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mth quantitative and fgualitative - ampxtoftheewluaticn. 
Q+pitalrisksareidentifiedam3 al1ocatedamxd.iqtotbepmtiah.r 
~~~ofparfieufarlinesofhsinessorassetotegories. The 
ariresu.kmflectxthSi9analysts*subjectivejucLynentastokwmch 
we.i#xt isagpliedtodifferentcatepriesofrisk fortkpzrtkular 
situatiulinvolved. Anexanpleoft.heen3resultofthecapital 
measurementmfarawcalmcaqrany isiJxAMed. 
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~etheabilityto~~capitdlisanirrportantpartofaompany's 

overall profile, it is cnly me of q risks affecting an imuraxe 

aqany~scapitalizatiu~ Capitalriskscan tlmnaw frunnnnydifferent 

arw3,incl~l) imumnce liabiliti~ such as uxxkndrim risks ard 

rextv~policies, 2) otherliabilitifs, i~~9ukirqoffbalance sheet 

ambrqewies, 3) invesb3ard*sssetquality, 4) financial risks 
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m.ispaprwillidentifyanddissamstheriskstoprrperty/casudlty 

irrarrers~capitalizatim,excldirythedin3ctinpctofa~'s 

ability to genwate opiti tztma@ retained earninp. Italsodescribes 

th2xneuJalusedby -&R%Z'StO lilmmethe~te-of 

capitalto~suchembrpr~atvari~levelsoffinancial 

strerqth. ms mrJlrvvh is az-s- with "risk-basal" capital maleling 

inthatcapitalm is tied to different Qpes of capital risks 

c@ediJqqmthed%xactaisticsofparticularlinesofbusinessor 

assetcakqories.Intheed,hmever,the app-cpriatelevelof 

Qpitdlizaticnfotanyparticular~Lairmcticnofagraq,ofS~ 

analysbinpsirqtheirsubjectivejuQrentastohcwmxhweightis 

appliedtodifferentcateepriesof risk forthepxtiahrsituatirn. 

tim!rIs UPITAL? 

Inor&2rorder- ha,uellaamparyiscapitzlized,itisfixst 

~toreviaJihatiscprrsi&nzdcapihl. TUodiffermtcmqxmies 

lmyhavesim.ilaraIlulrdof rnmericalcapital, irarranoe~ums~ 

resewes,ard~ywriteaistlytbesamfomsofisuarce, m-very 
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diff~capitalpositiaks. Shn%rd&mor*s~itsdefi.nitia~of 

thecapitalbaseofapruperQ//osudlty~tiththeamaPltof 

poliqholdtm3' slxplu!3 &mm in tlx? statutoay filwlmhl statmB& (page 3, 

line 26) ("slxtutcq su@us"). I+2wewr,in~togaugethe 

~iateanwntofcz&alava.ihbletosqpxtoartainrisk3,this 

Iun&rnustbeadjustedtomrrplt foritenswhi&areovem@asiz&or 

vized inanYwrKJat~~~lus ("AdjustEdsmplus"). 

QleofthEnrost illpamtadj-isaaxwrtingfor' : Itsin 

affiliatss. TbtheexterTtthatayfi-areinenterprisesthat 

m&resignifimntcapitdl,avfrasother irsuranceaffiliabor 

fimrdal ifdkutius, a danrJard adjtastmat ismdetoY33flectthe 

aJnamtOf~itdl'2C3ed"bytheseaffilia~. mecarKyjngvalueofan 

affiliate might zqxesnt t3learcxntOf~~ustment iftheaffiliateis 

culsidered apprqahtzly capitalized. mr those affiliates which are 

overmpiblizador tmkrcapftalized,or~thecarryingvalueisnota 

clcr% reflecticm of the axrentequityoftheampny,fuxtheradj- 

an? w-y. lhee affiliates that ax-2 listed as azmrmstockassets, 

tutanzmerelylegal~tiestictrinvestinothertypesof-on 

bhalfoftlE iIlsaerandhaM?nootherbusinesses, wuldmostlikelybe 

tmxedasdireet~ inurhr1yirq-. Ekhibitlshmsthme 

t3GmQlS of adj- towrplusmadftforhyptheticalinsuamegra;rps 

WIG&i awn affiliates. 
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Note:AllelazqesaresI-MYmlbeforeananticipated 33% reoJvery rate 

