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The Anatomy of Shadow Distress in CRE CLOs & Balance Sheet
Contagion

A quantitative evaluation of the $635.8B securitized multifamily universe, Over-Collateralization (OC) test breach mechanics, and secondary
liquidity transmission into regional bank balance sheets.

1. The Securitized Multifamily Landscape: A Tale of Three Cohorts

Across the $635.82 billion securitized multifamily loan universe, aggregate delinquency appears benign at only 1.82% ($11.60B). However, this
headline figure masks severe structural divergence across issuance vehicles: while government-sponsored Freddie Mac programs maintain
exceptional stability (0.80% delinquency across $518.99B), private-label CMBS has experienced sharp deterioration, reaching 7.69%
delinquency ($5.80B)—driven by extreme asset-level concentration where the five largest troubled assets account for 39% ($2.26B) of total
distress.

Securitization Cohort Total Universe Delinquent Volume | Delinquency Rate Underlying Structural Risk Factor

Agency guarantee; conservative fixed-rate debt
Freddie Mac GSE Pools $518.99 B $4.20 B 0.80% service coverage

Concentrated mega-assets; pre-1964 rent-regulated
Private-Label CMBS $75.48 B $5.80 B 7.69% units; refi cliffs

Shadow Distress: Suppressed by discretionary
Commercial Real Estate CLOs $41.35B $1.60 B 3.87%* manager buyouts to protect OC tests

2. Over-Collateralization (OC) Mechanics & The Cash Diversion Trigger

The 3.87% reported delinquency in CRE CLOs dramatically understates distress because collateral managers are economically incentivized to
repurchase impaired floating-rate bridge loans out of transactions using balance sheet liquidity. Under structured finance indenture covenants,
failure of an Over-Collateralization (OC) or Interest Coverage (IC) test mandates the immediate redirection of cash flows: money that
normally flows to equity holders and subordinate note classes is diverted to pay down senior notes sequentially until tests cure.

CONTRACTUAL OC TEST RUN-DOWN SCENARIO

» Baseline Structure: $1.00 Billion total collateral assets supporting $800 Million of issued notes.

* Initial Over-Collateralization Ratio: $1,000M / $800M = 125.0% (Comfortably above 120.0% covenant hurdle).

« Stress Shock: A $100 Million transitional bridge loan defaults and is carried under indenture rules at 50% of par ($50M).

* Revised Collateral Value: $900M + $50M = $950 Million.

* Resulting OC Ratio: $950M / $800M = 118.75% [COVENANT BREACH)].

» Transmission Consequence: 100% of junior equity and mezzanine distributions freeze. Cash is diverted to senior bond amortization.

3. Transmission Channels to Regional & Community Banks

Regional banks face transmission through three primary conduits:

1. Warehouse Line Run-Ups: Sponsors buying troubled loans out of CLO pools draw heavily on revolving bank warehouse credit lines,
converting off-balance-sheet distress into direct bank credit risk.

2. CECL & Cap-Rate Contagion: Forced asset sales by distressed debt funds set fire-sale comps in local multifamily submarkets, directly
driving up CECL expected loss reserves across the bank's own portfolio.

3. Mezzanine Tranche Impairments: Institutions holding rated structured notes face immediate yield write-downs when cash-flow diversion
activates.

© 2026 RegX3 LLC. Portfolio Sentinel™ Research Division. Statutory Model Reference: OCC Bulletin 2006-46, CECL ASU 2016-13, and Basel A-IRB Guidelines. Direct
Supervisory Inquiries: institutional@regx3.com | regx3.com



