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Rating Members
Of Insurance Groups

Today, insurance organizations operate in a truly global environ-
ment, with many industry participants establishing or maintaining
multiple businesses in diverse geographic regions. Insurers have
expanded their platforms beyond the traditional domiciles of

the United States, Bermuda, Japan and western Europe and have
branched out more recently into emerging markets such as Brazil,
Russia, India and China, among others. In response to the global-
ization of the industry, various regulatory regimes are contemplat-
ing dramatic changes to insurers’ financial, supervisory and dis-
closure requirements. A prime example is Solvency II, due to take
effect in Europe in 2012, which seeks to address the global nature
of the insurance industry by radically changing the regulatory
landscape. (For commentary on the rating implications of Solven-
cy II, please see A.M. Best’s report titled Solvency Il and its Impact
on A.M. Best Ratings at www.ambest.com/ratings/methodology.)

Regulatory requirements and market dynamics often require
insurers to set up subsidiaries or branch offices in foreign coun-
tries. These overseas subsidiaries carry differing levels of impor-
tance and risk to their parent companies. Some are crucial to the
success of the franchise, yet they may require significant invest-
ment before they turn a profit. For other insurers, the foreign
operation may simply be an ancillary investment with a relatively
short time horizon.

These factors and others weigh heavily in A.M. Best’s ratings of
insurance companies that are members of a group. The need for
international insurers to set up operations in numerous jurisdic-
tions to maintain access to market intelligence has brought into
focus the notion of fungibility of capital — that is, an organization’s
ability to allocate and deploy capital in the most efficient way
where it is most needed. A.M. Best recognizes that to sustain a
competitive advantage, these groups must allocate their capital
with maximum efficiency. However, to obtain a secure credit rat-
ing, a certain minimum level of capitalization must be maintained
at the insurance company level.

The purpose of this methodology is to illustrate how A.M. Best
evaluates members of insurance groups and to review what
levels of rating enhancement or drag are placed on the ratings
of members of insurance groups. One of the main themes is the
implicit and explicit support a parent provides its insurance sub-
sidiaries. These factors, together with any legal constraints on
the free flow of capital among affiliates, will determine an insur-
ance subsidiary’s rating enhancement or drag and its ultimate
rating assignment. For additional information on A.M. Best’s
approach to assigning ratings, and for complete definitions of
A.M. Best’s ratings, please refer to the Methodology section of
Best’s Rating Center, which is located online at www.ambest.
com/ratings/methodology.

& All rights reserved. No part of this report may be reproduced, stored in a retrieval system or transmitted in any form or by any means; electronic, mechanical, photocopying, recording or otherwise.
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Analyzing Groups

Rating members of complex, domestic or
multinational insurance organizations is a dif-
ficult task. A.M. Best performs comprehensive
quantitative and qualitative analyses of an
organization’s balance sheet strength, operat-
ing performance and business profile. Every
legal entity that maintains an A.M. Best rating
is reviewed on a stand-alone basis. The enti-
ty’s strengths and weaknesses are analyzed,
without any benefit or drag from its affiliation
with a larger organization. Employing this
approach allows A.M. Best to gauge the level
of policyholder security with no benefit from
parental support. Through this analysis, a
stand-alone rating is determined for all enti-
ties except those that possess a pooled (p)
or reinsured (1) rating modifier. A.M. Best’s
approach to rating pool members and rein-
sured affiliates is discussed later.

In cases where it is inconceivable for an
insurer to exist without its membership
within a larger organization (i.e. there
would be no business to write without the
parent company, as with a small subsid-
iary that exists solely for rate flexibility),

a review of balance sheet strength and
historic operating performance drives the
stand-alone approach. Here, less emphasis
is placed on the qualitative components of
business profile — such as competitive mar-
ket advantage, brand-name recognition and
control of distribution - for the purposes of
the stand-alone rating.

Recognizing that an insurer very often
benefits greatly from its inclusion within

a strong, diversified group, the published
ratings of these entities often include
some element of rating enhancement. This
enhancement points to the insurer’s great-
er ability to compete successfully, gener-
ate earnings and sustain a strong balance
sheet over time through the support of its
parent or affiliate companies. To determine
this level of support, in addition to the
stand-alone analysis, A.M. Best conducts a
thorough, top-down evaluation of the orga-
nization’s strength on a consolidated basis.
Key questions may include:

¢ What resources are available to the orga-

nization as a whole in relation to its cumula-
tive current and future financial obligations?

e What available excess capital can the
group employ to support individual subsid-
iaries?

