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« Ratings compress default risk into one letter; Moody’s first published them in 1909
« Agencies switched to issuer-pays in the 1970s
« GFC: Moody’s rated about 45,000 mortgage securities AAA in 2000-07

83% of the 2006 AAAs were later downgraded

Role 2. Regulatory: Ratings set capital and eligibility

« Since 1936, rules for banks, broker-dealers, money funds, and insurers have used ratings
« 1975, SEC: the NRSRO label is born in the broker-dealer net capital rule

« After the GFC, the US takes ratings out (2010-2015)

Dodd-Frank §939A (2010): each federal agency must “remove any reference to or
requirement of reliance on credit ratings”

OCC (2012): “investment grade” = “adequate capacity to meet financial
commitments”

SEC (2015): ratings removed from money market fund Rule 2a-7
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1.

7.

Hold the riskiest asset that carries the same charge

Report lower risk when you can measure it yourself

Move the risk outside the regulated balance sheet

Use accounting values to preserve reported capital

Move to a more lenient regulator or jurisdiction

Obtain a better regulatory label for the same asset

Build the asset to earn a better label

... and probably more!
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1. Demand for private credit = Demand for private ratings
i.e. an existing private credit strategy creates the demand for ratings.
Insurers want privately originated investments for their yields, contractual terms,
or access to origination.
They obtain private ratings to make those investments suitable

True if the deal itself calls for a private rating
Protecting the “IP” of innovative financial structures
Sold to a handful of buyers, so no need to “advertise” to the broad market

2. Demand for private credit & Demand for private ratings
i.e. assets and certification are jointly determined.
An insurer and the (affiliated) manager choose the investment, structure, rating,
and allocation together in response to capital constraints.

True if the deal is designed around the rating
Insurer sources deal from an affiliated originator, which orders the rating
Bespoke structures get rated by an agency that builds criteria for them
Structure exists to earn the label (rated note feeders)
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Question: Can financial regulation push insurers toward private ratings, and do inflated
private ratings undermine that regulation?

Methodology:
« Bond holdings of life insurers from 2020 to 2024; 700+ " life insurers, >200K bonds
« Exploit 2021 NAIC bond capital reform, with a difference-in-difference design

Main Findings

1. Privately rated bonds appear to have inflated ratings and offer higher yields within
reported rating categories.

2. Insurers hit harder by the reform subsequently buy more privately rated bonds.

3. This behavior weakens the reform’s effectiveness and increases private-credit financing.

Important, timely, and ambitious question at the heart of the private credit boom
« Compelling evidence from a clean reform, traced from ratings to insurers to issuers

Plan for Discussion
1. What would it mean to “inadvertently” fuel private credit
2. What would it mean to inadvertently “fuel” private credit?
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A Simple Framework (1/2)

Insurer j maximizes mean-variance return subject to a risk-based capital constraint

Y
max, z ApXpy — E 02x2 s.t. anxn <

n

« x,: dollars in bond n (j omitted); a,,, o2: return net of funding cost, and variance
- ¢, = f(r, — 6,): capital charge, set by the bond’s rating label; f: NAIC schedule
* 1, true risk in notches; §,,: notches of generosity (0 if public, = 0 if PL)
s, = f(r,) — f(m, — 6,): capital saved by the PL label
* K;: capital the insurer can deploy; u; = 0: shadow cost of capital (multiplier)
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max, z ApXpy — E 02x2 s.t. anxn <

n

« x,: dollars in bond n (j omitted); a,,, o2: return net of funding cost, and variance

- ¢, = f(r, — 6,): capital charge, set by the bond’s rating label; f: NAIC schedule
* 1, true risk in notches; §,,: notches of generosity (0 if public, = 0 if PL)

s, = f(r,) — f(m, — 6,): capital saved by the PL label
* K;: capital the insurer can deploy; u; = 0: shadow cost of capital (multiplier)
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When does insurer j hold more of the PL bond?
 Label motive: at the same true risk, a PL bond earns p;s,, more per dollar
« Asset motive: through a,,, whatever the label

Takeaway: Need variation in u; to distinguish label vs. asset motive! (Table 7 of Paper)
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In the baseline case, «a,, is common to all insurers.

Instead, is it possible that the same bond is worth more to some insurers than others?

Ajn — .ujf(rn — On)

2
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« How well the liabilities fit the asset

* Funding Costs

» Access to deals and managers

« Affiliation with other PE firms

« Expertise and experience in private markets

In this case, u; separates the label vs. asset motive only if it's not correlated with «;,,.
Takeaway: Need additional variation in u; to distinguish label vs. asset motive!