afterdefault, ardaredismmldto~value at a rate of 8%. 

Noadjusl3entisnd6fortams. 
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evenly wer ten years, i.e. 0.4% anmally; 

‘C’ range, orruuccatqcq5:5o%ultimatedefaultratespmadat 

an8%;~ratecrverthefizstfive~,arrdata2%araPldlrate 

fCa )-XC6 Six tkU#l ten; 

‘D’ rated, orNhICc2hqoxy6:are~ tobf3carriedatmarkt 

orrealizablevalue,ardthusmixmnmldadjustment ismade for 

thesebKrd6. 

S&P calculates a &fault lass charge for the xrf3rlgage poxtfolio that 

antici.p3tesalc6eof6%ofpmbleu1~ pluswatx3llistlms 

amually for a three yearperiod, d&au&d at a rate of 8%. Problem 

mortgagesaredefinedasth66wof~ loam delinqwnt for mre 

thanthirtydays,lmrsinthe~ of forscl osum,laans 

foreclcsedanltran6ferredtoreale6ta~cwned,andloan6wi~ 
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Al6o,tothexbntUmtaccxqany carrieeanygc4willorother 

inbq5bleaseetcnitssta~l?ztlbalancesheet,theseuuldalsobe 

exclm fmmEiurplus. 

-adj- iXlrdethe-byti&losS- areeither 

deficient(a~adjusbm7t)orremardant mrqwarct -xi-1 

Scmrdingtoshp’Strternal ==M-. mieiJIcludeeanyeffectsof 

DZeSeTVeS. Nsqth66nmmtof -currently- 

umzollectible isviwedasa sducticmoffxuplus, r8stofQpditfor fun% 

kid umier reinanarroe tmaties for this qmcific set of unwllectibles 

andmimuame~e~~heldbythe~corpany 

rPpresentQshbalanzsheldasanoff~totheliabilitiesoeded,~ 

thepmvision for reinmmwisareserveforpotentldll-fm 

umollectible rpinnnaroe. Theseare8vailabletooffsetn2inswame 

reawemblerisk. limmer, bwwseitisrk7tpo6sibletoidentifyhm 

lmxhoftheamamts avahbleu&erlettemofci&it rqresmtfun3sheld 

(tdhichar6~~-anoff6ettorislc), andmany6taasdomJt 

given&smmceClgditforlettezFofcredit, s&pdoesnot adjustthe 
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zleirwnan=eMebdlaroesbythe alKalnboflettai3ofcmdit 

avahble. 

Fin?uy,aswtvalwticnreserves forllrxkpdeaseetrcare 

aznsidersd a capital rssamze, 6nduouldb6addedtothec6pitdlb66eto 

-=P~~-~- hwe6ettbse -up. Ieter 

takizqallth66ei~intorrmart, s&P arrive6 at "Mjusted swplus". 

1. Ir*;uranoe Liabilities 

2.otherxJabilitFes 

3.xmest4dardovlerAseeta 

4. Firrarr=ial Rhks 

5.c%mxalRxirressQnditi~. 

Eachoftbseri6ksuillbedisam6iinfurths&tail,ardcapital 

~wil1beassignedfar~0f~. Haever, itisilpxwlt 

txJkeepinmindthtthese~ aXW Cd)' th6 begildllg Of s69’6 

pluoessarrdnotthefinalevaluatim. lnth6ed,th6seallocati~- 

=W=ageneralguidelh,ti furtkr 6ubjective eAlllatia-6 ad/or 

adjlstmemsare~repriredto- capiblizaticmlevels. 
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swlooksclo6dyatthmeQpsof imurameliabiliti~toassessrisk: 

eperatirgdsks(ziskstsimmhqfrcrmtheeveryQyhusinessof~~ 

-1, reserveriskS(risb!~~frWa~s6reserving 

polici~andtheadegwcyofth6reserves OVtXthlE), ZS#3- 

I-iSJB(riSkSstermirq- reirraaMoerelaticrships). Indoingso, itis 

newwarytoremgnize~twithinthe~of~/~~ 

inswarmocrcnenrps~liesavastdiff~ bet&eentheMtureOf 

th?liabilities. Fur Fnpoees of ass- agpropriaw capital levels to 

cxqade6,s&Pbeliev66itiJ3~ f5rstto-~ttypesof 

liabilitiesa ampMy~-. 
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tbnashorttdledlirre),in2l~f~,haPecrwnersarrdoomPen=idl 

