
Raymond Trotz 03.10.2006 1 / 7 

 
 

I VSC I nf or mat i on Paper  
 
 
 

BASEL I I  Ð I MPLI CATI ONS FOR PROPERTY VALUERS 
 
 
Aut hor :  Ray mond Tr ot z  
J ul y  2006 
 
 
Towar d pr omot i ng awar eness of  ongoi ng devel opment s i n t he val uat i on 
pr of ess i on,  I VSC publ i shes r esear ch paper s so as t o di ssemi nat e t he r esul t s  
of  r ecent  r esear ch on val uat i on i ssues.  The f i ndi ngs and concl us i ons 
expr essed i n t hese r esear ch paper s ar e t hose of  t he aut hor s of  t he paper s 
and do not  necessar i l y  r ef l ect  t he v i ewpoi nt  of  t he I VSC,  i t s  member  
associ at i ons,  or  del egat es.  The aut hor s of  t he paper s ar e i dent i f i ed and 
shoul d be c i t ed i n any r ef er ence t her et o.  
 



Raymond Trotz 03.10.2006 2 / 7 

 

 

The Basel Committee of Banking Supervision 

ÒThe CommitteeÓ was founded in 1975 by representatives of the central banks and the banking 
supervisory authorities of the G10 countries. In the wake of an international banking crisis, the 
CommitteeÕs goal was to enhance the stability of the banking system.  
The countries Belgium, Canada, France, Germany, Italy, Japan, Luxemburg, the Netherlands, 
Spain, Sweden, Switzerland, the UK and the USA are represented on the Basel Committee. 
The Committee does not have legislative competencies. However, its resolutions form the basis 
for national legal provisions. 
 
 
 
From Basel I to Basel II 

In 1988, in what has become known as Basel I, the Basel Committee agreed on minimum 
capital requirements for banks. According to this agreement, any claim must be backed by a flat 
rate of 8 % equity capital.  
The varying risks of asset values are accounted for by four different risk classes (100 %, 50 %,  
20 %, 0 %). For property financing, the 50 % risk class applies to residential properties (= 4 % 
capital backing), and in any other case the 100 % class applies (= 8 % capital backing). 
Over the past few years, this rather rough differentiation of risk has been increasingly critic ised as 
being insufficient. 
 
The Basel Committee thus developed a new accord. It is supposed to account for risks and 
collateral in a more appropriate and differentiated way in the future. This new framework 
agreement is known as Basel II. Another aim of Basel II is closer international co-operation 
when revising banking supervisory rules with respect to the capital requirements. 
The ÒInternational Convergence of Capital Measurement and Capital Standards" of June 2004 
is the Basel II document that all members of the Committee have passed and agreed upon. 
In their respective countries, the national supervisory authorities represented on the Committee 
will recommend to approve the paper. It will then form the basis for further nationally binding 
provisions. To this end, the framework agreement is to provide room for interpretation on a 
national level when it is adapted to individual situations and national markets. 
 
Basel II will come into force as of 2007. The advanced approaches may then be applied as of 
2008.  
It is planned to continue to develop the agreement in order to be able to meet the demands of 
the future.  
 
The essential key elements of Basel I are maintained in Basel II; for example the general 
requirement of a capital backing of 8 %, the market risk paper of 1996 and the definition of 
liable equity capital. 
However, the new framework agreement Basel II is more sensitive to risk than the 1988 
agreement. The capital backing of claims shall now be assessed with a stronger focus on their 
special risk. Here, the banks will have new opportunities to save equity capital. However, these 
clear capital reductions go along with high requirements when the capital backing is assessed 
and collateral is valued.  
Some of the main new aspects are external and/or internal rating assessments of the borrowers 
and in-house risk evaluation procedures as a basis for determining the required capital as well as 
with respect to collateral.  
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Basel II is divided into four sections: the first section addresses the scope of application within a 
banking group; the other three sections are the Òthree pillars of Basel IIÓ. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Fig.: The three pillars of Basel II 

 
The first pillar includes all the rules that are relevant for the valuation of real estate. 
 
