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The Warsaw Mock
Arbitration

Airport Expansion Scheme
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highlight of TEGOVA's European Valuation Conference in Warsaw on 16" June 2023 - - Centre >
was a staged international tribunal hearing (mock arbitration). Its purpose was Maior : §
. . o e . . ighway

to demonstrate what an expert witness can expect in giving valuation evidence === Arport @
before such a tribunal. Experienced expert witnesses instructed by each side to %
the imagined compensation dispute were called to present their valuations before K / ﬁ

a tribunal of distinguished professionals. Top advocates on behalf of the opposing e A

parties cross-examined the experts and the tribunal delivered its decision at the end
of the conference.

Existing Major Highway |
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The case concerned an imaginary valuation dispute arising out of the expropriation
on 1**June 2022 (the valuation date) of agricultural land of 20 hectares in the United
Kingdom for the purposes of the expansion of a neighbouring airport (see hatched
area coloured green on the site plan).
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The subject site was part of a larger 100 ha site acquired by a Polish investment
fund, Logipol SA in 2009 for €1 million. Logipol SA was now seeking compensation
of €45 million as against the acquiring authority's offer of €2.4 million.

‘ Existing Major Highway ‘

Airport
Terminal

It was assumed that pursuant to a treaty between the United Kingdom and Poland,

] Logipol was able to lodge a claim against the UK before an international arbitra- J e Sation
Krzysztof Grzesik tion tribunal. The parties had agreed that the measure of compensation should be
Market Value as defined by European Valuation Standards (EVS). ~— B\ —uwr £t 1 —— /
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The Tribunal was presided over by Professor Magdalena
Habdas of the University of Silesia in Katowice, Faculty
of Law & Administration. She was assisted by Patrick
Alesandrini, President, International Association of Assessing
Officers (IAAO) and Alexander Weber, MD, Immobilien- und
Sachverstandigenbdro, TEGOVA Board member.

Counsel for Claimant: Ewelina Bzducha and Julia Jelenska,
Attorneys, Clifford Chance Poland

Counsel for Respondent: Marcin Katdunski, Deputy Director,
International and European Law Department of the General
Counsel to The Republic of Poland

Paul Sanderson (for the Claimant), President, International
Property Tax Institute

Colin Smith, (for the Respondent) Senior Director, CBRE (UK)

Prior to the hearing the parties exchanged
their respective valuation reports and
agreed the relevant facts.

It was agreed that the land owned by Logipol
SA had no current zoning or other planning
designation for any form of development.

It was agreed that the value of the subject
land for its existing use as agricultural land
was €1.2 million but €60 million if planning permission were obtained
for commercial development.

It was not disputed that highway access to the airport was subject
to traffic flow constraints at the junction of the highway and airport
access road; these constraints were being remedied as part of a new
runway proposal.

The area around the airport had been identified as having impaired
air quality - both nitrogen oxide and particulate levels in excess of
recommended levels.

It was agreed that compensation for this type of acquisition is based
upon the market value of the relevant interest in land as defined by
EVS as follows:

"The estimated amount for which the property should exchange on the

date of valuation between a willing buyer and a willing seller in an arm’s-
length transaction after proper marketing wherein the parties had each
acted knowledgeably, prudently and without being under compulsion.”

¥ e
3w

Patrick Alesandrini, Magdalena Habdas, Alexander Weber

This definition of market value necessarily incorporates the concept
of "highest and best use” as set out in EVS 1(para 4.3.4):

“The concept of ‘highest and best use’ (HABU) is integral to Market

Value and is the use of a property that is physically possible, reason-
ably probable, legal or likely to become so, and that results in the
highest value of the property at the date of valuation.”

The position of the Claimant

Accordingly, Mr Paul Sanderson the expert witness for the Claimant,
valued the property at €45 million on the basis of the market
approach per EVS: In the Market Approach, the valuationis produced
by comparing the property with the evidence obtained from market
transactions that fulfil the criteria for the relevant basis of value and
property type. (EVS Part Il Methodology, para 4.5.)

As a starting point, Mr Sanderson adopted the agreed market value
of the land with permission for commercial development.

European Valuer » Issue n®31 » November 2023

S
@)
.4[:;
4y)
2
=
&=
<<
—~4
3,
@)
=
5
9)]
o
=
£

#01




This value was based on prices paid for undeveloped land with
similar potential for commercial development and therefore
based on the use of a market approach in accordance with
the EVS methodology.

Thus, starting with the “full” development value of €60 million,
Mr Sanderson considered how much of that value a (hypotheti-
cal) willing buyer would be prepared to pay for the land without
current planning permission (or zoning designation), taking into
account that we are also to assume a(hypothetical) willing seller
as at the relevant valuation date.

Mr Sanderson noted that whilst in some cases it may be appro-
priate to “share” the difference between the existing use value
and the hope value 50-50 between the willing seller and the
willing buyer, in the case of the subject land, in his opinion, that
approach would be incorrect and unfair to the current landowner.

Mr Sanderson relied upon a report prepared by an independ-
ent planning consultant who opined that the subject land would
have likely secured planning permission in the foreseeable
future with approval for rail-served logistics development, the
owner’s intended use.

That being the case, Mr Sanderson considered that the willing
buyer would be prepared to pay 75% of the full development
value of the subject land as at the valuation date. This approach
was in line with many other cases he had dealt with in different
parts of the world where the circumstances were similar.

Asan alternative, Mr Sanderson deferred the full development value

of the land for § years, the probable time according to the planning

consultant required to secure planning permission for develop-
ment of the land in the absence of the compulsory acquisition.

Taking the future value of the land at €60 million and deferring it
for 3 years at 10% produced a value of €45 million, the same as his
primary valuation based on 75% of the subject land's hope value.

Mr Sanderson noted that the EVS definition of HABU (...legal or
likely to become so...) incorporates the concept of hope value
whichis generally accepted as the element of value of land over
and above the existing use value, i.e. it reflects the prospect of
potential development/alternative use.

Mr Sanderson concluded that this case involved exactly that
proposition and, as already confirmed, his valuation was based
on the evidence of potential development of the subject land as
outlined in the independent evidence of the planning consultant.

The position of the Respondent

Mr Colin Smith’s opinion was based on the application of HABU
to the circumstances of this case. His approach was to adopt
the market value of the land on the basis of its development
potential, having regard to prices paid for strategic land/hope
value assets as shownin his“Schedule of Comparables”, a market
value approach reflecting significant uncertainty as to

(i) planning-land being identified as essential open space
(i) access and environmental constraints
(iii) need for third party land to overcome access issue

(iv) evidence of purchase price (13 years ago)when a premium
of agricultural value was paid.

Starting with the agreed agricultural value of €1.2 million,
Mr Smith considered how much any additional value a (hypo-

thetical) willing buyer would be prepared to pay for the land
without current planning permission (or zoning designation),
taking into account the need to also assume a willing seller (i.e.
neither party acting under compulsion), at the valuation date.

Mr Smith noted that his own client’s planning consultant had
raised significant issues which militate against permission
being secured for a rail-linked logistics development or indeed
any other commercial development at this location. Access and
environmental constraints also pertained.

In Mr Smith's view, a premium to existing (agricultural value) was
applicable as it was at the date of acquisition in 2009. This is
sometimes referred to as a ‘bottom up’ approach (agricultural
value +)as opposed to a discounted ‘top down’ full development
value, the basis applied by the Claimant’s valuer. In the case of
the subject land, Mr Smith opined that due to the constraints
a top down approach was unsustainable. The market would be
too risk averse.

Mr Smith also thought that the lack of any market transactions
involving similar designated open space land close to the airport
at anything in excess of a modest enhancement to existing use
value is highly persuasive.

Whilst the subject land may be considered to have some
distant potential for development it would not, at the valuation
date, have been anything like sufficient to overcome the open
space designation.

In the circumstances Mr Smith's opined that the willing buyer
would be prepared to pay a 100% premium of the agricultural
value at the valuation date giving a sum of €2.4 million (twice the
agricultural value).
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Mr Smith criticised Mr Sanderson’s approach for being unsub-
stantiated and failing to reflect adverse market sentiment and

risk including the very significant costs of pursuing a planning ap-
plication. In his view the evidence clearly showed that obtaining

permission for such development would be extremely unlikely.

Decision of Tribunal

The Tribunal has carefully analysed the presented evidence and

valuation reports. Experts agree that if planning permission had

already been granted, the full development value of the site would

amount to €60 million. The expert opinions diverge on the point of
if and when planning permission to develop land will be granted.
Although both experts agree that obtaining planning permission

is not excluded, they differ as to their assessment of the risk
involved in obtaining that permission, the time required to secure

it, and the types of development that would be permitted. This in-
evitably influences their views on the level of hope value, which is

inherent in the market value basis of valuation, the latter defined

in EVS and applied in accordance with the highest and best use

premise.