Note that A.M. Best defines excess capital
as the difference between available capital
and the required capital that must be in
place to cover the organization’s risks.

This top-down analysis highlights the ben-
efit of diversification within an insurance
group. Because of the less than complete
correlation of individual risks, the total
required capital at the consolidated group
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level is invariably less than the sum

of its parts. As such, group capitaliza-
tion, particularly where there is excess
capital, can have a direct effect on sub-
sidiaries’ capital requirements and rat-
ings. For further detail on how A.M. Best
analyzes insurers’ risk-adjusted capital,
please see the Best’s Capital Adequacy
Ratio (BCAR) methodologies found at
www.ambest.com/ratings/methodology.

A M. Best uses its consolidated view of the
organization to conduct an enterprise-level
analysis. This determines the highest pos-
sible rating for the lead insurer within the
group, accounting for strengths and weak-
nesses that may reside not only within the
insurance entities but also at the holding
company or at a non-insurance affiliate.
With this information, A.M. Best deter-
mines whether or not the individual insur-
ance subsidiaries qualify for enhancement
or drag to their stand-alone ratings.

Overview of

Rating Enhancement/Drag

To be eligible for rating enhancement, the
insurance subsidiary must operate under
common ownership (greater than 50%) with
the entity providing lift; or in the case of affili-
ated mutual insurers, board control together
with common management. An individual
company can receive enhancement to its rat-
ing through support from its parent or from
affiliated companies. This support can be
explicit, such as through a guarantee, reinsur-
ance agreement, capital infusion or pooling
of assets and liabilities. Alternatively, it can
be implicit support that ties the importance
of the company to the overall organization.
For example, a company or operating unit
might provide important strategic or financial
benefit to the organization’s core operations,
or it might in itself be an integral part of the
group’s core operation.

Existing reinsurance protection from a parent
or affiliated company, or a prior capital infu-
sion, is considered in the stand-alone analysis
of the operating unit. However, the perma-
nence of any capital contribution or reinsur-
ance protection is an important aspect of any
explicit support. As a result, the evaluation

of explicit support must include a subjective
review of the expected permanence of paren-
tal commitment to its subsidiary.

For this reason, Best’s Ratings that incor-
porate parental support require ongoing
surveillance to ensure there are no materi-
al changes to the degree of implicit and/or
explicit parental support. As with all Best’s
Credit Ratings, the dynamics of each insur-
ance group are re-evaluated continually for
changes that might arise. A.M. Best main-
tains contact with company management
throughout the year and monitors each
company'’s performance and its strategic
role within its group.

Implicit Parental Support

Overview

A.M. Best considers operating subsidiar-
ies within a group for rating enhancement
ranging from none to full rating enhance-
ment. In the latter case, the company is
assigned its parent’s rating — assuming the
parent providing lift is an insurer itself. In
cases where the lift comes from a parent
holding company (intermediate or ulti-
mate) or a non-insurance affiliate, full rat-
ing enhancement would lift the stand-alone
rating to the lead insurance company’s
rating, which was determined through the
enterprise-level analysis. In either case, lift
is determined in the same way. Through-
out this methodology, either case will be
referred to as the subsidiary receiving its
parent’s rating.

Companies that receive full rating enhance-
ment maintain the greatest affiliation with, or
importance to, the parent. A M. Best deems
the security offered to the policyholders of
these subsidiaries to be the strongest of that
offered to any policyholder within the group.
Companies that receive no rating enhance-
ment demonstrate the least strategic impor-
tance and potentially could cease operations
or be sold with no material impact on the
group’s future success. These companies
could be assigned ratings no higher than
their stand-alone ratings, unless new, explicit
support is provided. Regardless of the subsid-
iary’s perceived importance to the group, any
subsidiary company’s published rating could
be lowered from its stand-alone level if there
is a perceived drag from a weaker parent or
affiliate.

Consideration of rating enhancement is
based primarily on the level of implicit
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support expected from a parent or affiliate.
However, the amount of explicit support
already provided to the operating unit also
influences the level of implicit support
anticipated by A.M. Best and the level of
benefit in a rating. These judgments are sub-
jective and are decided by a rating commit-
tee following a formal rating review, which
includes detailed discussions with manage-
ment to gain a complete understanding of
the organization, its individual members
and the markets in which they operate.

There is no automatic increase in the
subsidiary’s published rating. A.M. Best
determines the amount of enhancement
provided in the published rating, if any,
after considering the:

¢ Subsidiary’s level of strategic importance
to the parent.

e Differential between the subsidiary’s
stand-alone rating and the parent’s rating.

¢ Level of the parent’s rating.

