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This year was the year of the dog,
according to the Chinese zodiac. For
NEPC’s Insurance Investment Practice,
2018 was the year of rated-private-debt
funds. As the search for yield has insurers
looking to more complex and less liquid
investments in private markets, we have
fielded a significant number of requests
from asset managers to review their
capital-advantaged strategy.

markets strategy. The most common

is a separately-managed account or a
traditional limited partnership (or LLC)
structure. While the two structures have
advantages and disadvantages in terms of,
for instance, size, accounting complexity
and reporting, the capital charges are well
defined.

Although there are a host of unique
structures available, capital-optimized
solutions usually fall into two broad
categories:

Structure Type Methodology

Referred to as “rated” or “capital-
optimized”, these funds are usually private
(credit and infrastructure) debt
vehicles structured to avoid the
typical risk-based capital charges of

similarly pooled private investments. Rated Fund Typically, this is a limited
As the National Association partnership vehicle. The fund is
of Insurance Commissioners rated by a NRSRO. The public rating
(NAIC) considers changes to the . .
. is equated to an NAIC-equivalent
accounting treatment of these
vehicles, we would like to remind bond rating.
insurers that their due diligence Debt-Equity The investment portfolio is housed

process should stay the same. Only
once the strategy is cleared and
approved for investment, should
the implementation vehicle be
considered. A fund that is made up
of non-investment-grade securities
has that level of ultimate risk,
regardless of the pooled rating.

in a structured product. Like a
collateralized loan obligation (CLO),
the portfolio is split into tranches
comprising rated notes and an
equity tranche. The distribution

mechanism can vary by structure.

HOW DOES THE FUND ACHIEVE

CAPITAL RELIEF?

There are multiple mechanisms for
an insurer to invest in a private

RATED FUNDS

Currently, the rated fund only benefits life
insurers, but the NAIC is also reviewing

DON'T LET THE TAIL WAG THE DOG | 2



them for health and property and casualty
insurers. The rated fund is similar to the
traditional limited partnership structure,
and is still a single-line item held on
schedule BA. The fund has risk-based
capital relief because it is rated by the
Securities Valuations Office (SVO) or has
an equivalent rating (the filing-exempt
process) from a Nationally Recognized
Statistical Rating Organization (NRSRO),
often in the form of a private side letter.

NEPC’s understanding is that the
equivalency mechanism will likely be
made unavailable to insurers after January
1, 2019:

b. Condition to Eligibility — The "“fixed-
income-like” regulatory treatment
accorded under this Section 8 only
applies to funds that the SVO has
verified meet eligibility criteria
established by the VOS/TF and

been assigned NAIC Designations

or reviewed under the verification
procedures and added to an NAIC List
or other NAIC compilation process as
hereafter discussed in this Section 8.
The use of NAIC CRP credit ratings
under the filing exempt process
discussed in Part Three, Section 1

(b) of this Manual shall not be an
acceptable basis to apply for and
receive the regulatory treatment
specified in this Section 8. A private
fund reported on Schedule BA,
acquired prior to January 1, 2019 and
reported with an NAIC Designation
produced under filing exemption,

can continue to be reported on the
basis of a credit rating until sold or
disposed of, provided the insurer also
reports the investment on the Fund GI
(General Interrogatory). Funds that do
not qualify for the exceptions identified
in this Section 8 would continue to

be reported as common stock on
Schedule D-2-2 or as other invested
assets on Schedule BA without NAIC
Designations. Note: In all cases
where it is necessary for the reader

to understand statutory accounting
guidance or concepts, please refer to
the NAIC Accounting Practices and
Procedures Manual.

Source: NAIC Memorandum, “"Proposal
to Add Comprehensive Instructions for
Fund Investments to the P&P Manual”,
January 31, 2018

DEBT-EQUITY

The debt-equity methodology creates

a structure made up of fixed-income
tranches, for instance, senior and junior,
and an equity tranche. The differentiated
fixed-income pools are rated and held on
Schedule D, like any similar security, and
the equity tranche is held on Schedule BA
as a traditional alternative asset. The level
of subordination, that is, the percentage
of equity, can vary significantly.

