AM. BEST

Rating Health Insurance Companies

he purpose of this report is to provide

transparency regarding A.M. Best Co.’s

criteria for assigning financial strength
ratings (FSR) to health insurance carriers,
including traditional life/health insurance
companies, health maintenance organizations
(HMOs) and Blue Cross and Blue Shield plans.
This methodology also updates A.M. Best’s pre-
viously published health-care rating methodol-
ogy to reflect changes in the marketplace.

The constantly changing operating environ-
ment and the unstable, escalating rate of infla-
tion for health-care costs make it difficult for
carriers to anticipate the medical cost factor
in the pricing of policies that will be in effect
for 12 months. The resulting volatility of earn-
ings, combined with the thin capitalization
that is characteristic of many health insurers,
creates a fertile environment for financial
impairment. More vulnerable are small health
carriers with product and geographic concen-
trations and a lack of resources necessary for
innovative responses to changes in the envi-
ronment. As a result of these factors, the
demand for financial strength ratings on these
companies has increased.

Health Insurer Rating Criteria

An A.M. Best financial strength rating is an
opinion about an insurer’s financial strength
and its ability to meet ongoing obligations to
policyholders. The assigned rating is derived
from an in-depth evaluation of a company’s
balance-sheet strength, operating perfor-
mance and business profile, compared with
A.M. Best’s quantitative and qualitative stan-
dards. The required analysis reflects all
sources of risk to which the health insurer is
exposed.The entire group, including all of the
rated entity’s affiliates and their internal rela-
tionships, are considered. For the noninsur-
ance subsidiaries, A.M. Best performs a
detailed, internal analysis of their risk profile
and the resulting effect on rated entities with-
in the group.
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An important component of the evaluation
process requires an interactive exchange of
information, both public and confidential,
with the insurer’s management. Once
assigned, ratings are re-evaluated continually
for changes that might arise during the year or
in conjunction with A.M. Best’s ongoing dia-
logue with company management.

A M. Best’s criteria for analyzing health insur-
ance carriers are broadly similar to that for life
insurers. Key differences are the focus on
benchmarks, ratios and qualitative factors rele-
vant to the health-care operating environment.
This report primarily details those elements of
the rating analysis that are different for health
insurers. For more detailed information on A.M.
Best’s criteria for life/health insurance compa-
nies, visit www.ambest.com/ratings.

Balance-Sheet Strength

In determining a company’s ability to meet
its current and ongoing obligations to policy-
holders, the most important area to evaluate is
its balance-sheet strength. A critical measure
of balance-sheet strength is the adequacy of a
health insurer’s capital and surplus to support
its financial and operating practices. The net
required capital to support these practices
and the company’s other risk exposures—pri-
marily related to product mix and underwrit-
ing—is evaluated by Best’s Capital Adequacy
Ratio (BCAR). Other considerations in assess-
ing balance sheet strength are reserves, rein-
surance and asset quality.

Capital Adequacy

A.M. Best believes all minimum state regula-
tory requirements for capital and surplus are
too low. An A.M. Best Secure rating—(Very
Good) B+ and higher—calls for substantially
higher amounts of capital than what is
assessed under the Managed Care Organiza-
tion Risk Based Capital (MCORBC) authorized
control level, as promulgated by the National
Association of Insurance Commissioners.

While A.M. Best’s analysis of capital adequa-
cy begins with a BCAR assessment at each
operating insurer, several other quantitative
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factors play significant roles in the rating,
including:

* MCORBC when available.

¢ Underwriting leverage (net premiums
written to capital and surplus).

¢ Equity per member per month (capital
and surplus to member months). This mea-
sures the amount of capital and surplus spread
over the membership base.

e Asset leverage (total liabilities to total
assets).

e Premium leverage (level of premiums to
capital and surplus).

* Months reserves (capital and surplus to
monthly average expenses).

Quantitative models for capital measure-
ment, however, are essentially static. They indi-
cate capital adequacy at a fixed point in time,
given the business risk typical for the lines of
business offered that year. For this reason,A.M.
Best makes a qualitative assessment of the
risks related to the local market and regulato-
ry conditions, risks unique to the company, or
future risks that could develop as various con-
ditions change.

External Capital Support

Another consideration in the assessment of
capital adequacy is capital available from
external sources, such as borrowings from the
capital markets and private sources or contri-
butions from an affiliate. The amounts that
must be repaid to a lender—whether a parent
or a third-party—aren’t automatically consid-
ered permanent capital, although a regulator’s
permission might be required before pay-
ments are made. Capital composed of retained
earnings or paid-in amounts is considered
superior to capital that includes subsidiary
borrowings.