The Tribunal has rejected the presented top-down approach, based
on the assumption that it would take 3 years to obtain planning
permission and that an all risks yield of 10% sufficiently reflects
the risks inherent in obtaining the permission. In the opinion of
the Tribunal, this assumption is too optimistic, because it does not
adequately consider the fact that due to environmental concerns

(impaired air quality) the site is designated as open space, which
makes zoning it for development more challenging. In addition,
the capacity of communication roads, and location of the site
without adequate commercial frontage also negatively impact
the likelihood of obtaining a satisfactory planning permission for
a robust commercial development without undue delay.

The cautious estimation of development potential is further
supported by the fact that 13 years have passed since the
acquisition of the plot, without any presented discernible progress
towards a building permit The pessimistic market expectation
regarding a probable development, reflected in the “hope value”
portion of the original purchase price, supports this conclusion.

For the above reasons, the Tribunal is of the opinion that the
bottom-up approach is better suited to the facts of the case,
because it reflects the relatively high uncertainty as to when
planning permission would be granted and what type of devel-
opment it would ultimately permit. It has also been established
and follows from submitted evidence that the indicated range
of value uplifts due to development potential is within the range
of 100-3007% of existing use value which is currently €1,2 million.
The expert selected 200% based on his experience. However,
agreeing with the claimant that the site is unique and is not often
traded on the market, the Tribunal is of the opinion that the uplift
should be accepted as the uppermost limit as shown by other
transactions of land with development potential. For this reason,
bearing in mind that the existing use value is €1,2 million, the
market value, which includes hope value, should be accepted at
€3,6 million.
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Paul Sanderson, Ewelina Bzducha, Julia Jeleniska
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Commentary by Krzysztof Grzesik

The purpose of the mock arbitration was threefold:

1. Todemonstrate to valuers what they could expect as expert witnesses before an interna-
tional arbitration tribunal. Many in the audience were already experienced court experts
in their respective countries, but the cut and thrust of an arbitration hearing may have
been a novelty to some.

2. To show that there is nothing unusual in experienced and reputable expert valuation
witnesses defending valuations which are vastly different. This is common in interna-
tional arbitration disputes and does not point to incompetent professionals.

3. Toshow how forensic cross examination could be the undoing of one or both expert witnesses.

In addition, at the heart of the chosen scenario was the controversial concept of Hope Value
which when it appears is part and parcel of Market Value.

Hope value is an additional amount over and above the legally permitted highest and best use
value (often the existing use value) of a property that the parties to a transaction will agree in the
expectation (hope?)that a more valuable use which is not permitted at the date of transaction will
become so in the future. The additional amount will not bring the price paid up to the full value
of the property with the benefit of the expected planning permission, but will reflect the risk that
such permission may or may not be forthcoming.

It should be noted however that the words hope value nolonger appear in European Valuation Standards.
EVS Tdefines Market Value as

“The estimated amount for which the property should exchange on the date of valuation between a
willing buyer and a willing seller in an arm's-length transaction after proper marketing wherein the
parties had each acted knowledgeably, prudently and without being under compulsion.”

Krzysztof Grzesik REV FRICS is Chairman of TEGOVA.

EVS 1para 4.3.4. then states that

“The concept of ‘highest and best use’(HABU) is integral to Market Value and is the use of a property

that is physically possible, reasonably probable, legal or likely to become so, and that results in the
highest value of the property at the date of valuation.”

The words or likely to become so above have been substituted for hope value, but the concept
remains the same.

Notwithstanding what valuation standards may say, in many European jurisdictions hope value
is treated with suspicion. Such views can lead to a claimant in an expropriation case suffering a
grave injustice.

In the case under consideration the Tribunal took a cautious approach by accepting the existence
of hope value but nowhere near to that sought by the Claimant. There was no time in the mock
arbitration to call planning experts but in a real case before an international tribunal, almost
certainly their evidence would be crucial. Expert evidence on the likelihood of planning permis-
sion for commercial development being secured and the length of time such process would take
could sway the tribunal in coming to a more optimistic decision.

European Valuer » Issue n®31 » November 2023

N

10

S
@)
.4[:;
Y]
2
=
&=
<<
—~4
3,
@)
=
5
9)]
a
=
£

#01




armo Benedito

sreening of valuation practice
pean insights from Portuguese
gulatory and market experience

In Portugal, valuers must navigate national transposition of EU energy and sustainability legislation, the property
market's sometimes inventive interpretation of that legislation and the increasing green pressure of bank clients.
All these factors must be taken into account in developing viable valuation solutions. For energy efficiency
valuation, practitioners will need to adapt quickly to the heavy short- to medium-term EU obligations. Valuers
will also need to take account of the broader, less regulated sustainability factors, but there will be more time
to sift through the green noise’in selecting meaningful valuation inputs.

I. Energy Efficiency Valuation

The high impact of EU law on property markets

EU energy efficiency law has reached a tipping point, nowhere more so than for buildings where the old obligation to conduct energy
efficiency renovations only when the owner freely decided to undertake a major renovation will soon be complemented and surpassed
by binding legislation requiring renovation of entire segments of the building stock that are below a certain energy performance cer-
tificate (EPC) rating.
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Until now, under the current legislation, buyers often chose partial
renovations with a marginal cost and impact on energy efficiency,
but under the new legal obligations, these partial solutions will no
longer suffice.

That tipping point for buildings and their owners applies to valuation

practice as well. The market impact will be so strong that we will have
no choice but to adapt our procedures for determining market value
accordingly, as EVS 2020 so presciently foresaw and pioneered. The
question is how.

How the Portuguese real estate market has reacted to energy regulation so far

The problem of EPCs

What Portuguese transposition of the existing EU requirements has
in common with the future EU rules is that in both cases the reno-
vation requirements are triggered by EPC ratings, and here valuers
must reconcile a normative ideal with the reality that market players
have made of it.

For many years, Portugal has diligently implemented EU energy effi-
ciency law, but the country also illustrates how market players bend
the rules.

The evolving, ever-more demanding EU rules on new buildings are
straightforward and since 2008 we have complied without difficulty.
On a national EPC scale running from A+ to F, new residential must
be at least A and commercial, B. EU requirements are met as B corre-
sponds to ‘near-zero energy’. I'm sure we'll have no difficulty meeting
the new EU legal requirements for ‘zero-energy’ new buildings.

The difficulties appear with renovated buildings. Existing EU law
requires energy efficiency renovation for all buildings undergoing
‘major renovation’. So does Portuguese law, for renovations costing
more than 25% of the total construction cost of the building, also in
line with EU law. On the other hand, existing EU law does not specify
the EPC rating the renovated building needs to reach. Portugal sets
it at C.

The problem is not the law, but the loopholes that market players
have exploited.

As even major renovations are mostly indoor works, not visible from
outside, no one declares them, unless there are tax and/or financial
incentives, while in reality there is no control. As the law of supply
and demand prevails and demand is greater than supply in the market
for used buildings, the market in major urban areas does not see the
value of differentiation between energy ratings. It is common to find
apartments on estate agent websites with EPC rating B- and others
with C or even D, mainly relating to totally remodelled properties and
for similar areas and identical locations, with the same unit value per

square metre of gross building area.

Residential units requiring total renovation can be seen for sale with
EPC F and then other identical properties in the same location but
totally remodelled also with EPC F.

It is also common to find residential units on the same estate agency
websites for sale with an EPC designation “in progress” despite the
legal obligation to declare the current rating of the property. In
Portugal as in other countries, the EPC is only produced when the
buyer and seller have reached agreement, just in time for inclusion
in the file for the notary. The letter of the law is respected, but not its
spirit. Above all, the EPC is not available when the mortgage valuer
needs it.
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“Given that the market does
not differentiate between
energy ratings, valuers
cannot etther, as otherwise
they would be introducing a
non-existent differentiation
nto the valuation.”

The second major valuation challenge is making sense of sustaina-
bility factors beyond energy efficiency.

In future, information on financial exposure to climate change will
be extremely important, especially concerning the physical risks
of residential mortgage exposure to flood risks and the impact
of extreme climate events on sovereign risk and transitional risk,
including exposure to carbon-intensive sectors and property loans
with new energy efficiency risks.

