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A Note to Readers
Welcome to Best’s Journal, A.M. Best Co.’s new bi-
weekly publication highlighting A.M. Best’s insurance 
industry research and other proprietary content. In 
this first edition you will find the company’s 2014 U.S. 
Review & Preview reports for the insurance industry. 
These reports reflect A.M. Best’s official view, based on 
a review of data and industry trends, as well as interac-
tion with management teams of insurance companies 
and other authoritative sources.

The U.S. and global economies continue to recover, 
although natural hazards, political crises and economic 
uncertainty remain poised to reset the field on a mo-
ment’s notice. We continue to observe the growing 
impact of regulation throughout the global insurance 
industry. We remain concerned about the challenges 
regulators face in striking a balance between encour-
aging prudent management and overburdening organi-
zations with conflicting rules and requirements.

These three sector-specific reports allow for a more 
thorough examination of the U.S. insurance industry:

The property/casualty industry remains strongly 
capitalized. Given the relative decrease in catas-
trophe activity, capital continues to accumulate, 
bringing its own issues. Reinsurers are competing 
directly with capital markets; investors continue 
to find fresh appetites for the potential returns of 
the risk industry. That appetite may be tested in 
the event of shock losses. The outlook for global 
reinsurers remains stable. The personal lines sector 
continues to generate dependable returns; A.M. Best 
maintains its stable rating outlook for the sector. 
The rating outlook remains negative for commercial 
lines insurers. 

Life insurers have benefitted from the easing of eco-
nomic turmoil. Among a host of factors, life insurers 
have improved their balance sheets and derisked their 
investment portfolios. A.M. Best’s rating outlook was 
reaffirmed at stable.

Health insurers have invested time and resources in 
preparation for the new era of health care reform. The 
problems with the rollout of the Patient Protection and 
Affordable Care Act so far have not drawn in insur-
ers, but the full measure is yet to be felt. The rating 
outlook for health insurers remains stable.

A.M. Best continues to raise its commitment to open com-
munication about methodology, criteria and procedures. 
In 2013 we issued even more briefings, special reports, 
market presentations and public announcements. Our 
global reach continues to expand, with a new office set 
for Mexico and an expanding presence in Southeast Asia. 
We have quickened the pace of our briefings and special 
reports on key industry issues, with an eye to respond-
ing to significant developments in a timely manner. We 
continue to review our methodologies, processes, models 
and procedures to refine our ratings. Our reports on vital-
ly important sectors such as global reinsurance, captive 
insurance, excess and surplus lines, and other significant 
market sectors continue to grow in depth and detail.

We hope you find this and future editions of Best’s Jour-
nal to be a useful tool in assessing the issues you find 
important. Never hesitate to share your thoughts and con-
cerns with me or our staff; we value our communication 
with the insurance industry and its constituents.

— Matthew C. Mosher, Senior Vice President – 
Rating Operations
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U.S. Property/Casualty Segment’s Net Income 
Estimated To Be Up Nearly 60% in 2013
A relatively subdued year for catastrophes helped clear a path 
for the U.S. property/casualty (P/C) industry to achieve an un-
derwriting profit for the first time in four years. Underwriting 
results reached their best level since 2007, with the industry 
producing an expected combined ratio of 97.6 for the year.  
Profitability for 2013 was further bolstered by considerable in-
vestment gains achieved in strengthened U.S. equity markets. 

Additional highlights from last year’s performance include 
a 4.8% increase in net premiums written (NPW) and a 
nearly 60% increase in net income to $63.2 billion, which 
helped drive an estimated record year-end surplus of 
$666.3 billion. The surplus level is particularly noteworthy 
given the headwinds that are anticipated in 2014. 

It should also be noted that the drop in catastrophe losses 
chipped 4.3 points from the industry’s expected combined 
ratio in 2013. A significant factor that contributed to this 
improvement was that – unlike the costly presence of Super-
storm Sandy in 2012 – not a single major storm made land-
fall in the United States last year.  A.M. Best is estimating a 
more normal level of catastrophe losses in the coming year.

In looking ahead to 2014, A.M. Best expects premiums to 
continue growing through price increases, but the pace 
of these rate changes should slow and temper growth 
in premium. Although core accident-year underwriting 
results should improve slightly on the rate level achieved 
in recent years, less favorable development of prior years’ 
loss reserves is anticipated. In addition, the industry will 
continue to be challenged by the relatively low investment 
yields that are expected to persist through 2014, and the 
slow recovery from the recession of 2007-2009. 

A.M. Best believes the in-
dustry is well-capitalized 
overall to meet these chal-
lenges. But 2013 ended 
with several companies 
needing to strengthen 
prior years’ loss reserves, and the importance of main-
taining pricing and reserving discipline amid soft market 
conditions is becoming increasingly clear.

A.M. Best is maintaining its stable outlooks for the per-
sonal lines and reinsurance segments. The personal lines 
segment has been bolstered by the ongoing stability of the 
automobile line, which comprises more than 60% of the 
segment’s NPW. Yet concentrated property writers may 
face ratings pressure that will depend on their ability to 
address volatility and show stable performance despite any 
changing weather patterns. 

The reinsurance segment continues to benefit from strong 
risk-adjusted capital, discerning enterprise risk manage-
ment and a slow improvement in the global economic 
environment underpinned by the United States.

A.M. Best is maintaining the negative outlook for the com-
mercial segment, a view that was first initiated in 2011. De-
spite the positive signs that were evident in 2013 results, 
the commercial segment’s performance is heavily influ-
enced by a small number of groups. A.M. Best believes that 
competitive pricing, low (albeit improving) investment 
yields and the potential for future adverse development of 
loss reserves will be more strongly felt by the remainder of 
the sector. 

Financial Outlook

Industry Posts Strong 2013 Results; 2014 Expected to Be Solid Year Overall

Favorable weather patterns that reduced losses, solid price 
improvements in primary markets and modestly better 
macroeconomic conditions in 2013 led the U.S. P/C indus-
try to its first profitable underwriting year since 2009. The 

industry’s underwriting profit for 2013 is projected to be
$8.5 billion. While still short of the levels achieved in the mid-
2000s, solid underwriting profitability is needed to maintain 
acceptable returns in the current investment environment.

Outlook
Personal Lines: Stable 
Commercial Lines: Negative 
Reinsurance: Stable

Analytical Contact
Jennifer Marshall, Oldwick 
+1 (908) 439-2200, Ext. 5327 
Jennifer.Marshall@ambest.com

Editorial Management
Al Slavin
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Despite a prolonged low interest rate en-
vironment, the industry produced solid 
levels of net investment income, and 
realized gains were up sharply from 2012 
on the strong performance of U.S. equity 
markets. While income tax payments 
are projected to double on the improved 
profitability, the industry is expected to 
report net income of $63.2 billion for the 
year, a nearly 60% increase from 2012.

Catastrophe-related losses dropped to 
3.2 points on the combined ratio from 
7.5 points in 2012, and combined with 
declines in both loss-adjustment and 
underwriting expenses to produce an 
estimated combined ratio of 97.6 for the 
industry in 2013 (see Exhibit 1). In look-
ing ahead to 2014, A.M. Best has estimat-
ed catastrophe losses at a more normal 
level. The combined ratio improved 4.6 
points from 102.2 in 2012. Much as in 
2012, rate increases were achieved in 
most lines, with NPW growing 4.8%. 
NPW also benefitted from improvements 
in exposures driven by modestly improv-
ing macroeconomic conditions. The 
industry also benefitted from significant-
ly higher capital gains and an increased 
level of net investment income.

The industry ended 2013 with an 
estimated $666.3 billion in surplus, 
driven by the year’s strong net income. 
This new record surplus for the indus-
try represents a 10.4% increase over 
year-end 2012. Consequently, after-tax 
return on surplus is expected to im-
prove to 9.5%, from 6.6% in 2012. 

Operating Performance
A combination of factors contributed 
to the industry’s favorable 2013 perfor-
mance. NPW grew strongly for a third 
year, up an estimated 4.8% to an all-time high of $483.8 bil-
lion (see Exhibit 2). Workers’ compensation remained the 
fastest growing line, with NPW up an estimated 9.7%. This 
is the third consecutive year of strong growth in workers’ 
comp, although the pace slowed from 11% in 2012. Inland 
marine, which incurred significant losses from 2012’s 
Superstorm Sandy, was the second fastest growing line in 

2013 as premiums increased an anticipated 8.1%. Medical 
professional liability and fire and allied product lines saw 
modest declines in premium in 2013. Most other major 
lines saw NPW increases in the 4% to 6% range, with NPW 
flat overall for a variety of miscellaneous lines. Net premi-
ums earned (NPE) increased 4.4% to $472.9 billion, driven 
by increases in written premium in prior years.

Exhibit 1
U.S. Property/Casualty – Financial Indicators (2009-2014P)
Excludes mortgage and financial guaranty segments.

Actual Estimates

2009 2010 2011 2012 2013E 2014P

Change in Net Premiums Written (%) -3.6 1.0 3.5 4.4 4.8 4.0

Change in Surplus (%) 11.4 9.0 -1.2 6.5 10.4 2.5

Combined Ratio (Reported) 99.5 101.2 106.7 102.2 97.6 99.4

    Less: U.S. Catastrophe Losses1 3.4 4.5 9.4 7.5 3.2 4.6

    Less: A&E Losses 0.6 0.9 0.6 0.6 0.5 0.5

Combined Ratio (Normalized) 95.5 95.8 96.8 94.1 93.8 94.3

Accident Year Combined Ratio (Normalized)2 100.9 99.3 100.0 97.7 97.3 97.0

Change in Net Investment Income (%) -6.0 -1.3 3.3 -2.0 7.9 7.7

Net Investment Yield (%) 4.0 3.7 3.8 3.6 3.7 3.7

Pretax Return on Net Premiums Earned (ROR) (%) 12.1 9.8 4.6 8.2 13.2 12.0

After-tax Return on Surplus (ROE) (%) 6.9 7.2 4.3 6.6 9.5 6.9

Net Premiums Written to Surplus Ratio 0.8 0.7 0.8 0.8 0.7 0.7

E=Estimated, P=Projected
1 2009-2012 catastrophe losses based on A.M. Best data; 2013-2014 are A.M. Best estimates.
2 Normalized accident-year combined ratio adjusted to exclude prior-year core reserve development, 
which excludes A&E losses.
Source: A.M. Best data & research 

Exhibit 2
U.S. Property/Casualty – Combined Ratio Components 
(2009-2014P)
Excludes mortgage and financial guaranty segments.
(%)

Net 
Premiums 

Written 
($ Billions)

NPW 
Growth 

Loss 
Ratio 

Loss-
Adjustment 

Expense Ratio 
Underwriting

Expense Ratio  
Dividend 

Ratio  
Combined 

Ratio  

2009 $422.8 -3.6 58.3 12.5 28.1 0.6 99.5

2010 427.3 1.0 59.6 12.6 28.3 0.7 101.2

2011 442.2 3.5 65.6 12.7 27.9 0.6 106.7

2012 461.9 4.4 60.9 12.4 28.2 0.6 102.2

2013E 483.8 4.8 57.3 12.1 27.6 0.6 97.6

2014P 503.0 4.0 58.9 12.2 27.7 0.6 99.4

E=Estimated, P=Projected
Source: A.M. Best data & research
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The P/C industry’s combined ratio of 97.6 for 2013 would 
be its lowest since the 94.8 in 2007. The underwriting prof-
it of $8.5 billion is the third highest of the past 10 years, 
surpassed only by the 2006 and 2007 figures of $28.9 bil-
lion and $23.0 billion, respectively. It is a marked improve-
ment from the $12.5 billion underwriting loss in 2012.

The industry’s improved combined ratio is reflected 
in each of its components. The calendar-year loss ratio 
declined by 3.6 points in 2013, driven by the decline in 
catastrophe losses. Offsetting the improvement due to 
the moderate level of catastrophes was a modest deterio-
ration in core underwriting results for the calendar year. 
The impact of favorable development of prior years’ loss 
reserves was constant at approximately three points. 
However, A.M. Best expects that favorable loss-reserve 
development will decline in 2014, increasing the impor-
tance of maintaining underwriting and pricing discipline 
for the current accident year.

While expenses increased on an absolute basis, both loss-
adjustment and underwriting expenses increased by lesser 
percentages than NPE and NPW. As a result, both the loss-
adjustment expense (LAE) and underwriting expense ratios 
declined in the year. The underwriting expense ratio fell by 
0.6 points, and the LAE ratio improved by 0.3 points. This 
benefit combined with the 3.6-point improvement in the 
loss ratio to produce the 4.6-point decline in the combined 
ratio (with rounding accounting for the difference).

A.M. Best estimates that after declining modestly in 2012, 
net investment income increased in 2013, driven by an 
increase in invested assets and a 0.1-point increase in 
investment yield. Net investment income is projected to be 
$52.9 billion, a 7.9% increase from 2012 (see Exhibit 3). 
Pretax operating income thus is projected at $62.6 billion, 
a 67.8% increase.

The rise in U.S. equity markets during 2013 provided 
insurers with opportunities to realize significant invest-
ment gains, which contributed to the net investment gains. 
Realized gains totaled $13.4 billion in 2013, compared with 
$8.8 billion in the prior year, an increase of more than 
52.2%. As should be expected in a year with favorable 
results, the industry’s federal income tax obligation will in-
crease significantly. As a result, the benefit to income from 
the realized gains will be mostly offset by federal income 
taxes, resulting in a 58.9% increase in net income, which is 
expected to reach $63.2 billion.

For 2014, A.M. Best is projecting that the industry will con-
tinue to produce a modest underwriting profit, primarily 
driven by an estimate of more normal levels of catastrophe 
losses, a slowing in the growth of premium and a decline 
in favorable loss-reserve development, offset by modest 
core underwriting improvements.

Catastrophe Losses
The industry was not untouched by catastrophes in 2013, but 

the overall level of catastrophe-related 
losses declined to the lowest point in 
the 2008-2013 period. Catastrophes are 
expected to account for 3.2 points on the 
combined ratio in 2013, with the next low-
est catastrophe year, 2009, having seen 3.4 
points from catastrophes.

No hurricane made landfall in the
United States in 2013. There were, how-
ever, several severe outbreaks of convec-
tive storms, including one confirmed EF-5 
tornado (the first since 2011) that struck 
Oklahoma in May and an unseasonable 
November outbreak that most heavily 
impacted Illinois and Indiana. Despite the 
severity of some storms (particularly in 
Oklahoma), 2013 was an unusually, if not 
historically, low year in terms of U.S. tor-
nado activity. And according to the U.S. 
Geological Survey, 2013 was an average 
year for seismic activity globally.

Exhibit 3
U.S. Property/Casualty – Surplus Recap (2009-2014P)
Excludes mortgage and financial guaranty segments.
($ Billions) Actual Estimates

2009 2010 2011 2012 2013E 2014P
Beginning Policyholders' Surplus $472.6 $526.6 $573.8 $566.8 $603.8 $666.3 
   Net Underwriting Income 3.2 -5.9 -30.8 -12.5 8.5 0.5
   Net Investment Income 49.1 48.5 50.1 49.1 52.9 57.0
   Other Income/(Expense) -0.6 -0.8 1.1 0.8 1.1 2.0
Pretax Operating Income 51.7 41.7 20.3 37.3 62.6 59.4
   Realized Capital Gains/Losses -5.4 8.7 7.3 8.8 13.4 0.0
   Federal Income Taxes 9.9 8.9 3.3 6.4 12.8 12.3
Net Income 36.5 41.5 24.3 39.8 63.2 47.1
   Unrealized Capital Gains/Losses 23.8 16.0 -3.6 17.7 30.9 0.0
   Contributed Capital 4.3 22.7 -0.4 2.8 -4.0 -2.5
   Stockholder Dividends -18.5 -32.8 -27.5 -26.6 -35.4 -32.0
   Other Changes 8.0 -0.2 0.2 3.2 7.8 4.2
Ending Policyholders' Surplus $526.6 $573.8 $566.8 $603.8 $666.3 $683.1 
   Total Changes in Surplus ($) 54.0 47.2 -7.0 36.9 62.5 16.8
   Change in Surplus from Prior Year (%) 11.4 9.0 -1.2 6.5 10.4 2.5
E=Estimated, P=Projected
Figures may not add due to rounding.
Source: A.M. Best data & research



6

Best’s Special Report
U.S. Property/Casualty – Review & Preview

Best’s Journal, March 3, 2014

The unusually low level of catastrophe activity has been off-
set by persistent weather-related losses in many areas of the 
country for primary insurers. As a result, rates for property 
– particularly catastrophe-exposed property – in primary 
markets remain fairly strong, with changes in policy terms 
and conditions commonly made to bring losses in line with 
insurers’ expectations. In reinsurance markets, the relatively 
modest impact of catastrophes in recent years, an abundance 
of capital boosting availability, and decreasing demand as pri-
mary companies raise retentions has led to an increasingly 
competitive environment for property catastrophe coverage.

A.M. Best has estimated a return to more normal levels of 
losses from catastrophes in 2014, with the projected 
combined ratio reflecting 4.6 points of catastrophe losses 
for the industry overall.

Loss-Reserve Development
After declining for several years, favorable development of 
prior years’ loss reserves is expected to hold steady, with 
net reserve development of 3.0 combined ratio points. This 
includes 0.5 points of adverse development of reserves for 
asbestos and environmental (A&E) claims, offsetting 3.5 points 
of favorable development of core loss reserves. The industry 
is expected to post approximately $16.5 billion in favorable 
development of core reserves, with adverse development of 
$2.6 billion of A&E reserves, resulting in a total of $13.9 billion 
of overall favorable development. This compares with 
$13.6 billion of overall favorable reserve development in 2012.

In late 2013, several midsize commercial insurance groups 
announced significant charges to increase prior years’ loss re-
serves. As a result, one of those companies is in the process of 
being acquired, while others’ ratings have been downgraded. 
More commercial lines companies were downgraded in 2013 
for loss-reserve issues than for any other reason.

Increasing rates should make pricing more adequate for 
more recent years’ business, yet A.M. Best remains con-
cerned that core, undiscounted reserves remain insuf-
ficient to meet the ultimate losses for their respective 

accident years. While increased prices in recent years are 
expected to provide most insurers with an opportunity to 
increase reserves and avoid overall deficiencies, others will 
be challenged to achieve sufficient reserves and adequate 
prices, as was demonstrated by the events in late 2013.

A.M. Best expects more companies – particularly in com-
mercial lines  – to ultimately increase reserves to reflect 
inadequate pricing and overly optimistic assumptions used 
in establishing reserves, particularly for the 2008 through 
2010 accident years. Overall, A.M. Best maintains that the 
insurers that will best profit under improved market condi-
tions are those that have consistently maintained a conser-
vative reserve philosophy.

Policyholders’ Surplus
Policyholders’ surplus (PHS) reached an estimated record 
level of $666.3 billion in 2013, up 10.9% from its year-end 
2012 level of $603.8 billion, driven by the industry’s im-
proved operating performance. After declining in 2012, 
stockholder dividends rebounded strongly in 2013 and are 
estimated to reach $35.4 billion, up from $26.6 billion in 
2012. This will offset the surplus benefit of $30.9 billion in 
unrealized capital gains posted in 2013, driven primarily by 
the rise in U.S. equity markets. Nevertheless, 2013’s strong 
level of net income drove the first double-digit growth in 
surplus since 2009 and is expected to send after-tax return 
on surplus to 9.5%, the highest in several years.

Given the strong growth in surplus, underwriting leverage 
measures declined slightly in 2013, reflecting the extent 
to which surplus grew faster than premiums. The NPW-to-
PHS ratio declined to 0.7x from 0.8X, indicating strength-
ening of the industry’s balance sheet.

While the relatively low level of catastrophe losses aided 
2013 results, the industry appears to be maintaining focus 
on underwriting profitability as it faces continuing chal-
lenges from the investment environment. With continued 
underwriting profits, the industry is expected to achieve a 
new record level of surplus in 2014.

Personal Lines
A.M. Best continues to maintain a stable outlook for the 
personal lines segment. The improvement in the seg-
ment that began in 2012 gained further momentum in 
2013. As a result, the personal lines segment is expected 
to report increased PHS, improved net income and 
higher premium volume, as well as lower combined and 
loss ratios.

The favorable results in 2013 were driven primarily by 
stable results in the automobile line and a decrease in 
weather-related events, which resulted in significant 
improvement in the homeowners line. In terms of hurri-
canes, 2013 was the mildest year in the past 48. However, 
a number of severe tornado events impacted this line, 
which continues to face challenges from frequent and 
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severe weather-related events, despite the modest impact 
of these events in 2013.

The personal lines segment continues to maintain generally 
robust risk-adjusted capitalization, driven by relatively modest 
underwriting leverage and consistent, albeit modest, overall net 
income. Further, the segment and the industry as a whole ben-
efitted from the sharp increase in U.S. equity markets in 2013.

As evidenced recently, year-to-year results always vary to some 
extent based on weather-related events. However, two main 

overarching themes continue to impact the segment. The first 
is continued development of more sophisticated pricing across 
both the auto and homeowners  lines. The second is the chang-
ing landscape of distribution and interaction with customers.

Automobile
On the auto line, pricing sophistication continues to evolve, 
particularly regarding the development of usage-based 
insurance and the granularity that can be achieved in pricing 
by understanding the unique driving characteristics of each 
insured. Companies that continue to effectively use this 

Exhibit 4
U.S. Property/Casualty – Segment Indicators (2012-2014P)
Excludes mortgage and financial guaranty segments.

Personal Lines Segment Commercial Lines Segment U.S. Reinsurance Segment

2012 2013E 2014P 2012 2013E 2014P 2012 2013E 2014P
Change in NPW (%) 3.7 4.4 4.0 5.0 4.8 4.1 7.4 7.5 3.0
Change in Policyholders' Surplus (PHS) (%) 5.7 15.2 5.6 5.2 6.3 0.7 10.8 10.7 0.9
Combined Ratio (Reported) 101.3 98.2 99.2 104.4 98.3 99.9 94.2 86.5 96.8
  Less: Catastrophe Losses 7.4 3.9 5.0 7.4 2.5 4.0 9.4 1.8 5.0
  Less: A&E Losses 0.1 0.1 0.1 1.2 1.0 1.0 0.7 1.2 1.2
Combined Ratio (Normalized) 93.9 94.3 94.2 95.8 94.8 94.9 84.0 83.5 90.6
Accident Year Combined Ratio (Normalized)1 96.4 97.0 96.9 100.3 98.3 97.8 90.2 93.3 91.8
Change in Net Investment Income (%) 0.2 12.2 14.4 -4.2 7.1 3.6 1.2 3.7 8.8
Investment Yield (%) 3.2 3.3 3.4 3.7 3.7 3.7 4.1 3.9 4.0
After-Tax Return on Surplus (ROE) (%) 5.6 7.8 6.2 7.4 11.9 7.8 6.7 7.6 6.2
NPW/PHS (Reported) 1.1 1.0 1.0 0.7 0.7 0.8 0.2 0.2 0.2
E=Estimated, P=Projected
1 Normalized accident-year combined ratio adjusted to exclude prior-year core reserve development, which excludes A&E losses.
Source: A.M. Best data & research 

Exhibit 5
U.S. Property/Casualty – Product Line Underwriting Trends (2009-2014P)

Net Premiums Written Combined Ratios

2013E Actual Estimates

Product Line1 Share Growth 2009 2010 2011 2012 2013E 2014P
Private Passenger Auto 37.6% 4.2% 101.3 101.0 102.0 102.1 100.8 100.5 
Homeowners & Farmowners Multi Peril 16.1 4.4 105.7 106.9 122.1 103.9 94.0 97.5 
Workers Compensation 10.0 9.7 108.3 116.5 118.6 111.2 105.0 104.5 
Other & Products Liability2 8.7 6.1 107.0 110.8 99.6 103.2 97.6 97.6 
Commercial Multi Peril 7.1 5.6 96.9 100.1 113.2 105.1 92.1 98.6 
Commercial Auto 5.8 5.7 99.1 97.8 103.4 106.8 104.1 102.6 
Fire & Allied Lines3 5.4 -1.5 79.8 82.3 102.3 102.3 82.2 92.2 
Inland Marine 2.2 8.1 89.3 86.2 97.1 96.1 86.2 89.9 
Medical Professional Liability 1.7 -2.0 85.0 82.0 87.9 93.3 95.5 98.9 
All Other Lines4 5.4 0.0 98.1 106.1 112.7 99.4 105.1 104.1 
Total All Lines5 100.0% 4.8% 99.5 101.2 106.7 102.2 97.6 99.4 
E=Estimated, P=Projected
1 Source: Best’s Insurance Expense Exhibit (IEE) - P/C, U.S.
2 Other Liability includes professional liability, D&O, excess casualty/umbrella, environmental/pollution, general liability, and EPLI.
3 Fire & Allied Lines includes earthquake, multiple peril crop, and federal flood.
4 All Other Lines includes accident & health lines, mortgage guaranty, financial guaranty, ocean marine, aircraft, fidelity, surety, burglary & theft, boiler & machinery, 
credit, international, excess of loss reinsurance and miscellaneous.
5 Source: A.M. Best data & research 
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technology are expected to build and maintain a consider-
able competitive advantage in personal auto insurance.

In addition, multichannel distribution remains an ongoing 
trend in the personal auto space. The ability to interact 
with potential and existing customers across a wide spec-
trum of channels remains a key differentiator. Customers 
expect to interact with carriers whenever, however and 
wherever they want. Sometimes, this interaction is the 
self-service method, while at other times customers may 
seek varying levels of assistance. Importantly, customers 
continue to expect the ability to change the type of inter-
action (from self-service to full service and back), depend-
ing on circumstances. Carriers continue to seek ways to 
address consumers’ evolving expectations through 
strategic alternatives and technological investments.

