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In recent years, regulatory and tax issues, as
well as market dislocations, have con-
tributed to the formation of new insurance

and reinsurance companies. As a result, growing
numbers of brokers, agents, lenders, capital mar-
ket participants and corporate clients are seek-
ing financial information about these new enti-
ties.To meet this demand, A.M. Best Co. provides
ratings on these new organizations and other
risk-assuming vehicles using methodology out-
lined in this report.

A.M. Best’s interactive rating process for
insurance companies involves numerous
quantitative and qualitative factors that are
grouped into three categories: balance sheet
strength, operating performance and business
profile. A.M Best’s methodology for rating new
company formations uses the same assess-
ments of balance sheet strength and business
profile as it does for established companies
receiving traditional rating assignments.

Since,however, these new companies have yet
to demonstrate a track record of operating perfor-
mance, A.M.Best applies an additional set of quan-
titative and qualitative standards to the initial rat-
ing to reflect the extra uncertainty. In particular,
initial and prospective risk-adjusted capital levels
typically will need to be well above the assigned
initial rating level throughout the development
phase of the company,even after factoring in con-
servative earnings and investments returns.Exten-
sive conversations with, and an assessment of,
management are central to this process.

These criteria might apply partially or
not at all to some newly organized, nontra-
ditional insurance entities, such as virtual
companies and special purpose vehicles.

Criteria for Proceeding with the
Rating Assignment

For A.M.Best to proceed with an initial rating
assignment,certain conditions must be fulfilled:

• Initial financing in place or expected to be
executed concurrently with the initial rating
assignment.

• Stress-tested capitalization, which conserv-
atively supports the assigned rating throughout
the business plan.

• Management’s demonstration of a success-
ful track record of operating performance rele-
vant to the new venture’s core business. Experi-
ence with organizing new insurance ventures
also is factored into the process.

• A clearly defined, three-to-five-year busi-
ness plan that all principals are in accord with
and are well qualified and capable of imple-
menting.The plan includes:

– Policy statements on underwriting criteria,
investment guidelines and risk manage-
ment;

– A thorough description of the products 
offered, pricing standards and the compa-
ny’s distribution and market strategy; and

– Financial projections, along with the 
underlying quantitative and qualitative 
assumptions and the anticipated utiliza-
tion of capital.

• Experienced management and the appro-
priate staff and operational infrastructure in
place (or adequately provided by third parties)
to support initial activities and meet regulatory
and rating agency scrutiny.

• Management, board members, strategic
investors, investment bankers, actuaries and
other advisers available for discussions with
A.M. Best and to provide comprehensive disclo-
sure of requested information.

• A follow-up process in place to measure
the effectiveness of the initial business plan and
to monitor the company’s strategic and financial
development.

New Company Rating Process
The objective of Best’s Financial Strength Rat-

ing (FSR) is to provide an opinion as to an insur-
er’s ability to meet its obligations to policyhold-
ers. In assigning a FSR to an established
company, A.M. Best looks at balance sheet
strength, operating performance and business
profile, which is analogous to a review of a new

Rating New Company Formations

Questions regarding A.M.Best’s methodology
for rating new insurance company formations
can be directed to Matthew Mosher, senior vice
president in the property/casualty division.
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company’s initial and prospective capital, spon-
sorship, business plans, management and opera-
tional controls.

The rating analysis of established and
new entities is both quantitative and quali-
tative. Evaluation of key financial ratios is
integrated with a qualitative evaluation of
the company’s operating plans and philoso-
phies to gain a comprehensive understand-
ing of the company’s initial standing and its
future prospects.

As with the traditional Best’s FSR process,
start-up entities are viewed within the con-
text of the particular country risks to which
they are exposed. Under these circum-
stances, A.M. Best utilizes its Country Risk
Methodology, whereby countries are classi-
fied into one of five tiers reflecting the vari-
ous economic and political risks that can
affect an insurer’s financial strength. The
country risk tier is one factor, among many,
in the rating process, and while it affects the
rating, it is not necessarily a ceiling on the
rating.

Best’s rating system applies the same rigor-
ous criteria to all insurers, new or established,
offering a means of directly comparing insur-
ers regardless of longevity or country of domi-
cile. However, because a new company rating
opinion must consider a greater degree of
uncertainty,A.M. Best is conservative in its ini-
tial rating assignment.

Key Rating Factors
The analytical components of A.M. Best’s

interactive rating process for new insurers
involve numerous quantitative and qualitative
factors that can be grouped into the two
evaluative categories of balance sheet
strength and business profile. Since new
companies lack a measurable track record of
operating performance, A.M. Best applies a
stringent set of qualitative (due diligence)
standards to the initial rating. These are
grouped into a third evaluative category of
operational controls.

