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CENTRE FOR PLANNING AND ECONOMIC RESEARCH

The Centre for Planning and Economic Research (KEPE) was established as a research unit,
under the title “Centre of Economic Research”, in 1959. Its primary aims were the scientific study of
the problems of the Greek economy, the encouragement of economic research and the cooperation
with other scientific institutions.

In 1964, the Centre acquired its present name and organizational structure, with the following
additional objectives: first, the preparation of short, medium and long-term development plans,
including plans for local and regional development as well as public investment plans, in accordance
with guidelines laid down by the Government; second, the analysis of current developments in the
Greek economy along with appropriate short and medium-term forecasts, the formulation of proposals
for stabilization and development policies; and third, the additional education of young economists,
particularly in the fields of planning and economic development.

Today, KEPE focuses on applied research projects concerning the Greek economy and
provides technical advice on economic and social policy issues to the minister of the Economy and
Finance, the Centre’ s supervisor.

In the context of these activities, KEPE produces five series of publications, notably:

Studies. They are research monographs.

Reports. They are synthetic works with sectoral, regional and national dimensions.

Statistical Series. They refer to the elaboration and processing of specified raw statistical data series.
Discussion Papers series. They relate to ongoing research projects.

Research Collaborations. They are research projects prepared in cooperation with other research
institutes.

The number of the Centre’s publications exceed 650.

The Centre is in a continuous contact with foreign scientific institutions of a similar nature by
exchanging publications, views and information on current economic topics and methods of economic
research, thus furthering the advancement of economics in the country.



Tpanelikdg Aaveropoc, «®ovoka» Ayopds Akivijtov ko Baouieia I1.
INiévvng HMavayémovrog ko Ipodpopog Brapng
INEPIAHYH

To mopov apbpo emdidker va ovaAdoel Kol Vo GOGYETIOEL 000 OlOPOPETIKES
Piplioypogpicc. H mpotn oyetifetar ue v ypeokomio. €ToupiadV  oVOATTOCHS/ OOy EIPIoNS
okivitov (real estate companies) ko1 1 OEOTEPN UE TNV EXOTTELO. TOV TPATECIKOD GOOTHUOTOS
(capital adequacy framework). I[1io cvykekpLEVa, TEPIYPOPEL TAOS 1] YPEOKOTIO, EXLYEIPNTEDY
oL  OPaoTNPIOTOLOVTaL  OTO KAGOO THG OVATTUCHG/OI0XEIPIONS  OKIVATMOV UTOPEL Vo
ONULOVPYNOEL KPIOEIS OTO TPOATECIKO GOOTHUA Ol OTOIES UE TH] TELPC, TOVS UTOPOVY OTAOLOKE VO,
uetopepBodv Kar 6To GOVOLO THS OIKOVOUIOG TPOKOAWDVTIOS ETOL YEVIKEDUEVY OLKOVOUIKY DYETH
(omotéleaua viouivo). To mapomavw ovvéfn oty Bpetovio katd TiS 01KOVOUIKES KPIOEIS TOV
1973 ka1 tov 1990, yeyovog mov avalvetor ato apbpo.

Ev ovveyeio ovlnreiton emotouévarg nwg to Geouiko wlaioio s Baoileiog 11 emoiwxen
va. avtyuetwmioel 10 Tpofinua avto. Hopovaialovior onlaon oleg exeives ol UETOPOAEGC TOV
EUPOVICOVTOL GTO VEO GOOTHUA ETOTTIKMV KAVOVWY KEPOAOIOKNG emOpkelog TS Baolleiag 1,
oe ayéon ue 10 molaio (Baoileio 1), 000V apopd O0VEIOOOTHOEIS ETOUPIMV UE EUTPAYUOTES
elaopolioeig.

Ocwpovue ot ue v epopuoyn s Baotietiog I yivoviou cofopa fruata mpog v
KoteDOVVoN amOPUYNS VEAS «PODGKASH OTHY AYopa. aKIVATMV. LQ0T000, KOTA TH YVOUI HOS, TO
Tpofinua oev avtyuetwmiletor emopkas. Iia to Aoyo avtd t0 mOpov apbpo emiyeipel vo
ovooeiéel Tig aovvoules tov Geauixod mlouciov e Emtponns e Booideiog. Emions mpoteivel
OVYKEKPIUEVES ADGELS TPOG TH KATEDOVVEN TOL VO avTIETOTIEO0DY EYKOIPO Ol OTOIES ATEAEIES

TOV OO0V APOPA. TH JAVEIOIOTNGN ETOIPLAOV UE EUTPAYUOTES ECOTPALITELG.
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ABSTRACT

The aim of the paper is to show how major failures in the real estate sector have been
accompanied by banking failures in the UK and elsewhere during the 1973 banking crisis and
the 1990 economic recession. We argue that prudence needs to be reinforced by some form of
regulation in order to prevent a repetition of the property market collapses and banking crises
of the 1970s and early 1990s. The Basel Committee on Banking Supervision acknowledges
the fact that conventional lending concentration to industries such as commercial real estate
is a common source of major credit problems for banks around the world. We briefly refer to
the old capital adequacy framework, commonly known as Basel I, and we also review the
new framework, Basel II (Pillar 1), which has been recently initiated. We especially focus on
banking supervisors’ views with regard to real estate lending in Basel II (Pillar 1) and our
scepticism regarding these views. This paper represents our effort to build on the existing
literature on bank regulation and banking crises and our contribution will hopefully be useful

for the financial system regulator, real estate professionals, shareholders and investors.

