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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

WAL v JENEA S A s Rl

- Key Words:r Lending Décisions; Pe;forrnance; F_inancial Institution b
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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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2 G “wistilemand lactors i : ' - selfha
g O belian C?urf‘ E;ﬁi :?1 as§esls Wwhether the instituting system itselfhas a procyclical
: k ,' he . ar’m- . 3 . * . ] . .
IR ,x_.g_fg'g;_ml?.-samn. they seek to in e e e R
Bl for example on
e LS eredit crush

ailiiply constrains,

) vestigate whether aseparate supply channel can be distinguished,
onstrains on bank capital. This follows the extensive literature on
: Sf the earl_y 1990s which was thought to be partly linked to such
~ i i inﬂatizr;la?ld s;de- factqrs include_ wgré ‘macro’ Variables such GDP,
;‘Eﬂﬂnl h:ui’ks ik » Shiare prices and real M3, Supply side factors were the interest
: -';?iélt'm's" Wcre’d POsits, capital ?lnd.reSf.:rves and financial institutions profits. Demand
fibes S S nEnLon thf: supply side. Whereas capital was not significant, profit -
4 Were b’lgmﬁcal‘lt and indicate a role for the bank lending channel. = = -

"l“;]‘“i’ lollowing obj ectives Wetrf_:vil‘lideftakényfdf the sﬁldy." I
: ‘!f ; L\amme the r'olg of Comrﬁe;cial p;()'p_erty pricesin financial inétitution lending _
tlecision in respect of loan volume growth and the pricing of loans as proxied by

the netinterest margin. -~

. lo examine the impact of macro variables and Commercial property pries onthe
- financial institution performance, © = - R s e ok

¥fiothoses Development :

| hc following h;jrpo‘the_‘ses érc{e:fo'r-rnulva'ted'fc_j;; the purpose of tlns stu‘dy-.f e
11 Commercial property pﬁces'vh'a'\ﬁfé a pos1t1veeffect olﬁ'lban,g'r-owth o & .

1;13: .odn to asset ha‘s"po'si‘t”ive effecton loan growth, i

2 Commercial property prices hé\ie‘ﬁégati\‘rei effect on the net interest margin. '

i[f-j}'_l’:_l iquitytévas"set has neg_ativé effect c}ﬁthe loan grcj wt h .» d
Rescarch methodologies of the present study were outlined below. -~

his rescarch study covers 05 sa;riples of ﬁnanmal institutions in Sri Lanka. Thereare

b ’I’
~ DFCCBank

*LLOLC Groupcompany . h e
IB I’inmcéPLC' S E b
G IDEGBank. o
: ; Ccntmll Finance CompanyPLC T )
e A = - —> l453_
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_Mode of Study

: Reol toan growthrate = * Current loan—Previousloan X 100
Previous loan ' ‘
L Return onassets .= Profit before tax .
. Total assets
Loan to asset Ratio=" Totalloan = X 100
EEr Total asset | ‘_ o
Equlty to asset ratlo = quity 0. 100

Total asset -
Neti mterest margm 1n loan growth
; : Total 1ncome
= 'Commerc1al property e
Loanratlo | ~Commerc1alpropertvloanX100

Total Ioan -

Growth rate of commer‘cial, :

COMPETENCYBU!LDING STRAI

ORI

© Net interest income X 100 SR

LH

_‘-:( 2

' -’Prdperty

' Current Dropertv 1oan - prev1ous propert\,r loan X lGUfj

Prewous property loan

' Findtngé and Ahalysis e :
Correlatlon o

Loan growth rate Vs Loan to asset ratio '

The relatlonshlp between the Average real loan growth rate and Average loanto asqu

: ' ratio can he qhown in the followmg tahle. :
; Correlatlons

AR AL e s T e AVerAge 1D B *
ol : realloan | Average loan

; : ‘growthrate - -| ~ to assetratio -
Average real Pearson Correlation : '- 1 .81_?f‘
loan growth rate . Sig. (2-tailed) .004
' N e 10 .10
' Average loan to Pearson Correlation : 817 1.
asset ratio Sig. (2-tailed) ' .004 P

: | s M0

03] cx ks

**_ Correlation is significant at the 0.01 level (2-tailed).
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e above table shows the positive & strong 1elat10nsh1p between the Average real
 Jian growth rate and Average loan to asset ratio.

Lban growth rate Vs Commercial property loan ratio.

