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From the Publisher

nsurance business is one of making promises;

and ensuring that the promises made are kept.

Failure to live up to the expectations of the
policyholders, especially after they have been
fulfilling their side of the commitment for a long
time, could lead to disastrous results for the
reputations of insurers. History has amply
demonstrated that such failures have eventually
led to the insurers going out of business. In order
that insurers do not face such a situation, it is
primarily very important that they are well-
capitalized.

The current solvency regime in the Indian
insurance industry is simple and does not
distinguish a risky portfolio from a not-so-risky one.
There have not been any major issues with regard
to the solvency requirements of the insurers, nor
an occasion for the supervisors to intervene and
take stock. However, it has always been felt that
such a conventional system may not be sustainable
in the long run as it entails setting aside huge
capital that could be deployed more efficiently,
thereby leading to higher profitability. Towards
this end, several advanced markets have moved
towards Risk Based Capital system or Solvency Il
capital norms; and it would be desirable for the
Indian insurance industry to move towards the
global practices in due course.

Risk Based Capital regime considers the assessment
of risk in different classes of business on the
liabilities side as well as on the assets side; and as
such, it requires a robust, wide and deep

database. The accuracy of the assessment of any
type of risk would ultimately depend upon the
quality of the database. In its absence, the
assessment of risk could be largely subjective and
to that extent and for that reason not particularly
reliable. Unfortunately, this is one area in which
the Indian domain is not very strong presently;
and it calls for strong contribution — both on the
part of the players as well as supervisors, if we
were to implement RBC successfully in the near
future. There is no denying the fact that the task
on hand — for the players as well as the regulator,
is enormous. But considering the fact that the
attempt is to move towards global standards on
one hand and also target better efficiencies in
the utilization of the capital on the other, let us
resolve to ensure total implementation.

‘Risk Based Capital in the Indian Insurance Industry’
is the focus of this issue of the Journal. Although
there are no two opinions about the fact that
the bottom line for any business is profit, there
are ‘best practices’ of business through which
to achieve it. The focus of the next issue of the
Journal will be on ‘Best Practices in Insurance’.

J. Hari Narayan
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from the editor

Drawing a Road-map to
Higher Efficiency

he basic requirement for running a business is to ensure that the capital is large enough to withstand

any eventuality. The importance of this has always been given top priority by the regulators of

financial services world over. Reviewing the existing norms and analyzing the solvencies of the players
is an exercise that has been one of the key functions for supervisors. In the Indian domain, the reforms in
capital adequacy of banks a few years ago brought in a huge momentum in this area.

The present standards of solvency in the insurance industry are simple and are related to the total quantum
of business that the insurers transact. The requirements do not take into consideration the type of business
done or the risk associated with different types of commitments. While there is nothing wrong with such a
plain vanilla type of solvency requirement, it is felt that, going forward, we should move towards better
efficiencies of capital deployment; as also attain global standards of management. Risk Based Capital (RBC)
has been adopted by several markets, mostly developed ones, over a period of time; and a benchmark has
been set for the others to follow.

In order that we draw a clear road map for achieving RBC norms in due course, it is important for us to look
at various models that have been designed in different domains. However, it should be realized that it may
not be easy to adopt the methods of more complicated models for obvious reasons. It would make better
sense to understand a model that is closely aligned to our styles of business; and to adopt the practices in
a time-bound manner. For this to happen, there is need for identifying proper resources, training them
properly and follow up the work done progressively to ensure that the new regime can be implemented.
Apart from the industry players and the supervisors, the involvement of academia and industry experts
should also be enlisted.

‘Risk Based Capital in the Insurance Industry’ is the focus of this issue of the Journal. We open the issue with
an article by Mr. Alam Singh in which he narrates the importance of a collaborative approach by the industry
and the regulator, in attaining reasonable success in our moving towards adopting RBC regime. The next
article which is by Mr. Ashvin Parekh goes into the details of different types of risks that life insurers
confront; and how RBC can provide workable answers to such challenges. The experiences of a domain that
has adopted RBC norms are the crux of the next article that is written by Mr. Brett Ward. The actuarial team
at IRDA represented by Mr. S.P. Chakraborty and Ms. J. Anita takes a look at the current practices of
solvency for insurers in the Indian domain; and the hard work associated with adopting the RBC norms.

Agriculture Insurance is gaining more and more popularity progressively, as it should. The nuances associated
with this niche insurance segment are discussed in the second part of the Research Paper by Mr. P.C. James
and Ms. Reshmy Nair. We have two articles in the Thinking Cap section, the first of which is by
Mr. G. Rajasekaran in which he discusses the risk management strategies for individuals and the corporates
alike. The last in the series of articles in this issue is by Dr. G. Gopalakrishna in which he talks about the
importance of micro-insurance, an area that we keep visiting often. We take a look at the top line of life and
non-life insurers during the first two months of this fiscal, through our regular page of business statistics.

In light of the several corporate debacles globally, and even at home, more recently; there is a great deal of
emphasis on the practices of business entities while dealing with their customers. ‘Best Practices in Insurance’
will be the focus of the next issue of the Journal.

U. Jawaharlal
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CIRCULAR

15t May, 2009

Direction under Section 34 of the Insurance Act
To
All General Insurers,

Sub: Indian Motor Third Party Insurance Pool - Administration
Fees

Reference is drawn to para 8 of the Direction of the Authority
No. 035/IRDA/Motor-TP/Dec-06 dated 4" December 2006, wherein
it is directed that the GIC, as pool administrator shall be paid a
fee of 2.5% of the total premium on motor third party
insurance business in respect of the business underwritten for
the pooled account.

The Authority after consultation with the Committee constituted
under Section 110G of the Insurance Act, hereby directs that
with effect from 15t April 2009, the fee payable under para 8 of

No.007/IRDA/Motor-TP/May-09

the direction No. 035/IRDA/Motor-TP/Dec-06 dated 4" December
2006 shall be 1.25% of the total premium on motor third party
insurance business in respect of the business underwritten for
the pooled account.

The other terms and conditions of the said direction remain
unaltered.

sd/-
(J. Hari Narayan)
Chairman

Copy to:

1. General Insurance Corporation of India
2. General Insurance Council

CIRCULAR

25t May 2009

To
CEOs of all General Insurance Companies
Sub: Health Insurance for Senior Citizens

Under the provisions of section 14 (1) and (2)(b) of the Insurance
Regulatory and Development Authority Act, 1999, and in
pursuance of the recommendations of various committees and
working groups constituted by the Authority, the Authority
issues the following instructions on health insurance for senior
citizens:

1. All health insurance products filed hereafter must allow
entry at least till 65 years of age. Also, any differences in
product specifications for different age groups or for
different entry ages must be clearly spelled out upfront in
the prospectus and policy documents.

2. Any proposal for health insurance of senior citizens, which
are denied on any grounds, should be made in writing with
reasons furnished and recorded. Such reasons should stand
the scrutiny of reasonableness and fairness.

3. The premium charged for health insurance products catering
to the needs of senior citizens should be fair, justified,

CIR/011/3/IRDA/Health/SN/09-10

transparent and duly disclosed upfront. The details of any
loading charged must also be made available to the insured.

4. Insurers should devise mechanisms to reward policyholders
for early entry and continued renewals with the same insurer.

5. Where TPAs are used by insurers, policyholders shall be
given an option to seek a change of TPA which could be
exercised 30 days before the renewal date of the policy,
and such changed TPA would be allocated by the insurer
from amongst TPAs empanelled by the insurer for this
purpose.

6. Each instance of delay in issue of identity cards to
policyholders beyond 30 days from issue of policy may entail
a penalty being levied on the concerned insurer.

7. All health insurance policies must enclose an annexure
briefly describing in simple language the coverage and the
key terms and conditions of the policy.

8. Insurers will ensure data collation and timely compliance to
providing the product-wise reports as and when required by
the Authority, providing information on the number of persons
insured, claims data, distribution, claim settlement etc.

irda journal () Jul 2009
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9. Insurers will reimburse at least 50% of the cost incurred by
the insured in pre-insurance medical examination, in cases
where the risk is accepted. In addition, insurers will also
enlist (or empanel, as the case may be) government medical
institutions from which such pre-insurance reports will be
accepted by them. Where the risk is accepted, copies of
such medical examination reports should also be made
available to the insured if requested for.

10. Insurers will ensure adequate dissemination of product
information on all their health insurance products in their
websites. The information shall include a description of the
product, and copies of the prospectus, proposal and policy
clauses.

11. Insurers will individually and collectively work towards
evolving mechanisms for action against medical
establishments, TPAs and policyholders guilty of making or
supporting fraudulent claims and for sharing of such
information among themselves.

This circular shall take effect for all policies issued or renewed
on or after 15t of July, 2009. All general insurance companies are
advised to ensure due compliance with the provisions contained
in the circular as any failure to do so would render them liable
to appropriate action under the provisions of IRDA Act, 1999,
the Insurance Act, 1938 and the regulations framed thereunder.

(J. Hari Narayan)
Chairman

PRESS RELEASE

May 28, 2008

Corporate Governance for Insurance Companies — Exposure Draft

Corporate Governance is understood as a system of financial
and other controls in a corporate entity and broadly defines
the relationship between the Board of Directors, Senior
Management and Shareholders. The Corporate Governance
framework clearly defines the roles and responsibilities and
accountability within an organization with in-built checks and
balances. In case of listed companies, the stipulations in this
regard are contained in Clause 49 of the Listing Agreement.

In case of Insurance Companies, IRDA has been entrusted with
the regulatory responsibility to protect the interests of the
policyholders and accordingly would like to ensure that
appropriate governance practices are in place in the insurance
companies for maintenance of solvency, sound long-term
investment policy and assumption of underwriting risks on a
prudential basis, particularly as the insurance companies are

yet to be listed. The IRDA has outlined in general terms,
governance responsibilities of the Board in the management of
the insurance functions under various Regulations notified by it
covering different operational areas. It has now been decided
to put them together and to issue comprehensive guidelines on
Corporate Governance for adoption by Indian insurance
companies.

The Authority accordingly proposes to issue the Guidelines on
“Corporate Governance Guidelines for Insurance Companies”.
The comments/suggestions of all stakeholders (including insurers,
policyholders, academics, analysts etc.) are invited on the
Exposure Draft. The comments/suggestions can be sent to
crmurali@irda.gov.in by June 15, 2009.

Sd./-
(C. R. Muralidharan)
Member

NOTICE

08.06.2009

Non-renewal of TPA licence no 001-Dawn Services Pvt. Ltd.

The Auhtority had, vide its order no. 035/IRDA/ORD/TPA/FEB-09
dt. 06.02.2009, terminated the TPA licence No.001 held by
M/s Dawn Services Pvt. Ltd. A copy of the order was posted on
our website for the information of all concerned. The notice
sent by registered post at the registered office of the company
was returned back undelivered.

irda journal (@) | -

The general public is hereby cautioned against dealing with the
company or any person claiming to be its representative, in the
capacity of a TPA. Anybody dealing with them will be doing so
entirely at his own risk and responsibility.

(Prabodh Chander)
Executive Director
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CIRCULAR

29" May, 2009

Declaration of Bonus under Section 49 of the Insurance Act,
1938

To
All Life Insurers,

Please refer to Circular Nos: F& A/CIR/011/MAR-04 dated 23
March, 2004 and IRDA/F&A/002/Apr-07 dated 16 April 2007 issued
by the Authority on declaration of bonus by life insurance
companies which have set up operations post opening up of
the sector.

With a view to facilitating declaration of bonus by an insurance
company, where the Life Fund is in deficit, the Authority has
laid down the manner of funding of the bonus subject to specified
conditions to be strictly complied with. This special dispensation
was available to the insurers only for the first seven financial
years, beginning from the year in which the life insurance
company commences operations.

IRDA/F&A/CIR/014/May-09

Extension of the Relaxations

The Authority had received representations from life insurance
companies for further extension of the period of dispensation
considering the current stage of the growth of the insurance
sector.

After examining the request of the insurance companies, the
Authority has decided to allow the life insurers in the private
sector to declare bonus to policyholders where the Life fund is
in deficit for a further period of three years i.e., upto the
tenth year of operations commencing from the year in which
the life insurance business operations are started. The insurers
should comply strictly with all the conditions as stipulated in
the Circulars under reference in case they would like to avail
themselves of this dispensation.

(C. R. Muralidharan)
Member
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Creating Sound Reputation

THROUGH BEST PRACTICES

‘BEST PRACTICES IN CONDUCTING BUSINESSES HAVE BEEN THE TALKING POINT GLOBALLY, ESPECIALLY IN THE AFTERMATH

OF CORPORATE FAILURES. INSURERS CANNOT REMAIN ALOOF FROM THIS VITALLY IMPORTANT FUNCTION’ WRITES

U. JAWAHARLAL.

here is an increasing customer
I awareness about the way business
is to be conducted, world over;
and in light of the severe competition,
the customer has become increasingly
demanding. On the part of the business
houses, there is additional pressure on
the best practices that they have to adopt,
the fact that their bottom line is profit
notwithstanding. In the case of insurance
business, the gestation period before the
insurers break even is long and this period
can be utilized for consolidating
their reputation.

Adopting best practices in any line of
business is a sure shot recipe for being
successful in the long run. A huge
reputation for the business entity for
upholding values will go a long way in
making a mark for itself in the eyes of the
client. Best practices, more than being
imposed, should be a voluntary effort in
order that there is wholesomeness in the
spirit of their being implemented. The
incidence of best practices may change
from business to business while the basic
values remain the same. Corporate entities
must identify the areas that they have to
demonstrate the adoption of best

practices that are unique to their line of
business.

Some of the areas where insurance
companies have to adopt and
demonstrate best practices are product
and pricing; marketing and sales
channels; customer service; management
practices etc. At the outset, it should
be realized that the need for best
practices is more pronounced in the
Indian insurance domain in view of the
customer awareness being low. To begin
with, best practices have to be adopted
in designing a product suitably. It should
be ensured that the product will really
serve the needs of the clientele apart
from being viable for the insurer.

Marketing a product holds the key to
volumes of business. Best practices in this
aspect start from the process of
advertising itself wherein the insurers
should ensure to convey the message in
a lucid manner thereby encouraging the
prospect to seek the product rather than
his being wrongfully enticed. The
distribution personnel have to be
properly trained; and groomed in such a
manner that they keep the customer’s
interests ahead of their own. There has

been enough outcry about mis-selling in
insurance which needs to be arrested
forthwith. Insurers should take all
measures to help the prospect in taking
an informed decision.

Customer service is an all-encompassing
aspect that talks about the relationship
between the insurer and the insured
throughout the period of contract. Unlike
some other services like banking, there
may not be need for an insurer to render
continuous services on a daily basis; and
this should be all the more a factor that
calls for better efficiency. Such areas like
underwriting and more importantly claims
settlement have to be dealt with in the
most courteous manner leaving no reason
for customer disenchantment. Above all,
managements should clearly exhibit good
skills in dealing with their customers as
well as their own staff members. Being
objective in their approach without fear
or favour for anyone should be the motto
in dealing with issues.