Although a health insurance carrier might
be thinly capitalized, it might be a subsidiary
of a well-capitalized, national or multiregional
holding company encompassing numerous
HMOs and insurance companies. Holding
companies and their associated capital struc-
tures can have a significant impact on the
overall financial strength of an insurance com-
pany subsidiary:They can provide subsidiaries
with various levels of financial flexibility,
including capital infusions. Conversely, debt
and other securities, typically obligations of a
holding company, can reduce a corporation’s
financial flexibility, depending on the magni-
tude of those obligations, and place significant

dividend demands on a subsidiary, limiting
growth of its surplus.

A.M. Best recognizes that efficient capital
management at such organizations calls for
maintaining most of the capital at the holding-
company level, from which support can be
disbursed downstream to an operating entity.
To determine whether a rating is secure, A.M.
Best measures both the willingness and the
ability of the parent to provide support. The
level of capital at the operating entity, howev-
er, remains important.

A.M. Best prefers that the holding company
provide explicit support in the form of a mini-
mum amount of capital to be maintained at
the entity and the parent’s commitment to
provide cash infusions if the subsidiary gener-
ates losses. However, willingness to provide
support also may be indicated through discus-
sions with management, preferably backed
with evidence of a history of support.

A.M. Best assesses the parent’s ability to
provide support based on its financial
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resources, such as the availability of cash and
liquid assets and the sources and uses of funds
at the holding company. To perform this
assessment, A.M. Best looks at the parent’s
financial leverage and financial flexibility,
using the ratio of total debt to total capital and
coverage compared with the maximum for a
rating category.

A M. Best makes its evaluation of financial
leverage based on the level to which the com-
pany manages, rather than the level at the
time of the rating action. In addition, the level
of coverage is deemed important. Companies
in the Secure rating categories typically are
expected to have coverage in excess of three
times. Financial flexibility is evaluated based
on the availability of funds from external
sources, such as those obtained from the
issuance of public and private debt, equity, and
surplus notes and trust-preferred securities.

Cash flow available to the holding compa-
ny from within the group depends primarily
on the dividend-paying capacity of, and cer-
tain corporate service fees from, regulated
and unregulated subsidiaries. Dividend capac-
ity, in turn, depends on the organizational
structure, recognizing that a generally flat
structure is preferable to a stacked structure.
The presence of profitable, nonregulated sub-
sidiaries is viewed positively, as there are no
limitations on the amount of dividends that
may be sent upstream.

Expected uses of funds are for debt service,
corporate expenses, capital infusions to sub-
sidiaries and capital expenditures. A significant
excess of funds may be channeled into a stock
repurchase program. A.M. Best views stock-
repurchase programs cautiously. The volatility
of the health insurance industry requires hold-
ing a prudent quantity of funds for unexpect-
ed, adverse developments, although how
much isn’t easily determined and would be
based on each organization’s risk characteris-
tics at the time of the rating.

Reserves

Reserve levels also are given considerable
attention as another risk exposure on the bal-
ance sheet. A.M. Best reviews historical
reserve development and current reserve mar-
gin above any third-party estimate. A.M. Best
also evaluates a company’s policy for the
desired level of margin and premium stabiliza-
tion funds and whether these percentages are
maintained consistently.

Asset Quality and Reinsurance

Other considered balance-sheet exposures
are investment asset policy; actual asset quali-
ty measured by exposure of surplus to risky
assets; asset diversity; parent-company equity
exposure to intangibles; quality of intangibles
and off-balance-sheet exposures and commit-
ments such as guarantees; pending litigation;
and the funding status of a defined-benefit
plan. An important aspect of asset quality is
liquidity because of the short-tailed nature of
health liabilities. A.M. Best, therefore, takes a
negative view of investments in illiquid assets
such as investment real estate, mortgages, cer-
tain private placements and securities with
certain structures.

A.M. Best also examines a company’s rein-
surance program to determine whether its
retained risk is commensurate with the size of
its capital level.

Operating Performance

Operating performance is a major contribu-
tor to capital growth or erosion. When evaluat-
ing operating performance, A.M. Best analyzes
the stability and sustainability of a company’s
sources of earnings in relation to its product
mix. The degree of volatility in a company’s
earnings and the impact this could have on
capitalization and balance-sheet strength is of
particular interest.

