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® From the Publisher

s | prepare to demit office as

Chairman by the middle of May on

completion of 65 years, | look back
to these years of association with the
Authority as one of the most satisfying
periods of my professional life spanning
four decades. | could see insurance grow
from a sapling into a mighty tree and
secure for itself its rightful place in the
financial sector. It is no longer a poor
cousin of Banking or Capital Markets! It is
a flourishing industry competing
effectively with others and mobilizing
savings of individuals and making them
available for building much needed
infrastructure.

Those who advocated the freeing of
insurance from Government monopoly
believed that the country had immense
potential waiting to be tapped. The
enormous growth in the premiums in the
last few years, specially in the life segment
has proved correct these advocates of
change. An interesting lesson that we have
learnt is that this growth need not be at
the expense of the public sector. The
insurance pie has enlarged to such an
extent that each company can have its
reasonable share and there is enough space
for more to participate. The drive for
premium is so compelling that private
insurers have expanded their reach to the
small and medium towns and with these
places as base they are reaching out to
the rural areas.

In the non-life segment, tariffs were
removed in all segments last year and the
insurers given the freedom to determine
rates. There was apprehension that such

a move would result in a collapse of the
market. The prophets of doom have been
proved wrong and we have a thriving non-
life market with all major international
reinsurers actively supporting the local
insurers. The next step of giving freedom
to insurers to determine the terms of
contract is on the anvil and would be
operationalised soon.

A major shift in the non-life market is the
emphasis laid on retail business as opposed
to obsession with corporate business.
Within the retail segment the health
insurance market has grown substantially
and for the first time we have stand alone
health insurance companies licensed to do
business only in health related activities.
This is an area that has immense potential
and | have no doubt that with the combined
efforts of the State and Central
Governments, the insurance companies
and, the Regulator; the country would see
a thriving health insurance market in the
years to come.

The micro insurance regulations that the
Authority introduced have been
appreciated not only in India but also by
the community of regulators in the rest of
the world. The International Association
of Insurance Supervisors (lAIS) has
constituted a working group on micro
insurance with India as an active member
to arrive at supervisory and regulatory
standards for adoption by supervisors
world over.

The strides made by the Indian insurers in
the last few years have resulted in a revival
of interest among multinational insurers.
They realize that the Indian market is too

large to be ignored and what we witness
now is a second wave of licensing involving
multinational insurers teaming up with
Indian Corporates, specially Banks.

The enormous increase in the market has
caused severe strain on the limited human
resources available to the Regulator.
Efforts are on to put in place a system of
direct recruitment of staff and officers;
and over a period of time, it should be
possible to equip the office to meet the
challenges of this expanding market.

| recognize that in this long journey of the
insurance market in India, we are at the
initial stages and it had been my endeavour
to guide the market as also the supervisory
mechanism to get the best out of the free
market and avoid the pitfalls inherent in a
market that is never perfect. If | have
succeeded, at least in a small measure,
the credit should go to the support and
cooperation that | received from the
Members of the Authority, the band of
dedicated officers and staff of the
Authority, a number of insurance
professionals and the understanding
shown by the insurers. | am thankful to all
of them.

I would also like to place on record my
deep sense of gratitude to Sri C.N.S.
Shastri, who in an Honorary Capacity as
Advisor, provided guidance and advice in
critical areas of detariffication of the
market and in developing sound
supervisory practices.

¢
C.S. Rao
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from the editor

Need for a Sound ALM
- Top Management Imperative

sset Liability Management (ALM) is a very vital function for the top management of an insurance company.

Managements are required to strike that delicate balance between risk and return; and in an industry

where the liabilities can arise without notice, it is not an easy task to accomplish. While the immediate
aftermath of a structured ALM planning may not be indicative of any crisis, the real effects may surface in the
long run - differently for different geographic regions. If one were to look at past experiences, history would be
witness to the fact that several insurers failed in keeping in place a good ALM initiative and had to pay a very
precious price.

The priorities for an insurer in the area of ALM would differ not only with the actual line of business but also by
the different types of products that together compile their portfolio. The sets of priorities, for example, would
be vastly different for a life and a non-life insurer. Considering the type of commitments made to their
policyholders, insurers should plan their investments accordingly. In the process, it is very essential that initial
lure for a higher return could be very enticing but insurers should ensure not to fall prey to such ephemeral
gains but should look for long term sustenance. The past experiences associated with corporate entities where
investments are proposed to be made should be looked into thoroughly.

The global financial environment is changing rapidly and this could have a far-reaching effect on the entire
economic scenario - like the sub-prime crisis that we have witnessed recently. It is very essential that insurers
take into consideration all the possible factors that could influence their business, both in the short term as
well as in the long term. A thoroughly planned, strategic ALM should be a top priority for the management of an
insurance company.

‘ALM for Insurers’ is the focus of this issue of the Journal. We open the highly intricate issue with an article by
Mr. Ashwin Parekh who discusses the dynamics of the inter-active forces associated with this very vital function.
In the next article, Mr. Sunil Kakar talks about the importance of product alighment in designing a proper ALM.
The need for insurers all over the world having in place a sustainable ALM strategy has been occupying the
minds of international supervisors, in order that insurance business as a whole lives up to its reputation of
keeping its promises. Mr. Arup Chatterjee of IAIS writes about the importance of ALM and the role of IAIS in
ensuring sound ALM practices. In an article that describes the role of ALM in the financial services industry
generally, Mr. Khusroo B. Panthaky enumerates the various risks that corporates in financial services industry
have to consider. Mr. Rajesh Khandelwal opines that insurers should look beyond mere monetary returns; and
talks about the role of ALM in socially responsible investments.

In the ‘Thinking Cap’ section that follows, we have an article by Mrs. V.S. Lakshmi who describes in detail the
importance of Economic Capital in the whole process of risk management for an insurer. We have two articles
in the ‘Follow Through’ section - one by Ms. Tina Makhija in the area of Microinsurance; and the other by Mr.
Gary Bennett that talks about the role of life insurance products in the rapidly changing environment. Health
Insurance continues to hog the limelight in the Indian domain for more reasons than one; and we thought it
proper to focus on this area again in the next issue of the Journal.

Mr. C.S. Rao will be demitting office as Chairman, IRDA during the course of this month after a very eventful and
successful stint. He has been a great source of inspiration and guidance for all of us at the Journal. |, in my
personal capacity as the Editor of the Journal; and all the others associated with the Journal, wish him a very
happy and peaceful retired life.

U. Jawaharlal



Report Card:LIFE

First Year Premium of Life Insurance Industry - 2007-08 (Unaudited)
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S Premium u/w (Rs. in Crores) No. of Policies / Schemes No. of lives covered under Group Schemes
No. Insurer
March, 08 2007 - 08 2006 - 07 March, 08 2007 - 08 2006 - 07 March, 08 2007 - 08 2006 - 07

1| Bajaj Allianz

Individual Single Premium 168.83 735.21 1179.12 23526 102771 173166

Individual Non-Single Premium 1057.50 5568.63 3027.55 625460 3641575 1905767

Group Single Premium 0.20 8.52 5.89 0 0 1 230 6704 3486

Group Non-Single Premium 134.61 179.36 57.22 108 396 283 780136 1992621 844480
2 | ING Vysya

Individual Single Premium 12.80 36.90 25.05 1732 4347 1847

Individual Non-Single Premium 139.53 658.29 418.00 64807 355722 227342

Group Single Premium 2.84 6.69 2.31 0 1 0 513 1312 517

Group Non-Single Premium 0.26 2.79 22.08 5 25 44 30962 123468 82517
3| Relionce Life

Individual Single Premium 286.71 519.89 111.58 57160 111320 17999

Individual Non-Single Premium 299.64 1820.88 687.86 170516 962395 432684

Group Single Premium 157.58 387.17 120.16 48 97 58 787137 156527 73673

Group Non-Single Premium 2.60 24.82 10.86 29 265 176 248244 592755 2752371
4| SBI Life

Individual Single Premium 170.44 1210.84 567.66 25953 170852 85324

Individual Non-Single Premium 607.79 2531.78 1198.83 166412 754677 480065

Group Single Premium 38.69 246.51 278.61 1 1 5 23050 126024 149705

Group Non-Single Premium 427.15 803.73 520.98 35 92 307 172890 1010547 1402816
5 | Tata AIG

Individual Single Premium 11.42 48.29 20.66 1999 8515 2443

Individual Non-Single Premium 148.99 788.46 518.88 89535 488434 406265

Group Single Premium 6.00 62.96 56.32 1 5 7 28500 363664 309264

Group Non-Single Premium 15.21 68.07 46.49 11 75 82 24013 219349 242357
6 | HDFC Standard

Individual Single Premium 21.79 140.65 127.04 20341 249544 159660

Individual Non-Single Premium 368.56 2201.72 1220.85 90067 699068 363322

Group Single Premium 176.83 264.76 204.88 56 192 128 83361 252097 237811

Group Non-Single Premium 19.51 72.48 71.47 10 54 37 4457 41517 64694
7| 1CICI Prudential

Individual Single Premium 58.43 399.58 457.84 9789 64576 69740

Individual Non-Single Premium 1002.76 6643.94 3925.21 389590 2848534 1889835

Group Single Premium 30.69 264.73 334.50 14 155 143 96922 592400 147536

Group Non-Single Premium 449.22 997.60 537.09 39 341 316 78233 474687 403565
8 | Birla Sunlife

Individual Single Premium 8.48 32.60 43.30 33776 120388 95423

Individual Non-Single Premium 397.57 1708.37 699.58 155171 567923 331161

Group Single Premium 0.87 6.37 7.12 0 3 0 1515 8461 3996

Group Non-Single Premium 121.98 217.67 132.72 35 145 162 12490 152294 62870
9 | Aviva

Individual Single Premium 5.40 25.65 35.10 694 3751 4076

Individual Non-Single Premium 188.03 980.77 656.91 70179 386317 293382

Group Single Premium -0.14 1.65 3.10 0 0 1 53 1091 1790

Group Non-Single Premium 27.35 51.01 28.92 15 116 96 70469 668169 394959




10 | Kotak Mahindra Old Mutual
Individual Single Premium 5.59 32.03 47.03 853 4357 5901
Individual Non-Single Premium 260.29 943.01 499.34 74042 309133 159101
Group Single Premium 6.11 29.01 14.88 2 4 10 24333 188201 88315
Group Non-Single Premium 49.58 102.56 53.69 56 277 91 56813 459565 328767
11| Max New York
Individual Single Premium 38.75 271.76 161.59 2964 17675 8384
Individual Non-Single Premium 270.83 1280.79 752.84 182784 855656 544121
Group Single Premium 0.00 0.00 0.00 0 0 0 0 0 0
Group Non-Single Premium 3.00 41.67 591 13 282 165 15411 489502 103795
12 | MetLife
Individual Single Premium 2.02 20.95 13.84 256 3159 2418
Individual Non-Single Premium 211.66 764.94 302.67 52946 231993 116988
Group Single Premium 24.40 4091 0.00 19 78 0 48687 230958 0
Group Non-Single Premium 0.00 0.00 27.58 0 0 204 0 0 424724
13 | Sahara Life
Individual Single Premium 14.63 50.89 22.53 3702 13026 6023
Individual Non-Single Premium 15.94 71.28 19.70 19816 96058 35636
Group Single Premium 0.00 0.00 0.00 0 0 0 0 0 0
Group Non-Single Premium 0.00 0.00 0.94 2 8 4 100 371 103261
14 | Shriram Life
Individual Single Premium 30.70 184.76 92.52 5650 33431 19879
Individual Non-Single Premium 21.65 124.97 87.26 12489 75698 76198
Group Single Premium 0.05 0.14 0.00 1 4 1 5348 14806 200
i Group Non-Single Premium 0.00 0.00 0.00 0 2 0 0 623 0
Q 15 | Bharti Axa Life
3 Individual Single Premium 0.91 418 0.01 629 1161 480
= Individual Non-Single Premium 25.05 105.68 7.75 15717 72913 5220
=] Group Single Premium 1.49 3.25 0.00 4 4 0 8195 9012 0
ol Group Non-Single Premium 0.00 0.00 0.01 0 0 3 0 0 3067
16 | Future Generali*
0 Individual Single Premium 0.00 0.00 0.00 0 0 0
Individual Non-Single Premium 0.28 0.41 0.00 747 800 0
Group Single Premium 0.00 0.00 0.00 0 0 0 0 0 0
Group Non-Single Premium 0.25 2.09 0.00 2 9 0 4428 71672 0
17 | 1DBI Fortis Life**
Individual Single Premium 7.54 7.54 0.00 1376 1376 0
Individual Non-Single Premium 436 436 0.00 1782 1782 0
Group Single Premium 0.00 0.00 0.00 0 0 0 0 0 0
Group Non-Single Premium 0.00 0.00 0.00 0 0 0 0 0 0
Private Total
Individual Single Premium 844.45 3721.70 2904.87 190400 910249 652763
Individual Non-Single Premium 5020.43 26198.29 14023.22 2182060 12348678 7267087
Group Single Premium 445.62 1322.67 1027.76 146 544 354 399444 1951257 1016293
Group Non-Single Premium 1250.74 2563.84 1515.98 360 2087 2070 1498646 6297140 4737109
18 | LC
Individual Single Premium 6491.86 25048.97 20641.12 2454118 7530309 6064684
Individual Non-Single Premium 3689.98 23583.73 23899.29 5618511 30059686 32143891
Group Single Premium 3275.04 10549.50 11394.28 3119 22604 20717 8122272 26738141 14164320
Group Non-Single Premium 0.00 0.00 0.00 0 0 0 0 0 0
Grand Total
Individual Single Premium 7336.31 28770.68 23545.99 2644518 8440558 6717447
Individual Non-Single Premium 8710.40 49782.02 37922.51 7800571 42408364 39410978
Group Single Premium 3720.66 11872.17 12422.04 3265 23148 21071 8521716 28689398 15180613
Group Non-Single Premium 1250.74 2563.84 1515.98 360 2087 2070 1498646 6297140 4737109

