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Total solutions for attracting, retaining, and rewarding top talent

ASSESSING THE
IMPACT OF THE
DECLINE IN THE
CoMMERcIAL REAL
EstATE MARKET ON
LiFe INSURERS

By: M Financial Group’s Product
Management Team*

INTRODUCTION

Concerns about the stability of life insur-
ers and other financial service companies
are growing as economists predict that
the commercial real estate and mortgage
market will be the next domino to fall in
the current recession. Life insurers allo-
cate approximately 15% of their assets to
commercial mortgage-related investments.
Real estate values have fallen dramatically
over the past two years and in light of
tighter credit markets, forecasters predict
a dire scenario for commercial mortgages.
Default levels on commercial mortgages
have risen to their highest levels in more
than 15 years and are expected to con-
tinue to rise through 2010.

CoMMERCIAL MORTGAGE OuTLOOK

Life insurers issue about 10% of the com-
mercial mortgages in the U.S. In addition,
they invest in commercial mortgage-
backed securities (CMBS), which com-
prise between 25% and 35% of the mar-
ket. The bulk of the remaining market,
approximately 50%, is issued by banks.
These assets—bank-issued commercial
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mortgages, CMBS, and life insurer-issued
commercial mortgages—each have different
characteristics; therefore default rates will vary
for each group, according to financial analysts.

Life insurers tend to prefer to issue loans
with terms of ten years or more, matching
the long-term nature of their liabilities. These
loans tend to generate predictable cash flows,
are less likely to be in need of refinancing,
and have moderate loan-to-value ratios. Most
of the commercial loans held by insurance
companies were issued prior to 2006 when
underwriting standards were more stringent.

CMBS occupy a middle ground between
bank-issued and life insurer-issued commer-
cial mortgages. CMBS tend to be comprised
of loans with terms of between five and ten
years. The general consensus is that loans
backing CMBS are somewhat less risky than
those held by banks and somewhat more risky
than those held by insurance companies. Re-
cent delinquency rates support this perspec-
tive. As of the end of 2008, the delinquency
rate was 5.36% for banks, 0.95% for CMBS,
and 0.07% for insurance companies.

According to industry analysts, it is unlikely
the stress from defaults and foreclosures on
commercial mortgages will severely impair
the financial strength of life insurers, despite
projections that losses will accelerate through
2011, and possibly beyond. While the extent
of the downturn in the commercial mortgage
market is uncertain, Moody’s uses a cumu-
lative ten-year expected loss projection of
between 3% and 4% for losses on CMBS, and
between 7% and 9% in an adverse scenario,
in rating CMBS. For commercial mortgages
issued by life insurers, Moody’s predicts that
loss rates could triple from their historical rate
of 0.8%.

(Continued on next page)
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Fitch Ratings stated their opinion that although
increased losses are expected on commercial real
estate-related assets, the loss exposure for U.S. life
insurers will be “mitigated relative to other market
participants due to their investment in higher credit
quality assets and relative conservative underwriting.”
Fitch’s projection for potential losses for the industry
under stress scenario testing ranged from 8% to 10%
of industry capital.

According to Standard & Poors, life insurers generally
invest in the “most senior and highest quality” tranch-
es of CMBS and 95% of the industry’s holdings are
rated A or better. In addition, S&P says stress testing
of insurer portfolios indicates that foreclosures would
have to exceed 5% before any impact on ratings is
seen, although companies with higher allocations to
commercial mortgages would be more vulnerable.

CONCLUSION

It is expected that delinquencies, foreclosures, and
restructurings will rise in 2010 on commercial real-es-
tate related assets. The impact on life insurers will be
increased investment losses (realized and unrealized)
on these assets. However, it is not expected that these
losses will severely weaken the financial strength of
U.S. life insurers or cause significant rating down-
grades since current financial strength ratings already
take these factors into account. Exceptions would be
insurers with large exposures to CMBS issued be-
tween 2006 and 2008 or insurers with above average
investments in direct commercial mortgages that have
above average delinquency/foreclosure rates.