‘Best Practices in Insurance’ will be the
focus of the next issue of the Journal.
We will bring for you a healthy debate on
the very important issue as perceived by
different line of experts.

Best Practices

for Best Results

in the next issue...
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Collaborative Approaches
In Implementation

Risk Basep CArITAL REGIME

ALAM SINGH OBSERVES THAT FOR SUCCESSFUL IMPLEMENTATION OF RISK BASED CAPITAL REGIME, A COLLABORATIVE

APPROACH IS VERY ESSENTIAL AS HAS BEEN EVIDENCED BY THE EXPERIENCE OF VARIOUS COUNTRIES THAT HAVE ALREADY

BROUGHT IN THESE REFORMS.

raditionally insurance regulators

mandated simple formula based

minimal capital standards based on
percentage of premium or claims. Due to
the varying risk characteristics of the
insurers, the regulators in some countries
started to debate if this captured the
true risk profile of the insurers.
Surprisingly, the usual harbinger of
financial and regulatory innovations, the
USA, was not at the forefront of
evaluating this alternative model.
Unknown by many, Finland was
experimenting with a variation of the risk
based capital (RBC) approach as early as
the mid-1950’s. Canada modernized
statutory financial reporting in 1978 by
introducing the valuation actuary
concept and adopted risk-based minimum
capital requirement in 1989. Although
some discussions on RBC were happening
in the 1970’s in the US; prior to the 1980s,
not many people in the US discussed
capital from the view point of solvency.
This changed in the 1980’s as insurers such
as Baldwin United, Executive Life, First
Capital and Mutual Benefit experienced
solvency issues.

The National Association of Insurance
Commissioners (NAIC) started to seriously
evaluate the option of adopting a risk-
based approach to measure capital

adequacy in the late 1980’s. Some state
regulators, such as New York, Wisconsin
and Minnesota, had undertaken earlier
initiatives in pursuing this direction than
others in the US. Agencies such as S&P
and Moody were also involved by the start
of the 1990’s. By 1993, a life RBC formula
had been finalised and insurers in the US
had a new mechanism to calculate their
minimum capital requirements based on
their risk profiles via a prescribed formula.
The P&C formula was finalized in 1994 and

Improved
versions of RBC
are emerging, as
insurance
regulators start
to learn from
markets where
the RBC solvency
regimes have
already been
implemented.
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a health formula was developed by 1998.
A hallmark of the process was enhanced
dialogue within the industry; and between
the industry and the regulator. The early
advocates of RBC clearly acknowledged
that it was a minimum standard monitoring
tool and not a method for companies to
establish “optimal” levels of capital for
comfortable business operation. Since
RBC was done via a formula, its limitations
were frequently debated. Due to the fact
that the initial RBC formula in the US was
partially a political compromise, it is
understandable that it had some
shortcomings. However, its credentials as
a more progressive mechanism than
simpler formula-based minimal capital
standards became accepted by the late
1990’s as more insurance markets started
to evaluate or implement RBC measures
and solvency frameworks.

Now, it is clearly understood that no
solvency monitoring mechanism is
perfect, and all such efforts should be
viewed as continuous and ever evolving.
Improved versions of RBC are emerging,
as insurance regulators start to learn from
markets where the RBC solvency regimes
have already been implemented. In
addition, new concepts and theories,
such as the Economic Capital model (EC)
that features risk simulations specific to
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each company, are also emerging. These
evolutions are the result of experience
and enhanced dialogue. Therefore, when
India defines a roadmap for implementing
an RBC framework, it should take full
cognizance of what is happening in other
markets. The underlying concepts
continue to evolve and the process of
determining the most appropriate
mechanism for defining capital adequacy
is an ongoing process.

As one studies the evolution and history
of RBC, it is apparent that this new
approach to solvency monitoring
significantly increased the amount of
collaboration and dialogue between
industry and the regulator. Such dialogue
is cited as a critical factor for smooth
implementation and this may be the single
most critical factor in ensuring that the
process of implementing RBC delivers the
expected results in India. Therefore, it
would be in our best interests to learn
from the processes that took place in
various countries. New best practices in
consultation and regulation development
are being set continuously, the
Quantitative Impact Study (QIS) groups
and Chief Risk Officers (CRO) forums
formed to discuss and debate the
Solvency Il implementation in the EU, are
such examples. Since the learnings of the
collaborative process followed in North
America and the EU may not translate well
to India due to various factors such as
the state of development of financial
services and maturity of the regulatory
regime, this article will discuss the
process as it took place in select Asian
markets and detail what the insurers and
regulators may wish to focus on,
separately or jointly.

Consultative Route Towards RBC
implementation

Malaysia

The process of developing the RBC
framework began in 2002 in Malaysia.
Several working groups were formed, and
Bank Negara Malaysia (BNM), the Central
Bank of Malaysia, released two concept

The new approach
encourages
insurance
companies in
Singapore to
manage their
financial risk more
actively, thus
raising overall
prudential
standards in the
industry.

papers in 2004 and 2005 to the industry
written by the working groups. The
regulator proactively asked for feedback
from the industry stakeholders and
experts. Based on the comments
received, the framework was developed,
finalized and issued by BNM in April 2007.

The working groups included the RBC
committee, responsible for the overall
framework as well as several specialist
subcommittees. New valuation bases for
both life and general insurance were
developed. BNM also required the
industry to submit various test survey
results based on working requirements
to gauge and fine-tune the final formula.
BNM also ensured that the framework
took into consideration the developments
on the international front and the various
papers released from the International
Association of Insurance Supervisors (IAIS),
the International Actuarial Association
(IAA), Solvency Il, and International
Accounting Standards Board (IASB).

Singapore

The Monetary Authority of Singapore
(MAS) announced the RBC concept in a
2001 exposure draft. Work groups
consisting of insurance practitioners and
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representatives from the actuarial and
accounting professions were formed to
look into various valuation and capital
treatment issues. Three discussion papers
were issued between July 2001 to
December 2002 on the valuation of assets
and liabilities, capital requirements for life
insurance business, and capital
requirements for general insurance
business. MAS also engaged insurance
companies in carrying out tests on the
proposed framework since mid-2002.
Careful consideration was given to the
feedback received during that
consultation phase. Necessary changes
were subsequently made to the
Insurance (Amendment) Bill.

On 23 August 2004, MAS implemented the
new risk-based capital (RBC) framework
for insurers in Singapore. Compliance with
the framework became a mandatory
requirement for all direct insurers with
effect from 1 January 2005.

MAS had conducted industry briefings
and several rounds of testing to assess
the robustness of the new framework.
They also conducted visits to the
companies to assess their valuation
processes and the readiness of their
systems to implement the framework. The
Authority worked closely with the
insurance industry in formulating the
proposed RBC framework. The new
approach  encourages insurance
companies in Singapore to manage their
financial risk more actively, thus raising
overall prudential standards in the
industry.

India: Moving Jointly Towards a RBC
Based Regime

A gradual approach towards implementing
an RBC framework would be ideal; as such
an approach will enable insurers to be
best prepared towards adopting such
measures. The regulator, insurers and
other industry experts should work
closely while developing the framework.
To ensure that insurers successfully
implement an RBC framework, it is
essential that IRDA works closely with the




Accounting
guidelines for fair
value accounting,
deciding the market
price of assets and
actuarial valuation
of liabilities are the
essential pillars for
successful
implementation of
any RBC framework.

senior management of insurance
companies. The first step would be to
organise training programs and
conferences to enhance the senior
management’s understanding of the
implications for their business so they can
start planning immediately. Insurers
should focus on identifying existing gaps
in their risk and capital management plans.
Timely planning will reduce
implementation costs also as any last
minute compliance programs are always
very costly. Later IRDA should ask all
insurers to clarify their implementation
planning, progress made and governance
arrangements, including naming the
individual responsible for RBC
implementation. Also, they should help
insurers in the approval process for their
internal models. The roles of actuaries
will be very critical and IRDA must involve
them closely in all discussions. Insurers
should have in place sound actuarial
reserving practices including best
estimates and risk margins. Mandatory
actuarial reserving was introduced four
years prior to the introduction of the RBC
system in Singapore and Australia.

Steps to be considered by the
Regulator
» Defining Standardized Industry Wide

Models: Valuation of assets and
liabilities is the core of any RBC
framework. By initially defining a
standard formula for valuation and
subsequent calculation of risk based
capital, there will be consistency in the
calculation of Capital Requirements for
all insurers. This will serve as a guide
for the insurers to develop their own
internal models which would be
reflective of their individual risk
characteristics. However, the validity
that can be ascribed to internal models
is highly debatable unless they are
subject to the Regulator’s review. If
active industry training is planned to
ensure that these models are well
developed and if the Regulator can
provide quality feedback on the
models, then they may achieve the
desired reliability. Enhancing the
Regulator’s capabilities so that they
can provide the necessary feedback to
industry on internal models can take
time and should be started very early
in the process. The Regulator will then
be in a position to give guidance to help
insurers with their preparations in doing
their analyses and in developing their
own internal models. It must be
remembered that the Regulator will
need to develop and evaluate models
across different lines of business (life,
general and health) so the challenge is
even bigger.

Working Committee: Working
Committees / groups consisting of
representatives from the regulatory
body (IRDA), insurers, accounting
profession (ICAl), actuarial profession
(IAl) and other industry experts must
be responsible for the time bound
development of the standard formula,
gauging its effect through impact
assessment studies and enabling the
insurers to formulate their own internal
models. They must regularly report
publicly on the progress. If the goal is
to have a RBC regime in place within
the next 3 - 4 years, then this direction
may already be behind schedule. Ideally,
discussion papers should have been
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issued to the industry and feedback
should have been collected already.
This view is based on the experience
of other countries where it has taken
4-5 years from the start of the
consultative process to the first full year
of RBC reporting and compliance.

* Impact Assessment Studies:
Quantitative assessment of the
proposed Standard Model could be
carried out in phases during the policy-
making stage to enable insurers to
prepare. A RBC policy will involve a
number of changes to the way in which
insurance companies calculate their
regulatory capital. Consequently,
insurers will incur costs both in
implementing the changes and in
maintaining ongoing requirements.
Ahead of the implementation it would
be prudent to estimate the likely
additional costs that insurers will face
as a result.

» Accounting Guidelines: The Accounting
Authorities (ICAl) could be consulted
for defining appropriate guidelines for
recognizing, recording and reporting of
balance sheet items, such that they
reflect the level of risk for the insurers.
Accounting guidelines for fair value
accounting, deciding the market price
of assets and actuarial valuation of
liabilities are the essential pillars for
successful implementation of any RBC
framework.

» Defining Reporting Requirements: For
an effective RBC regime, IRDA may need
to re-examine the current reporting
procedure in terms of both frequency
and disclosure requirements. This
should be done in consultation with the
industry, so that they know how to
organize their systems of governance
to achieve those reporting deadlines.

« Time Lines: To meet a 4-5 year
implementation target, IRDA should
soon define the time frame for policy
formulation, conducting impact
assessment studies, policy
implementation and transition from
standard model to internal models and
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this should be discussed with the
insurers to enable them to align their
internal process accordingly.

Steps to be considered by the

Insurers

o Risk Assessment: Effective risk
management and enterprise-wide
governance are the cornerstones of a
sound RBC system. Insurers should
implement a formalized risk
management system, based on an
evaluation of the whole firm and its risk
appetite. Weaknesses in such areas
would make insurers susceptible to
external trigger events which could
cause adverse financial outcomes.

» Governance Models: Insurers will need
to enhance in-house governance
standards and requirements. An
effective and permanent internal audit
function, which evaluates the internal
control system of the firm, is a key
element of any Governance Model. The
Governance Model should serve two
main purposes: it should be conducive
for supervisory reporting and public
disclosure; and it should enable
management of all the risks inherent in
the business by addressing deficiencies

Insurers may
require
regulatory
feedback as they
revise their
corporate
governance, risk
management
and regulatory
compliance for
RBC.

such as poor information flows, weak
risk management process and
procedures, as well as behaviour.
Insurers may require regulatory
feedback as they revise their corporate
governance, risk management and
regulatory compliance for RBC. This can
be demanding for a regulator so
additional capacity needs to be
developed in advance.

» Models, Data and Analysis: Data will be
needed from operational, transactional
and financial sources for various
reasons. The wunavailability of
appropriate risk data for both
management and modeling purposes
may be a cause for concern. Data
sourcing, management and cleaning
abilities need to be well developed. It
will be useful for many purposes
including developing benchmarks for
operational areas and models. Industry
benchmarks need to be created
through collaborative approaches so
that insurers can appropriately quantify
if they are below or above industry
levels.

Insurers may wish to use other models in
addition to the standard regulatory
model. These models should be subjected
to stress testing and continuity testing,
while model validation and calibration may
also be required. Functional teams
involving professionals with actuarial, risk
management, finance and IT skills would
be required for this purpose.

The road ahead

To ensure optimal utilization of capital
under an RBC regime, insurers would need
to re-engineer their existing systems,
processes and controls. This has
implications for the organizational
structure and business processes of
insurance companies. Insurers would have
to align their business and IT strategies
and be open to paradigm shifts in the way
they do business. For this they would
need to create awareness within the
organization and ensure full under-
standing of the implications at all levels
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of their new Governance Model. Starting
early will help reduce costs and avoid any
last-minute panic expenses. Insurers will
require early dialogue with the regulator
to understand how to embed the new
risk and capital management framework
into the strategic and operational
management of the business. Clear but
flexible directions from the regulators in
terms of appropriate risk management
systems, business process re-engineering
and data quality and validation require-
ments, will enable insurers to have a
smooth transition to the new risk based
capital regime. Progress along the road
ahead can only be made on the basis of
mutual discussion and recurring parleys
between the regulator and the insurer.
The process of consultation in both
Singapore and Malaysia was very
interactive, transparent and time bound.
Discussion papers were developed in a
public and interactive process and then
posted online and regularly presented in
open forums. Feedback was sought
proactively and all feedback was posted
online. In Singapore, the regulator gave
detailed online responses to specific
points in the feedback. This level of
engagement ensured that all stakeholders
and experts were fully engaged at all
stages and it presented a very healthy
process. Once adopted for a specific goal,
such processes then generally set a
benchmark for all future interaction and
efforts to emulate them in India would
strengthen the industry-regulator
relationship. This is particularly necessary
since formulas will need to change over
time to accommodate justifiable criticism
and changes in the environment. Thus
institutionalized mechanisms of dialogue
and review are needed not only to
incorporate lessons learned, but, also to
adapt to scenarios that may emerge in
the future.