A valuer may only give an opinion on value based on evidence,
reflecting market experience, and declare that the property has
a value assessed on the basis of currently available data. Even
where environmental issues are significant in the market, much will

Energy classification versus market value

Given that the market does not differentiate between energy ratings, valuers cannot either, as otherwise they would, of their
own free will, be introducing a non-existent differentiation into the valuation. As mentioned in EVS 2020, Part lll, Valuation and
Sustainability, Introduction 1.9: “Valuers can only value on the basis of the market as it is, not hypothesise about the future. This Part Il of
EVS 2020 is offered to assist valuers’awareness of and sensitivity to these issues and so their understanding of markets as they evolve.”.

Fortunately, the imminent revised Energy Performance of Buildings Directive may well lead to a quality improvement in the
Portuguese ‘EPC market’ due to EPCs'increased renovation-triggering importance and greater prevalence (under the new EU law
they’ll be required not just for sale or rental but now also for renewal of rental contracts and major renovations).

depend on factors such as the state of the market, the transparency
of information, location, sector, exposure to environmental risks
in the region and consumer awareness. These issues are related
to supply and demand, and so can be influenced by changes in the
purchasing patterns of companies, investors and consumers. Over
time, markets may come to differentiate between property values on
the basis of environmental factors.

These changes would be considered as market phenomena, so there
cannot be a general rule for the impact of such matters on values,
rents and property income. It is essentially a question of knowing to
what extent the evidence shows that an interested, knowledgeable,
prudent bidder will take these factors into account when consider-
ing the price or rent of a property, given that entrepreneurial buyers

of commercial buildings may not see such things in the same way
as someone wishing to buy a house to live in. Where the supply of
buildings is limited, the market may not make a distinction between
properties based on sustainability. Nevertheless, insofar as these
factors begin to carry weight for buyers and tenants and more
properties fulfilling the recognised sustainability criteria become
available, the market may differentiate on the basis of this issue,
perhaps initially when the market is weak. Many questions may
arise concerning the future. For example, will properties which
comply with particular sustainability standards be more likely to
see their value increase or will properties which do not meet them
run a greater risk of being offered for sale on the market at discount
prices in future? Only time will tell.
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“Where sustainability issues are relevant to valuation, the valuer must gather
and assess adequate information, to be taken into account in the valuation report,
L.e. as aspects falling within the normal structure of the report”

Regulation may play a very important role, insofar as any
restrictions on rental or use of property which does not
meet particular specifications may also have a negative
influence on values. An approach previously limited to
the habitability of the property or the provision of basic
services is now to be extended to energy efficiency and
may yet be developed more widely. When markets move
towards placing more value on sustainability, whether in
respect of energy alone or a wide range of issues, this will
be relevant for assessing market value.

Furthermore, as legislation, market sentiment and possibly
taxation give ever greater weight to sustainability issues,
the cost of bringing many existing buildings or construction
projects up to standard becomes more relevant to valuation.

All existing valuation methods are adequate for valuing sus-
tainable buildingsand new ones are not needed. Comparable
transactions offer the best proof of market willingness to
pay for certain characteristics of buildings. When relevant
factors have already been identified and assessed, they

can be taken into account in valuations in the same way as
any other specific factors.

Where sustainability issues are relevant to valuation, the
valuer must gather and assess adequate information, to be
taken into account in the valuation report, i.e. as aspects
falling within the normal structure of the report. Taken
together, the diversity of properties and constantly evolving
nature of sustainability show that no general check-list can
be exhaustive but, depending on the property, it may be
relevant to consider some or all of the points on the following
non-exhaustive list:

» Construction materials:

» Any contamination of the property, as in the case of in-
dustrial land for building;

Risks of natural disasters, such as floods, earthquakes
or avalanches;

» Compliance with the relevant construction standards;
» Insulation and associated features, such as sources of

heat or types of windows and quality in terms of dura-
bility and construction standards;

Nature and complexity of building services;

Age and quality (efficiency) of the building’ s heating,
cooling and other equipment and, as such, the viability
of maintenance or replacement of specific components;

Energy efficiency, rating and recommended measures
for improving the building, sources of renewable energy
and energy needs;

Relevant certificates or ratings other than EPCs
(BREEAM, LEED, etc.);

Water efficiency, especially in places with scarce water
resources, use of wastewater, water recycling, rainwater
harvesting, etc.
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The progressive change from climate and environment-related political pressure is increasingly relevant for decisions on the use and
value of property. Market prospects will reflect these factors if buyers and renters deem them relevant, whether in response to physical
facts, intuition, legislation or taxation. Property management and the respective cost structures will move to take account of these issues,
perhaps especially because the life cycle cost may very often mean making the best possible use of existing buildings, renovating them to
meet those needs, rather than replacing them with new buildings. Fundamentally, the market will continue to consider the usefulness of a
property for its potential users, so that these issues will be taken into account together with the practical adaptability and flexibility of the
space and facilities the building offers. Valuers have the task of understanding and interpreting these issues, applying their professional
discernment to the available evidence to find the value of a property at a particular time, so that the client can take informed decisions.
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Luis do Carmo Benedito REV is CEO of Benege (engineering and valuation services), Vice President of ASAVAL,

the Association of Valuation Companies and Valuers of Portugal, and Member of the European Valuation Standards Board.
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aluers,

een Deal’ means
ore and better deals

The European Green Deal’s transformation of the building stock is an historical

opportunity for valuers to embrace change and offer their clients a high-growth,
high-value new service: energy renovation diagnostics. Tania Frank explains how.

EV] What led you to undertake energy renovation
diagnostic activity?

TF Given that it has some of the most restrictive regulation in Europe’together with
generous subsidies and loans?, France ought to be at the forefront of the energy
transition. And yet the market is only moving slowly as there is no real awareness.

ltwas EVS 2020 thatinspired me to incorporate energy efficiency into my valuation
reports; until then this had not had a significant impact on my estimate of the
market value. | increasingly noticed that the buildings | assessed consumed a
huge amount of energy unnecessarily, like huge colanders, and would, by 2030,
suffer significant reductions in value. This led me to offer my clients an addi-
tional service, separate from valuation, namely an energy renovation diagnostic
covering water, electricity, gas, consumables and waste.

The aim of the diagnostic is, above all, to identify energy consumption and to
highlight waste and leaks and thus make clients aware of the importance of con-
trolling these outflows to achieve significant savings and maintain the value of
the property. Armed with this information, clients can begin the energy transition
of their buildings.

What does the audit consist of ?
The audit | offer my clients relates to office or retail and includes:

» A 360° overview of the building: actual operating areas and usage, types of
consumption, equipment used, etc;

» |dentification of the various sources of energy consumption with proposals
for savings and optimisation;

» Proposed easy actions generating quick gains;
» Assistance in defining a customised action plan.

''Specifically, the requirement to carry out a property diagnosis for selling a home, in the form of a technical diagnostic file (DDT), including an energy perfor-
mance certificate (EPC, enforceable against the tenant, who can go back to the landlord to demand that the property be renovated) and the requirement to

display a price range of the home’s annual consumption; a home classified as G+ is deemed energy-indecent and rental is prohibited in its current state.
2 MaPrimeRénov’: financial assistance for works aimed to reduce energy consumption, VAT rate reduced to 5.5% for these works; assistance with the supply

of energy; eco-PTZ (interest-free loan to finance energy-saving works up to an amount of €50,000)

VvV 16
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How have you sold this to clients?
Via the valuation report. That's the beauty of the thing.

As a starting point for any real estate valuation, clients must provide the necessary doc-
umentation for the task to be successfully carried out, such as the technical diagnostic
file, the EPC and, since 2022, the annual certificate required by the Tertiary Decree.
Indeed, for any commercial building, whether public or private, with an operating area
of over 1,000 m?% the owner or occupant must make an annual consumption declaration
on the OPERAT (Observatory of Energy Performance, Renovation and Tertiary Actions)
website of the ADEME (Environment and Energy Management Agency) and obtain a rating.
Starting from a reference year chosen by the owner, the building's energy consumption
must gradually decrease until 2030, the control year, reaching a total reduction of 40%
compared with the reference year.

As a result, since 2022, since the Tertiary Decree, a huge number of the questions l've
been asked during my real estate valuations relates to the certificate of energy consump-
tion monitoring and its consequences, and specifically whether the property retains its
market value. Most of my clients obtained their certificate via external bodies at the end
of 2022, issued without any explanation or help in drawing up an action plan to achieve
the Tertiary Decree’s objective. | quickly realised there was a clear need for support and
that the energy diagnostic was going to become a priority for these clients. The sharp
increase in energy costs added momentum.

In practice, how does this work? Are the valuation report and
the energy renovation diagnostic necessarily done in tandem

and in a specific sequence?

