are key to
supporting the value impact.

Risk Rate

Capitalization rates and adjustments to the discounted cash flow (DCF)
discount rate and the terminal cap rate reflect the net cash flow predictability
risk. This assessment includes many factors potentially impacted by high-
performance/green design such as rental increases, tenant quality, vacancy
characteristics, expense assumptions, and the long term durability of these
impacts. For example, expense savings might include assumptions of lower

utility costs or reductions in re-leasing expense because of enhanced tenant
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satisfaction/ retention.

Building management and control systems can be an important risk influence
as they can prove without doubt what benefits are working (or not working).
Control systems for lighting, space-conditioning, air quality, and irrigation allow
building managers opportunities to maximize the value of inputs while
(fault

proving/documenting rates of return. While the outcomes of specific building

minimizing  waste, limiting  downtime detection),  and
management/ control systems are unique to the occupant and operator, the
presence of a good control system represents a significant investment designed
to ensure and prove resource savings.

Engineering risk and performance predictability should also be considered.
The presence of building automation and monitoring systems, the use of
commissioning, and assessments based on asset versus operational modeling
each tend to reduce risks and uncertainties. The presence of a robust Building
Management System (BMS) where sensors listen and record building activity
provides real-time feedback to occupants by detecting faults, and responds with
control instructions. This in turn can enhance actual performance, reduce
performance risk, and positively influence value.

Primary factors that impact the building risk profile include:

tenant credit quality relative to market standards;

obsolescence risk;

financing risk from debt capital availability and preferences; and
liquidity risk due to equity investor preferences.

Secondary risk factor impacts include:
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short- and long-term operating cost volatility;
exposure to energy cost spikes; and
access to water supplies.
Location-based factors are also important including:
asset resiliency;
resource scarcity (potential grid vulnerability or constraints); and
reliance on a single transportation modality versus access to multiple
transit options.

Green buildings create value by intrinsically reducing operating cost volatility
through reducing the quantities of the commodity that must be purchased.
Performance warranties or energy savings insurance, where present, can help
manage these risks by effectively guaranteeing utility expenditures.

At time of sale, green attributes may impact time on market, number of
interested parties, price volatility or potential range of values offered, and/or
asset liquidity based on time required to conclude an arm’s-length sale. These
factors should be considered within the DCF analyses underlying any “value in
exchange” assignment and reflected in the risk analysis, rate selection, and final

price determination.

Other Valuation Considerations
Valuing On-Site Power and Energy Storage Systems

A dedicated report section containing the economic analysis of energy
generation systems like solar PV, fuel cells, or energy avoidance designs is
advised as these systems can have a much different economic analysis than the

underlying real estate. On-site or non-utility owned energy generation systems
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are common parts of green design and a necessary part of net-zero building
design.

Appraisers should consider isolating the power system valuation from the
building valuation and then add that contribution as a line item to the final value.
Document review should confirm that the power system is considered real
estate. Building installed systems that are bolted down are generally considered
to be part of the real estate. Equipment involving purchase agreements, leased
systems, systems on leased land or PPAs have documents identifying the
equipment as personal property.

Final Reconciliation and Value Conclusion

The final step in the valuation process involves reconciling the three
approaches to valuation that were used (cost, sales comparison, and income),
assigning relative weights to each based on the quality and quantity of available
data and concluding the final value. For instance, if tenants in the subject market
are demanding green properties and are willing to pay a premium for them or
energy savings provided additional net income, then the income approach has
greater significance. While unlikely, if a recent sale of a similar green building
occurred, the sales comparison approach may carry more weight in the final
analysis.

Caution should be used if any adjustment is unsupported by market evidence;
however, market research may reveal that using no value adjustment is also not
credible. Reliance on general market research papers, interviews with relevant
market participants, and specific market data should indicate a reasonable and
typical investor level of risk impact due to the green design, from which reliable

conclusions can be derived.
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The green building appraisal reporting process requires detail in the
description of property attributes, inclusion of more third-party reports and
documents in the addendum, and descriptions of the additional work conducted

to support value adjustments and conclusions (where empirical data is lacking).
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Commercial Conversations, Episode 4

In episede 4 of Commerclal Conversatons weblnar series,

we discussed how Knight Frenk, in collaboretion with BREEAM,
have used enalytical techniques to prove a sirong statistical
relationship between a bullding’s environmentel credentizls
and the level of rent achieved.
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