The relationship between the Average real loan growth rate and Average Comuier c1al
- JHoperty loan can be shown in the followmg table. ‘

Correlatlons

' : Average :
Fisd , e i | AVerage, - . commercial "
kst e 4 o sy real loan | property loan:

i : ' growth rate ratio i
i Average real Ioan ; ..Pearson Correlatlon A T F E e T T R

_ ' N i R 10 |

e Avera.ge commerCial ‘_‘.:P.earson C-\or}r_e‘[aﬁon ] : 797** T .1 —..‘

% popetvioaniate 'Sig. (2-tailed)» RS B A T R o

N SRS e [ R

Correlatlon is signifi cant at the 0. 01 level (2 talled)

¥ Fhe above table shows the posmve & strong relattons}up between the Average real
lmm growth rate and Average Commerc1a1 property loan ratio,s oIS b
l onn growth rate Vs Equnty to asset ratio _' e i
A The relatlonshlp between the Average real loan growth rate and Average equity to
it:ml ratro canbe shown inthe followmg tablersnian ' s

: . Correlatlons.
Average Average
i real loan . ‘equity to
| . ot e | growth rate | “asset ratio -
\ Average real - .. Pearson Correlation |~ =0 L et =719*
“|'loan growth ratel- ; Sig, (é-‘tailed)'* fontlidnte D RRERLURI019 1
A N s R ]S 10|
Average equnty to Pearson Correlatlon  ERm L 1 “
assetrato . Sig. (2-talled) RAET R 1 ke held Big
- R NF pr A et [N petoie et i ES
Correlatlon is 5|gn|fcant atthe005 level (2-ta|led) i L

The bove table shows the negative & strong relatlonsth between the Average real

loun growth rate and Average equlty to asset ratro

e e R
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Net Interest margln VS Retu rn on asset L - :
Ther elatlOHShlp between the eAverage net 1nterest margm and Average return on 144 W,
~canbe shown in the follomno table.

Correlations
Average | Average
netinterest | returnon
: : KA S margin asset :
Average r_tet lnterest - Pearson Correflation | . . 1 -637"
margln‘_‘- i T Sigd tailady e v 048
R e R S P i ticagn |\ o e b 1
Average retum on asset - Pearson Correlation . | =837 [ i
: b R ng.'(z-tailed) '. R OIS VY Bl Bl ox
N R T R0 o
Correlatton is sugmf Icant at the 0.05 level (2-talled) :
The above table shows the negatlve & moderate relat1onsh1p between the Averu e
net mterestmargm andAverage retumonasset. - :
Net mterest margm Vs Average growth rate of real CPP ShEE
‘The relatlonshlp between the Average net mterest malgm and Average growth ratc, 0
real CPP can be showmnthe followmgtable Sty i
'_Correlations
| Average . | Average |
© . . [|netinterest | growth rate
iR s kA 2 margin of CPP /-] -
Average net _ Pearson Correfatlon (R B ol o LT84
lnterest margln "S_ng,'(z-talled). ] Nt e -.007-}
;Aver'age g'rowth_ Pearson Correlanon =784 REEL TR o o
|- rate of CPP S]g (2-ta|led) ! Pty o
Correlatlon is sngn:f' icant at the 0 01 Ievel (2 talled)

~

The above table shows the negatwe & strong relatlonshlp between the Average nct : 30
mterest margm and Average growth rate of CPP

13
Regressuon Analysm : A Rt i , . e [;:.- :
ThlS analySIS 1s used to ﬁnd out the value of 1ndependent vanable based on the valuc SERK
of independent varlables It is used to éstimate of i wh11e Xis increased by one
456 &
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lml lunll {irowth rate and e |
{-mniul ulnl Property loan.

quity to asset ratio, loan to asset ratio and

Model Summary

' : .| Adjusted | Std. Error of
1 odel R R Square .| R Square ‘| the Estimate :
94221 . 887 -.830 | . 3.07085

a. Predictors: (Constant), Average equity to asset ratio,

. "Average loan to asset ratlo Average commermal
property loan ratio”

!z
e ns,mlent

-\;}\N()VA result for real loan growth rate and equlty to asset ratlo, 103“ to
¥ lhllo and commercial property loan )

1 !l\* fmean value is 147. 589 the drfference between the vanable Smce P value (0 003) '
410k 1han 0.05 of Average real loan growth rate onAverage loan to asset ratio, eqmty to-

i ol Talloand commercial property loan ratio, therefore variance has s1gmﬁcant onreal
Al mowth rate at 5% conﬁdent level | ) :

‘ l ‘el 1ucnt result for real loan growth rate and equrty to asset ratlo, loan to
y 'm i r fitio and commerclal property loan '

‘Coefficients?