atiple perfl, V, aubliability, aixuaft, fidelityard 

bxbzmatianl.Lengtail~li.nesare~~a~anumtor 

luulberof~arestUbe.i.ngpaidoutmoreulandgbtyearsafterthe 

oamrmnx.hytaUedlinesforpapasesofthis~i~paper 

includenedicalmal~oe,financidlguaranty,wor)rersa~atim, 

other liability, ad retrsurame. Se6 Exhibit 2. 

s&Pb6gin6to?m66ure qlemhlgx-isksthrcu3hanewminationofthe 

?xlatim6bip -~~writtenandpdjustedsurpl~(~~~ 

Ls3emgen). Thisratioase66esa oxpmy~saqoirqabilitytour&rwrite 

rw immm3~policies inrelatimtosurplusardits tqxmre to pricirq 

orothsr urbruri~errors uhid1mi@xtaffectitsabilitytogerwab3 

sufficientfurkTstopayforfut4zmclahs. TheratioiscalaU.at&three 

diffemntways:basedtpcmDi.mct~~ Written(nDFW)tiBdjusbd 

Surplus (VS"), based qxn Gru6s Written Prmuimas (%FW, or IWP plus 

leirrsuranoe asslrmed)toAs,~based~Netpremiunswritten(~~~,or 

waLimsr?e- Eckd prenliunls)to As. Eac3loftheseIatic6are 

calculatadforeaeh0fthe1inesinthesta~~statement.Asnoted 

earlier, for illustmtive~papases, ea&lineisassigndtocneofthree 

catqories. ThepemmWgeofpmniuuswrittenineacfiline(amihere,in 

eachofthethreeQtegorig)inrelatiartotatdlpremiunswrittenis 

also calculated. 
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SGPbsassicjnd aFpKpriate@ezatirqIEvvnqeF&tio6fordifferent 

xdillglevelsofcapitalizatimforeachliJleof~iness,carresparlin 

t0 its ChiW Pay- ability ratfn3 &fillitiUiS. Each aX4MllfS book t 

examindbylhofbknees,arrlue&thdaveragefkadaxdleverage 

ratiosareQl~~~~the~*sspecificlinedistributim. It 

isirrportanttor0tettxstthisratioxMkctsmlymeaqmentof 

0veral1capitalizatim,ardthatcapitalizatimismlycn~factor,albeit 

aninportantone, ina C=4XU3”6 -1 CZt?diti-. 

Ihe follahq table illustrates s6P's gmeral appn3a& tb qwatinq 

Imerage. Whilethesevalws representtarget cpxatitqlevenge foreach 
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ofthefcmrmtingcategopries,they~nut -yreflSCtactudL 

mngeSfllrratedaxqmifS Nosinglemmbris~cativeofarating. 

s&Paml*lclaksubjectivej~ofallofthefactarsoutlinedin 

th.ispqYxmedsbaforeratirrgsareassigned.'Ihisistnleofallthe 

factars~illthispaPer. A~Of~'SChdl63~6bfiity 

rating6 dsfinitiarre is -form- 

Table 1 
-lEvEIuyE 
R7auiumsMittertlPbj~surplus 

m-hot-tiv6Oraggressiv66ninlividudlocnpany'6 

cperatirq leverage is,itsumallqJemtinglevsrageismnur*rltothe 

weightMratbqcategmyaverage. UsirqTUle1atme,ifaaapny~s 

businessmixwere6(Hshorttailedlirres,15tmedirrmtailedlines,and2~ 

lcmgtailedlhes, themximmcpratirqleveragean5i&entwithatAAA~ 

rati.r~~level of Qpitiizaticmvarldbe 1.62x: for 'AA* capitzilizatim, it 

wculdbe 2.08~; far ‘A’, 2.6Ox:anJ for 'BBB', 3.12x. Thus, ifthis 

axpriyhadcperatiqlewragaof2.OOx,itwaild~-i.nbatmen 

th??'AAA'and'AA'cawcJoryforcpmMngleverage. SeeThble 1Abelow. 
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Asrrrtedpmviasly,S&Pnmkesanadjustmznt toSl@UStOWflE!CtitS 

qdnim Of whthsr a W'S m6wrvesareadsquate, deficientcir 

-inthe-period. Tmi6adjwtment refl~theinpactof 

adjusbrenbthatamexp&xdtobemadeinfubmtimeperiodswhichwill 

I3&in!etelyfnpactsurpl~~additicndlorlawerearnings,whi& 

cmtributeto6urplu6growthor6hr~. Iiwever,gimntk 