Operating performance is measured by the
trends in growth of earnings, return on rev-
enue and return on equity. Other considera-
tions are medical loss ratios and administrative
cost ratios. A.M. Best examines the source and
sustainability of earnings from operations by
business segment. The mix is examined for
diversity by product, market segment and geo-
graphic region.

Earnings from the commercial segment
generally are considered the most stable
because of the company’s ability to control
pricing. Earnings from government sources
are deemed the most volatile: The govern-
ment imposes controls over premium levels
and lengthy notification requirements for
exiting the business, raising the potential for
greater losses. Eventually, exits from these
businesses reduce membership, thereby
increasing unit administrative costs for the
remaining business.

The drivers of profitability in commercial
lines are premium growth in concert with
medical-cost inflation and growth of enroll-
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ment. Pricing is a significant area of concern.
Underestimating medical-cost trends can
prove costly, while appropriate pricing shel-
ters the company from adverse selection and
furthers earnings sustainability.

In the assessment of the sustainability of
earnings, A.M. Best examines the company’s
commitment to:

¢ Pricing discipline;

* Presence and power of competitors;

e Regulatory mandates and price controls;

¢ Amount of product differentiation;

* Effectiveness of the company’s controls
over rising claims costs through cost shifting
and disease management;

¢ Persistency of the business; and

* Administrative expense management,
although A.M. Best deems as necessary those
expenditures for technological development
that enhance administrative efficiency,
speed claims payment, improve service and
meet mandatory requirements. The unit
costs of these expenses, however, can be
greatly reduced by building economies of
scale.

A key aspect of an organization’s opera-
tions is how effectively it manages and antici-
pates medical-cost trends. A.M. Best probes
into the various components of health-care
expenses that drive changes in the medical
loss ratio, including, but not limited to, inpa-
tient and outpatient utilization patterns; new
technologies; medical-cost inflation; trends in
provider reimbursement rates; and pharmacy
costs, recognizing that local market conditions
affect these factors.

A.M. Best also examines earnings from
investments. A.M. Best expects a company’s
investment strategy to focus on liquidity and
asset quality, rather than on generating high
income. Greater reliance on operating earn-
ings, rather than investment income, is viewed
positively.

While earnings are important, the strength
of operating cash flow and its growth trend
are critical for timely payment of claims.These
are indicators of a company’s claims-paying
ability, which depends on superior liquidity as
health-care claims are generally a short-tailed
liability. Generally, a company that is rated at A-
(Excellent) or above is expected to demon-
strate the ability to generate strong and
increasing operating cash flow. Strong earn-
ings and cash flow also support debt-service
coverage if there is debt.

Business Profile

Business profile is an important component
of A.M. Best’s rating evaluation, and the
strength of a company’s business profile
becomes an even greater consideration at the
higher rating levels. The factors that comprise
an insurer’s business profile drive current and
future operating performance and, in turn,
affect long-term financial strength and the
company’s ability to meet its obligations to
policyholders.

Business profile is influenced by the degree
of risk inherent in the company’s mix of busi-
ness, its competitive market position and the
depth and experience of its management. Lack
of size or growth aren’t considered negative
rating factors unless A.M. Best believes these
issues have a negative influence on the com-
pany’s prospective operating performance and
balance-sheet strength.

Operating Environment
and Marketplace

A.M. Best evaluates the advantages and con-
straints of the company’s operating environ-
ment, such as the maturity or growth of the
marketplace, regulatory constraints and the
strength and number of competitors present
or that have exited the region.

A.M. Best acknowledges that insuring health
care is a local business and that the carrier’s
market dominance in a state or even in part of
a state can be an advantage. In this respect, a
small, niche company can succeed by differen-
tiating its provider network and products or by
operating in rural areas where managed care is
more accepted and where multiregional com-
panies typically don’t operate.

A lack of geographic diversity, however, can
make a company’s business vulnerable to the
regulatory constraints of the region; pressure
from local competitors with less stringent
pricing discipline; the local economy; and
exclusion from growth opportunities else-
where in the country. A.M. Best assesses these
factors to determine the strength of the rated
entity’s market presence.

Growth Trends

A.M. Best examines the company’s strategy
for growth and whether it focuses on acquisi-
tion or internal growth.The diversity and size
of a company’s enrollment base are important,
because these factors can provide carriers
with significant leverage when negotiating
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with providers for the discounts that can have
a positive impact on operating performance
and balance-sheet strength.