JEL Classification: K23, G21, L&5.

Keywords: Basel II, Banking Crisis and Real Estate Companies



1. Introduction

Experience from around the world indicates that poor credit quality coupled with
weak credit management practices continue to be a dominant factor in bank failures and
banking crises. Many of the credit losses suffered by banks, thrifts and insurance companies
in the United States in the early 1990s have resulted from excessive portfolio concentrations
of loans in the real estate industry (residential mortgages, commercial real estate mortgages
and commercial real estate loans). More specifically, US banks loaned enormous amounts of
money to commercial real estate companies, for the period 1989-1994, based on optimistic
projections of rental income growth and increased asset values (Browne & Case, 1992).
“When the (real estate) bubble burst, banks had to charge off around $34 billion in real-
estate-related loan losses” (Caouette et al.,1998; FDIC, 1997).

European countries such as Switzerland, Sweden and the UK — as well as Japan
(Siebert, 2002: 116-119) and East Asia (Hilbers et al., 2001; Collyns & Senhadji, 2002;
Quigley, 2001) — experienced similar crises in the 1970s and 1990s. Historical data show that
there is a very close relationship between the over-borrowing of the real estate companies,
the real estate bubbles and the banking crises (see BCBS April 2004). The interlinkages
between banks and real estate companies involve an inherent transfer of credit risk.

Does the commercial property market have characteristics that make commercial real
estate lending hazardous for banks? Real estate development companies are, by nature,
highly leveraged companies (Ball et al., 1998; Harvey & Jowsey, 2004). They use high debt
in order to finance the construction of large buildings for residential or commercial use. High
gearing ratios make them sensitive to interest rate swings, particularly in countries like the
UK where most debt is at floating interest rates (Rowlatt, 1993; Artis & Lewis, 1993; Lewis,
1994; Miles, 1994). This particular characteristic of the real estate industry is an important
parameter that needs to be considered within the profit equation of banks and in assessing
their likely survival. Another interesting question is why banks are attracted to property
lending. It seems that commercial banks, in their attempt to increase their market share, very
often concentrate their portfolios in particular sectors. For example, it is evident that around
10% of the total bank loans in the UK were diverted to property companies in the early 1990s
(Ball et al., 1998: Fig. 12.2, p. 326). Real estate lending accounted for around 30% of lending
to all private non-financial companies in early 2003 (Whitley & Windram, 2003).

Should — and can — anything be done in order to prevent a repetition of the property

market collapses and banking crises of the 1970s and the early 1990s? Prudence needs to be
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reinforced by some form of regulation of the financial system. We review here both Basel 1
and the recently initiated Basel II regulatory framework with particular reference to real
estate lending. We argue that property is only a small part of the New Basel Capital Accord
which consists of three pillars." We believe that the sections dealing with real estate lending
need to be further explored.

In section 2, we show how major failures in the real estate sector have been
accompanied by banking failures in the UK during the 1973 banking crisis and the 1990
economic recession. Section 3 discusses the lessons to be learnt from these macroeconomic
and banking crises. We then examine in section 4 the Basel I and Basel II regulatory
framework (Pillar 1 - Minimum Capital Requirements) and we present our criticism (and
scepticism) regarding the sections of the Basel II proposals dealing with real estate lending.

Section 5 concludes the paper.

2. UK Real Estate Companies, Real Estate Bubbles and the Banking Crises in the 1970s
and 1990s

Default risk of real estate investment companies has asymmetric properties across
business cycles. In an upturn in the business cycle, credit is easily available: banks are
willing to sanction property loans and to fund new developments, usually at very low interest
rates, which boost economic activity. Confidence is high, the expected profitability of new
developments improves and the probability of default of construction and development
companies is kept at reasonable levels. In contrast, in a downturn there is oversupply of new
developments (overbuilding) while simultaneously demand for new space levels off because
of the contraction in economic activity. In this phase of the business cycle, monetary
authorities usually follow tighter monetary policy in order to reduce liquidity in the system
and to combat potential inflationary pressures in the economy. This results in higher interest
rates which increase the debt burden of real estate investment companies. At the same time
they also find themselves unable to generate sufficient income to cover the interest payments
on their loans because of the contraction in economic activity. Moreover, refinancing
becomes more difficult because lenders alter their risk assessments, switch to

conservative/more cautious lending policy and become unwilling to provide property loans

! Strictly speaking. Basel II has three Pillars but we are interested in analysing just the first one. Pillar 2 deals
with the supervisory review process requirements and Pillar 3 aims “to bolster market discipline through
enhanced disclosure by banks” (BCBS, June 2006).
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since capital values of real estate — used as collateral — have declined. This is the so called
“credit crunch” phenomenon. Consequently, the probability of default of the real estate
investment companies increases dramatically, along with bankruptcies.

