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Motivation

▶ Risks in mortgage-backed securities (MBS) are one of the main causes of the Global
Financial Crisis

▶ Perceived failure by investors to perform due diligence

▶ MBS are complex securities ⇒ difficult to monitor risks (Ghent, Torous and Valkanov 2019)

▶ COVID-19 led to ⇑ risks to commercial real estate (CRE)

▶ Hybrid work arrangements led to lower office demand

▶ Lower office demand might affect borrower income ⇒ mortgage default

▶ Relevant for institutional investors in CMBS market

▶ Unclear if and how investors react to cash flow risks in their CMBS portfolio
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This Paper
This Paper:
▶ Do insurers react to shocks to collateral in their portfolio of securitized assets?

What we do:
▶ Explore the role of cash flow shocks during COVID on CRE mortgage default

▶ Analyze how insurance companies react to cash flow risks in their CMBS portfolio

▶ Document changes in private CMBS holdings by banks

Key Results:
1. Lease expiration predicts default for office-linked CRE mortgages, stronger after COVID

2. Insurers more likely to sell CMBS more exposed to cash flow risks

3. Large increase in number of small banks holding private CMBS after COVID-19
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Contribution

Risks in securitized assets: DeMarzo and Duffie (1999), DeMarzo (2005), Demiroglu and
James (2012), Begley and Purnanandam (2017), Ghent, Torous and Valkanov (2019), Flynn,
Ghent and Tchistyi (2020), Aiello (2022)
▶ Investors monitor underlying CMBS characteristics that predict risks

Insurers asset portfolio: Ellul, Jotikasthira and Lundblad (2011), Chen et al. (2020), Becker,
Opp and Saidi (2022), Ellul et al. (2022), Sen (2023)
▶ Insurers react to underlying cash flow risks in securitized assets

CRE risks and loan default: Van Nieuwerburgh (2022), Gupta, Mittal and Nieuwerburgh
(2023), Jiang et al. (2023),Acharya et al. (2024) Glancy and Wang (2024), Glancy and
Kurtzman (2024),
▶ How CMBS risks evolve during COVID-19 and are transferred across intermediaries
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▶ CMBS data from Trepp
▶ Loan, bond and deal level information at distribution date frequency (monthly)

▶ Relevant collateral (property) information such as location and type (e.g. office, retail)

▶ Lease information such as lease expiration dates, tenant and % occupied

▶ Insurance Companies’ Asset Portfolio from NAIC:

▶ Yearly fixed income asset holdings at the security (CUSIP) level

▶ Yearly fixed income asset sales and acquisitions

▶ Data from 2017 until 2022 (June 2022 for Trepp)
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Do insurers monitor cash flow risks of their CMBS?

▶ CMBS are complex assets, whose payoffs depend on the payoffs of underlying mortgages

▶ Lease expiration provides valuable information to predict cash flow shocks

▶ Each bond can have several mortgages w/ different lease expiration

▶ Average bond has ∼ 50% of its mortgages w/ leases expiring within 6 years

▶ Define TreatExp Office
jt = 1 if j has office mortgages expiring in 6 yrs at the end of t

Isold
ijt =αit + αij + αj(coupon)t + αj(NAIC)t + γ1 × TreatExp Office

jt + β1Post Covidt × TreatExp Office
jt + εijt ,

▶ Compare bonds exposed (treatment) and not exposed (control) to short/medium term
cash flow shocks
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Do insurers monitor cash flow risks of their CMBS?
Isold
ijt

(1)

(2) (3) (4)

TreatExp Office
jt 0.0040

0.0055 0.0026 0.0020

(0.0043)

(0.0045) (0.0066) (0.0054)

Post Covidt × TreatExp Office
jt 0.0242∗∗∗

0.0205∗∗∗ 0.0254∗∗∗ 0.0123∗

(0.0048)

(0.0059) (0.0087) (0.0072)

Post Covidt × IOffice
jt

0.0085 0.0084 0.0075
(0.0078) (0.0078) (0.0079)

Post Covidt × IExp
jt

-0.0066
(0.0089)

Post Covidt × IExp Retail
jt

0.0047
(0.0094)

Post Covidt × IExp Other
jt

0.0022
(0.0050)

Post Covidt × IRetail
jt

0.0155∗

(0.0086)

Observations 219,731

219,731 219,731 219,731

R2 0.60756

0.60757 0.60757 0.60768

Year-Insurer ID fixed effects ✓

✓ ✓ ✓

CUSIP-Insurer ID fixed effects ✓

✓ ✓ ✓

Year-Coupon Type fixed effects ✓

✓ ✓ ✓

Year-NAIC Designation fixed effects ✓

✓ ✓ ✓
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Kurtzman, 2024)
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Conclusion

▶ Document heterogeneous impact of COVID driven cash flow shocks across CRE mortgages
▶ Lease expiration predicts deliquency for office-linked mortgages, ⇑ effects post-COVID

▶ Insurers seem to monitor risks to CMBS collateral which arise from cash flow shocks
▶ CMBS more sensitive to these risks more likely to be sold by insurers after the pandemic

▶ Document an increase in the number of small banks holding private CMBS
▶ Private label CMBS appears to flow to less exposed, less sophisticated investors
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