There can of course be a valuation without a diag-
nostic, but no diagnostic without valuation because
the diagnostic is intrinsically linked to the valuation -
feeds off of it, as it were - which, by the way, makes it
difficult for standard energy consultants to compete.

The valuation report is the first stage. Based on the
valuation, the property can be defined and positioned
in the real estate market, taking into account its
energy performance. Once the value of the property
has been determined, it is easier to identify and pri-
oritise the actions to be taken to ensure its energy
efficiency and its value.

“There can of course
be avaluation
without a diagnostic
but no diagnostic
without valuation ”

The second stage, enabled by the Tertiary Decree, is the energy diagnostic. By carrying
out a more in-depth technical study of the building, a customised diagnostic can be
created, with clear and rapid courses of action.

Armed with these two expert reports, clients can start the energy renovation and become
part of the energy transition, while at the same time increasing the value of their property
for the future.
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How did you acquire the necessary knowledge
and expertise?

A civil engineer by training, | worked in the Bouygues Construction
Group for over a decade before studying real estate valuation at ICH
(Institute of Law and Economics applied to Real Estate), Paris. After
that, | set up as a freelance real estate valuer and have been at it for
over 20 years now. Thanks to my studies, the technical factors of
the buildings | assess have always weighed heavily in my analysis,
and the opinions | give my clients on these issues have been much
appreciated.

In November 2022, | took part in a Round Table discussion on the
energy renovation of buildings organised by BPI France (Banque
Publique d’Investissement), during which | discovered the Climate
Plan (the Climate and Resilience Law, 2021). Inmediately attracted by
the subject, | followed e-learning modules offered by the BPI France
University and the Schneider Electric University to better understand
and handle the processes of energy renovation of buildings. The
ADEME and CEMERA (French public body supervised by the Ministry
of Ecology Transition) websites have also been a great help to me on
a daily basis.

How have your qualifications and experience in
real estate valuation helped you in learning about
energy diagnostics?

As part of my work as a valuer, | often notice during building inspec-
tions that maintenance is neglected, the budget allocated to main-
tenance works is too low, and that, over the years, the property as a
whole quickly becomes outdated, and then finally “drops out of the
market”, i.e. it no longer corresponds to occupiers’ needs, the new way
of working or the market standard. Consequently, its value is affected.

In my valuationreports, | therefore suggest to my clients that they plan
work on the building envelope, optimise the operating areas, change
certain equipment (such as heating or lighting) and thus increase
the comfort of the occupants, while keeping within moderate costs.
The energy diagnostic is the next step, and the one that helps my
clients in their energy transition.

My training in energy renovation, reinforced by my engineering skills,
enables me to have an in-depth technical knowledge of the building,
both in terms of its operation and regulation, and its energy diagnos-
tics and environment. The energy-saving solutions and action plan,
which are drawn up in close cooperation with the head of operations
and/or the manager, along with our numerous discussions, contribute
to my continuous learning and enrich and hone my audit knowledge.

Do you think this new professional opportunity is
feasible for valuers who are not civil engineers?
What advice would you give to such people?

To be a civil engineer is ideal, but it's not the only option.
There are other ways for valuers to gain the knowledge and skills to
do this. The problem is that very few do, and that is actually a major
drag on the whole renovation process. And yet, a lot of things are not
rocket science. For instance, it's all very well to know that there are
subsidies for different kinds of energy efficient renovation works or
solar installation, but you need to have an understanding of these
materials and their costs.

In France it's not always easy for valuers to get the requisite education
and training. Our professional associations could help with this.

Of course, a valuer could theoretically subcontract the unmastered
technical parts, but that would be a profit-kill.

How profitable is this activity relative to valuation?
| earn twice as much per hour, and the clients don't blink.

What would you say to a non-French reader who might
think “Does this kind of service have as much scope for
take-up in a country like mine that doesn’t have such
coercive energy regulation?”

If your country is EU or candidate EU, don't worry; it's around the corner.
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“Iearn twice as much per hour, and the clients don’t blink.”

Tania Frank REV Ingénieur BTP (Civil Engineer)is a real estate valuer practising in Eastern France and Member

of the TEGOVA Recognition Committee, auditing REV-awarding TEGOVA member associations.
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Directive (EU) 2023/1791 on Energy
Efficiency - Tipping point for the
renovation of public buildings

20.9.2023 Iris Oifigitiil an Aontais Eorpaigh L 231/1

he European Green Deal contains several pieces of building-relevant legislation
but only two are game-changers: the Energy Performance of Buildings Directive
(Griomhartsvsctac) (EPBD) and this, the Energy Efficiency Directive (EED).
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TREORACHA The EED is the first to emerge from the legislative pipeline. Months after final
agreement by the Council of Ministers and the European Parliament, the final text
TREOIR (AE) 2023(1791 6 PHARLAIMINT NA hEORPA AGUS ON gCOMHAIRLE has been produced in the 24 official languages of the EU and each language version
o 1 i ot 2022 has been reviewed by the European Commission's legal linguists. It was published in
maidir le héifeachtalacht fuinnimh agus lena leasaitear Rialachdn (AE) 2023/955 (athmhiinli) as bee eviewe y erctu Opea 0 sslons ega gu StS. as pu she

(Téacs atd dbhartha maidi e LEE) the Official Journal of the European Union on 20 September 2023 and entered into
force on the twentieth day after that. The deadline for transposition into national law
of most articles including all those relevant to buildings is 11 October 2025.

#04

TA PARLAIMINT NA hEORPA AGUS COMHAIRLE AN AONTAIS EORPAIGH,

Ag féachaint don Chonradh ar Fheidhmit an Aontais Eorpaigh, agus go hdirithe Airteagal 194(2) de,

o e Unlike the EPBD, this directive is not exclusive to buildings; other sectors like transport
Tar és d6ibh an dréachtghniomb reachtach a chur chuig na paraiminti néisdnt, are covered. Animportant aspect is the new horizontal EU energy efficiency target:
i lom i S e Pt e Sl o e 1) “Member States shall collectively ensure a reduction of energy consumption of at
Ag féachaint don tuairim 6 Choste na Réigicn (), least 11,7% in 2030 compared to the projections of the 2020 EU Reference Scenario”
Ag gniomht déibh i gcomhréir leis an ngnéthnés imeachta reachtach (), ( Art. 4( | ) )

De bharr an mhéid seo a leanas:

The game-changer for real estate and valuation is that “... each Member State shall
(1)  Rinneadh Treoir 2012/27/AE 6 Pharlaimint na hEorpa agus 6n gComhairle (‘) a leasi go suntasach roinnt or se
uaireanta (°). Os rud é go bhfuil tuilleadh leasuithe le pdéan%lmh uir%hi, ba cheart an Treoirgsin a athmhinli ar ensure that at least 3% Of the tota’ floor area Of heated andlor coo,ed bu,’dlngs that

mbhaithe le soiléireacht.

(2) Sa teac.htaireacht uaidh an 17 Medn Fémhair 2020 dar tei,deal Stepping up Europe’s 203(}).climate ambition — Investing are OwnEd by p Ub’,c bOd,eS IS renova ted eUCh y ear to be tranSformed ,nto at ’eaSt
Inthestt 1 deshchat neiidneodach chon Teve o Sbobat] on Flein ath Spion Ao deh, mbc an- Comin nearly zero-energy buildings or zero-emission buildings" (Art. 6(1), par. 1).

uaillmhian aerdide an Aontais a ardd trid an sprioc astafochtaf gds ceaptha teasa a mhéadt go 55 % ar a laghad faoi
bhun leibhéil 1990 faoi 2030. Is méadii suntasach € sin i gcompardid leis an sprioc atd ann cheana maidir le laghda
40 %. Leis an togra comhlionadh an gealltanas a tugadh sa Teachtaireacht 6n gCoimisitin an 11 Nollaig 2019 dar
teideal The European Green Deal [an Comhaontt Glas don Eoraip] plean cuimsitheach a chur chun tosaigh chun
sprioc an Aontais do 2030 a mhéadii i dtreo 55 % ar bhealach freagrach. T4 sé i gcomhréir freisin le cuspdiri
Chomhaontt Phéras a glacadh an 12 Nollaig 2015 faoi Chreat-Choinbhinsitin na Ndisiin Aontaithe ar an Athrd
Aeréide (‘Comhaontt Phdras’) an méadi ar theocht an domhain a choinnedil go moér faoi bhun 2 °C agus iarrachtai
a dhéanamh teorainn 1,5°C a chur leis an méada teochta.