1. Balance Sheet Strength
AA..  CCaappiittaalliizzaattiioonn  

A.M. Best’s assessment of the strength and
quality of a company’s balance sheet is the
underpinning of any FSR. In reviewing initial
and prospective capitalization and leverage,
A.M. Best begins with the capital require-
ments of the relevant regulatory authorities.

This is followed by a rigorous capital analysis
using Best’s Capital Adequacy Ratio (BCAR)
to assess the capital that is necessary to sup-
port the new venture’s operations over a
period of time and that is appropriate for the
types of business written.

The new company should demonstrate
that it can support the execution of its
business plan while maintaining risk-adjust-
ed capital adequacy at levels well above the
assigned rating level for at least three to
five years. The degree of additional capital
needed will ref lect the risk profile of the
business. A higher level of capitalization
might be required if the business is subject,
for instance, to low-occurrence but high-
severity events. A.M. Best also will stress
test  the pace at  which the company
expects to utilize its capital. The capital
required at all rating levels will reflect the
greater risks inherent in a start-up venture
compared with an established company’s
continuing operations.

The process includes an evaluation of the
company’s financial stability and flexibility.
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The level, quality and permanence of capi-
tal, including potential distributions of ini-
tial investor capital, are evaluated, taking
into consideration the company’s appetite
for risk, the structure of its assets, its depen-
dence on reinsurance and its  l iquidity
needs. Key factors reviewed include:

• Initial capital commitment.
• Stress-tested capitalization based on the

BCAR model under various scenarios, which
conservatively support the assigned rating
throughout the operating plan.

• Capital structure—equity and debt
financing.

• Use of reinsurance, credit facilities and
other forms of contingent capital financing.

• Quality and diversity of assets.
• Regulatory considerations.
• Targeted risk-adjusted capital under the

BCAR model.
• Investor expectations, including earnings

and dividends.
• Capital generation anticipated from core

business activities.
• Pricing targets.
• Expected reserving levels (conservative or

aggressive).
• Investment strategy for reserves and

capital. The investment strategy should be
consistent with the mix of business, financial
plans, liquidity needs and capitalization.
Since investment management is important
to preserving capital, A.M. Best will review
the quality and diversification of assets and
the reputation and experience of the invest-
ment managers.

• Expertise and processes for managing
assets, liabilities and other forms of enter-
prise risk.

BB..  SSppoonnssoorrsshhiipp  aanndd  IInnvveessttoorrss
A new company’s sponsors and/or strate-

gic investors can significantly affect its suc-
cess in meeting its objectives. Their experi-
ence and commitment to the company over
the near and long term, including any poten-
tial exit strategies, are key considerations in
the rating process.

A.M. Best might give credit in the rating
where the sponsor is a rated organization
that provides turnkey capability to a new
company that, in turn, supports the spon-
sor’s core business.

If the sponsor also provides financial
guarantees or reinsurance support that is

acceptable to A.M. Best, this too might
enhance the rating level. A more conservative
rating approach is required of situations
where investors are looking to make a quick
return because of prevailing favorable market
conditions, as short-term adversity could lead
them to withdraw support. In these situations,
regulatory controls on paid-up capital, and the
likely underlying attractiveness of the opera-
tion to future capital providers, are especially
important. Expected dividend policy is a key
part of the initial rating analysis, and any sub-
sequent increase in the scale or early introduc-
tion of dividends compared with the initial
plan will be a negative factor in the rating.

A.M. Best also considers the competitive
advantages that a sponsor might provide to
a new company. Also assessed are the new
company’s expected benefits to the spon-
sor’s core business, as this gives an indica-
tion of the sponsor’s likely long-term com-
mitment to the new company. It is also
important to understand the return
investors expect and the reasonableness of
these expectations relative to the new com-
pany’s business plan and existing market
conditions.

The strength of the sponsor/new company
relationship is evaluated through the follow-
ing factors:

• Type of sponsor or investor—strategic/
financial;

• Level of financial and operational com-
mitment;

• Investors’ return expectations (reasonable-
ness, timeliness,exit strategies);

• Linkage or synergies with an existing
insurance or noninsurance organization, such
as a mutually beneficial long-term relation-
ship with the sponsor;

• Strategic/operational support (distribution,
markets);and

• Additional financial support (capital
contributions, financial guarantees and rein-
surance agreements).