The author is Assistant Managing Director
of the Milliman office in India.
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Risk Based Capital
for Life Insurers

IMPLICATIONS FOR INDIA

ASHVIN PAREKH EMPHASIZES THAT THE SOLVENCY MODELS PRESENTLY BEING PRACTICED IN ANY OF THE DEVELOPED

MARKETS MAY NOT BE EASY TO BE REPLICATED IN THE INDIAN INSURANCE DOMAIN; AND ADDS THAT THEY MAY HAVE TO

BE TUNED SUITABLY TO BE APPLICABLE IN THE INDIAN SCENARIO.

Introduction

apital requirements for the

insurance industry are being

revised in many jurisdictions
worldwide. From being based on a simple
formula approach, capital requirements
have evolved to follow a more complex
risk-based approach where internal
models developed by companies are being

RBC represents
an amount of
capital based on
an assessment
of risks that a
company should
hold to protect
stakeholders
against adverse
developments.

used to assess unique requirements. The
latter approach referred to as the Risk-
Based Capital (RBC) approach, links the
level of required capital with the risks
inherent in the underlying business. RBC
represents an amount of capital based
on an assessment of risks that a company
should hold to protect stakeholders
against adverse developments.

There are several reasons why RBC has
achieved such prominence
insurance industry. The economic
have become volatile

in the

conditions
worldwide which necessitates deeper
evaluation of market risks. Lower interest
rates are causing guarantees to bite.
Greater transparency is now being
demanded by consumers. Regulators have
become proactive and increasingly
concerned for protection of
policyholders and promoting good risk
management practices. Rating agencies
are beginning to expect firms to have
operating economic capital models. The
shareholders have become more
financially sophisticated and demand
greater analysis of their capital invested.

Risks faced by life insurers
The capital required by a life insurance
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company can be broadly classified as risk
capital and working capital. While risk
capital covers day-to-day risks of an
insurance company, the working capital
is required to support the on-going
business strategy of the company. The
significant risks faced by insurers are:

e Insurance risk
Insurance risk arises due to the
inherent nature of the business that is
underwritten by life
Insurance risk refers to the fluctuations
surrounding the occurrence, timing
and amount of insurance liabilities.

insurers.

These risks relate to uncertainties over
expenses, mortality, morbidity, lapse
rates and rates at which policies are
made paid up.

Credit Risk

Credit risk is a risk due to the
uncertainty in a third party’s ability to
meet its obligation towards the insurer.
Third parties include reinsurers,
companies
operations have been outsourced and
firms where the insurer has invested
its assets.

where the insurer’s

o Market Risk
Market risk is the risk due to adverse
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market movements that a firm may be
exposed to. It creates fluctuations in
income, value of its assets or liabilities.
Movements in the level of financial
variables such as interest rates, equity
and property prices, may effect a
change in the value of asset which may
not be matched by a corresponding
movement in the value of liabilities.

Operational Risk

Operational risk can be described as
“the risk of loss, resulting from
inadequate or failed internal processes,
people and systems, or from external
events”. In recent years, it has been
widely accepted that operational risks
are significant but these are difficult
to quantify. They include risks like
internal and external fraud, business
disruptions and system failures,
transactional processing failures etc.

Liquidity Risk

Liquidity risk is generally seen to arise
from short-term cash flows where
insufficient liquid assets are available
to meet policyholders’ obligations as
and when they fall due. This includes
the risk of having to secure funding at
excessive costs or realise assets at
depressed values.

e Group risk

When the insurer belongs to a group
of companies, group risk may arise when
the actions of any one company
adversely affect the reputation or the
financial soundness of the insurer. It
may arise if there are internal loans
from within the group or internal
reinsurance treaties.

Different approaches to RBC
Primarily, there are three types of
approaches that are emerging under the
new RBC framework:

» The first approach is where specified
factors are to be applied for each of

the identified risks on both sides of the
balance sheet. This is known as the
total balance sheet approach and this
methodology is being followed by USA
and Singapore.

* In the second approach, specific
scenarios are used by the companies
to calculate surplus/deficit and hence
the required capital. The Individual
Capital Assessment (ICA) methodology
followed in the UK is a good example of
the second approach.

e The third approach is to allow the
companies complete freedom to use
their own internal models and their own
scenarios to calculate the capital
requirements. Switzerland has adopted
this methodology.

Many a time, a combination of the above
approaches is followed to improve risk
based capital calculations and generate
cost efficiencies. Generally, the regulators
require more capital than the calculated
RBC and the margin for extra capital
depends on how detailed the calculation
was.

Current regulatory framework
in India

As per the existing regulations, the
required solvency capital to be held by
Indian insurers is based on a simple factor
based approach expressed as a
percentage of reserves and sum at risk.
Insurers are expected to maintain a 150
per cent margin over the insured
liabilities. At present, a few companies
have started following the RBC approach
as an internal requirement by their joint-
venture partners or an initiative of their
own to align with the global practices.

The Insurance Regulatory and Develop-
ment Authority (IRDA) is preparing a road
map to shift to RBC norms from the
current solvency margin regime in
3-4 years time. Efforts are also being
made by IRDA to evolve and strengthen

irda journal @

| .
.
==

i

Generally, the
regulators
require more
capital than the
calculated RBC
and the margin
for extra capital
depends on how
detailed the
calculation was.

the risk management practices across
organisations.

Implications for Indian Insurers
Identification and quantification of risks
are challenges for Indian insurers due to
lack of data, lack of technical expertise,
high cost of setting up risk and
implementing risk measurement modelling
techniques and limited modelling of asset
returns.

Developing a comprehensive framework
comprising of valuation of assets, liabilities,
their interaction and solvency capital
would be critical. Addressing the problem
in a holistic manner is essential to provide
the total framework. While developing the
framework, the regulator will follow a
consultative approach and involve the
industry players.

All the concerned parties will face initial
cost implications for RBC implementation.
As most of the companies are new and
yet to break-even, in such a scenario,
the solvency levels of these companies
may be affected by the additional RBC
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costs. Hence, a separate model can be
used for smaller companies and a
compulsory RBC framework used for larger
companies. For the regulator, RBC
implementation would imply increased
costs due to ongoing monitoring of
insurance companies.

An impact on investment strategies,
taxation, solvency, capitalization, product
development, etc is anticipated, making
it vital to ensure that before implementing
the new approach the expected
behaviour of the companies is in the
direction desired for major factors.

Due to limited availability and illiquidity
of long-term assets there is a high degree
of mismatching risk and reinvestment risks
for insurance companies. This may put
additional strain on the capital
requirement for certain products that
may make them uncompetitive. Companies
that have sold varied guaranteed
products might find their capital
requirements increasing further in the
new RBC regime and hence might have
to reassess their product strategy and
pricing.

The present investment guideline for
insurance products is stringent and leaves
limited scope for allowing insurers to make
optimum investment decisions. This
implies that under RBC framework, unless
the investment guidelines are relaxed, the
insurers would find it difficult to match
assets and liabilities and to make optimum
choices.

A pressing issue which needs to be
addressed is ‘whether internals models

Under RBC
framework, unless
the investment
guidelines are
relaxed, the
insurers would
find it difficult to
match assets and
liabilities and to
make optimum
choices.

should be allowed in India?’ It leads to
significant increase in the cost to
supervise and regulate. It involves a
substantial dependence on the office of
the appointed actuary. As such a system
has both advantages and disadvantages,
the regulator must evaluate the costs that
would have to be incurred in allowing for
such a system. If used properly, such a
system can improve the risk management
system and may foster efficient capital
utilisation within the companies but if
abused, then the companies may hide
major risks and may go under-capitalised.
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Conclusion

The Indian market is very different from
the developed markets; and hence any
model borrowed from developed markets
should be calibrated to the local
conditions before being utilized. In this
regard a phased implementation approach
with well articulated phases and over a
certain time frame could be developed.
The industry as well as the regulators
office can create the necessary
capability and capacity over this time
period.

RBC framework is complex in comparison
to the existing framework in India, which
is an adaptation of Solvency-I framework.
It demands a lot of investment from the
insurers’ as well as the regulator’s side.
In European nations, the Solvency-ll
framework is in various stages of adoption
making it crucial for India to start on the
road map of implementing RBC. From the
experience of other countries, we learn
that the implementation of the RBC
demands substantial effort and resource.

The author is Partner, National Leader —
Global Financial Services, Ernst & Young
Pvt. Ltd.
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Regulation and Resilience

WITHSTANDING FINANCIAL CRISIS

BRETT WARD ASSERTS THAT ONE PRINCIPAL REASON FOR THE INSURANCE INDUSTRY, PARTICULARLY THE AUSTRALIAN

ONE, ESCAPING THE BRUNT OF THE PRESENT FINANCIAL CRISIS IS THE ADOPTION OF RISK BASED CAPITAL REGIME.

been immune from the impact of the

I nsurers, like all businesses, have not
current financial environment.

But it seems the insurance industry,
particularly in Australia, has displayed
more resilience than most.

While there may be challenges ahead —
for example inflating losses, deteriorating
claim experience in personal injury
compensation schemes and lower
interest earnings — insurers have, so far,
escaped some of the heavy blows which
have landed on others in the financial
services sector.

Part of the reason for this lies in our
regulatory framework, and its minimum
risk based capital regime.

The insurance industry has a track record
of supporting and participating in
regulatory reform. It’s been seven years
since the Australian Regulatory Prudential
Authority (APRA) introduced reforms to
the general insurance regulatory
environment in the wake of the HIH
collapse and the findings of the
subsequent Royal Commission. But many
in the industry, risk averse by definition,
have been busy for the best part of a
decade in terms of participating in APRA’s
considerable consultation on the reforms
and negotiating the appropriate policy
response.

Before APRA’s reforms, the regulatory
landscape was relatively simplistic.

Minimum capital requirements were the
greater of 20% of net written premium in

the preceding 12 months, or 15% of
outstanding claim provisions.

The framework had problems in terms of
consistency and transparency, as well as
the regulator’s ability to enforce it. There
were few standards in terms of the
preparation of claim provisions or asset
quality; comparability of solvency strength
between insurers was limited; and there
were limited powers to address perceived
weaknesses in risk management or capital
solvency positions.

Under the new regime, all Australian
insurers had to re-file for a licence to
write general insurance business
and meet a comprehensive set of
requirements and standards.

Now, the Minimum Capital

Requirement (MCR) includes:

« an insurance risk capital charge: varying
capital factors applied by class of
business to insurance liabilities (which
includes both unexpired risks and
outstanding claim provisions);

e an asset risk capital charge: varying
capital factors applied to all classes of
assets held on the balance sheet; and

e a concentration risk charge: which
relates to the net of reinsurance cost
from a maximal probable loss from a
concentration of exposure. This will
usually be a natural peril but could be
some other scenario, such as an
economic downturn for a lenders
mortgage insurer.

Rules surrounding the definition of what
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can be included in the capital base to
assess against the minimum capital
requirement have been strengthened,
and include a two tier classification
system of assets and a limit on the so
called Tier 2 component.

There are also a series of associated and
far more consistent standards. These
relate, for example, to risk management
and business continuity, including the
requirements of: submitting a Risk
Management Strategy to APRA; submitting
a director’s annual declaration to APRA;
and to have a specific risk management
function or role.

Standards have also been brought to bear
on reinsurance management, including
requirements to submit a Reinsurance
Management Strategy and annual

Under the new
regime, all
Australian insurers
had to re-file for a
licence to write
general insurance
business

and meet a
comprehensive set
of requirements
and standards.




To limit catastrophe
programs to provide
protection to a 1in
250 year event on a
whole of portfolio
basis, insurers now
regularly seek to
better understand
major catastrophe
risk through
specialist
catastrophe models.

Reinsurance Arrangement Statement to
APRA; rules surrounding reinsurance
contracts, assets admissibility and limited
risk transfer arrangements.

Finally, there is now a requirement to have
an Appointed Actuary providing advice to
the Board on the insurance liability
provisions and general financial condition
of the insurer.

Important as consistent standards and
enforceable compliance are, they are
only part of the picture. An embedded
culture based on sound management
principles is also needed to underpin a
truly strong financial system.

This culture exists, and has been
responsible for significant changes or
enhancements to operational
management of Australian insurers.

Risk based capital
A logical extension to APRA’s risk based
capital model is for each insurer to focus
on two further aspects:

e An appropriate overall level of
capitalisation with reference to
economic risk metrics including the
probability of falling below the MCR;
and

o Assignment of capital to individual
classes of business for pricing and
performance measurement purposes.

The MCR regime means there is
transparency around each insurer’s
position, not only to the regulator but
also to investors and policyholders. Most
insurers publish their target level of
appropriate risk based capital and express
this as a multiple of MCR.

Toolsets such as Dynamic Financial Analysis
(DFA) models also emerged to enhance
the advice to Boards as well as assist in
the assignment of varying capital levels,
depending on the risk each class brings
to an insurer.

The increased focus on assignment capital
to insurance classes has led to a more
accountable approach within insurers —
it is not uncommon for portfolio managers
to be highly engaged in the capital
assignment process and have a good
understanding of what needs to be
achieved from a pricing perspective to
deliver a target return on risk based capital.

Such granular accountability, aligned with
rewards and incentives, mutually reinforces
and embeds a risk management culture into
line operations. More accurate perform-
ance assessments also support better
strategic decision making, on issues such
as overall mix of business, market
segmentation and target market share.

Asset allocation

Similar to insurance class capital, the
asset capital charges increase focus on
the asset allocation of technical and
shareholders’ funds. There is now a
greater level of conservatism here,
particularly in terms of reducing equity
exposure within shareholders’ funds.
Increased use of DFA modelling has also
played a role, allowing insurers to more
accurately examine the earnings profile
and the impact of significant equity
positions, as well as the presence of other
growth assets.

This has protected many Australian
insurers from significant impacts on their
solvency position through the market
downturn.

Reinsurance
The APRA Standards encourage greater
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focus on the analysis of aggregate
exposure and reinsurance programs
designed to net this exposure to
acceptable levels. To limit catastrophe
programs to provide protection to a 1 in
250 year event on a whole of portfolio
basis, insurers now regularly seek to
better understand major catastrophe risk
through specialist catastrophe models.

Rules surrounding contract document-
ation and reinsurance asset admissibility
have also seen significant improvements
in reinsurance accounting and back
office functions, as well as improved and
more efficient services provided by
reinsurers.

Actuaries in the Boardroom

The compulsory Appointed Actuary of
each insurer has direct access to the
Board and its Committees, and delivers
two key reports annually — the Insurance
Liabilities Valuation Report and the
Financial Condition Report (FCR).

These reports provide a compendium of
risk reviews from an integrated financial
perspective; joining together concepts
that may have been presented previously
as a disparate set of reports. In strong-
form usage, the FCR is an effective tool
to drive and monitor improvements to
financial condition through actionable
recommendations that have Board
oversight.

The changes wrought by APRA’s reforms
go beyond compliance with regulatory
instruments. They have led to a
fundamental shift in how insurers manage
risk, and operationalize that risk
management.