Underlying these evolutionary trends in pricing and distribu-
tion is the stable year-over-year performance of personal auto. 
Loss-cost trends remain generally moderate, although there 
has been some pressure from medical and auto-repair costs. In 
addition, managing expenses remains important, particularly 
when considering the additional operational investments.

Operating expenses continue to reflect investment in 
automation and enhanced risk management. These neces-
sary expenses provide companies with more streamlined 
processes, improved risk management capabilities and the 
ability to react to the fast-paced market environment and 
satisfy an ever-changing customer base. These components 
are essential to remaining relevant in the market and 
potentially gaining a unique competitive advantage.

Homeowners
In 2013, the homeowners line received a much-needed 
reprieve from the catastrophe-related events of recent years, 
particularly 2011. Weather’s impact varies from year to year. 
In some years, frequency is the greatest challenge, while 
severity may create issues in other years. In the worst years, 
both present challenges.  While there is considerable debate 
about the causes of the erratic and volatile weather patterns 
over the past few years, they are expected to persist.

Although weather-related losses were much improved in 
2013, the year was not without material weather events. 
This allowed companies to analyze the effectiveness of cor-
rective actions implemented in prior years. These actions 
include mandatory wind/hail deductibles, increased peril 
deductibles, minimum percentage hurricane deductibles 
and roof limitations based on the roof’s age and condition. 
In addition, while the pace of rate increases has slowed, 

they continued through 2013. The adoption of more formal 
and comprehensive risk management initiatives has in part 
offset the continued frequency and severity in this line. Ad-
ditionally, overall losses have been mitigated in part by im-
proved geo-coding, a greater understanding of risk concen-
trations and adherence to stricter underwriting guidelines.

Most important, segmented pricing through the develop-
ment of by-peril pricing algorithms and greater granularity 
has become more established. As a result, homeowners 
carriers in many cases appear to have moved from risk 
avoidance to a better understanding of risk and pricing. 
Although granular pricing is inherently more difficult than 
in personal auto, given the less homogenous nature of the 
homeowners line, increased efforts to reduce volatility via 
implementation of these programs continue.

Rating Trends
In recent years, most negative rating actions in the per-
sonal lines segment were taken on geographically concen-
trated carriers writing predominantly homeowners’ and 
nonstandard auto. In the personal lines segment, there 
were 24 downgrades and 15 upgrades in 2013 (see Exhibit 
7). On a year-over-year basis, downgrades fell sharply from 
39 in 2012, while upgrades slightly increased (from 12 in 
2012). Companies upgraded in 2013 were predominantly 
homeowners writers that demonstrated improved risk 
management and consistently favorable long-term operat-
ing results. Also, corrective actions implemented in prior 

Exhibit 6
U.S. Property/Casualty – Personal Lines 
Segment Key Figures (2012–2014P)
($ Billions) 2012 2013E 2014P
Net Premiums Written $237.6 $248.0 $257.9 

Underwriting Gain/(Loss) -4.2 2.9 0.6

Net Income 11.8 18.8 15.9

Policyholders’ Surplus 209.7 241.6 255.0

After-Tax Return on Surplus (%) 5.6 7.8 6.2
E=Estimated, P=Projected
Source: A.M. Best data & research 

Exhibit 7
U.S. Personal Lines Segment –  
Financial Strength Rating Changes (2013)
Rating Action Rating Units1

Upgrades 15

Downgrades 24
1 Totals are for U.S. personal lines insurers rated by A.M. Best.
Source: A.M. Best data & research
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years by homeowners carriers continue to gain traction, 
and rate increases continue to be earned.

The reduction in downgrades is due to the continued im-
provement in risk management and milder weather condi-
tions. In 2013, a number of downgrades were of small auto 
carriers, particularly in the nonstandard segment. The auto 
line continues to be profitable, but scale and managing ex-
penses are becoming increasingly important. In addition, 
the nonstandard auto niche saw a particularly negative 
impact from the overall economic environment.

As indicated in Exhibit 8, the majority of the top 10 rat-
ing changes (based on NPW) reflect primarily downgrades 
through various levels of the Financial Strength Rating (FSR) 
scale. All seven downgrades are companies that conduct a 
majority of their business in one state. This highlights the haz-
ards of a limited geographic spread of risk, as well as the regu-
latory and economic concerns of a predominantly single-state 
writer. All seven downgrades were auto-focused companies.

Companies with positive rating actions continue to exhibit 
solid risk-adjusted capitalization and consistently produce 
favorable operating results. The ability to manage through 
extreme events and changing underwriting cycles while 
maintaining stable or improving risk-adjusted capitalization 
is a key rating consideration.

Outlook
Despite the challenges from frequent weather-related 
events and ongoing macroeconomic volatility, balance sheet 

strength has improved and, as in most years, the majority of 
ratings in the personal lines segment have been affirmed. In 
general, companies have taken a comprehensive approach 
to protecting balance sheets. Rate increases continue, albeit 
at a slower pace in most segments of personal lines busi-
ness. Companies have focused on risk management, better 
pricing segmentation and stricter underwriting guidelines 
to offset, in part, weather-related events and a historically 
low interest rate environment. While the homeowners line 
will likely continue to exhibit volatility, the more compre-
hensive approach to risk management and improved pricing 
in this line provide offsetting benefits.

The stable outlook for the personal lines segment implies 
that most rating actions over the next 12-18 months will 
be affirmations and that the number of upgrades and 
downgrades will be similar. The outlook is rooted in 
continued stable auto results (with that line of business 
representing 60% of the segment’s NPW), ongoing risk 
management initiatives through greater segmentation 
of pricing in both auto and homeowners, and continued 
robust risk-adjusted capitalization.

However, as prior-year analysis of personal lines has 
indicated, A.M. Best believes some concentrated property 
writers and carriers in the non-standard auto segment may 
continue to face pressure on ratings. The degree of this 
pressure depends on several key factors, including the 
ability to effectively address volatility and demonstrate 
stabilized performance regardless of weather patterns or 
overall economic conditions.

Exhibit 8
U.S. Personal Lines – Rating Changes (2013)
Ten largest writers upgraded or downgraded, ranked by 2012 net premiums written.
($ Thousands)

Rating Change1 Company 2012 Net Premiums Written Best’s Financial Strength Rating2 Previous Rating
- Auto Club Group3 $1,748,306 A-    A    

+ State Farm Florida Ins Co 597,257 B+   B-   

- Palisades Group3 587,411 B+   B++    

- United Farm Bureau of IN Group3 521,158 B++    A-    

- Hastings Mutual Insurance Co 328,710 A   A+   

- Virginia Farm Bureau Group3 237,336 B++    A-    

- Affirmative Insurance Group3,4 170,540 C-    C   

+ Mississippi Farm Bureau Casualty 151,337 A-   B++   

+ Nodak Mutual Group3 118,578 A    A-    

- Founders Insurance Group3 87,669 B++   A-   
1 (+) Rating upgrade; (-) Rating downgrade
2 For Best's Rating criteria and definitions, visit www.ambest.com.  Ratings as of Jan. 29, 2014.
3 The rating indicated is assigned to operating companies within the group.
4 Concurrent with the April 26, 2013 downgrade, the rating was withdrawn. The rating was NR as of that date.
Source: A.M. Best data & research
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Rate increases cannot be the only mechanism to improve 
results in the property lines. Carriers that demonstrate 
success in overall risk management and improved perfor-
mance, while maintaining favorable risk-adjusted capital-
ization, generally are viewed more favorably. The trends 

in pricing segmentation and in distribution are longer 
term in nature and are not expected to have an immedi-
ate impact on 2014 results. However, the pace of adoption 
appears to be accelerating and is expected to continue in 
2014 and beyond.

Commercial Lines
Pricing shows further signs of improvement, frequency 
and severity trends remain manageable, insurers continue 
to be well capitalized and macroeconomic conditions are 
trending modestly favorable. So, why then does A.M. Best 
maintain its negative outlook on the commercial lines seg-
ment that was initiated in 2011? The explanation follows.

A.M. Best notes that a small number of groups heavily 
influence the segment’s results, as the five largest repre-
sent approximately half of the segment’s business based on 
NPW; the top 20 groups account for more than 70%. The 
remainder of the sector is expected to feel most strongly 
the effects of the ongoing competitive environment, still 
low but improving investment yields and the potential 
for future adverse development of loss reserves, given 
prior-year soft market conditions. The negative outlook 
indicates that while the majority of ratings are expected to 
be affirmed over the next 12-18 months, downgrades will 
outnumber upgrades for the more than 400 rating units 
that comprise the commercial lines segment.

While market conditions have improved in recent years, 
A.M. Best believes the improvement in underwriting re-
sults will not be sufficient to surmount the current return 
dynamics in fixed-income markets. Furthermore, insurers’ 
calendar-year results have not recognized the loss-reserve 
shortfalls that A.M. Best estimates a number of companies 
accrued during the soft market period. While the segment’s 
current accident-year results are expected to show 
improvement in 2013 and 2014 as a result of rate and 
exposure growth in those years, the beneficial effect of favor-
able development of prior years’ loss reserves will diminish.

A.M. Best believes the majority of commercial lines compa-
nies’ balance sheets are strong. However, reserve shortfalls 
may be too significant for some companies to maintain 
their ratings. The potential for underfunding loss reserves 
and its effect on insurers’ ratings remain a critical issue for 
A.M. Best. The continuation of the negative outlook largely 
reflects this challenge.

During 2013, commercial lines’ NPW increased, in large 
part driven by gains in exposure and pricing realized 

on workers’ comp and other liability, the segment’s two 
largest lines. Surplus kept pace with premium growth as 
investment results improved, reflecting realized and unre-
alized gains generated primarily by the rally in U.S. equity 
markets. Loss-reserve development was favorable overall, 
although down from 2012.

During 2014, growth in surplus is expected to remain 
flat, as A.M. Best does not project changes in capital gains, 
which were a significant contributor to the surplus increase 
in 2013. And, notwithstanding the minimal reduction in 
quantitative easing, interest rates are expected to remain 
low relative to historical levels. Insurers will need to adopt a 
long-term approach to their business that addresses inad-
equate reserves and compensates for depressed investment 
returns. These business plans should have improved focus 
on usage of data and a clearly defined risk tolerance.

Given low interest rates and the potential need to bolster 
loss reserves for older accident years, the need for profit-
able underwriting is paramount. Better risk determination, 
aided by the use of predictive modeling, likely will drive 
improved underwriting performance. The industry appears 
to be adopting predictive modeling in a similar fashion to 
enterprise risk management programs, with larger commer-
cial lines insurers that can access more data and leverage 
technology being among the early adopters. As the benefits 
became clearer and more robust technology became more 
readily available, other companies – particularly those with 
niches in relatively homogenous lines – also have adopted 
them. In some lines, the use of predictive modeling has 
reached a point where insurers not using these products 
will be vulnerable in the marketplace.

Successful insurers will be those that leverage data, 
technology and talent in ways that optimize profits and 
that differentiate themselves through innovative products 
and better risk management, pricing metrics, speed and 
efficiency. Establishing appropriate reserves, maintaining 
conservative portfolio allocations and consistently apply-
ing underwriting guidelines, pricing and policy terms and 
conditions will remain hallmarks of the most successful 
commercial lines insurers.
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Pricing
Market conditions gradually improved beginning in mid-
2011, as companies benefitted from better pricing and 
an increase in exposures, particularly as the recovering 
economy bolstered construction and other businesses 
initially hit hard by the recession. In late 2012 and through 
2013, the pace of rate increases improved, causing NPW to 
grow an estimated 4.8% in 2013 (see Exhibit 9). In 2014, 
A.M. Best expects prices to continue improving for select 
markets; however, the pace of rate increases generally 
is expected to be slower in 2014 than in 2013. For some 
lines, particularly non-catastrophe exposed property, rates 
may decline. This reflects the segment’s robust capital lev-
els and the potential re-emergence of competitive pressure 
on pricing. As the standard market improves, A.M. Best 
also expects “fringe” classes of business that were priced 
in the admitted market during the most recent soft market 
– particularly certain general liability and property classes 
– to return to the excess and surplus lines market at sub-
stantially higher prices and tighter terms and conditions.

Catastrophes
Catastrophe experience in 2013 was relatively low, although 
losses from spring convective storms in the Midwest were 
substantial. The industry benefitted from the reduced level 
of losses, especially when compared with 2011’s record level 
of losses from both U.S. and international exposures and 
2012’s Superstorm Sandy, which ranks among the largest 
single loss events in the industry’s history.

For the commercial lines segment, catastrophe losses in 
2013 totaled $5.0 billion and accounted for 2.5 points on 
the combined ratio. For 2014, A.M. Best has estimated an 
“average” level of catastrophe activity, amounting to 4.0 
points on the combined ratio.

Loss Reserves
Loss reserves are a critical component of the commercial 
lines segment’s returns, as they account for about twice 
the segment’s earned premium compared with personal 
lines, for which loss reserves are about 60% of earned pre-
mium. Additionally, the largest risk factor on a commercial 
lines balance sheet is typically loss-reserve adequacy.

In 2013, commercial lines writers recorded favorable 
reserve development (including adverse development of 
reserves for asbestos and environmental losses) equating 
to 2.5 points on the segment’s combined ratio, compared 
with 3.3 points in 2012. A.M. Best believes the favorable 
development recognized will continue to decline and may 
reach a point at which the segment will not, in total, be 

able to further reduce prior-year loss reserves. However, 
A.M. Best expects commercial insurers to continue posting 
reserve releases in 2014, despite A.M. Best’s position that 
reserves are currently deficient.

As A.M. Best has advised, the competitive operating 
environment, coupled with lower levels of redundancies 
on older accident years, has led to lower levels of reserve 
development on average. A.M. Best believes insurers that 
have maintained conservative reserve levels will have a 
competitive advantage, as the recognition of development 
will not weaken surplus and underwriting performance.

Mergers and Acquisitions
The level of merger and acquisition activity in recent years 
has been lower than might be expected, given the seg-
ment’s capital position. Reaching agreed-upon valuations 
is cited as an issue, with sellers unable to obtain prices 
they believe are fair. Given concerns over potential adverse 
reserve development, buyers are uneasy about paying 
for “someone else’s problems.” As a result, many public 
companies have opted to manage their capital positions 
through share buyback programs. However, the opportu-
nity for strategic acquisitions may increase as prior-year 
loss-reserve issues begin to impact some companies’ bal-
ance sheets and those management teams exhaust all other 
avenues to improve their business.

Rating Trends
Despite challenges from low investment yields and ongo-
ing macroeconomic factors, the majority of commercial 

Exhibit 10
U.S. Commercial Lines – Financial Strength 
Rating Changes (2013)
Rating Action Rating Units1

Upgrades 24
Downgrades 18
1 Totals are for U.S. commercial lines insurers rated by A.M. Best.
Source: A.M. Best data & research

Exhibit 9
U.S. Property/Casualty – Commercial Lines 
Segment Key Figures (2012–2014P)
($ Billions) 2012 2013E 2014P
Net Premiums Written  196.8  206.3  214.7 
Underwriting Gain/(Loss) -9.7 2.1 -1.0
Net Income 19.4 33.2 22.0
Policyholders' Surplus 263.0 279.6 281.7
After-Tax Return on Surplus (%) 7.4 11.9 7.8
E=Estimated, P=Projected
Source: A.M. Best data & research 
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lines insurers had their ratings affirmed in 2013. These 
rating actions primarily reflected the commercial lines 
insurers’ strong risk-adjusted capital positions, supported 
by improved underwriting and operating profitability.

Upgrades outpaced downgrades over the past 12 months 
(see Exhibit 10); however, when those companies that 
were upgraded following an acquisition are removed from 
consideration, there were more downgrades than up-
grades. Favorable operating results and improved 
risk-adjusted capital were the most common reasons for 
upgrades unrelated to acquisitions.

The most common reason cited for the downgrades in 
2013 was adverse development of loss reserves; the second 
most common reason was reductions in risk-adjusted 
capital, caused in some circumstances by reserve changes. 
This further supports A.M. Best’s continued concern 

regarding the effect of loss-reserve development on ratings 
in the commercial lines segment.

Capitalization
Despite the negative outlook, A.M. Best recognizes com-
mercial insurers’ strong capitalization, even after consid-
ering loss-reserve adequacy. For many commercial lines 
insurers, A.M. Best expects balance sheets will continue to 
be right-sized in 2014 as insurers continue to return capital 
to stockholders through dividends and share repurchases.

This view of capitalization also considers A.M. Best’s view 
of loss-reserve adequacy in the sector. While the bal-
ance sheets of commercial insurers appear able to absorb 
shortfalls in prior-year reserves, adverse loss-reserve 
development for some insurers may be problematic. This 
should not be an issue for the vast majority of commercial 
lines insurers.

U.S. & Bermuda Reinsurance
The global reinsurance sector, which includes the United 
States and Bermuda markets, has been broadly character-
ized as overcapitalized. It is true that risk-adjusted capital 
is very strong, but the focus on fundamentals has led to 
this level. Executive management teams have maintained 
prudent underwriting and pricing, expecting to be paid 
adequately for the risks they take. Appropriate reserving 
also has contributed to the market’s strength, with many 
reinsurance companies taking advantage of redundant 

reserves to augment earnings through a period of dimin-
ishing underwriting and investment opportunities.

Traditional reinsurance companies generally have maintained 
conservative overall investment allocations, keeping a large 
percentage of investments in highly rated, fixed-income 
securities. However, there are subtle shifts, with cautious 
migration toward alternative investments, hedge funds 
and equities as reinsurers continue searching for adequate 

Exhibit 11
U.S. Commercial Lines – Rating Changes (2013)
Ten largest writers upgraded or downgraded, ranked by 2012 net premiums written.
($ Thousands)

Rating Change 1 Company 2012 Net Premiums Written Best's Financial Strength Rating2 Previous Rating

+ EMC Insurance Companies3 $1,350,369 A    A-    

- Meadowbrook Insurance Group3 797,502 B++    A-    

+ Safety National Group3 550,810 A+    A    

+ FCCI Insurance Group3 492,207 A    A-    

+ ProAssurance Group3 438,085 A+    A    

+ ISMIE Mutual Group3 242,192 A-    B++    

- SeaBright Insurance Company 226,657 B++   A-   u

+ North American Casualty Group3 170,246 A+    A    

+ First of Hawaii Group3 148,667 A+    A    

+ Mid-Continent Group3 138,100 A+   A   
1 (+) Rating upgrade; (-) Rating downgrade
2  For Best’s Rating criteria and definitions, visit www.ambest.com.  Ratings as of Jan. 29, 2014.
3 The rating indicated is assigned to operating companies within the group.
Source: A.M. Best data & research
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investment returns. Fine-tuning investment allocations is 
a challenge as yields linger at historic lows, which appears 
likely to continue for the next few years.

Below the surface, potentially seismic shifts are taking place 
in the reinsurance industry, with property catastrophe fo-
cused reinsurers most affected. These niche companies are 
feeling the first effects and experiencing the greatest shift.

Traditional reinsurers are flush with capital as a result of suc-
cessfully managing exposures in recent years. A.M. Best views 
this as a positive from the perspective of policyholder protec-
tion. However, too much capital chasing the same opportuni-
ties puts pressure on pricing. This has been exacerbated by 
an increased flow of capital from third-party investors, such 
as hedge funds and pension funds, in the form of alternative 
capacity, thus putting further pressure on pricing in the overall 
reinsurance segment. Third-party capital tends to look for op-
portunities in the higher layers of catastrophe programs, which 
typically are breached only in the most extreme circumstances.

While the supply of available capital has increased, de-
mand for reinsurance has decreased, with primary com-
panies retaining more risk every year. This decreases the 
pool of risk available to reinsurers.  It also tends to concen-
trate increasingly “risky” business in that pool.

With third-party capital taking the higher layer exposures 
and primary companies increasing their retentions, rein-
surance companies seem stuck in the middle. Most indus-
try observers seem to agree that the reinsurance market 
may be at an inflection point.

Operating Trends and Capital Management
Pricing trends recently have deteriorated compared with 
2012. The January and April 2013 renewals came in as 
anticipated, with overall rates remaining stable. However, 
the June and July renewals experienced some pressure from 
excess capacity in the market and declining demand for 
reinsurance. Pricing for property contracts during the 
January 2014 renewals was off another 10% to 15%. While 
other classes are flat to down, concessions on contract terms 
and conditions, including greater ceding commissions, have 
reduced the net premiums that will flow to reinsurers.

Excess capacity and the lack of significant catastrophe losses 
have negatively impacted pricing; however, reinsurers are 
still able to find opportunities in certain classes of business 
despite intense competition as supply outweighs demand. 
Barring any market-changing event, traditional reinsurance 
companies will have to remain vigilant in their underwriting 

and capital management strategies to compete effectively 
over the long term. Capital management today involves 
managing both on-balance-sheet and off-balance-sheet capital. 
For on-balance-sheet capital, companies in recent years have 
been lowering their cost of capital by refinancing debt and 
rightsizing their capital bases, mostly through share 
repurchases given market opportunities.

A.M. Best expects share repurchases to run between 50% 
and 75% of net income for the global reinsurance segment, 
depending on the level of catastrophe activity and share 
valuation. A relatively low level of catastrophes in 2013 
helped drive earnings during the year. Share repurchase 
programs increased after hurricane season, during which rein-
surers tend to hold more cash against potential loss payments. 
With share valuations near book value, reinsurers’ manage-
ment teams continue to see value in repurchasing shares.

Managing off-balance-sheet capital is pressuring companies 
to think about the future and perhaps make some tactical 
shifts in their medium- to long-term strategies as management 
teams recognize the potential for seismic shifts.

For 2013, the U.S. & Bermuda composite is expected to post 
a solid return on equity of approximately 12%. However, 
roughly 30% of pretax operating income is related to net 
favorable reserve development, reinforcing the extent to 
which reinsurers’ current-year results are influenced sub-
stantially by the good times of the past. But while under-
writing income reflects the segment’s price and form disci-
pline, the sector’s net investment  income has trended lower 
over the recent five-year period as low yields grind away at 
this source of earnings. While this industrywide trend has 
placed upward pressure on underlying casualty rates, rein-
surers have not shared this benefit, as casualty reinsurance 
terms and conditions have remained intensely competitive. 
As a result, those organizations that have primary distribution 
capability have allocated more capacity to those platforms 
as reinsurance opportunities have waned.

Exhibit 12
U.S. Property/Casualty – U.S. Reinsurance 
Segment Key Statutory Figures (2012–2014P)

2012 2013E 2014P
Net Premiums Written $27.5 $29.5 $30.4 

Underwriting Gain/(Loss) 1.3 3.5 0.8

Net Income 8.9 11.2 9.2

Policyholders' Surplus 132.0 146.1 147.4

After-Tax Return on Surplus (%) 6.7 7.6 6.2
E=Estimated, P=Projected
Source: A.M. Best data & research 
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As the Federal Reserve continues to 
keep rates near historic lows to stimulate 
the economy, U.S. equity markets have 
continued to move higher. Despite this, 
reinsurance companies generally have 
not moved into the equity markets in a 
sizable manner. While some companies 
have made cautious forays into alternative 
investments, there is no significant shift in 
this direction, either. Instead, traditional 
reinsurance companies continue to main-
tain a disciplined and prudent investment 
strategy. Despite reinsurance companies 
not participating as investors in the equity 
markets’ epic run-up in 2013, many of the 
publicly traded reinsurers have benefitted 
from improved price-to-book valuations as 
their own shares have increased in value.

The market is challenging, but global reinsurers, including 
U.S. & Bermuda, appear poised to post solid results for 2013, 
primarily due to the lack of large catastrophe losses. Condi-
tions will remain competitive, as primary companies are 
expected to look to retain more business or receive higher 
ceding commissions for sharing their profitable business. Mar-
gins also will continue to compress as third-party capital seeks 
a larger piece of the pie. As a result, A.M. Best is forecasting 
underwriting performance to produce an average combined 
ratio of 94.8 and an average ROE of 8.1% in 2014, representing 
a continuation of difficult trading conditions, lackluster invest-
ment returns and a normal level of catastrophe activity. 

Outlook
The rating outlook for the global reinsurance segment re-
mains stable, indicating that over the next 12 to 18 months, 

A.M. Best believes the majority of rating actions within the 
segment will be affirmations, with only a limited number 
of upgrades or downgrades.

The stable outlook is predicated on strong risk-adjusted 
capital, discerning enterprise risk management and a slow 
improvement in the global economic environment 
underpinned by the United States, which represents the 
world’s largest insurance market.

Reinsurance companies continue to be disciplined on both 
the underwriting and investing sides, and net favorable loss-
reserve development has cushioned deterioration in 
underwriting margins and weakness in investment earnings. 
Risk-adjusted capital for global reinsurers remains excellent, 
and companies have the wherewithal to endure significant 
losses from a combination of events, including natural and 
man-made catastrophes and volatile financial market risks.

P/C Industry Loss & LAE Reserve Position Stabilizing, but Varies by Line
Loss and loss-adjustment expense (LAE) reserves are typi-
cally the largest liability on a P/C insurer’s balance sheet. 
Underestimation of those liabilities can result in a material 
negative impact on the insurer’s reported surplus, poten-
tially resulting in adverse rating action. Reserve changes 
not only affect the balance sheet, but can negatively impact 
A.M. Best’s view of an insurer’s operating performance, man-
agement team and enterprise risk management capabilities.

