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Best’s Financial Strength Ratings (FSRs)
and Issuer Credit Ratings (ICRs) are
assigned to an operating insurance

company based on the assessment of the enti-
ty’s financial strength, operating characteris-
tics and business profile.The assignment of an
ICR to a holding company of an operating
insurer or noninsurance entity ref lects an
analysis of the impact of the creditworthiness
of the various insurance and noninsurance
subsidiaries on the parent’s credit profile. This
includes consideration of the risks associated
with the holding company being a discrete
legal entity and the impact of the subordina-
tion of holding company creditors to the oper-
ating company’s policyholders. The FSR/ICR
of an operating entity reflects A.M. Best Co.’s
analysis of the extent to which the operating
company is supporting debt or other obliga-
tions of a holding company, and vice versa. For
noninsurance finance entities, A.M. Best per-
forms a detailed internal analysis of their risk
profile and the resulting effect on rated enti-
ties within the group.

The analytical framework outlined for
assessing finance companies highlights special
issues particular to the finance industry.There
are two main segments within this industry:
commercial finance and consumer finance.
Unique factors include:

• The lack of regulatory oversight of the
industry creates a wider variation in reporting
standards by finance companies than by other
regulated financial institutions. Among the
critical areas of difference in reporting stan-
dards are delinquencies, earnings recognition
and lease residual valuation. Information on
some of these areas only can be obtained
directly from the finance companies.

• Without access to low-interest funding
sources, such as deposits or similar funds avail-
able to banks or insurance firms, finance com-

panies rely more on capital markets and insti-
tutional sources of financing. Since these are
confidence-sensitive sources, finance compa-
nies generally exhibit relatively lower leverage
and have more prudent liquidity-management
policies. Accordingly, the capital structure and
access to a variety of funding sources are like-
ly to be the prominent factors affecting the
credit-risk profile of a finance company.

• Commercial finance companies provide

Analyzing Finance Companies

Questions regarding A.M.Best Co.'s methodol-
ogy for evaluating commercial banking oper-
ations can be directed to Khanh Vuong, senior
financial analyst, in the life/health division at
A.M.Best Co.
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holding company's creditworthiness and any benefits it gains from diversified sources of 
funds from operations.
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alternative nonbank financing to commercial
entities based on the value of the financed
asset(s). This requires most commercial
finance companies to specialize in specific
types of asset classes to provide expertise in
service. This also leads to a relatively lower
degree of price sensitivity but greater cyclical
effects for the commercial finance industry
than for others such as banking.

• Unlike the commercial finance segment,
the consumer finance industry is highly frag-
mented, with many companies offer ing
essentially the same commoditized products
to consumers. As a result, and unlike the
commercial finance companies, price sensi-
tivity is relatively higher. Furthermore, the
competitive factors favoring the successful
companies are size of operation/market posi-
tion and technological advancement in new
account sourcing, application processing
and customer servicing. Acquisitions and
investments in technology are recent strate-
gic operating trends in the industry.

• The consumer finance companies deal
with a large volume of small receivables,
with more standardized product features
(repayment schedules, interest rate indexing
standards, and other features pursuant to
consumer protection guidelines as may exist
in many countries). Thus, the asset receiv-
ables and corresponding liabilities funding
these assets primarily are processed, man-
aged, funded and sold in bulk, typically
through the securitization market. Accord-
ingly, the liability structure of consumer
finance companies may reflect more securi-
tization activity than that of commercial
finance companies.

• Commercial finance companies are subject
to the cyclical forces specific to their respec-
tive product niches, from new competitive fac-
tors drawn into a niche by high margins, to the
larger economic conditions affecting borrow-
ers’ capital spending or receivable turnover.
Consumer finance companies, on the other
hand, are subject to consumer credit cycles,
which in turn are tied to economic conditions.
It is, therefore, essential to understand the spe-
cific product line(s) that a finance company
specializes in, and to conduct an analysis over
at least a full cycle of credit expansion through
contraction.

Key firm-specific issues are assessed for
finance entities, including the competitive
environment, management and strategy, fund-

ing and liquidity, financial and operating lever-
age, capital adequacy, earnings sources and sta-
bility, and risk management. Each element con-
sidered fits comfortably within the traditional
A.M. Best insurer rating analysis framework of
bbaallaannccee  sshheeeett  ssttrreennggtthh,,  ooppeerraattiinngg  ppeerrffoorr--
mmaannccee  and bbuussiinneessss  pprrooffiillee..

Taken together, these factors result in a
determination as to whether the given finance
activities add to or potentially detract from
the financial strength and flexibility of the
respective A.M. Best-rated companies.

