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- Abstract

forrisk managers, re gulators and monetary policy makers. Notably, they underli nc.lhc,
crucial relevance of commercial Property prices as amacro prudential variable that warran(; -
close scrutiny by the authorities. There are some interesting differences in the responseol
- small and large Financial Institution, with in particular Lending Decisions movements having
asmaller effect on the loan quality and provisions for small Institution than for large Institution, -
Furthermore, this is steady with large Financial Institution being more willing to"taklfz‘frisk‘.
. perhaps as a consequence of enjoying higher protection by the safety net. Generally, and
particularly in combination with the macro results in Zorny (2008), these results highlight "’
the vital relevance of Lending Decisions as an important driver of Financial Institution, -
performance that warrants close study by the system. e T
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by asset price fluctuations, at time culminating n instifuting crisis, First Commercial propety.

loans are important component of financial institution assets. Second, institutions® exposure 5

to the Commercial real estate sector usually tends to be even larger owning to the wide

- -spread use of Commercial property as collateral for other types of loans, Third, and most
mportantly, Commercial property loans are dften the most volatile componcnt of nncial

institutions portfolios. There fore, encouraged to extend extraloanstothe Commerciasector. .

sector. Reserve effects are observed when Commercial property prices fall..
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INBUSINESS & TECHNOLOGY

Itis well-known that bank lending and Financial Institution performance have been
strongly affected on frequent occasions by asset price fluctuations, at times culminating in
banking crises. Among various key assets, commercial real estate is of special interest, not
only because commercial property loans are an important component of bank assets, but
also because of the widespread use of commiercial property as collateral of other types of
I oans. Whereas thereis a fairly extensive literature on the relation between financial Institution
lcndmg_ and commercial property prices at amacro level (see recent work and a literature
SUIVEy in a companion paper by Davis and Zhy (2004)), there is much less extant work on
the impact of commercial Property prices on the lending decisions, risk and profitability of

individual financial Institution. * Lo PR e
In many countries loan quantum and credit facilities of up to 90% of the collateral
value were common for investments in real estate properties. This flood of liquidity ledto
asharp price application in the asset markets, inflated collateral value and prompted further
credit expansion as asset price climbed. - : SRS Er
~ Whereas there is a fairly extensive research literature on the relation between financial
institution lending and Commercial propérty prices at amacro level, there is more limited
body of work on the impact of Commercial property prices on lending decisions, risk and
profitability of individual institutions. Evidence of a clear and consistent link to institution
ial indicator, as well as being relevant to the monetary

performance would prudent
- transmission process. -

- Literature Review

There are strong financial and economic linkages between Commerciél property cycles
and credit cycles, among which the most influential in terms of theoretical development is
the “financial accelerator” mechanism proposed by Beranke et al (1994) and Kiyotaki
and Moore (1 997). In their models, credit market imperfections exist because borrowers
have infoiniaﬁqnal advantage over lenders regarding the true value of the underlying projects.
To avoid the potential adverse selection problem (before the loan is extended) and moral
hazard (after lending takes place), the lender will require the borrowers to provide collateral
assets. The price of institution loans (the risk premium) then le’n‘éely depends on the value =
and quality (in 'tér'm's of liquidity, price volatility.etc) of collateral. This argument applies

both to normal industrial and Commercial loans and to loans to develop property perse.

The Impact of Commiercial Property Price CycleonBanks '~ '
_ Despite the imiportant linkage between the two cycles, most empirical work in this -

- area has so far been related to \res"ide'ntial property prices. For example, country specific -

studies reveal strong evideﬂc_é of dyriarpic interactions between house prices and bank

lending in Hong Kong (Gerlach and Peng 2005),the Netherlands (de Greef de Hoas (2000)
and Rouwendal and Alessie (2002) and the US Quigley (1999). There are also few studies
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U
?ased on asset prices that include a mix of residential and Commercial property prices -
eii?iﬁlz r‘;"gh a H_lll.C%l highe.r weight on residential property). Work by Goodhart (1 ?95 ) s
e it gqndltlons with asset prices, while Borio et al (1994) explain assetprices .-

credit COI}dlthI’lS, and both find significant results. Hofmann (2000) employs a victor '
-~ erorcorrection model and again finds a strong dynamic interdependence between bank < - 1.1
credit and property prices, with the latter being the causal element. . R

~Oneexception is Davis and Zhu (2004), who developed a reduced — from theoretical b 15
model and tested it on macro for industrialized countries. Their model suggests thatbank .- ="}
Iendlng Is closely related to Commercial property pries, and their interaction can develop s
cycles given plausible assumptions, cross country empirical anélysis’ based ona sanip'lé‘df die5;
17 developed economics confirmed the model’s predictions. An investigation of | -
detemn@ts of Commercial property prices shows paificularly strong links of c,redilt:t'b'

- Commercial property in the countries that have experienced banking crises linked to property ;
losses in 19985-95. Further studies of dynamic interactions suggested, as in Hoffmann "

- (2001), th it property prices are rather “autonomous” in that tend “cause’ credit expa@sipﬁ’,-.i

ratherthan being driven by excessive bak lending.

Micro - Based Studies of Financial Institution Performance -~ -~ 1/
. -~ The previous study is based, Cavallo and Majnoni (2001), Leaven and MAJNONI.. ‘...
~(2003) AND Bikker & Metzemakers (2004), all o f which-analysis data base similarto- | =

- researcher using institutions scope. A dommon focus of the three papers is the relationship -

~ between banks’ provisioning for loan losses and banks’ pre- provision income after .

- controlling for bank specific macro —economic and institutional features. They all find -
generally—positive link from banks’ profitability to provisioning, as I's desirable to “provision  , -
for bad loans in'good times”. At he same time provisioning, decisions are also associated
with economic growth, financial Institution’s lending behaviour and banks capital strength.

~ Real GDP growth has a significantly negative effect, implying there is a deterioration of .. . -
bariks loan quality during economic downturns. Banks thhhlgher loan'to assetratiostend ' | - -
© tobeinvolved in higher creditrisk and therefore their loan loss provisions are higher. The . ©

~effectreal loan growthrate ofthe bankismixed. .~ © 0 0

. Cavallo and Majnoni (2001) and Leaven and Majnoni (2003) find a significanta. |
negative effect, which supports the hypothesis that lending booms are associated with -
imprudent lending practice. By contrast, Bikker and Metzemkers (2004) find a positive =~
effect of loan growth on provisioning, which seems to be consistent with the view of Borio
_etal (2001)-and Lowe (2002) that credit risk is built up during a boom, buitis interpreted - .
by Bikkerand Metzemakers as prudential provisioning by banks that are conscious of
risk. They also find that provisions raise when the capital ration id low, suggesting thatthe - . = -

. two are substitutable buffers against potential losses. -~ R R

" 'Interms of lending per s¢, Bikker and Hu (2002) seek to distinguish between supply |~
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