There are two alternatives for determining the minimum capital requirements for loans: the 
Standardised Approach and the Internal Ratings Based Approach (IRB Approach).  
The IRB Approach provides two options: the Foundation Approach (IRB Foundation) and the 
Advanced Approach (IRB Advanced).  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Fig.: Basel II approaches 
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The Standardised Approach 

With the Standardised Approach, the credit risk is assessed in a standardised way with flat rate 
risk weighting (0 %, 20 %, 50 %, 100 %, 150 %) based on external ratings of credit standing that 
are provided by rating agencies. 
 
Loans that are completely secured by encumbrances on owner-occupied or rented residentia l 
properties are allocated a preferential risk weighting of 35 % (according to Basel I this amounts 
to 50 %).  
Loans that are secured by encumbrances on commercial properties are allocated a risk 
weighting of 100 % (same as Basel I).  
There is an exception for well-developed and long-established markets where mortgages on 
office properties and/or multi-purpose commercial premises and/or multi-tenanted commercia l 
premises may be allocated a preferential risk weighting of 50 % for that tranche of the loan that 
does not exceed the lower of 50 % of the market value or 60 % of the mortgage lending value. 
Utilizing this exceptional treatment requires compliance with certain strict conditions.  
 
Contrary to the IRB Approach, the encumbrances on real property are not acknowledged as 
security when using the Standardised Approach for credit risk mitigation.  
 
 
 
The Internal Ratings Based Approach (IRB Approach) 

With the IRB Approach the risk weighting for the assessment of capital requirements is 
determined without general risk classes based on internal ratings.  
The risk weighting, i.e. the capital requirements, are calculated with risk-weight functions based 
on the following risk components: 
¥ PD  Probability of Default 
¥ LGD  Loss Given Default 
¥ EAD  Exposure at Default  
¥ M   Maturity 

 
There are five different asset classes in the IRB Approach that are governed by specific rules. 
Property financing belongs to the asset class of ÒCorporatesÓ or ÒRetailÓ. 
In the case of ÒCorporatesÓ the IRB Foundation Approach may be used as well as the IRB 
Advanced Approach. ÒRetailÓ does not distinguish between the two approaches.  
The IRB Foundation Approach and the IRB Advanced Approach differ in a variety of 
calculation components that the banks are allowed to estimate for themselves. With respect to 
the Foundation Approach, this involves only PD (the probability of default); the other parameters 
are established by the banking supervisory authority. Regarding the Advanced Approach, the 
banks are allowed to determine all parameters themselves.  
In the asset class ÒRetailÓ, the banks always have to estimate the PD, LGD and EAD themselves.  
 
The IRB Approach acknowledges certain real estate collaterals. In this context the following 
minimum requirements apply: 
¥ Legal enforceability 
¥ Objective market value as maximum value for the valuation of the collateral 
¥ Frequent revaluation; 

regular, at least annual, monitoring of collaterals; 
more frequent monitoring when there are strong fluctuations on the market; 
statistical valuation methods (e.g. reference to house price indices, sampling) may be used 
to update estimates or to identify collateral that may have declined in value and that may 
need revaluation; 
valuation by a qualified professional when information indicates that the value of the 
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collateral may have declined materially relative to general market prices, or when a credit 
event, such as default, occurs. 

 
 
The following requirements for the management of collateral apply: 
¥ duty of documentation of asset types that are accepted as collateral, and principles of 

granting loans; 
¥ an appropriate insurance policy against damages or destruction must exist; 
¥ permanent monitoring of admissible preferential c laims; 
¥ monitoring of liability risk with respect to environmental pollution. 

 
 
Minimum and disclosure requirements are defined for the application of the IRB approaches . 
The banking supervisory authority has to review these requirements and grant approvals for the 
IRB Approach. Only banks with comprehensive and solid assessment procedures for their credit 
exposure are to be allowed to use internally compiled risk estimates.  
 
