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An Energetic Look At Pure Energy

 lending risk management

Summary: Could poor energy efficiency predict commercial loan defaults? New

study sheds some light.

You may not have known this, but the US Energy Information Administration reports US energy consumption by

energy source, as of the end of 2016 was: petroleum (37%), natural gas (29%), coal (15%), nuclear (9%) and

renewable (10%). Of further interest perhaps, the renewable energy piece of this pie breaks down as:

hydroelectric (24%), biofuels (22%), wind (21%), wood (19%), solar (6%), biomass waste (5%) and geothermal

(2%). Finally, we all used those energy sources for electric power (39%), transportation (29%), industrial (22%),

residential (6%) and commercial (4%).

As you consider this today, we point out that other research indicates that commercial lenders may want to

consider the energy efficiency of their borrowers' buildings when making loans. That's because poor energy

efficiency may predict commercial loan defaults.

A joint study by the University of California at Berkeley and Lawrence Berkeley National Laboratory reviewed

and evaluated the impact of energy use and prices in six major cities. They also looked at the default

performance of commercial mortgage-backed security (CMBS) loans from 2000 and 2012.

The analysis was based on commercial mortgage data trends provided by the CMBS data company Trepp LLC,

along with energy use statistics from benchmarking disclosures. Researchers then compared the individual

energy efficiency of each building along with the loan contracts, property values and characteristics. They

looked at the performance of each loan over time and other factors.

The study found that there is a strong connection between energy efficiency and whether the owners of these

buildings are likely to default on their loans. Possibly not surprisingly, commercial buildings that are less

energy-efficient or have higher overall energy costs run a greater risk of the borrower defaulting on the loan.

Just knowing this makes such loans less attractive and riskier, so banks should be charging more it would

seem.

The study also found that a building's energy use and price are statistically and economically tied to

commercial mortgage defaults. The asset characteristics of buildings and operational factors that might impact

energy use have a pronounced effect on whether or not a loan borrower will default.

In conducting the study, researchers also included a breakdown of varying energy factors which could impact

buildings in different cases. They included YoY changes in energy use based on facility management,

maintenance, and how the various occupants in the buildings utilized energy.

With this in mind, the study's authors point out that the results underscore the need for lenders to develop or

use existing measurement tools to assess the "energy consumption profile" of the commercial buildings when

underwriting. It can help protect the bank longer term and highlight the risk of potential default.
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For example, the researchers say lenders may benefit from data such as a building's site and source energy

use intensity (EUI). It measures the overall energy efficiency of a property and whether or not it is well-

maintained.

Furthermore, the team responsible for the study believes that energy factors should, and will be fully and

routinely incorporated in commercial mortgage appraisals. This accelerates the demand for buildings with

lower energy risk.

Over the next several years, the expectation is that a greater understanding and appreciation of energy

efficiency may be considered a part of the lending and origination process.

No matter how open to risk a bank might be, the study points out the importance of weighing energy efficiency

and overall energy costs when it comes to evaluating risk. It may seem odd, but this added wrinkle is yet

another way to protect the bank and look at loan risks.
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