In the early 1970s a crash in the UK property market was produced owing to the
monetary and fiscal tightening as well as the general economic crisis directly linked to the oil
crisis of 1973. The high interest rates, the fall in property rents and capital values” and a
drying-up of finance pushed many property companies into insolvency. The collapse of the
property market had negative repercussions for the equity market, the banking industry and
the economy as a whole. Particularly, several small banks, the so-called “secondary banks”,
whose main business was lending funds to sectors such as commercial property, became
insolvent on the back of injudicious property lending.” The situation turned into a serious
threat for the whole UK banking system. There was widespread fear of a generalized crisis;
that was reflected in Government pressure, through the Bank of England, for larger banks to
extend credit to smaller banks in order to avert the all-out crash that would have occurred if
the smaller banks had had to place even more property on the market to repay their debts.
The Bank of England organized a rescue operation (the “Lifeboat’”) with the help of the major
clearing banks. Twenty-six small banks were supported by up to 1.3 billion pounds in loans
(Bank of England, 1978). Reid (1982) makes an excellent presentation of the outbreak of the
secondary banking crisis and the launching of the “Lifeboat”. The UK financial system was
saved from the consequences of widespread failures of the secondary banks but that came at a
certain financial cost: both the Bank of England and the clearing banks taking part in the
“Lifeboat” made losses totalling around 150 million pounds (Bank of England, 1978).

The pattern of the 1972-75 recession neatly repeated itself, thereby underlining the
rather cynical observation that “the only thing we learn from history is that we learn nothing
from history” (Harvey & Jowsey, 2004). Large falls in commercial property prices (-14.4%
in 1990, -27.7% in 1991 and -30.1% in 1992) (Davis, 1995: 268) as well as considerable
declines in nominal house prices (-1.3% in 1990, -1.4% in 1991 and -3.8% in 1992) (Davis,
1995: 268) followed the 1990 recession in the UK. In the residential sector, the high

loan/value ratios of up to 100%, at the time, turned a significant proportion of mortgage

? According to the Investment Property Databank, after rising by about 24% in 1972 and 1973, the capital value
of commercial property fell by 20% in 1974, and the following year’s recovery was only 5%.

? Bank lending to property companies increased from 71 million pounds to 1,332 million pounds between 1970
and 1973 (Harvey & Jowsey, 2004).
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contracts into cases of negative equity (property prices below the value of the outstanding
mortgages).

Additionally, the sale of the repossessed houses put further downward pressure on
house prices. The high interest rates along with the fall in property rents and capital values
once again pushed many property companies into insolvency.4 Difficulties in the commercial
property sector, which arose from the recession itself and the preceding boom in
construction, entailed marked losses for the UK banking industry. “Thus for many UK banks
it was the second time in 20 years that there has unfolded a scenario of rising property values
and increasing lending, followed by falling values and a residue of bad debts” (Lewis, 1994).
The crisis in the banking sector in the early 1990s was exacerbated not only by the
substantial lending to commercial real estate companies’ but also because of the heavy
personal sector borrowings.

There were, though, certain difficulties within the small banks, which in turn led to
heightened caution among depositors and lenders in wholesale markets. Three small banks —
Chancery, Edington and Authority — were left to fail in early 1991 (BCBS, April 2004) as the
Bank of England did not consider such failures to be a threat to the UK financial system.
“Several building societies had to merge with larger institutions when loan losses resulting
from earlier imprudent lending cast liquidity or solvency into question” (Davis, 1995). From
the middle of 1991 the Bank of England kept 40 small banks, which had been heavily
involved in the property market, under particularly close review and intensified regulatory
monitoring (Logan, 2000). Over the next few years, a quarter of these banks failed.® The
central bank also established arrangements to provide liquidity support to a few small banks,
e.g. the National Mortgage Bank, because it was thought at the time that the risks of

contagion to other larger banks had increased.’

* Between summer 1990 and summer 1994, around 15 quoted previously successful property companies, like
Olympia & York, Mounntleigh, Rosehaugh and Spaeyhawk, became insolvent. Smaller property companies
were also taken over by receivers (Property Week, 1995).

