
Draft: Alternative Risk Transfer (ART)
The purpose of this Alternative Risk Transfer (ART) criteria report 
is to delineate specific rating considerations that are intended 
to supplement the Rating Captives section of Best’s Credit Rat-
ing Methodology – Global Life and Non-life Insurance Edition. For 
purposes of this ART criteria report, ART vehicles will be broken 
down into the following broad categories: Single-parent (or pure) 
captives, Non-Risk Retention Group – group captives, Risk Reten-
tion Groups, and Self-Insurers Funds. Some ART vehicles operate 
in a manner similar to a commercial insurer, while others operate 
in a unique manner that differs substantially from a commercial 
insurance carrier. Protected Cell Corporations or “cell captives” 
are covered under a separate A.M. Best criteria report.

There are three unique features of ART insurers that are more or 
less universal to all types of captives: use and equity treatment 
of a specific type of letter of credit; the subordination of operat-
ing performance to protection of surplus; and emphasis on busi-
ness retention over market share. The latter two features are also 
apparent with many mutual insurers where persistency and sur-
plus accretion are key reasons for their long-standing position in 
the market.

Treatment of Letters of Credit for ART Entities
Letters of credit (LOCs) take many forms and typically are treated 
as debt in the rating process, whether for a commercial insurance 
carrier or for an ART entity (most often a single-parent captive). 
However, A.M. Best is aware of the common use of a particular 
type of LOC to capitalize an ART entity, and this arrangement 
is encouraged by a number of domestic state captive insurance 
regulators to assist a regulator in accessing an ART entity’s capital 
if needed. The details of the LOC must be presented to A.M. Best 
for capital consideration and determination of equity credit. The 
LOC generally must have all or most of the following characteris-
tics: stand-alone; irrevocable; evergreen; funded; in favor of the 
ART entity; and drawn on a highly rated global or U.S. bank. Cer-
tain types of LOCs may receive up to 100% capital credit, and that 
capital credit may not be subject to the usual threshold of 20% of 
surplus.

By stand-alone, it is meant that the instrument is not part of a 
credit facility or agreement that may have covenants and terms 
that can impair the liquidity of the LOC. It should be evergreen 
and irrevocable, which means that the instrument automatically 
renews and cannot be canceled except by prior written agreement 
by all parties. It should be funded with assets on deposit with the 
bank from which the LOC is drawn, and that bank takes the risk 
if the assets fall short of the face amount. Finally, the LOC should 
be drawn on a highly rated bank so that the credit risk of the bank 
does not cause an undue “haircut” of equity credit.

It should be noted that under similar conditions, qualifying New 
York Regulation 114 trusts can receive equity credit as well.

Criteria – Insurance

This methodology is available at 
www.ambest.com/ratings/methodology

A.M. BEST METHODOLOGY

Copyright © 2011 by A.M. Best Company, Inc. ALL RIGHTS RESERVED. No part of this report or document may be distributed 
in any electronic form or by any means, or stored in a database or retrieval system, without the prior written permission of the A.M. Best 
Company. For additional details, refer to our Terms of Use available at the A.M. Best Company website: www.ambest.com/terms.

Related Reports

Criteria
Understanding BCAR for Property/Casualty 
Insurers

Rating Protected Cell Companies

Risk Management and the Rating Process for 
Insurance Companies

Rating Analysts

Steven M. Chirico CPA, Oldwick
+1 (908) 439-2200 Ext. 5087
Steven.Chirico@ambest.com

John Andre, Oldwick
+1 (908) 439-2200 Ext. 5619
John.Andre@ambest.com

November 21, 2011

A.M. Best will consider feedback from any inter-
ested party prior to publishing its methodology. 
Written comments can be submitted by e-mail to 
methodology.commentary@ambest.com, no later 
than Dec. 21, 2011.



Criteria

22

Subordination of Operating  
Performance to Protection of Surplus
The ART marketplace was born out of 
insurance capacity shortages and price 
volatility of the commercial insurance 
market that historically have resulted from 
the vagaries of the underwriting cycle. 
ART vehicles invariably have the mission 
to provide consistent, tailored coverage 
at stable pricing to policyholder owners. 
This dynamic results in a focus on capital 
preservation, with less emphasis on profit 
and return measures. Rated ART entities 
generally record solid profitability before 
policyholder and stockholder dividends. As 
a result, while ART vehicles may appear to 
have lower levels of underwriting and net 
income available to common shareholders, 
consideration is given in the rating process 
to return measures both before and after 
policyholder and owner dividends, depend-
ing on the historical use of these dividends.

Market Profile
Most ART entities have a limited market 
share and therefore a limited market profile 
compared with many commercial insur-
ers. While market profile is still important 
in the rating process for any insurer, ART 
vehicles can be different in that they can 
have customized coverages, customer-spe-
cific claims and loss-control solutions, and 
board representation from owner insureds. 
Accordingly, retention ratios for ART vehi-
cles tend to be much higher than those of 
commercial insurers, averaging more than 
90%. ART vehicles gain and retain business 
by narrow and very specific products that 
are meant to address specific needs. His-
torically, the “value added” services such 
as loss control and engineering, in addition 
to policyholder dividends, have enabled 
ART vehicles to hold onto customers even 
in soft insurance cycles.