aduRINSUL 941 - SDIISLIRIG

Note: 1.Cumulative premium upto the month is net of cancellations which may occur during the free look period.
2. Compiled on the basis of data submitted by the Insurance companies
3. * Commenced operations in November, 2007.
4.** Commenced operations in March, 2008.




Progress of Health Insurance

WoRrKING TowARDS A HEALTHIER SocCIETY

U. JAWAHARLAL

he steady progress that Health

Insurance has been making in more

recent times continues to be seen;
and it augurs well in a country where out-
of-pocket spending for healthcare has been
very huge. It is also additionally gratifying
to note that it is not merely by the sales
driven mode that this sector is growing but
out of a voluntary participation by an
increasing number of individuals. The
various attempts to spread awareness
among the common people seem to be
bearing fruit and this is yet another
significant achievement over the past few
years. As a part of the continuing progress
of this class, more and more policyholders
should clearly understand the basic
concepts of insurance; and more
specifically the various clauses applicable
in the health insurance contracts.

Insurance works on the basic premise of
uncertainty, for which reason insurance
contracts are said to be aleatory in nature.
As a natural corollary of this factor, pre-
existing diseases or conditions are to a
great extent excluded in a health insurance
policy. However, while interpreting the

merits of a case, the over-riding factor
should be to analyze whether there has
been an intention to defraud the insurer.
Mere pre-existence of a condition that the
applicant never had an occasion to know
should be treated more sympathetically so
that the misgivings associated with the
health insurance industry are sought to be
removed. Very strict interpretations,
particularly in letter, would tend to stifle
the spirit of a contract.

There is a role for all the stakeholders in
arresting moral hazard that is the bane of
the health insurance sector. If we are to
achieve greater participation in voluntary
health insurance, all the forces have to
work as a team and ensure that the evils
associated with the class are fought tooth
and nail. Practices like differential
treatment of patients by hospitals based
on their insurance status that is very often
reported in the print or the visual media
should be arrested sooner than later.
Emphasis should be laid on educating the
general masses about the evils arising from
reproachable practices. Health insurance
must be purchased as a major part of one’s

Health Insurance

in the next issue...
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personal portfolio and tendencies of
resorting to buy health insurance ‘on the
way to a hospital’ must be curbed.

One area that has been hogging limelight
recently is providing health insurance to
the senior citizens at more softer terms.
On the one hand, there is no denying the
fact that as age advances, proneness to
ill-health also goes up and accordingly the
risk factor increases. But on the other,
when there is a decline in the amount of
earnings; there is need for availability of
health insurance more easily. Insurance
industry must look at this paradoxical
situation more sympathetically. At the
same time, people must realize that
starting at an early age always gives them
the advantage of reaping the fruits
more easily.

We have done an issue on Health Insurance
a few months ago and the response was so
overwhelming that we are tempted to go
for an encore, with the unfinished agenda.
The focus of the next issue of the Journal
will be on ‘Health Insurance’.

o
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....Giant Strides of Progress




Issue focus

Asset-Liability Management

by Insurers

TopmosT PRIORITY

ASHWIN PAREKH WRITES THAT ALM IS A TOP MANAGEMENT FUNCTION OF VITAL IMPORTANCE; AND FAILURE TO ASSIGN DUE

VALUE TO IT COULD LEAD TO DISASTROUS RESULTS, EVEN BANKRUPTCY OF THE INSURERS.

inancial institutions like insurance

companies provide services which

expose them to certain kinds of risks
such as credit risk, interest risk and
liquidity risk. Also, the assets and liability
items have their respective characteristic
in regard to rates/price and tenure. The
cash flow and cash requirements arising
out of anticipated or unusual liability in
claims also pose additional challenge.
Asset-Liability Management (ALM) is a
process which helps institutions to measure
and monitor these characteristics and
identify mismatches which need to
be managed.

The financial services industry and
insurance in particular, is not new to the
concept of Asset-Liability Management. We
see signs of organized knowledge
development in the subject in the US in
order to address interest rate risk, which
became a major concern in the 1970s,
when rates increased sharply and became
far more volatile than they were earlier.
What is new to the industry, however, is
the nature of exposure that firms have to
two basic risks - those of liquidity and
interest rate risk. Risks are now
compounded by the increased complexity
of product design, more stringent scrutiny
from regulators and a greater availability
of various investing options for the public,

at large. The management of assets is
increasingly becoming a challenge
compared to liability as the money and
investment markets are becoming more
volatile and choppy.

An insurer that does not coordinate its
decisions on assets and liabilities is
courting disaster. Nissan Mutual Life, a
company with 1.2 million policyholders
sold individual annuities paying guaranteed
returns of 5%-5%% without hedging these
liabilities. A plunge in the government bond
yields created a large gap in its earnings
and on April 1997, the company was
ordered to suspend its business. Two
decades earlier, a mismatch between the
assets and liabilities of a US mutual life
insurance company, The Equitable, caused
it to go under. During the early 1980s, the
USD yield curve was inverted, with short-
term interest rates spiking into the high
teens. The Equitable sold a number of long-
term guaranteed interest contracts (GICs)
guaranteeing rates of around 16% for
periods up to 10 years. During this period,
GICs were normally for principal of USD
100MM or more. The Equitable invested the
assets short-term to earn the high interest
rates guaranteed on the contracts. Short-
term interest rates soon came down. When
The Equitable had to reinvest, it couldn’t
get nearly the interest rates it was paying

irda journal °

on the GICs. The firm was crippled.
Eventually, it had to demutualize and was
acquired by the Axa Group.

The non-life insurance sector is
characterized with a yearly tenure
contracts. The asset-liability management
problem is largely limited to cash flow
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management and liquidity management so
as to service the claims efficiently. The
same is being achieved through the
reserving methods applied to each line of
business. The penetration of typically long
tail liability insurance and long term
managed health insurance products in India
is low. These products, especially liability
products, bring in additional amount of
risk for the insurers as a huge claim
can arise even after many years of the
coverage period.

It is life insurance, where the importance
of the asset-liability management
increases manifold. Life insurance
contracts are normally longer term
contracts of more than 10 years. Life
insurers have to manage both their assets
in terms of risk/return profiles of the
investments and liabilities which emerge
from the design and pricing of the product
by the insurer and the business mix in terms
of premium mode, maturity profile etc.

In the post liberalization era, the life
insurance market in India has moved
towards the unit linked products, although
a significant portion of the new business
still comes from the traditional guaranteed
returns products. At the very start of
operations many private players offered
unit linked policies also with minimum
guaranteed interest returns. Life Insurance
Corporation of India has close to 225 mn
policyholders and a majority of the
policyholders are covered by interest
guarantee on the life insurance or
pension contracts.

ALM helps avoid a situation where asset
values fall short of the liabilities arising
out of the insurance contracts which can
in extreme cases lead to bankruptcy or
insolvency of the insurer. Traditionally, the
scope of ALM was mostly limited to the
‘asset’ side and hence ALM process is about
choosing the investment portfolio to match
the liabilities i.e. hedging of liabilities.

Methods of ALM Generic Methods
of ALM

Over time, three basic methods of ALM

have been developed. Each of these
methods tends to focus on different
aspects of the risks.

» Cash Flow Matching

Cash Flow Matching involves term wise
matching of positive and negative cash
flows to identify any potential points of
a liquidity crisis. The positive cash flows
originating from the assets at the end of
each term, say quarter, are calculated
and the same is done for the liabilities.
In order to ensure a perfectly hedged
position, the net cash flows should be
zero in each term.

The method is simple to implement,
though it comes with its drawbacks. The
method is unable to factor in interest
rate risk as the cash flows are assumed
as deterministic. Uncertainties of cash
flows due to exogenous factors such as
a catastrophe are difficult to factor,
especially for non-life insurers. And
finally, the method imposes restrictions
on the exposure of the firm. For
example, if a firm strongly believes in a
rising yield curve, for the next few years,
it might want to position its portfolio in
order to gain from riding the yield curve.

o Duration/convexity
Immunization
A more simple, but effective way to
address interest rate risk is using
duration and convexity matching. The
process involves structuring the
company’s portfolio so that impact of a
change in interest rates on the value of
liabilities offsets the corresponding
impact on the asset values. The duration
of a portfolio is the weighted average of
the time periods of the portfolio’s cash
flows. Once the company has computed
the duration of its assets and liabilities,
it should make sure that the two are
equal. If, for example, the durations of
assets and liabilities are both 10 years,
a 0.1% increase in the interest rates will
decrease the value of assets and
liabilities by 1%, thus providing a perfect
offset. Convexity analysis, done along
with duration analysis, provides a more
accurate method of immunization, by

analysis or

taking care of changes in the value of
duration due to interest rate
movements.

Immunization comes with its own
drawbacks. The duration of many assets
and liabilities is difficult to estimate,
especially in non-life insurance. Also, the
method is unable to deal with liquidity
risk in a sufficient manner. While the
market value of the firm’s assets and
liabilities might remain constant with
changes in interest rates, the firm might
get into a liquidity trap. Finally,
duration/convexity analysis only works
in the scenario that the yield curve
movements are parallel. In a non-parallel
movement of yield curve, the analysis
breaks down.

Scenario Analysis

Scenario analysis was adopted by the
National Association of Insurance
Commissioners in the US in 1993, to
verify that they hold sufficient reserves.
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A simple analysis might consider five
scenarios, say reflecting assumptions
that over the next 2 years, interest rates
will rise 200 basis points, or rise 100 basis
points, or are flat, or decline 100 basis
points, or decline 200 basis points. The
next step is to project what will happen
under each one in terms of the value of
assets and liabilities. An elaborate
analysis might project, under each
scenario, a bank’s cash-flow statement
and balance sheet at each time step.

While scenario analysis does address most
of the concerns raised in the earlier two
methods, it has its own drawbacks. It only
addresses risk due to the specific scenarios
considered. Also, scenario analysis is
highly dependent on assumptions and
output of the analysis is only as good as
these assumptions.

Dynamic Financial Analysis (DFA)
While all the methods focus on different
aspects of asset-liability risk, no single
method is capable of comprehensively
dealing with all the aspects of ALM. DFA is
one of the forms of ALM that has gained
acceptance in the insurance industry as it
is more effective in dealing with a broader
range of ALM issues. The DFA consists of
five main components:

o /nitial Conditions: Initial conditions
summarize the past performance of the
company being analyzed and the
economy at large.

o Scenario Generator: The scenario
generator constructs a set of plausible
scenarios for general economic
conditions, the firm’s assets and its
liabilities. The outputs of these
simulations are often summarized as
distributions.

Financial Calculator: The financial
calculator translates scenarios into
financial results. The level of detail
under which the calculator operates will
depend on the subject under discussion.