> Between 1985 and 1990, yearly bank lending to property companies increased in money terms from 7 billion
pounds to 38.9 billion pounds with overseas investors providing some 40%. By 1990 the banks’ total property
debt amounted to approximately 500 billion pounds (Harvey & Jowsey, 2004).

® The Bank of England considers as “failed” those banks that entered into administration or liquidation, had
their banking licence revoked or received liquidity support.

" The only significant bank failure of the period was the collapse of the Bank of Credit and Commerce
International in July 1991 but that was due to fraud. Bank of Credit and Commerce International had worldwide
debts of $10 billion and 400 million pounds in the UK (Lewis, 1994).
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3. Lessons to be learnt

Taking as examples the 1973-1975 Secondary Banking crisis and the 1990 economic
recession in the UK, one might argue that lack of attention to changes in economic or other
circumstances can lead to deterioration in the credit standing of a bank’s counter-parties.
Also, experience from around the world indicates that credit risk of a bank’s counter-party is
crucially affected by the institutional framework and the characteristics of the credit markets
within which it functions.

Credit risk of a company or the riskiness of a loan will be affected by the existence of
a number of factors:
1) Collateral: Loans may be collateralized by real property, automobiles, equipment,
inventories, accounts receivable, securities, savings accounts as well as mutual funds and life
insurance;
2) Third party guarantee: If a loan is endorsed by a third party guarantee then the third party
is committed to repay the borrower’s debt in case the borrower defaults;
3) Loan covenants: Usually the credit contract between a bank and a borrower contains
covenants limiting the possible actions of the borrower. These covenants might vary across
countries but usually include the responsibility of the borrower to submit financial statements
frequently, the commitment not to issue new debt, restricted dividend payment etc.;
4) Information costs: Possibility of sharing information about the credit history of borrowers
in order to reduce the unavoidable information costs inherent in the lending decision;
5) Bankruptcy legislation: Bankruptcy process is complex in reality and varies across
countries due to the different bankruptcy legislations. For example, the level of protection of
the different parties involved in the bankruptcy process (workers, suppliers, shareholders, and
creditors) is different from one country to another. Although we will not attempt in this paper
to describe differences in bankruptcy legislation across countries, it is important to note that
these differences affect the value of the bank’s claim on the bankrupt firm;

6) Creditworthiness of the obligor.

4. The Basel Committee on Banking Supervision, the 1988 Capital Accord and Basel 11
The Basel Committee for Banking Supervision (BCBS hereafter) established in 1975,
the G7 Finance Ministers, the G10 central bank Governors and international financial

institutions such as the International Monetary Fund and the World Bank, have called for
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progress in the area of market discipline of financial institutions in general and, in particular,
banks. The Committee’s aspiration as outlined both at Basel I (1988) and Basel 11 (2006) is to
stabilize the relationship between commercial banks’ equity capital — as expressed by its core
(Tier I) and supplementary (Tier II) elements® — and their risk-weighted assets. These assets
are included either in the banking book (that is, the different categories of loans) or in the
trading book (that includes financial instruments such as bonds, equities and derivatives).

BCBS has published a series of documents’ to provide “guidance to banks on
recognition and measurement of loans, credit risk disclosure and related matters”. It is clear
that information on banks’ credit risk profiles, including the quality of their credit exposures
and the adequacy of their credit risk management process, is crucial in market participants’
assessment of their condition, performance and ability to survive in the long-run. BCBS sets
out banking supervisors’ views on sound loan accounting and disclosure practices for banks
focusing on how to minimize the credit risk in the loan portfolio.

The sound practices specifically address the following areas: (i) Establishing an
appropriate credit risk environment, (ii) Operating under a sound credit-granting process, (iii)
Maintaining an appropriate credit administration, measurement and monitoring process, and
(iv) Ensuring adequate controls over credit risk” (BCBS, 2000). Credit risk can be potentially
minimized through accurate loan pricing (the riskier the borrower the higher the loan rate),
credit rationing (availability of a certain type of loan is restricted to a selected class of
borrowers), use of collateral, loan diversification, use of quantitative/qualitative methods to

predict the probability of default by the borrower and financial regulation/supervision.

4.1. The Basel I Regulatory Framework

Apart from those guidelines proposed by the BCBS, we also need to consider the
1988 Basel Capital Accord or Basel I, the international capital standard for banks. BCBS
(1988) established the basic architecture for setting minimum-risk based capital requirements

for banking organizations in order to stabilize the international financial system. At the time,

8 According to Basel II (2006), Tier I is the bank’s Core capital that consists of equity capital (common stocks)
plus disclosed reserves (mainly the post tax retained earnings) and Tier II consists of preferred stock and
subordinated debt.
 _BCBS (July 1999), “‘Sound Practices for Loan Accounting and Disclosure’’, Basel Committee

Publications, No 55, Bank of International Settlements.

-BCBS (September 2000), ‘‘Best Practices for Credit Risk Disclosure’’, Basel Committee Publications,

No 74, Bank of International Settlements.