¢ Trends in the parent’s and subsidiary’s
stand-alone ratings.

¢ Level of the subsidiary’s stand-alone rating.
¢ Amount of explicit support provided to date.

When a parent company’s financial
strength diminishes due to a shock loss
or negative market event, clearly its abil-
ity to provide support to its subsidiaries
also is reduced. If the parent’s financial
health were to deteriorate precipitously,
particularly in cases where excess capital
within the organization was to evaporate,
any rating enhancement afforded to affili-
ates or subsidiaries would be reduced or
eliminated. In extreme cases, an impaired
insurance company’s ability to support is
subsidiaries might be severely limited by
regulatory restrictions. A.M. Best seeks
to identify the potential for this in its
analysis of rating enhancement and will
remove rating uplift emanating from an
unstable parent company.

In some cases, a subsidiary meets the

criteria for rating enhancement, but its
stand-alone rating and published rating
remain the same (e.g. A- stable outlook

to A- positive outlook). The maximum
benefit a stand-alone rating can achieve
through implicit support is two rating
levels (e.g., B+ to A-). However, additional
lift is possible through explicit parental
support (e.g., guarantee, net worth main-
tenance agreement). Examples of these
and other situations will follow in the
next section.

Implicit Support -

Full Rating Enhancement

A subsidiary is assigned its parent’s rating
(i.e. given full rating enhancement) if A.M.
Best views the company to be integral to
the group’s primary business through its
significant financial, operational and/or
strategic importance. A.M. Best expects
that under almost any scenario, the parent
would continue to support the subsidiary
to the extent of its financial ability. The
sale or closure of such a subsidiary would
imply a radical and unexpected shift in the
group’s strategy. As a result, these subsid-
iaries are assigned the parent’s rating and
receive a group (g) affiliation code.

Exhibit 1

Full Rating Enhancement Factors

A subsidiary that achieves full rating
enhancement is one that:

e Is critical to the group’s strategy and ongoing success.

e |s fully integrated into the group’s strategic plan.

 Carries the group name or is identified easily with the group.
e |s material to the business profile of the group.

¢ |s a significant contributor to the group’s earnings.

e Currently benefits from some form of explicit parental support.
* Has a history of receiving explicit support when needed.

The operating performance of the sub-
sidiary and its ability to meet A.M. Best’s
expectations are important in evaluating
the rating enhancement. Exhibit 1 details
common characteristics of a subsidiary
that is assigned its parent’s rating.

Factors that may prevent a subsidiary
from receiving full rating enhancement
include: weak stand-alone capitalization,
volatile historical or prospective earn-
ings, and diminished business profile.
As a matter of course, it is very unlikely
that a newly started or acquired entity
would be eligible for its parent’s rating
based on implicit support until it had
demonstrated its contribution to the
group’s earnings. Therefore, a start-up
would need explicit parental support
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(i.e. affiliated reinsurance, financial

guarantee, etc.) to achieve substantial
rating lift. For an example of full rating
enhancement, please see Appendix A.

Implicit Support -

Partial Rating Enhancement

The degree of affinity between subsidiary
and parent differentiates those subsidiar-
ies that receive the parent’s rating from
those that receive partial rating enhance-
ment. The willingness of the parent to
incur the financial impact of supporting
such a subsidiary under stress is less
certain. The subsidiary is not essential
to the organization’s success, and the
sale or run-off of the operation would not
imply a radical change in core business
strategy. Nonetheless, A.M. Best believes
the subsidiary is important enough to the
organization that the parent would incur
losses substantially greater than its legal
obligation to keep the subsidiary in good
financial standing.

Exhibit 2

Partial Rating Enhancement Factors
A subsidiary that achieves partial rating
enhancement is one that:

e |s important to the group’s business strategy and profile.

¢ May operate on a more independent basis, such as
through a separate identity or distribution platform.

e Has earnings that are not core to the group but are a good
source of diversification.

¢ |s a meaningful contributor to the group’s operating perfor-
mance and/or financial strength.

 Currently benefits from some form of explicit parental support.

e |s highly likely to receive future support.

The subsidiary’s operating performance
and its ability to meet A.M. Best’s expec-
tations are important considerations in
assigning partial rating enhancement. Com-
mon characteristics of a subsidiary that is
assigned partial rating enhancement are
listed in Exhibit 2.