Balance Sheet Strength
Balance sheet strength indicates the

absolute and relative degree of capital main-
tained by a company with respect to its oper-
ating and financing needs, on both a current
and an expected basis.When this is applied to
finance companies, A.M. Best evaluates four
general areas of balance sheet risk in deter-
mining balance sheet strength and flexibility:

• Asset Quality
• Market Risk and Interest Rate Risk
• Funding/Liquidity 
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• Capital and Leverage
AAsssseett  QQuuaalliittyy
A.M. Best assesses both qualitative factors

of management’s strategy and operating con-
straints, and quantitative measures in terms of
the relation of credit costs (loss provision,
reserve and charge offs) to total receivables,
level of income derived from these assets,
portfolio growth and capital base. A finance
company generates receivables from its lend-
ing activity, which need to be converted into
cash in a timely manner and at a loss and
delinquency rate commensurate with pricing
expectations or assumptions. Higher losses
and delinquencies than expected in a portfo-
lio not only reflect mispricing of assumed
risks, with direct adverse impact on earnings,
but also have implications for the adequacy of
loss reserves and capital levels.

A review of a finance company’s asset qual-
ity examines the nature of the asset class and
the portfolio composition and diversification
of both its on-balance sheet and off-balance
sheet assets. Examples of off-balance sheet
items primarily include unfunded extensions
of credit, derivative products, securitized
assets and certain leases.The first step in ana-
lyzing the receivables (both on- and off-bal-
ance sheet) involves understanding the under-
lying risk of the end borrowers. For
commercial finance companies, the end bor-
rowers’ respective industry(ies) determines
the nature of the receivables, while for con-
sumer finance companies the demographics
and the product type become the determining
factors. Lending to a final producer, as com-
pared with a middleman or a supplier, affects
the turnover of the receivables. Providing
equipment financing is a different risk than
lending against the inventory of a customer,
for commercial finance companies. Financing
cyclical industries will lead to some cyclicality
in the financing company as well.Additionally,
receivables can be created on a secured or
unsecured basis. For secured receivables, com-
mercial finance companies’ advancing rates
vary for different asset classes (inventory,
equipment or property) and for the different
industries of the borrowers. These factors
determine the repayment potential as well as
the liquidity of the finance receivables.

Another area of asset quality relates to man-
agement’s accounting policies of nonperform-
ing assets. In contrast to banks, finance com-
panies have greater latitude in their methods

of reporting problem credits, and adjustments
may be necessary to convert the reported lev-
els of nonperforming assets into a common
standard for comparability. The most conserv-
ative form of delinquency reporting is “origi-
nal contractual,” where the delinquent status
remains until all late payments are received.
On the other hand, the more popular method
of “present contract” allows for renewals and
extensions as a way for receivables to become
current again. Finally, the least conservative
method of “recency of payment” allows for the
receivables to become current as the most
recent payments are received without prior
delinquencies remedied.

Additionally, when possible, it is important
to obtain delinquency and loss rates on static
portfolios rather than on portfolio statistics
inclusive of new receivables. If a portfolio
consists of distinct asset classes or subportfo-
lios, then statistics on the subportfolios need
to be examined individually and compared
against like portfolios of peers.This is true also
for companies that purchase or manage
receivables of other finance companies, where
performance of owned receivables, as
opposed to managed receivables, is analyzed
separately. Finally, if available, internal informa-
tion from companies should be obtained on
management’s risk-management and under-
writing policies (concentration limits, lending
criteria, asset monitoring and audit, and other
credit administration procedures). The com-
position of the portfolio is reviewed for any
actual concentrations of risk.

Primary asset quality ratios considered
include the following:

Receivables Growth Rate and Portfolio
Characteristics. Any rapid change in the port-
folio over the past five years, and especially
within the recent year, is reviewed for poten-
tially adverse factors other than business
cycles. Aggressive growth may be achieved by
a company at the expense of prudent under-
writing principles, or to mask underlying
problems in existing portfolios. Management
should have an identified market opportunity
or strategy to support any significant growth
in the portfolio.A business expansion strategy
beyond its current or core markets also may
be viewed as higher risk for the company. The
fundamental characteristics (such as composi-
tion and diversification) and performance sta-
tistics of the portfolio (as measured by the
ratios below) would likely change along with
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the rapid growth, and are thus assessed
against peers’ portfolio statistics as well as in
the context of earnings and capital levels.

Net Charge-Offs to Average Net Receiv-
ables. Because some portion of nonperform-
ing assets eventually becomes actual charge-
offs, this ratio can be a good indicator of
trends in credit quality. The recovery rate of
charge-offs also is considered in conjunction
with the impact of any cyclical factors to gain
a better perspective on these ratios. To the
extent that a company has nonfinance sub-
sidiaries, only statistics related to the finance
operations are to be used in the ratios.

Provision to Net Charge-Offs. These ratios
measure the amount of capital set aside by
management for actual charge-offs. As such,
the annual loss provision and cumulative loss
reserve should closely track the actual charge-
offs of assets. Any significant deviation in his-
torical trends of the provision and reserve lev-
els to charge-offs is reviewed with further
details on management strategy for receivable
growth and reserve policies. Peer group com-
parison also is important since there is wide
latitude by management in setting the levels
of loss provisions and reserves in an effort to
show higher earnings in a particular year by
under-reserving.

