
Why aren’t banks lending more? The role of commercial  
real estate
by Sumit Agarwal, senior financial economist, Hesna Genay, senior economist and research advisor, and Robert McMenamin, 
senior associate economist

Since August 2007, the U.S. and global financial markets have endured the worst crisis 
since the Great Depression, accompanied by a deep economic recession. At the height 
of the crisis, whole segments of financial markets froze and market participants hesitated 
to engage in transactions with even the most creditworthy counterparties. 

ChicagoFedLetter

ESSAYS ON ISSUES                                              THE FEDERAL RESERVE BANK DECEMBER 2010
 OF CHICAGO                                                          NUMBER 281

1.  Average quarterly growth rate of non-CRE loans

Note: CRE indicates commercial real estate. 

Source: Call Reports.
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Today,forthemostpart,financialmar-
ketsareoperatingundernear-normal
conditions.However,thecontraction

intotalbanklending
isongoing.Sincethe
middleof2008,net
loansandleasesat
commercialbanksin
theUnitedStates
havedeclinednearly
3%,drivingdownthe
shareofloansintotal
bankassetsfromover
57%to53%.

Thereareanumberof
possiblereasonsfor
thecontractioninbank
lending.Amongthem
are:lowerdemandfor
loansashouseholds
andbusinessesseekto
reducedebt;declines
inthevalueofassets
thatcanbepledged
ascollateralforloans;

banks’desiretoconserveliquidityand
capitalinthefaceofrealizedandpo-
tentiallosses;anddeclinesinthecredit-
worthinessofpotentialborrowers.In
thisChicago Fed Letter,weexaminethe
impactofthelargeexposureofsome
bankstooneoftheworst-hitsectorsof
thecrisis,thecommercialrealestate

(CRE)market.Wefindthat,aftercon-
trollingforotherfactorsthatmightbe
correlatedwithloangrowth,banksthat
hadlargeexposuretotheCREmarket
beforethecrisisextendedloanstoother
sectorsoftheeconomyatasignificantly
slowerrateduringthecrisisthanbanks
thatdidnothavesuchexposure.1In
fact,whilebankswithrelativelysmall
CREexposurecontinuedtoincrease
theirnon-CRElendingduringthecrisis,
bankswithhighCREconcentrations
reducedtheirlendingtosectorsout-
sidetheCREmarket,consistentwith
thenotionthattheCREexposureof
thesebanksinhibitedtheirlendingto
othermarketsegments.

Impact of the crisis on CRE

Aftergrowingmorethan10%eachyear
from2002through2007,U.S.com-
mercialpropertypriceshavedropped
40%sincethen.2Inthepre-crisisperiod,
activityincommercialrealestatemar-
ketswassupportedbyampleavailability
offunding.Between2002and2007,
commercialrealestateloansoncom-
mercialbanks’balancesheetsroseat
anannualrateof10%toreachnearly
$900billion.Inaddition,issuanceof
securitiesbackedbycommercialmort-
gages(CMBS)spikedfrom$52billionin
2002to$230billionin2007.However,



 2. Bank characteristics as of 2003:Q2

NoteS: Commercial real estate (CRE) concentration type is defined as the top 30% (high), 30-69% (mid), and bottom 
30% (low) of lenders based on 2007:Q2 levels of CRE lending as a share of total assets. Values reported are the median 
of given concentration type for 2003:Q2. 

Source: Call Reports.
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totalassets,respectively,forbanksin
themid-andlow-CREcategories.

