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The purpose of this report is to provide
transparency regarding A.M. Best Co.’s
criteria for assigning Public Data Rat-

ings (PDRs) to health insurance companies,
including health maintenance organizations
(HMOs), Blue Cross and Blue Shield plans and
Delta Dental Plans.

The constantly changing operating environ-
ment and the unstable, escalating rate of infla-
tion for health-care costs make it difficult for
companies to anticipate the medical-cost fac-
tor in the pricing of policies that will be in
effect for 12 months.The resulting volatility of
earnings, combined with the thin capitaliza-
tion that is characteristic of many health insur-
ance companies, creates a fertile environment
for financial impairment. More vulnerable are
small health insurance companies with prod-
uct and geographic concentrations and a lack
of resources necessary for innovative respons-
es to changes in the environment. As a result
of these factors, the demand for financial
strength ratings on these companies has
increased.

Health Insurance Company 
Rating Criteria

A PDR is an A.M. Best opinion of the finan-
cial strength of an insurer.They are expressed
using the same rating scale and definitions as
A.M. Best’s interactive ratings of long-term
financial strength but have a ‘pd’ rating modifi-
er applied to ensure the user is aware of the
more limited information basis for the rating.
The assignment of Best’s Public Data Ratings
(‘pd’ subscript) also incorporates analysis of
balance-sheet strength, operating performance
and business profile. However, the analysis
does not generally involve interaction with
company management. Other public docu-
ments and disclosures may be used as part of

the analytical process for assigning PDRs.
In contrast, an interactive A.M. Best rating is

produced at the request of a health insurance
company.The rating process includes detailed
interviews of senior management and, typical-
ly, access to nonpublic data and other informa-
tion. Analysis on issues that typically would
have limited distribution in the public domain
plays a significant part in the interactive rating
analysis (e.g. detailed information on manage-
ment strategy, earnings forecasts, reinsurance
protections, reserving methodology).

Best’s Rating Model
The Health PDR model utilizes the statuto-

ry data of an insurance company that are filed
with its state regulator. The model is the pri-
mary source for the quantitative analysis used
in assigning PDRs, and it evaluates the five
most recent years of a company’s financial
performance.A.M. Best will not assign PDRs to
companies with less than three years of data.

Similar to Best’s interactive rating analysis,
the Health PDR model has three distinct sec-
tions: balance-sheet strength, operating perfor-
mance and business profile.The model assigns
the following weights to those sections:

BBaallaannccee--SShheeeett  SSttrreennggtthh 6600%%
OOppeerraattiinngg  PPeerrffoorrmmaannccee 3300%%
BBuussiinneessss  PPrrooffiillee 1100%%
A.M. Best’s database has approximately 500

health insurance companies, both interactive
and PDR companies. By utilizing A.M. Best’s
database, selected statutory financial data and
ratios are loaded in the base PDR model to
determine industry benchmarks. In addition to
the base PDR model,A.M. Best creates four PDR
models for the following business segments:
Medical HMOs; Dental and Vision HMOs; Blue
Cross Blue Shield organizations;and Delta Dental
plans. The companies are combined in these
groups to ensure similarities in business type.
Based on the business type of an individual com-
pany, its calculated ratios and data are bench-
marked to its peer group to determine a base
financial strength rating.
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BBaallaannccee--SShheeeett  SSttrreennggtthh — Ratios and Tests
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—are evaluated by Best’s Capital Adequacy
Ratio (BCAR). The BCAR holds 25% of the
weight for the balance sheet.This stresses the
importance for a company’s capital position
to support its operations and unexpected
risks. Other ratios used to evaluate the bal-
ance-sheet strength of companies are equity
per member per month (PMPM), overall liq-
uidity, surplus notes to capital and premiums
to underwriting leverage. Other important
considerations in assessing balance-sheet
strength are operating cash flows, reserves,
reinsurance and asset quality.

Best’s Capital Adequacy Ratio
(BCAR)

A.M. Best believes all minimum state regula-
tory requirements for capital and surplus are
too low. An A.M. Best Secure rating— B+
(Good)  and higher—calls for substantially
higher amounts of capital than what is
assessed under the Managed Care Organiza-
tion Risk Based Capital (MCORBC) company
action level, as promulgated by the National
Association of Insurance Commissioners. For
Secure rating consideration, BCAR needs to be
110% or greater. While A.M. Best’s analysis of
capital adequacy begins with a BCAR assess-
ment at each operating insurer, several other
quantitative factors play significant roles in
the rating, including:

NNAAIICC  RRBBCC  oorr  %%  oovveerr  CCAALL:: The Company
Action Level (CAL) RBC is the product of 2.0
and its Authorized Control Level RBC, or the
number determined by the RBC formula.

OOvveerraallll  LLiiqquuiiddiittyy  ((1166..77%%))**::  This ratio mea-
sures the proportion of total liabilities covered
by a company’s total assets to reflect a compa-
ny’s ability to meet its maturing obligations.

UUnnddeerrwwrriittiinngg  lleevveerraaggee  ((nneett  pprreemmiiuummss  wwrriitt--
tteenn  ttoo  ccaappiittaall  aanndd  ssuurrpplluuss))  ((1166..77%%))**:: This test
measures the leverage associated with the
level of premiums compared with the total
capital and surplus of the company. This test

measures the company’s exposure to pricing
errors in its current book of business.

EEqquuiittyy  ppeerr  mmeemmbbeerr  ppeerr  mmoonntthh  ((ccaappiittaall  aanndd
ssuurrpplluuss  ttoo  mmeemmbbeerr  mmoonntthhss))  ((2255%%))**:: This test
measures the amount of capital and surplus
spread over a company’s membership base.

