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Abstract—This paper uses real estate investment data for major groups
of U.S. financial institutions—commercial banks, thrifts, and life insurance
companies—to evaluate their investment timing performance over the
1970-1989 period. Our major finding is that real estate investments
by commercial banks and thrifts have largely been driven by past real
estate and market returns rather than by future expected returns. This
apparent ‘‘trend-chasing” investment strategy—of buying high and
selling low—offers an explanation for the poor performance of their real
estate investments. We argue that imposing market value accounting
on such institutions may actually reinforce their ‘“‘trend-chasing” be-
havior.

I. Introduction

HE 1980s posed serious profitability and stability prob-

lems for U.S. financial institutions—especially in the
area of real estate investment. For example, at the end of
September 1992, the 50 banks in Salomon Brothers’ 50-bank
composite reported that 10.3% of their real estate loans were
nonperforming.! The 1980s are also replete with thrift
industry failures in such states as Texas, California, and
Florida, where rules concerning real estate investments of
state-chartered thrifts were often more liberal than for
nationally chartered thrifts (see White (1991)). While real
estate investment problems in the life insurance industry
have not received as much attention, several insurance
company failures and the lingering recession in commercial
real estate in some regions suggest that the problem is not
over.

This unfolding of bad real estate loan problems for major
U.S. financial institutions raises an important empirical
question, namely, what business strategy—besides fraud and
gross mismanagement—lies behind these problems, and
what strategic and regulatory changes need to be made to
avoid repeating these problems in the future?

While a number of studies have analyzed the link between
moral hazard and excessive risk taking by financial institu-
tions, resulting from mispriced deposit insurance guaranty
schemes (see Berlin et al. (1991) for a review), no study has
formally sought: (1) to establish the relationship between
financial institutions’ real estate investments and real estate
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pricing (returns), and (2) to address the question as to
whether the ex post poor performance of such investments
has been due to ex post bad luck under excessive risk taking
(moral hazard) or to risk taking under ex ante unfavorable
odds.

In this paper we use real estate investment data for
1970-1989 for commercial banks, savings and loans, and
life insurance companies to address the above issues. These
institutions report their positions in real estate assets on a
regular and homogeneous basis in such publications as bank
call reports and other statistical releases. As such they
present a unique laboratory to analyze investment behavior
over time and the rationality of such behavior in light of
asset pricing theories. Our major finding is that commercial
banks’ and savings and loans’ real estate investments have
generally been driven by past real estate or market return
performance, and that this “trend-chasing” strategy offers a
possible explanation for the poor performance of these
institutions’ real estate portfolios.

The paper is organized as follows. Section II outlines a
framework for real estate asset pricing. In particular we
employ a multifactor latent-variable model along the lines of
Campbell (1987) and Ferson (1989) to derive time-varying
ex ante risk premiums (or expected excess returns) on
various real estate investments. We then employ the approxi-
mate accounting identity of Campbell (1991) to discuss the
relationship between ex post returns and ex ante future
expected excess returns on assets such as real estate as well
as on the optimal investment strategy for an investor (here a
financial institution). This is followed in section III by a
description- of the data and the empirical methodology.
Section IV presents the empirical results, and we discuss our
major findings. (1) U.S. commercial banks’ and savings and
loans’ real estate investments have largely been driven by
past real estate or market excess returns over the last twenty
years. (2) We observe increases in real estate investments at
times when ex ante excess returns on real estate may be
below their mean levels and declines in real estate invest-
ments at times when their ex ante returns may be above their
mean levels. (3) We show that this “trend-chasing” strategy
offers one explanation for the poor real estate investment
performance of a large group of U.S. financial institutions.
Here we have tried to distinguish marketwide and real
estate—specific investment behavior. We also discuss the role
of regulation, and how this may have contributed to financial
institutions’ poor investment timing. In addition, the implica-
tions for proposed regulatory reforms—such as market value
accounting—are identified. Section V is a summary and
conclusion.
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II. Time-Varying Expected Returns and the Dynamics of
Asset Returns