TodeterminewhetherCREexposure
couldhaveinhibitedbanks’abilityto
lendtoothersegmentsoftheeconomy,
wefirstcomparethegrowthratesof
non-CREloans(totalloansminusCRE
loans)acrossthethreegroupsofbanks,
asshowninfigure1.Twopatternsstand
out.First,from2002throughthefirst
halfof2008,non-CRElendingathigh-
CREbanksgrewatafasterpace(2.4%)
thanatmid-CREbanks(1.6%)orlow-
CREbanks(1.0%).So,inthisperiod,
bankswithhighlevelsofCREexposure
werealsolendingmoretoothersectors.
However,thispatternreversedduring
thecrisis.Low-CREbankscontinuedto
increasetheirnon-CREloansduringthe
crisis,albeitataslowerrate(0.6%per
quarter)thanbefore.Incontrast,high-
CREbankscutbacktheirlendingtoother
segmentsoftheeconomyduringthe
crisis—onaverage,by0.7%perquarter.
Mid-CREbanksalsoreducedtheirnon-
CRElendingduringthecrisis,butonly
slightly(by0.03%).Hence,thehigher
thebank’sCREconcentrationbefore
thecrisis,thegreatertheslowdownin
itsnon-CRElendingduringthecrisis.

Whilethepatternsinfigure1arestriking,
theydonottelluswhyhigh-CREbanks
retrenchedmorethanotherbanksduring
thecrisis.Thereareanumberofpossible
reasons.Forinstance,high-CREbanks
mighthavefailedatahigherrateduring
thecrisisthanotherbanks,influencing
thepatternweobservedinfigure1.In-
deed,ofallthecommercialbankfailures
since2007,nearly50%areidentifiedas
high-CREbanksbyourdefinition;42%
aremid-CREbanks;andonly10%are
low-CREbanks.

Characteristics of high-CRE banks

Itisalsopossiblethatbankswithhigh
CREconcentrationshadothercharacter-
isticsthatwouldexplaintheirdifferent
non-CRElendingbehaviorinthepre-
andpost-crisisperiods.Infigure2,we
showtheprofileofamedianbankin
thethreegroupsasof2003:Q2.Itisclear
thatbanksinthethreegroupshavevery
differentcharacteristics.High-CREbanks
hadhigherCREconcentrationsthan
theirpeersfouryearspriortotheonset

CRE loans, percentage of total assets Total assets, millions of dollars

percent percent

theCMBSmarketsvirtuallyshutdown
duringthecrisis,andissuancedwindled
to$3billionin2009.3Atthesametime,
delinquenciesonCREloansroserapidly
duringthecrisis.Forloansbacking
CMBS,60-plusdaydelinquencyrates
jumpedfrom0.3%attheendof2007to
8.3%inSeptember2010.Similarly,at
theendofthesecondquarterof2010,
theratioofnoncurrentloans(loansthat
aremorethan90daysoverdueplusnon-
accrualloans)tototalCREloanswas
4.3%,upfrom0.9%attheendof2007.
Nonetheless,CRElendingbybankshas
continuedtogrowduringthecrisis.It
hadreachedover$971billionbytheend
ofthesecondquarterof2010,represent-
ingabout15%oftotalbanklending.

Impact of CRE on other loans

TheincreaseinCRElending,combined
withsignificantlyhigherdelinquencies
ontheseloans,couldhaveinhibited
banks’willingnessorabilitytolend

toothersegmentsoftheeconomy—
particularlywhenbanks’demandfor
liquidityandcapitalwashigh.Weshed
lightonthisissuebycomparingthelend-
ingbehaviorofbankswithlargelevels
ofexposuretocommercialrealestate
withthelendingbehaviorofbankswith
relativelysmalllevelsofCREexposure.
Inparticular,weask:Didbankswith
largeCREexposureatthebeginning
ofthecrisisreducetheirnon-CRElend-
ingduringthecrisismorethanbanks
withrelativelylowCREexposure?

BasedontheratioofCREloanstototal
assetsrightbeforetheonsetofthecrisis
(secondquarterof2007),wesortbank
holdingcompaniesintothreegroups:
high-CREbanks(top30%),mid-CRE
banks(30%to69%),andlow-CREbanks
(bottom30%).Underthisdefinition,
asof2007:Q2,themedianbankinthe
high-CREcategoryallocated25.6%of
itsassetstoCREloans;suchloansac-
countedforonly13.2%and3.8%of
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3. Non-CRE loan growth, controlling for bank characteristics