 
 
The three approaches in comparison 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The IRB Advanced Approach is the most differentiated when it comes to taking into account 
real estate collateral. Using this approach offers the highest potential to save equity resources. 
 

 

 

Property valuation processes to comply with the Basel II requirements 

The Valuation of the market value is necessary as well in the Standardised Approach as in the 
IRB Approach.  
The Standardised Approach necessitates determination of the market and the mortgage lending 
value for commercial properties for the preferential risk weighting of 50 % to be exercised. 
Property valuation in the IRB Approach is based on the market value. In the framework of 
valuing securities, the market value is considered the maximum value. Furthermore, property 
valuations are required to estimate the LGD and to comply with the monitoring requirements. 
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To sum up, Basel II inc ludes the following valuation processes: 
 

Process Result Basel II requirements 

Valuation of Market Value  Market Value ¥ Capital requirements 

¥ Valuation of collateral 

¥ Revaluation  

Valuation of Mortgage 
Lending Value 

Mortgage Lending Value  ¥ Capital requirements 

Adjustment of Market Value  Current Market Value ("Market 
Value at present") 

¥ LGD estimate  

¥ Value monitoring 

Forecast of Market Value  Market Value forecast at the 
moment of execution 
("Market Value at moment of 
execution") 

¥ LGD estimate  

Estimation of Market Value 
Default 

Estimated proceeds 
("Market Value Default") 

¥ LGD estimate  

Monitoring Identification of relevant 
value fluctuations and need to 
revalue 

¥ Value monitoring 

  
 
 
Valuation of Market Value 

The determination of the market value in accordance with acknowledged provisions and rules 
forms the basis for other valuation processes.  
Determining the market value aims to identify the current, marketable value. 
It depends directly on the market and property features. 
 
 
Adjustment and forecast of Market Value, Market Value Default 

The value of the collateral at default is of utmost importance for determining the LGD.  
LGD estimates must be based on historic recovery rates.  
 
The LGD is to be measured as the amount of loss in percent of the EAD: 

defaultatExposure
cproceedsClaim

EAD
Loss

LGD
*+!

==
     * c = costs 

The proceeds may be derived from the Market Value as follows: 

¥ If the current market value was not determined, it is adjusted to the current value by way of 
a specific index !  "Market Value at present"  

¥ The ÒMarket Value at PresentÓ is forecasted with an empirically determined and specific  
period for execution and with a specific index at the estimated moment of execution  
!  "Market Value at moment of execution" 

¥ The proceeds from a possible sale or forced sale are estimated with an empirically 
determined and specific recovery rate based on the "Market value at moment of execution" 
!  "Market Value Default" 
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In the valuation results, statistical valuations and/or desktop valuations can map the current 
market situation and the depreciation relevant for a certain property. 
 
For real estate valuation pursuant to Basel II, a standardised, differentiated and transparent 
procedure should preferably be used to rate the property as part of a valuation. It allows use of 
statistical valuation parameters such as indices and recovery rates subject to criteria classes  
(e. g. market, location, property, quality of the property cash flow) in a differentiated and easy-
to-understand manner.  
The property and market rating could be such a procedure. 
 
 
 

 

Fig.: Values in the framework of the IRB Approach (own chart) 
 
 
 
Monitoring 

For the regular and at least annual control of the collateralÕs value that Basel II requires it is 
necessary to monitor the properties. This helps to identify relevant changes in value and the 
need for revaluing.   
The regular property-related adjustment results may be used for monitoring by comparing them 
at regular intervals. 
 

Market Value  
 

Adjusted Market 
Value 

("Market Value 
at present") 

e. g. 1995 
(Valuation Date) 

2006 

Value 

e. g. 2008 

Estimated 
proceeds upon 
execution 
("Market Value 
Default") 

Time 

Forecast  
Market Value 
at the moment 
of execution 
("Market Value  
at the moment o f 
execution") 