Single-Parent (Pure) Captives
Market Profile – Given that the customary 
definition of market profile of a commercial 
insurer does not apply to a single-parent 
captive, A.M. Best looks for signs of how 
well the single-parent captive is entrenched 
in the risk management and commercial 
activities of the parent company’s business. 
The continuum ranges from the captive 
being used simply as a risk financing tool, 
which represents a relatively weak substi-

tute market profile, to being used as the 
platform from which the parent company’s 
enterprise risk management program is 
implemented. A.M. Best will assess the risk 
management contribution of the captive to 
the parent company’s business operations 
in this manner.

Volatility of Operating Results – Since a sin-
gle-parent captive has a relatively narrow 
scope of risk, there tend to be periods of 
very low loss activity contrasted with peri-
ods of significant losses. What A.M. Best 
looks for in these cases of volatility is the 
parent company’s previous demonstrated 
support or documented support agree-
ment, which outlines the intent and abil-
ity to support the captive with economic 
resources if needed.

Net Retention to Surplus – Akin to the rat-
ing of a commercial writer, an ART rating 
can be adversely impacted if the company 
writes a net aggregate per-occurrence limit 
that is greater than 10% of surplus. This is 
especially an issue with ART, as the compa-
nies often have limited spread of risk and 
very specific operating plans. For instance, 
one misinterpretation of building codes can 
be very problematic to a group captive that 
specializes in home construction. In the 
case of a single-parent captive, the prob-
ability of the full limit loss is determined, 
and then financial resources at the captive 
and the parent company are assessed for 
their ability to sustain a full limit loss under 
stress conditions. For instance, if a single-
parent captive writes coverage for several 
properties in one city, the probability of all 
of these buildings experiencing a full limit 
loss in any one accident year is considered 
in assessing the capital adequacy of the 
captive.

Loan-Backs to the Parent Company – A.M. 
Best recognizes that there are a number 
of reasons why a captive would want to 
make a loan of working capital back to the 
parent organization. Domicile-approved 
loan-backs must be documented properly 
with an arms-length loan agreement. Then 
the loan-back is charged a risk factor that 
contemplates the risks associated with 
the loan. The largest risk is generally the 
credit risk of the parent company, which is 
assessed via external (credit ratings) and 
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internal financial analyses. Other risks may 
be present in a loan-back situation, such 
as the strength of the loan-back agreement 
and the parent company’s cash-flow volatil-
ity, and the analyst will assess these on an 
ad hoc basis.

Non-Risk Retention Group –
Group Captives
Group captives are ART vehicles that offer 
insurance to several or many unrelated 
policyholder owners and can take many 
forms. Some group captives dedicate them-
selves to a particular industry, while others 
choose to write in a limited geographic 
area, such as a single state. Group captives 
are the ART vehicle that most resembles a 
commercial insurer, and the rating dynam-
ics for a group captive are closer to those 
of a commercial insurer as well.

Risk Retention Groups
Risk Retention Groups (RRGs) are gov-
erned under the Liability Risk Retention 
Act of 1986, which is a federal statute, and 
therefore states’ insurance departments 
have less authority over RRGs than they 
do over state licensed insurers. This fact 
makes RRGs unique in some respects 
and requires particular attention to the 
analysis of those differences. The major 
difference between the rating process of 
a commercial insurer and that of a RRG 
is the treatment of substitute forms of 
capital, particularly qualifying LOCs and 
New York Regulation 114 trusts. RRGs are 
unique from other types of insurers in that 
only owners can contribute capital to the 
group, and only policyholders can be own-
ers. So a managing general agent (MGA) or 
third-party administrator (TPA) that runs 
a program utilizing a RRG for writing the 
liability insurance cannot make a capital 
contribution to the organization (MGAs 

and TPAs don’t make contributions to reg-
ular commercial insurers). What they can 
do is sponsor a qualifying LOC to bolster 
equity capital. A.M. Best can give a sub-
stantial percentage equity credit in these 
situations if conditions warrant consider-
ation. This includes a detailed analysis of 
the sponsor’s long-range intentions.

Self-Insurers Funds
Several U.S. domiciles allow for self-insur-
ers funds as an alternative form of insur-
ance. By definition, these types of ART 
instruments can write only selected cover-
ages for policyholder owners doing busi-
ness in that particular state. self-insurers 
funds have two main differences that set 
them apart from commercial insurers: joint 
and several liability for any claims, and 
being governed under a specific charter 
where the surplus is wholly composed of 
Subscribers’ Savings Accounts. Joint and 
several liability requires that all of the Sub-
scribers’ Savings Accounts and all of the 
policyholder owners’ assets can be used 
to satisfy any claims. The joint and several 
conditions can be compared to an unlim-
ited policy assessment feature. A.M. Best 
generally gives full equity credit to the Sub-
scribers’ Savings Accounts, depending on 
the specifics of the individual self-insurers’ 
fund. These funds, by statute, distribute 
all net income to the Subscribers’ Savings 
Accounts, so operating performance for 
this type of ART entity is evaluated pre-
distribution.