Optimiser. An optimizer uses a single
summary statistic, or a pair of summary
statistics in order to evaluate and select

among different strategic alternatives.
The single summary statistic can be a
utility measure or a return on capital
measure such as risk adjusted return on
capital. The bivariate approach often
involves creating a map called the
efficient frontier which depicts a set of
strategies that maximizes the financial
reward for a given level of risk.

o Results: Finally, the model provides a set
of results summarizing the lessons
learned from the simulation. These
include distributions of key measures
and some indication of which choice
variables most critically affect
the results.

Simplicity versus Complexity

The four methods described above vary
significantly in complexity. While scenario
testing and cash flow matching are
moderate in complexity, immunization is
a rather simple procedure and DFA is a
highly complex method. However,
practitioners disagree about whether it is
preferable to use simple or complex
methods as each has its own advantages.
Simple models entail lower costs and offer
greater transparency. It is also easier to
communicate the assumptions and the
results. However, simple models can lead
to incorrect conclusions due to the
following drawbacks:

+ New business and future additional
flexible premiums are generally
not modeled

« Focus is largely on interest rate risk

« Regulatory constraints are rarely
considered

+ Due to the complexity involved, asset-
liability interactions are generally not
modeled

< Diversification benefits are not taken
into account.

Although the question of how complex a
model to use is a matter of style and
approach, costs also figure in the decision.
Nowadays complex models have become
more affordable because of advances in
methodology and fall in computer prices.

irda journal °

Simple models
entail lower costs
and offer greater
transparency. It is
also easier to
communicate the
assumptions and
the results.

Asset and Liability classes

One way in which firms tend to simplify
their ALM models is by the use of a single
asset and liability class instead of multiple
classes, each demanding a different
treatment, a different model. Thus,
immaterial of the risk of an asset class,
the classes are all pooled into one, the
same done for the liabilities and ALM
methods then applied. While the process
makes identifying asset-liability risk of the
balance sheet as a whole easier, it affects
the pricing decisions on policies
undertaken. Independent of the risk
inherent in a policyholder, the premiums
that get charged remain same across all
customers. While an ideal situation would
be to divide all assets and liabilities in all
possible risk buckets, cost considerations
could limit the number of buckets to a
smaller number. Some ground rules for the
grouping are:

» Consider segregated funds separately

(when no cross subsidy is possible)

» Consider each asset class separately

» Group bonds and derivatives by maturity

» Group equities and property into a
single index

More detailed ground rules can be formed

on a case basis.
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Participatory and Non-partici-
patory holders

A specific example of the need of bucketing
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holders, the risk profile of unit linked
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Portfolio and pooling approaches used in
the insurance companies for grooming the
efficacy of AL management event have the
following tasks.

o /dentifying key objectives: Before
implementing ALM, management needs
to identify questions of greatest interest
by asking questions such as what is the
probability that the company will meet
its earning expectations, or what parts
of the business pose the greatest risk to
the company. Although a single ALM
analysis could address a broad range of
topics, some balance has to be struck
between the desire to answer a range
of questions and the need to keep the
model simple.

Selecting an appropriate methodology.
The choice of methodology depends
upon the main questions being answered
by the ALM users. Questions could
feature

« Company’s ability to resist to stress
scenarios

+ Shape of earnings with actual situation

« Cost of guarantees embedded in
life products

«Is hedging with derivatives
appropriate?

+ Need for reinsurance

« Product pricing and design

+ Optimization of asset portfolio

The Asset Liability Interaction Dynamics

o Assembling reliable data: There is a need
to then gather reliable data on the
company’s major risk exposures and
asset-liability interactions. A simplified
asset-liability interaction in a life
insurance firm is as shown in the
following figure, Risks and Value
indicators have to be identified and if
possible, quantified. Risk indicators
include

+ Economic capital
« Statutory solvency margin

« Shortfalls, given a market, regulatory
or contractual target

« Implementation of the model: An issue
to be decided here is whether the
company will implement the model
themselves or will they outsource the
implementation to a consultant.
Designing and maintaining the model
requires technical expertise that may be
scarce in the company. Rather than
dedicating scarce resources to the task,
it may be preferable to have experienced
outside experts perform the task.

e Producing relevant output: Even a
straightforward ALM exercise can involve
a large number of computations. Once a
range of variables is computed taking
into account many inter relationships,
the entire exercise may be repeated
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thousands of times. It is important that
the results of these calculations are
summarized in a way that leaves the
findings simple and clear.

o Developing additional stress testing
requirements for the ALM model:
Looking back at the last 6 months stock
market performance and the changes in
the interest rates, it is very necessary
to introduce stress testing to ascertain
whether the reserves set aside by the
insurance company are sufficient to
cover say 10-15% drop in stock prices or
50-75 bps change in interest rates.

Conclusion

The article is aimed to impress the AL
managers in regard to the task ahead of
them in evolving sound ALM practices
which will support a higher order of
management reporting and governance.
The boards and the senior management of
the insurance companies must be provided
with quantified view of risks and
mismatches to support them in conducting
an effective role.

The author is Partner, National Leader -
Global Financial Services, Ernst & Young Pvt.
Ltd.
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ALM iIn

Indian Insurance Companies

ESSENTIAL GUIDELINES

SUNIL KAKAR ARGUES THAT STRIKING A REASONABLE BALANCE BETWEEN ASSETS AND LIABILITIES FOR AN INSURER IS A

TRICKY JOB; AND REPLETE WITH TAKING INTO CONSIDERATION SEVERAL DYNAMIC FACTORS.

sset Liability Management (ALM) can

be termed as a risk management

echnique designed to earn an
adequate return while maintaining a
comfortable surplus of assets over
liabilities. It takes into consideration the
nature of contracts sold, risk appetite of
an organization and its future goals
and plans.

Another definition says that “Asset Liability
Management is the on-going process of
formulating, implementing, monitoring,
and revising strategies related to assets
and liabilities in an attempt to achieve
financial objectives for a given set of risk
tolerances and constraints.”

Factors impacting Asset Liability
Management

 Category of Plans
There are primarily three categories of
plans currently being sold in the Indian
market viz.

« Non-participating non linked

endowment contracts

« Participating non linked endowment
contracts

« Unit Linked Insurance Plans (“ULIPs”)
Nature of contracts (or the liabilities) being

sold is one of the most important defining
criteria for the extent of asset liability

management required. Non-participating
non-linked contracts have significant
investment guarantees and an insurer can
have an upside/downside if the assets
perform differently from the guaranteed
rates. Participating contracts, as the name
suggests, have an element of discretion
and sharing of experience between the
policyholders and insurer, and hence the
investment risk is reduced but only to a
limited extent. ULIPs are a class of
contracts where the entire investment risk
under a standard contract is passed on to
the policyholders and hence the
investments are made in accordance with
the policyholder’s chosen assets. Hence,
asset liability management assumes prime
importance in case of non-participating
and participating non-linked contracts.

Let us take an example before highlighting
some of the important issues related to
asset liability management. Suppose an

non-participating endowment of 30 years.
For a single policy assuming no death,
there are certain cash flows like expenses,
premiums and a benefit payout. The
cash flows in such a case can take the
following form.

 Duration Mismatch
At an interest rate of 6%, the discounted
value of these cash flows is around INR
1,540. Suppose assets backing this
contract are also of the value 1,540 but
all invested in a zero coupon bond of
5 years. A 1% decrease in interest rate
would make the liabilities equal to INR
4,675 and the assets INR 1,615. Hence,
post a decrease in interest rates of 1%;
the organization is left mismatched to
an extent of INR 3,060. This phenomenon
is commonly referred to as duration
mismatch between assets and liabilities
where assets are available for five years
and liabilities are of significantly longer

organization sells a simple regular premium duration. It is a very real problem in
Year 1 Year 2 Year 3 Year 30
Premiums +1000 +1000 +1000 +1000
Expenses -100 -100 -100 -100
Benefit payout 80,000
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insurance industry and more so in India
where market for long tenure debt is
very thin. The insurers in India try and
employ cash flow matching or duration
matching techniques to the extent
possible, but still face a duration
mismatch.

Inconsistency of Financial Measures

However, even if the insurers were able
to achieve a duration match, it would
only be fruitful if there were a
consistency in measures of liability and
assets. Current practice in India to value
Held to Maturity (“HTM”) assets on a
book value basis and the liabilities are
valued using a portfolio rate approach,
which are broadly consistent. However,
any inconsistency in the relative
valuation of assets and liabilities itself
can lead to a mismatch risk. A
communication from the IRDA implies
that insurers would soon have to use
market value of assets for demonstration
of solvency purposes. Let us assume the
organization sells the same example
contract and the policyholder has paid
15 annual insurance premiums. These

One way is to enter
into long-term
interest rate swap
contracts where the
insurer can exchange
its market variable
interest rate earnings
with fixed interest
rate earnings.

premiums have been invested at the rate
of 6% and then there is a sudden shock
jump in interest rates to 9%. Before the
shock jump, assets and liabilities are
matched at a value of INR 24,640 and
same duration. Now, post jump, market
rates go up to 9% but the portfolio rate
could be in the range of around 7.5%
because of the earlier investments being
made at a higher rate. In such a
scenario, purely due to inconsistency of
measurement, liabilities end up at
INR 19,100 whereas assets fall down to
INR 14,700.

Reinvestment Risk

Another implicit risk in this is a
reinvestment risk where all future net
money into the company (i.e. INR 900 in
above example) needs to get invested
at appropriate rates to cover the fixed
liabilities. Given the sensitivity of the
outcome to even a small change in
interest rates, it is imperative for the
insurers to find out ways to hedge this
risk. One way is to enter into long-term
interest rate swap contracts where the
insurer can exchange its market variable
interest rate earnings with fixed interest
rate earnings. However, the market for
such long-term swaps is not developed
in India. IRDA should further define and
promulgate rules that help insurers in
effectively countering this risk.

Given the inherent investment risks in
non-participating non-linked contracts,
most insurers would avoid using equity
as an asset class. The commonly used
asset class for such liabilities is
government securities and corporate
bonds. Corporate bond market in India
presents its own challenges. Corporate
bond market in India is very thin in terms
of both duration as well as issuers. Most
of the issuers of good quality corporate
bonds are limited thus leading to
concentration of risks.

Additional investment return can be
earned through other investment classes
like real estate and equities. But such
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investments are usually made for
participating contracts where the
downside risk is limited through sharing
of investment experience by changing
the bonuses payable to policyholders.

Impact of Lapsation and Mortality
There are additional complications in
real life operations of an insurer where
rather than a single policy; there is a
portfolio of policies that are subject to
lapses as well as mortality. Hence, a
sound ALM strategy for the business must
consider the true nature of the
contracts, business goals for an
organization and ensuring solvency of
the life insurance operations. Different
investment strategies are tested along
with liabilities including the new
business. Stochastic simulations can be
carried out and highest return with
lowest probability of insolvency can
be targeted

With Indian stock markets at an all time
high a few months back and the recent
volatility, it seems there is a market from
a section of the Indian consumers for
guarantees on their ULIPs. This need is
accentuated by the fact that in the
Indian stock markets, the options market
is limited to duration of less than a year.
Even the mutual funds are explicitly
prohibited by the securities market
regulator SEBI to offer capital
guarantees. In the wake of this, many
insurers have started offering
guaranteed ULIPs to consumers and have
effectively filled in the market gap by
becoming writers of long term naked put
options. These guarantees are in various
forms like a guaranteed interest rate
credit or a return of premium and so on.
Pricing for such guarantees involves
significant model and assumptions risk.
Even then, the insurer is exposed to a
significant downside tail risk where in
extreme event scenarios, the economy
might slow down and stock markets may
crash. Hence, the non-availability of
appropriate hedges for these guarantees
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in the market exposes the insurance
companies to significant downside risks
because of the inability to transfer this
risk. Insurer should consider limiting such
products to a percentage of portfolio to
avoid getting into considerable risk of
asset liability mismatch.

Hence, to summarize, ALM for an insurer
should consist of and address the
following issues.

e ALM is of utmost significance for non-
linked contracts sold by an insurer. An
insurer should try and match the nature,
term and currency of the liabilities while
aiming for highest investment return.

Nature of the contract broadly implies
fixed vs. variable nature of the contract.
If liabilities are fixed, then a close match
should be aimed for and if variable as in
the case of participating contracts, then
some degree of mismatch can be
practiced to achieve higher returns.

Matching by term is difficult for an
insurer given the timings of cash flows
are not certain as well as non-availability
of a liquid long duration bond market in

\We welcome consumer experiences.
Tell us about the good and the bad you
have gone through and your suggestions.
Your insights are valuable to the industry.
Help us see where we are going.