difficmltiesinm#iqaaxatelot3sresemes, andth?3charqincJnatureof 

liabilitbswert.ime,itisstm =-=Y~--patentidl 

iapMcrlsuxplusoftheleveragingoflcss - to6urplw. Fbr 

wsuple, if resemesaraegual tofivethestheamxmtof surplus, and 

they~tool~rujjustU,thisvarldmeana25treducticnin~~. 

If tk aKnBTt m3emeleuelprxwestokel~deficient,un%rthis 

6CmWiO,alldh6rth.iJg6beifqsqudl, su.rplusvatZdbemduc&by50%. 

lhUSthI%lCWZ-the nzsemeleverage,thelessrisktothe~i~base. 
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Na-&h&s,ftmaybequi~~~tDhavehigh-levels 

~~tosrapl~,particularyforlcngtailedlirresvheremDstclaims 

wiUmtbepa.idforalaqtim~~resemiryisaask3eFmtive 

straw. Inmi.6 -* w-m leverap andrssemelevexagestmuld 

b6vi~in-,sinwiti6often qqxqriz3~forlaytaLledlh 

to-hispl-leverage, hltirqpspbtetobavebigb~tin3 

hmage,becausethcostofun-kmritixqxfktaksaresormchucire 

farrwchiq in a lmg tailed line. cbnemely, it is usually acmqtable 

farshcxttailedlinestohavehi~~ti.rqleverage,butitis 

-ly~edbylaRlrrpservel~, Si.TXYZttM? uxxkmritirq 

riskswillbemvealedarrlaammt& forinarelatimlysbrttimframe, 

ardthereismn6dforahupkmil~ofreserves. Al60,aampany 

whid~amsciatsly ~WillhOUllUhhi~-leveragethan 

aampanyuhie)ldosmt~. ThisattrilmbisviaJedasan 

i.rxiicam of fi.lximial &eren$h, rut -, arxIistakeninUaa3amt 

as- a subjective factor. 
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2.00x 2.50x 3.00x 3.50x 
Mdiw 3.00x 3.50x 4.00x 4.50x 

4.00x 5.00x 6.00x 7.oox 

meserisksarevei~bylineinthesamef~onas~tjng 

Wverqe. ~~Table2abrrve,ifaccmpany16~~mix~602~~ 

tailedlLres,152medirrntaFledl~,andZHlangtailedlines, the 

wxinana resemeleveragecorsistmtuitha*AAA*ratixqlevelof 

capitalizatimwxldbe 2.42x; for *AA' capitzilizaticn, itwaildbe 3.00x; 

for ‘A’, 3.58~: arrl for 'BEB', 4.22% ‘I~us, if this axqny had reserve 

lfl~erage of 2.5Ox,it uculd be scmahxe intc&wenthe'AAA'and'M' 

cxdaplyfor- leverage. St62 Table 2A belw. 

izzziu 
60% 2.00x 2.50x 3.00x 3.50x 
l5% 3.wx 

;:EE 
4.00x 4.50x 

25% 4.00x 6.00x 7.00x 

'+@-d Average 2.42x 3.00x 3.58x 4.22x 
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ThethiAQterpry0f insumnaliabilityrisks is- collecbbilityof 

lxtdsdliabilities, ar reirrsuraKmm1es. lhsemoJvwable5 

r6gmmeethe-&efrc6l-~ zwum6dkudn666fruna 

prim6ryorcedingaPlpanyfor~' lbytheprimary~ter 

of an -p11cy. Ihetxtal mcmerable oarsists of five 

aapanents: 1) axamtt3~farlosses P~by~oeding-PW(~ 

-les):2)~lassesthathavebeenrepartedbut~in 

urpaidbytheazding~(~ssforlmpaidl- 1; 3) the 

e6thteduwam6d portion of cx3cWl preniuu6 (recxnrerable for unsarn& 

pr6nilms);4)oxkdlassesforclaim5ti&h3vebf3cn' redhltmt 

reporteat= mlaxembles), arrl5) thepxticmofallocatedloss 

a-- (WE) edsdtove-. However, S&p adjusts 

thisreooverabletoel~~balanzs~frcrmaffiliates,poolsard 

a66ociatierrs ("Adjti Eaeinwanoe Ikxmemble &lam?). Reirwuanm 

mumarable lmlames b6 fw affiliates are excllded because S&P believes 

thatcc6pnie6aJnedorwnag6dbytb6c6diJxJmrpanyarelmlikelyto 

default, prthhrlysinoe~defaultvaild jmpardizetheprimry 

writer's i&ustry wtianarrd anplus position. Similarly, 

-1f?SdIEtronpoolsard associatia3s~vi&asultimbly 

collectiblekeca~uwbercxmpaniesoftenbearbothjoirrtarr3sweral 