10 C 152, 6.4.2022, Ich. 134.

10 C 301, 5.8.2022, Ich. 139.

Seasamh 6 Pharlaimint na hEorpa an 11 Itil 2023 (ndr foilsiodh f6s san Iris Oifigitil) agus cinneadh 6n gComhairle an 25 Ttil 2023.
Treoir 2012/27/AE 6 Pharlaimint na hEorpa agus 6n gComhairle an 25 Deireadh Fémhair 2012 maidir le héifeachtilacht fuinnimh,
lena leasaitear Treoracha 2009/125/CE agus 2010/30/AE agus lena n-aisghairtear Treoracha 2004/8/CE agus 2006/32/CE (IO L 315,

N e T ""at least nearly zero-energy buildings” and “or zero-emission buildings” are window dressing;

the only binding obligation is to nearly-zero. European Valuer » Issue n°31 » November 2023 ‘ 20
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https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=OJ:L:2023:231:TOC
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=OJ:L:2023:231:TOC

The 3% annual renovation obligation has existed since the original directive of 2012, but the
game-changers are that:

» |t used to apply only to central government buildings and now applies to buildings at all levels
of government (central, regional, municipal).

» Inthe original directive, the obligation was only to renovate to the minimum energy performance
requirements of the EPBD whereas now it is to nearly-zero energy building level.

» The original directive didn't cover privately owned buildings rented out to by public bodies.
Now “Where public bodies occupy a building that they do not own, they shall negotiate with the owner,
in particular when reaching a trigger point such as the renewal of rental, change of use, significant
repair or maintenance work, with the aim of establishing contractual clauses for the building to
become at least a nearly zero-energy building or zero-emission building.” (Art. 6(1), par. 4).

NB: The public buildings that are not part of the 3% yearly renovation cull do not get off scot-free.
They have to conform to the existing EPBD’s energy performance requirements triggered by major
renovations and also to the coming EPBD’s minimum energy performance standards requiring
renovation of whole segments of the building stock - private and public - to higher EPC classes by
certain dates (the tightest EPBD deadlines are for public buildings).

2There is a change vis-a-vis the political agreement between Council and Parliament that seems like far more than a le-
gal-linguistic toilettage. The text of the political agreement ended with “which may be followed, if appropriate, by a legisla-
tive proposal’. Now it's “accompanied, where appropriate, by legislative proposals”. One understands the concern of the legal
linguists - a piece of EU law is not supposed to contain a vague statement about something that might happen in the future
independently of the Directive. The practical difference, however, is that the time pressure on the Commission is far greater;
now it has to produce both the report and any legislative proposal within six months.

A potentially historic breakthrough if it comes to fruition is the first ever provision in EU law for
significant EU funding for building renovation:

“The Commission shall evaluate whether an energy efficiency mechanism at Union level,
with the objective of providing a Union guarantee, technical assistance and associat-
ed grants to enable the implementation of financial instruments, and financing and
support schemes at national level, could support in a cost-effective way the achieve-
ment of the Union energy efficiency and climate targets, and, if appropriate, propose
the establishment of such a mechanism.

To that end, the Commission shall submit by 30 March 2024 a report to the European
Parliament and to the Council, accompanied, where appropriate, by legislative
proposals.? (Art. 30(16))

Energy efficiency first principle (for public and private projects)

“... Member States shall ensure that energy efficiency solutions, including demand-side resources
and system flexibilities, are assessed in the planning, policy and major investment decisions of a
value of more than EUR 100 000 000 each... relating to... buildings..." (Art. 3(1(b))

Such an assessment obligation is doubtless easy enough to bear for a €100 million+ property
development project.
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Proposal for a Directive on
Energy Taxation - The predictable
Green Deal casualty

EBPOMEWCKA
KOMMEHZ he scope of the Proposal for a Council' Directive restructuring the By the end of last year, the Czech Presidency had actually done good work
Union framework for the taxation of energy products and electricity on compromises most member states could live with (see Presidency
COM(aT 363 Tl is described on the next page. Briefly, this recast of the 2003 Directiveare  Note, in particular section 9, p. 4), but that's not good enough when every
) described in the box on the next page. Briefly, the recast would reverse the  government has a veto. Meanwhile, the Swedish and Spanish Presidencies
current tax system by applying the lowest tax rate to electricity, biofuels  seem to have put it on the backburner despite the fact that no one in civil LO
and renewable fuels and the highest rate to fossil fuels and would clamp  society seems to have a problem with it, not even the fuel industry which (:tjt
Hpeone s down on fossil fuel tax exemptions and reductions. sees it as a good incentive for renewable fuels.
JUPEKTUBA HA CBBETA

OTHOCHO MPeCTPYKTYPHPAHETO HA NMpaBHAaTa paMka Ha ChbI03a 32 JaHbYHO 00J1araHe Ha
eHepPruiiHNTe NPOAYKTH H eJIeKTPOeHePrusTa
(mpepadoTeH TeKCT)

(TexcT ot 3HaveHue 3a EWIT)

{SEC(2021) 663 final} - {SWD(2021) 640 final} - {SWD(2021) 641 final} -
{SWD(2021) 642 final}

BG BG

/

The Proposalisinserious trouble. There are reports of ‘Green Deal fatigue
in both Council and Parliament, but the main obstacle is unanimity voting
on tax matters. The EU has recently demonstrated that it can do great
things by unanimity, but only when plague or war is at the door. Climate
change is just as existential, but the difference is that the fate of the
Green Deal doesn't hang on this Directive, and all the essential legislation
is being agreed by qualified majority voting (QMV2). The proof that the
voting procedure is the decisive factor here is that extension of the EU
Emissions Trading System to buildings and transport was just as tough on
consumers as this Directive's tax shift would be, but it got through anyway
thanks to QMV°.

"Council Directive’ and not ‘Directive of the European Parliament and of the Council’ because on tax

It is now almost certain that the file won't progress in time to benefit from
the Green Deal impetus and will likely take years or even be shelved as was
the case with the previous attempt at amending this 20-year-old Directive.

matters Parliament can issue an Opinion but has no power to amend the Commission Proposal and negotiate with Council

2 A qualified majority is reached if two conditions are simultaneously met:
- 55% of member states vote in favour - in practice this means 15 out of 27

-the proposal is supported by member states representing at least 65% of the total EU population.

SIn practice, Council usually ends up deciding by consensus, but only thanks to the threat of QMV.

European Valuer » Issue n®31 » November 2023
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https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52021PC0563
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52021PC0563
https://data.consilium.europa.eu/doc/document/ST-14736-2022-INIT/en/pdf
https://data.consilium.europa.eu/doc/document/ST-14736-2022-INIT/en/pdf

This Proposal is part of the European Green Deal legislative package, and its main purpose is to
reverse the impact of the existing Directive which actually favours fossil fuels. The new Directive
would achieve this by:

» setting higher rates for fossil fuels and lower rates for renewables products;

» reviewing the possibility of tax reductions and exemptions which currently lower the taxation
of fossil fuels.

These objectives are to be achieved by:

» switching from volume to energy content-based taxation;
» eliminating incentives for fossil fuel use; and

» introducing a ranking of rates according to their environmental performance.
From highest to lowest:

~ The highest rate applies to conventional fossil fuels, such as gas oil and petrol.

~ The next category of rates applies to fuels that are fossil based but are less harmful
and still have some potential to contribute to decarbonisation in the short and
medium term. %3 of the reference rate applies for example to natural gas, LPG and
hydrogen of fossil origin for a transitional period of 10 years. Thereafter this rate
will increase to the full reference rate.

~ The next category is that of sustainable but not advanced biofuels. To reflect their
contribution to decarbonisation, /2 of the reference rate applies.

~ The lowest rate applies to electricity, regardless of its use, advanced biofuels,
bioliquids, biogases and hydrogen of renewable origin. The rate applicable to this
group is set significantly below the reference rate as electricity and these fuels can
drive the EU's clean energy transition.

In some sectors, mainly in those that may currently benefit from total exemptions including
heating fuels for non-vulnerable households, transition periods will apply to mitigate the economic
and social costs of introducing taxation.

The proposal also introduces the possibility to exempt vulnerable households from taxation of
heating fuels for a period of maximum ten years.

Note that:

‘vulnerable households’ shall mean households significantly affected by the impacts of this
Directive which, for the purpose of this Directive, means that they are below the ‘at risk of poverty’
threshold, defined as 60% of the national median equivalised disposable income. (Art. 17(c),
subparagraph 3)

The Impact Assessment states the obvious that the impact will be felt most in member states
with low effective® tax rates on households (the lower income member states + Belgium).