GOO

Editor, IRDA Journal, Insurance Regulatory and Development Authority,

Send your articles to:

If liabilities are fixed,
then a close match
should be aimed for
and if variable as in
the case of
participating
contracts, then some
degree of mismatch
can be practiced to
achieve higher
returns.

India. However, to insulate itself from
interest rate risk, maximum possible
duration matching should be aimed for.

Consistency in measures of assets and
liabilities is also a key area. Any
inconsistency in measure itself might
require the company to recapitalize even

Parisrama Bhavanam, Il Floor, 5-9-58/B, Basheerbagh, Hyderabad 500 004

or e-mail us at irdajournal@irda.gov.in
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if assets and liabilities were closely
matched.

» A long-term reinvestment risk is a real
risk for an insurer where future
premiums need to get invested at
unknown market rates. Practical hedges
through interest rate swaps might ease
up the risk considerably.

e Investment guarantees are non-
diversifiable risks as compared to
mortality risk where having a large pool
of people enhances diversification.
Economic markets going bad can have a
ripple down and concentrated effect on
all economic guarantees simultaneously
and hence such guarantees should be
carefully considered especially given
that suitable hedge instruments are
currently unavailable in India.

The author is CFO and CIO, Max New York
Life Insurance Company Ltd.
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Changing Priorities
In a Dynamic World

ARUP CHATTERJEE OBSERVES THAT ASSET LIABILITY MANAGEMENT IS NOT A SIMPLE THEORY THAT CAN BE LEARNT OVERNIGHT.
IT INVOLVES ACOMPREHENSIVE STUDY OF SEVERAL GLOBAL FACTORS THAT ARE EVER-CHANGING; AND HAS TO BE REVIEWED

FROM TIME TO TIME.

Introduction

Opportunity is risk, for without risk there
are no financial rewards. The primary role
of management is to evaluate
opportunities in light of their attendant
risks and to develop a complete risk profile,
an ambitious undertaking for any
organization. Asset-liability management
(ALM) can be defined as the ongoing
process of formulating, implementing,
monitoring and revising strategies related
to assets and liabilities to achieve an
organisation’s financial objectives, given
the organisation’s risk tolerances and other
constraints. ALM is relevant to, and critical
for, the sound management of the finances
of any organisation that invests to meet
its future cash flow needs and capital
requirements’.

But risk is a chameleon; it can look quite
different when management limits its view
to a specific internal application rather
than expanding the view to include

ALM For INSURERS

multiple stakeholders. Insurance
companies assume the common risks of
individuals, businesses, and government:
fortuitous losses resulting from ill health,
disability, and catastrophic events such as
earthquakes, hurricanes, and
conflagrations; liabilities arising from
certain actions, retirement, or death.
Insurance allows people, businesses, and
government to take risks they cannot
afford to take without it—and society is
advanced. Since insurance is so
instrumental to the economic fabric of our
society, regulations are needed to make
sure insurers are effective and efficient.
Insurance is of no help to anyone if the
risks insurers assume put them out of
business. Globalization of insurance
products and services complicates matters,
leading to a world of new and different
risks. In addition, more stakeholders are
driving a greater emphasis on making
market, credit, and operational risks more

Since insurance is
so instrumental to
the economic
fabric of our
society,
regulations are
needed to make
sure insurers are
effective and
efficient.
Insurance is of no
help to anyone if
the risks insurers
assume put them
out of business.

1 Society of Actuaries, Specialty Guide on ALM, 2003, cited in IAIS Standard on asset-liability management (2006) and IAIS Issues paper on asset-liability

management (2006]
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transparent, pushing for improvements in
corporate governance. These newly
awakened stakeholders include legislators
and regulators, rating agencies, capital
markets, competitors, consumer groups,
customers, and insurers themselves.

Evolution of ALM

Both regulatory factors and economic
factors have given rise to different ALM
practices. The regulatory factors are:

» Rate regulation: Where tariffs exist for
products, the incentive for managing
investment portfolios is often

diminished. This is so inasmuch as
decisions affecting the pricing of
products can take into account expected
returns on investments. Taking out this
interaction by imposing mandatory
tariffs may reduce the degree of
coordinated planning carried out by
the industry.

Highly competitive pricing environments

can motivate insurers to undertake

higher return/higher risk investment
portfolios in order to make up for
technical losses from under-pricing the
products. Investment returns have
contributed significantly to total
operating results in the developed
insurance markets over the last 25 years.

L]

Investment regulation: Restrictions on
type, concentration, mix, and quality of
investments all put further constraints
on the investment strategies available
to insurers. In Canada, for example, up
until 1992, the /nsurance Companies Act
restricted the types of investments life
insurance companies could hold by
providing a detailed list of the asset
classes and investment limits. After
1992, the law adopted a prudent
portfolio investment regulation that
allows managers to pursue a broader
class of investments while employing a

Periods of rising
investment returns
heighten insurer
management’s
awareness of the
role that investment
management can
have in overall
profitability.

prudent manager’s discretion. The
prudent approach implies that managers
must act with due diligence using
skills
comparable to other managers’ actions

experience and that are
in similar situations within the industry.
This new rule grants flexibility to
Canadian life insurance companies in
matching asset portfolios with their
liabilities. The Boards of Directors of
these companies are required to develop
and approve written investment policies
that encourage prudent behaviour. This
change provides Canadian life insurers
with a more modern regulatory
environment and the ability to invest and
operate more actively without
cumbersome constraints.

Tax regulations: The tax treatment of
alternative investments may restrict
their use. Examples are heavy taxation
of foreign-issued instruments, heavy
corporate taxation on investment
profits, tax-free status for certain
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securities (i.e. public-sector bonds may
be tax-exempt, as are municipal bonds
in the USA). Such special treatments
often give the investment manager the
decision of weighing the gain from not
paying taxes on interest income received
from tax-free securities, versus obtaining
the higher interest rate available from
corporate or other taxable securities,
but paying the extra taxation on
capital gains.
The economic environment factors are:

» Financial market depth/liquidity: Afairly
liquid market affords investors the price
and quality signals needed for decisions
on asset composition. Without active
bond and equity trading investors are
unable to determine what risks are
associated with certain types of bonds.
Neither is it how they react to changes
in interest rates and other economic
indicators. Afairly broad market provides
investors with options for matching
liabilities with investments of different

interest rate

maturities, and

sensitivities.

e Economic stability: This stability
facilitates the analysis of risks and
returns in the financial markets. Volatile
markets are more difficult to measure,
and so to manage. Stability however is
not necessary, and in fact instability has
spurred countries on to realise they need
to manage assets and liabilities more
carefully. Yet it is desirable for
developing the metrics to have stability
in markets.

e Economic booms: Periods of rising
investment returns heighten insurer
management’s awareness of the role
that investment management can have
in overall profitability. Periods of high
interest rates and rising equity values
can drive competitiveness with regard
to investment strategies. As a result of
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Methods have been
developed to
provide insurers
with greater
investment returns
while ensuring a
degree of liquidity
and cash-flow
balance.

the many ways the environmental factors
affect the options available to managers
for the practice of ALM, it is not
surprising there are many differences in
how it is practiced around the world. In
spite of these factors, however, there is
also simply the issue of insufficient
exchange of information, education, and
experience with ALM techniques.

Learning from Past Failures
Besides the environmental factors
mentioned already, the growth of ALM
techniques and know-how has also much
to do with learning from ALM failures. In
the U.S. there is quite a history of insurer
failures, which have led great changes in
regulatory oversight as well as industry
self-management. These failures were
accelerated by a highly competitive
environment which created a multitude of
new risks for insurers.

Heightened competition in the financial

services market in the U.S. in the 1980s,
in which the savings products offered by
life insures were challenged by products
from banks and mutual funds, drove insurer
management to take bold new strategies.
The methodologies which applied in the
more settled environment were no longer
adequate. Riskier investment portfolios, a
move to more interest-sensitive products,
greater guarantees on returns, all
contributed to much greater risk for
companies. Life insurance contracts which
offered a variety of options to
policyholders, such as settlements, policy
loans, and surrender or renewal privileges,
became more risky for companies when
interest rates fluctuated. This is because
the value of the options rose in many
instances with the rise of interest rates.
For example, policyholders guaranteed
loan options at 4 percent interest
were being offered 6 or greater percent
return on government bonds. Thus, life
insures lost as there was great financial
disintermediation. As interest rates
fluctuated greatly, it was only natural
that some companies approached financial
crises.

The leading causes of insolvencies in the
U.S. during the last 15 years have been
inappropriate investments in high-yield
non-investment grade bonds, commercial
mortgages, and real estate. However,
inadequate liquidity, poor management of
investment function including insufficient
analysis and reporting of the investment
function to top management, also
contributed.

Baldwin United Life Insurance Company
went bankrupt in 1983, having annual sales
of 1.6 billion dollars the previous year. Two
primary causes were unrealistic promises
on interest rate returns on insurance and
annuities to customers, mismatching assets
and liabilities.
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First Executive Life Company went
insolvent in 1991, with 60 billion dollars in
coverage in effect, and billions in
liabilities. High-risk investments in high-
risk bonds was largely at fault.

Mutual Benefit, the 6™ largest life insurer
in the U.S., had assets of $13.1 billion when
it was taken over in 1991. A high
concentration (37% of its investment
portfolio) in real estate, contributed
greatly to the demise of a company that
had been in business since 1846.

A more recent lesson of inadequate ALM
can be found in Japan. Nissan Mutual life,
a Japanese company with 17 billion dollars
of assets, sold annuities paying guaranteed
interest rates of 5 percent or greater
without hedging these liabilities. A drop in
government bond yields created a large
gap between the interest rates Nissan
Mutual promised and the returns it was
making on its investments. In 1997 the
company was taken over by the Japanese
Finance Minister, with losses of 2.5 billion
dollars.

From this experience and the competitive
forces, methods have been developed to
provide insurers with greater investment
returns while ensuring a degree of liquidity
and cash-flow balance. The methods vary
by line of business, as there are significant
differences in how ALM is practiced for Life
and Non-life.

Significance of ALM

While ALM is a well-established discipline
in the insurance industry in many
jurisdictions, ALM techniques are still
evolving. For life business, ALM initially
focused on asset-liability matching, with
the primary goal of minimising interest rate
risk, whereas for some types of non-life
business ALM attempted to manage volatile
outcomes more appropriately. Nowadays,
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for most insurers, ALM has changed to focus
also on value optimisation. ALM looks at
all risks requiring coordination of the
insurer’s assets and liabilities, especially
market risk (including interest rate and
credit spread risk, currency risk, equity
and, sometimes, real estate risk),
underwriting risk and liquidity risk. Credit
risk may be an integral part of managing
these risks. Only those aspects of credit
risk which require the coordination of the
insurer’s assets and liabilities are
considered part of ALM.

The objective of ALM is not to eliminate
risk. Rather, it is to manage risks within a
framework that includes self-imposed
limits. In setting limits for particular types
of risk, the insurer should consider its
solvency position and its risk tolerance.
Limits should be set after careful
consideration of corporate objectives and
circumstances, and should take into
account the projected outcomes of
scenarios run using a range of plausible
future business assumptions. Within these
limits, risks can be reduced if this is cost

ALM standardisation
is needed. Rallying
around a common
ALM framework
would simplify
communication,
speed development,
reduce costs, and
promote adoption.

effective, or increased, if justified by the
expectation of enhanced returns and the
availability of additional capital, without
endangering the capacity of the insurer to
meet its commitments to policyholders.

ALM also helps insurers balance competing
and legitimate objectives for growth,
profit, and risk. The key is to understand
and forecast changes in economic value
using company and market data,
appropriate company and industry specific
assumptions, and appropriate financial
models. An insurer should be able to
forecast changes in economic values over
a range of plausible and adverse scenarios
(using deterministic or stochastic
approaches) and to evaluate the
implications of such scenarios on its
solvency position.

The ALM implications of new products
should be considered during the design
process. For example, the insurer should
have reasonable assurance that sufficient
assets will be available with the
characteristics required for the new
cases, ALM
considerations may lead an insurer to
conclude that a product should not

business. In some

be offered.