liability for&ligatims. T?ms,stmldonemmbsrbeccmzinsolvent,its 

1iabilitiesfraPthepoolarassociationaretypi~lyredistributedamong 
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AnotherDofrem eq2uweist.be~tim6bip- 

- recrnrerable66ndsurplu6s. ZhiSWSUXTSthebpaCtCrrsurpluS 

of the rmpany's fumm e3psm to potentially unmllect.ible 

re~Inardertoquantifyaconpany*sreirsuranoerearrerable 

1ev6r6g6,569mdifie61tsM?ju6txdlWmumme~eBdlancreby 

rmltiplYirs it by UE percSmqofpaidlo66 recrnrerablestitiarewer 

180 day6 past dw. Thisfacbristh66tarthqpointfora~of 

thecwemllqualityoftb6reinnvanoe prtxpma6-~bythe 

agingofp6idx=lawmbl66. Ftlmeradj-wytbenbemadet.0 

aarmartforwerallreirsurer cmditgudlity addivem.ity. Fbrmle, 

ifa mvi6uofSdxduleFrevmlsthatagenerdLlyhi$quality 
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Table 3 
REINsuRApKEElDoJvEIIABIE- 
Adjusted- Rfnwer&leBlams/MjusbdSurplus 
(-1 

888- A BBB 

50 75 100 I.25 

For exanple, if a umpanyb6 SMmi.llimofAdjust&Reinsumme 

FteammbleBalanms,with20%ofpaidmnmerablesh excess of 180 days 

old ma highquality rem m-=3-- (a juipnental factor of 50%), 

ard adjusted surplus of S25 millicn, the ammt of rem 

recrxrerables atriskwculdequal 20% of surplus. 
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ta3~6everalforw. amrPencahqentliabi.litiesincludeacenpany*s 

e%poeumtoli~timpeniingagairrstit, expcarre-~frern 

6flploy6eandretireebenefitspaogrems,and~--ing 

re&ramWsucha6 raterollix&surdeCalifornia~sprcpaSiticm1O3. 

In -ti=b 8Qpe CaPperty/osudlty irt6ummlmvefinancialguaranty 

expmxemtbirboA3,wherepmniunswritknamnotatruereflect.ion 

of -ting risk. 

-0ftheuni~Mbne0fmany antingentliabilities, mesunwb 

of a 034Xny'S eqxxamtocapitalatazrtainrathykvelsareoftm 

perf~manadtucbasi6ba6edupms&Panal~inpos~their 

6ubj6ctiV6cpMon~aparticul6r6itu6tian. However,- 

expsunSmybequarhified. 

-/-=--lty aslp6ni6sa2p~to~the6lrulntoffin6ncial 

guarantyezapareth6ybaveinthezutestothestaMory~-~in 

th6hOldinf3oenpanY'6~repat. i?i6b6r6diVid6dintofeUrd- 

pr63bmttothereportFng~. a~iismnricipdlkrd 

il?smme,cl~2,aPoporatebadirrwanzarxicJllaranteesofdebt 

sentioe mabligatiashavinguMerlyirq semrityarcollatfxal, class 3, 

mrporatebariirsuranoeard guamMesofd&tservioecm&ligati~ not 

havingmderlyi.rysemrityorcollatzral, ardclass4,allother financial 

guarantees.TllecxIqmie6are~torepartbothmaximnaamuald63Jt 

semiceexpm6unzandt.otaldebtfewioeeqm6ure. 
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krsimobligatiorsand rptFreew&ical bencfitsareaboanalyzed for 

irqxsctcmthetmpitaloftbe~/casultyhsurer.Whilethese 

cbliqatim am typicallymoffered" at the holdingcmpany level, they can 

stmsstheczspitdlofttwqezatirqarbsidiariesbyrequirin3~ 

eubsidiariesto~th6n. Thefimtstepinamlyzirqpssim 

cbligatiaxs istoqmntifypemimabligaticm am3planasets. Analysis 

anter6mthespreadirsSmen the plan's EELsumdRl~of~m 

-andthe-tata,andtherat.eofreturnversusassumed 

axqenmtimgm&hrate,vieuedinthecDntext ofilhsbymnm. wre-l 
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tk pmjectd benefit obligatim (FEO) exceedsplan-,thediff- 

~ar&&3zdaxxdmtimofsurplus,netof~tdX~ideratias 

arisilq Frcrn Leoognition of the per7sicm liabilities. 