Adverse reserve development is one of the leading causes of in-
surer insolvency, and reserve adequacy remains a critical rating 
issue for A.M. Best. Companies that have demonstrated a history 
of conservative reserving throughout the underwriting cycle 

should not be materially affected in the analysis of their capital 
strength. However, companies that have a volatile history of 
reserve adequacy, or emphasized market share over rate adequa-
cy in recent years, may have accumulated significant reserve de-
ficiencies, and a charge for that deficiency will be incorporated 
into A.M. Best’s assessment of risk-adjusted capitalization using 
Best’s Capital Adequacy Ratio (BCAR).  Accordingly,  A.M. Best’s 
view of an insurer’s reserve position can have a material impact 
on the assessment of an insurer’s capital strength.

Exhibit 14 shows a history of the industry’s reported ad-
verse/(favorable) reserve development from prior accident 
years through 2012. A.M. Best expects the industry to report 

Exhibit 13
U.S. & Bermuda Reinsurance – 
Key GAAP Financial Indicators (2009-2014P)
Based on a composite of interactively rated public insurance/
reinsurance companies in the U.S. & Bermuda market.*

2009 2010 2011 2012 2013E 2014P
NPW Growth (% Change) -2.4 4.5 4.6 3.1 9.7 2.5
Loss & LAE Ratio 56.1 61.8 77.3 63.4 57.9 64.5
Underwriting Expense Ratio 29.7 30.9 30.0 29.8 30.0 30.3
Combined Ratio 85.8 92.7 107.3 93.1 87.9 94.8
  Less: Favorable Loss Reserve Development -6.1 -6.2 -6.0 -5.8 -6.3 -4.0
Accident Year Combined Ratio (Normalized) 91.9 98.9 113.4 98.9 94.2 98.8
Change in Equity (%) 30.8 8.8 -2.5 8.5 -2.0 4.1
Return on Equity (%) 16.0 11.9 1.0 10.6 11.3 8.1
E=Estimated, P=Projected
* Excludes Berkshire Hathaway, Inc.
Source: A.M. Best data & research
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its eighth consecutive year of favorable reserve develop-
ment for calendar year 2013.  Based on A.M. Best’s internal 
reserve review of the industry, the industry reserve posi-
tion strengthened over the period 2002-2007. Since then, 
industry reserves have been weakening and are expected 
to continue doing so, although at a much lower rate. The 
industry reserves as of year-end 2013 are estimated to be 
only $2 billion weaker than those reported as of year-end 
2012. The commercial lines segment is predicted to be 
the source of the weakening reserve position at year-end 
2013. The greatest changes are anticipated for the workers’ 
comp, other/products liability, and medical professional 
liability (MPL) lines.

For year-end 2013, A.M. Best estimates that the P/C total 
net loss and LAE reserve deficiency was $45 billion,  

consisting of a $34 billion deficiency on core reserves and 
an $11 billion deficiency on asbestos and environmental 
(A&E) reserves. Of the $34 billion deficiency on core 
reserves, $24 billion is due to statutory discounting, which 
A.M. Best considers a deficiency from full-valued reserves. 

As shown in Exhibit 15, the estimated deficiencies vary 
widely by line of business, with workers’ compensation 
showing the largest overall deficiency and the “all other” 
and personal auto liability lines showing the largest  
redundancies. Some of the lines included in the “all other”  
category are auto physical damage, fire, allied, inland 
marine, warranty, fidelity, surety, credit, and accident and 
health. A&E reserve deficiencies are estimated to have 
declined $2.5 billion in 2013 in anticipation of continued 
reserve strengthening. 

Exhibit 14 
U.S. Property/Casualty – Incurred Loss & Defense Cost Containment Development (2003-2012)
One-year development for calendar years, accident years as of Dec. 31, 2012. Excludes mortgage and 
financial guaranty segments.
($ Billions) One-Year Reserve Development * Total AY 

Development 
Through 2012Accident Year (AY) 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Prior 14.6 21.6 26.4 11.4 9.7 4.4 6.6 6.1 1.9 3.0 $105.5 
2003 (10.1) (3.4) (1.4) (0.8) (0.3) (0.3) (0.2) (0.2) (0.4) ($17.2)
2004 (12.9) (4.6) (3.9) (2.6) (2.2) (1.0) (0.5) (0.6) ($28.3)
2005 (9.4) (5.2) (3.9) (3.4) (2.0) (1.0) (0.7) ($25.7)
2006 (8.4) (4.8) (3.7) (2.6) (2.0) (1.2) ($22.7)
2007 (6.2) (4.5) (2.1) (2.4) (1.5) ($16.7)
2008 (4.1) (2.6) (3.0) (1.4) ($11.2)
2009 (5.6) (2.7) (1.5) ($9.8)
2010 (3.5) (2.1) ($5.6)
2011 (4.7) ($4.7)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Total in Calendar Year 14.6 11.5 10.0 (4.1) (8.6) (13.4) (11.6) (10.0) (13.6) (11.0)
*  Positive values indicate adverse development; negative values are favorable.
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The estimated reserve deficiencies are based on industrywide 
statutory Schedule P cumulative paid and case incurred 
loss and expense development, using A.M. Best’s internal 
loss-reserve model. The same model is used to determine 
the reserve deficiency for each individual company and 
rating unit based on its own Schedule P data.

U.S. Property/Casualty
Rating Trends
In 2013, rating downgrades outpaced upgrades for a third 
consecutive year, albeit marginally, reversing the 2009-2010 
trend of upgrades exceeding downgrades. However, this 
belies the favorable trend of downgrades continuing to 
decline from prior-year levels and the overall five-year decline 
since 2009. Additionally, upgrades increased from the prior 
year, further evidencing a somewhat improved overall rating 
environment. Over this period, total rating changes remained 
in a stable range of 14% to 16% of all domestic rating actions. 
Total rating changes exclude affirmations, which continue 
to be the most prominent rating action, and placement of 
ratings under review. This somewhat improved rating 
environment reflects increased policyholders’ surplus and 
net income as well as lower combined and loss ratios.

While capitalization has improved, underwriting and 
operating results remain pressured by uncertain reserve 
adequacy and low investment yields. As a result the total 
number of downgrades in the past three years exceeded 
the number of upgrades in each year, even as the total 
number of downgrades fell.

Rather than assessing the rating 
actions of each legal operating 
entity within the domestic P/C 
insurance market, this section 
summarizes rating trends on a 
rating unit basis. The term “rating 
unit” describes either an individual 
insurer or a consolidation of 
companies and is the financial basis 
on which A.M. Best performs its 
rating evaluations. The financial 
results of rating units represent 
the way insurance groups operate 
and manage their businesses.

There were 872 rating actions for 
the P/C industry in calendar year 
2013 – of which 735 were affirma-
tions, representing approximately 

84.0% of total rating actions during the year – compared 
with 880 rating actions in 2012, of which 722, representing 
82.0%, were affirmations (see Exhibit 16). Total rating 
changes represented 14.0% of all rating actions in 2013, 
compared with 14.7% in 2012. Downgrades totaled 42, 
or 4.8% of total rating actions, in 2013, compared with 67, 
or 7.6% of rating actions, in 2012. Conversely, upgrades 
totaled 41, or 4.7% of total rating actions, in 2013, up 
from 29, or 3.3% of rating actions, in 2012.

Exhibit 15
U.S. Property/Casualty – 
Estimated Year-End Loss and Defense & 
Cost Containment Reserve Deficiencies (2013)
Excludes mortgage and financial guaranty segments.
($ Billions)

Product Line
Excluding 
Discount

Statutory 
Discount

Total 
Deficiency

Workers’ Compensation 11.1 17.5 28.6
Other/Products Liability 7.5 1.4 8.9
Reinsurance - Nonproportional Assumed 1.0 2.3 3.3
Commercial Multiple Peril 1.9 0.2 2.1
Commercial Auto Liability 0.7 0.5 1.2
Homeowners -0.4 0.0 -0.4
Medical Professional Liability -3.5 1.0 -2.5
Personal Auto Liability -3.9 0.3 -3.6
All Other Lines -4.6 0.7 -3.9
Total Core Reserves 9.8 23.9 33.7
Asbestos & Environmental 11.2 0.0 11.2
Total 21.0 23.9 44.9
Source: A.M. Best data & research

Exhibit 16
U.S. Property/Casualty – Annual Rating Activity (2009-2013)
(Rating Units)  Financial Strength Ratings (FSR)*

2009 2010 2011 2012 2013

Rating 
Units %

Rating 
Units % 

Rating 
Units %

Rating 
Units %

Rating 
Units %

Upgrades 59 5.6 55 5.6 42 4.6 29 3.3 41 4.7

Downgrades 53 5.0 49 5.0 75 8.3 67 7.6 42 4.8

Initial Ratings 47 4.4 41 4.2 25 2.8 33 3.8 39 4.5

Total Rating Changes 159 15.0 145 14.8 142 15.7 129 14.7 122 14.0

Total Affirmations 842 79.5 795 80.9 719 79.3 722 82.0 735 84.3

Under Review 58 5.5 43 4.4 46 5.1 29 3.3 15 1.7

Total Rating Actions 1 1,059 100.0 983 100.0 907 100.0 880 100.0 872 100.0
* For Best’s Ratings criteria and definitions, visit www.ambest.com.
1 Total actions exceed the number of rated entities as certain company ratings were updated more than once 
during the year. 
Note: Percentages might not add up due to rounding.
Source: A.M. Best data & research
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By segment, there were 24 upgrades 
to commercial lines insurers’ rat-
ings in 2013, compared with 18 
downgrades. Among personal lines 
insurers, however, there were 15 up-
grades, while 24 rated entities were 
downgraded in 2013. There were 
two rating upgrades and no down-
grades of U.S. reinsurers in 2013.

There were 39 initial ratings 
assigned in 2013, representing about 
4.5% of total rating actions, com-
pared with 33, or 3.8% of 
rating actions, in 2012. Initial ratings 
averaged 3.9% of total rating actions 
from 2009 through 2013. Initial 
ratings are most commonly assigned 
to newly created affiliates and 
subsidiaries of larger holding 
companies. Commercial lines initial ratings totaled 31, in-
cluding seven assigned to medical professional liability car-
riers and six to workers’ comp writers. For personal lines, 
four of the eight initial ratings were assigned to personal 
property writers created 
primarily for purposes of additional pricing flexibility.

The number of rating units assigned the under-review 
modifier was 15 in 2013, down 48.3% from 29 in 2012, and 
is the lowest level within the 2009–2013 period. The major 
reasons for this lower level were:

Improvement in surplus in recent years that enabled 
insurers to absorb the impact of major catastrophes and 
weather-related losses without significantly decreasing 
risk-adjusted capitalization;

Fewer weather-related events, particularly tornadoes 
and hurricanes making landfall; and

Reduced merger and acquisition activity.

The number of rating units assigned the under-review 
modifier was elevated in 2009 because of the unfavorable 
capital market conditions resulting from the financial crisis 
and the resulting erosion of property/casualty insurers’ 
risk-adjusted capitalization.

The under-review rating modifier typically is assigned 
after a material event, such as a merger or acquisition, or 
an abrupt change in financial condition from events such 

as recognition of reserve charges, shock losses or capital 
infusions. The under-review modifier may have positive, 
negative or developing rating implications, depending 
on the nature of the event and its potential effect on the 
rated entity. After placing a rating under review,
A.M. Best interacts with management to fully review the 
impact of the event before determining the ultimate 
effect on the rating. Generally, ratings remain under 
review for less than six months.

Rating actions on Issuer Credit Ratings (ICR), introduced 
for all rating units in 2007, are equal, in total, to the 
Financial Strength Rating (FSR) exhibit; however, there are 
differences in the numbers of upgrades and downgrades. 
An FSR may not change as a result of an upgrade or 
downgrade of an ICR because of the greater number of 
rating levels in the ICR Scale.

Rating Distribution
There were 859 property/casualty rating units that had 
letter rating assignments at year-end 2013, compared with 
861 in 2012 (see Exhibit 18). The rating distribution based 
on rating units is the most accurate gauge of A.M. Best’s 
overall opinion of the financial health of the universe of 
rated P/C insurance companies.

A.M. Best’s FSR is an independent opinion of an insurer’s 
financial strength and ability to meet its ongoing insurance 
policy and contract obligations. The FSR scale is composed 
of 16 individual ratings, grouped into 10 categories: three 
Secure categories of “Superior,” “Excellent” and “Good,” 

Exhibit 17
U.S. Property/Casualty – Annual Rating Activity (2009-2013)
(Rating Units) Issuer Credit Ratings (ICR)*

2009 2010 2011 2012 2013

Rating 
Units %

Rating 
Units %

Rating 
Units %

Rating 
Units %

Rating 
Units %

Upgrades 76 7.2 76 7.7 65 7.2 47 5.3 50 5.7

Downgrades 57 5.4 52 5.3 78 8.6 82 9.3 49 5.6

Initial Ratings 47 4.4 41 4.2 25 2.8 33 3.8 39 4.5

Total Rating Changes 180 17.0 169 17.2 168 18.5 162 18.4 138 15.8

Total Affirmations 821 77.5 771 78.4 693 76.4 689 78.3 719 82.5

Under Review 58 5.5 43 4.4 46 5.1 29 3.3 15 1.7

Total Rating Actions1 1,059 100.0 983 100.0 907 100.0 880 100.0 872 96.1
* For Best’s Ratings criteria and definitions, visit www.ambest.com.
1 Total actions exceed the number of rated entities as certain company ratings were updated more than once a year.
Note: Percentages might not add up due to rounding.
Source: A.M. Best data & research
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and seven Vulnerable cat-
egories of “Fair,” “Marginal,” 
“Weak,” “Poor,” “Under Regu-
latory Supervision,” “In Liqui-
dation” and “Suspended.”

The percentage of rated units 
considered secure was 91.4% 
at year-end 2013, slightly 
improved from 90.8% at 
year-end 2012 (see Exhibit 
18). Both the number and 
percentage of secure ratings 
has trended downward over 
the past five years, driven 
primarily by the weakened 
macroeconomic environment 
and low investment yields 
that resulted from the 2008 
financial crisis.

In addition to the fallout from 
the financial crisis, there were 
fewer secure ratings because 
of challenging market condi-
tions and elevated catastro-
phe-related losses, which 
resulted in operating earnings 
and risk-adjusted capitaliza-
tion deteriorating for a num-
ber of companies. However, 
there is a noticeable decrease 
in the number of ratings in 
the Regulatory Supervision/
Liquidation category, as they represent only 1.0% of all rat-
ing units, or nine, down from 3.8%, or 34 entities, in 2011.

These same trends have driven a 9.8% decline in the num-
ber of rated entities with superior FSRs (A++ or A+). In 
2013, 83 rating units, or 9.7% of rated entities, had superior 
ratings, compared with 92 rating units, or 10.5%, in 2009.

The majority of rating units remained in the “A” and “A-” 
(Excellent) category at year-end 2013. These two rating 
levels represented 532, or 61.9%, of the total ratings at 
year-end, down from 62.4% of ratings at year-end 2012.

A.M. Best also assigns ICRs to all rated insurance com-
panies. The ICR is an independent opinion of an issuer/
entity’s ability to meet its ongoing senior financial obliga-
tions. The total number of ICR ratings will equal the 

total FSR ratings; however, 
there will be greater detail 
representing the upper and 
lower ranges of certain FSR 
categories. For example, at 
the “A++” FSR rating level, 
there are two ICR levels, 
“aaa” and “aa+.” Over the 
recent five-year period, only 
three entities have been 
rated “aaa” – Government 
Employees Insurance Co. 
(GEICO), National Indem-
nity Group and United States 
Automobile Association 
(USAA). Berkshire Hathaway 
Inc. owns both GEICO and 
National Indemnity.

Exhibit 18
U.S. Property/Casualty – Rating Distribution (2009-2013)
(Rating Units) Financial Strength Ratings (FSR)*

 2009 2010 2011 2012 2013

Category
Rating 

Level
Rating 

Units %
Rating 

Units %
Rating 

Units %
Rating 

Units %
Rating 

Units %

Secure
   Superior A++ 16 1.6 16 1.8 17 1.9 17 2.0 20 2.3

A+ 76 7.8 72 7.9 63 7.1 61 7.1 63 7.3

   Sub-Total 92 9.4 88 9.7 80 9.0 78 9.1 83 9.7

   Excellent A 260 26.5 247 27.2 252 28.4 264 30.7 258 30.0

A- 328 33.5 301 33.1 293 33.1 273 31.7 274 31.9

   Sub-Total 588 60.0 548 60.4 545 61.5 537 62.4 532 61.9

   Good B++ 130 13.3 118 13.0 108 12.2 106 12.3 107 12.5

B+ 84 8.6 76 8.4 71 8.0 61 7.1 63 7.3

   Sub-Total 214 21.8 194 21.4 179 20.2 167 19.4 170 19.8

Total Secure Ratings 894 91.2 830 91.4 804 90.7 782 90.8 785 91.4

Vulnerable
   Fair B, B- 52 5.3 40 4.4 34 3.8 39 4.5 47 5.5

   Marginal C++, C+ 9 0.9 11 1.2 12 1.4 6 0.7 7 0.8

   Weak C, C- 2 0.2 2 0.2 2 0.2 4 0.5 10 1.2

   Poor D 2 0.2 2 0.2 0 0.0 0 0.0 1 0.1

   Reg. Supervision/ 
   Liquidation

E / F 21 2.1 23 2.5 34 3.8 30 3.5 9 1.0

  Total Vulnerable Ratings 86 8.8 78 8.6 82 9.3 79 9.2 74 8.6

  Total FSRs 980 100.0 908 100.0 886 100.0 861 100.0 859 100.0
* For Best’s Ratings criteria and definitions, visit www.ambest.com.
Note: Annual data as of Dec. 31 for each year. Percentages may not add up due to rounding.
Source: A.M. Best data & research

Exhibit 19
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Exhibit 20
U.S. Property/Casualty – Rating Distribution (2009-2013)
(Rating Units) Issuer Credit Ratings (ICR)*

 2009 2010 2011 2012 2013

Category Rating Level
Rating 

Units %
Rating 

Units %
Rating 

Units %
Rating 

Units %
Rating 

Units %

Investment Grade
   Exceptional aaa 3 0.3 3 0.3 3 0.3 3 0.3 3 0.3

   Sub-Total 3 0.3 3 0.3 3 0.3 3 0.3 3 0.3

aa+ 13 1.3 13 1.4 14 1.6 14 1.6 17 2.0

   Superior aa 14 1.4 16 1.8 15 1.7 18 2.1 17 2.0

aa- 62 6.3 56 6.2 48 5.4 43 5.0 46 5.4

   Sub-Total 89 9.1 85 9.4 77 8.7 75 8.7 80 9.3

a+ 48 4.9 59 6.5 72 8.1 76 8.8 75 8.7

   Excellent a 212 21.6 188 20.7 180 20.3 188 21.8 196 22.8

a- 328 33.5 301 33.1 293 33.1 273 31.7 261 30.4

   Sub-Total 588 60.0 548 60.4 545 61.5 537 62.4 532 61.9

   bbb+ 45 4.6 45 5.0 47 5.3 46 5.3 48 5.6

   Good bbb 85 8.7 73 8.0 61 6.9 60 7.0 59 6.9

bbb- 84 8.6 76 8.4 71 8.0 61 7.1 63 7.3

   Sub-Total 214 21.8 194 21.4 179 20.2 167 19.4 170 19.8

Total Secure Ratings 894 91.2 830 91.4 804 90.7 782 90.8 785 91.4

Non-Investment Grade
   Fair bb+,bb,bb- 52 5.3 40 4.4 34 3.8 39 4.5 47 5.5

   Marginal b+,b,b- 9 0.9 11 1.2 12 1.4 6 0.7 7 0.8

   Weak ccc+,ccc,ccc-,cc 2 0.2 2 0.2 2 0.2 4 0.5 10 1.2

   Poor c 2 0.2 2 0.2 0 0.0 0 0.0 1 0.1

   Reg. Supervision/ 
   Liquidation

rs 21 2.1 23 2.5 34 3.8 30 3.5 9 1.0

Total Vulnerable Ratings 86 8.8 78 8.6 82 9.3 79 9.2 74 8.6

Total ICRs 980 100.0 908 100.0 886 100.0 861 100.0 859 100.0
* For Best’s Ratings criteria and definitions, visit www.ambest.com.
Note: Annual data as of Dec. 31 for each year. Percentages may not add up due to rounding.
Source: A.M. Best data & research
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U.S. Life/Annuity Sector Holds Gains 
As Economy Continues to Strengthen
The U.S. life and annuity sector has maintained strong 
risk-adjusted capital, generated steady GAAP and statutory 
operating earnings, improved balance sheet fundamentals 
and enhanced risk-focused decision making by company 
management. A.M. Best notes that the benign credit 
environment, combined with significant derisking of life 
companies’ investment portfolios, has resulted in most in-
surers reporting relatively modest investment impairments 
in 2013. Meanwhile, they have maintained net unrealized 
gains in their fixed-income portfolios with only minor 
pockets of unrealized losses. A.M. Best’s rating outlook for 
the U.S. life and annuity sector remains stable.

In January 2013, a political stalemate with the potential for 
an unfavorable resolution of the fiscal cliff threatened to 

push the U.S. economy back into 
a recession. Fortunately, cooler 
heads prevailed, and for the next 
year, economic indicators and the 
equity markets steadily advanced. Considerable hiring over 
the August-December period reduced the U.S. unemploy-
ment rate to a five-year low of 6.7%, which is an encourag-
ing sign that the U.S. economy has stabilized. The Dow 
Jones Industrial Average reached an all-time high at the 
end of 2013, up 26.5% from year-end 2012. Automobile and 
home sales are surging, manufacturing is gaining, and the 
trade deficit is narrowing. Also, real gross domestic prod-
uct (GDP) jumped 4.1% in the third quarter (vs. the second 
quarter) and 3.2% in the fourth quarter (vs. the third quar-
ter), showing strong momentum going into 2014.
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+1 (908) 439-2200 Ext. 5182 
Andrew.Edelsberg@ambest.com

Stephen A. Irwin, Oldwick 
+1 (908) 439-2200 Ext. 5454 
Stephen.Irwin@ambest.com
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Brendan Noonan

Exhibit 1
U.S. Life/Health – Statutory Financial Trends (2009-2014E*)
Results for total U.S. life/health and fraternal companies.
($ Billions)

Profitability 2009 2010 2011 2012 2013E* 2014E*
Return on Assets (%)  1.1  0.9  0.4  0.9  0.9  0.9 
Return on Equity (%)  18.2  14.7  7.4  15.5  15.7  15.7 
Return on Revenue (%)  6.4  5.7  2.8  5.9  6.3  6.4 
Change in Net Investment Income (%)  (3.2)  5.0  1.9  (0.3)  (0.1)  0.5 
Pretax Operating Gain $61.8 $54.2 $28.7 $61.2 $64.5 $66.0 
Net Operating Gain $51.0 $45.1 $23.5 $51.0 $54.1 $55.4 
Realized Capital Gains/(Losses) ($29.1) ($16.1) ($7.5) ($11.0) ($10.5) ($8.4)
Net Income $21.9 $29.0 $16.0 $40.0 $43.5 $47.0 

Leverage 2009 2010 2011 2012 2013E* 2014E*
Change in Adjusted NPW & Deposits (%)  (18.9)  10.8  6.0  3.2  (1.5)  1.0 
Change in Capital & Surplus (%)  14.2  5.5  1.1  6.0  3.0  3.0 
Change in Net Unrealized Capital Gains/(Losses) ($9.8) $7.1 $15.7 $9.4 ($5.0) ($4.5)
Adjusted Capital & Surplus to Liabilities (%)  10.7  11.2  10.9  11.6  11.8  12.0 
Capital & Surplus $299.2 $315.8 $319.1 $338.3 $348.5 $358.9 

Liquidity 2009 2010 2011 2012 2013E* 2014E*
Non-Investment Grade Bonds/C&S (%)  62.0  56.5  55.3  50.1  49.2  48.2 
Non-Investment Grade Bonds/General Account Assets (%)  5.6  5.2  4.9  4.6  4.5  4.5 
Non-Investment Grade Bonds/Total Capital (%)  58.0  51.4  49.2  44.2  43.0  42.0 
Mortgages, Real Estate & Credit Tenant Loans/Total Capital (%)  112.1  102.2  100.3  97.3  96.6  97.0 
Nonperforming Mortgages (Incl. Restructured)/C&S (%)  0.6  0.7  0.8  0.7  0.7  0.6 
*E = estimated
Source:  – Best’s Aggregates & Averages, L/H 2013

Outlook
Life/Annuity: Stable
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Given these improvements, concerns have somewhat 
waned regarding the potential impact of the U.S. economy 
on insurers. A.M. Best believes the industry has reduced 
its exposure to poorly underwritten structured securities 
(i.e., residential and commercial mortgage-backed securi-
ties) through sales and book-value adjustments, while 
at the same time limiting asset/liability mismatches and 
generally avoiding higher risk asset classes. By and large, 
life and annuity companies have been proactive in tak-
ing asset impairments as strong capital positions – helped 
by favorable markets – made investment losses easier to 
absorb. A.M. Best also has seen life organizations continue 
to refine their investment strategies, often at the margin, as 
they seek additional yield. Some of the strategies employed 
most recently to improve investment returns have been:

Allocations to less liquid assets such as private place-
ments, commercial mortgage loans and alternative 
assets (e.g., hedge funds, private equity, bank loans).

Reducing turnover in the bond portfolio.

Increased exposure to “bbb” category bonds as well as 
high-yield securities (to a much lesser degree).

Lengthening maturities.