The ALM process chosen will vary from
entity to entity; and reflect circumstances
relevant to each insurer and external and
internal constraints. External constraints
include supervisory and legislative
requirements, rating agency concerns, and
the interests and expectations of
policyholders and other stakeholders. A
significant constraint is the liquidity of the
assets and liabilities which may
compromise the ability to price, measure
and hedge exposures. In many less
developed countries the lack of deep,
liquid and well-functioning financial

A

markets may also be a significant
constraint. Internal constraints, such as
asset allocation limits, reflect the insurer’s
management philosophy or professional
judgement (although these may also be
influenced by external constraints). In
addition, the availability of skilled staff
could pose internal constraints.

ALM was developed in 1970s in response
to a sharp rise in the level of volatility of
interesst rates. It has evolved into a set of
techniques that enable the fianncial
instititutions to manage a host of risks , of
which interest certainity is only one. It is
likely to play a growing role in the
insurance industry. Several forces are at
work: Consolidation in the insurance
industry is creating ever-larger and more
complex companies in need of the risk
management tools that ALM offers.
Regulators and ratings agencies are
focusing increasingly on the ALM practices
of the insurers they follow. And, dramatic
improvements in computer technology
support a trend towards more sophisticated
modeling techniques.

ALM standardisation is needed. Rallying
around a common ALM framework would
speed
development, reduce costs, and promote

simplify ~ communication,
adoption. At present, however, several
obstacles remain. Basic ALM terms mean
different things to different practitioners.
Communication between life and non-life
ALM practitioners is almost non-existent.
Their diversity of approaches limits the
usefulness of model output to third parties
such as rating agencies and regulators.

IAIS ‘s work on ALM
The IAIS /nsurance core principles (ICPs)?

that relate directly to ALM are:

ICP 18: Risk assessment and management:

2 IAIS Insurance core principles and methodology (2003)
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The supervisory authority requires insurers
to recognise the range of risks that they
face and to assess and manage them
effectively.

Essential Criteria a: The supervisory
authority requires and checks that insurers
have in place comprehensive risk
management policies and systems capable
of promptly identifying, measuring,
assessing, reporting and controlling
their risks.

Essential Criteria b: The risk management
policies and risk control systems are
appropriate to the complexity, size and
nature of the insurer’s business. The
insurer establishes an appropriate
tolerance level or risk limit for material
sources of risk.

ICP 21: Investments: The supervisory
authority requires insurers to comply with
standards on investment activities. These
standards include requirements on
investment policy, asset mix, valuation

Every insurer should
have an ALM policy,
but not all ALM risks
need to be assessed
using complex
techniques. For
example, simple or
short term business
may call for less
complex ALM
techniques.

diversification, asset-liability matching,
and risk management.

Essential Criteria i: The supervisory
authority requires that insurers have in
place effective procedures for monitoring
and managing their asset-liability positions
to ensure that their investment activities
and asset positions are appropriate to their
liability and risk profiles.

The need for an appropriate application
of ALM is also addressed in two other
IAIS papers:

i) Standard on asset management by
insurance companies (1999), paragraph 4:
A key driver of the asset strategy adopted
by an insurer will be its liabilities profile,
and the need to ensure that it holds
sufficient assets of appropriate nature,
term and liquidity to enable it to meet
those liabilities as they become due.
Detailed analysis and management of this
asset-liability relationship will therefore be
a pre-requisite to the development and
review of investment policies and
procedures which seek to ensure that the
adequately manages the
investment-related risks to its solvency.

insurer

The analysis will involve, inter alia, the
testing of the resilience of the asset
portfolio to a range of market scenarios
and investment conditions, and the impact
on the insurer’s solvency position.

ii) Guidance paper on investment risk
management (2004), paragraph 8: This
paper should be considered in conjunction
with other principles, standards or
guidance papers developed by the IAIS, in
particular the Principles on capital
adequacy and solvency (2002), the
Solvency control levels guidance paper
(2003) and the Stress testing by insurers
guidance paper (2003). Given the
particular importance of the liability
structure in determining the investment
policies, and the key role of asset-liability
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management for insurers, this paper should
be considered together with any IAIS
work thereon.

The [AIS Standard on asset-liability
management (2006) paper describes best
practices for asset-liability management
(ALM) that a well managed insurer would
be expected to follow and identifies
11 minimum requirements (see Box 1).

Supervisors should ensure that insurers in
their jurisdiction meet these requirements.
The requirements set out in this standard
apply to both life and non-life business.
Insurers should understand the risks they
are exposed to and develop ALM policies
to manage them effectively. They should
apply techniques appropriate for the
nature of their business, the risks they
undertake and local market conditions.
Every insurer should have an ALM policy,
but not all ALM risks need to be assessed
using complex techniques. For example,
simple or short term business may call for
less complex ALM techniques.

The IAIS has also developed an
accompanying /ssues paper on asset-
liability management (2006). It provides
additional information on asset-liability
measurement, and management
techniques; and contains an appendix with
definitions of ALM related terms.

Enterprise Risk Management
Enterprise Risk Management (ERM) is an
evolutionary concept and is fast becoming
a part of a corporation’s risk management
culture. It requires a company to treat all
risks as a portfolio and manage them in a
holistic manner within an integrated risk
management framework. Some insurers
use ERM as part of their strategic decision-
making framework to exploit opportunities
to create value and optimise their risk/
reward profile. ERM considers all sources
of risk to an insurer and ALM constitutes a
vital element within an ERM framework.
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Minimum ALM Requirements

The supervisor requires that insurers have in place effective procedures for monitoring and managing their asset-liability
positions to ensure that their assets and investment activities are appropriate to their liability and risk profiles and their
solvency positions.

ALM should be based on economic value and should consider the change in economic value that will arise from a range of
plausible scenarios. Accounting and regulatory values that involve non-economic considerations and conventions may also be
considered within an ALM framework, representing additional constraints on the cash flows valued.

The ALM measurement tools used should be appropriate to the nature and circumstances of the insurer and the risk characteristics
of the line of business.

The insurer should examine all risks requiring the coordination of its assets and liabilities. The ones that are significant in terms
of their potential impact on economic value should be covered by an ALM framework. These may include, in whole in or in part:
a ) Market Risk

« interest rate risk (including variations in market credit spreads)

« equity, real estate and other asset value risks

e currency risk

« related credit risk
b) Underwriting Risk
c) Liquidity Risk

The insurer should use appropriate metrics to measure exposure to market risk and related credit risk. More sophisticated
models should be used for more complex portfolios of products and investments in order to model the portfolios reliably.

The insurer should take into account risks posed by options embedded in new and in-force policies. It should identify ways to
mitigate the impact of the options, while ensuring that policyholders are treated fairly. ALM should assess the possible effects
such embedded options can have throughout the life of the insurance policies.

The insurer should structure its assets so that it has sufficient cash and diversified marketable securities to meet its obligations
as they fall due.

The insurer should have a plan to deal with unexpected cash outflows, by such means as holding sufficient liquid or readily
marketable assets or by having a formal credit facility.

The board of directors should approve the insurer’s strategic ALM policy, taking account of asset-liability relationships, the
insurer’s overall risk tolerance, risk and return requirements, solvency position and liquidity requirements. Senior management
is responsible for implementing the ALM policy.

. In formulating its overall strategy, an insurer should consider the ALM strategies appropriate to the characteristics of each

distinct block of business, and should also take into account the interaction between blocks.

The insurer should be organised so that there is a close and continuing liaison between the different areas that need to be
involved with ALM. The organisational structure depends on the nature, size and complexity of the insurer, and should enable
the organisation to maintain effective ALM.

To the extent practicable, the monitoring of ALM risk and processes should be organisationally separate from the functions
overseeing investments, pricing and management of in-force business.

The mandate, roles and responsibilities of the ALM function should be clear, appropriate and well understood within the
insurer.

The supervisor should examine whether the interrelationship of functions is appropriate.

The insurer should develop and implement controls and reporting procedures for its ALM policies that are appropriate for its
business and the risks to which it is exposed. These should be monitored closely and reviewed regularly.

Source: [AIS Standard on asset-liability management (2006 )

irda journal @



Issue foc

The ERM is a process that starts at the top
(i.e., board of directors) and filters down
through the entire organization. A strong
ERM discipline creates value and may lead
to improving a firm’s competitive
advantage and optimal capital structure
besides providing the management with
the ability to make better decisions and
may help to eliminate surprises. It is mainly
concerned with the evaluation of risk
processes, risk controls and the
quantification of risk exposures.

The leading rating agencies have been a
driving force behind the development of
ERM practices as it has become an
important component of the financial
strength ratings process. Insurers have
started to adopt economic capital models
(EC models) as part of their ERM practice.
One reason for the development of such
models has been the fact that rating
agencies have started to incorporate a

Increased volatility
in the global
financial markets
has spurred
significant efforts to
improve risk
management
practices.

company’s in-house capital models into the
ratings process.

The IAIS is also presently developing a
Stanadard (and guidance) on enterprise risk
management for capital and solvency
purposes.

Impact of Solvency Il and IFRS
The profound changes in the risk
management of insurance companies,
brought about by the increasing complexity
and variety of risks over the last two
decades, have made it necessary to revise
prudential regulations (Solvency Il) and to
adapt the international accounting
standards (IFRS). The objective of the new
accounting standards is to offer a better
view of all companies, particularly with
regard to the risks they run. IFRS and
Solvency Il should lead to a genuine
evolution in the management of insurance
companies, by empowering them with
respect to their risks (identification,
measurement and management).

Conclusion
The
constantly changing nature of the financial

increasingly competitive and

services industry is beginning to drive many
insurance companies to move beyond
traditional profitability measures to more
sophisticated value models based on cash
flows and modern portfolio theory. At the
same time, increased volatility in the
global financial markets has spurred
significant efforts to improve risk
management practices.

In today’s insurance market, many
products have become so commoditized
that profit margins have been squeezed
razor thin. It seems to me that there
remains a lot of profit to be earned in areas
that have heretofore been considered
uninsurable. But the profit will have to be
earned by an insurer undertaking the
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homework necessary to study the available
hedging instruments, and synthesizing
those that are not yet available. Insurance
firms that take asset liability management
(ALM) and broader risk management
seriously will withstand pressure on
solvency margins much better in
financial crises

ALM is a complex process. One does not
simply open up the textbook and turn to
the back page for the model answer.
Literally hundreds of pages of information
can be churned out - an important task is
to determine what is useful to report to
management. What indicators show
management the performance of their
investments and the asset-liability
position?

More importantly, management needs to
be provided with qualitative and informed
judgement on the results. Therefore it is
important to establish such measures early
on in the process. Of course, the template
for results and the process should always
be regularly reviewed for improvement and
in consideration of the changing
environment. Many insurers conduct such
reviews annually.

We are all, to some degree, familiar with
the concepts of risk management, and even
may agree with some of them. Putting
them into practice is the challenge,
although not as challenging as one may
have first thought.

Evenif you're on theright track,
you'll get run over if you just sit
there.

Will Rogers(1879-1935)

The author is Principal Administrator, Inter-
national Association of Insurance Supervisors
(IAIS), Basel, Switzerland.
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ALM In

the Financial Services Industry

MONITORING THE RISKS EFFECTIVELY

KHUSHROO B. PANTHAKY NOTES THAT IN THE ALM PRACTICES THAT EVOLVED SINCE THE EARLY 1980’S, CURRENTLY COMPANIES

AND ORGANIZATIONS IN THE FINANCIAL SERVICES INDUSTRY ARE INCREASINGLY USING MARKET VALUE ACCOUNTING FOR

CERTAIN BUSINESS LINES.

he term, ‘Asset-Liability

Management (ALM’), can be

termed as a risk management
technique designed to earn an adequate
return while maintaining a comfortable
surplus of assets beyond liabilities. It takes
into consideration interest rates, earning
power, and degree of willingness to take
on debt and hence is also known as Surplus
Management. ALM was initially initiated by
financial institutions and banks and is now
widely prevailing in industries too. The
Society of Actuaries Task Force on ALM
Principles, Canada, defines ALM as: “Asset
Liability Management is the on-going
process of formulating, implementing,
monitoring, and revising strategies related
to assets and liabilities in an attempt to
achieve financial objectives for a given set
of risk tolerances and constraints.”

Asset Liability Management basically refers
to the process by which an institution
manages its balance sheet in order to allow
for alternative interest rate and liquidity
scenarios. Insurers, banks and other
financial institutions provide services
which expose them to various kinds of risks,
such as credit risk, interest risk, and
liquidity risk. ALM is an approach that
provides institutions with protection that
makes such risk acceptable. ALM models
enable institutions to measure and monitor

risks and provide suitable strategies for
their effective management. It is therefore
appropriate for institutions (banks, finance
companies, leasing companies, insurance
companies and others) to focus on asset
liability management when they face
financial risks of different types.

