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Testing the Property Value

Background

The revised Capital Requirements Regulation * (CRR Ill) introduces the concept of Property Value as a
conservative and prudential Basis of Value for real estate collateral. It replaces the former sole reliance on
Market Value by requiring a valuation that

m excludes speculative price expectations,

m accounts for the possibility that the current Market Value may be unsustainably high and

m doesn't exceed the current Market Value. 2

The Property Value is meant to support more stable capital requirements by reducing sensitivity to real estate
cycles and strengthening the resilience of institutions that lend against property assets. Adopted in 2024 and
applicable to new exposures from the start of 2025, the Property Value marks a significant step in aligning
collateral valuation practices with the broader goal of safeguarding financial stability within the European
banking framework.

Property Values are calculated in different ways across jurisdictions and in part also differently within

jurisdictions. This paper does not give recommendations about how to calculate Property Values, but about
how to measure to what extent Property Values meet regulatory requirements.

Benchmarking the Property Value
CRR Il defines the Market Value as
the estimated amount for which a property should exchange on the valuation date between a willing

buyer and a willing seller in an arm's length transaction, after proper marketing, with both parties
acting knowledgeably and without compulsion. 3

1 Regulation (EU) 2024/1623 of the European Parliament and of the Council of 31 May 2024 amending Regulation (EU) No 575/2013 as regards
requirements for credit risk, credit valuation adjustment risk, operational risk, market risk and the output floor.

2 See Article 4(1) (74a) CRR I
3 See Article 4(1) (76) CRR I

© European AVM Alliance 2 @




EAA TECHNICAL NOTE I

This definitionis well established and widely understood, both in regulatory frameworks and in market practice.
Because it reflects actual market conditions, the accuracy of determined Market Values can be assessed
against observable benchmarks such as recent sale prices or surveyor valuations that mirror prevailing market
dynamics. In practice, Market Values are typically determined either through Surveyor Valuations or through
Automated Valuation Models (AVM) that meet the requirements for Advanced Statistical Models. * AVMs
are a well-established tool and are increasingly applied across Europe, enabling scalable, consistent and data
driven estimation of Market Values. *

By contrast, the newly introduced Property Value has no direct real-world counterpart, since it is not
intended to replicate a transactable price but rather provides a prudently derived figure that reflects long
term sustainability. Its implementation also varies across jurisdictions, reflecting different valuation traditions
and supervisory expectations. Unlike Market Value, it cannot be directly benchmarked against observable
transactions. Instead, it must be assessed against the regulatory criteria that define it. These require that it
exclude speculative price expectations, account for the possibility that current Market Valuations may be
unsustainably high and remain at or below the prevailing Market Value.

One year into the application of CRR Il and the practical use of the Property Value, test scenarios are more
widely applied to assess how this concept behaves under different market conditions. Such analyses help
determine how well the Property Value fulfils its prudential role by highlighting its response when market
indicators shift away from sustainable levels. The resulting observations, together with representative
scenarios informed by supervisory feedback and industry practice, are presented in this paper to show how
the framework is being understood and implemented across real portfolios.

The indicators and testing framework presented here are meaningful when evaluated on sufficiently large
samples, typically portfolios. Acceptance criteria for specific indicators depend on several factors, such as risk
appetite or predictions and market outlook.

4 Forthese requirements see the European Banking Authorities' Guidelines on loan origination and monitoring, (EBA/GL/2020/06), Section 7.4,
and Article 208(3a) CRR Ill. Comparables-based AVMs meet the requirements for Advanced Statistical Models and are therefore used to derive
Market Values in line with regulatory requirements; see European AVM Alliance (2022), European Standards for Statistical Valuation Methods
for Residential Properties, 3rd edition.

5 European AVM Alliance and European Mortgage Federation (2025), Joint Paper on the Use of Automated Valuation Models in Europe.

© European AVM Alliance 3



EAA TECHNICAL NOTE I

Indicators for assessing the performance
of the Property Value

The Property Value for a given asset remains fixed throughout the life of the loan unless a revaluation is
carried out. ¢ The initial margin at origination therefore has a direct influence on whether a Property Value
can meet its intended objectives overtime. Since the Property Value must not exceed the Market Value, it may
be set at that level but is more commonly positioned below it. A Property Value that is notably lower than the
Market Value provides a stronger prudential buffer against cyclical market movements throughout the loan's
duration, while a value set only slightly below the Market Value provides a more limited prudential margin.
At the same time, the Property Value is not meant to hinder or restrict lending, as institutions are expected
to continue supporting the real estate market. A balance must therefore be reached between maintaining
sufficient conservatism to ensure long term resilience and preserving conditions that allow lending to remain
workable. To identify this balance reliably, objective measurements and well defined indicators are essential.

A set of indicators has emerged to assess how well the Property Value aligns with the regulatory criteria that
define it. These indicators focus on objectively measurable relationships between Market Value, Property
Value and the behaviour of valuations over time at the portfolio level:

®m Median Discount: The median difference between the Market Value and Property Value at origination.

m Shortfall Profile: The evaluation of periods when the Market Value falls below the Property Value during
the life of the loan, capturing both duration and magnitude.

m Survival Time: The measure of how long a Property Value does not fall below the Market Value.

The Property Value is designed to mitigate future risk. Its true effectiveness can only be judged over time.
These indicators make it possible to quantify to what extent Property Values meet prudential requirements
over extended periods of time, regardless of its specific calculation method.

Median Discount

The Median Discount is the median difference between the Market Value and the Property Value at the time
of origination, expressed as the central measure of prudential valuation conservatism within a portfolio. The
Median discount is calculated as shown in Formula 1.