Growth is measured in terms of member-
ship and revenue. Because membership drives
premiums, a company’s growth trend in
enrollment, as compared with its competitors,
is important. Furthermore, the growth trend
must be sustainable. Below-average growth
indicates a loss of market share, while too-
rapid growth signals a potential for mispricing
and future impairment of capital adequacy.
Growth is deemed balanced when it mitigates
event risk and improves diversity of products,
in addition to raising earnings. A decline in
membership, especially when part of a
retrenchment strategy to enhance profitability,
isn’t necessarily viewed as a negative, particu-
larly if a sound strategy for future growth is in
place and growth can be expected to resume
within one or two years.

In evaluating national and multiregional
companies, A.M. Best assesses the proportion
of organic growth to growth through acquisi-
tion. Organic growth generally is viewed as
superior. However, a good track record of
acquisitions followed by successful integration
and strong organic growth at the acquired
entities is viewed positively. The strategic fit of
the acquisition is critical—particularly its con-
tribution to brand identity, product and geo-
graphic diversity or distribution—not merely
its contribution to earnings.

Business and Product Diversity

A.M. Best looks at whether the company is
an innovator of products or a follower and
how close it comes to meeting customers’
needs, as well as the strength of each busi-
ness segment and its contribution to the
enterprise.

The health insurance business generally is
segmented between commercial and govern-
mental payors. Within commercial lines are
managed care, preferred provider organiza-
tions (PPOs), full-risk and administrative ser-
vices only (ASO) plans, which are segmented
further as large and small groups and individ-
ual plans. Government payors include
Medicare and senior-population-related plans,
Medicaid and the military. The dominance of
large-group business over small-group and gov-
ernment premium payors is viewed positively,
but profit margins are narrower. Individual,
small and midsize group businesses are con-

sidered more volatile, as they are subject to
greater regulatory oversight and restrictions
and lower retention rates but generally pro-
duce lower medical-cost ratios.

A.M. Best carefully examines a carrier’s
management of any shifts in its mix of busi-
ness, such as from managed care to PPO or
full risk to ASO.The company’s position either
behind or ahead of any industrywide shifts
toward choice of products and flexibility in
payment of premiums can be a critical factor
driving future earnings.

Provider Relationships

Provider relationships often make the dif-
ference in whether or not a company
becomes a “carrier of choice.” Important fac-
tors in A.M. Best’s assessment of provider rela-
tionships are the density of the network, par-
ticularly the inclusion of major hospital
systems; the degree of risk sharing—full risk,
shared risk, capitated or mixed—and the bal-
ance of negotiating power between the com-
pany and providers, as well as the stability of
the network.

A.M. Best also assesses the impact of any
shift in risk sharing between the carrier and
providers, and the ability of the company to
sustain profitability during the shift through
monitoring of claims costs.The stability of the
provider network can be disrupted if carriers
overreach with their negotiating power or if
medical-malpractice insurance costs are exces-
sive. An exodus of providers from a network
or state under these pressures could prompt
patients to seek out-of-network care, thereby
significantly raising claims costs above pricing
assumptions and reducing profits.

Distribution

Market presence can be influenced signifi-
cantly by the carrier’s distribution channels.
A M. Best evaluates how a company serves the
needs of its distribution system, especially if a
small company faces large, powerful, low-cost
competitors. A.M. Best evaluates the strength
of the carrier’s distribution channels—inde-
pendent and/or career or employee distribu-
tion—and its use of group discretionary trusts
and affiliations with other insurers for market-
ing complementary products.

Not-for-Profit Organizations
The difference in the evaluation of not-
for-profit and for-profit entities isn’t signifi-
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cant. Generally, not-for-profit companies
aren’t acquisition oriented, which eliminates
one type of risk. Not-for-profit earnings
might be lower, although this isn’t viewed as
a negative as long as capital grows adequate-
ly for the company’s businesses. However,
regulatory pressures can be stronger on
these companies, limiting the prospects for

expanding their capital. A.M. Best recognizes
the recently improved financial flexibility of
small companies and not-for-profits as the
result of pooling, whereby separate entities
aggregate their debt issuances into a pool,
and the various “tranches”—or investment
classes—are sold to investors as surplus or
trust-preferred securities.
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GUIDE TO BEST’S FINANCIAL STRENGTH RATINGS

A Best's Rating is an independent opinion, based on a comprehensive quantitative and qualitative evaluation, of a company's bal-
ance sheet strength, operating performance and business profile. Best's Ratings are not a warranty of a company's financial strength
and ability to meet its obligations to policyholders.