In doing so, they have produced a more
robust industry. And while conditions
were relatively benign for the first part
of the past seven years, it is the recent
period of uncertainty which has truly
highlighted the value of the reforms; and
their benefit to insurers, investors and
the community.

The author is Group Actuary; Group
Actuarial, Capital & Valuations;
INSURANCE AUSTRALIA GROUP (IAG).
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An Overview of RBC

LiFe INSURANCE PERSPECTIVE

S. P. CHAKRABORTY AND J. ANITA OPINE THAT WHILE IT MAY NOT BE EFFICIENT FOR A COMPANY TO HOLD ENOUGH CAPITAL

FOR EVERY CONCEIVABLE CONTINGENCY, AT THE SAME TIME INSURERS CANNOT RUN THE RISK OF INSOLVENCY WITH TOO

FREQUENT EVENTS; AND RBC PROVIDES THE ANSWERS.

Background

he term “Risk Based Capital” (or

RBC, in short) is presently growing

in importance when it comes to
assessing the solvency of life insurance
companies. Many jurisdictions are looking
at introducing a ‘Risk Based Capital’
framework.

What is Risk Based Capital?

RBC represents an amount of capital
based on an assessment of risks that a
company should hold to protect
policyholders against adverse
developments.

RBC is used in both the banking and
insurance industries. Basel Il framework
describes a comprehensive measure and
minimum standard for capital adequacy
in banking sector. It identifies three
pillars, namely, Minimum Capital
Requirements, Supervisory Review
Process and Market Discipline
Requirements. Three major risks covered
under this framework are credit risk,
market risk and operational risk. On similar
lines, Solvency-Il also addresses various
ingredients of RBC. Although Solvency-II
is going to be adopted by European
countries, similar concepts are in vogue
in North America under the initiation of
Insurance

National Association of

Commissioners (NAIC). Japan is already
following RBC. Hence, it is not an
exaggeration that the universe is moving
towards RBC.

RBC is typically calculated by applying
factors to accounting aggregates that
represent various risks to which a
company is exposed. The current NAIC
formula on risk based capital for life
insurance companies is based in part on
modeling the risk to the company from
interest rate changes over many
alternative interest rate scenarios.

RBC framework aims to set capital
adequacy requirements for each insurer
in a manner that reflects the particular
risks an insurer is subject to. Variation
between the insurers exists in the areas
of methodology; risks recognized weights
applied to risk (i.e. risk factors);
recognition and valuation of assets etc.

Separate risk based capital models apply
to life companies, property/casualty
companies and health organizations.
These different formulas reflect the
differences in the economic
environments facing these different
companies.

Risk Based Capital reflects prudent
reserves, quantifies the asset liability
mismatch and quantifies the risk
associated with over exposure to certain
asset classes.
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RBC is usually expressed as a risk based
capital ratio. RBC solvency ratio of an
insurance company is the ratio of its net
asset value or net worth, to be calculated
using the standard accounting rules,
divided again by its net asset value; but
now being recalculated with possible
adverse risks included in the calculation.

In general, a company needs to have a
degree of comfort in its ability to
withstand extreme events. It may not be
efficient for a company to hold enough

RBC framework
aims to set
capital
adequacy
requirements
for each insurer
in a manner
that reflects the
particular risks
an insurer is
subject to.
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capital for every conceivable
contingency, but neither is it efficient
to run the risk of insolvency with too
frequent events. Economic capital, if
assessed properly indicates optimum level
of capital required to meet the liabilities
including those arising from events of
extremely low probability but have high
impact on the solvency of the company.
It ensures solvency of the company to a
reasonable confidence level and also
capital efficiency. It recognises that
assessment of capital requirement is

unique to each company depending on
its risk profile, resources available,
operational efficiency etc. In an
environment, where there is strong
regulatory framework in place, the
companies need to maintain regulatory
capital even if it is calculated on broader
assumptions.

Solvency Framework
The International Association of Insurance
Supervisors (IAIS), which sets standards

for national insurance regulation

worldwide, has taken another step along
the path to establishing a global solvency
standard. The IAIS presented a coherent,
risk-based methodology for setting
regulatory requirements, including
technical provisions, when determining
required capital in a risk-based solvency
regime. It also considers the more
qualitative components of governance,
such as market conduct and disclosure
requirements. This is illustrated in the
figure below:

Figure - 1: Solvency Supervision at three levels

Supervisory assessment

Supervisory
assessment

LEVEL 3

Regulatory
require-
ments

LEVEL 2

and intervention

Governance

Basic conditions for the effective

Pre-
conditions

LEVEL 1

functioning of:
m the insurance supervisory authority
m the insurance sector and insurance supervision

Source: IAIS position paper on global solvency standard lll, page 1.

The insurance supervisor may need to have
adequate power to require insurers to
assess and manage risks, and to set
regulatory financial requirements to
protect policyholders. Regulatory
financial requirements should be risk-
sensitive to provide incentives for optimal
alignment of risk management. There may
be a number of solvency control levels
that trigger appropriate and timely
intervention by the supervisor. The
corrective actions that a supervisor might
require should include options to reduce

the level of risk to which a company is
exposed, as well as requiring it to raise
more capital.

Capital Requirements

The purpose of capital is to ensure that
obligations to policyholders can be met
as they fall due and technical provisions
remain covered, despite adverse
conditions. In other words, capital is
needed to absorb unexpected changes
in the values of assets and liabilities that
a company can remain solvent. The
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Reporting to

Supervisor

Public
disclosure

calculation of risk-based capital involves
identifying the key risks and quantifying
these risks.

Key risks include
e Insurance risk

* Market risk
 Credit risk

« Liquidity risks

o Operational risks

Insurance risk is equivalent of
underwriting risk, which is associated with
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the uncertainty of business written in the
future, both new business and the
renewals of existing policies. e.g:
incorrect pricing, uncertainties of future
claim experience etc.

Market Risk is the risk that market
movements in interest rates, foreign
exchange rates or asset prices lead to
an adverse movement in asset values
which is not matched by corresponding
movement in value of liabilities e.g.:
adverse asset price movements, adverse
interest rate and currency movements
etc

Credit Risk covers the risk of loss if
another party fails to perform its
obligations, or fails to perform them in
timely manner. Allowance should be made
for the financial effects of non-payment
of reinsurance and of the non-payment
of premium debtors such as
intermediaries. e.g. Reinsurance failure
and impact of claim recoveries, credit
deterioration of a company’s reinsurer.

Liquidity Risk is the risk that a firm has
insufficient financial resources to meet
its obligations as they fall due, or can only
secure the resources at excessive cost.
Eg: Asset liability mismatch, ability to
withstand sharp unexpected fund claim
outflows or reductions in premium
inflows etc.

Operational risk is the risk of direct or
indirect loss resulting from inadequate or
failed internal processes, people and
systems, or from external events.
Operational risks include:

» Marketing and distribution risks
 Legal risk

 Outsourcing difficulties

» Management of employees

» Risk management resourcing
Adequacy of policies and procedures
» Adequacy and timeliness of management
information

Internal audit

e Business continuity and disaster
recovery plans

Others: Reputational risk etc.

The present Indian scenario

The assessment of capital requirement for
insurance companies in India follows a
formula approach which is prescribed by
the insurance regulator — IRDA through
regulations. Life insurance assets are
valued as per Schedule | of the IRDA
(Assets, Liabilities and Solvency margin of
Insurers) Regulations, 2000 and IRDA
(Preparation of Financial Statements and
Auditor’s Report of Insurance Companies)
Regulations, 2000 for the purpose of
demonstrating solvency. Certain assets
are not permitted to contribute to the
solvency calculation adding an element
of prudence in the system. The regulation
prescribes the method of valuing liabilities
and guidance to set assumptions. The
requirement of including a ‘Margin for

Adverse Deviation’ over the best estimate
basis provides an additional margin in the
liabilities. The consistency issue is taken
care of by the system. The IRDA
prescribes a set of factors, called
required solvency margin factors based
on mathematical reserves and sum at risk
in respect of each line of business. This
will lead to the solvency level expected
from the particular life insurer. The
expected solvency is then compared with
the available solvency margin achieved by
calculating the difference between the
assets and liabilities thus computed. The
ratio of available solvency margin to the
required solvency margin should be at
least 150% at all times.

The objective of 150% is to cover all the
risks associated with the life insurance
business. However, this provides an
assessment of risks to the insurance
business on an overall basis and does not
quantify the internal risks in an explicit
manner. The principle of a risk based
regulatory approach is to understand
what the current risks to the operations
of an insurance company are. It also looks
at how future operations will be affected
and whether sufficient capital will be
available. The need to move towards risk
based regulatory approach originates
from the significance of identification and
quantification of various risks specific to
the insurers and hence assessment of the
amount of capital required to protect
policyholders from the future adverse
scenarios.

Globalization and break down of cross
border barriers have a significant effect
on India in gradual convergence to many
of the international practices, such as,
Economic Capital (EC), Market Consistent
Embedded Value (MCEV) and International
Financial Reporting Standards. Although
risk based capital is the ultimate goal in a
sophisticated supervisory regime, where
risk based supervision is the basic
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objective to enable to move towards this,
insurers have to work out the EC and
MCEV. The last two concepts also assume
importance in the light of possible IPO’s
in the insurance sector. In this context
it is worth mentioning that the
Committee appointed by Institute of
Actuaries of India has submitted a
detailed report on the mechanism to be
followed in working out the EC and MCEV.
In addition, the Committee on IFRS
compliance, constituted by IRDA has also
submitted its report in this regard.

It may be worthwhile to mention that
the recent developments in the macro
economic scenarios across the world has
a considerable impact on realizing the real
need to find ways to improve capital
efficiency of the insurance companies
without threatening solvency. Too much
capital will reduce the capital efficiency
and too little capital may threaten the
solvency. Economic capital is a way of
ensuring proper balance between capital
adequacy and capital efficiency.
Economic capital is the amount of capital
required to keep the balance sheet
solvent on a going concern basis under a
stress event.

Although the current solvency regime in
India takes into account the various risks
of insurance business through application
of a formula approach on a gross basis,
there is a need to dissect the basis into
different risk elements in order to assess
the sufficiency of current capital
requirements relative to what is required
as per the principles of risk based
regulatory supervision. The ‘one-size-fits-
all’ approach does not address the fact
that different insurers have acquired
different levels of exposures to financial
risks. This system also fails to address
issues affecting the solvency such as,

« the significant fall of interest rates,
globally and locally
 the

significant and on-going

improvement of mortality in most
markets

« the recent fall in global and domestic
equity markets

o the number of non-performing assets,
etc.

The financial impact of many of these
‘risks’ can however be quantified, and the
impact on the solvency of an insurance
company can be analysed. Quantification
of some of the risks would help to avoid
unpleasant surprises. RBC has the
technique to quantify such risks and
convert into capital requirements.

Practical Problems

A number of issues should be considered
when calculating the RBC or applying the
techniques which include the following:
o Communication of results

« Parameter/model risk

« Sample error

Operational risk

Behavioral/dynamic feedback effects.

However, risk-sensitive capital can be
dangerous because it gives a false sense
of security. In the same way it is so hard
to measure risk; it is also easy to
manipulate risk measurements. It is a
straightforward exercise to manipulate
risk measurements to give vastly different
outcomes in an entirely plausible and
justifiable manner, without affecting the
real underlying risk. A financial institution
can easily report low risk levels whilst
deliberately or inadvertently assuming
much higher risk. This of course means
that risk calculations used for the
calculation of capital are inevitably
suspect.

Conclusion

It was generally agreed that, while RBC
adoption is in its infancy and has a long
way to go both in terms of technique and
acceptance, it serves a vital role in
focusing management on critical risks and
could well evolve into providing
competitive advantage. The challenge for
actuaries lies in developing the skills
required to implement robust RBC models
and most importantly, to communicate the
results to various stakeholders including
the policyholders.

The authors are Deputy Directors
(Actuarial), IRDA. The views expressed in
the article are personal.
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A Study of Yield-based
Crop Insurance In India

A PerrorMANCE REviEw BY P.C. JAMES AND RESHMY NAIR

THIS STUDY IS AN ATTEMPT TO EVALUATE THE PERFORMANCE OF NATIONAL AGRICULTURAL INSURANCE SCHEME (NAIS),

THE MOST IMPORTANT PUBLIC POLICY EFFORT IN THE FIELD OF CROP INSURANCE IN THE COUNTRY. IT FINDS THAT THE

COVERAGE AND INDEMNITY PAYOUTS HAS BEEN BENEFITING MANY REGIONS AND CROPS; AND THE PROGRAM IS FAVORABLY

PLACED IN TERMS OF EQUITY IL.E. IN TERMS OF PROPORTIONATE COVERAGE AND BENEFITS ACCRUED BY SMALL AND

MARGINAL FARMERS. THE STUDY ALSO INDICATES THAT THE PROBLEM OF ADVERSE SELECTION COMMON IN MANY

AGRICULTURAL INSURANCE POLICIES WORLDWIDE HAS BEEN SIGNIFICANTLY REDUCED IN THE RECENT YEARS. THE

STUDY, IN ADDITION, LOOKS AT THE ISSUES THAT NEED TO BE ADDRESSED TO MAKE THE CROP INSURANCE PROGRAM A

MORE EFFECTIVE RISK MITIGATION MECHANISM FOR THE FARMING COMMUNITY.

Adverse Selection: How Has Nais
Fared?

In the beginning, only 3 percent non-
borrowers availed the crop insurance
cover under NAIS. At present, the
proportion of non-borrowers in the
scheme is about 15 per cent. Out of the
total coverage of 731.41 lakhs during
Kharif seasons, 86 percent are loanee
farmers, the non-loanee farmers forming
just 14 percent. During Rabi seasons, the
non-loanee farmers covered are slightly
higher at 17 percent. Surprisingly, despite
the provision of compulsory coverage of
all eligible' loanee farmers under the

scheme and increasing flow of credit to
the agricultural sector in the recent
years; the loanee farmers covered under
the scheme during Kharif seasons have
actually seen a declining trend from Kharif
2004 season. On the other hand, the
coverage of non-loanee farmers has been
observed to be gradually increasing over
the seasons/years.

The participation of non-loanee farmers,
who join the scheme on a voluntary basis,
has been exceptionally high for a few
like Jowar,

crops Horsegram and

Sunflower where about 50 percent of the

(Continued from previous issue)

total farmers covered comprise these
sections. In the case of sunflower crop,
close to 57 percent of the total farmers
covered, belonged to the non-loanee
category.

In the previous analysis of NAIS (Vyas &
Singh, 2004, Joint Group, 2004, World
Bank, 2007), it was shown that the
participation of the non-loanee farmers,
for whom the scheme is voluntary, has
been high only during the adverse
seasons. The claim experience during
adverse seasons shows that the loss cost
percent of the non-loanee farmers was

1. As per the scheme provisions, all farmers availing Seasonal Agricultural Operations (SAO) loans from the Financial Institutions (FIs) for notified crops in notified areas are

to be compulsorily insured under the Scheme.
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Table 1.9 Crop-wise coverage of Non-Loanee (NL) farmers and Small /
Marginal farmers (S/M) under NAIS: Rabi 1999-00 to Kharif 2006 Season.