-BCBS (September 2000), ‘‘Principles for the Management of Credit Risk’’, Basel Committee

Publications, No 75, Bank of International Settlements.
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Basel I recognized only credit risk exposure as the important element of the risk equation for
banks. This is linked to the banking book assets. At a later stage, due to trading book
expansion, BCBS recognized the importance of the market risk exposure as well.

The Basel Capital Adequacy Agreement imposes internationally agreed weights for
different types of risk, including off-balance-sheet risks, and requires that banks in countries
subscribing to the agreement should maintain a ratio of 8% capital (consisting of Tier 1 and
Tier 2 elements described above) to risk-weighted assets. Risk weights (RW hereafter) which
vary from 0-100% are applied to both banking and trading book categories of assets to derive
the Risk Weighted Assets'® (RWA hereafter). In order to derive the RWA we multiply the
total exposure for banks with the corresponding RW. According to Basel I, banks were
obliged to hold eight per cent (8%) of their equity capital (Tier I and Tier II form) as a
cushion to the credit and market risk exposures. This is known as the Capital Adequacy Ratio

(CAR hereafter) and initially had the following algebraic form:

CAR Equity (Tier I + Tier II) > 3 1)
= = V]
{Credit Risk}+ {Market Risk}

where market risk is the banks trading book actual exposure and credit risk is the

corresponding banking book actual exposure.

4.2. The Basel II Regulatory Framework

The rapid pace of financial innovation in recent years (e.g. securitization) has focused
regulatory attention on potential shortcomings in Basel I. “The fundamental objective of the
Committee’s work to revise the 1988 Accord has been to develop a framework that would
further strengthen the soundness and stability of the international banking system while
maintaining sufficient consistency that capital adequacy regulation will not be a significant
source of competitive inequality among internationally active banks” (BCBS, June 2004).
More specifically, large banks around the world engage in what is termed as regulatory
capital arbitrage."" Those banks attempt to drive down the effective “regulatory capital”
requirement for a set of risk positions, to levels well below the Basel Capital Accord’s

nominal 8%. Problems like this have justified the need for better methods of risk

" Basel 1 provide analytical tables for the percentages attributed to all banking and trading book categories of
assets.

" For example, banks remove from the banking book financial instruments for which the 8% Basel capital
standard is too high, relative to the underlying economic risks, while retaining instruments for which the Basel
standard is too low. For an extensive presentation and discussion of “the principal techniques used to undertake
capital arbitrage and the difficulties faced by bank supervisors in attempting to deal with these activities” under
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quantification.

In response to these problems, a new capital adequacy framework has been initiated
and is commonly known as Basel II. The New Basel Capital Accord consists of three pillars.
The BCBS publication on “Basel II: International Convergence of Capital Measurement and
Capital Standards: a Revised Framework (Comprehensive Version)” in June 2006 sets out
“the details for adopting more risk-sensitive minimum capital requirements for banking
organizations” (Pillar 1). The revised framework explicitly requires that credit risk
quantification models and internal credit risk rating systems'? become an important element
of large commercial banks’ measurement and management of the credit risk of both
individual exposures and portfolios.

After many years of consultation with the interested parties, and in the light of a rapidly
globalizing financial environment, BCBS (2006) published some new clarifying “directives”,
which focused on three main issues. In particular, Basel II initiated:

1. New methods for a more accurate estimation of the banking book (credit risk) exposure
that is the Standardized and the Internal Rate Based (IRB hereafter) methods. These

»13 attached

methods take into account both financial collateral and the relevant “haircuts
to them.

2. An increased number of banking book and trading book categories of assets (with an
analogous increase in financial collateral) for a more accurate calculation of credit risk
and market risk exposure.

3. The re-estimation of CAR by taking into account banks’ exposure to Operational Risk as
well.'" The new CAR, which emerged from Basel II, has the following algebraic form:

B {CREV;ZK (5461: VZ}??Z?WA} = 8% @)

where CRWA is the weighted assets for credit risk, MRWA is the weighted assets for market
risk and ORWA is the weighted assets for operational risk. There are also two major

restrictions:

Basel I, please see Jones (2000).

12 Internal credit risk models are used in estimating the economic capital needed to support a bank’s credit
activities. For a description of the internal rating systems presently in use at the 50 largest US banking
organizations please see Treacy and Carey (2000) and Federal Reserve System Task Force on Internal Credit
Risk Models (1998).

13 “Haircut” is the standard deviation of the price of the different types of financial collateral. Basically, a
haircut is a reduction in the value of collateral to allow for possible fluctuations in its market value.

' For an analytical presentation of the Operational Risk exposure see BCBS (Nov. 2005) and Akkizidis and
Bouchereau (2006).
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1) Tier I (core capital) > Tier II (supplementary capital) and

Equity (Tier I) > 4% 3)
{CRWA} + {MRWA} + {ORWA}

1) CAR =
We next present Basel II propositions, focusing on Pillar 1 with regard to real estate lending

(RE hereafter), in our attempt to identify its strong and weak points.

