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Update: Downgrade Implications 
Standard & Poor's has downgraded the U.S. sovereign debt rating to AA+ from AAA. 
Implications for (re)insurers worldwide are mixed. Although there are broad economic 
implications, markets appear to have anticipated at least some of these, which could 
forestall rash or catastrophic outcomes. The long-term effects, however, could be 
profound. 
 
Downgrade and Rating Agency Capital Impact  
 
Despite the approval of a debt-limit compromise in the United States, the U.S. sovereign 
rating has been downgraded by Standard & Poor's. While (re)insurers and cedents will 
doubtless be concerned about capital implications, most (re)insurers’ risk-adjusted capital 
will not be impacted significantly. In the Standard & Poor’s (S&P) European model, for 
example, the capital charges are small: from 0.4 percent for securities rated AAA to 0.7 
percent for securities rated AA- (with maturities of five years to 10 years). In the Asia-
Pacific model, the charges are a bit higher (moving from 0.9 percent to 1.2 percent), but 
the increase remains quite small. 

After a conversation with A.M. Best, Guy Carpenter found that the rating agency does not 
expect a downgrade to lead to significant increases in rating activity in the property and 
casualty (P&C) insurance business. 

According to the latest A.M. Best Economic Scenario Stress Test, assuming that U.S. debt 
is further downgraded to AA-, the resulting capital charges would be: 

 

U.S. Government Paper: 0% to 1% 

Class 1 Bonds:  1% to 2% 

Cash & Equivalents:  0.3% to 1.0% 

Equities:   15% to 25% 

 

Approximately 50 companies generated some "red flags" in the A.M. Best scenario 
analysis. They had BCAR values that declined 50 points or more – or their BCAR values 
are at or below technical minimums. A.M. Best did not share which of the companies 
analyzed would be impacted. 

Those companies with relatively high exposures to a U.S. credit downgrade in the A.M. 
Best analysis are being examined further. Each company’s risk management, business 
profile, liquidity position, earnings capacity and other company-specific characteristics are 
being assessed to determine whether the exposure will lead to a material impact on 
financial strength. Additionally, Guy Carpenter’s Global Business Intelligence team has 
screened the Guy Carpenter Global Reinsurance Composite, consisting of 26 markets and 
client companies to identify potential “red flags,” such as significant equity holdings in their 



 

portfolios. The result of this exercise has been largely positive: all carriers in the composite 
appear to have sufficient cash on hand to pay claims for the next several quarters, and 
only a very few could conceivably be forced to sell equities within the next two years to 
pay claims. 

 

Liquidity Impact 

Liquidity is unlikely to be affected significantly. Money and credit markets are still nowhere 
near the stress levels that were reached during the Lehman Brothers bankruptcy. 
Interbank lending rates (as measured by the LIBOR-OIS) are expanding at a measured 
rate. Further, the market appears to have anticipated and discounted a ratings downgrade, 
already. Indicators of stress in global markets, below, include an increase in overnight 
LIBOR rates, higher costs to insure against U.S. debt and the decline of the U.S. dollar. 

 

Overnight LIBOR rates are moving higher: 
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The cost of insuring against U.S. debt has fallen since the vote, but is still elevated: 

 

 
The U.S. dollar is lower in the intermediate term:  
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Balance Sheet Impact 

Since the end of last year, U.S. Treasury yields have been flat to down, particularly for 
medium-term securities. This provides some cushion on the Available for Sale values of 
them relative to year-end reported values. Most U.S. Treasuries are marked to market, 
which could translate to a low book capital impact should rates rise. 

There is some risk that the U.S. downgrade will lead some asset managers to sell riskier 
investment-grade corporate bonds, for example, those rated BBB, in order to maintain 
average ratings benchmarks for their entire portfolios. The Moody’s Corporate A Index 
yield currently sits at “normal” long-term levels and is also down slightly from the end of 
last year. Equity markets, in general, are down approximately 5 percent or more for the 
quarter, and an improvement in the near term is not likely. 

 

Effect of a Further U.S. Dollar Weakening 

Non-U.S. (re)insurers may benefit from the weak U.S. dollar, not to mention further 
weakening, especially if they have material levels of U.S. liabilities. Also, U.S. companies 
could become increasingly attractive acquisition targets for non-U.S. carriers interested in 
both geographic and line-of-business expansion. Non-U.S. buyers would be aided by 
currency strength relative to the U.S. dollar. 

