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STRATEGY BEFORE 
STRUCTURE
Rated Note Feeders in Private Market 
Portfolios for Insurers 

Rated note feeder structures are becoming increasingly common across private 
market strategies offered to insurance companies.

These structures can meaningfully improve capital treatment by allowing a portion of a private market 
investment to be held on Schedule D rather than Schedule BA1. As a result, we have observed that they 
are often viewed as a compelling solution for insurers seeking to expand their private market allocations 
while managing capital charges. At NEPC, we believe rated note feeders should generally be viewed as 
a secondary consideration rather than a prerequisite; the starting point should always be identifying 
the most appropriate private market strategy based on its underlying investment merits. Only after that 
determination is made should insurers consider a rated note feeder (if available) and whether it adds 
value given the specific structure, cost, and complexity involved.

To be sure, our views primarily reflect the experience of insurance companies—well-capitalized 
organizations with relatively modest private market allocations—we typically advise, but we recognize 
that rated note feeders may play a more central role for other segments of the insurance industry. Larger 
insurers with more complex capital frameworks may view rated note feeders as a vital component 
of balance sheet management, where even incremental improvements in capital efficiency can be 
meaningful when scaled. As a result, our intention is not to be universally prescriptive, but rather to lay 
out our process around how we evaluate rated note feeders within the context of our client base and 
investment philosophy.
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1. Schedule BA assets carry a higher capital charge 
relative to Schedule D assets.  A traditional LP 
investment without a rated note structure typically 
receives full Schedule BA capital treatment (~30% 
capital charge for P&C insurers and ~40%–45% 
capital charge for life insurers), whereas a rated 
note feeder can significantly reduce the blended 
charge closer to 10-20% depending on the structure 
and insurer type. Source: NAIC, based on latest 
published RBC framework as of the date of this 
publication

ILLUSTRATIVE RATED NOTE STRUCTURE

NEPC Internal Example provided for 
illustrative purposes only. The above 
is not representative of any actual 
client portfolio investment.
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STRATEGY, FIRST…STRUCTURE, SECOND

Our philosophy is simple: start with identifying a strong private market strategy, and then assess the 
structure. We do not believe the availability of a rated note feeder should drive strategy selection. Fur-
thermore, while rated feeders are becoming increasingly common, they still aren’t offered for every (or 
even most) private market funds.

We find that insurance clients that use a consultant are well capitalized and, for many, private market 
exposure is typically modest - often less than 10% of total portfolio assets. Against this backdrop, ab-
sorbing a higher capital charge by investing directly into a traditional Limited Partner (“LP”) vehicle is 
rarely punitive, particularly if the strategy is otherwise attractive.

That said, there are instances where rated note feeders can play a role. In cases where two or more strat-
egies are otherwise comparable across return expectations, risk profile, manager quality, and fit within 
the broader portfolio, the availability of a well-structured rated note feeder can serve as a reasonable tie-
breaker. In those situations, improved capital treatment may justify favoring one strategy over another.
 
NOT ALL RATED NOTE FEEDERS ARE CREATED EQUAL

While rated note feeders can be helpful, they introduce an added layer of structuring that requires scru-
tiny. We have observed significant variation across rated feeders, and in some cases, the plain vanilla LP 
vehicle may be preferable despite the potential capital benefit of the rated structure.

At NEPC, we prefer simply and elegantly constructed rated note feeders; we tend to be more cautious as 
complexity increases or if structuring is too aggressive relative to the quality of the underlying collateral. 
These are the points we keep in mind while evaluating different rated note feeders: 
 
1.TRANCHES

One of the first structural features we examine is the number of tranches in the rated note. Our prefer-
ence is for fewer tranches rather than more, ideally consisting of:

•	 Two-to-three debt tranches (typically a mix of investment-grade and below investment-grade rat-
ings), and

•	 A residual (equity) tranche

While we can get comfortable with structures that include additional tranches, simplicity matters. One 
practical consideration is cost: in some cases, insurance investors are required to pay for each tranche to 
be independently priced on a quarterly basis2. As the number of tranches increases, so do the valuation 
costs.

Beyond cost, we have found a simpler capital structure tends to be easier to understand, monitor, and 
explain internally, which is particularly important for less liquid long-term investments.

2. In some cases, the asset manager will pay for the cost to price the tranches each quarter.
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2. ALIGNMENT OF INTEREST 

Another critical consideration is who owns which part of the capital structure. From an alignment-of-in-
terests perspective, we prefer rated note feeders where all investors receive a vertical strip of the struc-
ture, meaning each investor has the exact same exposure across debt and equity tranches in proportion 
to their investment.

We become more cautious when different tranches are sold to different investor types (for example, one 
group holding only the debt tranches, and another holding only the equity ones). In these situations, 
questions arise:

•	 Is the asset manager optimizing the strategy for debt holders or equity holders?
•	 Are there implicit incentives to prioritize the preferences of certain investor groups?
•	 Does this create misalignment in how risk is taken and managed?