Tangible Common Equity plus Reserve to
Net Charge-Offs. This ratio provides an indica-
tion of the adequacy of capital in a company
as a multiple of net charge-offs. The multiple
should be in line with peers of similar portfo-
lio characteristics or competing in the same
niches. Furthermore, there should be suffi-
cient capital cushion for a company to sustain
the down cycles of its business, when margins
are lower combined with higher credit cost.

Nonperforming Receivables to Total
Receivables. Nonperforming receivables con-
sist of delinquent and nonaccrual receivables
in accordance with either industry standard
measurements or the most conservative
reporting methods. This ratio is a forward-
looking indication as it measures the perfor-
mance of a portfolio prior to charge offs.

Pretax, Preprovision Income to Nonper-
forming Receivables. Also referred to as the
earn-out ratio, this ratio illustrates the relation
of nonperforming assets to preprovision earn-
ings, measuring the payout ratio of future asset
losses from internally generated cash flow.
Pretax, preprovision income represents core
earnings and is the first line of protection

against credit losses before capital is affected.
MMaarrkkeett  RRiisskk//IInntteerreesstt--RRaattee  RRiisskk

Market risk exposure in the operation of
finance companies is predominantly interest-
rate risk.These exposures are created by mis-
matches between duration or maturity of
assets and liabilities and are part of a compa-
ny’s asset-liability management. Mismatches
may be structural, caused by the difficulty in
completely matching the asset maturities with
the liabilities or by unexpected prepayments
or early terminations of some assets. Hedging
techniques and interest-rate risk-management
strategies of a company need to be reviewed
and assessed with regard to the interest-rate
assumptions and in comparison with histori-
cal performance against interest-rate volatility.
Some mismatches also may be part of a delib-
erate strategy to take a risk position on inter-
est-rate movements. The company’s maturity
gap report to be provided by management or
published in its annual report is reviewed for
the extent of interest-rate gaps by maturity,
and in terms of capital level.

To the extent that trading activity may be
part of companies’ operations, market risk
exists in positions taken in their trading books
as well. Analysts review management’s market
risk control systems and policies for various
internal limits of market risk, as disclosed in
annual reports. Additionally, the following
quantitative indicators are considered:

Noninterest Income as a Percentage of
Gross Operating Income. This indicator
includes the component ratios of trading
income to gross operating income, investment
income to gross operating income, etc.To the
extent that a company’s earning sources
include income from trading activities, the
market price volatility risk present in these
earning streams makes them less stable than
credit related earnings. Trend analysis of a
company’s trading earnings over a period of
five years or more should indicate not only
the reliability of this earnings stream but also
management’s view and strategy for trading
activities as a source of earnings.

Variable Rate Receivables to Variable Rate
Debt.This ratio measures the extent to which
a company’s assets and debt are on the same
interest-rate basis. The higher the ratio, the
more coverage a company has in assets of its
obligations. However, it also implies that the
company is asset sensitive, with its receivables
being repriced at a greater volume than its
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debt. In a rising rate environment, this would
be beneficial to the company, as it would
improve its net interest margin, but more dis-
advantageous in a declining rate environment.

Value-at-Risk (VaR) Index. This measure-
ment provides a more robust indication of a
trading portfolio’s market risk and potential
impact on earnings. As disclosed in most
major annual reports, the VaR index is a statis-
tical probability of potential losses to a com-
pany’s trading portfolio, within a certain
defined confidence interval. A useful related
ratio is the multiple of trading income to VaR,
which indicates the level of earnings generat-
ed by trading activity as compared with the
risk level assumed by a company.

FFuunnddiinngg  aanndd  LLiiqquuiiddiittyy
A finance company’s ability to obtain fund-

ing as needed to generate receivables is an
essential part of its operating model. An analy-
sis of a finance company’s funding and liquidi-
ty risk addresses three sets of interdependent
factors: the company’s cash flow from opera-
tions in relation to its essential cash needs; its
asset liquidity in terms of quality and
turnover; and the mix of its funding sources
for short-term and long-term needs. It is criti-
cal to assess a finance company’s core liquidi-
ty sources for its current operation, as well as
its contingent liquidity sources and operating
flexibility in the event of disrupted or reduced
access to the capital markets.

To sustain or protect its niche or core busi-
ness lines, a finance company would need to
fund two core areas of cash needs: new origi-
nations to replenish the run-offs of a portfolio
of receivables, and roll over of maturing debt.
These needs normally would be satisfied by a
company’s turnover of the maturing assets
and continued access to the securitization
market, commercial paper and the short-term
debt market. Bank lines typically provide back-
up liquidity support to capital-market instru-
ments, or directly provide temporary funding
to the company in the event of any disruption
in normal channels of funding.

Fast turning and high-quality receivables
or finance assets lead to improved liquidity
coming from the normal operating cycle of a
finance company. The level of these assets
relative to slower turning assets in a compa-
ny’s portfolio is a measure of this source of
more immediate liquidity. Cash on hand and
other liquid assets besides finance assets are
additional measures of a finance company’s

degree of liquidity.
In cases of unforeseen liquidity calls, a com-

pany should have sufficient excess internal
cash flow in conjunction with back-up lines
to withstand a temporary crisis. Alternatively,
it should have the ability to scale back its cash
demands for a short period while still preserv-
ing its core niche market position.