4.3. Basel Il Framework: Bank Exposure to Real Estate Lending

BCBS initially recognized two simple real estate (hereafter RE) lending categories,
that is, the residential mortgage loan category with RW=50% and a more general one, the
commercial real estate loan category with RW=100% (see Basel I, 1998). However, this was
a rather poor classification of RE loans and the need for a better and more detailed
categorization become obvious very soon. As was previously mentioned, credit risk exposure
is estimated in Basel II with two alternative methods — the Standardized and the IRB method.
In the following section we show how banks’ exposure to RE lending is calculated/measured,

first in the Standardized and secondly in the IRB approach.

4.3.1. The Standardized Approach

In the Standardized approach, banks are in a position to estimate the actual RE loan
exposure by using RW which are exogenously set by the Basel II framework. As shown in
Table 1, RW vary from 35% (in the case of mortgages on residential property) to 100% (in
the case of non-performing residential mortgage loans which are past due for more than 90
days). In order to derive the RWA we multiply the total exposure for banks with the
corresponding RW.
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Table 1: Risk Weights in the Standardized approach for the different Real Estate
categories of loans

Mortgages on Commercial Real Estate 100%"°
Mortgages on Residential Property 35%
Non-Performing Residential Mortgage Loans 100%
(past due for more than 90 days)

Past due Residential Mortgage Loans 50%
(with specific provisions for more than 20% of their outstanding

amount)

Source: Basel Committee on Banking Supervision (2006)

4.3.2. The Internal Rate Based Approach
BCBS recognizes the existence of three sub-classes of RE lending (embedded in the
Corporate and Retail risk) when the IRB approach — for use by more sophisticated banks - is

implemented. These are:

a. The Income Producing Real Estate category of loans

The Income Producing Real Estate (IPRE hereafter) is part of what is defined in Basel 11
as “Specialized Lending” (SL hereafter) and includes loans collateralised by real estate such
as office buildings to let, retail space, multi-household residential buildings, industrial or
warehouse space and hotels. In this case bank credit exposure is collateralised by the cash

flows generated by a property i.e. rental, lease payments or sale of the real asset.

b. The Highly Volatile Commercial Real Estate category of loans
The Highly Volatile Commercial Real Estate (HVCRE hereafter) is also part of the
“Specialized Lending” category of loans. This includes “loans financing any of the land

acquisition, development and construction phases for properties” (BCBS, 2006, p. 54). In this

"> However, BCBS recognises that, in “exceptional circumstances for well established markets, mortgages on
office and/or multi-purpose commercial premises and/or multi-tenanted commercial premises may have the
potential to receive a preferential RW of 50% for the tranche of the loan that does not exceed the lower of 50%
of the market value or 60% of the mortgage lending value of the property securing the loan. Any exposure
beyond these limits will receive a 100% RW. This exceptional treatment will be subject to very strict
conditions. In particular, two tests must be fulfilled, namely that (i) losses stemming from commercial RE
lending up to the lower of 50% of the market value or 60% of loan-to value (LTV) based on mortgage-lending-
value (MLV) must not exceed 0.3% of the outstanding loans in any given year; and that (ii) overall losses
stemming from commercial RE lending must not exceed 0.5% of the outstanding loans in any given year. This
is, if either of these tests is not satisfied in a given year, the eligibility to use this treatment will cease and the
original eligibility criteria would need to be satisfied again before it could be applied in the future. Countries
applying such a treatment must publicly disclose that these and other additional conditions (that are available
from the Basel Committee Secretariat) are met. When claims benefiting from such an exceptional treatment
have fallen past due, they will be RW at 100%” (footnote 29, p.24, BCBS 20006).
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case, the “source of repayment at origination of the exposure is either the future uncertain
sale of the property or cash flows whose source of repayment is substantially uncertain e.g.
the property has not yet been leased to the occupancy rate prevailing in that geographic
market for that type of commercial real estate” (BCBS, 2006, p. 54).

When a bank decides to use the IRB approach for the two sub-categories of SL (/PRE and
HVCRE) and - for any reason - is not able to “produce” internal estimations for the PD, LGD
and EAD, the calculation of the regulatory capital is undertaken by using the corresponding
RW which are exogenously set by the Basel II framework. More specifically, RW for the
IPRE (varying from 70% to 250% according to the counterparty credit condition assessed by
an external credit rating agency) and HVCRE (varying from 95% to 250% according to the
counterparty credit condition assessed by an external credit rating agency) sub-categories of

SL are given in Tables 2 and 3, respectively.