~~~theoof~~oalliab~iti~cnopital,ShP 

foa3sestmcashmtlays,viewirgthemasauzquwmt of cost positim. A 

caaparry-withpartiallarly~rptkeeluf?dicalcnstsis 

pewliwd in its cupetitive -. 5 calailatbq ratio6 of a 

ampany’s cash a&lays for retime medical liabilities to xzvemes, 

aperatirqearnings, andcpen¶tiJqf=sat-Iflaufor- Yearsta 

crxsiderirgthet..rerdintheserati~,ane~ngeta-of& 

prdlan~s mqniW am.3 a3qxhre a aaplywithi~iJastxypeers. Ihe 

ratioofretireestoscti~erplayeesLdlsoa~indicator. 

~~vitharatioofgreaterthan0.5toltypicallyhaveaheavy 

hxden. bibemmtireenedical&ligatiasdotqmsentavery~ 

useofcash,S&Psaeksinforuaticmabmta azmpampsuorkf-and 

retaree ppilatim nnkeqa, i,mummz plan chmdmdics, and 

cpst~strategiestogainabetter~ofthelikely 

dinctim of fubxe cash a&lays. 
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SW'S adjl.lsmmb toEauplus~~fmm~creditriskhave 

alreadybeen-. missetialfccussesal-ra~~market 

riskfxunbwestxd ardotherassets, ircludirgthevulnerabfiityof 

irnrestmentvaluestocharqesin-~tims, i.dereerates,and 

credit t3eadxatial. Any siglificant changes in - valm will 

kiveanixlpctm~im. plspertyjcasldlty irwners have tzraditi&ly 

benozrmrvativeFmrestors,~~ ~'mntlyinhighqualityfixd 

iname StDJrities. Hwever,the-forhigherlcmgtexm~shuKt 

termreturns,andthe- maihbilityofnewtypesof finardal 

~hasledEuceoprpaniestoadqR.less I -tive inv- 

postures. Acmxdigly, a m&er of -/-ty oqmds have 

6igfCficant zimamtsofin..~ - inaxmmadpreferredstocks, 

Agmdeam.varlwerirrrrestmentgrade~,rea.lestate, 

mrtgqes,ad&ivativefinard8l~ . %l-iese asset catqories 

havesubstantidlly~risk~~theygenerallyhavelawercredit 

quality, lessnrketli@d.i~, ardanzmcne vulmrabletochaqesin 

- =-, ecnnnic cycles, ad otkr eccnanic i.rdica~E WhirA 

affect asset valug. 

Bonds 

H.igtlgra&fixediJume ssmrities (those rated intheA, AAard AAA 

categories) areannqthe safest investmentsavailable, shcetheriskof 
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IaR1-irrvlestmentgradebords(thoseinthe~~~)arealsosafe 

in. . . # kuthavehigkrpentialdefaultard-~latilemar)ret 

-ist.ia. Iaer irnrestment gmdelxxldsaredefinedbyS6lPasthc6e 

publicbalds~ingincategrxy2of SbeduleDofthesta~ 

sta-. 

Hiqhyield~,definedasthosewithacredit~~belwB88-aran 

B by the NAIC of classes 3, 4, 5, and 6, have significarrtly 

hi#terdafaultrates,aresignificantlylPore vulmrabletochangesin 

inbrestraward eoornniccycles,arrlhavefarlessmarket liquidity 

titan - CJRde molrities. Aaxxdbqly,S&Pkeli-thatitis 

notpndentfarompaniesrksirirqstrongcapitalizatimtohave 

significant eq7cxwx totheseQpesofsfxurities. In-iqa 

ocapany's - tohighyield bmds, S&P in&&s allpblicatrl 

privatebmisagpearbq inCatqories 3, 4, 5 ard 6 in S&eduleDofthe 

sta~stataaent. 
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~ti~amlist&atmarhtval~inthestatxtorystat0mk.As~, 

&amgeSintheirvalueflwtklnaqhdtaetly+o~us.zheaFpropriate 

-- ofequitiesheldrel.ativetoMjusted Surpluslistedin 

Table 5 -thatthe~acmpany bids a diversified portfolio of 

stocksfarthelongterm. Adwmazdadjus?mmtinmximmleveregewaiLd 

bemadeforaqenieseqrloy~riski~ itmsbmt strategies. Again, the 

valuesinTable5Qrrrtmfkctacmalraqesforrabdaxpanies. 