A subsidiary assigned partial rating enhance-
ment can achieve a rating at the same level

as its parent, but this rating still is considered
a separate rating. As such, it does not carry
the group (g) affiliation code or maintain the
parent’s financial size category. Another key
difference is that group (g) ratings move up
or down in lockstep with the parent. Par-

tial rating enhancement that brings the
subsidiary’s rating to its parent’s level does
not imply that if the parent’s rating goes up,

so will the subsidiary’s. In this case, the sub-
sidiary’s stand-alone rating likely would have
to improve, or its perceived level of implicit
parental support would have to increase,
before the subsidiary could receive an
upgrade. Appendix A shows an example of a
subsidiary that receives partial rating enhance-
ment as a result of implicit parental support.

Implicit Support -

No Rating Enhancement

A subsidiary receiving no rating enhance-
ment is viewed as a company that is an
investment and not a key component of the
group’s long-term strategy. In these instanc-
es, the operating unit would be assigned its
stand-alone rating. Common characteris-
tics of a subsidiary that receives no rating
enhancement are detailed under Exhibit 3.

Exhibit 3

No Rating Enhancement Factors

A subsidiary that receives no rating
enhancement is one that:

¢ Has marginal or incidental status to the group’s overall
strategy.

e Can be readily sold without material impact to the group’s
ongoing operations.

¢ Has a separate operating platform.

¢ |s managed independently with a separate market identity.
® Lacks business synergy with parent’s core operations.

¢ Provides no meaningful diversification benefits.

¢ Is not a significant contributor to earnings or capital.

It is important to note that a subsidiary
may represent a successful investment but
still receive no rating enhancement. How-
ever, the subsidiary’s stand-alone rating
would reflect its success. For an example of
a subsidiary receiving no rating enhance-
ment, please see Appendix A.

Capital Requirements for
Subsidiaries

When reviewing an insurance subsidiary,

A M. Best determines the minimum level of
capital the subsidiary must hold to maintain
the desired rating. If there are restrictions
on the free flow of capital, a greater capital
requirement may exist at the subsidiary
level. Several factors weigh into the capital
requirement, including the:

¢ Subsidiary’s historic and prospective
performance.

¢ Risk appetite and shock-loss exposure.

* History of parental support
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¢ Perceived future parental support.

¢ Fungibility of capital between the parent
and subsidiary.

Under Solvency II, the intention is to hold
insurance organizations to solvency capital
requirements (SCR). Although the Euro-
pean Commission still is working out the
details, the current proposal is to stipulate
that each operating unit must maintain a
predetermined, company-specific minimum
amount of capital. In addition, thinly capital-
ized subsidiaries may be required to hold

a financial guarantee or net worth mainte-
nance agreement from their parent.

AM. Best takes a similar approach to its
capital requirements at the subsidiary level.
Using Best’s Capital Adequacy Ratio (BCAR)

as the measurement tool for required capital,
together with the other key rating determi-
nants (i.e. operating performance and business
profile), all subsidiary companies that maintain
an excellent or above rating (i.e. A- or higher)
are expected to maintain a secure stand-alone
rating. Importantly, a secure stand-alone rat-
ing implies a level of capital that supports the
assignment of at least a B+ rating.

An Example of Rating Enhancement
A New York subsidiary is wholly owned by a
California-based parent insurer rated A-. If this
subsidiary meets the requirements for receiv-
ing rating enhancement (as outlined above)
and has a secure stand-alone rating (minimum
of B+), it could obtain an A- published rating.
If, however, the entity met the requirements
for receiving rating lift but did not maintain a
secure stand-alone rating, the insurer would
not qualify for the A- rating. With a B stand-
alone rating, for example, the highest possible
rating for the subsidiary through implicit
parental support would be B++.

Next, assume the California parent has

a financial strength rating of A+. And as
before, the subsidiary maintains a B+
stand-alone rating. If, based on the rating
committee’s review, the subsidiary quali-
fied for lift, it could only obtain the A+ pub-
lished rating either by increasing its stand-
alone rating to at least A-, or by obtaining a
comprehensive financial guarantee or net
worth maintenance agreement (i.e. explicit

support) from its parent.

To achieve rating lift beyond the two-notch
maximum available through implicit support,
the subsidiary would need to hold a com-
prehensive financial guarantee or net worth
maintenance agreement from its parent. This
would enable the subsidiary to possibly
attain the parent’s rating level, where the
spread between the stand-alone rating and
published rating is greater than two notches.
For more information on how explicit sup-
port such as parental guarantees and net
worth maintenance agreements factor into
rating enhancement, please see below. A M.
Best also conducts its BCAR analysis at the
consolidated group level to ensure that suffi-
cient capital exists in aggregate and to cover
all subsidiaries’ capital requirements.