Financial Strength Ratings
A Best's Financial Strength Rating (FSR) is an opinion of an insurer's ability to meet its obligations to policyholders.

Rating Descriptor Definition
A++, A+ Superior Assigned to companies that have, in our opinion, a superior ability to meet their ongoing
o obligations to policyholders.
5 A, A- Excellent Assigned to companies that have, in our opinion, an excellent ability to meet their ongoing
8 obligations to policyholders.
" B++, B+ Very Good Assigned to companies that have, in our opinion, a good ability to meet their ongoing
obligations to policyholders.

B, B- Fair Assigned to companies that have, in our opinion, a fair ability to meet their current obliga-
tions to policyholders, but are financially vulnerable to adverse changes in underwriting
and economic conditions.

C++, C+ Marginal Assigned to companies that have, in our opinion, a marginal ability to meet their current
obligations to policyholders, but are financially vulnerable to adverse changes in under-
writing and economic conditions.

C, C- Weak Assigned to companies that have, in our opinion, a weak ability to meet their current
obligations to policyholders, but are financially very vulnerable to adverse changes in

) underwriting and economic conditions.

ﬁ D Poor Assigned to companies that, in our opinion, may not have an ability to meet their current

o obligations to policyholders and are financially extremely vulnerable to adverse changes in

£ underwriting and economic conditions.

; E Under Assigned to companies (and possibly their subsidiaries/affiliates) that have been placed by an
Regulatory insurance regulatory authority under a significant form of supervision, control or restraint where-
Supervision by they are no longer allowed to conduct normal ongoing insurance operations. This would

include conservatorship or rehabilitation, but does not include liquidation. It may also be assigned
to companies issued cease and desist orders by regulators outside their home state or country.

F In Liquidation Assigned to companies that have been placed under an order of liquidation by a court of
law or whose owners have voluntarily agreed to liquidate the company. Note: Companies
that voluntarily liquidate or dissolve their charters are generally not insolvent.

S Suspended Assigned to companies that have experienced sudden and significant events affecting their
balance sheet strength or operating performance and whose rating implications cannot be
evaluated due to a lack of timely or adequate information.

Rating Modifiers and Affiliation Codes

A rating modifier can be assigned to indicate that a Best's Rating may be subject to near-term change (under review), that a com-
pany did not subscribe to Best's interactive rating process (public data) and that the rating is assigned to a syndicate operating at
Lloyd's. Affiliation codes (g, p, and r) are added to Best's Ratings to identify companies whose assigned ratings are based on group,
pooling or reinsurance affiliation with other insurers.

Modifier Descriptor Definition

u Under Review A modifier that generally is event-driven (positive, negative or developing) and is assigned
o e to a company whose Best's Rating opinion is under review and may be subject to change
K= f__" in the near-term, generally defined as six months.
® T pd Public Data Assigned to insurers that do not subscribe to Best's interactive rating process. Best's "pd"
o § Ratings reflect qualitative and quantitative analyses using public data and information.

S Syndicate Assigned to syndicates operating at Lloyd's.

Affiliation Codes | g | Group | P | Pooled | r | Reinsured

Not Rated Categories (NR)
Assigned to companies reported on by A.M. Best, but not assigned a Best's Rating. The five categories are:

NR-1: Insufficient Data. NR-2: Insufficient Size and/or Operating Experience. NR-3: Rating Procedure Inapplicable.
NR-4: Company Request. NR-5: Not Formally Followed.

Rating Outlook

Best's interactive Ratings (A++ to D) are assigned a Rating Outlook that indicates the potential direction of a company's rating for
an intermediate period, generally defined as the next 12 to 36 months. Rating Outlooks, which appear in the rating rationale sec-
tion of the company's Best's Company Report, are as follows:

Positive Indicates a company's financial/market trends are favorable, relative to its current rating level and, if continued, the
company has a good possibility of having its rating upgraded.

Negative Indicates a company is experiencing unfavorable financial/market trends, relative to its current rating level and, if
continued, the company has a good possibility of having its rating downgraded.

Stable Indicates a company is experiencing stable financial/market trends and there is a low likelihood that its rating will

change in the near term.

Best's Ratings are distributed via press release and/or the A.M. Best Web site at www.ambest.com, and are published in the Rating
Monitor section of BestWeek®. Best's Ratings are proprietary and may not be reproduced without permission.
Copyright © 2003 by A.M. Best Company, Inc. Version 071503
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