These actions, combined with higher new money rates 
compared with the early part of 2013, should help to miti-
gate the declining trend in portfolio yields. A.M. Best notes 
the impact of interest rates on public companies’ reported 
GAAP shareholders’ equity as of Sept. 30, 2013, as consid-
erable unrealized gains evaporated.

Additionally, life insurance organizations continue to focus 
on optimizing core businesses and divesting noncore 
operations. A.M. Best has seen more companies employ 
a risk-focused approach – shifting to fee-based products, 
scaling back on secondary/no-lapse guarantee universal life 
(SGUL) and variable annuities (VAs), and de-emphasizing or 
divesting capital-intensive business through reinsurance or 
outright sales. Although profitability and risk metrics for VAs 
have improved substantially through increased fees and ben-
efit reductions for living benefit riders, as well as the use of 
managed risk funds, some of the larger players recently have 
controlled sales. Together with some downsizing of whole-
salers, these tactics appear to have opened the VA market 
for companies that wish to enhance their presence, as well 
as for counterparties (e.g., Wells Fargo) looking to add ca-
pacity. Nevertheless, the VA market appears to have reached 
a sort of equilibrium; sales have remained fairly constant for 

the past several quarters despite the run-up in the equity 
markets, which historically has fostered VA sales.

While viewing positively certain companies’ scaling back 
or exiting VAs, A.M. Best remains concerned that VAs with 
guaranteed living benefits (VAGLBs) are exposed to height-
ened risk, given the embedded guarantees in these prod-
ucts/riders, especially within legacy blocks. Several VA carri-
ers continue to offer policyholders buy-out options within 
legacy blocks in recognition of the potential balance sheet 
volatility associated with these liabilities. A.M. Best believes 
the complexities of these products and the nature of the 
guarantees require disciplined hedging programs.

In some cases, companies issued VAs with guaranteed with-
drawals of as much as 7% per year for life, and no reinsurance 
is available for these aggressive – and generally underpriced 
– riders. A.M. Best will continue to discuss with companies the 
effectiveness of their hedging programs, noting that in times of 
prolonged stress, costs are likely to skyrocket, and since there 
is no perfect hedge, greater hedge breakage likely will occur.

Overall, companies are employing hedging strategies not only 
to manage the impact of volatile equity markets on capital 
and earnings, but to minimize the impact of material move-
ments in interest rates. A.M. Best believes these strategies 
further demonstrate the universally recognized relevance of 
and focus on enterprise risk management frameworks.

Additionally, while viewing positively some life organiza-
tions’ scaling back or exiting SGUL, A.M. Best remains con-
cerned over the potential tail risk associated with some of 
these SGUL “legacy blocks.” A.M. Best has not observed any 
significant earnings charges from SGUL writers’ year-end 
2012 in-force testing emanating from the National Associa-
tion of Insurance Commissioners’ (NAIC) amendments to 
Actuarial Guideline 38 (AG38), but the potential for earn-
ings charges is of particular concern should low interest 
rates persist and lapse rates remain very low. A.M. Best 
believes some SGUL writers would have incurred significant 
reserve charges if the year-end 2012 in-force testing used a 
“look-back date” of Jan. 1, 2003, rather than the July 1, 2005 
date that was incorporated into the NAIC amendments.

Moreover, A.M. Best remains wary that SGUL mortality 
results may vary somewhat from pricing assumptions, par-
ticularly for preferred underwriting classes, given the rela-
tively limited underwriting experience available for older 
issue ages. Recent industry emergence of poor term life 
mortality experience for older issue ages reinforces A.M. 
Best’s concern that SGUL mortality results may differ from 
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pricing assumptions, given that these policies typically are 
issued in high face amounts to older policyholders, in their 
mid 60s, in the estate planning and life settlement markets.

In general, life operating companies have maintained or 
improved risk-adjusted capitalization, even when adjust-
ing for the capital benefit certain companies receive from 
using domestic and offshore captive structures. A.M. Best 
analyzes insurance enterprises on a consolidated basis 
without regard for these structures, noting that the more 
prevalent use of these funding vehicles typically translates 
into higher regulatory capital ratios but a lower overall 
quality of capital. Across the industry, new accounting 
rules for pensions and other post-retirement benefits also 
have impacted capital. A.M. Best notes that by funding 
pension plans to expectations of low interest rates, com-
panies position themselves for potential benefits if rates 
increase. Certainly, companies that have taken significant 
charges to date have minimized future hits to capital.

In the face of low interest rates and challenging top-line 
growth, the life industry’s operating performance has been 
surprisingly favorable. Companies have been proactively 
managing in-force business by lowering credited rates to 
guaranteed minimums; executing strategic block transac-
tions; and offering policyholders enhanced account value 
in their VAs in exchange for canceling certain contract 
features (namely, guaranteed living benefits). A.M. Best 
has seen considerable price increases on SGUL policies in 
response to the AG38 amendments, as well as on certain 
term policies. This has bolstered sales of indexed univer-
sal life (IUL) products and given traction to new product 
introductions such as variable universal life with no-lapse 
guarantees. IUL and its fixed-indexed annuity (FIA) coun-
terpart account for two of the industry’s major growth 
products as they achieve wider acceptance among distribu-
tors and more writers enter the space. Through the third 
quarter of 2013, FIAs accounted for nearly half of total 
fixed annuity sales, per LIMRA.

A.M. Best also notes that the industry’s results have been aided 
by increased fee income from the rise in overall assets under 
management (driven by equity markets) and more focus on 
mutual fund sales, as well as active spread management and a 
general de-emphasis of spread-based business. Moreover, com-
panies with employee benefits business have embraced the 
market shift to voluntary benefits, which typically have better 
margins compared with traditional group business.

As interest rates have increased substantially since early 
May 2013, the opportunity to refinance debt at extremely 

favorable terms has diminished. A.M. Best notes that most 
organizations have succeeded in prefunding 2014 and 
2015 maturities, and the temporary increase in financial 
leverage should go away while interest coverage slightly 
improves over time. Additionally, the impact of rising 
equity markets has tempered the attractiveness of share 
repurchase, as the economics are not as appealing with 
higher valuations.

Although life/annuity companies continue to generate 
healthy earnings and maintain solid capital positions, A.M. 
Best has some concerns:

Legacy blocks: The profitability and potential volatility 
of certain legacy blocks, namely VAGLBs, long-term care 
(LTC) and SGUL, bear watching. A.M. Best has observed 
significant charges taken by some carriers due to changes 
in policyholder behavior assumptions, as lapse experi-
ence differed from pricing. These legacy VA blocks pos-
sess generous features and risk of adverse policyholder 
behavior, which cannot be hedged effectively. The LTC 
line has faced challenges to profitability, given reserve 
strengthening driven by low interest rates, lower than 
expected lapses, higher utilization and lifetime benefits. 
Low lapses, low interest rates and elevated mortality are 
also a concern for SGUL, as these scenarios may not have 
been incorporated fully in pricing.

Investments: As companies search for yield, A.M. Best 
will need to monitor insurers’ investment portfolios to 
ensure that asset/liability durations are matched closely 
and allocations to higher risk assets are managed pru-
dently, especially if economic conditions deteriorate.

U.S. Economy: To date, the Federal Reserve has held 
long-term interest rates and inflation in check through 
its bond purchase program (commonly known as quan-
titative easing), helping to facilitate the economic recov-
ery. However, a new Federal Reserve head and contin-
ued disagreement in Congress over the federal budget 
could cause volatility in the capital markets. A spike in 
interest rates would not bode well for the life industry, 
as bond portfolio values would decline considerably and 
the potential for disintermediation would escalate.

Regulatory: The use of captives and associated fund-
ing structures remains under review by regulators. Any 
changes in regulation could have an impact on the mar-
ket for SGUL and term policies, and to a lesser extent 
VAs. The lack of consistency among states’ perspectives 
creates a challenge for analysts, as comparability is 
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clouded. Adding to regulatory uncertainty is the ulti-
mate determination of accounting standards for insur-
ance contracts, as well as final guidance for Systemically 
Important Financial Institutions (SIFIs).

A.M. Best recognizes substantial opportunities for U.S. life 
and annuity companies. Foreign organizations are shifting 
away from the United States in the face of enhanced capital 
requirements and a volatile accounting environment. As 
well, domestic organizations are looking to supplement 
growth by expanding internationally, both organically and 
through acquisition. As the United States is viewed as a 
fairly mature market for retirement, savings and protection 
products, overseas operations have higher potential for 

growth with greater margins, and they help to diversify 
sources of earnings.

In this mature U.S. market, ownership of life insurance is at a 
50-year low, and for certain segments of the market (such as 
Generation X), the insurance gap is even wider. The insur-
ance industry is well-positioned to address America’s unique 
demographics, namely the underserved middle market, the 
increasing numbers of baby boomers retiring, and the move-
ment of financial responsibility from government and the pri-
vate sector to individuals. Although this will be a challenge 
as producers are aging and ready to retire in record numbers, 
the consumer-driven economy with advanced technology 
may profoundly change how life insurance is sold.

Financial Trends & Strategy Update
A.M. Best expects financial trends for the U.S. life/annuity 
sector to remain fairly stable over the near term. Improving 
U.S. economic fundamentals, which reflect gradually rising 
interest rates, job growth, strong equity markets and a be-
nign credit outlook, should lead to modest overall growth in 
revenues and operating earnings within the sector.

Growth in revenue should benefit from a number of posi-
tive factors:

Increased consumer appetite for insurance products 
offers an improving picture for growth, given declin-
ing unemployment, positively trending growth in gross 
domestic product (GDP) and increasing awareness of 
continued levels of underinsurance.

Strong fee income from asset management, associated with 
favorable equity-market performance, should continue.

Consumers continue to value guarantees in products. 
However, insurers need a balanced risk and return pro-
file for these products to remain attractive.

Demographic changes, including the rise of the millen-
nials, represent a bigger market opportunity in terms of 
population than retiring baby boomers. Reaching Gen-
eration X also offers the potential for sizable growth.

However, a key challenge will be the industry’s ability 
to shift distribution capabilities from a “people” focus to 
a “tech” focus, with an emphasis on developing a distri-
bution approach that is technologically savvy, mobile 
driven and can capitalize on social networking as part of 
its overall marketing strategy. In addition to technology, 

growth may come from nontraditional retail distribu-
tion sources (e.g., Walmart, Shoppers Drug Mart) where 
simplified, competitively priced products increasingly may 
be sold. Risk also exists as traditional distribution models 
become less favored and a talent shortage emerges due to 
the retirement of top-tier advisers. Product innovation will 
remain an important differentiator for companies seeking 
to succeed in the highly competitive U.S. market.

Product Review
Total annuity sales, according to LIMRA reports, were flat 
through the third quarter of 2013, with increases in fixed an-
nuity sales offset by a modest decline in variable annuity (VA) 
sales. These increases reflect rising interest rates and the con-
tinued popularity of fixed indexed products. If interest rates 
continue to rise, there is the potential for some growth in 
immediate annuities along with traditional deferred annuities.

Through the third quarter of 2013, overall life sales as mea-
sured by annualized premiums grew 4% per LIMRA, with 
strong growth in variable universal life (VUL) in response 
to favorable equity-market performance. The recent rise in 
interest rates may lead to insurers’ willingness to organically 
grow interest-sensitive business in both life and annuities. 
Indexed life and annuity products are expected to have 
above-average growth opportunities, along with combina-
tion life and annuity products that provide access to long-
term-care benefits or have critical illness riders attached.

Additional growth likely will come from expansion of volun-
tary product lines within traditional corporate markets and as 
employers shift from employer-paid to employer-sponsored 
benefits. Key areas of expansion in the voluntary market will 
include life, disability, dental and other ancillary benefits.
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Given strong U.S. equity-market performance, low volatility 
and rising interest rates, corporate pension plan sponsors’ 
ability and desire to execute pension risk transfers (PRTs) is 
likely to accelerate. A.M. Best believes this could be an area 
of potential growth as sponsors seek to offload investment 
and longevity risk. Although 2012 saw a few sizable deals, 
future PRT opportunities likely will be in the small to mid-
size market. Companies with strong balance sheets, sound 
investment capabilities, well-developed risk management 
strategies and advanced data analytics around longevity risk 
likely will be the long-term winners in this market.

Capitalization Remains at High Levels
Strong capitalization, a stable investment outlook, higher 
equity valuations in the insurance sector and adequate 
liquidity have enhanced financial flexibility for most compa-
nies. This flexibility may offer the potential to add revenue 
through mergers and acquisitions (M&A), as companies 
seek to deploy capital and look for alternatives to share 
repurchase to achieve growth in earnings per share. Buyers 
may look to expand their product or geographic footprints, 
particularly in the faster growing international markets. 
The recent exits/pullbacks of some European and Canadian 
insurers in selected U.S. market segments also offer oppor-
tunities to gain market share. However, there is heightened 
competition and growing interest of private equity (P/E) 
firms in entering the U.S. insurance market, particularly the 
annuity segment. A.M. Best believes P/E players will contin-
ue to seek opportunities to leverage their asset management 
skills and improve their returns by tapping into large pools 
of spread-based liabilities that may be available for sale.

While risk-adjusted capital remains strong, capital trends 
remain relatively flat, with growth in earnings partially 
offset by share repurchases and higher dividends. More-
over, A.M. Best views the quality of capital as lower, given 
the substantial use of captives and permitted practices that 
have occurred industrywide in recent years.

Modest Growth In Operating Earnings Expected
Despite the rise in interest rates, they remain low by his-
torical standards, and companies continue to refine their 
portfolios by extending durations; going down the credit 
scale within investment-grade securities; trading liquid-
ity for yield; using Federal Home Loan Bank programs to 
augment investment returns; and increasing allocations 
to alternative assets to offset yield compression. A.M. Best 
expects modest growth in operating earnings in response 
to organic and non-organic growth of revenue, some stabi-
lization of interest margins, ongoing expense efficiencies 
and a favorable credit outlook.

In the expense arena, companies will continue to need to 
reinvest in their products, systems and distribution while 
improving efficiencies. Behavioral analytics to target cus-
tomers and development of predictive analytical models will 
become more popular and should help drive improvements 
in pricing and underwriting margins. Operating earnings 
have benefitted from lower balance sheet financing costs 
due to low interest rates. Statutory returns remain strong in 
the mid double-digit range, benefiting from lower reserve 
requirements associated with variable annuity business and 
higher fee income from increased assets under management 
due to favorable equity-market performance.

A.M. Best expects GAAP return on equity ratios to remain 
in the high single- to low double-digit range for most 
public companies, while other measures such as return on 
assets remain fairly stable.

Operating results continue to benefit from below-average 
credit losses and, more recently, lower hedge costs. Over 
the past five years, while hedge costs were increasing, 
the significant de-risking of variable annuity products has 
somewhat offset this trend. Specifically, insurers have 
benefited from fund optimization and mandatory asset al-
location, which have helped to make earnings less volatile 
and preserved operating margins. A.M. Best notes that on 
an economic basis, though not fully reflected in operating 
results, the substantial product de-risking within variable 
annuities, including higher fees, restrictions on contribu-
tions to existing policies, hedging refinements, lower 
withdrawals and step-up rates, gradually will improve 
operating returns for those companies still writing large 
amounts of variable annuity (with guarantees) business. 
However, despite the significant product de-risking that 
has occurred, companies with large legacy blocks of un-
derperforming business still will face pressure on operat-
ing margins in 2014.

A.M. Best expects continued growth in international 
markets by both life and health companies to have a favor-
able impact on their GAAP enterprise operating returns, 
although this impact typically will not flow through statu-
tory results of U.S. legal entities. Finally, the long duration 
of the low interest rate environment has demanded a much 
more rational market pricing cycle, which is helping to 
maintain operating margins.

Risks to Operating Performance
A.M. Best believes major risks to the operating profile of 
the sector remain, most notably within the regulatory 
arena and the broader economy, with the potential for a 
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significant sell-off in the equity market or a rapid spike in 
interest rates of particular concern. With respect to inter-
est rates, a gradual rise would be favorable, but a rapid 
spike would impact annuity writers negatively through 
disintermediation of their books and likely would have the 
greatest impact on those companies lacking surrender-
charge protection.  Spread compression will continue, 
although it is likely to stabilize somewhat with higher rates 
for fixed annuities, universal life, long-term disability, tradi-
tional LTC, payout annuities and VAGLBs.

A.M. Best notes the challenges associated with generally 
tighter regulatory oversight, including increased scrutiny 
of captives, which remain as potential headwinds for the 
industry. Potential changes to permitted collateral ad-
mitted as assets for captives, such as the use of parental 
guarantees and other low-cost structures, could have an 
adverse impact if these structures no longer were permis-
sible. Worse still for some insurers would be the complete 
elimination of reinsurance captives, which would require 

“redundant” reserves to be brought back on the cedant’s 
balance sheet.

The convergence of accounting standards, potential 
stringent non-insurance related stress tests for SIFIs, the 
implementation of Solvency II and the desire for continued 
transparency all create additional risks that will evolve. 
Own Risk Solvency Assessments (ORSA), Solvency II and 
the need to continue to refine enterprise risk management 
practices while modernizing legacy systems will continue 
to require human and capital investment. 

Finally, while U.S. economic conditions continue to im-
prove, there remain many macro challenges, including 
uncertainty regarding fiscal, tax and monetary policy that 
will continue to be problematic for the U.S. economy. Fail-
ure to address these challenges may lead to an economic 
reversal, which would negatively impact some of the re-
cent progress made in the sector and negatively influence 
prospects for long-term growth.

U.S. Economic Outlook & Investments
Life and annuity companies have done well at balancing 
the risk and return characteristics of their investment 
portfolios over the past few years. Heading into 2014, the 
portfolios reflect the overall benefits of significant rebal-
ancing since the financial crisis. A.M. Best notes that this 
reflects both lessons learned and overall improved en-
terprise risk management capabilities. Lower investment 
impairments in the recent past have had an immediate 
positive impact on earnings. However, the life industry 
continues to contend with managing compressed spreads 
driven by falling yields on investment portfolios, and 
significant in-force blocks of interest-sensitive liabilities at 
higher guaranteed minimum interest rates. To date, many 
actions have been taken on both the asset and liability 
sides to combat this compression.

In 2013, life insurers continued to face economic uncer-
tainty and the prospect of a “lower-for-longer” interest rate 
environment. Worries were centered on other key macro-
economic issues, which included execution risk associated 
with the resolution of the U.S. debt ceiling; stalled budget 
talks; and an overall sluggish economy. As the industry 
enters 2014, some of these macroeconomic issues remain, 
but the needle has shifted somewhat as the economy 
improves, increasing the likelihood of rising interest rates. 
Portfolio managers are reacting by increasing the probabil-
ity of a rising rate scenario in their new money allocations.

2014 – The Economy May Be Turning a Corner (Finally)
Despite headwinds from payroll tax increases, the federal 
sequester and continuing dysfunction in Washington, 
the U.S. economy grew at an average rate of 2.7% (fourth 
quarter of 2013 vs. fourth quarter of 2012). The growth 
was driven primarily by increased investment, personal 
consumption and an overall improvement in consumer 
sentiment. The housing market continued to improve, as 
house prices increased steadily through the year. Corpo-
rate profits reached an all-time high in 2013 as companies 
continued to operate on lean budgets while adding limited 
headcount and making only strategic investments. As the 
economy continues to gain momentum into 2014, business 
investment and hiring should continue to expand, leading 
to increased economic growth and lower unemployment 
(see Exhibit 2).

Exhibit 2
Key U.S. Economic Indicators & Forecasts 
(2012-2015*)
(%) 2012 2013 2014* 2015*
Gross Domestic Product Growth 2.0 2.7 2.8 2.8

Inflation 3.1 2.1 2.0 2.3

Federal Funds Rate 0.1 0.1 0.1 0.5

10-Year Treasury 1.9 2.4 3.3 3.6

Unemployment Rate 8.1 7.4 6.6 6.1
* Forecasted
Source: A.M. Best research, Bureau of Labor Statistics, Federal Reserve and 
Bureau of Economic Analysis
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Unemployment, while still elevated, continued to decrease 
in 2013 from a rate of 7.9% in January to 6.7% in December, 
adding on average about 182,000 jobs per month. The av-
erage length of unemployment has continued to decrease 
slowly to 37.2 weeks at year-end 2013, down from the peak 
of 40.7 weeks in 2011 but well above the long-term average 
of 15.1 weeks.

While the decline in the unemployment rate is certainly 
a positive sign for the economy, the magnitude of the 
decline likely has been overstated because of the increase 
in discouraged workers. Greater focus is being placed on 
metrics such as discouraged workers and the labor mar-
ket participation rate, which has continued to decrease. 
Exhibit 3 illustrates that unlike in previous recessions, 
the gap – the difference between an unemployment rate 
that includes discouraged workers and one that does not 
– created by discouraged workers has remained elevated, 
well above historic levels. The participation rate currently 
stands at 62.8%, a level not seen since 1978, as workers 
continue to leave the labor force. Labor market participa-
tion stood at 66% in 2007 – before the Great Recession.

Inflation remains well contained below the Federal Reserve’s 
target range of 2.0% to 2.5%. While monetary policy is still 
historically accommodative, inflation has yet to increase, and 
expectations in this regard remain well anchored.

The equity markets posted a strong year, with the S&P 
500 index returning 32.3% and the Russell 2000 returning 
38.8%. The investment gains were driven in large part by 
record corporate profits, a continued increase in investors’ 
appetite for risk, a global demand for investment returns 
and continued expansive monetary policy.

Interest rates remained historically low, which helped 
industries such as housing and automobiles. With that said, 
interest rates ended the year more than 100 basis points 
higher than they were in May. This increase started after 
the Federal Reserve began discussing the possibility of 
“tapering” its current bond purchasing program known as 
quantitative easing (QE3) (see Exhibit 4).

As the economic outlook and overall performance improved, 
the Federal Reserve did announce in December that it would 
begin to taper the current quantitative easing measures in Janu-
ary, reducing monthly asset purchases of long-term Treasuries 
and mortgage backed securities to $75 billion from $85 billion. 
As the Fed is very likely to continue slowly reducing its asset 
purchases during 2014, interest rates are likely to increase mod-
estly from current levels.

However, even as it began to decrease the amount of asset 
purchases, the Fed made clear its commitment to keeping 
long-term interest rates low for an extended period in an 
effort to bolster the economy and reduce unemployment 
while keeping prices stable. A.M. Best anticipates that 
portfolio managers may need to shift somewhat from a well-
defined, low-rate environment to one where the potential ta-
pering of QE3 could accelerate the likelihood of rising rates.

Exhibit 3
U.S. Unemployment – Effect of Discouraged
Workers (1994-2013)

Source: A.M. Best research, Bureau of Labor Statistics
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Exhibit 4
U.S. 10-Year Treasuries – Tapering Impact
(April 2013-Jan. 2014)

Source: A.M. Best research, Federal Reserve
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The unwinding of the extensive amounts of expansionary 
monetary stimulus that the Fed has put in place over the 
past several years is the biggest risk to the economic outlook 
over the next 12 to 24 months. Financial markets (both 
bonds and equities) have become closely tied to the Fed’s 
actions, and as some of this excess liquidity begins to be 
drained from the system, there is a risk of financial markets 
becoming more volatile.

Asset Allocations: More of the Same
The industry is addressing compressed spreads through 
various portfolio management 
techniques, including slowing 
portfolio turnover while using 
existing liquidity and new money 
to explore less liquid opportuni-
ties to enhance yield. Therefore, 
the overarching theme in 2013, 
which is expected to persist 
through 2014, was the trading 
of liquidity for additional credit 
exposure. Although this trade has 
been underway for some time 
now, notable increased allocations 
continue to NAIC 2 and below-
investment-grade bonds, private 
placements, commercial mortgage 
loans and alternative/Schedule BA 
assets (see Exhibit 6).

A.M. Best notes that for the indus-
try, the increases continue to be on 
the margin, but there are specific 
instances in which the changes 
to allocations have been somewhat more aggressive. In 
addition, these on-the-margin allocations, when aggregated 
across asset classes, start to evidence a significant increase 
in overall credit and liquidity risk that bears watching.

Bonds remain the predominant asset class, although the activ-
ity clearly has moved toward lower investment-grade holdings 
(rated “a” or “bbb”) and private placements as life insurers 
have sought additional credit exposure to enhance yields. 
Exhibit 7 shows allocations to “a-” and “bbb” credits (NAIC 
2) are up as insurers look to replace the run-off of non-agency 
and other higher yielding structured debt. Private placements 
have increased steadily to 27% of total bond holdings.

Allocations to commercial mortgages have increased 
across the board as their performance has been solid (see
Exhibit 8). So far, insurers have been able to add yield 

without the impact of credit concerns. The portion of 
invested assets that life/annuity companies have allocated 
to this asset class remains in the low teens, well below the 
mid-20% levels last seen in the 1980s. A.M. Best notes that 
the popularity of this class has reduced the yield-enhance-
ment benefit somewhat but acknowledges the expertise 
that exists in this class for the industry as a whole, and for 
the larger players in particular.