A. A Simple Model for Real Estate Expected Excess Returns

To construct proxies for ex ante real estate expected
returns, we follow previous studies such as Campbell (1987)
and Fama and French (1988) by assuming that the condi-
tional expectations for asset excess returns are linear in
several prespecified economic forecasting variables:
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where e; . is the continuously compounded return on asset
i, held from time ¢ to time ¢ + 1, in excess of the risk-free
rate. E/[e;,+] is the expected excess return on asset i for time
period ¢ + 1, conditional on the information set I, being
known to market participants at the end of time ¢. Equation
(1) implies that expected excess returns are time-varying and
can be predicted by the economic variables, X,, in the
information set. This allows us to use equation (1) to
examine the degree to which economic (or “forecasting’)
variables X, explain the ex ante time variation in expected
excess returns on various real estate assets. We note here that
equation (1) can be derived formally from a multifactor
arbitrage pricing model, and we can also verify that the
expected return given by equation (1) is consistent with
equilibrium asset pricing. (See the appendix for a detailed
discussion of these points.)

In the next subsection we examine the relationship
between ex post excess returns today and future expected
excess returns. This relationship is used, along with equation
(1), as “building block” in formulating empirical models
and tests of the relationship between real estate returns and
the real estate investment decisions of financial institutions.

B. The Campbell (1991) Approximation to the
Present-Value Model .

In a world of constant required rates of return, we know
that the price of an asset should be equal to the present value
of the current and future cash flows on that asset discounted
by a constant required rate of return. However, future
required rates of return may not be constant if the economic
environment and investment opportunity sets are changing.?
To study the implications of time variation in expected
returns on asset valuation, we employ the approximate
loglinear present-value relationship of Campbell (1991) to
characterize the dynamic relationship between unexpected
excess returns in the current period (from ¢ to ¢z + 1) and
expected excess returns in the future. More formally, when

2 The literature on time-varying asset returns is much too large to cite
here adequately. A partial list of references might include Bernanke (1990),
Campbell (1987), Fama and French (1988), Keim and Stambaugh (1986),
and Lo and MacKinlay (1988). Liu and Mei (1993a) have studied this
phenomenon in the context of real estate asset returns.
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both “dividend” (asset cash flows) and future required
returns are uncertain,> Campbell (1991) shows that current
unexpected excess returns on an asset can be decomposed
into the following accounting relationship:
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where E, is the expectation formed at the end of period ¢, d;+;
is the log of the real dividend (cash flow) paid to investors
during period ¢ + 1, r;4, is the real interest rate for the time
period ¢ + 1, A denotes a one-period backward difference
operator, and (E,+; — E,) represents a revision of expecta-
tions given any new information arriving at time ¢ + 1. The
(discount rate) parameter p is a constant and is constrained to
be smaller than 1. A detailed derivation of the identity can be
found in Campbell (1991) and Campbell and Ammer (1993).
The main point of identity (2), with respect to this paper, is
that when the unexpected excess return on an asset is
positive, it follows that either the expected future growth in
the asset’s cash flows must be increasing, expected future
real interest rates must be decreasing, or expected future
excess returns on the asset must be decreasing. Or some
combination of these three effects must occur simulta-
neously if expectations are internally consistent.

Following Campbell and Ammer (1993), we will use a
more compact version of equation (2), written as follows:

Uer+1 = €ap+1 — €rpt1 — €41 (3)

where 1,4 is the unexpected component of the asset return
e:+1, €4,+1 T€presents news about cash flows, €, 4 represents
news about future real interest rates, and €,,+; represents
news about future excess returns. Our main objective here is
to study the empirical relationship between 7,,4; and €,,41,
i.e., the relationship between unexpected current returns and
future expected returns. The estimation procedure is ex-
plained in the appendix.

C. Variance Ratio Tests

In addition to analyzing the relationship between real
estate unexpected current returns and future expected re-
turns, we utilize a variance ratio test to ascertain whether
real estate excess returns display mean-reverting behavior,

3 Although the Campbell model is concerned with equity valuation, the
valuation decomposition is generalizable to all risky assets. In the case of
real estate, the subject of this paper, dividends can be substituted for by
cash flows on real estate investment assets.