The subsidiary’s level of capital plays a
leading role in the assignment of the stand-
alone rating and also helps determine the
potential for rating enhancement. As pre-
viously mentioned, the maximum rating
enhancement through implicit support is
two rating notches.

Non-Insurance Parent or Affiliate

To rate individual insurance companies
within a group, A.M. Best takes a top-down
analytical approach, meaning it needs to
analyze and understand the organization
as a whole. Here, A.M. Best reviews the par-
ent holding company to capture the entire
group’s performance and capital position.
At this level, financial leverage and fixed
charge coverage, liquidity, and asset qual-
ity and diversification, among others, are
reviewed to ensure that the group, as a
whole, is in good financial standing. This
analysis helps determine the highest pos-
sible rating for any insurer within the group
based on lift. Also, if the entity issues debt
or hybrid securities to the public market,
A.M. Best analyzes and rates these securi-
ties. For more information on A.M. Best’s
methodology for rating debt securities,
please see the criteria report titled A.M.
Best’s Ratings & the Treatment of Debt at
www.ambest.com/ratings/methodology.

The purpose of the top-down approach is
primarily to determine whether or not the
parent company, or indirectly a non-insur-
ance affiliate, is in a position to provide lift
or drag to the rated insurance entities. For
example, a group may have a manufactur-
ing subsidiary that provides substantial
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earnings to the group. In addition, this
entity may hold excess capital that could
be made available to the insurance entities
if necessary. Ready access to this affiliate’s
excess capital, plus the benefit of a diversi-
fied stream of earnings to the entire group,
could provide lift to the stand-alone ratings.

Conversely, for a group with a premium
finance affiliate that is depleting group
capital due to excessive charge-offs, the
insurers’ ratings likely would be affected
adversely by this affiliate that is draining
the group’s financial resources and hurting
consolidated earnings.

A.M. Best reviews all members of a group
for the potential benefit or drag an affili-

ate can represent. To gain comfort with a
group’s non-insurance affiliates, A.M. Best’s
analysts hold discussions with management
to determine these entities’ strategic fit. A
review of these entities’ stand-alone per-
formance, balance sheet and risk appetite
determines their contribution to the group
relative to the other operations. Addition-
ally, A.M. Best’s analysts use public infor-
mation, third-party analytical studies and
industry reports, as well as their own analy-
sis of management-provided information, to
assess a non-insurance affiliate’s financial
condition.

Explicit Financial Support

Explicit financial support demonstrates

a group’s commitment to a subsidiary or
affiliate. Such support comes in the form

of a capital contribution or a contractual
arrangement that exhibits the parental
commitment, regardless of the subsidiary’s
fundamental importance to the group. Pool-
ing, internal reinsurance, guarantees and
net worth maintenance agreements are
examples of explicit support. In many cases,
insurance groups use these tools to facili-
tate capital management by reducing the
need to capitalize each subsidiary at a level
consistent with their risk exposure before
the contractual support.

The level of benefit afforded to an operating
unit’s rating depends on the type of explicit
financial support provided. Insurers with
pooled or affiliated reinsurance arrange-
ments meeting A.M. Best’s requirements
are assigned the parent’s rating with the
appropriate affiliation code — pooled (p) or

reinsured (r) - to reflect that support. Guar-
antees, also discussed below, that offer full
protection to a subsidiary can provide rat-
ing enhancement, and in some cases equal-
ize the subsidiary’s and parent’s ratings.

Treatment of Branches

A true branch is not a separate legal entity
and is viewed as an extension of the home
office. As such, policies are written on

the paper of the legal entity of which the
branch is a part. Therefore, a true branch is
assigned the rating of the head office. This
is the case in Canada, where many global
insurers do business through a local branch
operation.

A branch’s rating treatment will be modified
if, from a legal and/or regulatory perspec-
tive, the legal entity has an acknowledged
limit to its exposure in meeting its branch’s
commitments. In such cases, A.M. Best
treats the branch as if it was a limited liabil-
ity subsidiary and rates it accordingly.

Questions have arisen regarding the
treatment of branches based on liquida-
tion preference between the home office
policyholders and the branch office poli-
cyholders. A.M. Best’s financial strength
ratings are an opinion of the relative
probability of default of the rated entity.
The ratings apply to all insurance poli-
cies issued by an insurer as a single class
of obligation. In effect, A.M. Best’s rating
opinion applies to the last policyholder in
a liquidation scenario.