The life and annuity sector also began to accelerate its 
allocation to Schedule BA assets beginning in 2011 after 

Exhibit 5
Quantitative Easing, the Fed's Balance Sheet & the S&P 500 
(2008-2013)

Source: A.M. Best research, Federal Reserve
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Exhibit 6
U.S. Life/Health – Invested Assets by Class
(2012)

Source:                         –– Best's Statement File - L/H, U.S.
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companies had completed a 
significant rebalancing of their 
portfolios. By year-end 2012, 
Schedule BA assets had attained 
their highest industry alloca-
tion in more than 10 years at 
roughly 4% and moved up to 
roughly 41% of capital and sur-
plus (see Exhibit 9). Of note 
is that although non-affiliated 
holdings in this class represent 
roughly 57%, the faster growth 
has been in the affiliated real estate-related BA holdings 
(i.e., mezzanine debt). A.M. Best believes that for the 
more sophisticated companies, modest allocations to 
private equity and/or hedge funds are reasonable to the 
extent these allocations both diversify risk and enhance 
yield. Additional comfort is taken from insurers’ focus 
on diversifying managers within these asset classes to 
reduce risk further. As for collateralized loan obligations, 
A.M. Best notes an increased appetite by insurers be-
cause of the floating-rate protection against rising rates. 
Most life and annuity companies that play in this space 
have investment functions with strong credit shops, 
many of which also support their private placement 
business. Finally, Schedule BA assets generally are used 
to back longer term liabilities or surplus. A.M. Best notes 
the enhanced returns and diversification of Schedule BA 
assets, but areas of concern remain because of the poor 
liquidity attributes and less than precise valuation meth-
ods usually utilized.

Manageable Impairment Levels Should Persist
Based on reported impairments in 2013, the life insurance 
industry recorded consistent performance across all asset 
classes. Bond credit impairments have been manageable 
and remain at pre-crisis levels. Reported losses in commer-
cial mortgage loans also have remained low throughout 
the financial crisis and continue to hover around historic 
lows. Performance of alternative or Schedule BA assets also 
remains good. The levels of investments on companies’ 
watch lists have returned to pre-crisis levels as well.

What if Rates Rise?
Overall portfolio yields eventually will benefit from ris-
ing interest rates. However, incremental investing in the 
modest rising rate environment is barely offsetting the 
continued run-off of higher yielding assets, many of which 
represented non-agency structured securities. The cur-
rent supply of structured securities remains well below 
their historic peak, which has pushed investment officers 

Exhibit 7
U.S. Life/Health – Bond Quality (YE 2003-YE 2012)
Share of total bond holdings.
(%)
Quality Rating 
per NAIC Designation 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Class 1 63.0 65.5 68.1 69.4 69.2 67.7 65.5 65.8 65.0 62.9
Class 2 29.6 28.5 26.1 25.0 25.0 26.0 27.0 27.3 28.4 30.8
Below Investment Grade 7.4 6.1 5.7 5.6 5.7 6.3 7.5 6.9 6.6 6.2
Total Publicly Traded Bonds 77.6 77.4 78.0 77.6 76.8 75.8 75.1 74.7 74.4 72.8
Total Privately Placed Bonds 22.4 22.6 22.0 22.4 23.2 24.2 24.9 25.3 25.6 27.2
Source:  – Best's Statement File - L/H, U.S.

Exhibit 8
U.S. Life/Health - Problem Commercial Loans
(1997-2012)
Including restructured, as percentage of total portfolio.

Source:                         – Best's Statement File - L/H, U.S.
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U.S. Life/Health – BA Asset Exposure
(2008-2012)

Source:                         – Best's Statement File - L/H, U.S.
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to look elsewhere to enhance 
returns. Bank loans also have 
become more popular with 
investment managers as the 
supply of loans increases, and 
they often are used as a buffer 
against rising rates.

In addition, until the second 
quarter of 2013, the life indus-
try reported steady growth in 
net unrealized gains from the 
low rate environment. How-
ever, with the uptick in interest 
rates experienced last summer, 
the industry saw its net unre-
alized gain position basically 
cut in half (see Exhibit 10). A similar increase in rates in 
2014 essentially would wind down this liquidity buffer. 
The bulk of this movement was felt by those insurers with 
longer tailed liabilities and hence longer duration asset 
portfolios. This large swing highlights insurers’ sensitivity 
to more rapidly rising rates.

Some Concerns Remain
A.M. Best notes the good performance exhibited by the 
industry’s investment portfolios over the past few years, 
helped in part by improving economic conditions. As a 
whole, the industry remains somewhat cautious in its 
increased allocation to nontraditional asset classes. Also, 
A.M. Best notes the prudent use of experienced outside 
investment managers to gain exposure to asset classes 
where in-house expertise is lacking. On the whole, 

A.M. Best anticipates a continued, measured increase in 
portfolio risk and maintenance of lower levels of liquid-
ity through 2014. Portfolio decisions will continue to be 
made in the context of overall enterprise risk manage-
ment and asset/liability matching. However, A.M. Best 
remains cautious in its view of the aggregate exposures 
to riskier assets. The total level of high-risk assets cur-
rently exceeds those seen during the financial crisis. In 
the aggregate, the exposure represents approximately 
60% of capital and surplus for the industry after peaking 
at 64% at the height of the financial crisis in 2008 (see
Exhibit 11).

Also a concern for A.M. Best is the amount of new money 
flowing into asset classes that have the potential to reduce the 
risk and return dynamics for insurers as spreads tighten. 

Exhibit 10
U.S. Life/Health – Change in Unrealized Gain/Loss (2003-2013)

Source: –– Best's Statement File - L/H, U.S. and Federal Reserve
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Exhibit 11
U.S. Life/Health – High-Risk Asset Exposure (2003-2012)

Source:                         – Best's Statement File - L/H, U.S.
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This could lead to investments in assets with lower under-
writing standards, such as covenant-lite debt offerings or 
higher loan-to-value commercial mortgage loans. Finally, al-
though the overriding investment focus remains on managing 
compressed spreads, A.M. Best notes the increased likelihood 

of rising rates and their direct impact on investment portfo-
lios, which recently have been reducing liquidity. As such, the 
industry could face increased disintermediation in the near 
future if rates rise too rapidly, and companies may be faced 
with selling assets at inopportune times.

Rating Trend Review
In aggregate, rating changes in 2013 for life/health insur-
ers continued their positive trend. On a rating unit basis, 
upgrades outpaced downgrades by greater than a 2.5 to 1 
margin (see Exhibit 12).

Positive rating actions reflected a combination of changes 
in ownership where stronger parent organizations acquired 
smaller entities; improved earnings and/or capitalization; 
and increased parental consideration. In cases of increased 

Exhibit 12
U.S. Life/Annuity & Health – Rating Changes*
(2013)

* Issuer Credit Rating (ICR) basis; multicompany groups are treated as one unit.
Source: A. M. Best  data & research 

6

9

25

14

15

39

0 10 20 30 40 50

Health Downgrades

Life/Annuity Downgrades

Health Upgrades

Life/Annuity Upgrades

Total Downgrades

Total Upgrades

Rating Changes (#)

Exhibit 14
U.S. Life/Annuity & Health – Rating Outlooks*
(2013)
As of Dec. 31, 2013.

* Issuer Credit Rating (ICR) basis; multicompany groups are treated as one unit.
Source: A.M. Best data & research
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Exhibit 13
U.S. Life/Annuity & Health – Rating Distribution* (2013)
As of Dec. 31, 2013.

* Issuer Credit Rating (ICR) basis; multicompany groups are treated as one unit.
Source: A.M. Best data & research
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parental consideration, subsidiaries 
within larger groups either benefit-
ed from improved financial strength 
of parent organizations or were 
viewed as a more significant or stra-
tegic contributors to their overall 
organizations (as viewed within 
A.M. Best’s criteria report Rating 
Members of Insurance Groups).

Conversely, rating downgrades 
largely reflected changes in busi-
ness profile and/or deterioration 
in capitalization. However, some 
companies also were affected 
negatively by issues at an affiliate 
and/or its parent, while acquisition 
by a weaker parent organization caused drag on certain 
ratings. Overall, the number of rated companies within the 
“Secure” rating categories exceeded 95% (see Exhibit 13).

The proportion of life/health insurers with stable rating 
outlooks on an Issuer Credit Rating (ICR) basis exceeded 
91% at year-end 2013 (see Exhibit 14). The continuation 
of stable rating outlooks on the majority of life/health com-
panies reflects a generally favorable trend in earnings; low 
credit impairments in investment portfolios; and stable 
risk-adjusted capitalization. Additionally, companies have 
continued to refine their risk management capabilities and 
integrate these processes into their operations.

Life/Annuity Rating Factors
In 2013, there were more rating upgrades than downgrades 
in the life/annuity segment. This continued a trend seen 
over the past three years. On an ICR basis, there were 14 up-
grades and nine downgrades. Rating changes last year were 
driven by applications of A.M. Best’s group rating criteria as 
well as by improvements in industry fundamentals.

Rating upgrades were driven primarily by rating en-
hancement provided to subsidiaries that were viewed as 
more strategically integrated with their parent organiza-
tions. A similar amount of ratings were upgraded be-
cause of improvements in capitalization and profitability 
trends. Rating downgrades during 2013 were primarily 
the result of deterioration in business profile, as large or-
ganizations focused on core lines of business and placed 
less emphasis on ancillary product lines. In these cases, 
the entities in those ancillary lines were either placed 
into run-off or were viewed as less strategically impor-
tant (see Exhibit 15).

The proportion of rating outlooks as of year-end 2013 
remained relatively consistent with the prior year end, as 
both positive and negative rating outlooks were approxi-
mately 4%. The preponderance of stable rating outlooks 
reflects A.M. Best’s expectations of favorable trends in 
earnings, improvements in the performance of investment 
portfolios and generally enhanced capitalization through-
out the life/annuity industry.

Exhibit 15
U.S. Life/Annuity – Rating Change Rationales* (2013)

* Issuer Credit Rating (ICR) basis; multicompany groups are treated as one unit.
Source: A.M. Best data & research
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U.S. Health Care Industry Evolves; 
New Markets and Prospects Emerge

The Patient Protection and Afford-
able Care Act (PPACA), commonly 
referred to as health care reform, 
was on everyone’s mind in 2013. 

Insurance companies continued to make preparations 
for changes that were about to become effective, Jan. 
1, 2014, many of which began in prior years. In plan-
ning for open enrollment which began Oct. 1, 2013, 
insurers redesigned products to be offered on the 
exchanges, implemented benefit changes to comply 
with essential health benefits, filed new rates with 
regulators, and made modifications to their informa-
tion technology systems. Throughout all of this, health 
insurers appeared to have adequately adapted, even 
with the issues that occurred during the initial rollout of the 
federal exchange and some of the state-based exchanges.  

To operate in a post-PPACA environment, insurers also needed 
to adjust some of the business models from which they had 
previously operated. There are a number of macro-factors 
at play, including regulatory, demographic and economic 
factors. Health insurance is now moving more toward a retail 
environment with the federal and state-based exchanges, 
and with more focus on direct-to-consumer marketing. Many 
employer groups are considering/electing to offer a private 
exchange model for some or all of their employees’ various 
health product needs. The aging of the U.S. population has led 
to increased interest in Medicare – both Medicare Advantage 
(MA)and Medicare supplement – among health insurers. In ad-
dition, Medicaid is being expanded to account for the growing 
number of unemployed who need health care coverage.  

National health expenditures’ (NHE) upward trend has been 
steady, and is projected to continue through 2022. Consistent 
year-over-year increases just under 4.0% have occurred in each 
of the past several years, and 2013 is expected to be similar 
(see Exhibit 1). However, a noticeable spike to about 6.1% is 
projected for 2014. This is when states, which have opted to ex-
pand Medicaid under provisions of PPACA, will begin to cover 
potential new enrollees in households with incomes up to 133% 
of the federal poverty level (FPL). The Medicaid expansion has 
been adopted by about 25 states, including California and New 

York, which have some of the highest numbers of potential 
enrollees. However, the health care industry, including health 
plans and insurers, providers, state and federal government 
payors, and other interest groups, are all working on a myriad of 
initiatives to help control the escalating costs of health care.   

To help contain costs and minimize premium increases, health 
insurers have worked with providers to create narrow net-
works and accountable care organizations (ACOs), which seek 
ways to select provider-insurer relationships based on lower-
ing costs and achieving greater operating efficiencies. While 
margins compressed in 2013, health insurers have remained 
profitable, although they have faced increased expenses from 
the PPACA implementation. The shift in business mix to more 
government-funded segments, and from fully insured to self-
funded – both of which have lower margins – also aided in the 
margin decline. Moreover, there is the potential for adverse 
claims experience and an increase in utilization resulting 
from the new population of customers. Earnings pressures are 
expected to continue in 2014 and 2015.  

A.M. Best believes the health industry, in general, is pre-
pared to operate at lower margins. Many companies are 
well-capitalized and strategically positioned for challenges 
they will face in the near-to-medium term. Hence, in Janu-
ary 2014, A.M. Best maintained its stable rating outlook on 
the health insurance sector. A.M. Best will monitor finan-
cial results throughout the year as they become available.

Analytical Contacts
Sally Rosen, Oldwick 
+1 (908) 439-2200 Ext. 5280 
Sally.Rosen@ambest.com

Joseph Zazzera, Oldwick 
+1 (908) 439-2200 Ext. 5797 
Joseph.Zazzera@ambest.com

Editorial Management
Carol Demyanovich

* Projected
Source: Centers for Medicare & Medicaid Services

Exhibit 1 
U.S. Health – National Health Expenditures (2005-2022)
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Industry Trends 
Insurer/Provider Cooperation and Market Consolidation: 
Blurring the Lines
In addition to PPACA’s impact on health insurers, the provider 
community is also feeling the effects of the new law, which 
has precipitated merger and acquisition (M&A) activity and 
provider consolidation. Also, further cooperation and collabo-
ration between health insurers and providers has been an in-
creasing trend for several years. Providers – such as individual 
doctors, physician practices and groups, and other types of 
brick-and-mortar facilities – are considering a variety of part-
nership options to further improve operating efficiencies and 
leverage themselves through greater scale. There has been a 
precipitous increase in ACOs, medical homes and other new 
reimbursement models, which has created new paradigms 
to help improve cost, quality and overall total management 
of care. Discussed in Delivering Health Care in America, A 
System Approach (Shi and Singh), the “quad-function” model 
identifies and defines the following core components of the 
U.S. health care system and how they fit together:  

Financing: employer- , government- , or individual-funded;

Insurance: insurance companies, Blue Cross/Blue Shield 
or self insurance;

Delivery/Providers: physicians, hospitals, nursing 
homes, diagnostic centers, community health centers 
or medical equipment vendors; and

Payment: insurance companies, Blue Cross/Blue Shield 
or third-party claims processors.

These functions are evolving and becoming better aligned 
in this new operating environment with a focus on improved 
patient-care management at an overall reduced cost.

Recently, increased regulatory and business pressures 
have led to growth in joint ventures and M&A activities 
between hospitals (see Exhibit 2), health care systems 
and insurers. There has been interest from health plans in 
acquiring provider capabilities, and conversely, renewed 
interest by providers in acquiring or forming health plans. 
However, the current provider consolidation movement is 
occurring when demand for medical services – through 
the new health care law and recently introduced health 
insurance exchanges – is expected to continue to grow 
rapidly, therefore requiring broader options for consumers. 

While certain studies have suggested that increased consolida-
tion gives providers greater negotiating power and may limit 
competition, other studies argue that certain markets are 
oversaturated, and hospital consolidation/closures, in particu-
lar, are necessary. Whichever stance is taken, the common 
factor for both is that providers operating in less-competitive 
environments are typically able to charge higher prices to 
health plans, which can result in elevated insurance premi-
ums, in contrast to what the industry is trying to achieve. A.M. 
Best will continue to monitor the rising trend in partnering 
and provider consolidation, and the long-term impact it has on 
health-cost trends and the overall insurance market. 

Narrow-Network Products: Coming Into Focus
Over the past several years, health insurance companies – in 

various parts of the country – gradually began to 
introduce and test narrow-network products. 
Companies often use the term, “high-performance 
network,” to indicate that providers are selected 
based on quality and cost efficiency. Through a 
narrow network, carriers increase the ability to 
control the cost of claims and can offer products at 
a lesser premium than that of broad-network prod-
ucts. Initially, these products were offered primarily 
to small groups as a cost-saving opportunity. How-
ever, over time, some health insurers began to offer 
narrow-network plans in the individual market, 
gradually replacing old preferred provider organiza-
tion (PPO)-type policies for existing customers. 

Narrow-network products came into full focus as the 
industry was preparing for the exchange environ-
ment and designing lower-cost products that would 
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provide some de-
gree of protection 
against potential 
adverse selection. 
The narrow net-
work somewhat 
mitigates the risk 
of adverse selec-
tion based on a 
reputation for wide 
access and rich 
service level. Since 
health insurance 
companies have 
a choice to offer 
exchange products 
only in certain 
counties, the deci-
sion to participate 
on the exchanges 
is usually tied to the availability of an efficient provider cost 
structure in every locality. From an initial look at different 
states’ exchange products, it appears that a majority of policies 
offered on the exchanges are based on a narrow network 
rather than a traditional wide-access PPO. 

Over the past several years, the narrow network for com-
mercial products has been gradually expanding. However, 
during 2013, we saw a new development – network 
reduction for MA products. In order to offset the cuts in 
MA reimbursement rates, some carriers are reducing the 
number of providers in their MA networks, usually by 
eliminating the high-cost specialists. Since many believe 
that PPACA has not done nearly enough to address the 
issue of rising health care costs, a transition to narrow 
networks can be viewed as one of the insurance indus-
try’s attempts at cost reduction by channeling utilization 
through more efficient providers. 

Overall, A.M. Best considers the quality and reach of the 
provider network as important factors in companies’ busi-
ness profiles. However, the narrow-network products may 
become a “new norm” for the individual market as health 
insurers are under pressure to lower cost trends to main-
tain profitability and preserve capital.

Electronic Medical Records (EMR): 
Health Care Costs, Bending the Curve
As part of the economic stimulus package – specifically 
known as the Health Information Technology for Eco-
nomic and Clinical Health (HITECH) Act – billions of 

incentive dollars have been allocated toward furthering 
the promotion, implementation and demonstration of 
the “meaningful use” of health-information technology, 
focusing on electronic medical records (EMR), sometimes 
called electronic health records (EHR). With the potential 
for receiving federal funds, the health care industry was 
fast to embrace the use of EMR technology, but the ability 
to demonstrate meaningful use did not occur as quickly 
as anticipated. In order for providers to qualify for federal 
funds and be awarded Medicare and Medicaid incentives, 
they were required to demonstrate meaningful use of a 
certified EMR, based on a set of standards established by 
the U.S. Department of Health and Human Services (HHS). 
In addition, there will be financial penalties for providers 
who are not using EMRs by 2015 (see Exhibit 3). 

In some cases, health care providers and health plan/insur-
ance carriers have collaborated to fund and implement these 
systems, which can help both sides manage patient/member 
health and safety, while reducing health care costs. Providers’ 
implementation of EMR is expected to lead to more efficient 
processes and care plans. EMRs have the capability to help 
providers and health plans capture patient/member informa-
tion and generate improved methods of monitoring patient 
care and outcomes. Providers and insurers can leverage 
information gathered and shared from a variety of sources to 
determine the clinical value of specific treatments and how 
to improve them. Shared data utilizing EMR systems can 
also allow both parties the ability to gain insight into medi-
cal procedures and drug usage, and offers other opportuni-
ties to capture and analyze data at a significantly lower cost. 

Exhibit 3
U.S. Health – Electronic Medical Records Deadline
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A.M. Best will continue to monitor how effective care-man-
agement programs and the improvement in data analytics, 
through the use of EMR, impacts cost and quality of patient 
care in the new health care environment. 

As health care costs – as measured by NHE – have increased 
significantly over the past decade, the industry continues 
to seek ways to measure and control overall expenditures 
without compromising patient care. EMR will be an 
important tool in helping insurers bend the cost curve moving 
forward. A.M. Best will continue to communicate with carriers 
and providers about how they can best implement lower-
cost, quality-of-care initiatives to help improve member 
health, while maintaining adequate financial strength. 

Retail Health Insurance Market
With the advent of health care exchanges, health insurance is 
becoming more of a commodity sold in the same fashion as 
retail merchandise. In fact, health insurance companies are 
seeing more sales from direct-to-consumer channels, such as 
their own websites and call centers. Additionally, some health 
insurance companies have opened or expanded the number 
of retail stores and kiosks to provide one-on-one interaction 
with consumers. In certain cases, retail locations – paired 
with wellness programs, clinical services and customer 
service support – are open at night or on weekends, outside 
of the normal nine-to-five workday. Additionally, some retail 
stores have multi-lingual staff to provide assistance to custom-
ers in their native language. Insurers are working to make 
available services that complement their health products and 
are useful to their members and the public. 

Other insurers are forming relationships with large retail-
ers in their local markets, such as Walmart, Walgreens and 
CVS Caremark, in order to have in-store representatives 
providing health-insurance information and selling their 
insurance products. Insurers are also adjusting sales and 
marketing techniques to reach their target markets, includ-
ing community outreach programs that provide educa-
tional materials and access to company personnel, to help 
consumers adjust to the new health care marketplace and 
to purchase health insurance products. 

Insurers have increased marketing and advertising cam-
paigns over the past few years to build strong brand aware-
ness with consumers as they transition to a retail environ-
ment for their products. Many insurers are now advertising 
to consumers, both existing members and new enrollees. 
Health insurers are also addressing a consumer-focused 
market through social media and customer interactions. 
Customer service enhancements are being implemented to 

achieve a higher level of satisfaction and improve the over-
all experience to build brand loyalty. The initial sale of a 
health insurance product is only part of the transition to a 
retail environment, as customer satisfaction and retention 
are also being emphasized. To achieve this, health care 
companies are working to simplify their interactions with 
members and provide more personalized services. 

A.M. Best will continue to have discussions with health 
insurers about their progress in addressing the concerns 
and needs of a consumer-focused marketplace, operational 
quality and enhanced service initiatives, and the effect that 
the shift to a retail environment is having on operating and 
marketing expenses, enrollment and financial performance.   

Private Exchanges  
A private exchange provides an employer a model that al-
lows employees to select from different plans, potentially 
with different carriers. There are no government premium-
assistance subsidies available to those shopping for cov-
erage on private exchanges; however, companies, par-
ticularly mid-size and large employers, may elect to offer 
employees incentives to participate. Additionally, an option 
does exist for individuals, who are not part of an employer 
group and not eligible for the tax credits, to participate in 
private exchanges as well.

Private exchanges operate either with or without defined 
contribution models. Additionally, the flexibility of plan 
designs, which are set up within a private exchange by an 
employer group, is an attractive proposition for any mid- to 
large-size company with complex benefit offerings. The 
defined model allows for companies to remain engaged 
in employees’ health care and healthy lifestyle choices, as 
private exchanges may offer alternative health and well-
ness products, in addition to single and multi-carrier health 
insurance product offerings.   

An exchange, by design, allows for competitive pricing. 
Margins among the competing carriers on a private ex-
change are expected to be pressured. According to a Booz 
& Co. study, The Emergence of Private Health Insurance 
Exchanges, growth will be dependent upon the near-term 
ability of private exchange proponents to address key 
employee concerns, such as the inexperience of private 
exchange administrators and maintaining competitive 
benefits, as well as payor concerns, such as margin com-
pression and disintermediation. Furthermore, growth in 
private exchanges may be realized by employer organiza-
tions opting to relieve themselves of the administrative 
burden of managing multiple-carrier benefit options.  
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The emerging private exchange market has attracted various 
participants. Large consultant groups, as well as large carriers, 
have announced plans to develop private exchanges, as well 
as work with established private exchanges. Competition to 
provide services in this market space is expected to be intense. 

International Expansion
Driven by the economic and regulatory environment of 
the past five years, the health insurance industry has been 
challenged to diversify and find new domestic revenue 
sources. As a result, a somewhat unexpected diversifica-
tion trend has emerged as U.S. health insurers began to 
show increased interest toward global expansion and tap 
the emerging markets for growth opportunities.  

Historically, most of the large U.S. health insurers have 
had very limited overseas operations, primarily intended 
to provide coverage to expatriates and offer multinational 
employers solutions for their global workforce. Lately, these 
insurers are expanding their roles from providers of health-
insurance solutions for local markets in various countries, to 
having an increased interest in emerging economies to take 
advantage of operating environments that offer growth op-
portunities and profitability due to favorable demographic 
trends, income growth and decreased regulations. 

It is widely expected that global demand for efficient 
managed-care health-insurance solutions might grow in 
the near term in both developed and emerging markets. 
Recent transactions include:  

In 2012, UnitedHealth Group (United) announced a
$4.9 billion acquisition of Brazil’s largest health insurer, 
Amil Participacoes SA.

Cigna Corp. (Cigna), which historically has had the 
largest overseas operations among U.S. health insurers, 
recently announced international growth as one of its 
core strategies. In addition to growing its presence in 
Europe in 2011 and 2012, Cigna established joint ven-
tures in India and Turkey, with the intention to market 
life and health products. 

In 2013, Aetna Inc. (Aetna) announced the acquisition of 
InterGlobal Group, a U.K.-based company specializing in 
international private medical insurance for groups and 
individuals in the Middle East, Asia, Africa and Europe. 

In 2014, a group of Blue Cross Blue Shield plans, led by 
WellPoint Inc. (WellPoint), entered in partnership with 
a U.K.-based company, Bupa Insurance Group, to create 

the world’s biggest provider network for international 
insurance customers. The partnership will initially 
focus on benefits for expatriates and global clients, but 
may expand later to include local offerings.

International expansion might bring a number of feasible 
challenges for U.S. health insurers with the most serious 
being the increase in risk profile due to elevated country 
risk factors. Doing business in the emerging markets will 
expose U.S. health companies to political, economic, regu-
latory and financial risks stemming from potential instabili-
ties of these new markets. Nevertheless, in the near term, 
the share from international operations – including emerg-
ing markets – is expected to remain limited compared to 
overall business volume, even if health insurers pursue a 
fairly aggressive global expansion. 