" Unstandardized - | Standardized

§ fP . i Coefficients -~ | "Coefficients | S ;

| Maidel F o] BT S Eror | 4 iBeta Sen L Lt T Sig.
e (COMSEMG, At pl O TABT | i 16768 A AR Nen ke oA BT T[4 s v 110!
Ademns lostie L mgg | e B teea N U ogess i 012

asset ratio - 5 ‘ : 5 :
Average commercial V023 B R - T R, T W 1. (VY
i propertyloanratlo L Lo i e S ey K e T o
Average Squily 9.5 L H B S0 720 | 1584.| 164

asset ratio - 3 : i S Whig e .

8 Lt Dopendent Vanab!e Average real loan growth rate

:; ( ( 2 &1 *Average commerc1al property loan ratlo) + (0 191* Average equity to assetratio)

B N 457

Scanned with CamScanner

1§ la the measure of proportlon of the vanance (88 7%) of dependent vanable 11 3% s

Avcrage real loan g"rowth rate = -3 1 467+ (0 398*Average loan to asset ratlo) ok

 Since, the Average loan—to-asset ratio P value (0.012) and the variable is less than -
108 statistically significant at 5% confidence level. Therefore, Average commercial property :
lmln ratio P value (0.041) and the vanable is less than 0.05 statlstlcally 51gn1ﬁcant at5% -
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less than 05 statistically no significant in this variable.
-Results and DlSCUSSlOﬂ

bew:;eal t‘ioan growth rate is correlated with loan to asset ratio positively. Thatis con f‘lnilm! ‘
i 1 two variables is 0. 797. R square is 0.667. The means that only 66.7% of \fmtmv £
. o real loan growth 1S accounted for by loan to asset rat10 s

i “The correlation between real loan growth rate and commercial property lon n.llut- :
7.So the above two variables are correlated strong positively. The R square f& 0.0 18

that only 63.5% of variance of réal loan growth rate is accounted for by commt‘l ¢ lnf %

property loan ratio,

When real loan growth rate is correlated WIth equlty to asset ratio, the corrcln(lmtli 1
-0 719 andR’ square is 0.517. This means that the real loan growth and equnty m ﬂa:‘
ratro are correlated negatrvely i

Net interest; margm is correlated with return on h assetratio negatively. The C()l’fl‘ltl”!ﬂt 1

f, J-'_ . .,;‘;
T<ga)

' between above two varrables is-0. 637. R square is 0.406.

The correlatron between net interest margin and growth rate of real CPP is (l ”,’”
So, the above two varrables are correlated negatlvely R square i is O 615

S Hypothesrs Testmg

Data analyses are found to supportrve in order to examine the hypothe51s Tlm l\:}{
has been carried and based on the followrng hypothesis. . 2

Hi: Commercral property prlces have a posrtrve effect on loan growtln

Corlﬁd > - 4
ence level But, Average equity to asset ratio P value (0.164) and the vari: thlt* i l

The commercial property pnce variable i is srgmﬁcant in all three variables. Iliplu (&

cdmmercral property pnces encourage 1nst1tut10ns to lend more and the risk prcml tlm |

shnnks when property pnces rise.

Loan growth rate is correlated wrth the commercral property price is strong pomtl \ftrls. &l

The ‘correlations between above to variables are 0.817. Thrs hypothesrs is acceptccl
HZ Real growth rate of CPP have negatrve effect ori the net mterest margin, -

Net interest margin is correlated w1th the real growth rate of CPP is negatrvcly llu‘
correlatlons between above two vanables are -0.784. Thrs hypothesrs is accepted

H3 Loan to asset ratro has a posrtlve effect on loan growth

Real loan growth rate is correlated with the loan to asset ratio is posrtrvcly l llt1 |

correlatlons between above two varrables are 0.797. Thrs hypothesrs is accepted ‘ ﬁ ey

H4 Equrty to asset has negatrve effect on the loan growth

458 &
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" 'I'he real loan growth is correlated with the equity to asset ratio is negatively. The

£ b ;.g.;i;[ glitions between above two variables are -0.719. This hypothesis is accepted.

““Iiifpctlons for the future Researchers

i '[his research only covered the financial institution in Sri Lanka. But this _fmancifill 1S

1., ot mime as other country financial institution. That is affection of accounting poh_c'y/

" 4dminlstrative policy and available resources may differ among other country. The financial
““justitations have different types of size (small, moderate, and large). That providesto differ
“Tigin lending decision. Hence, findings of this research may not be ?‘pphed fo. s
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“ {14 rescarch only considered, the limited period of 05 financial institutions in SriLanka. -
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