Source: Authors’ calculations.
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ofthecrisis.Moreover,comparedwith
low-CREbanks,high-CREbanksare,on
average,larger;devoteagreaterpercent-
ageoftheirassetstoloansandasmaller
percentagetosecurities;lendmoreto
businesses,butlesstoconsumers;have
higherloan-lossallowances,butlower
loandelinquenciesasapercentageof
assets;andhavelowerTier1capitalra-
tios.4However,thereisnonoticeable
differencebetweenbankswithdifferent
CREconcentrationsintermsofthefrac-
tionofassetsfundedbydeposits.The
otherdifferencesarestatisticallysignif-
icantandgenerallyholdtrueinlater
periods(asof2007:Q2and2010:Q2).5

Toanalyzetheimportanceofthesebank
characteristicsinexplaininglending
behavior,weestimateanordinaryleast
squaresregressionofloangrowthcon-
trollingforthesefactors.Specifically,we
estimateamodelthatcapturesthedif-
ferencesbetweenthelendingbehavior
ofmid-andhigh-CREbanksoverthe
entiresampleperiodandthatoflow-
CREbanks.Wealsoidentifypossible
differencesinlendingbehaviorofbanks
duringthepost2008:Q2periodrelative
totheearlierperiodandrelativetoeach
other.Inaddition,werelatethequar-
terlygrowthrateofnon-CREloansto
banksize,Tier1capitalratio,fraction
ofassetsfundedbydeposits,theratio
oftotalloanstototalassets,andthera-
tioofdelinquentloanstototalloans.
Wecontrolforeconomicconditionsby

includingthegrowth
rateofrealgrossdo-
mesticproduct(GDP)
andchangesincom-
mercialrealestate
pricesinourmodel;
wetakeintoaccount
possiblepersistencein
loangrowthbyinclud-
ingfourlagsofthe
dependentvariable.

Figure3showsthees-
timatedgrowthratesof
non-CRElendingat
low-,mid-,andhigh-
CREbanksaftercon-
trollingforallthe
above-mentionedfac-
tors.6First,notethat
evenaftercontrolling

forbankcharacteristicsandotherfac-
tors,thegeneralpatternsfromfigure1
stillhold.Thatis,inthepre-crisisperiod,
thereisapositivecorrelationbetween
thegrowthrateofnon-CRElendingand
CREexposure.Moreover,thedifference
betweenthelendingbehaviorofhigh-
CREbanksandthatofotherbanks
duringthecrisisbecomesevenstarker
oncewecontrolforbankcharacteristics:
Theaverageestimatedgrowthrateof
non-CREloansatlow-andmid-CRE
banksinthecrisisperiodispositiveand
around1%.Hence,bankswithlow-and
mid-CREconcentrationscontinuedto
extendloanstoothersegmentsofthe
economyduringthecrisis,albeitata
relativelysubduedpace.Incontrast,
bankswithhighCREconcentrations
priortothecrisisreducedtheirlending
toothersegmentsoftheeconomyduring
thecrisis,onaverage,by0.5percentage
pointsperquarter.Theseestimated
differencesinthelendingbehaviorof
bankswithlow-andhigh-CREexposure
levelscumulatetosignificantamounts
overtheentirecrisisperiod.Specifically,
weestimatethatnon-CREloansatbanks
thatenteredthecrisiswithlowCREex-
posureincreasedbymorethan8%from
thesecondquarterof2008throughthe
secondquarterof2010.Similarly,non-
CRElendingatmid-CREbanksgrewby
6.5%overthesameperiod.Incontrast,
high-CREbanksreducedtheirlending
tonon-CREsectorsby4%cumulatively.7

Indollarterms,thesepercentagechanges
translatetoanearly$82billioncumulative
increaseinnon-CREloansatlow-and
mid-CREbanks(combined)duringthe
crisisandabouta$15billiondollardecline
innon-CREloansathigh-CREbanks.