Self-Funding Health Insurance: 
Not Just for Large Groups Anymore 
Self-funded health insurance, historically more common 
among large employer groups, has moved down market 
and become a trend among smaller companies consider-
ing alternative financial arrangements (see Exhibit 4). 
The benefit to employer groups is predominantly financial, 
with large potential cost savings and the added flexibility 
in defining covered benefits. Employer groups only have 
to pay actual employee claims incurred, and the admin-
istrative-services-only (ASO) fee to the health insurer for 
administering the account, which is usually a fixed 
per-member, per-month (PMPM) charge. ASO accounts are 
also exempt from state health-insurance regulations and 
coverage mandates, as well as from many provisions 
of PPACA. Also, self-funded plans are not:

Subject to the new health reform fee on insured pre-
mium revenues;

Required to comply with the mandated essential ben-
efits; and 

Subject to minimum medical loss ratio (MLR) requirements. 

Generally, employer groups purchase stop-loss coverage, with 
specific deductibles, or on an individual/aggregate basis, to 
insure against catastrophic claims. Self-funded health insur-
ance requires discipline by the employer group to allocate 
funds for claims regularly. This is based on prior experience 
for their particular group and actuarial projections – and 
diligence by the insurer to manage receivables for employer 
groups’ claims for self-funded accounts. Health insurers may 
require collateral for certain self-funded accounts. 
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Recently, regulators and industry groups have 
recommended setting or increasing minimum 
attachment points – or deductibles – for stop-loss 
policies to prevent adverse selection against the 
fully insured small-group market. The National 
Association of Insurance Commissioners (NAIC) 
has proposed a model that triples the recom-
mended specific attachment point to $60,000. 
Although NAIC models are not law, states 
generally use these models as the basis for their 
laws and regulations. As an example, California 
recently passed legislation for policies issued after 
Jan. 1, 2014, which set minimum and aggregate 
attachment point requirements. California’s law 
also increased the minimum attachment point 
amount for policies issued after Jan. 1, 2016. 

More regulation in this market/area could oc-
cur as very low attachment points are being 
viewed by regulators as making stop-loss products simi-
lar to that of indemnity health products. There are also 
concerns about small employers’ abilities to maintain 
self-funding of their employee health benefits. Any new 
regulations on stop-loss coverage would likely impact 
the small-group market most, as it would make 
self-funded health insurance less attractive financially.

A.M. Best will monitor industry trends on self-funding 
and the stop-loss market, as well as new proposals and 
legislation. Additionally, A.M. Best will engage in discus-
sions with health insurers regarding the impact of these 
trends on their total membership, revenues and earnings 
for the ASO lines of business, and their plans to manage 
to the changing market dynamics of this segment.

Product Trends 
Dental Plan Participation on Exchanges
A provision of PPACA mandates a pediatric-dental product 
offering on the health insurance exchange as part of the 
essential health benefits. It is expected that the exchanges 
will drive growth in consumer dental spending and utiliza-
tion of services. The exchange participants for pediatric-
dental product offerings include large multi-line carriers 
and stand-alone plans. In some exchanges, the pediatric-
dental product is included with the medical benefits as 
medical and dental carriers work together to offer a 
combined product.

Despite the lack of uniform adult dental-benefit offerings 
across the exchanges, the PPACA Medicaid expansion of 
coverage is expected to impact the demographic of those 
over the age 19 receiving dental care. As of December 
2013, according to a report from the Centers for Medicare 
& Medicaid Services (CMS), around 25 states have elected 
to move forward with expanding Medicaid coverage. 
Prior to Jan. 1, 2014 – the effective date of coverage – 11 
states offered extensive adult-dental Medicaid benefits. 
As adult dental is not a mandated Medicaid benefit, it is 

up to individual states to determine whether to provide 
adult-dental Medicaid coverage. The Medicaid expan-
sion is certainly an area of growth for dental carriers. A 
study commissioned by the American Dental Association 
estimates that an additional 2.9 million pediatric-dental 
visits and 7.5 million adult-dental visits will stem from the 
Medicaid expansion alone, assuming the same utilization 
patterns as current beneficiaries.

Vision: Insight Into New Markets
While the vision insurance segment has historically 
focused on the employer group market, PPACA has acceler-
ated insurers’ expansion into the relatively small, but grow-
ing, individual and voluntary-vision markets. In response to 
PPACA’s pediatric-vision care requirement, several carriers 
have specifically created and introduced suitable individual 
products. In the vast majority of states, vision insurers 
have partnered with health insurers to provide pediatric-
vision coverage as a component of their exchanges’ health 
insurance plans. In a few states, individuals will be able 
to acquire stand-alone vision-insurance plans by accessing 
them via links on state exchange websites. 
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Going forward, the vision-insurance segment is anticipated 
to generate premium growth from PPACA-related business 
through both Medicaid and pediatric enrollments. In addi-
tion, the trend of increasing demand for vision benefits, by 
both consumers and employers, is expected to continue, 
fueling modest growth in this segment. However, PPACA-
related expenses are anticipated to partially offset higher 
premium revenue, resulting in flat to lower earnings in the 
near term. A.M. Best will monitor the impact of this growth 
on vision insurers’ top and bottom lines in 2014 and beyond.  

Long-Term Care 
The long-term care (LTC) segment will continue to face the 
following challenges: ongoing deterioration in claims costs 
thereby pressuring margins, which offsets premium rate 
increases; potential reserve increases over time with poor 
industry claims experience; a low interest-rate environment; 
lower-than-expected lapses; and cost inflation. A.M. Best 
believes LTC has the highest risk of all health insurance 
products according to A.M. Best’s product risk scale.

A.M. Best expects to see more development of hybrid prod-
ucts, where universal or whole life insurance is combined 
with LTC riders. Currently, combination products repre-
sent a relatively small portion of the market, but the trend 
continues to evolve. In addition, more carriers are selling 
short-term care policies. This insurance is also known as 
short-term recovery care, short-term recuperation, short-
term rehabilitation or short-term convalescent care. These 
policies are not standardized and vary by insurance com-
pany. The policy offers coverage for one year or less, shorter 
elimination periods, less stringent underwriting, and a price 
that is more affordable than traditional LTC insurance.

In 2014, the number of states with Medicaid-managed LTC 
programs is expected to grow to 26, compared to eight 
states about 10 years ago. As the number of senior Ameri-
cans continues to grow and life expectancy lengthens, few 
people are financially prepared for LTC services. Accord-
ing to the Kaiser Family Foundation, the Medicaid program 
spends more than $130 billion annually on LTC needs of 
approximately 4 million people. The dual-eligible 
population, individuals qualifying for both Medicare and 
Medicaid, receives the bulk of that care. LTC accounts for 
65% of Medicaid spending on dual-eligibles. States are 
embracing managed LTC as a result of increasing cost 
pressures and more emphasis on coordinating services. Each 
state may differ in managed LTC-program requirements.

A.M. Best maintains a pessimistic view of the LTC segment. 
The market will continue to be hindered by older blocks 

of business that were less conservatively underwritten or 
priced using inaccurate assumptions, and will continue to 
require premium rate increases and reserve strengthening. 

Medicare Supplement
Medicare supplement, also called Medigap insurance, is 
expected to continue to grow in terms of policy sales and 
premiums over the next few years. This product is one of 
the health insurance product lines outside of the PPACA’s 
regulatory framework, and in recent years, has attracted an 
increasing number of insurance companies. Its popularity 
is due to an aging U.S. population. More than 3.3 million 
Americans will become eligible for Medicare this year, 
which provides a huge number of potential customers. The 
short-tailed nature of the product reduces some of the risk if 
the products are mispriced, and some seniors may gravitate 
back from MA plans given its changes in funding. Competi-
tion in Medicare supplement has been intense in recent 
years, coming from larger, more aggressive national carriers, 
which has made it more challenging for small to medium-
sized companies. As a result, some of these smaller compa-
nies have partnered with larger carriers to sell this product. 

Enrollment in Medicare supplement coverage increased to 
10.2 million policies inforce in 2012, from 9.9 million in 
2011. Total annualized new premium for the industry was 
approximately $3.1 billion. Over the past several years, the 
fastest growing plans have included newer standardized 
plans that contain enrollee cost-sharing requirements, 
including co-payments, coinsurance, and/or other deduct-
ibles. Traditionally, the most popular plans have covered 
all or most of Medicare’s deductibles and coinsurance. 
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Medicare supplement is essentially a commodity prod-
uct. Product prices are subject to constant scrutiny and 
comparison with competition. The Medicare supplement 
market can be cyclical and companies may, or have, 
become aggressive in pricing, which is generally followed 
by requests of larger-than-normal premium rate increases 
from regulators. If state regulators become more hesitant 
to allow these large rate increases, company financial 
results could be impacted.

Medicare Advantage
By 2020, more than 54 million people in the United States – 
representing 16% of the population – will be age 65 or older, 
according to the HHS, Administration on Aging. This num-
ber is expected to grow to about 72 million by 2030, and 
81 million by 2040, reaching over 88 million in 2050. These 
projections have led to increased interest by health insurers 
to participate in MA plans, and by the market’s players to 
acquire other plans to further their geographic reach, and 
gain membership and experience in this sector. Further-
more, many individuals who will turn 65 and age into the 
Medicare program, have been utilizing managed-care plans 
in their pre-age 65 health insurance coverage. As such, these 
individuals are more willing to opt for a Medicare Advantage 
plan than for the traditional fee-for-service Medicare, either 
with or without a Medicare supplement plan. 

Consistent growth in MA plans has been seen in the past five 
years, with rates of 9% in both 2012 and 2013. Enrollment 
in MA plans – according to CMS data – topped 15 million in 
December 2013; an increase of more than 1 million from 
the prior year (see Exhibit 5). When MA prescription drug 
plans (PDP) are added, 
total enrollment increases 
to almost 38 million. 

Margins for MA plans 
are expected to be un-
der pressure in the near 
term due to multiple 
factors including: 

A reduction in reim-
bursement rates from 
the federal govern-
ment as payments 
move toward fee-for-
service parity; 

The need for plans to 
achieve higher quality 

scores to receive a payment as part of the Star bonus 
program; and 

The impact of the health insurance fee, which may 
cause an increase in premiums in 2014 and beyond. 

However, given the aging of the U.S. population and the 
number of individuals who will become Medicare-eligible 
in the next 10 years, A.M. Best expects health insurers to 
remain active participants in MA programs. Consolidation 
– which has already occurred, as carriers look to expand 
their geographic footprints and membership – is a trend 
that is expected to continue.

Medicaid
Medicaid enrollment has grown to more than 57 million in 
2012, from 34 million in 1995. This increase, combined with 
pressure on state budgets, has led to a rise in the number of 
states converting from traditional fee-for-service Medicaid to 
managed-care programs. In 2001, nearly 57% of the total Med-
icaid population, or 20.8 million people, were covered under a 
Medicaid managed-care plan, according to data from the CMS. 
By 2010, that number had grown to 39 million, representing 
more than 70% of the total Medicaid population (see Exhibit 6).

Medicaid managed-care plans typically insured those 
members who were covered by the Temporary Assistance 
to Needy Families (TANF) programs. However, with a rising 
number of Medicaid enrollees that are blind/disabled or age 
65 or older, states have become increasingly interested in 
covering these high-risk populations under managed-care 
programs. The number of individuals covered by Medicaid, 

Source: Centers for Medicare & Medicaid Services

Exhibit 6
U.S. Health – Managed Care Enrollment as a Percentage of Total Medicaid 
Population (2001-2010)
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who were age 65 and over, has grown to more than 5.0 
million in 2013, from 3.7 million in 1995. The number of 
Medicaid participants who are blind/disabled has grown to 
9.6 million from 5.8 million during the same time period. 
Additionally, all of the individuals age 65 or over, and many 
of the blind/disabled, are considered to be dual eligible, and 
are covered by both Medicare and Medicaid.

In fall 2012, the AARP Public Policy Institute surveyed the 
50 states and District of Columbia regarding initiatives to 
cover the dual-eligible population. According to the survey, 
34 states either had a dual-integration program or plan to 
implement one over the next few years. In addition, the ma-
jority of states are looking at managed-care models to deliver 
integrated services. With this segment’s growing population, 
escalating costs, and increasing focus on coordinating and 
improving patient care – both in and out of facilities – A.M. 
Best expects to see continued requests for proposals from 
states looking to implement and expand these programs. 

In June 2012, the Supreme Court ruled that a provision 
of PPACA to expand Medicaid eligibility to include those 
with earnings up to 133% of the FPL was not mandatory 
and was a state decision. As a result, there has been much 
discussion in all states regarding the Medicaid expansion. 
Many states have not yet opted to expand Medicaid, but 
some are still discussing the issue. Therefore, the number 
of states choosing to expand Medicaid may still change.

Growth Potential
About 29% of the U.S. population – currently living at or 
below 100% of the FPL – was enrolled in Medicaid in 2012, 
according to the Urban Institute for the Kaiser Commission 
on Medicaid and the Uninsured. An additional 42% of the 
population, or 19.5 million people, are currently uninsured 
(see Exhibit 7a). 

With Medicaid-eligibility requirements increasing to 133% 
of the FPL, an estimated 8.3 million people who are cur-
rently uninsured, would also become eligible. However, 

not every state is accept-
ing the Medicaid expan-
sion. Accounting only for 
states accepting expan-
sion and applying each 
state’s uninsured rate, 
3.8 million people cur-
rently uninsured could 
potentially qualify. This 
would lead to an estimat-
ed 23.3 million people 
currently uninsured 
being eligible for Medic-
aid. If every state were 
to accept the expansion, 
estimated new potential 
enrollees would increase 
to 27.8 million people 
(see Exhibit 7b).  
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U.S. Health – Population at 100% 
Federal Poverty Level

Exhibit 7b
U.S. Health – Eligible Enrollees for 
Medicaid Expansion
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An issue brief was published in January 2014 by the 
HHS, Office of the Assistant Secretary for Planning 
and Evaluation, reporting on enrollment for the health 
insurance marketplace from Oct. 1, 2013, through 

Dec. 28, 2013. In that report, slightly more than 1.5 
million individuals were determined or assessed 
eligible for Medicaid/Children’s Health Insurance 
Program (CHIP).

Financial Review
Earnings
Health insurers’ earnings remained strong in 2013, which 
included for-profit companies, Blue Cross Blue Shield car-
riers and others (see Exhibits 8 and 9). While overall net 
income rose, margins declined, driven by: 

Premium growth;

The shift in business mix; 

The impact of a multi-year trend of lower broad-based 
utilization; and

Companies’ pricing at levels that are closer to actual 
medical trend.

Health insurance companies have seen continued growth 
in government-funded business, such as Medicare and 
Medicaid, which both have higher medical loss ratios than 

Exhibit 8
U.S. Health – 9-Month GAAP Analysis (Year-to-Date September 2012 - September 2013)
($ Millions)

Year-To-Date September 2013

Total Revenue Underwriting Income Net Income Return on Revenue EBITDA Margin Debt/Capital 
Aetna Inc. 1 $34,112 $2,465 $1,543 4.5% 10.7% 37.7%
Centene Corp. 8,189 240 111 1.4 10.0 30.5
Cigna Corp. 24,229 1,223 1,118 4.6 9.1 34.7
Health Net Inc. 7,932 237 150 1.9 10.8 23.8
Humana Inc. 31,126 2,040 1,261 4.1 19.8 21.3
Molina Healthcare Inc. 4,883 187 62 1.3 3.8 20.8
Triple-S Management Corp. 1,789 48 56 3.1 9.5 11.9
UnitedHealth Group Inc. 91,372 7,635 4,246 4.6 13.5 34.4
Universal American Corp. 1,617 -3 -91 -5.6 -17.5 17.4
WellCare Health Plans, Inc. 7,089 231 132 1.9 35.9 18.6
WellPoint Inc. 2 53,453 3,687 2,342 4.4 8.4 37.5
Total $265,791 $17,988 $10,931 4.1% 11.2% 33.7%

Year-To-Date September 2012

Total Revenue Underwriting Income Net Income Return on Revenue EBITDA Margin Debt/Capital 
Aetna Inc. 1 $26,667 $2,172 $1,468 5.5% 12.7% 30.1%
AMERIGROUP Corp. 6,449 208 97 1.5 6.1 25.1
Centene Corp. 6,304 38 -7 -0.1 0.1 29.2
Cigna Corp. 21,603 1,611 1,217 5.6 10.2 35.4
Coventry Health Care Inc. 10,755 697 368 3.4 8.9 25.5
Health Net Inc. 7,984 7 116 1.5 5.9 24.4
Humana Inc. 29,569 1,636 1,030 3.5 21.9 15.7
Molina Healthcare Inc. 4,450 25 -16 -0.4 -1.5 25.7
Triple-S Management Corp. 1,819 32 36 2.0 6.4 13.0
UnitedHealth Group Inc. 81,849 7,597 4,282 5.2 15.6 30.1
Universal American Corp. 1,623 31 39 2.4 14.9 13.8
WellCare Health Plans, Inc. 5,421 238 136 2.5 70.3 9.8
WellPoint Inc. 2 46,176 3,208 2,191 4.7 10.4 36.3
Total $250,668 $17,502 $10,957 4.4% 12.6% 30.4%
1Aetna Inc. completed the acquisition of Coventry Health Care Inc. in May 2013.
2 WellPoint Inc. completed the acquisition of AMERIGROUP Corp. in December 2012.
Source: Individual company reports 
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commercial business. Furthermore, more employer groups 
have converted from fully insured to ASO contracts. While 
health carriers are able to retain employer groups and their 
members through ASO contracts, these contracts typically 
have lower profit margins.

Health insurance companies have experienced multiple 
years of relatively stable medical cost trend. In 2009, 
utilization and medical trend declined suddenly. Carriers 
waited and predicted an uptick in utilization to more 
normal levels. While utilization has experienced a slight 
uptick, it is nowhere near the levels seen prior to 2009, 
which caused health insurers to release excess reserves. 
The amount of reserve releases declined in 2012 and 
2013, as carriers are pricing for a lower level of rise in 
utilization.  

As carriers have priced closer to medical trend, the 
amount of rebates paid for the minimum medical loss 
ratio (MLR) requirement has declined. In 2012, the first 

year of rebates, the amount paid was $1.1 billion. This 
declined to $500 million in 2013, for the year ending 
Dec. 31, 2012. Furthermore, the amount of rebates 
accrued through Sept. 30, 2013 is approximately $100 
million lower than the amount accrued for the same 
period in 2012, implying that a lower level of rebate will 
be paid for the year ending Dec. 31, 2013.

Financial Leverage
The financial leverage for publicly traded health insur-
ance companies rose in 2013, and was 33.7% on average 
at Sept. 30, 2013 (see Exhibit 8). Furthermore, five of 
the 11 publicly traded companies had a financial leverage 
above 30%. The increase in leverage was not unexpected, 
as it can be attributed to several transactions that have 
closed over the past year by Aetna, United and WellPoint, 
as well as by companies pre-funding upcoming maturities 
at current low interest rates. While the ratio was higher 
year-over-year, it had declined slightly from 34.2% at year-
end 2012, which was the highest level in five years. 

Exhibit 9
U.S. Health – Selected Data for Blue Cross Blue Shield Companies
($ Thousands)

Underwriting Income Average Public Companies
Average For-Profit 

Non-Public Companies
Average Non-Profit 

Companies Average All Companies

9/30/2013 $193,412 $54,437 $49,454 $87,856 

9/30/2012 173,730 27,487 49,772 79,704 

2012 208,676 24,316 39,948 81,013 

2011 219,583 24,353 70,913 104,754 

2010 239,449 21,529 64,354 105,069 

Net Income
9/30/2013 $156,497 $55,881 $68,024 $90,478 

9/30/2012 141,584 39,833 68,668 85,131 

2012 182,405 54,315 82,026 105,141 

2011 183,875 48,565 97,579 115,652 

2010 196,407 56,971 99,742 120,853 

Net Premiums Written
9/30/2013 $2,302,007 $1,187,702 $2,338,666 $2,242,117 

9/30/2012 2,387,260 1,178,955 2,070,418 2,086,235 

2012 3,179,219 1,560,529 2,829,199 2,826,085 

2011 3,170,250 1,518,478 2,763,607 2,776,330 

2010 3,094,290 1,448,692 2,834,868 2,800,711 

Capital & Surplus
9/30/2013 $622,993 $1,069,653 $1,379,849 $1,156,514 

9/30/2012 578,996 972,751 1,255,349 1,062,634 

2012 557,845 990,155 1,269,098 1,071,360 

2011 507,785 901,020 1,184,223 994,885 

2010 546,856 846,332 1,108,861 949,608 
Source: A.M. Best data & research 
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It should also be noted that the financial leverage has 
been trending up for the past few years as a result of 
mergers and acquisitions and from companies managing 
their debt to a higher level. As a result, more companies 
are managing their financial leverage in the 30%-35% 
range compared with 25%-30% a few years ago.  

While debt levels have risen, financial leverage remains 
within A.M. Best’s guidelines per the criteria outlined 
in Insurance Holding Company and Debt Ratings (see 
page 50). Furthermore, earnings before interest and taxes 
(EBIT) interest coverage for many of the publicly traded 
health insurers remains strong at or above 10 times.

Rating Trend Review 
In aggregate, rating changes in 2013 for life/health insur-
ers continued their positive trend. On a rating unit basis, 
upgrades outpaced downgrades by more than a 2.5 to 1 
margin. (see Exhibit 10).

Positive rating actions reflected a combination of changes 
in ownership where stronger parent organizations acquired 
smaller entities; improved earnings and/or capitalization 
developments; and increased parental consideration. In 
cases of increased parental consideration, subsidiaries 
within larger groups benefited from either improved 
financial strength of parent organizations or were viewed 
as more significant or strategic contributors to their overall 
organizations as viewed within A.M. Best’s criteria report, 
Rating Members of Insurance Groups. 

Conversely, rating downgrades largely reflected changes in 
business profile or deterioration in capitalization. However, 
some companies also were affected negatively by issues 
at an affiliate or its parent, while another company was 
acquired by a weaker parent organization, which caused 
drag on its subsidiary ratings. Overall, the number of rated 
companies within the “Secure” rating categories exceeded 
95% (see Exhibit 11).

The proportion of life/health insurers with stable rating out-
looks on an Issuer Credit Rating (ICR) basis was 91.5% at year-
end 2013 (see Exhibit 12). The continuation of stable rating 
outlooks on the life/annuity and health segments reflects a 
generally favorable trend in earnings; low credit impairments 
in investment portfolios; and generally stable capitalization 
for most of these industry segments. Additionally, companies 
have continued to refine their risk management capabilities 
and integrate these processes into their operations.
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Exhibit 10
U.S. Life/Annuity & Health – 
Rating Changes* (2013)

*Issuer Credit Rating (ICR) basis; multicompany groups are treated as one unit
Source: A.M. Best data & research 
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Superior 
18.1%
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59.5%
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Weak 0.1 %
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Non-Investment
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* Issuer Credit Rating (ICR) basis; multicompany groups are treated as one unit.
Source: A.M. Best data & research

Exhibit 11
U.S. Life/Annuity & Health – Rating Distribution* (2013)
As of Dec. 31, 2013.
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Health Rating Factors
For 2013, A.M. Best issued more rating upgrades than 
downgrades in the health insurance segment, following 
the positive trends from the prior year. In terms of rating 
units, there were 25 upgrades and six downgrades in 2013 
(see Exhibit 13). The ratings upgrades largely reflected a 
combination of acquisitions resulting in additional rating 
enhancements from a new parent organization, improved 
earnings and capitalization, and greater parental consideration.  

The majority of rating upgrades resulted from acquisition by 
a stronger parent organization, and involved Aetna’s acquisi-
tion of Coventry Health Care Inc. in 2013. In another case, 
Medico Insurance Company received a rating lift due to its 
merger with American Enterprise Group and an intercom-
pany reinsurance agreement with another affiliate within 
the group. For several other carriers, improved operating 
performance resulted in a positive ratings movement, and 
was largely driven by a combination of membership growth, 
diversification of premium and other revenues, and stron-
ger underwriting results. Stronger underwriting income 
stemmed from lower utilization, pricing discipline, more 
efficient provider contracting, improved medical manage-
ment, and reductions in administrative expenses.  

In cases of greater parental consideration, positive rating 
actions were driven by a rating unit’s increased strategic 
value to its parent or greater support/commitment received 
from its parent (see Exhibit 13). This was demonstrated by 
a United rating unit that A.M. Best believes has increased 
strategic importance to its parent as the Medicaid business 
is expected to expand substantially in the near term. 
Additionally, Memorial Hermann Health Insurance Co. 
received rating enhancement due to its perceived enhanced 

strategic role as part of the Memorial Hermann Health 
System, as well as both explicit and implicit support it received 
from the health system parent organization. Similarly, rating 
units associated with the Combined Insurance Company of 
America (ACE INA Holdings, Inc.), American Retirement 
Life Insurance Company (Cigna), and Reliance Standard Life 
Insurance (Tokio Marine Holdings, Inc.); all received rating 
enhancements from their ultimate parents.  

For ratings downgrades, the majority were driven by carriers 
reporting significant deterioration in earnings and corre-
sponding weakening of capital levels on both an absolute 
and risk-adjusted basis. Additionally, one rating unit was 
downgraded due to issues at an affiliate, while another was 
downgraded from less parent consideration. Deteriorated 

Stable, 91.5%

Positive, 4.4 %

Negative, 4.1%

Exhibit 12
U.S. Life/Annuity & Health – 
Rating Outlooks* (2013)
As of Dec. 31, 2013.