Although A.M. Best does not account for
policyholder preference through a separate
“expected loss” rating for branch policy-
holders, the potential disadvantage of the
branch policyholder is considered in the
rating assignment. As such, A.M. Best uses

a qualitative framework that allows for the
recognition of disadvantages to branch poli-
cyholders. This allows A.M. Best analysts to
capture directly, in the branch’s rating, any
weakness in policyholder security resulting
from the branch being disadvantaged by
legislation that protects home-office poli-
cyholders to the detriment of the branch.
This diminished degree of financial security
can take the form of subordination to home-
office policyholders or some other stipula-
tion limiting the branch operation’s financial
strength.
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Highlights of this analytical approach are
summarized below:

1) Ratings of branch operations will include
an evaluation of the impact of home-office
laws on branch policyholders’ prospects for
recovery (relative to the prospects of the
home-office policyholder).

2) If the branch policyholder is deemed to
be materially disadvantaged, the branch
operation’s rating could be notched lower
than the home-office rating. As an example,
if the branch policyholders only could
access assets held domestically (i.e. no
access to assets held in the home-office
country), and these assets were deemed
inadequate to cover all of the branch’s
financial obligations, the branch’s rating
likely would be notched downward from the
home-office rating. Additional parental sup-
port, however, could prevent this outcome.

3) Legislation that may disadvantage a
branch policyholder will not automatically
result in a lower rating on the branch. At
higher rating levels, A.M. Best could deter-
mine that the overall financial strength of the
organization still may support comparable
ratings on both the branch and home office.
For example, if the organization’s overall
book of business was written 90% in the
branch operation and 10% in the home office,
subordination would be less of an issue.
Conversely, in cases where certain legislation
is deemed disadvantageous to a branch’s
policyholders, it would be more likely that a
lower rated group that is thinly capitalized
might find its branch rating notched down-
ward from the home-office rating.

4) The degree of notching between the
branch and home-office ratings will depend
on a number of factors, including A.M.
Best’s assessment of the potential impact
of legislation on the branch’s financial
strength; the level of the home-office rating;
and the existence of an enforceable guar-
antee or other risk mitigation tool that may
strengthen the branch’s financial position.

5) The Best’s Credit Report on the branch
will include a statement reflecting any
consideration given to the impact of home-
office laws on the branch rating, such as the
relative standing of branch versus home-

office policyholders.

Pooled Affiliations

A group whose member companies pool
assets, liabilities and operating results
maintains, in theory, the same operating
performance and balance sheet strength as
other companies within the pool. The assets
of each pool participant are available for the
protection of all pool members’ policyhold-
ers. In many cases, pooled affiliates market
under a common brand name.

Intercompany pooling agreements generally
contain the following provisions:

¢ The agreement among the pooled compa-
nies is joint and several.

¢ The pool is pure, meaning that all premi-
ums, losses and expenses are shared based
upon the pooling percentages, with the
allocation of each being consistent with the
allocation of unstacked surplus among the
pool members. Pool percentages may need
to be reallocated periodically because of the
investment performance and dividend activ-
ity of individual pool members.

¢ Stand-alone capitalization supports the
assigned rating after the pool is considered.

¢ The pool includes coverage for any prior-
year loss-reserve development.

¢ The pool includes coverage for the run-off
of all liabilities incurred on policies incepted
prior to termination.

e Greater than 50% ownership or control of

the board of directors for each of the pooled
members consistent with the lead company
is exhibited.

¢ A 12-month notice is required before the
pool can be disbanded or a company can be
removed from it.

Typically, all pool members are assigned
the same rating and Financial Size Cat-
egory, with a (p) affiliation code, based on
their consolidation. Companies that are
members of pools that do not meet the
standards for the pooled affiliation code
still can qualify for rating enhancement.
Depending on the insurer’s stand-alone
rating and the strength of the pooling
arrangement, together with any other
explicit and implicit support provided,
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the insurer can receive the same rating
— without a pooled (p) affiliation code or
the group financial size category — as the
other companies within the pool.

Reinsurance Affiliations

The reinsured (r) affiliation code is assigned
to a company within a group that reinsures
substantially all premiums written with an
affiliated reinsurer. These intercompany
reinsurance agreements generally contain
the following provisions:

¢ Quota share of all premiums, losses and
expenses written by the company unless
regulatory restrictions apply (A.M. Best
requires documentation from the regulator
in these cases). In those cases, the retained
percentage could be as high as the level
required by regulation, to a maximum of
20%, but those cases would be subject to
additional review.

¢ Stand-alone capitalization that supports
the assigned rating, after consideration of
the affiliated reinsurance and the incorpora-
tion of credit risk. For those companies with
less than a 100% quota share, stand-alone
operating performance also is considered in
the analysis.

¢ A contract that contains no loss caps or
loss corridors.

