
What Demotech Looks for In Rating Risk Retention Groups

An RRR Interview with Joseph L. Petrelli, President, Demotech, Inc.

RRR: How much operating history does an RRG need
before approaching Demotech for a rating?

Petrelli: We do not have size or experience
minimums. We have a financial analysis model for
reviewing and rating RRGs with sufficient years of
representative historical operating results. However,
Demotech may also review and rate an insurer,
including a risk retention group, based upon the
information utilized to secure a certificate of authority or
license.

RRR: How do Demotech ratings assigned to RRGs
compare to those assigned to commercial insurers or
reinsurers?

Petrelli: A Financial Stability Rating® (FSR) presents
our evaluation of an insurer’s ability to meet its obliga-
tions to meritorious claimants. Although some believe
that the ability to diversify by writing numerous lines of
business can result in an advantage over a coverage
specialist, Demotech believes that coverage specialists,
focused on a particular niche, can be financially stable.
Accordingly, RRGs and commercial insurers are subject
to the same series of financial analyses and a comparable
evaluation process.

RRR: How does the rating process work? What
should RRGs expect?

Petrelli: For more than fifteen years, Demotech’s
analysts have reviewed and analyzed the public financial
information of more than 2,000 insurers. This includes a
review of quarterly as well as annual statements. If an
RRG has sufficient years of representative operating
experience, it typically receives a Preliminary FSR (PFSR)
from us on or about June 1 of each year. This correspon-
dence provides the RRG with an opportunity to accept
or reject the PFSR or to submit additional information.
We will not publish or finalize an FSR without concur-
rence from the RRG.

Regarding their expectations, every insurer,
including an RRG, that works with us should expect to
have an opportunity to describe their business model,
educate us as to why that model works for them, and be
assured that an FSR will be finalized if and only if they
concur with our evaluation and conclusion.

Equally important, an RRG should expect to work
with an analyst who has P&C insurance experience,
related credentials and several years of experience
reviewing and analyzing insurance companies. Our
analysts have earned designations such as CPCU, CPA,

Chartered Financial Analyst (CFA) and designations
from actuarial societies.

RRR: How does the analyst form an opinion about
the RRG’s potential impairment from the analysis?

Petrelli: Demotech’s evaluation of the RRG’s
potential for impairment is based upon a review of
insurance fundamentals. We do not utilize a “Wall Street
analyst” mentality. Our analysis is focused on several
components, including quality and liquidity of invested
assets, adequacy of loss and loss adjustment expense
reserves, quality and quantity of reinsurance and pricing.

RRR: Can you describe how your rating process for
RRGs differs from a Wall Street analysts’ approach?

Petrelli: In contrast to a Wall Street analyst
perspective focusing on top-line growth, quarterly
earnings, geographical diversification and product line
diversification at the expense of insurance fundamentals,
we focus on how the RRG has or will meet the needs of
its stakeholders by remaining focused on insurance
principles. Once the needs of stakeholders are met, a
focus on top-line growth for the sake of top-line growth
distracts from the mission and often requires an RRG to
reduce premiums to be particularly competitive. This
type of growth is counter-productive.

Similarly, a focus on quarterly earnings aligns with
an investor’s perspective, not an insured’s perspective.
Insureds seek a financially stable carrier positioned to
honor meritorious claims in a timely manner. When an
insurer is encouraged, maybe even forced, to shift its
focus to quarterly profit from balance sheet integrity,
every dollar of loss reserves that they can shave from the
balance sheet adds a dollar of profit to the income
statement. In contrast, Demotech encourages carriers to
strengthen loss reserves and maintain adequate, not
merely reasonable, loss reserves levels.

A misguided focus on short-term profits may also
result in the under-utilization of reinsurance. Carriers
might retain particularly large net lines to avoid ceding
potentially profitable premium to reinsurers. This might
be done to meet earnings expectations imposed by
analysts. In contrast, we would encourage RRGs to focus
on minimizing their net exposure by ceding the volatility
associated with larger losses. We have seen RRGs focus
on enhancing their financial stability. They view profit-
ability as a natural consequence of their attention to
detail and knowledge of their niche, not as the
fundamental reason for their existence.
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Moreover, if other rating agencies focus on top-line
growth and quarterly earnings, they may intimidate
carriers into foregoing traditional investment vehicles
with nominal yields and implicitly encourage investment
in riskier, higher yielding instruments. To the credit of
RRGs, public financial information indicates that RRGs
utilize simple and conservative investments offering
exceptional safety and liquidity.

RRR: What are the main differences between the
analysis of an RRG versus a commercial insurance
company?

Petrelli: We do not distinguish between RRGs and
commercial insurance companies at a superficial level.
Rather, when there is a difference in the assignment of a
rating, the difference will be based upon factual financial
information in one of our key areas of analysis.

RRR: What advantages and disadvantages to RRGs
have in the rating process over a commercial insurer?

Petrelli: Although some believe that the RRG’s
ability to customize its policy forms, endorsements and
sublimits is an advantage, we believe that the
fundamental strength of an RRG is that it offers a
specialty coverage to a portfolio of professionals that
have made a business decision to incorporate as an
insurer. All insureds are actively engaged in the full
spectrum of the insurance process, such as underwriting,
risk management, loss control and focused claims
administration.

RRR: Can RRGs choose to accept or reject a
Demotech rating?

Petrelli: Yes, they can. However, we believe that
once they understand our philosophy and practice as
regards size and specialization, they will pursue
finalization of an FSR.

First, we believe that financial stability is
independent of size. Greater size does not necessarily
mean greater financial stability. Second, our review and

analysis process is largely quantitative. Carriers working
with us are advised how or why they move up or down
in our FSR categories. Third, our role is to assist carriers
that we identify as financially stable overcome ratings
related restrictions that exist in the marketplace. We are
focused on leveling the playing field for viable,
financially stable insurers.

RRR: Any closing thoughts that our readers might be
interested in?

Petrelli: Demotech initiated its activities to review
and rate regional and specialty insurance companies in
1989. We did so because hundreds of financially stable
property insurance carriers were not being reviewed or
rated and, therefore, were not acceptable to the Federal
National Mortgage Association or the Federal Home
Loan Mortgage Corporation. Over the past twenty years,
we have secured other acceptances to level the playing
field for financially stable insurers that are misunder-
stood or do not meet subjective rating conditions or
requirements. I hope that RRGs understand that we are
ready, willing and able to assist financially stable RRGs
meet the needs of their stakeholders.
Joseph L. Petrelli is President and Co-founder of Demotech, Inc.
Having entered the insurance industry in 1969, Joe has worked at
Insurance Services Office, Agway Insurance (now Countryway)
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the American Academy of Actuaries and a Fellow of the Confer-
ence of Consulting Actuaries. He earned a Bachelor of Science de-
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sity.
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