MoHqges(bothresidentialard~ial)havesaIkecbara~istic50f 

otkrfixed~-itiesinthattheygenfmteapmdictablestm3m 

ofircureoveratenaoertein. )icuever,thzycmmtbesoldi.namrket 

2.55 



Rxlestatelisbdasanassetmthe~dmetofirrnrranoeaxpanies 

often-is&-lyofploperties b.ldmderfareclosedmntgages 

heldbytbeinsuar,asuellasprupmty~iedbytheccmpanyinthe 

ODuzse of its cpmtiors. Inasace4irqcapitaladqnq,S69umsuresa 

property/-ul -‘s -PO-- toa)msidentidxrtqges,andb) 

axmercial ~ardrealesL3teutherth3nthatczupiedbyth 

-- Farthisprpoe,S6Pexpecbthataaaqxmy~sresidential 

mrtqage partfolio is well diversified qxgmphically, and its mrmerci.a.l 

ucr&age am3 real gtate portfolio is well diversified bath cpsgqhically 

~Wprqrertytype. rxxmardadjrrstmentsintheamarntofleverap 

demd aaxptable would be made for hirers mtmstirqthisprofile. 

AJqmpriate llnximm levels of residential xrbpges, -ial rrprtgages 
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andrediestatex-dati~toPdjustedSurplusffardlff~~~ 

catqoriesarelistdinlhble5belw,althaqhtkydonotneoessarily 

reflectactualKlngesfarratsdccapanies. 

Derivative Ffnancfsr 

lIhE!se~irr=lrrde-ofthelatest~timsinfinancial 

tLe&nol~ardinclrdeqJti~aJaps,wapti~arrd-l~ 

derivatives,amnsditiestradin3,aswellasderiMtivesof 

lrmQqdaw seolrities, s&i as ~mlyarrdprincipalmly 

w Bzzllrities (IO'S and FQ'S). n-q share cuxnm 

~~OfbeFngspecifi~lytargetedtoaparticularfinancial 

irnrtionarcredLtriskthatoiten~~cklyinvdluefrcrnaneday 

tothenext,whichmkegueh- significantlyrsxeriskythanany 

oftheassetQpespn?vicuslycuarWed. with mae lim.ited f2xaptims, 

data~a~*ssqxruretotheseinstnnnentsismtwi~y 

available thraqh prblic -. SWreviaJsaninsunx~seqc6uzxto 

thesetypsofb&nnwEs~discussimtithlaaMgeaent of the scqe 

adprpc6eofthepmpam. Fbrirstame,aoolrpany~splrcfiaseofaptims 

whichcloselyh@esitsriskinits uxu4x-t stock prtfolio is far xwre 

axr;enmtivethanasimilar~uithastrategyof~irqtatal 

return. zheulti.mateevaluatimrearainsa subjectivecru3,sinceiti.s 

verydifficulttotrackthewuall expSuretothE?setypesofirrstnrmwts 

matinelybasis. 
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Ina&Utimtorevieuingtbovenllriskofen&categntyofasseb,s69 

~thepob&ial~msurpl~ofa~*s mrrent portfolio 

ofspeAficpJblsmbcndsandnmqages. FJIXZblslll~jJ72l~kFds 

uhi~aredelinquent~than30days,notfullypeying,arma~~ 

list. Rpblomrpportgagee hzlu3ethDsedel~~than30days,in 

~off~~,f~osed,IpDdified,armauatchlist.~ 

P=bl--~mortgbgerepresent asignificantrisktocapibl,simae 

thesearethem6tlikelyassetstockvalueabtmthlly,~~ina 

dhcthittocapital. ~ly,S&Pviewsthisasthesinglenc6t 

inprhnt i3xlicab3rofassetvolatility fora -/-w insurer- 

Fbre.xzmple,animm2ramhqa -amolmtoftheaJtstarding 

debtcubak3sofaxlp3niesin&ngerof hm)auptcywaildbeindangwof 

lc6ing large -ofQpi~. AFpssaiatelwelsofMdLprublem 

asseb inrelatimtoActjusbd Surplusare listed for illustrative 

prnposesinTable5belw. Thisratio~ thevolatilityofa 

~'sopitalbasetokmmorexisthq~qmlitypmbleas. 

InacUitimto lmasurirqtotalplpblemassets,s&Pmeasurestheirrsurer's 

totalexpsuretmnrirevolat.i.letypsofassets. Tbus,acmpnywbi~ 

irrvestsin~~yi~dbcrds,~tiesarrdm~rtgages~ea~~~o~ 

aammts for251 of its axrplus (total of 75%)mayhaven~ire riskthana 

onpany bvestig in 40? of its surplus inequities. 
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w 0 - 10 ll - 20 21 - 30 31 - 40 
LamrInv.GrabBarls O-100 101 - 150 I.51 - 200 201 - 275 

iiizzsl'. O-75 0 - 30 76-100 31 - 60 61- 101-125 90 91- l26- I25 I50 
-mnorbgages 

ardmalmtate o-l5 16 - 30 31 - 60 61 - 100 

o-5 5 - 10 10 - 24 25 - 40 

IhefaaVI~~ofriskstocapitdlisfinancidlrisks,suchas 

fjnancial lemmgearKIasEietliability~. =F=JP=w-w 

insuremdollotbsvedsbtmtheirwnbdlancesheet,al~scrmedo. 