Conclusion
While the rating process is substantially 
the same for ART vehicles as it is for com-
mercial insurers, there are some key dif-
ferences in the way these vehicles operate 
that do get reflected in the rating process 
of these types of entities.



Published by A.M. Best Company

Methodology
Chairman & President Arthur Snyder III

Executive Vice President Larry G. Mayewski

Executive Vice President Paul C. Tinnirello

Senior Vice Presidents Manfred Nowacki, Matthew Mosher, Rita L. Tedesco

A.M. Best Company
World Headquarters

Ambest Road, Oldwick, N.J. 08858 
Phone: +1 (908) 439-2200

news Bureau
830 National Press Building 

529 14th Street N.W., Washington, D.C. 20045 
Phone: +1 (202) 347-3090

A.M. Best Europe Rating Services Ltd.
A.M. Best Europe Information Services Ltd.

12 Arthur Street, 6th Floor, London, UK EC4R 9AB 
Phone: +44 (0)20 7626-6264

A.M. Best asia-pacific LTD.
Unit 4004 Central Plaza, 18 Harbour Road, Wanchai, Hong Kong 

Phone: +852 2827-3400

Copyr ight  © 2011 by A.M. Best  Company,  Inc. ,  Ambest Road, Oldwick, 
New Jersey 08858. ALL RIGHTS RESERVED. No part of this report or docu-
ment may be distributed in any electronic form or by any means, or stored in 
a database or retrieval system, without the prior written permission of the A.M. Best 
Company. For additional details, see Terms of Use available at the A.M. Best Company  
Web site www.ambest.com.

Any and all ratings, opinions and information contained herein are provided “as is,” without any 
expressed or implied warranty. A rating may be changed, suspended or withdrawn at any time 
for any reason at the sole discretion of A.M. Best. 

A Best’s Financial Strength Rating – Insurer is an independent opinion of an insurer’s 
financial strength and ability to meet its ongoing insurance policy and contract obligations. It is 
based on a comprehensive quantitative and qualitative evaluation of a company’s balance sheet 
strength, operating performance and business profile. The Financial Strength Rating opinion 
addresses the relative ability of an insurer to meet its ongoing insurance policy and contract obli-
gations. These ratings are not a warranty of an insurer’s current or future ability to meet contrac-
tual obligations. The rating is not assigned to specific insurance policies or contracts and does 
not address any other risk, including, but not limited to, an insurer’s claims-payment policies or 
procedures; the ability of the insurer to dispute or deny claims payment on grounds of misrepre-
sentation or fraud; or any specific liability contractually borne by the policy or contract holder. A 
Financial Strength Rating is not a recommendation to purchase, hold or terminate any insurance 
policy, contract or any other financial obligation issued by an insurer, nor does it address the 
suitability of any particular policy or contract for a specific purpose or purchaser.

A Best’s Debt/Issuer Credit Rating is an opinion regarding the relative future credit risk of an 
entity, a credit commitment or a debt or debt-like security. It is based on a comprehensive quantita-
tive and qualitative evaluation of a company’s balance sheet strength, operating performance and 
business profile and, where appropriate, the specific nature and details of a rated debt security.Credit 
risk is the risk that an entity may not meet its contractual, financial obligations as they come due. 
These credit ratings do not address any other risk, including but not limited to liquidity risk, market 
value risk or price volatility of rated securities. The rating is not a recommendation to buy, sell or hold 
any securities, insurance policies, contracts or any other financial obligations, nor does it address the 
suitability of any particular financial obligation for a specific purpose or purchaser.
 
In arriving at a rating decision, A.M. Best relies on third-party audited financial data and/or other 
information provided to it. While this information is believed to be reliable, A.M. Best does not 
independently verify the accuracy or reliability of the information. 

A.M. Best does not offer consulting or advisory services. A.M. Best is not an Investment Adviser 
and does not offer investment advice of any kind, nor does the company or its Rating Analysts 
offer any form of structuring or financial advice. A.M. Best does not sell securities. A.M. Best is 
compensated for its interactive rating services. These rating fees can vary from US$ 5,000 to 
US$ 500,000. In addition, A.M. Best may receive compensation from rated entities for non-rat-
ing related services or products offered. 

A.M. Best’s special reports and any associated spreadsheet data are available, free of charge, 
to all BestWeek subscribers. On those reports, nonsubscribers can access an excerpt and pur-
chase the full report and spreadsheet data. Special reports are available through our Web site at 
www.ambest.com/research or by calling Customer Service at (908) 439-2200, ext. 5742. Some 
special reports are offered to the general public at no cost.
 
For press inquiries or to contact the authors, please contact James Peavy at (908) 439-2200, 
ext. 5644.

SR-2011-M-075