9 1
Control Strategic
Framework | Framework
8
Regulatory 2
Compliance Organizational
Framework Framework

7 ASSET/LIABILITY 3

Performance
Management

MANAGEMENT

Operational
Framework
6 4

Information Analytical
Reporting Framework

Framework

ALM is not just a formalization of this
understanding but also a way to quantify
and manage these risks. Further, even in
the absence of a formal ALM program, the
understanding of these concepts is of value
to an institution as it provides a genuine
picture of the risk/reward trade-off in
which the institution is engaged. Asset
Liability Management is a first step in the
long-term strategic planning process.
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Earlier Phase

In the 1940s and the 1950s, there was
abundance of funds in banks in the form
of demand and savings deposits. On
account of low cost of deposits, banks had
to develop mechanisms by which they
could make efficient use of these funds.
Hence, the focus then was mainly on ALM.
But as the availability of low cost funds
started to decline, liability management
became the focus of bank management
efforts.

Liability management essentially refers to
the practice of buying money through
cumulative deposits, funds and commercial
paper in order to fund profitable loan
opportunities. But with an increase in
volatility in interest rates and with a severe
recession damaging several economies,
financial institutions started to
concentrate more on the management of
assets as well as liabilities.

Categories of Risks

Risk can be defined as the chance or the
probability of loss or damage. Risks can
be categorized into credit risk, capital risk,
market risk, interest rate risk, and liquidity
risk. These categories of financial risk
require focus, since financial institutions
do have complexities and rapid changes in
their operating environments.
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Credit risk: The risk of counter party failure
in meeting the payment obligation on the
specific date is known as credit risk. Credit
risk management is an important challenge
for financial institutions and failure on this
front may lead to failure of the institution.
The recent failure of many Japanese banks
and failure of savings and loan associations
in the 1980s in the USA are important
examples, which provide lessons to others.
It may be noted that the willingness to pay,
which is measured by the character of the
counter party, and the ability to pay, need
not necessarily go together.

The other important issue is contract
enforcement in countries like India. Legal
reforms are very critical in order to have
timely contract enforcement. Delays and
loopholes in the legal system significantly
affect the ability of the lender to enforce
the contract. The legal system and its
processes are notorious for delays showing
scant regard for time and money, which
are the basis of sound functioning of the
market system. Over two million cases are
pending in 18 High Courts alone and more
than 200,000 cases are pending in the
Supreme Court for admission, interim relief
or final hearing. Since thousands of cases
are pending in the lower courts, legal
experts suggest that the average time
taken by Indian courts for deciding a civil
case is around 7 to 10 years. The right of
the lessor to repossess the leased asset in
case of default by the lessee was not very
clear until the Bombay High Court ruled
(and the Supreme Court upheld) that the
lessor has a right to so repossess (in the
case of Twentieth Century Finance
Corporation vs. SLM Maneklal Industries
Ltd.). Hence the required rate of return
due to feeble contract enforcement
mechanisms becomes larger in countries
like India. Therefore a good portion of non-
performing assets of commercial banks in
India is related to deficiencies in contract
enforcement mechanisms. Credit risk is
also linked to market risk variables. In a
highly volatile interest rate environment,
loan defaults could increase, thereby
affecting credit quality.

Capital risk: One of the sound aspects of

the banking practice is the maintenance
of adequate capital on a continuous basis.
There are attempts to bring in global norms
in this field in order to bring in
commonality and standardization in
international practices. Capital adequacy
focuses on the weighted average risk of
lending and to that extent, the banks are
in a position to realign their portfolios
between more risky and less risky assets.

Market risk: Market risk is related to the
financial condition, which results from
adverse movement in market prices. This
will be more pronounced when financial
information has to be provided on a
marked-to-market basis, since significant
fluctuations in asset holdings could
adversely affect the balance sheet of
banks. In the Indian context, the problem
is accentuated because many financial
institutions acquire bonds and hold them
until maturity. When there is a significant
increase in the term structure of interest
rates, or violent fluctuations in the rate
structure, one finds substantial erosion of
the value of the securities held.

Interest rate risk: Interest risk is the
change in prices of bonds that could occur
as a result of changes in interest rates. It
also considers change in impact on interest
income due to changes in the rate of
interest. In other words, price as well as
reinvestment risks require focus. In so far
as the terms for which interest rates were
fixed on deposits differed from those for
which they were fixed on assets, banks
incurred interest rate risk i.e., they stood
to make gains or losses with every change
in the level of interest rates. As long as
changes in rates were predictable both in
magnitude and in timing over the business
cycle, interest rate risk was not seen as
too serious, but as rates of interest became
more volatile, there was a felt need for
explicit means of monitoring and
controlling interest gaps.

Liquidity risk: This risk affects many Indian
institutions. It is the potential inability to
generate adequate cash to cope with a
decline in deposits or increase in assets.
To a large extent, it is an outcome of the
mismatch in the maturity patterns of assets
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and liabilities. First, the proportion of
central government securities with longer
maturities in the Indian bond market,
significantly increasing during the 1970s
and 1980s, affected the banking system
because longer maturity securities have
greater volatility for a given change in
interest rate structure. This problem gets
accentuated in the context of change in
the main liability structure of the banks,
namely the maturity period for term
deposits. For instance in 1986, nearly 50%
of term deposits had a maturity period of
more than 5 years and only 20%, less than
2 years for all commercial banks. But in
1992, only 17% of term deposits were more
than 5 years whereas 38% were less than
2 years (Vaidyanathan, 1995).

We find that newer instruments are being
floated with shorter maturities
accompanied by roll over of earlier
instruments with shorter maturities. In
order to meet short-term liability
payments, institutions have to maintain
certain levels of cash at all points of time.
Thus managing cash flows becomes crucial.
Institutions could access low cost funding
or could have assets that have sufficient
short-term cash flows. Hence, banking
institutions need to strike a reasonable
trade off between being excessively liquid
and relatively illiquid. The failures of many
non-banking financial companies can be
ascribed to mismatch between asset-
liability maturities, since many of them
have invested in real estate type of assets
with short-term borrowings. Particularly in
a declining real estate market, it becomes
difficult for non-banking financial
companies to exit and meet obligations of
lenders. In such a context, liquidity
becomes a much more significant variable
even at the cost of forgoing some
profitability.

Techniques for assessing Asset-
Liability Risk

Techniques for assessing asset-liability risk
came to include Gap Analysis and Duration
Analysis. These facilitated techniques of
managing gaps and matching duration of
assets and liabilities. Both approaches
worked well if assets and liabilities
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comprised fixed cash flows. But cases of
callable debts, home loans and mortgages
which included options of prepayment and
floating rates, posed problems that gap
analysis could not address. Duration
analysis could address these in theory, but
implementing sufficiently sophisticated
duration measures was problematic.
Accordingly, banks and insurance
companies started using Scenario Analysis.

Under this technique, assumptions were
made on various conditions, for example:-

« Several interest rate scenarios were
specified for the next 5 or 10 years.
These specified conditions like declining
rates, rising rates, a gradual decrease
in rates followed by a sudden rise, etc.
Ten or twenty scenarios could be
specified in all.

* Assumptions were made about the

performance of assets and liabilities

under each scenario. They included
prepayment rates on mortgages or
surrender rates on insurance products.

Assumptions were also made about the

company’s performance - the rates at

which new business would be acquired
for various products, demand for the
product etc.

Market conditions and economic factors

like inflation rates and industrial cycles

were also included.

Based upon these assumptions, the
performance of the company’s balance
sheet could be projected under each
scenario. If projected performance was
poor under specific scenarios, the ALM
committee would adjust assets or liabilities
to address the indicated exposure. But the
main shortcoming of scenario analysis was
that, it was highly dependent on the choice
of scenarios. It also required that many
assumptions were to be made about how
specific assets or liabilities will perform
under specific scenarios. Gradually the
firms recognized a potential for different
type of risks, which was overlooked in
ALM analyses.

Asset-Liability
Approach

ALM in its most apparent sense is based on

Management

funds management. Funds management
represents the core of sound bank planning
and financial management. Although
funding practices, techniques and norms
have been revised substantially in recent
years, it is not a new concept. Funds
management is the process of managing
the spread between interest earned and
interest paid while ensuring adequate
liquidity. Therefore funds management has
following three components, which have
been discussed briefly.

A. Liquidity Management

Liquidity represents the ability to
accommodate decreases in liabilities and
to fund increases in assets. An organization
has adequate liquidity when it can obtain
sufficient funds, either by increasing
liabilities or by converting assets promptly
and at a reasonable cost. Liquidity is
essential in all organizations to
compensate for expected and unexpected
balance sheet fluctuations and to provide
funds for growth. The price of liquidity is
a function of market conditions and market
perception of the risks, both interest rate
and credit risks, reflected in the balance
sheet and off-balance sheet activities in
the case of a bank. If liquidity needs are
not met through liquid asset holdings, a
bank may be forced to restructure or
acquire additional liabilities under adverse
market conditions. Liquidity exposure can
stem from both internally (institution-
specific) and externally generated factors.
Sound liquidity risk management should
address both types of exposure. External
liquidity risks can be geographic, systemic
or instrument-specific. Internal liquidity
risk relates largely to the perception of an
institution in its various markets: local,
regional, national or international.
Determination of the adequacy of a bank’s
liquidity position depends upon an analysis
of the following:

« Historical funding requirements
Current liquidity position
Anticipated future funding needs
Sources of funds

Present and anticipated asset quality
Present and future earnings capacity
Present and planned capital position
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As all banks are affected by changes in the
economic climate, the monitoring of
economic and money market trends is key
to liquidity planning. Sound financial
management can minimize the negative
effects of these trends while accentuating
the positive ones. Management must also
have an effective contingency plan that
identifies minimum and maximum liquidity
needs and weighs alternative courses of
action designed to meet those needs. The
cost of maintaining liquidity is another
important prerogative. An institution that
maintains a strong liquidity position may
do so at the opportunity cost of generating
higher earnings. The amount of liquid
assets a bank should hold depends on the
stability of its deposit structure and the
potential for rapid expansion of its loan
portfolio. If deposit accounts are composed
primarily of small stable accounts, a
relatively low allowance for liquidity
is necessary.

Additionally, management must consider
the current ratings by regulatory and rating
agencies when planning liquidity needs.
Once liquidity needs have been
determined, management must decide
how to meet them through asset
management, liability management, or a
combination of both.

B. Asset Management

Many banks (primarily the smaller ones)
tend to have little influence over the size
of their total assets. Liquid assets enable
a bank to provide funds to satisfy increased
demand for loans. But banks, which rely
solely on asset management, concentrate
on adjusting the price and availability of
credit and the level of liquid assets.
However, assets that are often assumed to
be liquid are sometimes difficult to
liquidate. For example, investment
securities may be pledged against public
deposits or repurchase agreements or may
be heavily depreciated because of interest
rate changes. Furthermore, the holding of
liquid assets for liquidity purposes is less
attractive because of thin profit spreads.

Asset liquidity or how “salable” the bank’s
assets are in terms of time and cost,
are of primary importance in asset
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management. To maximize profitability,
management must carefully weigh the full
return on liquid assets (yield plus liquidity
value) against the higher return associated
with less liquid assets. Income derived from
higher yielding assets may be offset if a
forced sale at less than book value is
necessary because of adverse balance
sheet fluctuations.

Seasonal, cyclical, or other factors may
cause aggregate outstanding loans and
deposits to move in opposite directions and
result in loan demand, which exceeds
available deposit funds. A bank relying
strictly on asset management would
restrict loan growth to that which could
be supported by available deposits. The
decision whether or not to use liability
sources should be based on a complete
analysis of seasonal, cyclical and other
factors, and the costs involved. In addition
to supplementing asset liquidity, liability
sources of liquidity may serve as an
alternative even when asset sources
are available.

C. Liability Management

Liquidity needs can be met through the
discretionary acquisition of funds on the
basis of interest rate competition. This
does not preclude the option of selling
assets to meet funding needs and
conceptually, the availability of asset and
liability options should result in a lower
liquidity maintenance cost. The alternative
costs of available discretionary liabilities
can be compared to the opportunity cost
of selling various assets. The ability to
obtain additional liabilities represents
liquidity potential. The marginal cost of
liquidity and the cost of incremental funds
acquired are of paramount importance in
evaluating liability sources of liquidity.
Consideration must be given to such factors
as the frequency with which the
banks must regularly refinance maturing
purchased liabilities, as well as an
evaluation of the bank’s ongoing ability
to obtain funds under normal market
conditions.

