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Fire sales and its risks

A very important question in the fire sale literature has been which assets
should institutions liquidate and what are the risks associated with the
liquidation.
The setting in this paper is almost the perfect empirical setting to study
this question.

• The focus is on insurance companies and corporate bonds.
• There are only a few liquid bonds, which implies that firesales should
have a large impact.
• The events are natural disasters (hurricanes) where the shocks are
faced by all insurance companies.
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Commonality versus liquidity versus network centrality

The paper establishes bonds that are commonly owned and have more
liquidity will be more likely to be sold.
The paper also very carefully distinguishes between common ownership
versus liquidity.
I would like to understand better how all these concepts are related in the
context of the current literature.
• Common ownership
• Common liquidity
• Network centrality
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Network Effect
More on the network centrality and its effect...
• It would be interesting to understand the ownership structure more
extensively of these corporate bonds. ( Database: eMAXX).
• In relation to that where does the price pressure originate and how
does it propagate?
• In general there is a lot of common ownership as well as
concentrated ownership among corporate bonds ( more so for
insurance companies given regulatory requirements).
• Possible effect of insurance companies on other institutions/mutual
funds? ( WP: Nanda, Wu and Zhou (2018))
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The Portfolio

What else is in the portfolio ? [ Cash (6%), Common Stock(25%),
Preferred Stock (%), Bonds (60%)]
What other assets could be fire sold? Do we see any patterns ?
Would the corporate bonds be be the ones offloaded in a fire sale?
Within the different bond holdings would we expect corporate bonds to
be fire sold as compared to stocks or treasuries?
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The Portfolio
Breakdown Across Insurer Types.pdf

Table 5: Bond Breakdown Across Insurer Types ($mil. BACV), Year-End 2016

RMBS - residential mortgage-backed securities; CMBS - commercial mortgage-backed securities; ABS - asset-backed securities.
* New bond categories added at the beginning of the 2016 reporting year

Table 7: Changes in Bond Holdings Year-End 2015 – Year-End 2016 ($mil. BACV)
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The Portfolio
The bond portfolio on average has municipal bonds (24%) and treasury
(7%).
Are there regulatory requirements as to why corporate bonds would have
to be liquidated?
Insurance companies have capital requirements when investing in bonds
in higher risk category. Insurance companies are required to invest 20%
of their assets in bonds below NAIC risk category 2.

In summary it would be interesting to have a more complete picture of
what are the constraints and why insurance companies would choose to
liquidate corporate bonds.
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Can more be done with the ratings?

• Given that insurance companies face regulatory requirements,
downgrades can increase regulatory burden especially around the
financial crisis.

• Focus on more constrained versus less constrained insurance
companies.

• Look around the boundaries of NAIC risk categories of bond ratings.
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Conclusion

Really enjoyed reading the paper and learnt a lot!
Would like to understand better how to view commonality and its
implications especially from the regulatory point of view.
What are the reasons as to why corporate bonds are liquidated.
What are the implications for the market as a whole.
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