AAvveerraaggee  DDaayyss  CCllaaiimmss  PPaayyaabbllee:: The ratio of
claims payable to total health expenses per
year in days (365).

DDiivveerrssiiffiiccaattiioonn  ooff  IInnvveesstteedd  AAsssseettss:: The qual-
ity and diversification of invested assets is
evaluated to assess the risk of default and the
potential impact on surplus if the sale of these
assets occurred unexpectedly. The better the
liquidity, diversification and/or quality of the
assets, the less uncertainty there is in the value
to be realized upon the sale and the lesser the
likelihood of default. Particular attention is
paid to large, single investments that exceed
10% of a company’s total capital.
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* Percentages in ( ) represents weights in the model.
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AAffffiilliiaatteedd  IInnvveessttmmeennttss  ttoo  CCaappiittaall  ((1166..77%%))**::
Affiliated investments (including home office
property) as a percentage of capital and sur-
plus funds.

DDeebbtt  oorr  SSuurrpplluuss  NNootteess  ttoo  CCaappiittaall  ((1166..77%%))**::
The ratio of the company’s total debt to its
total capital and surplus. In this ratio, debt is
defined as loans and notes payable on both a
current and a long-term basis, as well as sur-
plus notes.

CChhaannggeess  iinn  CCaappiittaall  aanndd  SSuurrpplluuss::  The annual
percentage change in the sum of current year
capital and surplus, plus voluntary investment
reserves, over the prior year’s sum.

OOppeerraattiinngg  CCaasshh  FFlloowwss::    The cash generated
from the operations of a company, generally
defined as revenues less all operating expenses.

Operating Performance
The model measures operating perfor-

mance by the trends in growth of earnings,
return on revenue, changes to the medical loss
ratio and administrative cost ratio. Operating
performance is a major contributor to capital
growth or erosion.

A key aspect of an organization’s opera-
tions is how effectively it manages and antici-
pates medical-cost trends.The model analyzes
the following tests and ratios, evenly distribut-
ing the weight to each:

NNeett  CChhaannggee  iinn  PPrreemmiiuumm  PPMMPPMM  ttoo  HHeeaalltthh--
CCaarree  EExxppeennssee  PPMMPPMM  ((1155%%))**::  The annual per-
centage change in premium revenue per
member over the annual percentage change in
health-care expenses per member.

UUnnddeerrwwrriittiinngg  PPMMPPMM  ((1155%%))**::  This test mea-
sures a company’s underwriting gain spread
over its membership base.

RReettuurrnn  oonn  RReevveennuuee  ((1144%%))**::  Net income as a
percentage of total revenue. This ratio mea-
sures post-tax earnings in relation to total
funds provided from operations.

CChhaannggee  iinn  UUttiilliizzaattiioonn  ((DDaayyss  ppeerr  11,,000000))
((1144%%))**::  Total days per 1,000 members. This
represents a) the total days incurred for the
total membership, divided by b) the total
membership’s current-year member months
divided by 12, c) multiplied by 1,000.The uti-
lization ratios taken into consideration include
hospital and commercial days, along with the
change in Medicare and Medicaid days.

MMeeddiiccaall  LLoossss  RRaattiioo  TTrreennddss::  Cost ratio of
total benefits used compared with health pre-
miums earned. This shows the amount of the
premium revenues actually spent on paying

for medical services.
AAddmmiinniissttrraattiivvee  RRaattiioo  TTrreennddss::  Costs associat-

ed with the overall management and opera-
tions of the company that are not directly
related to providing medical services. This is
taken as a percentage of net premium income
to determine the amount of premium income
spent on administrative expenses.

Business Profile
In the interactive rating process, 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 lev-
els. However, business profile carries the low-
est weighting in the model because of the lack
of insight A.M Best has of the companies’ busi-
ness strategies. With no interaction with man-
agement of PDR companies, it is more difficult
to supplement their financials.What differenti-
ates companies is the strength of their busi-
ness profile, which typically translates into
defensible competitive advantages.The model
analyzes the business mix as well as the histor-
ical membership and revenue growth trends.
The model is not a predictive tool used to
determine the company’s future growth
trends and business mix. Further, business pro-
file is influenced by the degree of risk inher-
ent in the company’s mix of business, its com-
petitive market position and the depth and
experience of its management. Each of the fol-
lowing four tests and ratios hold an equal
weight allocation of 25% for the business pro-
file. Because membership drives premiums, a
company’s growth trend in enrollment, as
compared with its competitors, is important.
Furthermore, the growth trend must be sus-
tainable. Below-average growth indicates a loss
of market share, while too-rapid growth sig-
nals 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 strate-
gy to enhance profitability, isn’t necessarily
viewed as a negative. The optimal score
requires membership and annual revenue
growth rates no greater than 15% with a diver-
sified business mix. The following factors are
considered in the model:
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* Percentages in ( ) represents weights in the model.
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• Growth in members (25%)*
• Percent of membership-noncommercial

(25%)*
• Growth in Revenue (25%)*
• Percent of Revenue-noncommercial (25%)*

Rating Distributions
The graph at left lays out the three-year

trend in distribution of Best’s Financial
Strength Public Data Ratings. A.M. Best
wants to reiterate that the PDR model is
used to calculate a base rating for the com-
panies.The base rating may be modified fol-
lowing an analysis of other selected finan-
cial data and ratios. For example, a review of
the notes to the statutory financial state-
ments and other materials made public by
such companies, including audited financial
statements, annual reports and information
made available on the organization’s Web
site, may result in a different rating conclu-
sion. The final rating may prove to be more
conservative because of the lack of insight
of operations and business strategies the
company may be implementing.
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Final Ratings — 3-Year Comparison
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* Percentages in ( ) represents weights in the model.