The composition of the funding structure of
a finance company is assessed in terms of the
diversity, quality and stability of its funding
sources.The depth of the particular market of
investors or demand for funding instruments
issued by a company is assessed by looking at
past track records. The company’s access to
the debt market is determined by the history
and frequency of issuances, the terms of
issuances and the rate carried on the debt. In
the bank lines, it is essential to understand the
quality of these arrangements in terms of the
presence of standard or stringent conditions
attached to the bank line facilities; whether
they are advised lines as compared to ever-
green (self-renewed) lines; secured or unse-
cured; and other, similar clauses. The quantity
and diversity of bank relationships of a finance
company are both important factors to review.

Primary liquidity ratios considered include:
Receivables Due Within One Year to Total

Receivables. This indicates the scheduled run-
offs within a year as a percentage of total
receivables. This ratio should be reviewed in
conjunction with the historical trends of run-
offs and replenishments through new origina-
tions; the industry cycle and company-specific
operating cycle as they affect these run-offs;
and the collection rate within each maturing
category of receivables.

Receivables Due Within One Year to Short-
Term Debt. If a company’s cash conversion
cycle (the length of time for receivables to
be converted into cash) is proportional to its
short-term debt financing, then these short-
term debt outstandings are fully self-liquidat-
ing. Typically, companies use some short-
term leverage to finance a portion of the new
originations, in addition to the cash collec-
tions. The extent of short-term leverage uti-
lized by a company beyond its cash collec-
tions in funding new receivables depends on
the bank line availability, industry cycle and
management strategy.

Average Cash Collections to Average
Receivables. This is an aggregate measure of a
portfolio’s cash conversion rate. A parallel ratio
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can be calculated by dividing 365 days by this
ratio to arrive at the number of days for receiv-
ables to be converted into cash. To the extent
of available information, these ratios are
assessed within each subportfolio, with any
slower collection statistics to be reviewed for
further explanation (nature of the asset, signal
of potential delinquency, or slow credit adminis-
tration system of the company).

Unsubordinated Liabilities Less Cash and
Near Cash/Monthly Cash Collections. Senior
ranked liabilities net of cash equivalents as a
multiple of cash inf low from collections
gauges the number of monthly collections to
cover the claims on the cash.

Senior Debt/Gross Receivables. This ratio
reflects the proportion of gross receivables
that would have to be liquidated to pay senior
debt. Senior debt is the primary source of
financing utilized by finance companies for
working capital such as financing for the pur-
chasing of receivables. Therefore, it is impor-
tant to determine the coverage of senior debt
by total receivables.

Bank Lines and Revolver to Bank Borrow-
ings and Commercial Paper. This ratio indi-
cates the extent of coverage of back-up lines
of outstanding commercial paper of a compa-
ny. The ratio is calculated on the basis of
peak, average and period-end Commercian
Paper outstandings. Other short-term calls on
cash additionally may be considered in rela-
tion to bank lines.

CCaappiittaall  aanndd  LLeevveerraaggee
The capital level of a finance company

needs to be analyzed in terms of absolute
level, as well as relative to an appropriate capi-
tal structure (i.e., in relation to debt financ-
ings) and to other risks (i.e., capital adequa-
cy). The absolute size of a company’s capital
essentially determines its niche market and
growth opportunities. Given a certain capital
level, the extent of use of financial and operat-
ing leverage will affect the financial strength of
the company and its ability to raise funds
through the capital markets and private institu-
tions. The quality of the capital composition
also adds to or detracts from financial strength.
An analysis of capital quality addresses the equi-
ty or debt-like nature of various components of
capital, as well as the consistency of earnings
contribution. Capital adequacy addresses
whether a company has enough equity to sup-
port the risk on its balance sheet; whether asset
growth can be supported by proportionate

equity growth; whether a company has the
capacity to market commercial paper, medium-
term debt and securitized receivables; and
whether capital is being eroded by excessive
dividends.A key determinant of capital adequa-
cy is asset risk, because the size and type of the
portfolio ultimately require capital support
directly and indirectly. Off-balance sheet items
also can impact credit risk,growth,and funding.

Besides the impact of intangible assets and
equity, a review of the accounting policies of a
finance company also is of paramount impor-
tance, since the industry is not subject to the
same regulatory oversight as banking or insur-
ance. Particular attention is put on the
assumptions underlying the reporting of earn-
ings, asset values and liabilities, relative to the
rest of the industry, that could impact capital
adequacy.