*Members of M Financial’s Product Management
Team include: Derrick Hanson, Product Management
Specialist; Jennifer Martell, Due Care and Competition
Specialist; Dennis McMahan, Senior Product Analyst;
Wayne Tonning, Director; Product Development; Paul
Yates, Director, Product Development.

FASB AccounTING STANDARDS CODIFICATION™

2010 ICBA NATIONAL
CONVENTION &
TECHWORLD

March 17—21, 2010

M Benefit Solutions - Bank Strategies is once again a
proud sponsor and exhibitor at the upcoming 2010

ICBA National Convention & Techworld at the Gay-
lord Palms in Orlando, Florida.

ICBA TecHwWORLD - EMPOWERING BANKS
ON MAIN STREET

Please visit us on Main Street, Booth 415, enter
to win an Amazon Kindle and pick up your
bank’s customized BOLI Empowerment Page.
Join us on Wednesday, March 17, as we dish out free
Haagen Daz ice cream!

WoRrksHOP: “THRIVE IN TODAY'S ECONOMIC
ENVIRONMENT WITH EXECUTIVE COMPENSATION
PLANS aND BOLI” *

Thursday, March 18; 7:30-8:30 AM
Room: Miami

M Benefit Solutions - Bank Strategies’ Advisor, Tom
Jordan, will explore how innovatively designed execu-
tive compensation plans, allied with the strategic use
of bank owned life insurance, can help a community
bank thrive in today’s economic environment while
laying a foundation for future prosperity. Come away
with a better understanding of how to use a com-
pensation strategy that will enhance productivity and
improve profits by getting key people focused on key
performance factors.

Attend and you may win an Odyssey White Ice
Sabertooth Putter!

*CPE Accredited

On July 1, 2009, the Financial Accounting Standards Board (FASB) released the authoritative version of the FASB
Accounting Standards Codification™ as the single source of authoritative nongovernmental U.S. Generally Ac-

cepted Accounting Principles (GAAP). All existing accounting standard documents are superseded. As such, ben-
efit accounting principles such as APB 12, FAS 106 and FAS 87 will now be referred to as ASC 715. And, FASB
Technical Bulletin 85-04 related to accounting for purchases of life insurance will now be referred to as ASC 325.

The Codification does not change GAAP. Rather, it provides a new structure which reorganizes the thousands of
U.S. GAAP pronouncements into approximately 90 accounting topics that are displayed in a consistent structure.
In a separate section, the Codification also includes relevant Securities and Exchange Commission (SEC) guid-
ance that follows the same topical structure. However, it does not contain the entire population of SEC rules,

regulations, interpretive releases, and staff guidance.
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SecTioN 409A DocuMeNT COMPLIANCE PROGRAM

It was reported in early November that the IRS has a limited document corrections program in the works under
Section 409A. There was hope the program would be announced before the end of the year, but to date, there
has been no announcement. We will send an email update on the corrections program whenever it is announced.
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ABoutr M BENEFIT SOLUTIONS - BANK STRATEGIES

M Benefit Solutions - Bank Strategies, based in Portland, Oregon, is a division of M Benefit Solutions, a
Subsidiary of M Financial Group. Please go to www.mfin.com/DisclosureStatement.htm for further details
regarding this relationship. M Benefit Solutions is a recognized leader in the community bank executive and
director benefits and BOLI marketplace. Through a network of firms located in key markets across the coun-
try, M Benefit Solutions - Bank Strategies helps banks attract, retain, and reward key executives and directors
through the design, implementation, and administration of benefit programs that maximize the use of a bank’s
financial resources. M Benefit Solutions - Bank Strategies is the Independent Community Bankers of America’s
(“ICBA”) Preferred Service Provider for executive and director benefits and BOLI. For more information,
please visit www.mben.com/bank.

This information incorporated into this presentation has been taken from sources, which we believe to be reliable, but
there is no guarantee as o its accuracy.

This material is intended for informational purposes only and should not be construed as legal or tax advice and is not
intfended to replace the advice of a qualified attorney, tax advisor or plan provider. Please consult with your attorney
or tax advisor as applicable.

Pursuant to IRS Circular 230, M Benefit Solutions notifies you as follows: The information contained in this document is
not intended to and cannot be used by anyone to avoid IRS penalties.
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