Paddy 11.78 6.65 23.50
2 Maize 11.76 10.32 14.10
3 Bajra 12.08 13.38 8.78
4 Redgram 26.13 8.77 14.77
5 Groundnut 5.05 18.66 20.57
6 Soyabean 13.84 5.27 24.05
7 Wheat 6.06 5.12 24.73
8 Jowar 47.79 7.94 38.11
9 Horsegram 47.01 6.96 41.49
10 Sunflower 56.98 7.84 18.16
11 Sugarcane 0.28 2.00 1.52
12 Cotton 5.31 8.61 1.31
13 Onion 26.16 6.33 39.02

FC OS 16.14 9.87 24.44

ACH 4.16 5.40 22.96

TOTAL 14.59 9.16 24.64

Correlation Coefficient : NL Loss Cost and NL coverage 0.61**

Source: Agricultural Census (1995-96) for the State-wise number of holdings, Agriculture Insurance

Company of India Ltd.,
** Significant at 0.05 % level.

much higher as compared to the loanee
farmers. The non-loanee farmers exhibit
three and a half times greater risk than
their loanee counterparts. It can also be
seen that the proportion of farmers
benefited as a proportion of the farmers
covered has been much higher for the
non-loanee farmers in the earlier seasons,
with almost 90 percent, 93 percent and
81 percent of non-loanee insured farmers
receiving claims during Kharif 2003, Rabi
2001-02 and Rabi 2003-04 seasons.

The non-loanee loss cost can be seen to
be significantly higher than the loss cost
ratio for the loanee farmers for most of
the major crops implying participation of
these farmers after knowledge of
likelihood of claims. The above is however
the cumulative crop-wise analysis of all
the seasons taken together and does not
show the trend in the recent seasons.
The participation of the non-loanee
farmers has been noticeably larger for
crops showing a higher non-loanee loss

cost ratio as revealed by the statistically
significant positive correlation coefficient
between percentage of non-loanee
farmers covered and non-loanee loss
cost percent.

The non borrowing farmers had thus been
participating in the scheme selectively i.e.
after a crop failure, called adverse
selection in the insurance parlance.
Adverse selection occurs when the
farmers participate in insurance after
they become aware that a claim is likely.
The extension of cut-off dates for
submission of insurance proposals by the
non-loanee farmers? during most of the
earlier seasons has been the most potent
cause of the above problem. There has
been a significant change in the observed
trend in the recent years. Following the
adverse experience in the past seasons,
the Government and AIC have been
adopting a very cautious approach with
regard to extending the cut-off dates
after it has been fixed at the beginning
of the season. In the last few years/
seasons, the cut-off dates have only been
extended in limited genuine cases.

A notable trend in this regard is the
significant narrowing down of the
difference in the loss cost accrued by
the loanee and the non-loanee farmers
in the recent years/seasons (Table 1.10
and 1.11).
difference in the proportion of farmers

The non-loanee/loanee

benefited has also greatly declined, with
almost same proportion of farmers
benefited for both categories of farmers
during the last couple of seasons.

This implies that the problem of adverse

2. The cut-off date for submission of insurance proposals is fixed at the start of the Season, the guiding criteria being that the farmers should insure their crops before risk
is known. However, in most earlier seasons, the Government of India conceded to the State Government's request to extend the cut-off date citing delay in sowing caused

by late onset of monsoon.
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Table: 1.10 NAIS: Coverage and benefits accrued by loanee and non-loanee farmers in Kharif Seasons

Season Loanee Non-Loanee Loanee Non-Loanee Loanee Non-Loanee

Farmers Farmers Loss Loss Benefitted Benefited
(Lakhs) ((ELGH) Cost % Cost % as % of covered |as % of covered

1 Kharif 2000 82.17 (97.71) 1.92 (2.29) 17.42 38.30 38.30 64.37

2 Kharif 2001 79.75 (91.70) 7.22 (8.30) 5.67 26.94 16.97 53.86

3 Kharif 2002 84.20 (86.19) 13.49 (13.81) 17.59 31.19 39.54 71.74

4 Kharif 2003 70.12 (87.97) 9.59 (12.03) 5.19 37.99 12.14 89.83

5 Kharif 2004 110.58 (87.16) 16.29 (12.84) 7.08 17.15 18.40 39.32

6 Kharif 2005 105.64 (83.35) 21.10 (16.65) 7.59 9.86 19.08 30.44

7 Kharif 2006 98.38 (76.06) 30.97 (23.94) 11.82 13.74 22.25 26.04

Total Kharif 630.83 (86.25) 100.58 (13.75)

Source: Agricultural Census (1995-96) for the State-wise number of holdings, Agriculture Insurance Company of India Ltd.,

*Figures in parenthesis denote percentages to total.

selection associated with the scheme has
greatly declined in the recent years and
further indicates that the problem can
to a great extent be tackled by adhering
to the cut-off dates fixed at the start of
the season. The situation is likely to
improve further by fixing state specific
cut-off dates for different crops based

on their planting pattern. This would
ensure that the non-loanee farmers are
compelled to buy insurance before being
aware of the outcome of the crop.

A Critical Appraisal of The
Program
The yield based crop insurance program

currently being implemented in the
distinct
advantages. Notably amongst these are

country clearly has its
the heavily subsidised premium rates
making crop insurance affordable for
majority of the farmers, the high claim
ratio implying that the indemnity benefits
to farmers have far exceeded the

Fig. 1.5: Loss Cost (%) of Loanee and Non-loanee farmers during Kharif seasons
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Table: 1.11 NAIS: Coverage and benefits accrued by loanee and non-loanee farmers in Rabi Seasons

Loanee Non- Loanee Non-Loanee Loanee Non-Loanee
Season Loanee Loss Loss Benefitted Benefited

(Lakhs) (Lakhs) Cost % Cost % as % of covered |as % of covered

1 Rabi 1999-00 5.60 (96.64) 0.19 (3.36) 2.04 7.18 8.14 49.56

2 Rabi 2000-01 19.22 (91.91) 1.69 (8.09) 2.90 21.32 22.89 51.14

3 Rabi 2001-02 18.79 (96.10) 0.76 (3.90) 3.24 41.83 20.34 93.34

4 Rabi 2002-03 19.66 (84.48) 3.61(15.52) 8.85 25.41 36.65 57.05

5 Rabi 2003-04 22.55(51.01) 21.66 (48.99) 3.41 20.33 14.04 81.08

6 Rabi 2004-05 32.74(92.72) 2.57 (7.28) 4.07 9.33 21.90 21.75

7 Rabi 2005-06 37.18 (91.84) 3.31(8.16) 6.54 11.57 24.65 19.47

8 Rabi 2006-07 42.00 (84.38) 7.78 (15.62) NA NA NA NA

Total Rabi 197.75 (82.63) 41.58 (17.37)

Source: Agricultural Census (1995-96) for the State-wise number of holdings, Agriculture Insurance Company of India Ltd.,

Figures in parenthesis denote percentages to total.

premium generated under the scheme,
the automated claim
enabling

settlement
procedure hassle-free
settlement of claims to eligible
beneficiaries, without the latter having

to follow up for any claims etc. The

analysis carried above shows that more
than 60 percent of the farmers covered
under (and more importantly benefited
from) the scheme are the small and
marginal farmers, with significant
indemnity payouts for certain crops,

implying the satisfactory performance of
the program from the equity point of view.
The study also points out the seemingly
reduced intensity of the problem of
adverse selection, indicating that the
magnitude of the problem can be suitably

Fig. 1.6: Loss Cost (%) of Loanee and Non-loanee farmers during Rabi seasons
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addressed by adhering to apt policy
decisions. Further, being a multi-peril or
an ‘all risk’ scheme, a wide variety of crops
are covered under the scheme on a
national scale (as many as 48 crops during
Kharif seasons and 51 crops during Rabi
seasons). Achieving such substantial
coverage, as under the present scheme,
does not seem possible under single
peril covers.

Yet despite all the associated benefits of
crop insurance as a risk mitigation tool
and the distinct advantages offered by
the scheme, the penetration of the
scheme needs to be improved. The
analysis carried above shows that the
disbursement of benefits has been
favourable to some regions and crops.
Around 60 percent of the total claims are
accounted by paddy and groundnut
crops. Some of the pertinent areas for
improvement of the scheme are discussed
below.

Area approach: While the area-yield
approach
problems of adverse selection and moral
hazard, and lowers the administrative
costs relative to traditional, individual

reduces the traditional

yield based crop insurance; it belies the
expectations of the farmers whose yield
experiences may be significantly different
from those of the insurance unit. The
scheme is thus distinctively dis-
advantageous for farmers with higher
losses than the insurance unit average.
While some states like Andhra Pradesh,
Uttar Pradesh, Madhya Pradesh, West
Bengal, Kerala etc have moved down to
smaller units, other implementing states
continue to notify large insurance units
as large as a district, which undoubtedly
would have large intra-district variations.
The lowering of the insurance unit in all
the implementing states, for all the
financial and infrastructural costs, is thus
a needed step to ensure a fairer outcome
for the individual farmers.

Financial viability: One of the important
criticisms raised against the scheme is the
financial non-viability of the current
program, given the unsustainably high
claim ratios; a direct consequence of the
flat premium rates charged under the
scheme. Ideally, the premium for crop
insurance should be customized to the
risk profile of the crop, region and the
affordability of the farmer. However,
premium rating under crop insurance is
associated with twin problems of non-
viability and non-affordability. Crop
insurance thus presents a unique dilemma
for the insurer: while the flat rate system
lends the crop insurance financially non-
viable, a shift to the alternative actuarial
system would render the premium rates
unaffordable for the farmers.

Actuarial premium rates: A major
drawback of the present methodology of
arriving at the actuarial premium rates is
that it does not reflect the actual claims
experience or loss cost of the crop. An
analysis of the NAIS statistics reveals that
this has had a significant adverse effect
on the coverage of cotton crop, the
coverage of which has declined
significantly in the recent years. The
premium rates of annual commercial and
horticulture crops are set on actuarial
basis. The actuarial premium rates thus
arrived at turn out to be higher for crops
with higher variability and the associated
‘high risk Though the
introduction of Bt Cotton has resulted in

factor’.

yield increases and lower crop failures
and therefore reduced claims, the
variability in yield as measured by the
coefficient of variation has seen an
increasing trend and consequently raising
the premium rates. There is thus the need
for revision in the existing methodology
of arriving at the actuarial rates to reflect
accurately the loss cost of the crop.

However, a transition to actuarial rates
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(with revision in the existing methodology,
whereby the premium rates reflect the
loss cost for the crop) in turn would
present another dilemma. It remains
amply clear that high risk insureds are
undercharged under area approach. If
individual risks cannot be identified and
the premiums are based on some
aggregate risk measure, then the low risk
producers will be overcharged for their
insurance and the high risk producers will
be undercharged. As a result, high risk
producers are more likely to insure; and
the proneness of risk of the pool tends
to be higher than would be the case if
the premiums were actuarially fair (An
actuarially fair premium is the one which
equates expected
indemnities). Research studies (Goodwin,
1993) have demonstrated that high risk
producers are less responsive to premium
increases than the low risk producers.
This is because the demand for insurance

premiums to

by high risk insurers is mostly inelastic,
while that of the low risk insurers is highly
elastic. Thus, any across-the-board
increase in the premium rates would only
result in retaining the base of high risk
insurers in the program. Owing to this,
any effort to lower losses by transition
to actuarial rates, with premium rates
showing the realistic loss experience;
would complicate the existing situation
as high risk producers comprise an
increasing proportion of the small
insurance pool. Thus the actuarial
premium rates would have to be
necessarily supported by adequate level
of upfront subsidy in premium, keeping
in mind the affordability of the
economically vulnerable farmers.

Delay in settlement of claims: A critical
problem associated with the Scheme is
the long delay in the payment of
indemnities, with the average time of
payout being a year, the result of the time
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taken for the crop cutting experiment
(CCE) data to be collated. Alternative
mechanisms of speedy settlement of
claims specially when there is an extensive
damage to the insured crop are to be
considered and implemented. The
recommendation for ‘on account’
payment of claims by the Joint Group
(2004) based on agri-meteorological data/
satellite imagery (without waiting for the
yield data) if the expected yield of the
season is less than 50 percent of the
normal yield, if operationalized would go
a long way in alleviating the financial
difficulties of farmers in case of large scale
crop failure.

Levels of Indemnity: The present levels
of indemnity are 60 percent, 80 percent
or 90 percent corresponding to high,
medium and low risk crops. Needless to
say, the small and medium intensity
adversities do not get covered when the
guaranteed yield is 60 percent of the
average yield (3/5 years). During Kharif
2007 season, 53 percent of all crops were
in the 60 percent indemnity zone and
33.68 percent in the 80 percent indemnity
zone. However, restricting the indemnity
levels under the Scheme to 80 and 90
percent would also have the
consequences of raising the premium
rates and it would be particularly
burdensome for the annual commercial
and horticulture crops given the
applicability of actuarial rates for these
crops. Thus while 60 percent indemnity

fails to provide adequate coverage, it has

the advantage of offering attractive
premium rates. It may therefore be
fruitful if the farmers can be offered more
than one indemnity level. Thus the farmers
opting for higher indemnity level may do
so at higher premium rate.

Guaranteed Yield: NAIS deploys a three
year moving average for rice and wheat
and a five year average for all other crops
multiplied by the indemnity level (90
percent, 80 percent and 60 percent
depending on the variability in yield of
the crop) to arrive at the guaranteed
yield, thus failing to provide protection
to the farmers in States/areas where
there has been consecutive adverse
seasonal conditions. A major improvement
suggested is to take the best five out of
seven years in the calculation of threshold
yield. However, since an area yield
estimate is intended to reflect what
farmers in the area can normally be
expected to produce, the inclusion of a
few best or recent years of production
records would certainly not be a true
indicator of expected production in the
future. It is therefore felt that a longer
time series in place of the current
practice would be more ideal as that
would reflect yearly coverage fluctuations
and reduce the farmers’ dissatisfaction
relating to inadequate coverage.
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A Risk Management Perspective

REGULATORY AND DEVELOPMENTAL FuncTions oF IRDA

G. RAJASEKARAN EXHORTS THE REGULATORY AND THE DEVELOPMENTAL ROLES OF IRDA; AND COMMENTS THAT THE

USEFULNESS FOR WHICH THEY HAVE BEEN ASSIGNED IS BEING INCREASINGLY FELT IN AN INDUSTRY THAT IS STILL

EVOLVING.