Table 2: Risk weights for unexpected losses (UL) for IPRE

Category | Strong Good Satisfactory Weak Default
BBB- or better | BB+ to BB BB- to B+ B to C-
RW (%) 70% 90% 115% 250% 0%

Source: Basel Committee on Banking Supervision (2006)

Table 3: Risk weights for unexpected losses (UL) for HVCRE

Category Strong Good Satisfactory Weak Default'®
RW (%) 95% 120% 140% 250% 0%

Source: Basel Committee on Banking Supervision (2006)

For a better understanding of the way the SL approach operates, we give below an
example of how the regulatory capital requirements can be calculated. Let’s assume that a
bank’s counterparty is classified — by an external credit rating agency — as Good in an IPRE
case, and the bank’s real estate loan exposure is €30.000 (EAD). By multiplying the relevant
RW (from Table 3 we get that RW is equal to 90%) by the bank’s exposure and by the
capital adequacy ratio one can get the capital requirement which is € 2160 (=90% X 30.000
X 0.08).

'® When a bank counterparty defaults, the EAD should be equal to the regulatory capital. The bank is obliged to
cover the lost amount of money from its equity. This happens only when the RW is 1,250%. Thus, the proper
RW in a case of default should actually be 1,250% and not 0% as presented in Tables 2 and 3.
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c. Residential Mortgage Loans

There is no provision of RW exogenously set by the Basel II framework as far as
residential mortgage loans concerns. This happens because in the Retail risk category, where
the Residential Mortgages are included, banks must provide their own estimations'’ of PD,
LGD and EAD. The capital requirement for this RE lending case is calculated by using the

system of equations provided in the next section.

4.3.2.1. The Advanced Internal Rate Based approach
If banks are in a position to calculate their own PD, LGD and EAD, they will able to

implement the Advanced Internal Rate Based approach.

a. The Income Producing Real Estate category of loans
Basel II provides a system of equations to calculate the regulatory capital for the IPRE SL
case. This system of equations is the same as in the general Corporate risk category. More

analytically, the following system is implemented :

1 _ e—50

1 _ e—SO*PD 1 _ e_SO*PD
Correlation (R) =0.12 *1—_504-0_24*(1 _—j (4)

Maturity adjustment'® (b)= (P, — P, * Ln(PD))’ (5)

Capital Requirement (K%) =

- LGD*N( G(PDO)S{ R j *G(O.999)]—PD*LGD WM Z2.9)%D
1-R)™ ((1-R) 1-15%h

where N stands for the cumulative normal distribution and G for the inverse normal

distribution.
Risk Weighted Assets = K *12.5*% EAD (7)
Regulatory Capital = CAR * RWA= 8% *RWA (8)

where : PD: stands for Probability of loan Default',
LGD: stands for Loss Given Default and
EAD: stands for Exposure At Default.

7 For the retail exposures, banks do not have the choice between the Foundation IRB and the Advanced IRB.
They are required to follow the Advanced IRB in order to provide their own estimations of PD, LGD and EAD.
'® The P, kot Py, are the risk weighed function parameters and their arithmetic values have been estimated by
Petersen and Petersen (2005) and BCBS (2006). Their value is 0.11852 and -0.05478, respectively.

"1t is also important to note that Basel II sets the restriction that a bank’s internal PD calculation cannot take a
value smaller than 3%, in a year’s time period of calculation.
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b. The Highly Volatile Commercial Real Estate category of loans

In the HVCRE case, which is also part of the SL exposure category, if the banks are in a
position to calculate their own PD, LGD and EAD and they have decided to implement the
Advanced IRB approach then, at national discretion, they ought to use the same formula with
the other Corporate exposures with the exception to implement the following Correlation (R)

formula :

1 — g50+PD 1= 0P
Correlation (R) = 0.12 * ot 0.30 % (1 - ﬁj ©)

If, on the other hand, they are not in a position to estimate their own LGD and EAD then

they have to use the supervisory parameters for LGD and EAD for corporate exposures.

C. Residential Mortgage Loans
In the Residential Mortgage lending case (which as mentioned in the text is
incorporated in the Retail risk category and is not part of the SL) the above system of

equations is transformed to the following form:

Correlation (R) =0.15 (10)
Capital Requirement (K%) =
0.5
LGD*N G(PDO)S + R *(G(0.999) |- PD* LGD (11)
(1-R)™ ((-R)
and Risk Weighted Assets = K *12.5*% EAD (12)

4.4. Basel II Framework and Real Estate Lending: A Critique

It seems that property is only a small part of the Basel II proposals. The sections
dealing with real estate lending are some of the least well-defined and we believe that there is
a need for further exploration. A number of issues are not present at all in Basel II and
particular attention should be paid to them.