In addition, we have seen cases where investors have the option of blending different combinations of 
tranches to manufacture a desired return outcome. For example, ratcheting up the equity exposure to 
boost returns or increasing debt exposure to dampen volatility. From our perspective, this begins to feel 
like an exercise in financial engineering rather than a pure investment decision. 

We recognize that some insurers view this flexibility differently, using tranche selection as a way to align 
a strategy with internal capital constraints rather than alter the underlying economics. While this per-
spective may be reasonable in certain contexts, our preference remains to evaluate strategies based on 
their inherent return and risk characteristics rather than post investment financial engineering.

3. UNDERLYING ECONOMIC RISK

We also pay close attention to the type of strategy being placed into a rated note feeder. Certain strate-
gies, such as direct lending, are often a natural fit for rated structures given their contractual cash flows 
and debt-oriented risk profile.

Where we become more cautious is when the underlying strategy begins to look less like debt and more 
like private equity, yet still benefits from partial bond treatment through a rated note feeder. We have 
seen examples where strategies with more meaningful equity risk are placed into rated feeders simply 
because the underlying investments generate recurring cash flows.

At NEPC, we are looking for the economic risk of the strategy to closely mirror the rated structure. Our 
view is that rated note feeders should be used to obtain improved capital treatment for fundamentally 
debt-like strategies, not as a means to repackage higher-risk equity strategies as bond investments.

4. ANCHOR INVESTORS

We place significant weight on whether there is a committed anchor investor. We have seen instances 
where managers announce plans for a rated feeder that ultimately never materializes due to insufficient 
scale. Given the cost and effort involved in establishing these structures, having one or more anchor 
investors can materially improve confidence that the feeder will actually be launched.
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5. RATINGS 

We prefer rated note feeders ranked by one of the so-called Big Three ratings agencies—Fitch Ratings, 
S&P Global Ratings, or Moody’s Ratings—as a starting point. Kroll (KBRA) is another ratings agency that 
commonly rates structured notes and is viewed as credible by many insurance investors. Beyond these 
agencies, we will consider other providers, though doing so typically warrants heightened scrutiny.

CONCLUSION
We approach rated note feeders from a position of open-minded skepticism. We are supportive of their 
use when they are thoughtfully designed, well-aligned, and appropriately paired with the underlying 
investment strategy. However, we do not view them as a requirement for most insurance portfolios, par-
ticularly those that are well capitalized and maintain relatively modest private market allocations.

As always, every insurance company will have its own set of considerations, constraints, and priorities. 
Our role is to help clients evaluate both the strategy and the structure, ensuring that decisions are driven 
by long-term investment outcomes rather than capital efficiency alone.

To learn more about private market investing or how rated note feeder structures may (or may not) fit 
within your portfolio, please contact your NEPC consultant.



 617.374.1300  |  www.NEPC.com  |             @NEPC_LLC 

Strategy Before Structure: Rated Note Feeders in Private Market Portfol ios for Insurers  |   5

IMPORTANT DISCLOSURES
Past performance is no guarantee of future results.

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

The information herein has been prepared by NEPC, an affiliate of Hightower Advisors, and should not be considered 
a recommendation to purchase or sell any investment or pursue any specific investment strategy. The information 
should not be relied upon to make any investment decision and does not take into account the investment objectives, 
financial situation and particular needs of the recipient. Recipients of the information presented herein should 
neither treat nor rely on such information as advice relating to legal, taxation or investment matters and are advised 
to consult their own professional advisors. 

The opinions presented herein represent the good faith views of NEPC as of the date of receipt and are subject 
to change at any time. There can be no assurance regarding the accuracy of such views, including with respect to 
any forward-looking information or other commentary that is subject to uncertainty, future contingencies or other 
market factors. NEPC has prepared the information as general market commentary, market update and/or other 
general topics relating to portfolio construction and risk allocation. The information is not, and does not purport to 
be, a complete discussion of all relevant considerations, risks and other applicable factors. 

The information in these materials 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. Neither NEPC nor any of its affiliates has any obligation to update the information 
contained herein. The performance information of any indices or strategies represented herein is based on third-
party sources, and such performance information does not necessarily represent the performance or experience of 
any NEPC client.

These materials identify potential benefits relating to NEPC’s services to its clients and/or its commentary regarding 
current market events and portfolio construction considerations. Any NEPC investment strategy also is subject to 
certain risks and limitations. Although NEPC believes it and its personnel may have certain competitive advantages 
regarding portfolio construction and management. There can be no guarantee that NEPC will be able to maintain 
such advantages over time, outperform third parties or the financial markets generally, implement its investment 
strategy or achieve its investment objectives for a client or avoid losses.