Introduction

nsurance unlike other services is a

service wherein the customer/client/

insured opts for in surance and pays
the consideration/premium/fee at the
outset with the expectation that he
would be served in accordance with the
terms of the insurance contract. In
anticipation of such service the customer

Pursuing of any
objective is
fraught with risks
and achieving
the former
requires
managing the
latter. Therefore
successful
accomplishment
of an objective
requires
successful risk
management.

places trust not only on the insurance
company but also on the entire system.
This trust in the system has to be
maintained and protected for the
industry to progress. The trust is
maintained by the insurance company by
meeting all the obligations as and when
they become due. However, this is
dependent on the existence of the
insurance company at the time of claim
events, it being solvent and willing to meet
the obligation. This places a huge burden
on the government to ensure a fair
marketplace for insurance which is
essential for economic development.
Further the significance of insurance for
economic development necessitates
measures to increase insurance
penetration and density in India which
at present is relatively very low.

To meet the aforesaid requirements the
government has established the Insurance
Regulatory and Development Authority
(IRDA), vesting on it both regulatory and
developmental functions. As a regulator,
IRDA plays a vital role in maintaining the
trust in the insurance system by
regulating and supervising the players; and
by ensuring that the new players who
enter the industry are fit and proper and
have long term commitments towards the
market; and as a nodal authority for
insurance development, IRDA performs
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such functions as promotion of rural,
social and micro insurance and spreading
insurance awareness by educating the
public through media.

The way the aforesaid functions of the
authority help pursue the overall
objective of the insurance sector and the
national economy can be seen through
many perspectives, one of which is the
perspective of risk management. Risks are
pervasive, omnipresent and sometimes
even omnipotent.

Pursuing of any objective is fraught with
risks and achieving the former requires
managing the latter. Therefore successful
accomplishment of an objective requires
successful risk management. It is in this
light that this article looks at the
regulatory and developmental functions
of IRDA through a risk management
perspective.

The regulatory and developmental
functions of the IRDA aim at establishing
prudent Risk Management systems and
methods for the policy holders, the
insurers, the insurance industry and the
economy to enable each of them manage
risks they necessarily face.

Insurance as a risk transfer and pooling
mechanism is a component of the risk
management process. Every individual will
have his/her own risks and methods to




manage them. An individual would choose
risk transference i.e. opt for insurance,
to manage his/her risks, only when
required and only as required. IRDA’s
functions helps to establish effective,
simple, accountable, transparent and
equitably accessible risk transfer avenues.
This enables an individual to decide
whether to transfer the risk or to manage
it by other methods; and in case of
transfer it enables in opting for a credible
way for a suitable strategy to transfer his/
her risks.

An insurance company has to manage the
risks that it had acquired by adopting
various techniques of risk management.
In addition the company has to invest the
premium collected to earn returns which
would enable it meet its liabilities and
earn profit in the normal course of
business. Every such investment is subject
to market, credit and operational risks.
Moreover an insurance company would
also face all those risks which are usually
incidental to any business activity. As a
result, an insurance company’s risk
management has two facets, one the
management of the risks acquired and the
other the management of risks attendant
to the business activities. IRDA’s
regulations aim to establish, maintain and
promote proper risk management systems
and methods in the insurance companies
for both the purposes.

The insurance industry comprising all the
insurers and intermediaries, among
others, faces multifarious risks like that
of risk of destructive competition,
unethical practices and the contagion
effect of global financial crisis. IRDA’s
functions, by preventing such practices
and negative impacts, help manage the
risks of the industry as a whole.

The obverse of risk is opportunity and
consequently ‘no risk’” would mean no
opportunity for growth and development
in general. As risk and opportunity are
two sides of the coin of growth and

An insurance
company’s risk
management has
two facets, one
the management
of the risks
acquired and the
other the
management of
risks attendant to
the business
activities.

development, effective risk management
would result in increased opportunities
for growth. Economic growth and
development too therefore require an
effective risk management at its base. That
would help the various participants —
individual and the organisations, to realize
their potential even as they contribute
to the economy without the hindrance
of risks. IRDA’s regulatory functions help
establish an effective insurance sector
to help the players in the economy at
large to manage their risks. Further IRDA’s
developmental functions provide avenues
of risk transfer to the rural, social and
unorganised sectors thereby creating an
inclusive financial risk management system
for the economy. As a result a macro risk
management system for the entire
economy becomes effectively functional.

In sum, IRDA’s regulatory and develop-
mental functions create, maintain and
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promote appropriate risk management
systems and methods at different levels
ranging from the individual at the micro
end to the whole national economy at
the macro end.

Risk Management of individuals
Risk is generally imminent in every pursuit
of an individual or organisation. IRDA aims
at establishing an effective and credible
risk transfer mechanism for those opting
for insurance as a part of their individual
risk management strategy and mitigating
risks involved in the operation of such
mechanism. The Policyholders’ Interests
Regulations, 2002, framed in this regard,
protects the policy holders’ rights to
achieve the aforesaid objective. This
protection begins at the proposal end
and continues till the claim settlement
and grievance redressal.

To begin with, the regulation mandates
clarity in description of the mechanism
of risk transfer — cost, terms and
conditions, covered and excluded perils,
riders and add-on covers and other
services appending to the product, to the
prospects.

To this effect, the way the policy
document and proposal forms are to be
worded with clarity and the way
intermediaries communicate the product
features to the prospects has also been
mandated.

Proper claim settlement reposes trust in
the system of insurance services. To
ensure this, the regulation has mandated
appropriate claim settlement
methodologies to the insurance
companies. Also, the information relating
to grievance redressal mechanism along
with the details pertaining to the
authority of the ombudsman has been
mandated to be provided to the
prospects. The grievance redressal
mechanism and the institution of
ombudsman and their functioning
establish trust right at the outset in the
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minds of the prospects to go for
insurance.

With all the relevant information that is
required to decide upon the necessity
and modality of transfer of risks, an
individual can take a more rational
decision thereby enhancing the
effectiveness of his/her risk management
strategy.

In addition IRDA’s regulation helps
implement the fundamental principles of
insurance contracts. For instance, the
mandate with regard to disclosure of
material information ropes in the principle
of utmost good faith on both the insurer
and the insured. In effect, IRDA’s
regulation to protect policy holders’
rights have been aimed at helping the
individual’s risk management efforts on
the one hand and mitigating possible risks
in insurance services on the other.

Risk Management of insurers
Insurance generally involves pooling of the
transferred homogenous risks on the basis
of a posteriori probability to spread the
loss, should it occur, so as to disperse
the damage. The task of identifying and
pooling such homogenous risks lies with
the insurers who accept risks which they
have to manage. In addition, they also have
to manage risks attendant to their
business activities. As a result their risk
management involves the two facets of
managing the acquired risks and managing
the attendant risks.

Management of the acquired risks should
begin right at the time of its acquisition.
Risk acquisition, therefore, requires a
strategy. The strategy for acquisition of
risk for an insurer is the insurance
product which enables the transfer of
risk from the insured on the one end and
the acquisition of risk by the insurer on
the other. Just as the suitability of the
product determines the success of risk
management for the insured the
prudence of the product marks the

beginning of a successful risk management
of the acquired risks for the insurer,
thereby making product design the pivot
around which the risk management of the
insured and the insurer revolve. Due to
this significance of the product design,
which needs to be appropriate and
workable, IRDA has introduced the File
and Use procedure for insurance
products.

Under the File and Use procedure all new
products and all changes in existing
products require the regulator’s approval
to be introduced. In other words, they
will have to be filed with the IRDA before
being used. In case of life insurance
products, the procedure requires the
demonstration of the risks the insurer
wishes to accept under the product and
the limitations that it would impose in
accepting the risks. It also requires the
declaration of the insurer’s definition of
insurable event and the availability of

Management of
the acquired risks
should begin
right at the time
of its acquisition.
Risk acquisition,
therefore,
requires a
strategy.
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coverage for such events across time,
area and the populace. It further requires
the insurer to state clearly other options
and features offered in the product like
loans, forfeitures, alterations etc. The risk
that the insurer would avoid, the risk
sharing arrangement — reinsurance, that
the insurer has; the cost of risk transfer
to the insured — the premium, that the
insurer would charge; and the
mobilisation for acquisition of risks — the
distribution channels and the procedure
of claim settlement need to be declared
as well. The actuarial basis of the product
and its financial projection for a set
period are also required to be filed.

In case of general insurance products, in
addition to the aforesaid the way in which
the benefit of risk transfer accrues to
the insured — benefit, indemnity,
reinstatement etc., the measure for risk
reduction post loss — recovery under
subrogation, the risk reduction measures
like deductibles which the insurer would
take and the board approved under-
writing policy along with the operational
arrangement in accepting risks like
manner and extent of delegation of
underwriting authority have to be filed.

In addition to the file and use procedure,
the IRDA has framed the IRDA (Life
insurance — Reinsurance) regulations,
2000 and IRDA (General insurance —
Reinsurance) regulations, 2000 mandating
a regulator approved reinsurance
arrangement for the insurers and
retrocession arrangement for the
reinsurers. While these aforesaid
regulations specifically mandate a risk
sharing arrangement, the file and use
procedure requires the insurers to
declare the way they would accept,
reduce, share and control the acquired
risks i.e. the way they manage the
acquired risks. In effect, the procedure
and the aforesaid regulations subtly
mandate a risk management strategy for
the acquired risks.
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The attendant
risks for an
insurer include
the market, credit
and operational
risks involved in
investing the
premium
collected and the
operational risks
involved in its
business activity.

The attendant risks for an insurer include
the market, credit and operational risks
involved in investing the premium
collected and the operational risks
involved in its business activity. IRDA’s
Investment Regulations, 2000 as amended
from time to time broadly regulate the
portfolio of an insurer’s investments
based on the risks perceived in different
investment avenues. It also sets the
exposure norms of the investments to
different sector. Declaring the set of
approved investments, the regulation
requires periodic submission of certified
returns regarding investments by the
insurers to the regulator.

The operational risks involved in business
activity require to be managed by an
operational arrangement of the
organisation. Such an operational

arrangement would be effective only
when it is put in place right at the outset.
The IRDA’S Registration of Indian Insurance
Companies Regulations, 2000 helps
achieve this objective. The regulation lays
down clear and prudent norms for
registration of companies to enter into
insurance business. With only the
company form of organisation considered
capable of carrying out an insurance
business, the said form is mandatory for
requisition of application for registration.
The regulation requires disclosure of all
relevant details regarding the promoters,
both domestic and foreign, including their
past 5-year financial performance and
their record of legal compliance. Further
all relevant information with regard to the
directors and key persons of the
company, including their background and
past work records need to be disclosed.
Essentially, these requirements make the
insurance companies to have a system of
corporate governance right at the outset.

Once issued, an application for
registration has to disclose the
information pertinent to operational
aspects of its business including financial
projection for 5 ensuing years, infra-
structure for IT systems, customer
services, internal controls, administrative
expenses and personnel management with
regard to recruitment and training. In this
process the regulation subtly mandates
the establishment of a strategy for
managing operational risks. Further, right
at this time an insurance company is
mandated to disclose where it would
operate and on what sensitivity analysis
and market research it would rest its
operation on, what underwriting
approach it would adopt, what basis of
costing of risk acquisition it would use
and what retention limit and reinsurance
arrangement it purports. It is upon this
mandated arrangement at the outset that
the risk management strategy for the
acquired risks grows.
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The regulation also requires disclosure
of source of capital and the capital
structure of a company requesting for
application and disclosure of investment
strategy of a company applying for
registration. This provision addresses both
the possible default risk and the
investment risk of a company.

The regulation also lays down stringent
measures to prevent laxities on the part
of companies applying for registration and
measures to curtail unethical and deviant
practices of companies already in
insurance business. Such stringent norms
include a bar on applying again for the
same business for five years in case of
applicant companies and cancellation of
registration issued to companies already
in business.

In sum, the provisions of the regulation
with regard to registration instils and
maintains an appropriate risk management
strategy to manage the risks involved in
the business.

The Actuarial Report and Abstract (ARA)
Regulations, 2000, Preparation of financial
statements and auditor’s report of
insurance companies regulations, 2000
and the Assets, Liabilities, and Solvency
Margin (ALSM) of Insurers Regulations,
2000 prop the effectiveness of risk
management instilled as aforesaid.

The ARA regulations require the insurers
to submit their actuarial report to the
regulator detailing their valuation bases,
value of assets, returns earned and
their pattern of distribution, new
products and reserves for the different
classes of insurance business they carry
out. The regulation regarding preparation
of financial statements standardises the
financial reporting of the company to
the regulator. In short, both these
regulations give out what to report and
how to report.

The ALSM regulations require the insurers
to maintain and report the value of their
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assets, liabilities, required and available
solvency margin in the format laid down.
The regulator can take measures to
achieve and maintain required solvency
margin among insurers. This helps keep
the insurers solvent to meet their
liabilities as they arise. Absence of
solvency connotes prevalence of risk in
risk transfer. Control of that risk boosts
the requisite credibility in the system
which is essential for the insurance
industry. Therefore ALSM regulations act
as a tool of risk management for the
regulator to manage the risks involved in
insurance business.

In effect, the accountability of the
insurers to the regulator helps maintain
continuous compliance to financial
regulatory norms thereby effectively

Absence of
solvency
connotes
prevalence of
risk in risk
transfer. Control
of that risk boosts
the requisite
credibility in the
system which is
essential for the
insurance
industry.

preventing adverse deviation from the
intended objective of the regulations.

The final outcome of the coordinated
implementation of all the aforesaid
regulations and pertinent circulars and
guidelines issued by IRDA in these regards;
is establishment, maintenance and
development of an effectively working
risk management system for the insurers
to manage their acquired and attendant
risks, and effective tools of risk
management for the regulator to sustain
such systems and strategies.
Risk Management of the
insurance industry

Insurers and intermediaries are the major
players amongst all in the insurance
industry.
functioning of the insurance industry
depends upon the prevalence of healthy
competition among all the players, the
complimentary role played by the
intermediaries and the protection of the
industry from exogenous risks. The risks
of destructive competition, unhealthy
practice and the contagion effect of
global financial crisis therefore need to
be managed if not avoided. This requires
a risk management system for the
insurance industry as a whole. IRDA’s role
as a regulator assumes a phenomenal
importance in this regard.

