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in order to gauge the risk of a property’s cash flow, investors
look at the property’s annual operating cash flow (ocf) and the
amount of that cash flow that the property could potentially
spend on debt service. for example, if the property’s ocf is $1
million and the property is responsible for $800,000 of debt
service, the property’s debt service coverage ratio (dscr) would
be 2.0. the dscr is a useful tool to gauge the risk of a property’s
cash flow, but in the cmbs market, it’s not the only tool used. in
addition to dscr, investors look at both the property’s interest
coverage ratio (icr) and the debt service coverage ratio (dscr). as
shown in the table below, the formulas for calculating dscr and
dscr, which are similar but slightly different, are: in the past,
most cmbs deals were securitized at a single coupon rate, which
limited their ability to absorb the varying interest rates on new
debt. this changed in 2010 with the arrival of the cre clo market,
where investors were first able to securitize at variable interest
rates. while cre clos have been around for a number of years,
they have been gaining market share as investors turn to cre
clos to diversify their cmbs exposures and protect against
interest rate risk. cre clos were the primary source of retail loans
in the 2012 cmbs market, contributing to 58% of the cmbs
market in total, up from 30% in 2009. the 2012 cmbs market saw
significant origination by commercial real estate reits and
regional banks. reits have made a major push into the cre clo
market, which has been attractive to reits, as it has allowed them
to diversify their property holdings.
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this week we are seeing the balance sheet of the nation's top
rated cmbs issuer, bbb+ rated morgan stanley, reinforce its

strong position in this emerging market. in the third quarter of
2020, the firm reported $2.35 billion in underwriting gains on

$6.83 billion in cmbs debt, with 4.1% of the underwriting revenue
being derived from cmbs. the firm's total cmbs portfolio has a

strong 60.1% investment-grade rated exposure (80.7% for
investment grade cmbs loans) with a stable performance profile
in 2020. the company is also seeing strong demand for its new

product, the morgan stanley commercial paper product. the firm
has already launched commercial paper for non-agency rmbs

loans, and has now extended this offering to cmbs. the collateral
for the commercial paper is also primarily sourced from

commercial loans, and the offering is in the $100 million range.
we expect to see more issuers to follow suit and add similar
products as the market develops. a quick reminder, the bbb

index tracks the performance of 25 cmbs cash deals. the index is
a benchmark of cmbs. what is important to note about the index

is that it is 100% securitized and the underlying collateral is
generally stable. the index is covered by over 45 insurance

companies and it is highly liquid. as such, the index is a popular
benchmark for trading. in addition, the index is very liquid with a
bid-to-cover ratio of 1.4, meaning it is fairly easy to buy and sell

shares of the index. using the data, the wall street journal
reported that alder hill management, which rose to prominence
for betting against the performance of us shopping malls, had

ended its short trading position over the summer. the new york-
based hedge fund had gone short a few years ago by buying

credit-default swaps indexes. the firms short of choice was the
bbb- sub-segment of cmbx 6. that index is backed by a basket of
25 cmbs deals issued in 2012. (the indexes are administered by
markit and they roll out a new index about every 18 months).
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