The following primary capital adequacy
ratios are considered:

Components of Capitalization as a Per-
centage of Total Capitalization.This includes
all the various components of equity and
hybrids to total equity. These are metrics used
to gauge the level, quality and trends of capital
across different finance companies within a
peer group. These ratios also are reviewed in
relation to a company’s financing require-
ments for both ongoing operations and
growth. Strong capitalization combined with
historically consistent equity formation is a
strong indicator of financial flexibility to the
capital markets, allowing a company to raise
the funds necessary to build its asset base and
defend or bolster its earnings stream.

Components of Debt as a Percentage of
Total Debt. All the various components of
debt by tenor, rate basis (floating as compared
to fixed), source (private vs. public), are ana-
lyzed for any vulnerability in the debt struc-
ture relative to the asset base and other financ-
ing needs of a company.

Total Debt to Tangible Equity. Total debt
to tangible equity, long-term debt to tangible
equity, and short-term debt to tangible equi-
ty are reviewed over a cycle and against
peers. Various measurements of tangible
equity also are used in arriving at several
types of multiples for gauging individual
finance companies. Tangible equity net of
investments in nonfinance subsidiaries is
used to assess the leverage on just the
finance company operation. Deferred
income taxes, which can be accumulated to
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become a significant quasi-equity item, can
be added to tangible equity to measure the
extent of tax advantages utilized within
some niches of finance companies (although
these companies do have to consistently
grow in order to prevent a reversal of the
deferred taxes).

Interest Coverage and Fixed-Charge Cover-
age Ratios. Various ratios of the coverage of
EBITDA and other cash flow equivalent mea-
sures of interest and fixed charges provide
indicators of a company’s debt-service ability.
Furthermore, any excess debt capacity based
on a company’s cash flow relative to debt ser-
vice requirements would lend more flexibility
to its financial condition.

Tangible Net Worth to Total Assets Plus
Securitized Assets. This is a measure of a firm’s
leveraging of its capital to generate assets on
its balance sheet. Finance receivables, invest-
ments and other earning assets should have, as
a matter of prudence, certain capital to be
reserved against the respective asset risks.This
operating leverage ratio is another commonly
used ratio by the capital markets to compare a
finance company’s leverage against its peers.
Total assets include both on-balance sheet and
off-balance sheet assets. Securitized assets are
added back to total assets, since most firms
retain the first loss exposure on securitization
transactions. Tangible net worth to total man-
aged assets also is reviewed.

Retained Net Income to Average Equity.
The relation of retained net income to average
equity is a good indication of the rate of capi-
tal growth from internally generated earnings,
as opposed to equity issuance. Firms that
plow back more of their earnings to their cap-
ital base and ultimately their operations are
more positively viewed from a balance sheet
strength perspective than those adhering to a
policy of distributing more of their earnings in
the form of dividends to shareholders.

Double Leverage at the Holding
Company. This ratio is calculated as equity
investments in subsidiaries as a percentage of
common equity at the holding company. This
ratio not only shows the degree of debt bur-
den across operating and parent levels, but
also can reveal the extent to which a holding
company is dependent on the operating com-
pany for dividends in servicing its debt. To
obtain a more direct indication of the holding
company’s self-sufficiency in funding, another
holding company ratio is considered: liquid

assets to short-term debt.

Operating Performance
As with strong capitalization and

liquidity/funding access, a finance company’s
earnings provide one of the most important
aspects of a creditor’s long-term protection
measures. The absolute size of a company’s
capital base, while important, can be eroded if
a company lacks solid operating performance.
Operating performance is assessed on an
absolute and relative basis to peers, with an
emphasis on the profitability of operations
and structure and composition of revenues vs.
expenses.

As with other areas of analysis, a finance
company’s accounting policies on the recogni-
tion of earnings are the first step to analyzing
its profitability. Ideally, the method used to rec-
ognize earnings should reflect the true eco-
nomic earnings stream of a company. Review-
ing other, similar companies within the peer
group will point out an industry-preferred
method that should allow for better compara-
bility of performance.

There are three main areas of analysis:
• Core Earnings Trends and Quality
• Individual Business Line Profitability
• Overall Return and Profitability
CCoorree  EEaarrnniinnggss  TTrreennddss  aanndd  QQuuaalliittyy
Core, sustainable earnings form capital to

support growth; help maintain an adequate
source of liquidity generation; and protect
against a reasonable level of asset losses. Due
to the increasingly fierce competition from
banks entering financial services, margins
have become narrower and a greater empha-
sis is placed on cross-selling more fee-based
services to the same client base.

Sources of core earnings consist primarily
(but not exclusively) of interest income and
fee income from a company’s main lines of
business operation. Noncore earnings consist
primarily (but not exclusively) of other trad-
ing income, investment income and nonrecur-
ring income such as that generated by asset
sales. Gains from securitization, while they
may be an ongoing and essential part of every
finance company’s operation, are not viewed
as part of core earnings. Furthermore, careful
analysis of these sources of earnings generated
from the sale of assets through securitization
is done before considering them as part of a
company’s noncore earnings.