The obvious difficulty in estimating the

latter is that until the bank goes to the
market to borrow, it cannot determine with
complete certainty that funds will be
available and/or at a price, which will
maintain a positive yield spread. Changes
in money market conditions may cause a
rapid deterioration in a bank’s capacity to
borrow at a favorable rate. In this context,
liquidity represents the ability to attract
funds in the market when needed, at a
reasonable cost vis-a-vis asset yield. The
access to discretionary funding sources for
a bank is always a function of its position
and reputation in the money markets.

Although the acquisition of funds at a
competitive cost has enabled many banks
to meet expanding customer loan demand,
misuse or improper implementation of
liability management can have severe
consequences. Further, liability
management is not free of risk. This is
because concentrations in funding sources
increase liquidity risk. For example, a bank
relying heavily on foreign inter-bank
deposits will experience funding problems
if overseas markets perceive instability in
U.S. banks or certain economies. Replacing
foreign source funds might be difficult and
costly because the domestic market may
view the bank’s sudden need for funds
negatively. Again over-reliance on liability
management may cause a tendency to
minimize holdings of short-term securities,
relax asset liquidity standards and result
in a large concentration of short-term
liabilities supporting assets of longer
maturity. During times of tight money, this
could cause an earnings squeeze and an
illiquid condition.

Also if rate competition develops in the
money market, a bank may incur high cost
of funds and may elect to lower credit
standards to book higher yielding loans and
securities. If a bank is purchasing liabilities
to support assets, which are already on its
books, the higher cost of purchased funds
may result in a negative yield spread.

Preoccupation with obtaining funds at the
lowest possible cost, without considering
maturity distribution, greatly intensifies a
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bank’s exposure to the risk of interest rate
fluctuations. That is why in cases of banks
which particularly rely on wholesale
funding sources, the management must
constantly be aware of the composition,
characteristics, and diversification of its
funding sources.

Procedure for Examination of Asset
Liability Management

In order to determine the efficacy of Asset
Liability Management, one has to follow a
comprehensive procedure of reviewing
different aspects of internal control, funds
management and financial ratio analysis.

Conclusion

ALM has evolved since the early 1980’s.
Currently companies and organizations in
the financial services industry are
increasingly using market value accounting
for certain business lines. Techniques of
ALM have also evolved. The growth of OTC
derivatives markets has facilitated a
variety of hedging strategies. A significant
development has been securitization,
which allows firms to directly address
asset-liability risk by removing assets or
liabilities from their balance sheets. This
not only eliminates asset-liability risks but
also frees up the balance sheet for
new business.

ALM departments are addressing (non-
trading) foreign exchange risks as well as
other risks. Also, ALM has extended to non-
financial organizations. Corporations have
adopted techniques of ALM to address
interest-rate exposures, liquidity risk and
foreign exchange risk. ALM technique will
go a long way in managing volume, mix,
maturity, rate sensitivity, quality and
liquidity of the assets and liabilities so as
to earn a sufficient and acceptable return
on the portfolio.

—

The author is Partner & Head of Audit,
Walker, Chandiok & Co, Chartered
Accountants.
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SRI and Relevance of ALM

INSURANCE COMPANIES IN INDIA

‘INSURANCE COMPANIES SHOULD ADOPT CLEAR POLICIES OF SOCIALLY RESPONSIBLE INVESTMENT AND IMPLEMENT THEM IN
THEIR ASSET MANAGEMENT PRACTICES’ EMPHASIZES RAJESH KHANDELWAL. HE FURTHER ADDS THAT THESE COMPANIES
SHOULD JOIN THE MOVEMENT OF SOCIALLY RESPONSIBLE INVESTING, WHICH IS GAINING MOMENTUM WORLDWIDE.

he capital of insurance companies
is small relative to the firm’s assets
or liabilities, and so small
percentage changes in assets or liabilities
can translate into large percentage
changes in capital. Hence, insurance
companies increasingly focus on Asset-
Liability risk. There is an apprehension
among insurance companies in India that
the Socially Responsible Investment (SRI)
strategy may cause a mismatch between
assets and liabilities. The problem they
perceive is not that the value of assets
might fall or that the value of liabilities
might rise. It is that the capital might be
depleted by narrowing of the difference
between assets and liabilities and that the
values of assets and liabilities might fail
to move in tandem. We shall discuss about
Socially Responsible Investment (SRI) in
this article.

Insurance companies are big investors
focused on the long-term, and therefore
have a preference for companies that will
deliver long-term value. Being themselves
experts in risk analysis, they also take a
growing interest in the way the companies
they invest in manage their own risks;
increasingly, they play their role as
institutional investors, investigating how
the boards of these companies handle risk

issues, looking at the reporting methods
that are implemented, and occasionally
advising changes in corporate governance
schemes.

For the past two decades, in western
industrialized world, the movement of
socially responsible investing (SRI) has kept
continuously increasing, in relation with
the alarming visibility of global warming
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and other environmental threats, but also
with some pressing societal issues such as
the rise of social inequalities and exclusion,
child labor in overseas factories, or human
rights violations.

Insurance companies in India should start
incorporating sustainability-related issues
into their investment decisions. They
should take a leaf out of the views
expressed by Nobel peace prize winners
Mr. Albert Arnold (AL) Gore Jr. and
Intergovernmental panel on climate
change (IPCC), on sustainability-related
issues. They should become sustainability-
oriented and understand that businesses
which deliberately ignore the societal and
environmental dimensions do so at their
own peril: they may experience lawsuits,
tarnished reputations, and see their
possibility to operate in important markets
significantly reduced. In this regard, the
minds should change at a relatively fast
pace. Insurance companies should adopt
clear policies of socially responsible
investment and implement them in their
asset management practices. By choosing
to integrate environmental and social
criteria into their decision making process,
these companies should join the movement
of socially responsible investing, which is
gaining momentum worldwide. Insurance
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regulator in India should take lead role in
creation of new sustainability indices like
the Dow Jones Sustainability Group Indices
and the FTSE4Good Indices. It can seek the
assistance from rating agencies for
this purpose.

Socially responsible investing (SRI) consists
in the inclusion of non-financial criteria,
such as environmental, social and
governance considerations, into the
process of investment decision-making. It
thus aims at achieving non-financial
results as well as a financial return. In
today’s society, a number of observers -
and scientists alike - suggest that there is
no fundamental contradiction between

the promotion of social or environmental
values on the one hand, and the search
for financial gains on the other; on the
contrary, the good performance of socially
responsible indices in western
industrialized world, as well as several
recent studies, support the idea that
values-led investing does not compromise
financial gains. In 2004, a study requested
by the UNEP Finance Initiative bearing on
the materiality of social, environmental
and corporate governance issues to equity
pricing has provided strong support for the
thesis that effective management of these
issues will contribute to an increase in
(UNEP Finance

Initiative, 2004/2). A growing number of

shareholder value

financial analysts across the globe,
although they do not represent the
majority of the profession yet, now
suggest that the companies that pay close
attention to social and environmental risks
and opportunities will be more

competitive in the long run.

Three main SRl strategies are available for

responsible investors: screening,
shareholder activism and community
investing. The practice of screening, the
first SRI strategy, consists in choosing
securities based on social or
environmental criteria; the choice process
may be negative, positive, or a
combination of both. For instance,
negative screening implies the exclusion
of companies that manufacture harmful
products such as tobacco, alcohol or
weapons, or that have developed
management practices considered
positive

screening implies buying shares of

negatively. Alternatively,
companies that bring a positive
contribution to society, such as developing
renewable energies, sustainable buildings
and organic agriculture, fostering diversity
in the workplace and social inclusion, or
other beneficial practices. And of course,

26/

any combination of both strategies is
possible. Screening is thus a selection
process, whereby the investor filters the
shares that he prefers to buy or to avoid.

The second option open to socially
responsible investors is shareholder
activism. The ownership of company shares
provides investors with rights and
responsibilities, and they should use their
rights as corporate owners to advocate
whatever cause they deem appropriate -
ranging from animal protection to access
for the disabled, for instance. Socially
responsible investors can use three main
approaches to express themselves, which
represent three levels of engagement:
dialogue with company management,
supporting shareholder resolutions, and
eventually divesting from the company. By
utilizing one of these three levers,
shareholders aim at raising the awareness
of the management of the target company
as to how the way it conducts its business
affects all stakeholders, including
customers, employees, the supply chain,
the surrounding communities, as well as
civil society and the environment.

Lastly, the third identified SRI strategy
resides in community investing. For
instance, financial institutions choosing
this path can propose low interest rate
loans to people who earn a low or moderate
income, and who would otherwise be at a
loss to finance affordable housing; they can
develop such programs either in poor areas
of the cities of rich countries, or in villages
in developing countries. Small business
loans can also help finance local projects,
following the well-known example of the
Nobel peace prize winners Mohammad
Younus and Grameen Bank that has
implemented a well-known and successful
micro-credit system in Bangladesh.
Community investing provides socially
oriented investors with a concrete way to
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improve people’s lives, and to see tangible
social results in the medium term;
therefore it is a very satisfying investment
strategy. Although the financial return
generated by these projects is usually
lower than that of “blue chips” for
instance, these investments have
nevertheless their place in a well-
diversified portfolio; but what counts most
here is that the negative return gap is
largely outweighed by the benefits at the
community level, which can themselves
entail new opportunities for the activity

of the financial institution involved.

Hence the insurance industry should not
be apprehensive about negative returns
gap from SRI strategy, thinking of increase
in liability and asset-liability mismatch.
‘Being socially responsible does not

mean being charitable’, as quoted by
Dr. Manmohan Singh, Prime Minister
of India.

Today, investments using at least one SRI
strategy represent over $ 2 trillion in assets
(to be compared with $ 40 billion in 1984),
and account for about 11.3% of the
estimated $ 19.2 trillion under professional
management in the US, according to the
latest Trends Report by the Social
Investment Forum (Social Investment
Forum, 2003). In other words, more than
one out of every nine dollars under
professional management in the United
States - including pension funds, mutual
funds, foundations, religious organizations
and community development financial
institutions - is involved in socially
responsible investing. The SRI trend is
gradually influencing mainstream
investment: the number of mutual funds
using one or more social criteria has grown
to nearly 200 in the United States, and
hundreds of financial institutions of all
kinds have used their voting rights in
publicly held companies to support
shareholder resolutions or vote their
proxies on corporate social responsibility
issues.

To a certain extent, the choice of insurance
companies to adopt SRI policies is a matter
of consistency between risk management
and financial management: is it
appropriate for an insurance company to
invest in tobacco firms with a view to reap
high short and long term benefits, knowing
that at the same time these firms

manufacture products that increase public
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health risks and will generate heavy
compensations for the victims? Insurance
companies should divest their tobacco and
spirits investments, if any, not only on
moral grounds, but also for good economic
reasons. Insurance companies help
businesses to protect themselves from
risks. What if the insurance companies do
not extend the risk cover to tobacco and
alcohol firms and businesses? This simple
reality should lead the insurance
companies to extend the logic of divesting
from “bad” sectors, and instead, to invest
in sustainable or socially responsible
companies.

Besides, the choices made by the insurance
industry exert an influence on corporate
behavior in many other sectors, and thus
this industry can act as a lever to
encourage positive change in society as a
whole. For all these reasons, the
investment policies of the insurance sector
have a great effect in designing the future
of our economic system, and they
condition the quality of our life and that
of our children; therefore the integration
of extra-financial concerns and values in
the investment choices of insurance
companies is of great importance.

The author is an industry expert and an
independent market analyst.




hinking cap

Risk Management
within Financial Services

Economic CAPITAL OF INSURERS

V.S. LAKSHMI OBSERVES THAT ECONOMIC CAPITAL IS AN INSURANCE COMPANY’S OWN MEASURE OF THE AMOUNT OF CAPITAL

IT SHOULD HOLD, AS OPPOSED TO THE OPINION OF AN EXTERNAL STAKEHOLDER E.G. REGULATORY CAPITAL.

inancial markets have been quite

volatile in the past few months

mainly due to the US sub-prime
lending crisis and its knock-on effects on
the rest of the world.

The recent failure of the UK Bank ‘Northern
Rock’ failure was attributed to the failure
of its board and executive team to create
a durable funding model which could
withstand the exceptional set of market
circumstances that occurred in summer
2007 along with lapses in the regulation.