“taking account of reductions and exemptions

European Valuer » Issue n®31 » November 2023
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Proposal for a Directive on Soil
Monitoring and Resilience -
Beginning of the end of valuation reports’
contaminated site disclaimers?

m EUROPEAN
COMMISSION
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: . . his is very likely the last piece of property-relevant Green Deal legisla-
COM(203) 416 final In Europe, the identification and tion. It fills an important EU policy gap as there is no soil equivalent to
202300232 (COD) risk assessment of contaminated the dedicated air and water legislation

sitesis such a rare, time-cgnsuming The Directive lays down what is healthy and unhealthy soil and requires the

authorities to identify the unhealthy areas in each soil district and inform

#00

Proposal for a

DIRECTIVEZF_IT;EiUlTOPEiPITHAZET;AiD?FEHE)COUNCIL and SpeCIahSt enterprlse that thelr the public. Member states have to define sustainable soil management
- 1}_{:WD(2023)W 1}_{SWD(20;41” . only place in Valuation reports and regeneration practices for gradual implementation, presumably by the
(SWD(2023) 418 final} - {SWD(2023) 423 final} . . . . owners. Land take? is to be avoided, reduced and compensated “as much
is usually in the disclaimer. as possible”.
In the long rurn, this Directive The Directive's provisions - in particular on registers of contaminated and
e potentially contaminated sites and on a soil health certificate - may make
mlght Cha’nge tha’t it feasible to cover site contamination in valuation reports:

EN EN

"Even though a vast amount of EU law already impacts soil: agricultural legislation, Natura 2000, river basin management, drought management, the Proposal for a Nature

Restoration Requlation that right wing parties in Parliament tried and failed to kill this summer, natural habitat conservation, nitrate pollution policy, water and flood risk o

policy, GHG emission from land use policy, etc. European Valuer » Issue n-3l » November 2023 ‘ 24
2"the conversion of natural and semi-natural land into artificial land” (Art. 3(17))


https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52023PC0416
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52023PC0416

“The Directive’s provisions —in particular on registers of contaminated and potentially
contaminated sites and on a soil health certificate — may make it feasible to cover site
contamination in valuation reports”

. Regulation of contaminated sites

Identification: “"Member States shall systematically and actively identify all sites where a soil contamina-
tionis suspected based on evidence collected through all available means (‘potentially contaminated sites').”
(Art. 13(1)). Paragraph 2 contains a list of priority risky operating activities defined in other Directives.

Investigation: All potentially contaminated sites identified must be subject to soil investigation (Art.
14(7)). Member states must lay down rules on the deadline, content, form and the prioritisation of the soil
investigations (Art. 14(2)). Member states must also establish specific events that trigger an investigation
before the deadline (Art. 14(3)). Recital 45 states that “Such triggering events may include the request or
review of an environmental or building permit or an authorisation required pursuant to Union legislation
or national legislation, soil excavation activities, land use changes or land or real estate transactions.”.

Risk assessment: Member states must lay down a methodology for determining the site-specific risks
of contaminated sites based on phases and requirements in Annex VI (Art. 15(1)).

Management: On the basis of the outcome of the risk assessment, the authority must take measures
to bring the risk to an acceptable level (Art. 15(4)). Annex V contains an indicative list of measures.

Registration: The authorities must draw up a register of contaminated and potentially contaminated
sites (Art. 16(1)) containing the information set out in Annex VII (Art. 16(2)). The Directive would give the
European Commission power to establish the format of the register (Art. 16(5)).

2. The soil health certificate

A Proposal for an EU Directive is preceded by an Impact Assessment (IA) drafted by consultants. The |A
lays down a series of four or five policy options by order of increasingly heavy obligations on member
states and citizens. When the consultants got to the stage of weighing all the options, they discarded
the soil health certificate because, inter alia (in their words):

» Competent authorities don't have the resources to set up a well-functioning certification system,
leading to delays or ineffective systems(e.g. long waiting times to obtain certificates, lack of informa-
tion on the processes to follow when someone seeks to sell a property, etc.) Sounds like they studied
the history of the Energy Performance of Buildings Directive’s energy performance certificates (EPCs).

» Not enough laboratories able to get an accreditation to perform the tests, leading to high costs /
backlogs.

» The voluntary nature of the system may affect its uptake. In cases where landowners know the soil
is contaminated, they may just decide not to obtain a certificate and tell prospective buyers that the
test was not undertaken and give a plausible explanation as to why this was not the case.

IA, Part 3/5, pp. 496-497, screen pp. 332-333)

Plus:

“... The largest administrative burdens would fall on Member States who would incur several costs,

including: designing and developing the policy framework (content of certificate, format, etc.); setting up
and managing a database containing information needed for the Certificate to function (IT development,
logistics to log all data onto the platform, ongoing maintenance costs); and reporting costs ...” (1A, Part
3/5, p. 635, par. 2, screen p. 471)

European Valuer » Issue n®31 » November 2023
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And yet, the Commission overrode the IA and put this in the Proposal for a Directive anyway:

“Member States shall set up a mechanism for a voluntary soil health certification for land owners and
managers pursuant to the conditions in paragraph 2° of this Article.

The Commission may adopt implementing acts to harmonise the format of soil health certification.”

(Article 9(5))

The Council of Ministers and the European Parliament may kill the soil health certificate when they amend
the European Commission’s Proposal because of the high administrative effort and cost, all for a certif-
icate that owners would be under no obligation to obtain and pay for. Nor are they likely to contemplate
‘making it worthwhile’ by making the certificate mandatory, creating a new burden for owners at the very
same time as an explosion in building renovation requirements founded on a vast expansion of EPCs.

Which doesn't mean that soil health certificates aren't potentially worthwhile:

“In Belgium, more than 1,600 sites contaminated with Mercury were identified as a result of its
stringent contamination laws which mandate soil investigation for all potentially polluting risk
activities before the land can be sold. By comparison, other Member States claim to have no
sites contaminated with Mercury. Reporting this example, the SWD* of the Soil Strategy states
that there is no reason to believe that Belgium is “dirtier”, which suggests that contamination
is underreported - rather than inexistent - in other countries, and at the same time highlights
the role of the soil certification system in identifying contaminated sites.” (IA, Part 3/5, bottom
p. 494, screen p. 330)

S The paragraph setting out what is and is not healthy soil
“[Commission] Staff Working Document covering the IA for the “EU Soil Strategy to 2030” that preceded this Proposal for a Directive

The Soil Monitoring Law in a nutshell

Under the Proposal for a Directive, member states would have to:

» Monitor and assess soil health

» Define sustainable soil management and regeneration practices.
The Directives inference is that implementation of the practices will fall to
the landowners and managers.

» |dentify and investigate potentially contaminated sites and establish
specific events that trigger an investigation. Two of the suggested triggers
are requests or reviews of building permits and land or real estate transactions.

» Assess the risk of the contaminated sites
» Take measures to bring the risk to an acceptable level
» Register the contaminated sites, and

» Set up amechanism for a voluntary soil health certification for landown-
ers and managers

European Valuer » Issue n®31 » November 2023

N

26

o0
a
o p—{
—
@)
=)
o p—{
a
=
|
o r=—{
@)
0p)]
a
@)
o0}
>
.4:1
O
o0}
—
o=
A
4+
—
2
|
av]
wn
@)
Q,
o
—
aW

#00







[ -y

dNOY9vIDgy 9

Samo Javornik

Key customer risk

Marko Ploj

A company that generates most of its revenue from one or
a few customers represents more risk than a company
that generates its revenue from several more customers
providing it with a diversified source of income. If acompany
is dependent on one or a few customers, the value of its
potential future revenue may be subject to risk, sensitivity
and uncertainty. The loss of a key customer may render the
company’s business unprofitable and jeopardise its viability,
thereby calling into question one of the key assumptions of
the valuation, i.e. the going concern assumption.

High customer concentration increases risk for owners,
while creating risk for potential investors, who assess
their investments in proportion to the risk posed by the
company’s expected cash flows - risk that companies
with an adequately diversified customer portfolio do not
have. Companies dependent on a key customer are often
subject to lower transaction values than would otherwise
be expected, as investors typically include this additional
risk in their valuation. They may do this by applying a higher
required discount rate, a lower forecast of future cash
flows, a lower expected growth rate, lower market valuation
multiples or any combination thereof.

SEOID anies dependent on a key customer are often subject to lower
teamsaction values than would otherwise be expected, as investors
PUpically include this additional risk in their valuation.”

"European Business Valuation Standards, 1 edition, 2020, TEGOVA.

This raises the question of how best to account for key
customer risk in the valuation process.

In valuation practice, key customer risk is most often taken
into account in the discount rate with a premium for the
company’s specific risks (unsystematic risk). As there are
no empirical studies quantifying the level of the premium,
valuers set them arbitrarily. This arbitrariness exposes
these value assessments to a high risk of subjectivity in
the valuation procedures.