Successful and smooth

Insurance intermediaries in India include
agents, corporate agents, brokers, third
party administrators, loss assessors and
surveyors. The intermediaries help the
insurance business by helping to tide over
the information asymmetry between the
insurer and the insured. They help
overcome material and human resource
shortages of the insurers for business
acquisition and transaction; and in this
process they also reduce the acquisition
cost for insurers. If the intermediaries act
in unethical ways or if the intermediaries
and insurers collude for unethical market
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practices, the smooth functioning of
insurance industry gets disrupted. This
risk is sought to be prevented by various
regulations framed by the IRDA for each
class of intermediaries. In general, the
regulations detail who can act as what
type of intermediary, what their eligible
qualification — skill and financial are, how
they should be trained, how they should
conduct business, how they should deal
with the insurers and the insured; and
how, what and when they should report
to the regulator. These provisions enable
the regulator to monitor and supervise
the functioning of the intermediaries to
ensure their functioning as the vital link
in the insurance sector. Since deviant
conduct of intermediaries would bear risk
to the entire industry, IRDA’s functioning
in this regard helps manage such risks for
the benefit of the industry as a whole.
This effort of IRDA in combination with
its efforts pertaining to the insurers as
aforesaid successfully manages the risks
in the insurance industry in totality.
Risk Management of the
economy

Economic growth and development
require seeking, making and using
opportunities. Risk is imminent in
economic growth and development.
Effective risk management therefore is
warranted for the economy. Further,
every participant in the economy should
have access to various avenues for risk
management without which there would
be no holistic economy wide approach
to risk management. In other words,
there should exist an inclusive risk
management system for the economy to
bring within its fold all the sections of
the populace channelizing their economic
participation for the overall development
of the national economy. IRDA as an
authority for regulation and development
for the insurance sector helps achieve
such a system.




The sum effect of various regulations of
the IRDA establishes a credible and vibrant
insurance sector which can accept risks
involved in various economic activities.
This helps the different players across
various sectors of economy to take bold
initiatives towards growth and
development. Further, IRDA’s Investment
regulations, 2000, help channelize funds
into deserving sectors of the economy
through optimally risky investment
avenues. These investment provisions
make available funds which fuel economic
growth. Moreover the Reinsurance
Regulations, 2000, mandate maximum
retention within the country. This
prevents outflow of funds which would
otherwise be available for domestic
investments. As a result of these
regulations the insurance industry acts
as an absorber of risks attendant to
economic activities and also as a provider
of funds for such activities thus creating
a supportive and functional macro risk
management system for the economy as
a whole.

While the regulatory functions of IRDA
create a macro risk management system
for the economy, its developmental
functions attempt to make the system
inclusive. The Registration of Indian
Insurance Companies Regulations, 2000
requires disclosure of the manner in
which the prospective insurer would plan
its rural business and meet its obligation
towards rural unorganised and backward
sectors right at the time of requisition of
application for registration. Further the
Obligation of Insurers to Rural Sectors
Regulation, 2002, which had qualitatively
and quantitatively increased the obligation
of insurers to rural sectors in comparison
with the earlier regulation in this regard,
clearly imposes the tenet of corporate
social responsibility on the insurers to
provide insurance services in otherwise
neglected and commercially difficult rural
sector. Further the Micro Insurance

The sum effect
of various
regulations of
the IRDA
establishes a
credible and
vibrant insurance
sector which can
accept risks
involved in
various
economic
activities.

Regulations, 2005 establish a credible and
functional system of micro insurance in
rural areas involving cooperation of the
insurers and the rural community
including rural self help groups.

In addition to the above developmental
functions, functions of IRDA also include
efforts towards capacity building in the
insurance industry and spreading of
insurance awareness among the public
through different media. In fact IRDA’s
establishment of Institute of Insurance
and Risk Management in partnership with
the Government of Andhra Pradesh as a
professional organisation to meet the
requirement of skilled human resource
in the industry is also a developmental
function. In sum the developmental
functions of IRDA enhance the swift
pursuit of increasing the insurance
penetration and density in India which
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are very low in comparison with those of
developed countries.

Together IRDA’s regulatory and
developmental functions as aforesaid
create, maintain and promote an inclusive
and holistic macro risk management
system for the economy thereby enabling
to seek, make and use opportunities for
economic growth and development.

Conclusion

Every regulation of IRDA has had a system
wide positive impact. The relative
insulation of Indian insurance sector from
the contagion effect of the prevailing
global financial crisis, the notable increase
in insurance penetration and density in
India on account of regulated
liberalisation and privatisation and
increasing inclusive nature of insurance
services stand example to this.

The success of the regulations in having
such an impact is the result of their
successfully creating, maintaining and
promoting effective risk management
systems at different levels ranging from
those for individual to the one for the
whole economy. Thus viewing from a Risk
Management perspective the regulatory
and developmental functions of the IRDA
are effective, successful and evolving. This
makes the pursuit of the wider national
socio-economic goals possible with the
economic reforms still on-going amidst a
global slowdown.

In a nutshell IRDA’s regulatory and
developmental functions manage the risks
in facing challenges while seeking
opportunities for growth. No birth is
glorious until the born lives so. The birth
of IRDA was glorious.

The author is Customer Service Manager,
Provider Management Team, ICICI Lombard
General Insurance Company Ltd.
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Need of the Hour

Micro INSURANCE

DR. G. GOPALAKRISHNA ASSERTS THAT IN ORDER TO ACHIEVE THE DESIRED END-RESULTS OF FINANCIAL INCLUSION, IT

HAS TO BE UNDERSTOOD THAT MICRO-INSURANCE BECOMES AN INTEGRAL PART OF MICRO-FINANCE.

icro-insurance provides a com-

plementary strategy to improve

access to social security to the
excluded people. Micro-insurance in
simple terms caters to the insurance
needs of the low-income strata of society.
The term ‘micro’ refers to the products
that are designed for the benefit of low-
income individuals or groups. Micro-
insurance can be considered as an
offshoot of micro finance and it offers
protection to the low-income households
against those risks which they are unable
to protect themselves.

In the case of MFI, they have two-fold
programme. One is obviously the social
aim by the nature of the object group,
and the other one for a profit motive in a
commercial objective. They have their
own method of micro-insurance. The

The NGOs more
or less work on
‘no profit no
loss’ basis and
they have their
own system of
micro
insurance.

premium is collected in the form of
insurance fees or it is deducted as a
percentage from the loan disbursed on
account of insurance from the prospect.
The fund so collected may be termed
emergency fund, disaster fund or
insurance fund. Micro-insurance mitigates
disaster losses, protects client’s
investments and ensures their repayment
of loans.

The NGOs more or less work on ‘no profit
no loss’ basis and they have their own
system of micro-insurance. One of the
methods adopted is creation of self-help
groups. These self-help groups make
contributory savings which are managed
by the group members themselves. The
group lends to the needy participants and
collects interest on the disbursed loan.
The NGOs enter into insurance and the
insurance premium is paid from the
interest generated by the savings of the
participants. The pooled amount thus
accumulated by insurance premium may
be sufficient to meet the losses sustained
by the group members. In view of the
catastrophic risks, some of the NGOs have
transferred this risk management to the
traditional insurance companies.

Both MFls and NGOs have some limitations,
such as (1) Regulatory requirements for
indulging into insurance business (2) Lack
of vast geographical distribution resulting
into restricted concentration of the risks
(3) Chances of adverse selection and
(4) Lack of experience in insurance
business. But traditional insurers have
not shown much interest in this field of
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micro-insurance. The reasons are firstly,
micro-insurance products have high
transaction costs and secondly, the
insurers are always on check to undertake
the moral hazard of the participants. The
vulnerability of risk of this section of the
society with more chances of adverse
selection and the major factor of
affordability aspect are also the pertinent
pointers for them to undertake such risks.

The IRDA regulations on obligations of
insurers to rural and social sector have
come in handy for the development of
micro-insurance. The regulator’s
intervention in this area by making it
mandatory for the insurers to fulfill
certain obligations towards the rural and
unorganized sector has made the insurers
ponder over this issue. What is required
in the present circumstances is
convergence of MFIs, NGOs and the
traditional insurers. A suitable policy to
meet the requirements of the prospects
at an affordable price would promote
micro-insurance well.

There is a wide variety of self-financed
social insurance schemes, ranging from
the totally informal and unwritten systems
within a small group to the more formal
ones catering to the needs of larger
numbers and based on many complex
arrangements. In addition, the initiative
may originate from within the group or
be motivated by non-governmental and
voluntary agencies. In India, there is a
wide variety of ventures promoted and
successfully experimented with, in the
areas of credit, health care, education,




employment and overall development.
For the poor and lower income groups,
the need for money exists universally and
continuously. Hence it is not surprising
that most self-help groups operate around
credit requirements. These in turn are
integrally related to contingencies such
as death, disability, disease, old age,
unemployment and destitution, the very
area with which social security schemes
are concerned.

After the insurance sector was opened
to private participation many new
insurance companies have come up and
they are offering novel schemes of health
insurance and pension products. They are
essentially private insurance schemes.
Any individual can join the scheme if he/
she satisfies the prescribed conditions.
They cannot be regarded as social
security schemes. India has propelled into
an era of prosperity and technological
advancement like never before, but we
still lack a proficient risk management
system for the poor. Improving the quality
of life of the poor would require
meaningful funding besides appropriate
measures to improve the risk-management
for the poor.

The backbone of the Indian economy is
the farming population and the poor
people in the unorganized-sector. These
poor people are hit on both fronts once
they meet with an accident or fall ill —
they cannot work and they usually cannot
afford doctors or medicines either. Crisis
is a recurrent feature in their life. Such
emergencies — personal, social or natural
— often involve high expenses and drive
them deeper into poverty. The range of
crises that the poor are vulnerable to
includes sudden accidents and
hospitalization of the bread earner, loss
of crops, assets or livestock; and above
all the natural calamities like flood,
earthquake, droughts etc. Such crises
are managed either by borrowing from
moneylenders, sale/mortgage of assets or
drawing on scarce savings.

Every serious illness, every accident, every
natural disaster threatens the survival of
the poor people and usually wipes out a
life time work, leaving them without

Micro-insurance
as a concept is
relatively new
and its
documented
experience is
still fairly scarce.

rasources or assets and leads them into
a debt trap that is passed down through
generations. In the past, insurance was
never considered as an option to the
people in un-organized sector. The poor
are considered too poor to afford
insurance premium. Rural markets do
promise tremendous growth potential but
they do not always assure investors of
reasonable returns on their investments.
High transaction cost, low quantum of
commission and business with no or low
profits has kept the rural India a no-zone
for insurers in the recent past. The
insurance industry has not made any
determined efforts to tap this segment.
Under-insurance or no insurance are the
characteristics of the rural market.
Though the imperfect insurance schemes
exist at some places in rural sector they
cannot be relied upon as full protection.

Post-privatization, however, micro-
insurance has caught the attention of the
policy makers, donor agencies, non-
government organizations and lately the
Regulator. It has been understood that
there is a need for risk-management for
socially and economically disadvantaged
section of the population; and the
insurers licensed to operate in India must
come up with appropriate micro-
insurance products to cater to such
needs. To promote more professional and
expansive risk management of the poor
and to make micro-insurance to be
integral part of Indian insurance system
the IRDA has also notified the ‘Micro-
Insurance Regulations-2005’.
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Micro-Insurance as A Concept
Micro-insurance as a concept is relatively
new and its documented experience is
still fairly scarce. It is a form of
health, life or property insurance, which
offers limited protection at a low
contribution (hence ‘micro’). It is aimed
at poor sections of the population and
designed to help them cover themselves
collectively against risks (hence
‘insurance’).  Micro-insurance is
essentially ‘a financial service which
uses risk pooling to provide compensation
to low income individuals or groups that
are adversely affected by a specified
risk or event.’

The rural poor generally access credit
for their livelihood and life cycle needs.
They are exposed to the crippling impacts
of disorder, accidents and illness that
often trap them in a cycle of poverty. It
is also a fact that these people are
unaware that insurance is an option, to
reduce this vulnerability to cruel events.
Micro-insurance can play a significant role
in providing access to credit that
enhances income-earning opportunities
and deliver safety nets during times of
emergencies. It is believed that long term
micro-insurance strategies covering the
different risks that poor people are
exposed to can be one of the answers to
sustainable social uplift programmes in
developing countries like India especially
in situations where citizens lack a State-
sponsored social-security net.

Recognition of micro-insurance is
motivated by two important
considerations.

Social Aspect: Poverty and social exclusion
remain major problems in the world.
There is an increased recognition for risk-
management for poor households. Access
to credit and savings can be potentially
important means of self-insurance for the
informal economy along with specialized
insurance instruments based on risk
pooling. In particular, households in
informal economy need better-managed
risk protection against economic shocks
and income loss; nature-related shocks
and resulting loss of assets and income;
life-cycle events (death) and health-
related risks (illness, death and accident).
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Both formal and informal risk management
mechanisms need to be strengthened.

Different players have a role to play in
reducing the vulnerability of the poor —
including Government subsidizing micro-
insurance products (MIPs) and Regulator
ensuring proper development of both
social and rural sector. The notified
regulations for micro-insurance are a step
forward for the promotion of micro-
insurance in India and recognition of the
need for risk-management of the poor.

Commercial Angle: The low cost mass
insurance schemes have failed to pick up,
paradoxically because they are low-cost.
The sales officials of insurers do not feel
motivated to mop up individual policies,
as the average premium collection per
document doesn’t give them enough
income. However, industry as a whole had
sold large number of group policies to
low-income groups. The extension of
micro-insurance with micro-credit has
also attracted many insurers to ink tie-
ups with rural banks. The micro-credit
that started in 90’s has not only gathered
strength in last few years but it has also
shown that poor can be made credit
worthy if they are organized in groups.
The micro-finance practitioners have
responded to the need of the poor for

Today, with falling
agricultural prices
and increasing
healthcare
expenses the poor
in unorganized
sector cannot
access the micro-
insurance on their
own.

financial services. Micro-finance is now
emerging as a concept that denotes a
set of financial services, which not only
includes savings and credit but also
includes insurance as its integral part.
Insurance enhances the stability and
profitability of poor households and it also
reduces the impact of clients’ risk on loan
and savings portfolio. Insurance fits into
risk-management thus reducing clients’
vulnerability and economic losses. There
is, therefore, a growing realization of
providing MIP as a component of
integrated micro-finance and risk-
management service and it is the main
reason this segment has been brought
now into the commercial agenda of
insurers. After all, personal lines insurance
penetration is the surest way to establish
a robust insurance system in the country.

Linking Micro-insurance with
Micro-finance

Micro-finance phenomenon is one of the
most remarkable socio-economic
developments of our times. It is leading
to the spread of micro-insurance among
its clients. For MFls, integrating insurance
with credit and savings activities make
logical sense as it helps them to reap scale
of economies in financial management,
provides them with a captive market and
enable them to use their existing network
and distribution channels to sell micro-
insurance.

Micro-insurance is the most under-
developed part of micro-finance. The
success of micro-credit programmes has
recognized that poor people are
creditworthy and bankable if they are
organized in groups. The role of micro-
insurance as such is significant as it can
ensure the long-term inclusion of poor
people in economic life and can actually
strengthen the financial sustainability of
the Micro Financial Institutions (MFls). A
major question is whether insurance per
se is a proper vehicle for risk management
of the poor. Linking micro-insurance with
micro-credit makes it cheaper for
borrower to have both these financial
services. Insurance helps in reducing
interest rate charged on credit. With
insurance, interest rate together with
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premium may be lower than interest rate
charged in the absence of insurance. The
intuition runs as follows: Contingencies
such as illness, accident, life etc., have a
bearing on project performance and
thereby on loan recovery. For example,
micro-health plan improves financial
access to medical care of insured and
reduces disruption in the economic
activity for which loan is taken and thus
enables the borrower to repay loan.
Higher loan recovery is an important
determinant of low interest rate charged
by MFls as it reduces the risk of loan
default due to sudden contingency and
enables credit provider to reduce
interest rate. For these reasons it makes
better sense for micro-credit
organizations to link it with micro-
insurance.