 

Other Impacts 

Risk has increased as U.S. credit quality has deteriorated, which has translated into 
heightened risk for much of the world’s “low risk” fixed-income assets. The 
(re)insurance industry will face long-term implications if increased risk is paired with 
leverage maintained at historic levels. The life sector would more likely be impacted 
than the P&C sector in this scenario. 
 
Among the downstream implications may be the decline of financial institutions’ 
creditworthiness if they are directly linked to the government. A general deterioration 
of credit quality among all U.S.-domiciled entities – and companies with relatively high 
exposure to a downgrade – is also a possibility. 
 
Other long-term economic impacts of the U.S. downgrade could include: a potential 
increase in interest rates, a rise in the equity risk premium (with increased equity 
volatility and a decline in values) and a drop in real estate values.
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Guy Carpenter & Company, LLC is the world’s leading risk and reinsurance specialist and a 
part of the Marsh & McLennan Companies. With over 50 offices worldwide, Guy Carpenter 
creates and executes reinsurance solutions and delivers capital market solutions* for clients 
across the globe. The firm’s full breadth of services includes line of business expertise in 
Agriculture; Aviation; Casualty Clash; Construction and Engineering; Excess and Umbrella; 
Life, Accident and Health; Marine and Energy; Medical Professional Liability; Political Risk and 
Trade Credit; Professional Liability; Property; Retrocessional Reinsurance; Surety; Terrorism 
and Workers Compensation. GC Fac® is Guy Carpenter’s dedicated global facultative 
reinsurance unit that provides placement strategies, timely market access and centralized 
management of facultative reinsurance solutions. In addition, GC Analytics™ utilizes industry-
leading quantitative skills and modeling tools that optimize the reinsurance decision-making 
process and help make the firm’s clients more successful. Guy Carpenter’s website address is 
www.guycarp.com. 
 
* Securities or investments, as applicable, are offered in the United States through GC 
Securities, a division of MMC Securities Corp., a US registered broker-dealer and member 
FINRA/SIPC. Main Office: 1166 Avenue of the Americas, New York, NY 10036. Phone: (212) 
345-5000. Securities or investments, as applicable, are offered in the European Union by GC 
Securities, a division of MMC Securities (Europe) Ltd., which is authorized and regulated by 
the Financial Services Authority. Reinsurance products are placed through qualified affiliates 
of Guy Carpenter & Company, LLC. MMC Securities Corp., MMC Securities (Europe) Ltd. and 
Guy Carpenter & Company, LLC are affiliates owned by Marsh & McLennan Companies. This 
communication is not intended as an offer to sell or a solicitation of any offer to buy any 
security, financial instrument, reinsurance or insurance product. 
 
DISCLAIMER 
Guy Carpenter & Company, LLC provides this report for general information only. The 
information contained herein is based on sources we believe reliable, but we do not guarantee 
its accuracy, and it should be understood to be general insurance/reinsurance information 
only. Guy Carpenter & Company, LLC makes no representations or warranties, express or 
implied. The information is not intended to be taken as advice with respect to any individual 
situation and cannot be relied upon as such.  Please consult your insurance/reinsurance 
advisors with respect to individual coverage issues. 
 
Statements concerning tax, accounting, legal or regulatory matters should be understood to be 
general observations based solely on our experience as reinsurance brokers and risk 
consultants, and may not be relied upon as tax, accounting, legal or regulatory advice, which 
we are not authorized to provide. All such matters should be reviewed with your own qualified 
advisors in these areas. 
 
Readers are cautioned not to place undue reliance on any historical, current or forward-
looking statements. Guy Carpenter & Company, LLC undertakes no obligation to update or 
revise publicly any historical, current or forward-looking statements, whether as a result of new 
information, research, future events or otherwise. 
 
This document or any portion of the information it contains may not be copied or reproduced in 
any form without the permission of Guy Carpenter & Company, LLC, except that clients of Guy 
Carpenter & Company, LLC need not obtain such permission when using this report for their 
internal purposes. 
 
The trademarks and service marks contained herein are the property of their respective owners.   
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