In certain circumstances, A.M. Best might
find it appropriate to use its Insurance
Group Rating Methodology for certain com-
panies that are considered core or strategi-
cally important to their sponsors that are
rated interactively.

2. Business Profile
AA..  BBuussiinneessss  PPllaann  aanndd  SSttrraatteeggyy

A clearly defined business plan is essential.
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The success of the company depends on man-
agement’s ability to effectively implement the
business plan while remaining responsive to
changing conditions. The business plan and
financial targets serve as a benchmark against
which A.M. Best will measure the success of the
company in the first few years. Some of the
areas A.M.Best explores include:

• Targeted lines of business that are consis-
tent with the expertise and track record of man-
agement and, if relevant, the company’s strategic
investors or its parent company;

• Pricing targets and financial plans that are
compatible with expected returns and capital
protection and generation;and

• Whether the new company is set up to
serve an appropriate business purpose or as a
means to reduce taxable obligations.

Key factors in A.M.Best’s evaluation include:
• Well-defined three-to-five-year business

plan;
• Target classes of business;
• Competitive environment and the charac-

teristics that will differentiate the company;
• Distribution relationships;
• Pricing methodologies and monitoring

practices;
• Return expectations vs.market realities;
• Defined risk-management and underwrit-

ing policy statements;
• Investment strategies, both long-term and

short-term;and
• Projected financial results, including bal-

ance sheet, income statement, cash flows and
capital obligations.

BB..  MMaannaaggeemmeenntt
A.M. Best looks at the depth of the senior

management in terms of its track record in
critical functional areas, such as underwrit-
ing and claims management; financial, invest-
ment and risk management; information
technology; and marketing, sales and distrib-
ution. As part of the review of management,
A.M. Best examines:

• Experience in managing other opera-
tions through start-up and changing business
conditions.

• Financial and operational risk tolerance.
• Consistency of the business plan and

investment strategy with that of sponsors or
investors and market realities.

• Alignment of incentive compensation
plans, employment contracts and manage-
ment investments with the attainment of the

company’s long-term financial and strategic
goals, shareholder value and policyholder
security.

• Ability of management to attract key per-
sonnel, establish sound business practices, and
develop formal monitoring processes and the
appropriate infrastructure and operating con-
trols to support its operations.

• Succession plans, especially if the founding
management is in place only to develop the ini-
tial business plan.

3. Operational Controls
Operational controls are important indica-

tors of management’s ability and commitment
to the quality and longevity of a new compa-
ny. These controls should be linked to the
monitoring and fulfillment of the business
plan. Operational controls also are the means
by which the new company’s growth is man-
aged and provide a large measure of risk man-
agement. As part of the review of operational
controls,A.M. Best examines:

• Whether statements on investment, risk-
management, underwriting and accounting poli-
cy are defined clearly, and whether those state-
ments are consistent with the company’s
business plan, capitalization and management’s
appetite for risk.

• The company’s valuation methodology for
establishing reserves.

• Its monitoring of catastrophic exposures
and modeling techniques used.

• The controls to monitor the new com-
pany’s distribution relationships, due dili-
gence, productivity, revenue tracking and
expense controls.

A.M. Best’s Monitoring Process
Maintaining a rating on a new company

also requires significant ongoing surveillance
by A.M. Best, over and above that already
required when rating established operations.
In assigning an initial rating, A.M. Best and
the company agree on a formal plan to moni-
tor the company’s strategic and financial
development. This plan usually entails quar-
terly reviews with management and other
principals on the company’s progress toward
its stated objectives. Any changes in strategy
are discussed and considered in the ongoing
rating evaluation.

As with the initial rating,A.M. Best requires
detailed disclosure in monitoring the rating.
Companies are asked to provide all informa-
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tion necessary for continuing analysis. This
generally includes annual and quarterly state-
ments, reviews of risk management, revisions
of business plans and documentation on
insurance written.

GGuuiiddeess  ttoo  BBeesstt’’ss  FFiinnaanncciiaall  SSttrreennggtthh  aanndd  DDeebbtt
RRaattiinnggss  aarree  aavvaaiillaabbllee  aatt  wwwwww..aammbbeesstt..ccoomm//rraatt--
iinnggss//mmeetthhooddoollooggyy..



Founded in 1899, A.M. Best Company is a full-service
credit rating organization dedicated to serving the finan-
cial services industries, including the banking and insur-
ance sectors. For more information, visit
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
www.ambest.com

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

London, UK  EC4R 9AB
Phone: (44) 20 7626 6264

Fax: (44) 20 7626 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