mny of ttmse that ddt, hwever, amwnedbypaxentswhobavedebtm 

theirbalamzshe&,afdtheyareixdbctly~toservicethe 

pment’sckbttzkuaghdividendpa~totheparent.~,financia.l 

259 



levezqeatboththeqerathgarxItheholdingaqmy, asw?uas 

auexageMdosanddivi&ndpayout-,areimpmtant~of 

capit33lbhim. 

s6Pnmmm=sf-levleragebycalalla~the~ti~~ 

tubl&bttocapitalatbthtbpxentarx3thecperathqsubid.izuy. In 

aMitim,uheretheparentdoesnot~anyothersignificz4nt 

arbsidiaries,~parentdLdeMFs~lidatedwi~the~tinganpanv 

debt. Ifthpan?ntdosh8vetJlzhzswross withwhichto-icethe 

-,JJJJ ~ia~portianofthepn33tald&t~ybeallocatedtothe 

upelating parperty/-ty subsidiary arx3 aalmlidatedwith the op2mting 

ampany’s d&t. Ihe ratio of operatirq ampanydiViddSpaidtOthe 

prentasapxcentofstatutcPyTPt~,aswellaspretaxinterest 

---9&~--w-d- - awcinam allwable divided5 which can be 

paidbya crmparryuithaztthpsrmissimofitsregulatnrismeasured 

againstthe&btservioereqt’ ltaSkUd.1. In additim, s&p cmsiders 

the8nnunt0fothWmcrretaryaltflwsarhasparent~~1der 

dividerd requirpments. ‘Ihe follwiq table is an ewnple of ratics fur 

fax rathq cabqories, hrt &es mt razewarily renect achal ranges for 

rated axqxlnies: 
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deachyearforthspastseveral yearsinortkrt0aaxazntforthe 

higherlc6ses. 

‘IhePT’=mv-ty - h%stryfaoesarnnrbwofcfiallenges 
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tday t&i& auld affer=t its futun? ca&txlizatim, including political 

-=ceat=Y -wcaiLd pcwltmly limit t3lepmfibibtiity 

ofol?fbreleremde~~of~ for oertain lines of 

hsiness; a - litigiars social envirrxm?nt; atx2thespi2Lall~costsof 

legaldeferweal6amdicalcare,uhi&~y~the-lrateof 

inflatim. s&PlinAl-hwc~es~tbeseaajorissaaesal%l 

itswal~mofnenagement~areEIparseto@enthlchargesbeorrmesa 

subjective put of the capitalhtim analysis. 

Theultim8te&brminatimoftheleuelof~ofcapitdlofa 

property/casualty~FsahPrtimofthe~diffetentelea3entsof 

riskdisxmedabwe. S&Fperfonn5thequantitativearrlqualitative 

amlyses outlinad earliar, as6iqIiq - to tk? differPnt subcata3ories 

of the capit2li2ntim analysis. lbe6e~arethenrwievedintotdl. 

lhev==-, hamver, uniformly tni@t& for the relative bpxbnaz of 

~~~arrlthentotalladtoarri~atanagpegaterat~category 

orsco~. pLisisb6ause the relative ~21~ of different measuzs of 

upital risks uculd &zmge depedbqqxntheunipre-istiuof 

oeminoempaniesand~~. Fbr exauple, bile cperatirq 

leverageku=aWaverytnportant factorintheanalysisof-1 

upitalizatim, for a azupmy whii3 exclusively writes a luq taFl line 

sudlasmedicalmdlpractice,thereisalmc6tnosmomtof-~in 

cprat.bqleveragewhichumldbeableto cmpensate for a lack of 

262 



-in -1~. s.teead,theriskbasedcapi~ 

guMelinesarllinedlnthispperaremodFfiedbysubjet.ivejuQaentin 

eachcase,aoumtdiffel?Rntparts0ftheanal~iaare sbesedaaxxxliq 

toubatismst ~~iab? for earfi sitllatim. In this way, a dusim 

isnMeregaxUqaoempany*olevelofcapitalizatim. prisismlyare 

padoftheuholerM..inganalysis,hwevedr, alldt&eulti.materatingofany 

acmpanyluyreflectowsallcapiWhatimleve.lswhi~arehigteror 

larer than the publkhed rawq. 
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