Financing the poor is sometimes a risk.
This risk comes from the nature of
investments and health hazard of client
itself, which makes the loan repayment
uncertain. As insurance is one of the
scientific methods of handling risks, it
reduces risk to both the clients and
the MFls.

Micro-insurance Schemes for
poor in India

Micro-insurance for the poor is a relatively
recent phenomenon in India. The
strength of Indian economy is the rural
community and it deserves to be well-
maintained. India has shockingly small
organized private sector — less than 10
million workers. Today, with falling
agricultural prices and increasing
healthcare expenses the poor in
unorganized sector cannot access the
micro-insurance on their own. In formal
sector the rural segment has been ignored
till date though some of the initiatives
have been taken in the informal-sector
for the past several years either by NGOs
due to the felt need in the communities
in which these organizations were involved
or by trust hospitals. Micro-insurance has
now gathered momentum partly due to
the development of micro-finance activity
and partly due to the regulation that
makes it mandatory for all insurers to
extend their activities to rural India.




Designing of Micro-Insurance
Product (MIP)

A micro-insurance revolution could be a
major step towards improving the well
being of the poor but it is important to
design products with a full picture of how
the products will fit into their lives.
Insurance products meant for rural areas
and for socially disadvantaged sections of
population have not come up in any
significant way though there has been
some innovation in product design after
the opening up of the sector to the
private insurers. The insurance industry
has not made any determined efforts to
tap this enormous market. Innovative
product design with new marketing
techniques and timely product launches
within the defined product lines will
enable insurers to grab this opportunity
of tapping this virgin sector.

In defining what a MIP is, the regulator
has created two products as General MIP
and Life MIP with minimum and maximum
amount of cover, term of cover, age on
entry and on exit. Unless the products
sold by insurers meet these criteria their
products will not be classified as MIP. The
insurers will have to design the products
that are visualized as bundle of utilities
by the rural poor.

Unlike with other insurance products,
the regulation permits life insurers to
offer micro-general insurance products
and general insurers to offer micro-life
products. These companies can tie-up to

Viability of life
insurance
product is
higher due to
the lesser
possibility of
moral hazard
and fraud.

offer a composite product (covering life,
health, cattle, crop, livestock and other
assets) to the rural poor through a single
window.

Life Insurance Product

Human capital is most important asset for
the poor. Before getting to crop
insurance, health insurance or insurance
for business tools; it is important for the
poor to insure this critical asset. Death
of bread earner is surely a great economic
and emotional loss to poor household and
more immediately burdens the family with
high funeral cost. Viability of life insurance
product is higher due to the lesser
possibility of moral hazard and fraud. It is
relatively a straightforward business. This
product has played an important role in
releasing the savings of rural areas, which
were traditionally held in form of
unproductive assets like gold and
jewellery. The basic objective behind
keeping these assets was to meet any
unforeseen event in future as these
assets are considered as good as liquid
cash. This product is well recognized in
rural areas and it is cheaper to cover the
future uncertainty of life by buying this
cover than to block funds in unproductive
assets.

Affordability of Micro-Insurance
Product

One of the commonest perceptions about
the poor is that they are too poor to
either save or buy insurance. While this
may be true for the poorest of the poor
who struggle to survive every day, it is
not necessarily true for those living close
to poverty line. Their apparent inability
to join micro-insurance scheme may not
be the result of affordability per se, but
of institutional rigidity such as credit
constraint that prevents their latent
demand from translating into effective
demand for micro-insurance. In such
situations easing credit constraint rather
than subsidizing premium may help to
improve the reach of micro-insurance
scheme.

Role of Government
The Government of India continues to

irda journal @) Jul 2009

make huge investments in rural India with
an effort to improve quality of life of the
rural masses and urban poor. However,
many of the interventions are supply
driven and are generally unsustainable.
It is now commonly accepted that the
involvement of the rural community in all
facets, from planning to implementation
to post implementation operation and
maintenance is imperative if interventions
are to be sustainable. Consequently, the
government is now gradually shifting from
being a provider to becoming facilitator.
Further, instead of investing more and
more on healthcare infrastructure and
its maintenance to provide free access
to public healthcare services, it is more
convenient to integrate healthcare
facilities into micro-insurance schemes
and subsidizing premium to make them
viable and stable schemes.

The Government involvement is also
required to direct micro-finance towards
rural India. India has a wide network of
banks but the low-income people
especially in rural areas have been largely
by-passed by formal banks. It becomes
imperative for the Government to have
clear thinking on how to promote micro-
finance with insurance cover to have
positive impact on poverty reduction and
empowerment of the poor.

Development of micro-credit does not
mean that government is spared of its
responsibility. The experience with micro-
insurance in the country suggests that
micro-insurance cannot progress if it is
totally market-based, in fact it needs
external funding. The experience world
over in micro-insurance schemes suggests
that these schemes critically depend on
some external funding and in a social
sector like health there is a clear
justification of subsidy to the low-income
people. In India, government provides
subsidy to two popular micro-insurance
schemes viz., Universal Health and
Janshree Life for BPL families. However,
profit in these schemes, if any, should be
kept in separate policyholders fund and
should be utilized for further reducing
the rates or to meet the catastrophe.
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Micro-insurance advocates argue that
selling insurance to poor will give
households new freedom to pursue profit
without fear. They also argue that incomes
will rise as a result and poverty will fade
substantially. They then argue that the
micro-insurance projects should be
generously subsidized by the government.
It is cheaper than blocking the funds in
creating infrastructure and maintaining
it. Private sector can take care of building
efficient infrastructure in health and
micro-credit sector. Government can
provide essential subsidy for up-scaling,
extending and expanding micro-insurance
scheme.

Role of Regulator

The forms of controls and regulations
exercised over insurance industry are
shaped by political and economic
philosophy of the country; its economic
and social compulsions; and pressures
from interested groups. Based upon these
factors, different countries evolve their
own regulatory mechanism. The nature
of regulations and the extent to which
they are applied in a country, determine
the basic structure of insurance industry
in that country. The Indian insurance
industry is governed by the Insurance Act,
1938, General Insurance Business
(Nationalization) Act, 1972, Life Insurance
Corporation of India Act, 1956 and IRDA
Act, 1999. Micro-insurance regulation is
an emerging field and before the
notification of  Micro-Insurance
Regulations - 2005, specific regulations for
micro-insurance did not exist in India. It
is recognized that regulations can either
promote or restrict insurance provision
for lower income groups. Regulations
define the requirements of an insurer,
provide consumer protection through
supervision of insurers to safeguard their
solvency and thus shield the customers
from buying insurance from an unsuitable
company. More specifically micro-
insurance regulations:

o Protect poor customers from

misleading sellers.

e Protect the financial viability of
insurers.

o Define the general features of
insurance marketing including
actuarially approved pricing, type of
products and kind of intermediaries.

« Ensure suitable products at fair price
as each product and its pricing needs
approval of regulator before it is placed
for marketing amongst the consumers.

« Define the condition for entry and exit
of players in the market and their social
and rural obligations for rural
population.

IRDA has done an outstanding job in
creating a competitive environment by
weaving a web of regulations dealing with
designing and distribution of micro-
insurance products. At present, the
insurers are bound to a quota system that
compels them to sell a percentage of
their insurance policies to de facto low-
income clients. Regulations, at present
do not insist on a quota on rural branches
but from time to time it may introduce
system for opening branches so that
insurance services are available over the
entire geographical area of the country.

The regulation has been the vehicle for
important innovation in the sector. The
major challenge before regulator is to
provide a framework in order to motivate
formal insurers and to bring informal
insurance providers in legally recognized
micro-insurance set up. A joint effort is
needed to move forward with increased
sharing of information and increased co-
ordination in future research efforts,
work-shops and pilot projects to identify
best practices for micro-insurance
schemes.

Conclusion

Everyone agrees that the country’s
insurance industry is on a roll. Micro-
insurance that deals with insurance for
poor is emerging in India. This is partly
the result of policy intervention and partly
due to the development of micro finance
activity in the country. Insuring people
with low-income is a significant challenge
but it is also true that there is vast
untapped market that insurers should
realize. Innovations are required at all
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advocates argue
that selling
insurance to poor
will give
households new
freedom to
pursue profit
without fear.

stages for product design, in pricing and
in distribution channels. Success of
marketing micro-insurance products
depends on understanding the social and
cultural needs of the target population
with proper understanding of the
dynamics of marketing-mix, rural
conditions, felt needs and affordability
of poor people.

A micro-insurance revolution could be a
major step towards improving the well
being of the poor and to help to improve
the living conditions for those who do
not have access to financial services
(including micro-insurance). Concerted
efforts are required from Government,
Regulator, Micro-Financiers, NGOs, SHGs
and donor agencies to find solutions to
problems and then to turn these solutions
into action step-by-step so that the
vulnerability of the poor can be reduced.
The current reach of micro-insurance is
limited, but when regulations have been
put in place and policy-induced and
institutional innovations are promoting
micro-insurance among the poorest,
micro-insurance for sure will not remain
a no-go zone for the insurers.

The author is a Retired Senior Officer, LIC
of India.
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tatistics - non-life insu

Report Card: General

GROSS PREMIUM UNDERWRITTEN FOR AND UP TO THE MONTH OF MAY, 2009

(Rs.in Crores)

MAY APRIL - MAY GROWTH OVER THE

INSURER 2009-10 2008-09 2009-10 2008-09 COSE%SRF;EC\)/T([; lleSGYFEE\RFQOD
Royal Sundaram 64.50 56.90 142.66 131.05 8.87
Tata-AlG 59.51 74.08 206.95 222.05 -6.80
Reliance General 169.23 152.27 385.62 426.22 -9.53
IFFCO-Tokio 114.59 132.11 284.18 274.33 3.59
ICICl-lombard 206.71 257.56 631.37 800.84 -21.16
Bajaj Allianz 192.35 232.71 424.60 508.85 -16.56
HDFC ERGO General 46.75 16.61 136.17 31.22 336.17
Cholamandalam 62.15 52.42 166.86 147.46 13.16
Future Generali 28.70 9.19 62.49 19.55 219.55
Universal Sompo 8.60 0.05 27.24 0.18
Shriram General @ 17.18 0.00 44.34 0.00
Bharti AXA General @ 12.49 0.00 28.33 0.00
Raheja QBE $ 0.00 0.00 0.01 0.00
New India 421.45 411.54 1177.47 1095.48 7.48
National 334.69 363.07 773.46 819.54 -5.62
United India 404.92 359.62 898.05 797.64 12.59
Oriental 345.29 304.85 836.43 731.93 14.28
PRIVATE TOTAL 982.76 983.90 2540.80 2561.74 -0.82
PUBLIC TOTAL 1506.35 1439.08 3685.41 3444.59 6.99
GRAND TOTAL 2489.10 2422.98 6226.21 6006.33 3.66
SPECIALISED INSTITUTIONS
1.Credit Insurance
ECGC 67.07 57.53 124.14 104.59 18.69
2.Health Insurance
Star Health & Allied Insurance 9.98 4.47 151.16 62.68 141.17
Apollo DKV 9.57 3.94 14.71 5.44 170.22
Health Total 19.54 8.41 165.87 68.12 143.49
3.Agriculture Insurance
AIC 34.42 19.56 80.24 43.24 85.55

Note: Compiled on the basis of data submitted by the Insurance companies
@ Commenced operations in July, 2008.
$ Commenced operations in April, 2009.

Premium underwritten by non-life insurers Note 1. Total for 2008-08 i for 12 month period.
for May, 2009 2. Total for 2008-10 is up to May, 2009.
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April May Total

* Excluding ECGC, AIC & standalone Health Insurers Month [l 200809
* Compiled on the basis of data submitted by the Insurance companies 2000-10

Premium (Rs. in Crores)
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Cvents

06 - 07 Jul 2009
Venue: NIA, Pune

09 - 11 Jul 2009
Venue: NIA, Pune

10 Jul 2009

Venue: Federation House

New Delhi

22 - 23 Jul 2009

Venue: Beijing, China

23 - 25 Jul 2009
Venue: NIA, Pune

04 - 05 Aug 2009
Venue: Singapore

10 - 15 Aug 2009
Venue: NIA, Pune

20 - 22 Aug 2009
Venue: NIA, Pune

24 - 26 Aug 2009
Venue: NIA, Pune

31 Aug - 02 Sep 2009

Venue: NIA, Pune

Global Meltdown and Lessons
for the Insurance Industry
By National Insurance Academy

Reinsurance Management
By National Insurance Academy

17 Annual Strategic Issues Conference
By FICCI

3 Asian Conference on Microinsurance
By Asia Insurance Review, Singapore

Management of Motor Claims
By National Insurance Academy

Motor Insurance Workshop
By Asia Insurance Review, Singapore

Effective Underwriting in General Insurance

By National Insurance Academy

Corporate Governance
By National Insurance Academy

Management of Motor Underwriting & Claims

By National Insurance Academy

Management of Distribution Channels
By National Insurance Academy




RNI No: APBIL/2002/9589

view point

Thus far, the insurance industry has weathered the financial crisis well. However,
overall the financial sector has seen too many cases of over-optimistic valuations
leading up to the current financial crisis.

Mr Al Gross
Chairman of Technical Committee, IAIS

State regulation’s strong solvency system and consumer protections have served
consumers well, as evidenced by the relative stability in the insurance markets.

Ms Therese M Vaughan
NAIC Chief Executive Officer

The past year has witnessed a period of extraordinary stress in the global financial
system and a deep economic recession worldwide. Although the global financial
condition has stabilised, the situation is fragile and we need to remain vigilant.

Mr Goh Chok Tong
Senior Minister and Chairman,
Monetary Authority of Singapore

All insurance companies will have to comply with the additional disclosures as the
goal is to bring in more transparency in their operations. For instance, it will be
mandatory for all insurance firms to disclose their embedded or intrinsic value
every year.

Mr J Hari Narayan
Chairman, Insurance Regulatory & Development Authority, India

The impact of the crisis in China has been less than in some other countries not
only because of the government’s stimulus package but also because the Chinese
financial system is still only partially integrated into the global financial system.

Mr Adair Turner
Chairman, Financial Services Authority, UK

The prudential goal of group supervision is to ensure that the group is financially
sound and that group activities and inter-relationships do not adversely affect the
financial soundness of the licensed insurers within the group.

Mr John Trowbridge
Executive Member, Australian Prudential Regulation Authority