The following ratios are considered:
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Net Interest Margin. The annual growth of
net interest margin over a 10-year period
should reveal the trends of a finance compa-
ny’s profitability over a credit cycle and
include any changes in its operating environ-
ment. Peer comparisons also reveal a compa-
ny’s competitive performance. The compo-
nents contributing to net interest margin
(interest income and interest expenses) are
analyzed to determine future stability and sus-
tainability. Management’s discussion of results
in its financial statements helps relate the
company’s profitability to its business strategy
and core business lines.

Noninterest Income to Total Revenues in
Aggregate and by Source. The fee-generating
sources of income for a finance company are
important ways to compete and preserve its
own niche position. The ability to execute
these ancillary services to bolster income
while enhancing client loyalty is essential to a
finance company’s competitiveness. The size
and historical stability of these fee-income
sources are important factors to assess.

Credit Costs and Noninterest Expenses of
Different Asset Classes. These are discussed
further in the Asset Quality section and sec-
tions below.

Dividend Payout Ratio (declared com-
mon stock dividends to net income). Taken
over a period of several years, this ratio pro-
vides information on the rate of dividends
paid by a company to its owners (and may be
committed to in a moral sense). Naturally, the
lower the ratio, the more positively the com-
pany is viewed.

Effective Tax Rate. The tax burden of a
company can depend on whether it invests
mainly in tax-free assets; whether it makes use
of tax-advantageous vehicles such as certain
deferment of taxes allowed under the U.S.
code; and other tax-management opportuni-
ties. A.M. Best attempts to quantify the sustain-
ability of any tax advantages to determine
whether to factor this into the bank’s prof-
itability analysis, or to apply a discount on the
historical profitability of the company.

IInnddiivviidduuaall  BBuussiinneessss  LLiinnee  PPrrooffiittaabbiilliittyy
To diversify from the effects of business

cycles in various niches, finance companies
may engage in many types of products. The
larger companies also expand into other
lines of financing as well as related services
(insurance, asset management, etc.)  to
become ful l  service providers. It  then

becomes critical to analyze the various sec-
tor business dynamics affecting a company,
in terms of competitive factors, operating
challenges, and opportunities vs. risks.

A similar analysis of the composition of a
company’s interest expense and credit costs
by individual business lines provides an indi-
cation of its overall cost structure. A signifi-
cant expense item is the provision for asset
losses. Finance companies have wider lati-
tude than banks or other regulated financial
institutions in setting the annual provision
for asset losses. Closer examination of man-
agement’s policies and classification of prob-
lem assets is warranted. Noninterest expens-
es, such as operating expenses, overhead
costs and other expenses related to person-
nel compensation, and the cost of adminis-
tration are among other categories to be
reviewed by individual business lines.

The following ratios examine the profitabil-
ity of the various lines of business of a finance
company:

Noninterest  Expense (or Overhead
Expense) as a Percentage of Receivables.
This overhead expense ratio provides an
indication of a company’s operating effi-
ciency. Low-cost operators can enjoy greater
margins and flexibility in dealing with any
decline in revenues, relative to their peers.
Conversely, an unfavorable efficiency ratio
can force a company into a defensive posi-
tion of cost cutting and internal realign-
ments to become more competitive. Anoth-
er related ratio of efficiency is the number
of employees as a percentage of gross
receivables.

Yields on Average Assets by Niche Seg-
ments. The relative performance of certain
assets within a company depends on cyclical
factors; market position of the company in
each line of business; and respective business
strategies for those lines of business. Manage-
ment’s emphasis on some lines of business or
strength in market position usually will trans-
late into a certain yield performance for spe-
cific asset categories. The differences in asset
yields determine the optimal asset mix for a
company, which in turn, drives many aspects
of the rest of its operations such as capital
allocation, strategies for growth, etc.

Fee income can be another significant
source of earnings for many finance compa-
nies through financial advisory services or
insurance. The ratios of fee income to total
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operating earnings as compared with percent-
ages of various other earnings components
provide information about a company’s
sources of earnings.

Various Cost of Funds. Cost of funds,
commercial paper issuance, short-term bor-
rowings and other short-term liabilities are
the expense side of asset yields. At a mini-
mum, these costs of funds indicate the fund-
ing sources and relative cost of access to
them for a particular institution. At times,
because these funding sources are based on
market confidence, they also can indicate
the credit strength of a company as per-
ceived in the marketplace. This is especially
true during certain crisis events or disrup-
t ions in f inancial  markets when credit
spreads can widen dramatically for weak
institutions, which can limit funding options
very quickly.

OOvveerraallll  RReettuurrnn  aanndd  PPrrooffiittaabbiilliittyy
Broader gauges of profitability include

ratios for measuring performance returns on
utilized assets and capital:

Return on Average Assets, Return on Aver-
age Managed Assets. Net income to average
assets indicates the earnings performance of a
finance company in its utilization of assets rel-
ative to its peers.This ratio can be adjusted for
pretax income or pretax recurring income. It
also is useful to determine the ratio in terms
of total assets, including managed assets and
securitized assets, to arrive at a risk-adjusted
ratio. All of these ratios are reviewed and
highlighted as appropriate, depending on the
type and level of different activities undertak-
en by a company.