Turningtotheotherfactorsweinclude
inouranalysis,banksizeispositivelyand
significantlycorrelatedwithgrowthin
non-CRElending.Inaddition,banks
withhigherTier1capitalratiosand
lowerloandelinquencyrateshadfaster
loangrowth,consistentwithprevious
evidenceontheeffectsofhighercapi-
talizationandhighercreditqualityon
loangrowth.HigherrealGDPgrowth
andgreaterappreciationincommercial
realestatepricesarealsoassociatedwith
significantlyhigherloangrowthatall
banks,againconsistentwithourexpec-
tationsandpreviousevidence.Moreover,
loangrowthishighlypersistent.Faster
loangrowthinoneperiodisassociated
withsignificantlyhigherloangrowth
insubsequentperiods.Wefoundno
statisticallysignificantrelationshipbe-
tweennon-CREloangrowthandthe
propensitytofundassetswithdeposits.
Ontheotherhand,banksthathave
higherloan-to-assetratioshavelower



loangrowthinsubsequentperiodsfor
allnon-CREloans.8

Conclusion

Overthepastthreeyears,globalfinancial
marketshaveundergoneextremestress.
Today,mostfinancialmarketsegments
havestabilizedandareoperatingunder
near-normalconditions.However,loan
growthatcommercialbankshasyetto
resumeafteralargecontractionduring
thecrisis.Therearenumerousreasons

forthelackofloangrowthatcommer-
cialbanks.Inthisarticle,wefocuson
onepossiblefactor:whetherthelarge
CREexposureofsomebankspriorto
thecrisisandtheseverecontractionin
CREmarketsduringthecrisisadversely
affectedbanks’willingnessorabilityto
extendloanstoothersectorsofthe
economy.Atfirstglance,higherCRE
concentrationspriortothecrisisappear
tobeassociatedwithmuchslowerloan
growthtoothersectorsduringthecrisis.

However,aportionofthedifferencesin
lendingbehaviorofhigh-,mid-,and
low-CREbankscanbeexplainedbyother
bankcharacteristics,theeconomicen-
vironment,andthedynamicsofloan
growth.Nonetheless,evenaftercon-
trollingforthesefactors,wefindthat
bankswithhigh-CREconcentrationsprior
tothecrisisreducedtheirlendingtoother
segmentsoftheeconomy,whilebanks
withlowerCREexposurecontinuedto
expandsuchlending.

1Wealsoexaminedthegrowthratesof
commercialandindustrial(C&I)loansat
bankswithdifferentCREexposurelevels.
TheresultsforC&Ilendingweresimilar
tothosereportedhere.

2Thesenumbersreflectchangesinthe
Moody’sRealCommercialPropertyIndex
(obtainedfromHaverAnalytics),whichis
designedtomeasurepricechangesinrepeat
transactionsofcommercialproperties.

3CREFinancialCouncil,2010,Compendium of 
Statistics,October,availableat:
www.crefc.org/uploadedFiles/CMSA_Site_
Home/Industry_Resources/Research/
Industry_Statistics/CMSA_Compendium.pdf.

4TheratioofTier1(core)capitaltorisk-
weightedassets,asdefinedbybankregulators.

5Thedifferencesbetweenmid-CREand
high-CREbanksaregenerallysimilarto
thosebetweenlow-andhigh-CREbanks.

6Thefullregressionresultsareavailable
fromtheauthorsuponrequest.

7Theestimateddifferencesbetweenthe
growthratesofnon-CRElendingathigh-
CREbanksandthoseattheothertwogroups
arestatisticallysignificantatthe1%level.
However,oncewecontrolforotherfactors,
thereisnostatisticallysignificantdifference
inthenon-CRElendingbehavioroflow-
andmid-CREbanksduringthecrisis.

8Theresultswepresentherearerobustto
adjustingfortheeffectsofmergersandbank
failures.Wealsoexploredthepossibilitythat
ourmodelisnotthecorrectspecification
tocapturedifferencesinthecharacteristics
ofbanksinthethreegroupsbyestimating
atwo-equationsystemthatexplicitlymodeled
thepropensitytohavehigherCREconcen-
trations.Weobtainedresultssimilartothose
presentedhere.