] ] . PropertyValue — Market Value
Median Discount = Median ( Varket Value ) * 100

6 See Article 229(1) CRR I
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Shortfall Profile

The Shortfall Profile measures the periods during which the Market Value falls below the Property Value
over the life of aloan, capturing both the duration and the magnitude. The Shortfall Profile can be expressed
through two components: (i) Shortfall Duration reflects the total time during which the Property Value exceeds
the Market Value. (ii) Shortfall Magnitude represents the absolute or relative amount by which the Property
Value exceeds the Market Value during those periods. Smaller numbers reflect higher levels of prudency.

Shortfall Duration

Shortfall Duration measures the total time during which the Property Value exceeds the Market Value over
the life of a loan. It indicates how long the Market Value remains below the prudential benchmark defined by
the Property Value, see Figure 1. The main assumption is that longer the Shortfall Durations equal larger risk.
However, a long Shortfall Duration does not necessarily mean that the magnitude of the shortfall is higher.
Therefore, an isolated view on the shortfall duration is not a sufficient way to quantify risk.
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Figure 1: Afictional curve of market movement over time. The Shortfall Duration is represented by the Deltas
(At), i.e. the section of the Market Value curve that falls underneath the horizontal line representing the
Property value.
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Shortfall Magnitude

Shortfall Magnitude captures the amount by which the Property Value exceeds the Market Value over the
life of a loan, see Figure 2. The Shortfall Magnitude can be expressed in absolute or relative terms. It reflects
the extent of the deviation in economic terms and shows how pronounced the shortfall is when it occurs. A
higher Shortfall Magnitude indicates a higher risk.
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Figure 2: The Shortfall Magnitude is represented by the depth of the Market Value curve underneath the
horizontal line representing the Property Value.

Shortfall Composite

The Shortfall Composite combines Shortfall Duration and Shortfall Magnitude into a single metric that reflects
both how long and by how much the Market Value falls below the Property Value over the life of a loan, see
Figure 3. The Shortfall Composite provides an integrated view of the overall extent of shortfall behaviour and
supports comparative analysis across portfolios and valuation approaches.
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Figure 3: The Shortfall Composite of Shortfall Duration and Shortfall Magnitude is represented by the
integrals [(Av, At). The Shortfall Composite is represented by shaded areas of the Market Value curve that fall
underneath the Property Value.
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Survival Time

Survival Time measures the length of time during which the Property Value remains at or below the Market
Value over the life of a loan. It therefore indicates how long the Property Value complies with its core
requirement before any shortfall occurs, see Figure 4. In contrast to the Shortfall Profile, which focuses on
periods of deviation, Survival Time captures the point in time at which such deviations begin.
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Figure 4: The Survival Time is represented by the time interval t.—t,, i.e. the period from origination to the first
point at which the Market Value curve falls below the horizontal line representing the Property Value.

Survival Time can be defined as the time interval between origination t, and the first occurrence ts at which
the Market Value falls below the Property Value. In cases where no shortfall occurs over the observation
period, Survival Time is equal to the full length of the observation horizon.

This measure is particularly relevant in the context of amortising loans. As mortgages are repaid over time, the
outstanding exposure typically decreases, reducing the risk associated with the collateral. Consequently, a
shortfall occurring later in the life of aloan is generally less critical than one occurring at an early stage. Survival
Time captures this dynamic by differentiating between early and late deviations and thereby complements
the Shortfall Profile as an indicator of prudential performance.
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Testing Framework

The Shortfall Profile is a function of time. Therefore, it can only be measured over extended periods of time.
This can be done using backtesting, i.e. retrospective approaches, and scenario-based analyses, i.e. forward-
looking approaches.

Backtesting leverages historical data to verify how well the model aligns with actual market behaviours, while
scenario testing explores its resilience under hypothetical future conditions. Together, these methods can
provide a balanced view of accuracy and robustness.

Backtesting

If historical data is readily available, testing the Prudent Value on historical data is a direct approach that
doesn't require additional assumptions. Backtesting compares historical outcomes with the results that a
model or methodology would have produced over the same past period. For backtesting, Property Values
can be calculated as of effective dates in the past and its performance against observed market conditions can
be analysed. The period being tested may depend on the specific market and availability of historical data.
Because backtesting relies on real data, it offers a concrete and transparent basis for evaluation. However, it
cannot reveal how the model is likely to perform under unprecedented conditions.

Scenario Testing

Scenario testing evaluates how a model or methodology would perform under hypothetical or alternative
market conditions that may happen in the future. These scenarios may reflect extreme, moderate or specific
changes in economic variables and are used to assess the forward-looking robustness of the results. This
approach is valuable because it allows an assessment of behaviour under situations that have not yet occurred.
At the same time, its conclusions depend on how the scenarios are designed, which introduces an element
of uncertainty.

With many markets having performed fairly stable over most of the past decade and a half, backtesting might
miss some of the possible deeper insights into the prudency of a Property Value. Scenario testing provides a
more flexible framework for assessing risks beyond historically observed conditions.
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Summary

Property Value is a prudential valuation concept derived from market data but incorporating conservative
adjustments.

Property Values can only be evaluated in relation to the assumptions and objectives underlying its
determination, which is the relationship between Property Value and Market Value.

Because the assumptions underlying Property Value impose time-dependent constraints relative to Market
Value, measurements must evaluate extended periods of time.

The Shortfall Composite captures the extent to which requirements are fulfilled under given conditions.

The impact of a shortfall depends on its timing, with later shortfalls generally being less critical due to
declining exposure; Survival Time captures this effect.

Backtesting and scenario testing are available.
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