¢ 12 months’ notice required before the
reinsurance can be terminated.

¢ Reinsurance contract includes coverage
for the runoff of all liabilities incurred on
policies incepted prior to termination.

¢ Coverage for any prior-year loss reserve-
development through the reinsurance
arrangement.

¢ The assuming company must have com-
mon ultimate ownership with the reinsured
company; or in the case of mutual affilia-
tions, common control through the board of
directors.

Typically, reinsured affiliates are assigned
the same rating and Financial Size Cat-
egory as their reinsurer. Companies that
do not qualify for the (r) affiliation code
still may qualify for rating enhancement.
Depending on the strength of the reinsur-

ance contract and any other explicit and
implicit support provided, the insurer
can receive the same rating — without a
reinsured (r) affiliation code or the group
financial size category — as the affiliate
or parent company providing the reinsur-
ance.

Guarantees

The use of guarantees to show explicit
support for a subsidiary’s financial obliga-
tions has grown in recent years as groups
optimize the efficient allocation of capital.
A fully enforceable guarantee could protect
the subsidiaries’ policyholders without a
potentially large capital infusion from the
parent. However, the enforceability of guar-
antees - particularly those covering a large,
geographically diverse population of policy-
holders - is always a concern.

To be eligible for rating enhancement, a
guarantee must contain:

¢ Coverage for all financial obligations of
the subsidiary.

¢ A clear and satisfactory resolution to any
foreseeable regulatory/jurisdictional con-
flicts.

e A termination notice of at least 12 months.
¢ Public disclosure of the guarantee.

¢ An assurance of enforceability, allowing
policyholders/claimants to enforce the guar-
antee directly and locally within their own
jurisdictions.

¢ Run-off coverage preserved for liabilities
incurred on policies incepted prior to ter-
mination.

The mechanics and authority for triggering
the guarantee must be clear. Also, third-party
legal opinions on the enforceability of a guar-
antee are necessary for the guarantee to be
considered for rating lift. It is important that
the legal opinion address all regulatory and
legal issues in each domicile that reasonably
could apply to the guarantee.

If the above-noted factors are present, it

is possible for a subsidiary to obtain its
guarantor’s rating (with or without a group
[g] affiliation code). The rating committee
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determines the application of the group (g)
affiliation code, based on the factors noted

in the above section titled “Implicit Support
- Full Rating Enhancement.”

Guarantees that are not ironclad are
given consideration as explicit support
and can still enhance the published rat-
ing. These guarantees, however, do not
merit full rating enhancement up to the
guarantor’s rating level. Also, the guar-
antor’s capacity to make good on a guar-
antee is considered in the guarantor’s
rating.

Other Financial Support

A.M. Best evaluates other types of
financial support — such as net-worth
maintenance, stop-loss reinsurance and
keep-well agreements — as part of the rat-
ing enhancement, so long as they are not
evident in the company’s financial perfor-
mance. Once these support mechanisms
are utilized, they become part of the
stand-alone rating.

Key factors that would result in favorable
treatment by A.M. Best include:

¢ A contract without loss caps or loss
corridors.

¢ A termination notice of at least 12 months.

¢ Run-off coverage that is guaranteed for the
duration of the run-off of liabilities incurred
on policies incepted prior to termination.

¢ Coverage for any prior-year loss-reserve
development included in the protection.

¢ A clear confirmation of ability and willing-
ness of minority owners to participate in
the protection if the company providing the
protection does not have 100% ownership.

Summary

The starting point for every rating is

the stand-alone evaluation of the legal
entity’s balance sheet strength, operating
performance and business profile. This
analysis incorporates all in-place financial
and operational support provided to the
subsidiary from its parent that is evident
in the subsidiary’s financial results. Rat-
ing enhancement refers to provided, but
unused, support (e.g. untapped guarantee
or stop-loss reinsurance) and the poten-
tial for future parental support. Rating
enhancement also can be derived from the
inherent benefits the subsidiary enjoys
simply through being part of a strong,
diversified insurance organization (e.g.,
distribution channels).

A.M. Best understands that in today’s
dynamic market, being able to allocate
capital efficiently is a key competitive
advantage. Through this methodology,
A.M. Best balances the policyholder
protection afforded by the stand-alone
financial strength of the legal entity, and
the good-faith commitment of a parent to
support the obligations of its subsidiar-
ies. Regulatory regimes in Europe and
elsewhere are tackling this same question.
Solvency Il is a direct attempt to incorpo-
rate the demands of the modern insurance
marketplace into a new and improved
regulatory framework.