Return on Average Equity. Net income to
average shareholder’s equity indicates the
earnings performance of a finance company
from the perspective of shareholders and the
equity market.

Both the return on assets and return on
equity ratios are assessed over a sufficient
period of time to establish historical contexts
as well as to cover the entire cycle of credit
risk and competitive forces.

Business Profile
A company’s business profile is equated

with its ability to maintain a distinct compet-
itive advantage. Business profile drives cur-
rent and future operating performance,
which determines long-term balance sheet
strength and ultimately financial security.

Business profile encompasses issues that are
not obvious from the balance sheet strength
or operating performance analyses and
includes:

• Country and Sovereign Risk
• Economic and Business Market Risk
• Regulation and Regulatory Risk
• Corporate Structure
• Management and Strategy
CCoouunnttrryy  aanndd  SSoovveerreeiiggnn  RRiisskk
The key point of analysis of any issuer insti-

tution, especially a finance institution, is the
local environment in which it operates. For
companies outside the United States, these
factors are assessed and analyzed as part of
A.M. Best’s Country Risk Methodology avail-
able at www.ambest.com.

Factors studied include the organization and
make-up of the local financial system, legal infra-
structure and accounting system in a particular
country.The local economic and financial-mar-
ket conditions and cross-border risks directly
impact the operating performance of not only
the locally operating institution but potentially
its parent holding company that may be based
outside of that country in terms foreign-
exchange and transfer risks.Additionally, the spe-
cial legal infrastructure governing the financing
of companies based on asset values is reviewed
carefully. An analyst reviews the local legal
framework and enforcement, critical to under-
standing the country risk of a finance company.

Transparency of local accounting and
reporting standards is a significant factor for
consideration. Among the developed coun-
tries, the different accounting standards have
to be addressed to arrive at some comparabili-
ty standards and a meaningful analysis of an
operation in a particular country.The analysis
of a company within the emergent countries
of the world is rendered more challenging and
may have to rely more on anecdotal and unof-
ficial sources.

EEccoonnoommiicc  aanndd  BBuussiinneessss  MMaarrkkeett  RRiisskk
In understanding local economic condi-

tions, which drive operating performance and
the financial health of a company, a study of
the local economic indicators is conducted
with the following as a beginning: gross
domestic product activity, inflation, employ-
ment rate, interest rates, the yield curve, the
equity markets, trends in corporate and per-
sonal bankruptcies, and trends in commercial
and residential real estate values, occupancy
rates and rental rates.

9



Methodology June 6, 2005

Additionally, local business and market con-
ditions are assessed in terms of competitive
forces and structural dynamics of a local busi-
ness environment. Of special importance is
the stage of development of various support-
ing structures and submarkets for the finance
industry, namely the securitization market(s)
for specific asset types and the resale and liq-
uidation markets, which are critical for asset
valuations.The corresponding support-service
providers in these submarkets also are impor-
tant to the viability and feasibility of the func-
tions of the submarkets. Local asset-valuation
services, for example, are an integral part of a
well-functioning resale market. For consumer-
finance companies, there is less dependence
on local services in the secondary resale mar-
ket for their receivables.

RReegguullaattiioonn  aanndd  RReegguullaattoorryy  RRiisskk
While the finance industry typically is

unregulated in most countries, there is still the
general issue of corporate governance for any
publicly held companies. Government regula-
tory policies vary by country and financial sys-
tems. Not only does the regulatory framework
vary from country to country among devel-
oped countries, but, more importantly, it pre-
sents critical structural and systemic issues in
emergent countries. Analysts consider the
nature of the applicable local regulatory sys-
tem (however corporate governance is con-
ducted locally), as well as peer analysis pro-
duced by the various regulatory bodies.

CCoorrppoorraattee  SSttrruuccttuurree
The analyst studies the entire organization

of a company, including the parent company’s
balance sheet strength, diversity of operations
(earnings and cash flow, sources and uses of

capital), and geographic spread of various
lines of business. Other nonfinance members
of the organization are examined with regard
to the level of risk or support they contribute
to the overall entity, as are any legal/tax/regu-
latory-driven structures. The willingness and
legal ability of the parent company to provide
financial support for the company is consid-
ered. In addition, the existence of less prof-
itable members of the organization that could
divert earnings away from the group, or of
obligations by the finance operating company
to provide loans at less-than-market rates to
such group members, are examined.

MMaannaaggeemmeenntt  aanndd  SSttrraatteeggyy
Assessing a company’s management is

probably the most subjective aspect of analyz-
ing a finance company. Notwithstanding the
subjectivity, it is still a useful step to consider
the make-up of the senior management and
board members of an institution.The strategic
direction and internal control systems of a
company also can be assessed from its histori-
cal activities and operations, which should be
considered as the broader context and under-
lying influences for the financial performance
of the company. Among critical internal con-
trols to be assessed by an analyst are a compa-
ny’s risk-management organization, underwrit-
ing criteria and risk appetite. Finally, the
history of a company’s moral and litigation
standing is reviewed for any outstanding cases
and the frequency of penalties levied against
it, litigation suits, and investigations by any
authorities. These aspects would be especially
significant if an institution is subject to a
greater burden of these issues as compared
with its peers.
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Financial Strength Ratings

A Best's Financial Strength Rating (FSR) is an opinion of an
insurer’s financial strength and ability to meet ongoing obligations
to policyholders.