According to the guidelines set out in the European Business
Valuation Standards' (hereafter EBVS), section EBVGN 2 -
Discount Rates in the Discounted Cash Flow Method:

a. Ingeneral, the discount rate reflects the time value
of money and the risk of the returns on the specific
investment. The higher the risk of investment, the
higher the expected return (EBVGN 2, point 1.2);

b. Selection of the appropriate inputs for the discount
rate will depend on the basis of value defined in
the terms of engagement. If the valuer needs to
estimate the Market Value of the business, the
discount rate should be based on market inputs
and reflect a market participant’s view on different
types of risk. In estimating the investment value
of the business, the discount rate will reflect the
specific rate of return expected by the particular
investor (EBVGN 2, point 3.3.);
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c. Since the projection of future cash flows always includes a

certain level of uncertainty in terms of amount, growth, timing,
etc., the valuer must exercise judgement on whether to reflect
the risks in the projected cash flows and therefore to not include
the specific company risks in the discount rate, or alternatively
to express the additional risk by adjusting the market-based
discount rate (EBVGN 2, paragraph 3.5);

. The projected cash flows are normally considered to be less
risky if they are contractually based or projected as the most
likely cash flow. Alternately, it is possible to reflect various levels
of uncertainty by projecting different future scenarios and then
deriving probability-weighted cash flows. The valuer should
determine an appropriate discount rate and make adjustments
for additional risks or uncertainty if necessary, depending on
the type of projected cash flow used in applying the DCF method
in business valuation (EBVGN 2, point 3.6);

. In addition to the size risk, it may be appropriate to incorpo-
rate in the specific risk other particular business risk factors,
if they are not already captured by cash flow projections or by
a discount for lack of marketability (see EBVGN 1). The valuer
should be careful to avoid double counting, e.g. if some un-
certainty factors are already included in the projections, they
should not be included as additional specific risk components
in the discount rate. Also, if some assumptions used for projec-
tions are more optimistic from the market participant’s view and
not tested through multiple scenarios, such investment specific
factors may be captured in a higher discount rate. Examples
are higher growth, profitability, dominance of one or a limited
number of customers or suppliers, etc. (EBVGN 2, point 4.6.4.).

In addition to following these guidelines, the valuer must:

a. document the method used to determine the discount rate and
provide evidence to support its use;

b. provide evidence forthe derivation of the discount rate, including
identification of the relevant inputs and the support for their
derivation, or a source.

Although professional guidelines allow for the inclusion of specific risk
premiums in the discount rate itself and require that the additional
risk must be explained and professionally justified, when assessing key
customer risk, valuers most often choose to apply a set premium. This set
premium is added to the estimated discount rate. This implicitly assumes
that this dependence will remain the same throughout the period of dis-
counting net cash flows (in theory, this means in perpetuity). In business
practice, such cases are rare. Over time, most companies can reduce
thisrisk to alevel that is specific to the sector in which they operate. We
therefore consider that applying a set premium to the discount rate over
the entire projection period is a less appropriate approach, as it is the-
oretically inadequate and overly subjective in the absence of empirical
research. We believe that each case should be examined on its own
merits in order to find the most appropriate solution.

In so doing, it is important that the valuer identify the extent of the key
customer risk, the potential mitigation options and the time required to
mitigate such risk, incorporating all these elements into the valuation by
adjusting the net cash flows, the discount rate or a combination thereof.
This should be done inalogical, traceable and measurable way. In doing
so, the valuer must pay particular attention to the analysis of factors
such as:

» the extent to which the company is dependent on a key customer;

» interdependence, that is, the key customer’s potential dependence
on the company being assessed (i.e. its ability to substitute suppliers);

» theexistence of long-term contracts with the customer and the extent
of the business relationship (duration of the ongoing relationship,
expected duration of the existing contract, assessment of the like-
lihood of early termination, termination conditions, penalties, etc.);

» the likelihood of contract renewal (reasons for and against);

» the ability to reduce dependency on the key customer (during and
after the contract);

» the time it will take to reduce dependency to the average level for
the sector, etc.

The valuer may divide an accurate business forecast into two or more
periods. Below, we present two possible approaches that may be used
for either a two-phase or a three-phase model.

“... applying a set premium to the discount rate over

the entire projection period is a less appropriate approach,
as it is theoretically inadequate and overly subjective

in the absence of empirical research.”
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Practical example

More than 80% of the company’s revenue depends on the contract with
the key customer. The company has been working with this customer
foralongtime. So far, there has been no indication that the customer
intends to terminate the contract, but there is a possibility that it may
do so after the expiry of the current contract. The existing contract
has a limited duration. At the end of the contract, the contract will
have to be renewed. Therefore, there is a risk that the customer will
not renew the contract and will look for another service provider or
supplier. This exposes the company to the risk of a significant drop
in revenues after the end of the contract, which would jeopardise its
continued existence.

Possible approaches

The cash flow projection period can be divided into two periods:
It period - the duration of the existing contract,
2" period - the period after the end of the contract.

For the first period, the valuer assesses the risk of termination of
the existing contract and the time within which the customer could
terminate the contract. In practice, the risk of termination of an
existing contract is relatively low. It usually happens when there are
major negative changes in the market or in the sector (e.g., a severe
recession, the COVID pandemic, etc.); these are difficult to forecast,
so we rarely choose to make such estimates.

For the second period, the valuer assesses the likelihood that

the customer will not renew the contract and assesses the viability
of the business in the event of a loss of the customer.

There are two possible scenarios for the second period.

Scenario 1. If the company cannot survive without the contract, one
possible solution is to estimate its liquidation value at the expiry date
of the contractand discount it on the valuation date using the discount
rate applied over the duration of the contract. It would make no sense
to projectirreversible negative cash flows, as a rational owner would
simply liquidate the company in the event of the non-renewal of
the contract.

Scenario 2. If the company is able to survive the necessary adjust-
ment period and reduce its dependence to the average for the sector
through appropriate restructuring, a multi-stage valuation model
may be applied. Below, we present a two- or three-step model as two
possible approaches.

Several different situations are possible. Let's highlight three:

1. The company is able to eliminate the dependency during the
termof the contract. Inthis case, conventional valuation models
may be applied, adjusting for the specifics of the situation.

2. The company is able to eliminate the dependency after the
expiry of the existing contract, with an unpredictable adjust-
ment period. In this case, a two-step valuation model (or an
adapted conventional model) may be applied.

3. The company is able to eliminate the dependency after the
expiry of the existing contract, with a predictable adjust-
ment period. In this case, a three-step valuation model may
be applied.

Ad 2) Two-step model - dependency can be eliminated after the expiry
of the existing contract, with an unpredictable adjustment period.

In such cases, the value assessment can be carried out as follows:

V = VF1 + VF2

V., = value of the company during the life of the contract fromt to t +x
V., = Post-contract value = Residual

Residual =

SCENARIQ, oscr % probability of realisation + SCENARIO

*% probability of realisation

NO CONTRACT

Where:

V =value of the company
t = valuation date
t+x = duration of the existing contract

ResidualX = estimate of the residual as of the termination of the
contract

SCENARIOCONTRACT = scenario in which the contract is not terminated

during the assessment period

SCENARIONOCONTRACT = scenario in which the contract is terminated

upon its expiry

The no-contract scenario may include an estimate of the liquidation
value (if the going concern assumption is no longer met), projected
cash flows - taking into account the ‘no-contract’ assumption, or a
weighted combination of the two. There are therefore several possible
approaches.
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Estimating the discount rate

If the valuer concludes, based on an in-depth analysis, that the probability of early termination during
the duration of the contract is very low (as in most cases), he/she may apply the conventional estimated
discount rate (without a specific risk premium) in the first period?.

In the second period, he/she may apply a higher risk-adjusted discount rate to the scenario with business
resuming from date t + x, thereby estimating the residual value at date t + x.

The question arises of how to determine the discount rate in the scenario in which the company continues
to operate after the termination of the contract. One possible approach is to determine this discount
rate using the synthetic rating method, by estimating the interest coverage ratio that would be typical
for a company without a contract over the period after t + x, and then using the corresponding synthetic
rating to calculate the premium that investors demand for bonds of various risk. The cost of debt thus
estimated can be used as the company’s cost of debt in the WACC. Where possible, the synthetic rating
for the sector in which the company operates should be assessed.