Separate Point: For some assets, the only rating available is a private one.
* In this case, it's difficult to distinguish the rating (§,,) from the asset («,,)



Implications for “Inadvertently”

Reminder: insurer demand
Ajn — Uif (1 — 6n)

2
YOn

Xjn

What the reform did
« Exposure Afj raised required capital on the old portfolio = shadow cost rose: Au; > 0

 Higher y; tilts demand to labels that save capital: s, = f(1,) — f(r, — 6,) > 0



Implications for “Inadvertently”

Reminder: insurer demand
Ajn — Uif (1 — 6n)

2
YOn

Xjn
What the reform did

« Exposure Afj raised required capital on the old portfolio = shadow cost rose: Au; > 0

 Higher y; tilts demand to labels that save capital: s, = f(1,) — f(r, — 6,) > 0

DID Estimate:
« The regression coefficient can be expressed as:

COV(A?],A,U]) N COV(A?j,Aajn)
Var(Afj) Var(A?j)

label channel asset channel

B=5

» Asset channel: exposed insurers would have bought more private credit anyway



Implications for “Inadvertently”

Reminder: insurer demand
Ajn — Uif (1 — 6n)

2
YOn

Xjn

What the reform did
« Exposure Afj raised required capital on the old portfolio = shadow cost rose: Au; > 0

 Higher y; tilts demand to labels that save capital: s, = f(1,) — f(r, — 6,) > 0

DID Estimate:
« The regression coefficient can be expressed as:

COV(A?],A,U]) N COV(A?j,Aajn)
Var(Afj) Var(A?j)

label channel asset channel

B=5

» Asset channel: exposed insurers would have bought more private credit anyway

Suggestion #1a. Show directly that exposure is unrelated to changes in a;,
* aj, proxies x Post: pre-reform private credit share, affiliated originator, annuity share
« In addition to pre-trends (Figure 5), direct evidence will pin down “inadvertently”
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Reminder: insurer demand
an — ﬂjf(rn — 6p)
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Clearing the market for issuer i’s bond:
Xi + Di —_ Bi
* Insurerdemand, X; = b;(y; — u,f;) where b; is the demand slope

« Otherinvestors: D; = d;y;; issuer: B; = B+ B'y; with B’ < 0

Equilibrium Yield: Capital charge works like a tax on insurers’ holdings

b +d; — B

vi =¥ + mnf TT;

- y?: yield with no capital charge (f; = 0)

« 1; measures the passthrough of insurer’s capital cost into issuer’s yield
Numerator: only insurers pay the charge
Denominator: everyone in the market absorbs the yield change
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Issuer i can borrow through two routes (cost of borrowing per dollar per year)
Public: C/™ = y? + mn f(r)

PL: C7" =y + mi,f(ry — ) + ¢

- y?: yield with no capital cost; u;. investors’ shadow cost; ;. share passed into the yield
« ¢;: rating fee and any illiquidity premium of the private route (relative to public)

Channel (composition of credit): choose PL if

i — ¢ = mpu(fF () — f(ri—8)) — ¢ > 0,

- capital saved (f(r;) — f(r; — 4;)), valued by investors (u,), passed to the issuer (m;)

Quantity of credit:
B; = B(min{C/"*,C{"})

Takeaway: Composition shift needs m;u;s; > c;; quantity increase needs B'm; < 0
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B;: Outstanding private credit; C;: Cost of new borrowing

#1 Reshuffling: AB; = AX; + AD; = 0

» Insurers buy existing bonds from other investors, or issuers swap other debt for PL
bonds. Yields may still change.

#2: Expansion with little pass-through: AB; > 0,AC; = 0 (1r; = 0)
» Elastic issuers expand debt at similar financing costs.

#3: Expansion through lower borrowing costs: AB; > 0,AC; < 0 (m; > 0)
« Lower financing costs induce additional borrowing

Why This Matters:
« #1vs. #2 & #3: Did the reform grow private credit or only move it?
« #2 vs. #3: Who gets the capital saving?
#2: insurers keep the saving as a regulatory rent; #3: issuers share the saving
« #1 vs. #2 vs. #3: What is the cost of closing the loophole?
#1: firms lose nothing, because holdings just move back to other investors.
#2: firms lose credit; #3: firms lose credit and also pay more
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Table 8: Insurer demand Ax;; relative across insurers

SharePth =B Af] X Post; + ')’,X]'t + &+ O + Eit

Figure 11: }; Ax;; minus what zero-exposure insurers did (i.e. the FE terms)

PP-PL Demand; = 1‘%*0 X Afj x Parj,

Table 9: Issuance of private placed debt = 1{AB; > 0}
Suggestion #2a. Measure AB;
* Net borrowing in dollars by issuer exposure, across all debt (which extends Table 9)

Suggestion #2b. Measure AC;
« Offering spreads on new issues by issuer exposure

Hopefully, both are feasible with the issuance data behind Table 9 (Refinitiv, Mergent FISD),
which record offering amounts, maturities, and yields
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Final Thoughts

* Important and timely paper with rich data on private letter ratings
« Ambitious step towards a fuller characterization of the private credit ecosystem

*  Punchline: Afiner capital schedule pushed insurers toward privately rated bonds and
subsequently to private credit

« A few suggestions for future iterations:
Further work on separating the label from the asset
Showing the “fuel” in dollar terms (P and Q)

A few questions prompted by the paper for the future:

Who ultimately keeps the capital relief: borrowers, annuitants, or insurer owners?
Is a finer capital schedule still worth it if part of the gain leaks into private labels?

 Very much looking forward to the next version!
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