* Issuer Credit Rating (ICR) basis; multicompany groups 
are treated as one unit.
Source: A.M. Best data & research
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earnings were driven generally by lower membership and 
premium revenue. This resulted from competitive pressure 
and weak underwriting results, caused largely by higher 
utilization and regional medical cost trends. 

However, there were also several unique situations 
driven by one-time events that also led to negative rating 
actions, such as United Security Assurance Company 
of Pennsylvania’s required reserve strengthening on its 

long-term care business, and the anticipated decline 
in earnings and the financial impact for Highmark Inc. 
based on its affiliation with West Penn Allegheny Health 
System. In another instance involving less parent consid-
eration, Sterling Life Insurance Company’s ratings were 
downgraded due to its announced sale by its parent, Mu-
nich Reinsurance Co., thereby indicating a lack of strate-
gic importance to its parent, and resulting in removal of 
the enhancement on its ratings.     

Outlook
A.M. Best’s outlook on the health industry remains stable, 
but pressures will continue to intensify in 2014. A number 
of provisions covered under PPACA have been implement-
ed since the law’s enactment, with more provisions to be 
phased in over time. Some of PPACA’s biggest components 
have been rolled out: Medicaid expansion has started in 
many states, the state and federal health insurance ex-
changes have commenced operations, essential health 
benefits have been developed, guarantee issue of coverage 
has started, and the industry “fee” calculations, assess-
ments and allocations have been introduced. The law is 
very complex and administration and implementation of 
the many rules, regulations and new processes has been 
cumbersome and, in some cases, arduous. 

Even with many challenges, health insurers have adapted 
well, as they have been preparing for several years for the 
new operating environment in 2014 and beyond. Over the 
past few years: 

Marketing strategies were changed to focus more on the 
individual consumer, 

Information technology systems were modified to 
handle new benefits, 

New product/rate filings were completed and other nec-
essary changes were implemented, all of which added 
to administrative expenses, and

Margins have been compressing due to the additional stra-
tegic, systems and administrative expenses, as well as the 
minimum MLR and new stricter rate-review requirements.

The unexpected trend of moderating utilization began in 
2009 and has lasted longer than originally anticipated. As 
a result, many companies have accumulated capital in the 
past few years. Many of these carriers have held higher 
levels of risk-based capital in preparation for 2014, and 

the additional premiums and risks these companies may 
receive from the new exchange business. For the most 
part, risk-adjusted capital levels are robust, and more than 
adequate for these plans’ present level of business and 
investment risks. 

Nevertheless, A.M. Best believes that pressure will mount in 
2014 and into 2015. Lower margins are expected due to the:

Minimum MLR, 

Potential for adverse claims experience and an increase 
in overall utilization resulting from the new population 
of customers, and

Added administrative costs due to exchanges, product 
filings and increased customer service inquiries. 

Furthermore, for several years, there’s been a stable medical 
trend. However, a slight uptick is expected this year, along 
with a lower amount of favorable prior-period development, 
which could have a negative impact on margins. Addition-
ally, it is unclear if the new industry fee, effective in 2014, 
will be passed on in premium rates by all carriers. If not, 
earnings would also be significantly adversely impacted. 

In the several years leading up to this point, many health 
insurance carriers have become more diversified on both 
a geographic and business-segment basis. Some companies 
have expanded their segments to include commercial, 
Medicaid-managed care, and Medicare – including pre-
scription drug, Part D – Medicare Advantage and Medicare 
supplement, as well as health-related non-insurance busi-
ness. Others have begun to collaborate, acquire or form 
joint ventures with provider organizations. These strate-
gies provide health insurers with more expanded revenue 
and earnings sources, greater diversification, and superior 
resources to help control and bend the health care cost 
trend and rely less on the commercial segment. 
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For 2014, A.M. Best expects top-line growth to be flat, up 
to around 5%. Commercial revenue declines will likely 
continue due to the impact of exchanges, some carriers 
exiting the individual product in select markets, benefit 
buy-downs on the commercial segment, and the continued 
shift from fully insured to ASO contracts. The decline will 
be partially offset by growth in Medicaid managed-care, 
due to the expansion and conversion from traditional 
Medicaid, and Medicare Advantage enrollment. Furthermore, 
A.M. Best expects a decline in operating margins in 2014. 
For the Blue Cross Blue Shield plans, operating margins are 
expected to be in a range of 0%-2%, which is more in line 
with the not-for-profit mission for many of these compa-
nies. For the publicly traded companies, operating margins 
are expected to remain relatively flat in 2014. However, 

net-income margin is expected to decrease largely due to 
the non-tax deductibility of the PPACA health-insurer fee 
that became effective Jan. 1, 2014. 

Given the issues with the public exchange rollout, early 
enrollment numbers may not accurately represent the 
number of individuals who wish to obtain exchange 
coverage. Also somewhat tentative is the potential ultimate 
impact to insurers. A.M. Best will monitor 2014 financial 
results as they become available, as well as the impact to 
exchange membership as open enrollment progresses. For 
the time being, A.M. Best believes the industry is prepared 
to operate at lower margins and is well-capitalized and 
strategically well-positioned for the challenges that lie 
ahead in 2014. 

Contributors List
Ken Frino, Oldwick

Jennifer Afriyie, Oldwick

James Gillard, Oldwick

Jason Hopper, Oldwick

Wayne Kaminski, Oldwick

Jeffrey Lane, Oldwick

Bridget Maehr, Oldwick

David Mitchell, Oldwick

Meg Mulry, Oldwick

Doniella Pliss, Oldwick

Brian Virostek, Oldwick



47

Best’s Briefing
U.S. Property/Casualty 

Best’s Journal, March 3, 2014

U.S. Property/Casualty Insurers Able to Dig Out 
From Accumulation of Winter Weather Claims
The severe winter weather that gripped much of the 
United States from early January through mid-February 
caused economic losses estimated in the billions of dol-
lars, with meaningful portions of the damage believed 
to be insured. Aon Benfield reported an estimate of 
$1.4 billion in insured losses just for January, when the 
unusual shift in the polar vortex spread freezing tem-
peratures to all 50 states, and winter storms rolled across 
the Southeast. Insurers now face claims from a series of 
catastrophe events that while significant in the aggregate, 
may fall short of reinsurance triggers and leave primary 
writers to bear the full burden.

This winter has been unique in both severity and geo-
graphic reach, with frigid temperatures, snow and ice ex-
tending far into Southern states that were ill-prepared for 
such conditions. The result has been extensive property 
damage from fallen trees, frozen pipes, structural collaps-
es and countless motor vehicle accidents. Further losses 
may arise from business interruption, as vast areas were 
paralyzed by power outages and disruptions to travel.

One source of uncertainty is the number of catastrophe 
events that will be catalogued from the various weather 
systems. For example, the Property Claim Services division of 
Insurance Services Office Inc. divided the polar vortex event, 
spanning roughly Jan. 3 to Jan. 8, into two catastrophes. Such 
issues may lead to some disputes between policyholders and 
insurers over the application of deductibles, and between 
cedants and reinsurers over triggers for catastrophe coverage.

A.M. Best expects national insurers and reinsurers to have 
no difficulty in bearing these losses. As often happens in 
weather-related events, the greatest proportional impact may 
be on those insurers most concentrated by geography or line 
of business where the weather took its greatest toll. These 
losses have come early in the year, and they could add up to 
more significant operating losses when combined with addi-
tional events that may occur in the months ahead. Analysts 
will continue to contact concentrated companies to deter-
mine the impact these aggregated events may have on their 
capitalization. However, despite these frequent events, there 
are expected to be few, if any, rating changes as a result.
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Market Limits Clip Growth for GCC Insurers
In recent years the mem-
ber countries of the Gulf 
Cooperation Council (GCC) 
— Bahrain, Kuwait, Oman, 
Qatar, Saudi Arabia and 
United Arab Emirates —
have experienced strong 
insurance market growth; 
more recently, however, that 
growth has slowed.

Growth in these markets 
is largely dependent on 
the expansion of compul-
sory insurance cover and 
spending on infrastructure, 
which stimulates revenue 
in commercial business 
lines such as engineering 
and property.

These and other issues rel-
evant to GCC market devel-
opment were discussed ahead of this month’s release of 
an A.M. Best Special Report, GCC — Market Review, with 
Vasilis Katsipis, General Manager — Market Development 
of A.M. Best’s MENA, South & Central Asia office in Dubai.

Q: Emerging markets are known to have faster 
growth rates than developed markets in terms of 
insurance business. How do the GCC markets com-
pare, in particular?
VASILIS KATSIPIS: In terms of gross written premiums, 
GCC markets are comparable with China and Brazil as 
the fastest-growing markets, with a compound annual 
growth rate of 21% over the decade to 2012. Those 
markets outpaced Russia’s 18% CAGR, India’s at 16% and 
the Far East at 14%, and far outpaced the 4% CAGR of 
the developed markets of Europe that A.M. Best used for 
comparative purposes.

Q: What aspects of the GCC’s market dynamics are 
of particular interest?
KATSIPIS: One interesting aspect of the GCC market is 
the low proportion of life to non-life insurance penetra-
tion. Life premiums account for just 14% of total premiums 
in the GCC. Only in Russia, where life insurance only 
accounts for 3% of total premiums, is the proportion 
lower. In the developed markets, life premiums make up 

58% of the total, while life is 60% of the total in the Far 
East and 80% in India.

Another interesting aspect of the GCC is the relatively 
high proportion of compulsory medical cover, which 
presently accounts for approximately 35% of the market. 
We’ve seen several governments in the region making 
medical compulsory. Motor takes up a relatively smaller 
share of the GCC insurance market, with 25% of the total. 
The smaller proportion of motor cover points to significant 
under-insurance in some of the GCC markets, and the 
relatively low rates being charged in some markets as a 
result of intense competition. Medical and motor lines, 
taken together, represent more than 55% of the total 
GCC insurance market, and that could be fine if they are 
profitable, but for many companies in the region they are 
either unprofitable or marginal.

Q: What are the dynamics of competitiveness in the 
GCC compared with other markets?
KATSIPIS: In the developed markets of France, Ger-
many and the United Kingdom we have 244, 527 and 
420 companies analyzed by A.M. Best, respectively. In 
emerging markets there are a much smaller number of 
companies operating. That would suggest the developed 
markets are congested, but you would have to look at 
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how these companies operate. In the developed markets 
you would have more companies with either a geographic 
or product focus. You can look at 400 companies, and 
not all of them compete for the same type of business. 
In the smaller emerging markets most companies are 
competing on all business segments. 

Insurance companies in the emerging markets tend to 
be smaller on average than in developed countries, and 
particularly within GCC markets, insurance companies 
are even smaller than in the BRIC (Brazil, Russia, India 
and China) countries.

Q: How do the GCC’s growth dynamics shape the 
insurance markets?
KATSIPIS: In markets like Saudi Arabia we see the ex-
istence of a national champion — a dominant company 
that had started as a state-owned company. That means 
the available market share for the other players is less. 
But with so many small companies, their size makes them 
more susceptible to operating performance volatility, 
which can be an issue for the growth and development of 
the market as a whole. 

The high growth rates of the GCC markets can, and have 
in the past, helped cover some of the underlying problems 
in the market (e.g., some companies have been focusing 
on the top-line growth while ignoring the lack of profit-
ability). However, much of the growth has come from 
compulsory covers, and this has probably been the main 
driver for growth in the GCC. That means companies have 
seen growth as a given, something they can depend on. 

But governments are running out of what they can make 
compulsory and that will have a significant impact on 
future growth. That puts pressure on companies to start 
segmenting the market and identifying strategies that will 
help them grow.

Growth rates for the compulsory lines have waned in 
recent years; however, non-life lines will continue to 
dominate the insurance markets for the foreseeable future. 
Over the next three to five years the life business will 
continue to perform marginally, especially as companies are 
failing either to focus on the business or change the attitude 
of a population that sees the life business as unnecessary. 
Aside from medical, motor is expected to increase as part 
of the market’s overall portfolio, especially as several 
markets continue to go through a period of re-pricing 
activity, but also as more uninsured vehicles enter the 
insurance population.

Q: How does the GCC compare with other markets in 
terms of profitability?
KATSIPIS: One major aspect of the GCC market’s 
profitability is the relatively marginal contribution of life 
insurance technical profit, which again is second-lowest 
after Russia. GCC profitability is split evenly between 
investment returns and non-life technical profit. 

Also, GCC insurers have seen a general deterioration in 
their combined ratio, which is still among the best-perform-
ing of any market studied by A.M. Best. While the claims 
ratio has held steady, the expense ratio deteriorated as GCC 
insurers began ceding less business to reinsurers. 
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Draft: Insurance Holding Company and Debt Ratings
Insurance holding companies (IHCs) and their associated 
capital structures can have a significant impact on the 
overall financial strength of insurance company subsidiar-
ies by providing subsidiaries with a level of financial flex-
ibility via capital infusions, access to capital markets and, 
in some cases, additional cash-flow sources from other op-
erations. Likewise, debt and other securities are typically 
obligations of an IHC, which, depending on the magnitude 
of these obligations, can reduce the financial flexibility 
of the enterprise and potentially place a strain on future 
earnings and inhibit growth in surplus at a subsidiary. This 
criteria report describes the approach for analyzing and 
rating IHCs and debt. For more information on the process 
for analyzing non-insurance holding companies, see Evalu-
ating Non-Insurance Ultimate Parents.

The analysis performed in the assignment of Best’s Credit 
Ratings incorporates an assessment of material sources of 
risk to the rated entity, including the exposure to risk gener-
ated by activities at the parent/insurance holding company 
(IHC) and non-rated affiliates. Understanding the potential 
effect on a rated entity of the activities of the ultimate par-
ent/IHC is integral to developing a comprehensive view of 
the rated entity’s risk profile. As a result, all ultimate parents 
are reviewed and analyzed to determine, at a minimum, 
whether the parent’s activities could reasonably be ex-
pected to place a call on the capital of the rated operating 
company, or expose the rated entity to material risk – even 
in cases where no public rating is assigned to the parent. 

A.M. Best’s fundamental rating approach for the assignment 
of any Best’s Credit Rating is to examine an organization 
from both the top down and the bottom up. The founda-
tion of the top-down analytical approach is the assessment 
of the IHC on a consolidated basis. A.M. Best’s analysts also 
may assess the IHC on a parent-only basis to understand the 
parent’s own direct activities. A.M. Best reviews the parent 
and consolidated entity to capture the entire group’s perfor-
mance, capital position, financial leverage, fixed-charge 
coverage, liquidity, asset quality and diversification, as well 

as other factors to ensure that the organization as a whole 
is in good financial standing. Also, if the IHC issues debt or 
hybrid securities to the public market, A.M. Best analyzes 
and may publicly rate these securities.

Metrics Applied to Analyze the IHC
Financial Leverage
When an insurer borrows at either the operating or IHC 
level, this changes its risk profile. To assess the level of 
debt within the capital structure, A.M. Best uses several 
financial leverage ratios that compare the level of debt to 
the level of capital. Accordingly, A.M. Best has developed 
guidelines for the impact of borrowing levels and servic-
ing ability on an insurer’s ratings. This analysis is part of 
the rating process, regardless of whether the insurer issues 
public debt (see Exhibit 1).

For complex organizations with multiple operating subsid-
iaries below an IHC, an analytical judgment is made of the 
extent to which each subsidiary is, in practice, support-
ing the borrowing and, as a result, the levels of leverage 
relevant to each subsidiary’s Best’s Credit Rating.

Additional Information
Criteria:
Understanding Universal BCAR

Evaluating Non-Insurance Ultimate Parents

A.M. Best’s Perspective on Operating Leverage

Analyzing Insurance Holding Company Liquidity

Understanding BCAR for Property/Casualty Insurers

Understanding BCAR for Life/Health Insurers

Risk Management and the Rating Process  
for Insurance Companies

Equity Credit for Hybrid Securities

Measuring Transfer and Convertibility Risk

Rating Members of Insurance Groups

Analytical Contact
Duncan McColl, CFA 
+1 (908) 439-2200 Ext. 5826 
Duncan.McColl@ambest.com

This is a draft publication for public comment that has not 
been made part of A.M. Best’s Credit Rating Methodology. 
Comments on this draft publication are requested and should 
be submitted by email to rating.methodology@ambest.com 
no later than March 21, 2014.

Exhibit 1 
Typical Holding Company Financial Leverage 
& Interest Coverage Guidelines
ICR Category Debt/Capital* Interest Coverage**
aaa <15% >10x

aa <25 >7x

a <35 >5x

bbb <45 >3x

bb <65 >2x

b >65% <2x
* Long-term + Short-term Debt (adjusted for hybrid securities)/ 
[(Total Shareholder’s Equity + Minority Interest and Other + Preferred Stock 
(Non Equity) + Long-term Debt + Short-term Debt) net of AOCI]
** Pretax Operating Income + Interest Expense/Interest Expense + Preferred 
Dividends
A.M. Best’s economic view of capital in any given organization can differ 
significantly from reported capitalization.
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In addition to leverage, A.M. Best considers the quality of 
the capital structure and the permanency of capital. As 
part of its quality-of-capital analysis, A.M. Best reviews the 
terms and conditions of securities issued, the maturity 
schedule of the capital structure, and the level of goodwill, 
value in force, deferred acquisition costs and other intan-
gible assets relative to reported equity and total capitaliza-
tion. The level of intangible assets is of particular impor-
tance when such items constitute a significant portion of 
an organization’s capital base, thereby distorting financial 
leverage ratios relative to its peers.

Coverage Ratios
In evaluating an IHC’s ability to service its financial 
obligations, A.M. Best considers several coverage ratios, 
including interest and fixed-charge coverage. In evaluating 
coverage levels, A.M. Best factors the current and ex-
pected interest rate environment into consideration of the 
strength of coverage.

The ability to service financial obligations over time is a 
function of the organization’s current capitalization and abil-
ity to generate earnings from operations. Unencumbered 
cash, cash equivalents and short-term investments held at 
the IHC also may support the parent company’s debt service 
and other short-term obligations. Management’s track record 
of share repurchases and shareholder dividends is con-
sidered as part of the assessment of the IHC’s prospective 
creditworthinenss and expected coverage ratios.

Operating Leverage
To supplement its assessment of financial leverage, A.M. Best 
also reviews a company’s operating leverage. A.M. Best 
broadly defines operating leverage as debt (or debt-like 
instruments) used to fund a specific pool of matched assets. 
Cash flows from the pool of assets are expected to be suffi-
cient to fund the interest and principal payments associated 
with the obligations, substantially reducing the potential call 
on an insurer’s earnings and cash flow. Generally, debt obli-
gations viewed by A.M. Best as eligible for operating leverage 
treatment would be excluded from the calculation of finan-
cial leverage, unless one of the tolerance levels is exceeded. 
(See A.M. Best’s Perspective on Operating Leverage.)

Liquidity
An IHC’s liquidity depends upon the degree to which it can 
satisfy its financial obligations through operating cash flow or 
by holding cash and investments that are sound, diversified and 
liquid. The source of cash flow available to an IHC with few 
operations relies primarily on the dividend-paying capacity of 
its subsidiaries. Dividend capacity, in turn, depends in part on 

the organizational structure, recognizing that a generally flat 
structure is preferable to a stacked structure. The presence of 
profitable, nonregulated subsidiaries is viewed positively, as 
there are no limitations on the amount of dividends that may 
be sent upstream. Additional sources of cash, including bank 
credit facilities, also can enhance a holding company’s liquidity. 
A high degree of liquidity enables an insurer to meet unexpect-
ed needs for cash without the untimely sale of investments or 
fixed assets, which may result in substantial realized losses due 
to temporary market conditions and/or tax consequences. For 
more information on A.M. Best’s liquidity analysis, see Analyz-
ing Insurance Holding Company Liquidity.

Asset Allocation/Investment Risk
The quality and diversification of assets contribute to a 
company’s financial stability. Invested assets (principally 
bonds, common stocks, mortgages and real estate) are eval-
uated to assess the risk of default and the potential impact 
on capital and surplus if the decline in market value of 
these assets occurred unexpectedly. The higher the liquid-
ity, diversification and/or quality of the asset portfolio, the 
less uncertainty there is in the value to be realized upon an 
asset sale and the lesser the likelihood of default. There-
fore, a company’s investment guidelines are reviewed 
to identify a lack of diversification among industries or 
geographic regions, with particular attention paid to large, 
single investments that exceed 10% of a company’s total 
capital. Companies that hold illiquid, undiversified and/or 
speculative assets, and that have significant underwriting 
exposure to volatile lines of business that are vulnerable 
to unfavorable changes in underwriting and/or economic 
conditions, can jeopardize capital and surplus.

Off-Balance-Sheet Risk
If an IHC is exposed to off-balance-sheet items, including 
balances associated with noncontrolled assets, guarantees 
for affiliates, contingent liabilities, unfunded pension plan 
obligations, long-term lease obligations and interest-rate 
swaps, the off-balance-sheet items are analyzed to deter-
mine the potential effect on the group’s financial flexibil-
ity, liquidity, surplus or loss exposure.

Capital Adequacy
As part of its analysis of the organization’s financial strength 
as a whole, A.M. Best may use a consolidated Best’s Capital 
Adequacy Ratio (BCAR) to evaluate the risk-adjusted capi-
talization using the consolidated financial statements of the 
IHC or the operating insurance parent company if no IHC 
exists. For more information, see Understanding Universal 
BCAR, Understanding BCAR for Property/Casualty Insur-
ers and Understanding BCAR for Life/Health Insurers.
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A consolidated BCAR is calculated based on the ratio of the 
organization’s available capital relative to net required capital.

Consolidated BCAR   = Available Capital       
Net Required Capital

Available capital represents the capital available to the en-
tire organization to absorb adverse deviations in its invest-
ment, credit, underwriting and off-balance-sheet risks.

A.M. Best’s capital formula uses a risk-based capital approach 
whereby net required capital is calculated to support three 
broad risk categories: investment risk, credit risk and under-
writing risk. A.M. Best’s capital adequacy formula also con-
tains an adjustment for covariance, reflecting the assumed 
statistical independence of the individual components. A 
company’s available capital is divided by its net required capi-
tal, after the covariance adjustment, to determine its BCAR.

A.M. Best makes a number of adjustments to a company’s 
reported capital within its capital model to provide a more 
economic and comparable basis for evaluating capital 
adequacy. After gaining an understanding of the inherent 
risk relating to off-balance-sheet items, the analyst will 
make qualitative assessments of off-balance-sheet liabilities 

that might encumber a com-
pany’s growth or preservation 
of surplus and may modify 
the capital charge in a con-
solidated BCAR to reflect the 
appropriate level of risk.

Different accounting frame-
works and regulatory re-
quirements across the world 
require numerous adjustments 
to a company’s reported 
capital. Goodwill and other 
intangible assets are adjusted. 
Pre-event catastrophe re-
serves are removed from the 
loss reserves and moved into 
available capital on a tax-
effected basis. Adjustments 
for any embedded value in 
unearned premium reserves, 
loss reserves and fixed-income 
securities are made if the com-
pany has not already reflected 
these in its reported capital. 
Further adjustments are made 

to capital to reflect other non-balance-sheet risks, includ-
ing catastrophe exposures and debt-service requirements.

The BCAR model produces an absolute score, which is 
the ratio of the company’s adjusted capital to its own net 
required capital. This company-specific capital ratio indi-
cates whether its capital strength aligns with A.M. Best’s 
“Secure” or “Vulnerable” rating categories and is based on 
the specific risk profile of a company’s operations.

Enterprise Risk Management
A.M. Best believes that enterprise risk management (ERM) 
– establishing a risk-aware culture, using sophisticated 
tools to consistently identify, manage and measure risk and 
risk correlations – is an increasingly important component 
of an insurer’s risk management framework. This includes 
the improvement of and ongoing effort to refine an ERM 
framework, including the development of internal eco-
nomic capital modeling at the consolidated or group level. 
When analyzing an IHC, A.M. Best will assess an organiza-
tion’s risk management practices relative to the risk profile 
of the company based on volatility of earnings and capital 
over time. (See Risk Management and the Rating Process 
for Insurance Companies.)

Non-Rated Affiliates
Another important part of A.M. Best’s top-down rating ap-
proach is the review and analysis of non-rated affiliates. This 
typically will be incorporated into the assessment of the 
ultimate parent’s activities through the analysis of informa-
tion – such as the organizational chart and consolidated 
financials – with company management. A.M. Best reviews 
the group for the potential benefit or drag any affiliate can 
represent. To gain comfort with a group’s non-insurance 
affiliates, A.M. Best’s analysts hold discussions with manage-
ment to determine these entities’ strategic fit. Additionally, 
A.M. Best’s analysts use public information, third-party 
analytical studies and industry reports, as well as their own 
analysis of management-provided information, to assess a 
non-insurance affiliate’s financial condition.

Double Leverage
Another measure used to assess capitalization is double 
leverage, or the ratio of a holding company’s investments 
in subsidiaries to its adjusted equity. Double leverage is 
used to determine the extent to which debt issued at the 
holding company is contributed as equity to one or more 
operating companies. High double leverage not offset by 
mitigating factors can lead to an unfavorable view of an or-
ganization’s capital structure and/or the quality of capital 
at the operating company.  

Exhibit 2
Available Capital 
Components
Reported Capital

Equity Adjustments:
Unearned Premiums

Assets

Loss Reserves

Reinsurance

Debt Adjustments:
Debt/Hybrid Securities

Debt-Service Requirements

Other Adjustments:
Potential Catastrophe Losses 
(net of reinsurance)

Future Operating Losses

Future Dividends

Contingent Capital
Contingent Reserves
Value in Force (life business)
Deferred Acquisition Costs
Goodwill

Other Intangible Assets
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Rating the IHC
The rating of the IHC is determined by reference to 
the ICR of the operating insurer and reflects analysis 
of both the credit risk implications of the IHC being 
a separate legal entity from the operating insurer, 
and the normal subordination of IHC creditors to 
operating company policyholders (see Exhibit 3).