If the valuation concerns a controlling interest, the average financing structure of the business may
be used for capital and debt weighting purposes. However, if the valuation concerns a non-controlling
interest, one possible approach is to apply the assumption that, due to a sustained low (or negative)
interest coverage ratio, the equity value is so low that the funding structure would be dominated by debt
funding. If so, the valuer can use the required debt yield as estimated by the synthetic rating to approxi-
mate the discount rate.

2|f there is a significant risk (and possibility) that the customer may terminate the existing contract during the term thereof,
this should be included in the assessment for the first period.

If interest coverage ratio is

greather than <to Rating is Spread is
-100 000 0.499999 D2/D 14.34%
0.5 0.799999 C2/C 10.76%
0.8 1.249999 Ca2/CC 8.80%
1.25 1.499999 Caa/CCC 1.78%
1.5 1.999999 B3/B- 4.62%
2 2.499999 B2/B 3.78%
2.5 2.999999 B1/B+ 3.15%
3 3.499999 Ba2/BB 2.15%
3.5 3.9999999 Bal/BB+ 1.93%
4 4.499999 Baa2/BBB 1.59%
4.5 5.999999 A3/A- 1.29%
6 7.499999 A2/A 1.14%
1.5 9.499999 Al/A+ 1.03%
9.5 12.499999 Aa2/AA 0.82%
12.5 100000 Aaa/AAA 0.67%

Source: Damodaran. January 2022. Source.

European Valuer » Issue n®31 » November 2023

31

~4
d))]
o=
~
~
s
@)
+
d))]
>
Q
P
Q
N

#07



https://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/ratings.html

Thus estimated, the discount rate is used to discount cash flows in
the second period to the contract expiry date (t + x). If the valuer has
forecast more than one scenario or has assessed that a liquidation
scenario is also likely, these scenarios should be weighted by the

Where:

V =value of the company
t = valuation date

Valuing companies that are dependent on a key customer requires
the valuer to consider possible scenarios in depth and to be creative.
Care must be taken to ensure that the more complex valuation tech-
niques used do not undermine the transparency and comprehensibil-

probability of their occurrence, summed and ultimately discounted ~ SCENARIQ_, ..., = scenario in which the contract is not terminated ity of the valuation process. In any case, after the valuation process
using the discount rate for the first period at the valuation date (t).  during the valuation period has been carried out, a logical assessment of the resulting valuation
The sum of the value for the first period (the duration of the contract)  SCENARIO = scenario in which the contract is terminated should also be carried out. The ultimate aim of this more complex

and the second period (after the expiry of the contract) represents
the estimated value of the company.

Ad 3) Three-step model - to eliminate dependency, a period of time
exceeding the duration of the existing contract is needed; however,
this period is predictable:

V = VF1 + VF2 + VF3
V., = value over the term of the contract (t +x)

V., = value while reducing dependency to the average level for the
sector (t +y)

V., = (SCENARIO_ . o.cr *7% probability of realisation + SCENARIO, |

contract /o Probability of realisation)

V., = value after elimination of dependency (Residualy)

) NO .CONTRACT
upon its expiry

t + x = duration of the existing contract

t +y = period for reducing dependency to the average level for the
sector and/or desired level after t +x

Residualy = estimate of the residual from the moment the
dependency is eliminated

For the period t +y, the discount rate is estimated in a similar way to
the two-stage model for the no-contract period, using the average
interest coverage that the company will generate during this period.
For residualy, we can again apply the discount rate applied for the
period t + x. Similarly to the two-stage model, the differences in the
valuation of controlling and non-controlling interests should be taken
into account.

valuation approach is to ensure that the valuation is carried out in
line with the specificities of the company being valued and that it
is less subjective and uncertain than if a set discretionary premium
for the additional key customer risk were applied. The valuer should
take care to avoid double counting, e.g. if some uncertainty factors
are already included in the projections, they should not be included
as additional specific risk components in the discount rate.
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Samo Javornik PhD is a certified business valuer, lecturer and author of software packages for corporate valuation. He is President
of the Board of the Section of Certified Valuers and President of the Expert Council at the Slovenian Institute of Auditors.

Marko Ploj is a certified business valuer and CEO of Finan¢na skupina PRIMA d.o.0.
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Paulo Caldeira Martins

M echanical access systems in buildings, i.e. lifts, escalators and moving
walkways, irrespective of their typical use, serve to move persons and
goods upwards and along.

Lifts are mandatory equipment in all kinds of buildings above a certain
height. Escalators and moving walkways are mainly found in commercial
and service buildings, as well as in stations.

Mechanical access systems often appear in PME valuations, as well as
being included in building valuations. As such equipment frequently rep-
resents high-value items, it must necessarily be valued.

Mechanical access systems, as equipment for transporting persons and
goods, are subject to various standards and laws governing their manu-
facture, installation and maintenance. Failure to comply with standards
or legal requirements can prevent them from operating, meaning that
expensive rehabilitation work or even replacement may be required. When
it comes to mechanical access systems, the valuer must be prepared to

, escalators and moving walks
ow they affect value and how the
aluer can verify it

undertake analysis of their operability, which should include the following
elements:

» Checking the existence of a valid maintenance contract with an
accredited company responsible for maintaining the mechanical
access systems under valuation;

» Checkingtherecordsof the periodicinspections carried out, to confirm
that the systems conform to the technical standards (approval).

Since these prerequisites must be met if the equipment is to go into
public use, verification of their existence mitigates the risks of errors in
the valuation.

Once the conformity and operability of the systems has been confirmed,
the valuer will need to continue with the valuation method selected
to determine value and may consult the European Plant, Machinery &
Equipment Valuation Standards (EVS-PME).
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Directive 2010/31/EU on the energy performance of buildings contains provisions on building technical How to proceed
systems and their respective application depending on the type of use. ISO Standard 25745 - Energy
performance of lifts, escalators and moving walks classifies the energy efficiency of lifts, escalators
and moving walks in three parts:

Inan EVS-PME or EVS valuation involving mechanical access systems, the valuer must confirm the system's
operability, by consulting the following elements of the technical documentation on each piece of equipment:

+  Part 1: Energy measurement and verification » Valid maintenance contract with an accredited company

» Records of the periodic inspections made, confirming that the latest inspection demonstrated con-

» Part 2: Energy calculation and classification for lifts (elevators) o ,
formity with the technical standards (approval)

» Part 3: Energy calculation and classification for escalator and moving walks
It is important to obtain confirmation of its energy efficiency class, calculated according to ISO 25745,

Based on the EN 150 25745 calculation methodolagy, EU member states went on to lay down Minimum by consulting the following element of the technical documentation on each piece of equipment:

Efficiency Requirements for all categories of lifts, escalators and moving walks.

» Declaration of conformity referring to the equipment’s energy efficiency class
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Type of equipment Minimum energy efficiency class Methodology
Technical systems installed in a building need to have a good energy efficiency rating, because this will
Lifts B IS0 25745-2 influence the efficiency rating of the building itself, and it is important for them to comply with legislation.
Hydraulic lifts C SO 25745-2 For traffic studies, valuers can make use of the tools offered by manufacturers for the real-time monitor-
ing and technical management of lift and escalator systems, so as to establish their traffic performance,
Escalators and moving walks A IS0 25745-3 availability and operational status, in addition to the characteristics and requirements of the equipment.

7006

All these data will give the valuer indications as to the actual status of the PME under valuation, underpin-
ning the report on the operability, statutory and regulatory compliance and energy efficiency class of the
Portuguese legislation transposing Directives (EU) 2018/844 and 2019/944 was passed to ensure not equipment. Some of the information gathered may be mentioned in the valuation report.

just maximum energy efficiency, but also maximum adaptability of the technical systems installed in

buildings. This legislation approves the compulsory content of the components of the detailed design,

known as “Instructions for the preparation of works projects”, classifying works by category. Sections

were established within the technical systems installed in buildings, including the category: Facilities,

equipment and systems for the transport of persons and goods. Subsequently, a requirement was

introduced for lift, escalator and moving walk projects to prepare traffic simulations for different

scenarios, known as “Traffic Studies” at design stage.

Example of Portuguese legislation

Paulo Caldeira Martins REV-PME is a member of the European Plant, Machinery & Equipment Valuation Standards Board. He is a specialist engineer
representing the electromechanical core business of the Metropolitano de Lisboa Company (Lisbon Underground), responsible for projects and works

for the rehabilitation of stations and equipment. He also collaborates with ANAI - National Association of Real Estate Appraisers as co-author and
trainer of the Course on Valuation of Machines, Equipment, Technical and Industrial Installations and is co-author of the E-book AMEITI - Machinery,
Equipment, Industrial Technical Installations, within the High Value Innovation and Sustainability programme, promoted by ANAI.
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