A M. Best believes a balance can be struck
between in-place capital at the subsidiary
level and a parental commitment to pro-
vide additional financial support when
needed. A.M. Best encourages insurance
organizations to speak to their analysts
about their capital management strate-
gies and highlight how each subsidiary
operation fits into the group’s overall
business strategy.
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Appendix A

Case Study of Varying Levels of Rating Enhancement Through Implicit Parental Support

A U.S.-headquartered insurance organization operates
its global insurance business using three geographically
distinct business platforms: London, the United States
and Bermuda. The parent holding company in the United
States possesses significant excess capital that is avail-
able to support its insurance operations. Through A.M.
Best’s top-down analysis of the consolidated group, the
rating committee has determined that the highest pos-

Full Rating Enhancement
The London-based operating platform includes
four European insurers located in England, Ger-
many, France and Italy. The English and German
carriers are composite insurers that write both
life and non-life products, while the French and
Italian insurers write life and annuity business.
Each insurer is a market leader in its respec-
tive country, and together, these four insurance
companies generate more than 70% of the
group’s total revenue and earnings. In addition,
these entities employ roughly 50% of the group’s
capital and thus generate a solid risk-adjusted
return. These companies consistently produce
strong earnings with minimal volatility, and they
are perceived to be at the heart of the parent’s
global business strategy. Much of the core com-
petencies of the entire group are housed within
this business center. As a result, the parent
company in the United States has a track record
of supporting these companies financially and
operationally and has expressed its commitment
to do so in the future.

The stand-alone ratings of each of these entities
is A. They each are afforded full rating enhance-
ment to the A+ rating with a group (g) affiliation
code, mainly because of their:

e|mportance to the parent’s global strategy and

contribution to its consolidated financial strength.

eHistory of receiving explicit support when
needed.

eLack of any regulatory restrictions as to the free
flow of financial support from the parent.
oSignificant excess capital held at the parent
company.

#Solid, stand-alone financial strength.

Partial Rating Enhancement
In contrast to the London platform, the U.S.
insurance hub consists of a large, national life
and annuity company. This company’s revenue
and earnings comprise slightly more than 20%
of the group’s total, although it has experienced
some negative swings in earnings in prior years
due to its annuity products. This entity’s required
capital is 25% of the total group’s required
capital. The U.S. company operates under the
same brand name as its affiliates in France and
Italy and shares many back-office and prod-
uct-development functions with these entities.
There is cross representation with regard to
the board members of these three entities, and
management at the parent holding company has
expressed its commitment to this U.S. entity.
Even so, it is clear that this entity is of secondary
importance to the stronger-performing European
operations.
The current stand-alone rating of the U.S. entity
is A- because of its solid capital position and
well-established business profile, which are
offset in part by a history of volatile earnings.
The rating enhancement results in a published
rating of A. The rationale for only giving partial
rating enhancement is that the operation is
deemed nonessential to the global business plan,
and performance has been subpar in relation to
the strong earnings generated by the European
operations. And although the subsidiary does not
qualify for full rating lift, it does receive partial lift
because it:
o|s integrated with the business of the lead life
and annuity writers.
|s a material provider of earnings to the group.
eCarries the same brand name.
eHas close operational ties to the European life
companies.

sible insurer rating for any single member of the group

is A+. The parent company has expressed its commit-
ment to each profit center, but it is clear that each holds
a different level of importance to the overall earnings and
business strategy of the group. The following paragraphs
detail the unique features of the three business platforms
and the important distinctions that drive the assignment
of rating enhancement, or lack thereof.

No Rating Enhancement

The third platform consists of a Bermuda prop-
erty catastrophe reinsurer. In a good year, this
entity comprises only 10% of revenue and earn-
ings, but operating losses have been reported

in three of the past five years. Because of the
shock-loss exposure inherent in writing property
catastrophe reinsurance, the capital allocated to
this operation is high, roughly 25% of the group’s
required capital. This entity operates indepen-
dently from the group, and from a brand name
perspective is not immediately recognizable as a
member of the group. Management of the parent
company has stated that it stands behind all of
its insurance operations, but also has told A.M.
Best that the plan is to spin off this entity within
the next two to three years. In addition, manage-
ment has expressed distaste for the volatile
earnings generated by this operation.

The stand-alone rating of this entity is A- based
on its very strong balance sheet, which is offset
in part by a limited business profile and generally
volatile earnings. This entity receives no rating
enhancement because it is:

eConsidered an investment by management with
intent to sell in the near term.

*Not key to the group’s global business strategy.
eNot a significant provider of earnings to the
group.
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