First of all, there is no reference in the Basel II proposals to what methods can be used
in order to value real estate as an asset class. It is necessary to have an (internationally)
acceptable definition of what constitutes market value and to acknowledge international

valuation standards for real estate. There are basically five principal methods of valuation
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which should alternatively be adopted when the market value of real estate needs to be
calculated. These are: a) the Direct Capital Comparison, b) the Investment Approach, c¢) the
Residual Approach, d) the Profits Approach and e) the Cost Replacement Approach. When
banks loan money to real estate companies they should be able to figure out the value of the
real estate collateral by using one of the above-mentioned methods.

Moreover, Basel II does not take into account real estate firm-specific issues
regarding their assets and investment property type. The different types of property
investment, i.e. retail, office, residential and industrial, have different risk-return
characteristics. For example, we expect that real estate companies investing in the office
market (purchase of existing assets) or developing office space (creation of new fixed assets)
face lower risks (thus, lower probability of default) than companies investing in industrial
factories and warehouses. As a result, offices’ yields tend to be less than those of industrial
and residential properties. This is the case because prime offices can often be let to a single
tenant providing an excellent covenant. Also, industrial premises tend to be less popular as
investments because of the high risks involved. For example, “many factories are built for a
special purpose and if they have to be relent difficulty may be experienced in finding a
similar tenant, or, alternatively, expense is incurred in adaptation” (Harvey & Jowsey, 2004).

Consequently, we expect that loans to real estate companies investing in the office
market (purchase of existing assets) or developing office space (create new fixed assets) have
lower probability of default, lower than loans to companies investing in industrial factories
and warehouses. In this respect, different types of property companies should be treated
differently by the Basel II framework and have different risk weights regarding the way that
banks should calculate their capital requirements for property lending. This is not clear in
Basel II which only makes a distinction between HVCRE and IPRE categories of loans. We
argue that clarification and a more concrete definition of the different types of property
investment (retail, office, residential and industrial) are necessary. Such information will not
only assist banks in the construction of diversified loan portfolios but also make them
identify the potential merits of investment grade property as optimal collateral.

Lastly, we believe that the mutual quest for improved standards requires the
establishment of a regular dialogue with the valuation profession. The Royal Institute of
Chartered Surveyors (RICS), which represents 110,000 Chartered Surveyors worldwide, the
Counselors of Real Estate (CRE) in the US, and other similar institutions around the world,

need to be approached and asked for advice - if this has not already been done - regarding
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those areas of Basel II that are perceived as relevant to the property profession and property

market.

5. Conclusions

BCBS acknowledges the fact that conventional credit concentration in industries such
as commercial real estate is a common source of major credit problems for banks around the
world. History tells us that real estate lending is a significant part of every bank’s banking
book portfolio. Any crisis in the real estate sector, produced by the sharp and unexpected fall
of real estate collateral prices, is immediately transmitted to the bank’s effective exposure.
This is then transferred to the bank’s equity capital causing a banking crisis. Historical data
in the UK (the 1973-1975 Secondary Banking crisis and the 1990 economic recession) and
elsewhere (USA, Switzerland, Sweden, East Asia and Japanese real estate bubble in the early
1990s) show that there is a very close relationship between the over-borrowing of the real
estate companies, the real estate bubbles and the banking crises.

Should, and can, anything be done in order to prevent a repetition of the property
market collapses and banking crises of the 1970s and the early 1990s in the UK and
elsewhere? Prudence needs to be reinforced by some form of regulation of the financial
system. The main objective of the BCBS is to secure the stability and soundness of the
international financial system through regulation of financial institutions and, in particular, of
commercial banks. Having said that, “the Basel Committee on Banking Supervision does not
possess any formal supranational supervisory authority, and its conclusions do not, and were
never intended to, have legal force” (BCBS, 2000). Nevertheless, it is expected that once
implementation progresses, the Basel II framework will: 1) Make banks more risk sensitive;
2) Allow banks to better cope with future banking crisis; 3) Provide cross-border consistency
in capital standards; and 4) Allow banks around the world to undertake in unison what they
are reluctant to do individually. Basel II will become effective for EU member states in
January 2008 and is on target to become effective in the USA in January 2009.

As far as real estate lending is concerned, we believe that the relevant sections in
Basel II proposals need to be further explored. A number of issues are not present in Basel 11
and particular attention should be paid to: 1) The adoption of the international definition of
market value; 2) A better clarification of what constitutes HVCRE and a more concrete
definition of IPRE; 3) Considering the potential merits of investment grade property as the

optimal collateral; 4) Acknowledgement of international valuation standards; and lastly, 5)
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The establishment of a regular dialogue with the valuation profession.

This paper represents our effort to build on the existing literature on bank regulation
and banking crises and our contribution will hopefully be useful for the financial system
regulator, real estate professionals, shareholders and investors. It remains an open issue, and
a question for future research, how the banking supervisors’ views outlined in Basel II can
potentially affect borrowing by the real estate sector and consequently reduce the probability
of having new bubbles in this market. Whether or not Basel II will lead to a reduction in real

estate lending remains to be seen.
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