Since an IHC typically does not generate significant 
earnings independent from subsidiary operations, 
its legal separation from the operating company rep-
resents an added degree of risk, especially in terms 
of the actual or potential control a regulator may 
apply to the movement of funds from an operating 
insurer to an IHC. Moreover, the policyholders of the operat-
ing insurer usually have seniority over creditors of the IHC.

Due in part to the greater 
degree of risk taken by senior 
unsecured creditors of the IHC 
relative to that of the operating 
company, the IHC normally 
is assigned a lower ICR than 
the operating company (see 
Exhibit 4). Maximum dividend 
levels or other constraints on 
the movement of funds from 
the operating company to the 
IHC also are reflected in the 
notching between operating 
and IHC ICRs.

For highly rated operating insurers, IHC ICRs usually are 
two or three notches lower. Farther down the rating scale, 
this may extend to four or five notches. Conversely, for the 
very strongest organizations, with diversified operations, 
this notching could be reduced to zero (i.e., if after taking 
into account the risks highlighted above, the credit profile 
of the IHC still was consistent with a rating of “aaa”).

For more complex organizations, with multiple insurance or 
non-insurance operations owned by an IHC, the same analyti-
cal logic is applied. Additional judgment is used as to which 
operating subsidiaries the IHC primarily depends upon to meet 
its obligations and, hence, which operating company ICRs are 
most relevant to the notching process (see Exhibit 5).

An IHC may provide rating enhancement to an operating 
company (see Rating Members of Insurance Groups). If 
an IHC maintains significant liquid assets, these will be 
factored into the operating company’s published ICR, if it is 

considered these funds would be available to meet its ongo-
ing insurance obligations. If these funds are not considered 
available to meet policy and contract obligations but appear 
to be a sustainable feature of the IHC’s balance sheet, the li-
quidity at the IHC may be factored into the degree of notch-
ing between the IHC and the operating company ICR.

Similarly, if an IHC maintains weak leverage or coverage 
measures relative to the operating company’s ICR, then 
this will be factored into the operating company’s pub-
lished ICR. In both cases, the ICR of the IHC is notched 
from the published ICR of the operating company.

Debt & Preferred Stock Ratings
If an insurance organization issues public debt, A.M. Best 
may assign a rating specific to its view of the credit quality 
of the debt issue. The debt rating is established by refer-
ence to the ICR of the issuing entity, whether it is an oper-
ating holding company or an IHC.

Ratings of debt issued by an IHC are notched from the IHC 
ICR.  A.M. Best views the subordination of the security in the 
capital structure of the IHC as the primary factor for notch-
ing.  The rationale is that in the event the IHC becomes bank-
rupt, senior obligations theoretically must be repaid before 
subordinated creditors receive any payment.  The contractual 
subordination in the capital structure is emphasized rather 
than the name of the security. Securities described in the 
indenture agreement as being senior to all other unsecured 
obligations receive 0 notches from the ICR of the IHC. Securi-
ties contractually subordinated only to senior debt receive 1 
notch. Securities contractually subordinated to senior debt 
and subordinated debt receive 2 notches. Additionally, aggres-
sive loss-absorption features can influence notching. Features 
such as contingent write-downs or conversions to equity can 
result in wider notching if in a stressed scenario the debt 
would convert to a more subordinated type of security.  On 

Exhibit 3
Summary Relationship Between Different Ratings

Published ICR of Operating Co.

Debt Rating
 (Specific to 
debt obligations)

Debt Rating
 (Specific to 
debt obligations)

Risk profile of holding company 
factored into operating company 

published ICR

ICR of holding company 
derived from published 

ICR of operating company

ICR of Non-Operating Holding Co.

Exhibit 4
ICR to ICR 
Typical Notching
Operating Co. Holding Co.
aaa 0-2

aa+ 2-3

aa/aa- 3

a+/a/a- 3

bbb+/bbb 3

bbb- 3-4

bb+/bb 4

bb- 4-5
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the other hand, features that do not affect subordi-
nation (e.g. interest deferral) do not have an effect 
on notching. If a company with an existing issue of 
subordinated debt issues additional subordinated 
debt ranked senior to the existing issue, then the 
rating of the prior issue may be downgraded.  This 
approach is consistent with a rating assignment 
based primarily on structural subordination.

Generally, only three levels of notching (0, 1, or 
2) are assigned to securities in an IHC, irrespec-
tive of the number of securities in the capital 
structure.  A.M. Best’s view is that in a bankrupt-
cy scenario for an IHC, the recovery differences 
among securities with 2 or more notches are not 
likely to be significant.  As such, it is possible for 
instruments with different subordination to have 
the same level of notching (see Exhibit 6).

Although preferred and trust-preferred securi-
ties are viewed as having creditworthiness less than that 
of junior subordinated debt, each security is generally 
rated two notches below the IHC’s ICR. In cases where 
a trust or special-purpose entity issues securities backed 
by a different class of securities, the securities issued by 
the trust are notched one below the securities issued by 
the insurance entity to fund the obligation, subject to the 
cap on notching. For example, if A.M. Best rates trust-
preferred issues that are backed by subordinated debt, 
the instrument is rated at the same level as the trust-pre-
ferred securities, given that the trust-preferred securities 
are further removed from the cash flows of the operating 
company. Modifications to this can occur, depending on 
the details of the issue. If debt subordinated to senior 
debt were to be issued, and no senior debt exists, then 
the debt would be notched 1 from the holding company, 
effectively allowing a placeholder in the event senior debt 
were issued.

Ratings of debt issued by operating companies are 
notched from the published ICR of the operating com-
pany. For debt issued by operating companies, the degree 
of subordination of the rated issue to the most senior 
creditors (usually policyholders) is reflected in the rating 
level. For higher rated insurers, senior unsecured debt 
most frequently would be one rating notch below the ICR 
(reflecting debt-holder subordination to policyholders), 
subordinated debt two notches, and so forth. However, 
for issuers at the lower rating levels, notching between 
policyholder and senior debt-holder obligations may be 
expanded as the ICR moves farther down the rating scale. 

The increase in notching at the lower ICR levels reflects 
the generally increased probability for regulatory inter-
vention (see Exhibit 7).

In certain jurisdictions, the seniority of policyholders and 
senior debt holders are pari passu.   In that scenario, senior 
debt would receive 0 notches instead of 1, subordinated 
debt would receive 1 notch instead of 2, and preferred 
stock would receive 2 notches instead of 3.

Equity Credit for Hybrids
The issuance of nontraditional debt securities by either 
an IHC or an insurance operating company may receive 
favorable treatment of hybrid securities relative to tradi-
tional debt instruments due to the existence of equity-like 
features or characteristics. A.M. Best’s assessment of these 
securities, and the resulting impact on financial leverage 
and coverage ratios, focuses on the use of the instruments 
within an entity’s capital structure and the impact on 
financial ratios and financial flexibility.

Exhibit 5
Summary of Relationship Between Different Ratings 
for Complex Organizations
a) The ICR of the holding company is derived from the published ICRs of the operating 
companies via A.M. Best's analysis of the degree of impact each operating company has on the 
holding company's creditworthiness and any benefits it gains from diversified sources of funds 
from operations.

b) The published ICRs of the operating companies reflect A.M. Best's analysis of the extent to which 
each is supporting debt, or other obligations, of the holding company or of affiliated companies.

Published ICR of 
Operating Insurer

Published ICR of 
Operating Insurer

Exhibit 6
Notching

Security Type

Notches From 
Non-Operating 

Holding Company

Senior Debt 0

Subordinated Debt -1

Junior Subordinated Debt, Trust Preferred, Capital 
Trust Securities, Preferred Securities/Stock -2
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In ranking equity-credit-afforded securities along the con-
tinuum, A.M. Best places straight debt and securities with a 
cash put option at one end and common stock at the other 
end. All other securities fall between, based on loss-absorp-
tion characteristics and cash-flow flexibility. In general, the 
longer the maturity, the longer interest/dividend payments 
may be deferred, and the deeper the subordination, the 
higher the equity credit given to a hybrid security. However, 
these instruments can be extremely complex and require 
extensive rating analysis. As such, determination of equity 
credit for hybrid securities will be made on a case-by-case 
basis. Generally, A.M. Best grants equity credit, comprising 
up to 20% of a company’s total capital, for hybrid securi-
ties that exhibit the characteristics of common equity. The 
amount of credit given to hybrid securities is based on 
A.M. Best’s belief that the insurance industry, as well as the 
broader financial services sector, is very sensitive to changes 
in the market’s perception of an issuer’s financial health (see
Equity Credit for Hybrid Securities).

Transfer & Convertibility Ceilings
IHC ratings are subject to transfer and convertibility (T&C) 
ceilings. A.M. Best defines transfer and convertibility risk 
as the risk that capital and exchange controls may be 
imposed by government authorities that would prevent or 
materially impede the private sector’s ability to convert 
local currency into foreign currency and/or transfer funds 
to nonresident creditors. A.M. Best employs a two-step 
process to calculate the T&C ceiling. The process starts 
with a sovereign rating and then estimates the likelihood 
of a government implementing currency restrictions given 
default. Thus T&C ceilings are always equal to or higher 
than a country’s sovereign rating (see Measuring Transfer 
and Convertibility Risk).

Factoring In Government Support
Government support, either through explicit forms (e.g., writ-
ten guarantee) or via implicit (noncontractual) support, can in-
crease the published ICR of the IHC. Explicit financial support 
demonstrates the government’s commitment to an organiza-
tion. Such support comes in the form of a capital contribution 
or a contractual arrangement that exhibits the commitment. 
The level of benefit afforded to an IHC’s rating depends on the 
type of explicit financial support provided. Guarantees that 
offer full protection can provide rating enhancement.

An IHC also may receive rating enhancement based 
primarily on the level of implicit support expected from 
the government. However, the amount of explicit sup-
port already provided to the IHC also influences the level 
of implicit support A.M. Best anticipates and the level of 
benefit in a rating. These judgments are subjective and 
are decided by a rating committee following a formal rat-
ing analysis, which includes the evaluation of information 
gathered through detailed discussions with government 
officials/management to gain a complete understanding 
of the government’s relationship to the organization.

Exhibit 7
Typical Notching from Operating Company ICR 
to Operating Company Debt Instrument
Issuer Credit 
Rating

Senior 
Unsecured Debt

Subordinated 
Debt Preferred Stock

aaa/aa/a 1 2 3

bbb+/bbb 1 2 3

bbb- 2 3 4

bb+ or below 3 or more 4 or more 5 or more

All criteria reports referenced 
here are available at 
www.ambest.com/methodology.
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U.S. Life/Annuity Results Point to Cautious Optimism
In the face of low inter-
est rates and challenging 
top-line growth, the U.S. 
life and annuity industry’s 
operating performance has 
been surprisingly favorable. 
However, although life/an-
nuity companies continue 
to generate healthy earnings 
and maintain solid capital 
positions, A.M. Best contin-
ues to have some concerns. 
A.M.BestTV’s First Monday, 
hosted by Senior Associ-
ate Editor John Weber, 
discussed these issues with 
Vice Presidents Andrew 
Edelsberg and Stephen 
Irwin. View First Monday 
episodes at www.ambest.tv. 

JOHN WEBER: What’s the 
outlook for the U.S. life and annuity segment?
ANDREW EDELSBERG: Currently, our rating outlook 
for the U.S. life and annuity sector is stable, and that’s 
basically driven by strong risk-adjusted capitalization, as 
well as steady GAAP and statutory operating earnings, 
enhanced risk-focused decision making and improved bal-
ance sheet fundamentals.

When I say, “improved balance sheet fundamentals,” what 
I mean is that companies have done significant de-risking 
of their investment portfolios over the past several years, 
and the investment impairments that companies have ex-
perienced have been manageable. The declining trend of 
investment impairments, we believe, will continue. There 
are also significant unrealized net gain positions in compa-
nies’ investment portfolios, although with the rise in inter-
est rates, this position is declining somewhat.

These trends will likely persist in the near term as the 
Fed just recently announced that they’re going to con-
tinue their accommodative monetary policy. Interest 
rates will probably remain low in the near to medium 
term. Also, companies are employing hedging strategies, 
to mitigate the low interest rates as well as to minimize 
volatility in capital and earnings. That’s another improved 
balance sheet fundamental that life insurance companies 
have implemented.

WEBER: What challenges exist for this segment?
STEPHEN IRWIN: Some potential headwinds on the ho-
rizon include legacy blocks, specifically variable annuities 
with guaranteed living benefits, universal life with second-
ary guarantees, as well as long-term care blocks. A lot of 
the issues with those products relate to the macroeconom-
ic environment. We’ve seen some relief in pressure on the 
variable annuity blocks due to significant market apprecia-
tion. That’s certainly helped in terms of reserve releases, as 
well as reducing the net amount at risk.

We also see some potential areas of elevated risk in in-
vestment portfolios. As companies have been looking to 
enhance yield, there’s been an increase in risk appetite in 
the investment portfolio, in terms of extending duration, 
looking farther down the credit quality scale, as well as 
allocating additional assets to alternative assets and mort-
gage loans.

We also see some potential areas of risk if the U.S. econo-
my starts to deteriorate. We expect that the economy will 
slowly improve in 2014, but if there is deterioration, and if 
interest rates continue to stay low, then that would poten-
tially pressure earnings of insurers. We also see potential 
risks from emerging markets, which could potentially 
have an impact on global markets. That would impact U.S. 
operations as well. 

A.M. Best Vice Presidents Andrew Edelsberg, left, and Stephen Irwin, center, 
with Senior Associate Editor John Weber.
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We continue to see regulatory uncertainty as an area of 
risk as well. There are a lot of areas that are undefined, 
in terms of future capital standards, as well as potential 
changes to products. 

WEBER: So then what opportunities are out there 
for U.S. life insurers?
EDELSBERG: Merger and acquisition activity will 
continue into 2014. Recently, there have been two 
transactions announced: Wilton Re is buying CNA’s an-
nuity payout business, and then CNO Financial Group 
recently announced a transaction to reinsure a block of 
long-term care reserves with a start-up reinsurer called 
Beechwood Re. We believe these transactions will con-
tinue into 2014 as companies focus on divesting non-
core operations.

In addition, we’re seeing foreign organizations shift away 
from the United States, mainly as a result of enhanced 
capital requirements in the upcoming Solvency II. This 
presents an opportunity for domestic organizations to 
add scale. In addition, many view the United States as a 
fairly mature market for retirement, savings and protec-
tion products. Hence, expanding overseas would give 
them the ability to get enhanced margins and diversify.

Nevertheless, as you look at the U.S. life and annuity 
market, there are definitely opportunities. We’re at a 
50-year low in life insurance ownership. For certain 
segments of the market, such as Generation X, the life 
insurance gap is fairly wide.

We believe the industry is really well positioned to ad-
dress these demographic-type issues. As baby boomers 
retire, and as the movement of financial responsibility 
moves from the employer and the government to the 
employee, life companies are really positioned to meet 
this challenge head-on.

WEBER: What should we expect as we look 
through 2014?
IRWIN: We expect that 2014 will, quite frankly, look a 
lot like 2013. Our baseline assumptions include that the 
U.S. economy will continue to slowly improve. We would 
expect that interest rates will gradually rise and that the 
employment picture will continue to improve. These are 
all positive factors for the U.S. life and annuity segments. 

We’d expect returns on equity and return on assets to be 
similar to what we saw in 2013. We also anticipate that net 
investment income will be relatively flat as larger portfoli-
os that have higher yielding securities will continue to roll 
off, with reinvestment continuing at lower rates.

From a product standpoint, we would expect that we’ll 
continue to see more combination products, which are 
typically life insurance products that have some type of 
rider, like long-term care or disability income. We’d also 
continue to see products that have accelerated death ben-
efits, based on the specific type of illness. You might be 
able to get your death benefit without actually dying. We 
also believe that the index products will continue to do 
very well. We saw that trend starting in 2013 as new distri-
bution strategies and new companies entered the market-
place. Index products continue to gain acceptance.

In terms of the investment environment, we anticipate that 
companies will continue to take on additional credit risk 
and sacrifice some liquidity through additional allocation 
to alternative assets, as well as commercial mortgage loans.

Finally, in terms of the expense area, we expect compa-
nies will continue to be focused on reducing expenses 
whenever possible. We’d expect that companies will 
continue to look at areas where they can use technology 
as well, especially as it relates to predictive modeling and 
data analytics.
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Rating
Action

Business
Type

Company Name/
Ultimate Parent AMB#

Current Previous

Domicile
FSR
ICR

Outlook/
Implications

FSR
ICR

Outlook/
Implications

U.S., CANADA AND BERMUDA LIFE/HEALTH

H American Republic Corp Insurance Company
American Enterprise Mutual Holding Co 006906

A- Stable A- Negative
Nebraska

a- Stable a- Negative

H American Republic Insurance Company
American Enterprise Mutual Holding Co 006096

A- Stable A- Negative
Iowa

a- Stable a- Negative

L Best Meridian Insurance Company
BMI Financial Group, Inc. 060007

A- Stable A- Negative
Florida

a- Stable a- Negative

H Bravo Health Mid-Atlantic Inc
Cigna Corporation 064697

A- Positive A- Stable
Maryland

a- Positive a- Stable

H Bravo Health Pennsylvania Inc
Cigna Corporation 064743

A- Positive A- Stable
Pennsylvania

a- Positive a- Stable

U L Continental Assurance Company
CNA Financial Corporation 006280

A- u Developing A- Stable
Illinois

a- u Developing a- Stable

H HealthSpring Life and Health Insurance
Cigna Corporation 060673

A- Positive A- Stable
Texas

a- Positive a- Stable

H HealthSpring of Alabama Inc
Cigna Corporation 068784

A- Positive A- Stable
Alabama

a- Positive a- Stable

H HealthSpring of Florida, Inc.
Cigna Corporation 064756

A- Positive A- Stable
Florida

a- Positive a- Stable

H HealthSpring of Tennessee Inc
Cigna Corporation 064300

A- Positive A- Stable
Tennessee

a- Positive a- Stable

H Medico Corp Life Insurance Company
American Enterprise Mutual Holding Co 008350

A- Stable A- Negative
Nebraska

a- Stable a- Negative

+ L Medico Insurance Company
American Enterprise Mutual Holding Co 003150

B++ Stable B++ Stable
Nebraska

bbb+ Stable bbb Stable

NEW H National Health Insurance Company
National General Holdings Corporation 008392

A- Stable NR
Texas

a- Stable NR

L Starmount Life Insurance Company
H & J Capital LLC 009370

B++ Positive B++ Stable
Louisiana

bbb+ Positive bbb+ Stable

U.S., CANADA AND BERMUDA PROPERTY/CASUALTY

W P CNL/Insurance America Inc 000183
NR A- Stable

Minnesota
NR a- Stable

W P Grange Mutual Fire Insurance Company 004920
NR B+ Negative

Pennsylvania
NR bbb- Negative

— P GreenStar Insurance Company
Jinks S G Limited Partnership 000765

B Negative B Stable
Georgia

bb Negative bb+ Negative

Rating Actions for Feb. 4 - Feb. 17, 2014
This edition lists all credit rating actions that occurred 
between Feb. 4 and Feb. 17, 2014. All credit rating ac-
tions that have occurred during the past 21 days are 
available online free to subscribers of Best’s Insurance 

News & Analysis at journal.ambest.com. For the rat-
ing of any company rated by A.M. Best Co. and basic 
company information free of charge, visit the A.M. Best 
website at www.ambest.com/ratings/access.html.

Operating Companies

Rating Action: (+) Upgrade; (—) Downgrade; (New) Initial Rating; (u) Under Review; ( ) Change in Outlook; (w) Rating Withdrawal; ● Rating Affirmation.   
Outlook: Positive, Negative, Stable. Implications: Positive, Negative, Developing. Business Type: P = Property/Casualty (Non-Life); L = Life; H = Health; T = Title; C = Composite.

Best’s Credit Rating Actions
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Rating
Action

Business
Type

Company Name/
Ultimate Parent AMB#

Current Previous

Domicile
FSR
ICR

Outlook/
Implications

FSR
ICR

Outlook/
Implications

U.S., CANADA AND BERMUDA PROPERTY/CASUALTY (CONTINUED)

W P Infinity Reserve Insurance Company
Infinity Property & Casualty Corp 012288

NR A Stable
Ohio

NR a Stable

NEW P Lone Star Alliance, Inc., RRG 022026
A Stable

District Of Columbia
a Stable

NEW P MEMIC Casualty Company
Maine Employers’ Mutual Insurance Co 014360

A Stable NR
Vermont

a Stable NR

— P Southern General Insurance Company
Jinks S G Limited Partnership 003836

B Negative B Stable
Georgia

bb Negative bb+ Negative

— P Southern Trust Insurance Company
Santee Partners, LP 004040

A- Stable A Negative
Georgia

a- Stable a Negative

— P SPARTA American Insurance Company
SPARTA Insurance Holdings, Inc. 014168

B++ u Negative A- Stable
California

bbb u Negative a- Stable

— P SPARTA Insurance Company
SPARTA Insurance Holdings, Inc. 013764

B++ u Negative A- Stable
Connecticut

bbb u Negative a- Stable

— P SPARTA Specialty Insurance Company
SPARTA Insurance Holdings, Inc. 014147

B++ u Negative A- Stable
Connecticut

bbb u Negative a- Stable

EUROPE, MIDDLE EAST AND AFRICA

NEW P Muscat Insurance Company SAOC
Muscat National Holding Company SAOG 077842

B+ Stable NR
Oman

bbb- Stable

NEW L Muscat Life Assurance Company SAOC
Muscat National Holding Company SAOG 077843

B+ Stable NR
Oman

bbb- Stable

● P Pozavarovalnica Sava d.d.
Pozavarovalnica Sava d.d. 083847

A- Stable A- u Negative
Slovenia

a- Stable a- u Negative

ASIA PACIFIC

● L Fidelity Life Assurance Company Limited 090784
A- Stable A- u Negative

New Zealand
a- Stable a- u Negative

P Guild Insurance Limited
The Pharmacy Guild of Australia 077834

A- Positive A- Stable
Australia

a- Positive a- Stable

New Securities
Date  
Issued Rating

Outlook/ 
Implication

Amount 
(millions) Coupon Security Maturity

AMB #: 085449 ALLIANZ SE

10/24/13 a+ Stable 1,500 (EUR) 4.75% Subordinated 
Bonds

2/4/14 a+ Stable 500 (CHF) 3.25% Subordinated 
Bonds

Rating Action: (+) Upgrade; (—) Downgrade; (New) Initial Rating; (u) Under Review; ( ) Change in Outlook; (w) Rating Withdrawal; ● Rating Affirmation.   
Outlook: Positive, Negative, Stable. Implications: Positive, Negative, Developing. Business Type: P = Property/Casualty (Non-Life); L = Life; H = Health; T = Title; C = Composite.

Best’s Credit Rating Actions
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Best’s Credit Rating Actions

BEST’S CREDIT RATING ACTIONS OVERVIEW

Definitions

A Best’s Financial Strength Rating is an independent opinion of an insurer’s financial strength and ability to meet its 
ongoing insurance policy and contract obligations.
 
A Best’s Issuer Credit Rating is an independent opinion of an issuer/entity’s ability to meet its ongoing senior 
financial obligations.

Disclosures

The Financial Strength Rating opinion addresses the relative ability of an insurer to meet its ongoing insurance 
policy and contract obligations. The rating is not assigned to specific insurance policies or contracts and does 
not address any other risk, including, but not limited to, an insurer’s claims-payment policies or procedures; the 
ability of the insurer to dispute or deny claims payment on grounds of misrepresentation or fraud; or any specific 
liability contractually borne by the policy or contract holder. The rating is not a recommendation to purchase, 
hold or terminate any insurance policy, contract or any other financial obligation issued by an insurer, nor does it 
address the suitability of any particular policy or contract for a specific purpose or purchaser.

The Issuer Credit Rating opinion addresses the relative credit risk of an issuer/entity. Credit risk is the risk that an 
entity may not meet its contractual, financial obligations as they come due. This rating does not address any other 
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Best’s Calendar

Conferences & Events Coming Up
March 5-6, 2014: America’s Health Insurance Plans, National Health Policy Conference, Washington, D.C.
March 5-6: Asia Conference on Healthcare and Health Insurance, Singapore
March 7-9: National Conference of Insurance Legislators Spring Meeting, Savannah, Ga.
March 9-12: American Council of Life Insurers, ReFocus 2014, Las Vegas (A.M. Best attending)
March 9-11: Captive Insurance Companies Association, Scottsdale, Ariz. (A.M. Best speaking and attending)
March 12-13: Workers Compensation Research Institute’s 2014 Annual Issues and Research Conference, Boston
March 18: Best’s Review webinar: “New Developments in Data Breach and Cyber Liability”
March 18-19: Myanmar Insurance Summit, Yangon, Myanmar
March 26: Morgan Stanley “European Financials Conference,” London
March 26: Best’s Review webinar: “Demystifying Privacy/Data Breach and Cyber Coverages”
March 29-April 1: National Association of Insurance Commissioners, Spring National Meeting, Orlando, Fla.

For a full list of conferences and events, visit www.ambest.com/conferences/index.html

For Best’s Review webinars, visit www.ambest.com/conferences/webinars.asp
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