SHOULD INSURERS INVEST
IN RATED AND/OR CAPITAL-
OPTIMIZED STRATEGIES?

At NEPC, we prefer well-researched,
credit-intensive private debt strategies
over public assets that are rated below
investment grade. While the insurance
ratings overlay creates an additional level
of risk that should be analyzed, it should
not impact the investment process from
a traditional due diligence perspective
other than to potentially constrain the
guidelines.

As with all private markets research, the
insurer should evaluate the investment
team, firm resources, opportunity set,
investment thesis, track record, and back-
office capabilities. Once the strategy has
passed all investment due diligence tests
and has been approved for investment,
then the implementation vehicle should be
considered.

Under the current regulatory and ratings
environment, it is understandable that
insurers want to take advantage of the
potential capital relief for private markets
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investment. It is important that insurers
keep in mind that these are long-term
investments and that the future regulatory
environment may change. To this end, we
suggest insurers consider the following
questions:

e Will a change in regulatory or rating
agency methodology cause investors to
exit the rated vehicle?

e If so, will the structure survive a “run
on the bank”? This is a dual threat:
The run on the bank could generate a
forced sale if the lock-up clauses don’t
hold, but if the lock-up clauses do hold,
capital can be tied up in a suboptimal
vehicle.

e What responsibility does the General
Partner/Investment Manager have if
the structure breaks?

e Do we understand the inputs and
factors employed by the different
NRSROs? While the NAIC “has no
discretion to ignore an NRSRO credit
rating” (NAIC Valuation of Securities
(E) Task Force, September 2018), an
insurer can evaluate and differentiate
between agencies.

e If there is a change in the standing of
an NRSRO, would there be a willing
replacement for any annual review
process?

e If yes, what would a potential rating
change look like? This highlights the
additional level of downgrade risk.
The strategy is subject to downgrade
risk from the selected NRSRO,
but should an NRSRO fail, the

replacement may apply a downgrade.

Thorough due diligence should
determine the viability of any private
markets investment. An insurer should
evaluate each opportunity agnostic

to the implementation vehicle, and
capital optimization should be a distant

secondary consideration. History has not
looked kindly on strategies that have
been engineered to overcome regulatory
challenges.

ADDENDUM

The objective of this article was to focus
on private markets and the regulation and
accounting treatment for structures that
exist in that universe. We deliberately
avoided the discussion of how AM Best,
another NRSRO, would incorporate these
structures into its BCAR calculation
(another key solvency model for US
insurers). We are of the understanding
that AM Best has constructed an
investment working group that will assist
with the evaluation of pooled investment
vehicles. We strongly recommend

that insurers discuss private markets
allocations and the capital impact with
their designated analyst.

DISCLAIMERS AND DISCLOSURES

Past performance is no guarantee of
future results

e All investments carry some level of
risk. Diversification and other asset
allocation techniques do not ensure
profit or protect against losses.

e The information in this report has
been obtained from sources NEPC
believes to be reliable. While NEPC has
exercised reasonable professional care
in preparing this report, we cannot
guarantee the accuracy of all source
information contained within.

e The opinions presented herein
represent the good faith views of NEPC
as of the date of this report and are
subject to change at any time.

DON'T LET THE TAIL WAG THE DOG | 4

BOSTON | ATLANTA | CHARLOTTE | CHICAGO | DETROIT | LAS VEGAS | PORTLAND | SAN FRANCISCO
255 State Street, Boston, MA 02109 | P. 617.374.1300 | F. 617.374.1313

WWWw.nepc.com





<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.6
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 200
  /ColorImageDepth 8
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.75000
  /EncodeColorImages true
  /ColorImageFilter /FlateEncode
  /AutoFilterColorImages false
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth 8
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /FlateEncode
  /AutoFilterGrayImages false
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [600 600]
  /PageSize [612.000 792.000]
>> setpagedevice