Rating Descriptor

A++, A+ Superior

A, A- Excellent

B++, B+ Very Good

B, B- Fair

C++, C+ Marginal

C, C- Weak

D Poor

E Under Regulatory Supervision

F In Liquidation

S Suspended

A Best’s Long-Term Issuer Credit Rating (ICR) is an opinion as
to the ability of the rated entity to meet its senior obligations. In
certain markets or product lines, particularly where the credit mar-
ket scale is widely recognized, A.M. Best also assigns Issuer Credit
Ratings to insurance companies using its Long-Term Credit Rating
Scale. The definitions applied to insurance companies that are
assigned a long-term Issuer Credit Rating are as follows: (aaa) -
Exceptional; (aa) - Superior; (a) - Excellent; (bbb) - Very Good;
(bb) - Fair; (b) - Marginal; (ccc-cc) - Weak; (c) - Poor.
A.M. Best may also assign Short-Term Issuer Credit Ratings to cer-
tain insurance companies using its Short-Term Credit Rating scale.

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

GUIDE TO BEST'S RATINGS
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Rating Modifiers Affiliation Codes

“u” Under Review “g” Group

“pd” Public Data “p” Pooled

“s” Syndicate “r” Reinsured

Rating Outlook
Best's Ratings (A++ to D, aaa to c) are assigned a Rating Outlook that indicates the potential direction of a company's rating for an intermedi-
ate period, generally defined as the next 12 to 36 months.  Public Data Ratings are not assigned an Outlook.  Rating Outlooks are as follows:

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

Stable Indicates a company is experiencing stable financial/market trends and that 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 © 2005 by A.M. Best Company, Inc. Version 121304

Long-Term Credit Ratings

A.M. Best uses its long-term credit rating scale when assigning:
· Debt Ratings (an opinion as to the issuer's ability to meet its

financial obligations to security holders when due) and
· Issuer Credit Ratings (an opinion as to the ability of the rated

entity to meet its senior obligations).

Rating Descriptor

aaa Exceptional

aa Very Strong

a Strong

bbb Adequate

bb Speculative

b Very Speculative

ccc, cc, c Extremely Speculative

d In Default

Ratings from “aa” to “ccc” may be enhanced with a “+” (plus) or “-”
(minus) to indicate whether credit quality is near the top or bottom of
a category, and a “u” modifier for Under Review.
Ratings prefixed with an (“i”) denote indicative ratings. Issuer Credit
Ratings may also be assigned a “pd” modifier, which indicates that a
company does not subscribe to A. M. Best’s interactive rating process.
These Issuer Credit Rating descriptors apply to entities which do not
issue insurance obligations.
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Not Rated Categories (NR)

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

Short-Term Credit Ratings
A.M. Best uses its short-term credit rating scale when assigning:
· Debt Ratings (an opinion as to the issuer's ability to meet its

obligations having maturities generally less than one year) and
· Issuer Credit Ratings (an opinion as to the ability of the rated

entity to meet its senior financial commitments on obligations
maturing in generally less than one year).

Rating Descriptor

Investment Grade AMB-1+ Strongest

AMB-1 Outstanding

AMB-2 Satisfactory

AMB-3 Adequate

Non-Investment Grade AMB-4 Speculative

d In Default

A company's Short-Term Credit Rating also may be assigned an
Under Review modifier (“u”) that generally is event-driven (positive,
negative or developing) and indicates that the company's Best's
Rating opinion is under review and may be subject to near-term
change. Ratings prefixed with an (“i”) denote indicative ratings. 



12

A.M. Best Co., established in 1899, is the world’s oldest
and most authoritative source of insurance company rat-
ings. Best’s Ratings are the definitive symbol signifying
the financial strength and operating performance of
insurance companies worldwide. For more information,
visit A.M. Best’s Web site at http://www.ambest.com, or
contact one of our offices:

AA..MM..  BBeesstt  CCoommppaannyy
Ambest Road

Oldwick, New Jersey 08858
Phone: (908) 439-2200

Fax: (908) 439-3296
http://www.ambest.com

AA..MM..  BBeesstt  EEuurrooppee  LLttdd..
12 Arthur Street, 6th Floor

London, UK  EC4R 9AB
Phone: +44-207-626-6264

Fax: +44-207-626-6265
www.ambest.co.uk

AA..MM..  BBeesstt  AAssiiaa--PPaacciiffiicc  LLttdd..
Unit 5707 Central Plaza

18 Harbour Road
Wanchai, Hong Kong

Phone:+852-2827-3400
Fax: +852-2824-1833

www.ambest.com.hk