The latest report from International
Monetary Fund (IMF) warns that:

« the potential losses from the US credit
crunch will reach $1 trillion and can be
higher; and

« losses are spreading from sub-prime
mortgage assets to other sectors, such
as commercial property, consumer
credit, and company debt.

The IMF report also says that there was a
’collective failure’ to appreciate the risky
borrowing by financial institutions. The
importance of risk management cannot be
over-emphasised.

When the market volatility increases,
capital becomes constrained. It is
imperative that the insurance companies
understand the risks they are taking. Hence
the increased popularity of capital models
amongst the financial services industry,
regulators and the rating agencies.

What are the different definitions
of capital models in use?

There are many definitions of capital,
Risk Based Capital
(2) Economic Capital (3) Internal Capital
Assessment (ICA) in the UK (4) Solvency Il
in Europe. There may be many forms and

including (1)

definitions but the underlying objective is
the same i.e. ‘risk management’. The
different stakeholders of an insurance
company, namely the policyholders,
regulators, shareholders, rating agencies
and the management team are trying to
understand the following:

» What is the nature and level of risk the

insurance company is taking?

» What is amount of capital required to
support the insurance company’s total
risk? What is the expected return on
that capital?
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« What level of capital will provide
adequate protection for the

policyholders?

« Is the insurance company over or under
capitalised?

» How can the insurance company’s capital
be managed efficiently within the
stipulations imposed by regulatory
framework, investors and rating

agencies?
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It is losses from
unexpected events
that lead to
volatility in the
profits, assets and
liabilities, potential
insolvency and
hence a capital
requirement.

« What is the shareholder value creation/
deterioration from different business
units?

« What are the major sources of
concentration and diversification?
Are there any potential opportunities
to expand or diversify some parts of
business?

« How do we improve our portfolio
performance? Which exposures should
we grow, sell and how much? What is
the optimum strategy for expansion
or reduction?

« How do we increase/maintain the
insurance company’s rating?

What is Economic Capital?

Economic capital is one of those
expressions that mean different things to
different people. A precise definition of
economic capital is difficult to find
although the term has been around for
some time. One definition is ‘the amount
of capital a firm should hold to keep its
realistic balance sheet solvent following a

series of events that might be considered
as unexpected, yet still reasonably likely
to occur in practice’. [Source: An approach
to economic capital for financial services
firms by Bruce Porteous, Louise McCulloch
and Pradip Tapadar]. It should be noted
that economic capital is an insurance
company’s own measure of the amount of
capital it should hold, as opposed to the
opinion of an external stakeholder e.g.
regulatory capital.

It is losses from unexpected events that
lead to volatility in the profits, assets and
liabilities, potential insolvency and hence
a capital requirement. This mainly arises
from (1) lower than expected returns from
assets (e.g. stock market volatility,
reduction in interest rates, etc.) and/or
(2) as a result of having to incur more than
expected losses (e.g. a very large
catastrophe weather event, court-award
increasing the size of claims, etc.).

Quantification of Economic Capital
Economic capital is a measure of capital
requirement to sustain potential
unexpected losses up to a specified
confidence interval. The main drivers are:
insurance risk, market risk, credit risk,
liquidity risk, operational risk and
group risk.

Insurance risk: Typically refers to the risk
of deviation of actual experience from the
expected at the time of underwriting,
examples of factors that may cause
include:

« frequency of claims,

» average claim size,

« size of catastrophe events,

« cost of reinstating the reinsurance,
» latent claims,

» court awards,

» policy contract disputes

« change in volume of new business
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e change in the mix of business, e.g.
proportion of EL and Motor business

» Competition and the impact on the
adequacy of premium.

Market risk: This refers to the volatility in

the value of assets as well as income from

assets and includes:

» Stock market volatility

« Change in interest rates

» Change in exchange rates

 Defaults

e Mismatch in assets & liabilities;
reinvestment risk.

Credit risk: Refers to the risk of recovering
money owed by third parties; it includes
default, partial impairment and any time
delays from any of the following parties:

¢ Reinsurers
¢ Intermediaries

Policyholders
¢ Banks
o Issuers of investments.

Liquidity risk: This refers to the lack of
liquid financial assets to meet its
obligations when they fall due. The
measurement includes:

» the extent of mismatch between assets
and liabilities,

» value of assets held in cash or highly
liquid forms.

Operational risk: This refers to the
occurrence of an incident which may lead
to a difference in the business process and
it includes:

« fraud

» technology - data systems, telephone
lines, etc.

e reputation

 adequacy of resources and management
of employees

 legal actions against the insurance

company
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Group risk: Risks of being a member of a

group like:

o the accumulation of risks from one
counterparty,

» reputation damage of one member of the
group may affect all other members
within the group.

The results from the internal capital
assessment models for UK General
Insurance Market indicate that the
insurance and market risks are the main
drivers of the capital requirement for
general insurance companies. [Source: FSA
Insurance Sector Briefing - ICAS lessons and
looking ahead to Solvency II, October
20071].

UK General Insurance Markeal

g 1%

L Irmsrancs Wik
H wiarket Fisk
1 B Cperahonsl Risk

Crpsdin Risk

L1 [ ] Gring Rk

Quantification of ‘economic capital’
involves creation of stochastic financial
models. These generate thousands of
simulations with different scenarios for
catastrophe events, large claims, change
in equity returns, etc.; this is often the
most technically demanding part of the
exercise. Simplistically these models
enable the insurance company to simulate
a large number of possible scenarios and
assess the financial consequences.

All the calculations may appear very
complex and difficult to calculate. Data is
the key but judgment and experience are
equally important inputs. Over engineered
complex models could undermine its

credibility and effectiveness. The
companies need to strike a balance
between having a sophisticated, highly
accurate, risk-assessment system, and
having one that is workable. It all depends
on the size of business and the type of risks
being taken. In some cases, accuracy may
be extremely important, yielding results
that may be counter-intuitive. In others,
it may be better to use imperfect simple
data to begin with and refine it later, rather
than delay implementing a system.

What are the challenges with the
quantification of economic capital?

The main challenges are:

« identification of all the risks

« establishing any correlation between
the risks

« data collection
o IT system

e buy-in from the senior management
team

o definition of risk measure (99.5%
confidence over 1-year time horizon or
95% confidence interval over 5-year
time horizon)

« competition from other companies
» embedding the model to the daily

operation of the business

This is a dynamic process that needs to be
constantly developed, amended and re-
calibrated for changing market conditions.

Other measures of capital: are they different?

Traditional approach
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Solvency Il
Solvency Il has a three-pillar similar approach to Basel Il (applicable to the Banks
in Europe).

Frie Capiial

Rk Margn

[Beal Eximabe
Listtul s

Pilar 1. Quantifafre Fegirsmants

1 iahsssicn of aasats and liabiiles
Narkat corsishant valuation of techrical
ErUVERTE
Minimum Capiial Raguiement (MCRT —an
s olulE sy Dedcey wihich supaniscny
wection wil e Iraggenad
Scivancy Capital Requimant (SCR) -
additional amount 1o fund for any signfocant
urs et Kisaas
Irestmants — imiis apsply o address
cnrcaniradon A [y fsk

Pliar 3 Cluakbaiive R
Intainal coninals, NSk mManadeTaT Focas and
|l AEEraach B0 SLESTSTY Nay e

Pilar 3 Chacicening Fesgn
Pubb; drckuns of ey sabency infornaton

There are some differences in approach
between risk-based capital models, ICA,
Solvency Il and economic capital models
but the main components are very similar.

What are the benefits?

Large companies such as Munich Re, AXA
and Royal SunAlliance (RSA) have used the
economic capital models for the past
few years.

Munich Re stated at London Investors Day
Conference on 28/06/2005: “The
improvement in our economic capital
position is the result of our long-standing
strategy of balancing risks worldwide and
across business segments. Our strength is
the way we diversify risks in both
reinsurance and primary insurance.
In addition, we have systematically
reduced the concentration of risks in our
investment portfolio by cutting back our
shareholdings in German financial

institutions such as BHW, Allianz and
Commerzbank. Internal risk models like
Munich Re’s explain relationships, which
cannot be derived from published balanced
sheets. The benefits of broad risk
diversification, which are identifiable with
the risk model, are gaining recognition and
acceptance worldwide.”

All the three insurers have gained a lot
from embedding their capital models into
the risk management. The economic
models provided a large diversification
benefit which resulted in the reduction in
their capital requirements. The resultant
release of capital provides opportunity for
expansion, increased dividends, etc.

Risk appetite

Whilst the main use of economic capital is
to guard against major disasters and satisfy
regulatory requirements, it is also
important to safeguard profitability.
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Keeping too much capital in reserves
hinders growth; accurate calculations of
risks and capital requirements can actually
capital. There
diversification benefits from assessing
capital at a group level because some risks
may offset each other.

release may be

Economic capital models provide the full
range of risks/returns results, allowing
strategy to be formulated on where to
use the capital. Companies, and their
stakeholders, will
understanding of their appetite for risk,
and where they are prepared to accept
volatility in exchange for higher returns.

have a better

Reinsurance strategy

One of the basic functions of an insurance
company is reinsurance purchase. Most
insurance companies rely on their broker
and reinsurers to come up with the best
protection, terms and price. However this
is normally done in isolation without
considering other risks. An economic model
will allow reinsurance strategy to be
analysed as part of a company’s entire
corporate strategy and risk management.
Insurers will be able to measure the
outcomes of a large number of reinsurance
strategies e.g. varying the excess, limits,
aggregate deductibles, aggregate limits,
etc. They will be able to measure even the
ratings and probability of default of
potential reinsurers.

Investment strategy
Most
considered the assets they hold in relation
to their liabilities for many years. An

sophisticated insurers have

economic capital model will allow an
investment strategy to be formulated that
not only considers the trade-off of risk and
return of the assets themselves, but also
in relation to other risks and cash flows an

insurance company faces.
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Maintaining ratings

Rating agencies like Standard & Poor,
Moody’s and AM Best use the economic
capital valuation process for measuring
capital adequacy. The analysis,
documentation and reports provide
evidence of effective risk management of
the insurance company. This helps to
maintain and improve ratings from the

credit rating agencies.

Products, pricing and distribution
strategies

Insurance companies provide the risk
transfer mechanism for transferring the
risk of unexpected loss from commercial
enterprises and private individuals to the
insurance market. The changes in the
market place and the risk environment
suggest that pricing will get keener;
therefore it is essential to understand
clearly all the risks being taken in order to
price insurance contracts competitively
and profitably.

Good embedded economic capital models
of a company may allow an insurance
company to identify potential
opportunities and threats ahead of

competition.

Risk is inherent in the insurance business.
Economic capital enables the company to
measure performance of different business
units, classes of business and distribution
channels on the risk-adjusted return on
capital (RAROC) basis. This enables in
strategic decision-making as to which parts
to grow/contract. This ensures that the risk
of following different strategies is taken
into account when comparing returns.

By working out the return on capital for
each policy and adjusting it for each risk,

By working out the
return on capital for
each policy and
adjusting it for each
risk, underwriters
can calculate how
much they ideally
need to charge to
policyholders if they
need to cover their
risks.

underwriters can calculate how much they
ideally need to charge to policyholders
if they need to cover their risks. If
they cannot get that minimum premium,
then they can walk away unless they
are using it as part of a relationship
management process with the policyholder
or intermediary.

Business planning, Mergers and
Acquisitions

Economic capital calculations can be used
to decide whether to move into a new line
of business or new markets or make an
acquisition that may offer good returns.
This is harder to calculate because of
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limited information available and they
tend to be judgement call based on general
strategy and market knowledge. Even so,
economic capital calculations underpin the
decisions of large financial institutions’
strategic decision-making and are
becoming very popular.

Summary

Economic capital can provide a better
understanding of the trade-off between
risk and reward by enabling insurers to
quantify the risks they face, the capital
needed to support them and the real risk-
adjusted returns that are being made or
to be targeted.

Risk-based capital regulation is already in
place in countries like UK and Switzerland.
Solvency Il is soon going to be operative
for all insurance companies operating in
Europe. They are very similar to the
economic capital models which have been
recognized by the banking industry already.
Therefore a closer alignment of the way
the insurance companies manage their
business and how they are regulated can
only benefit all the parties involved -
insurers, policyholders and shareholders.

The author is General Business Actuary,
Ecclesiastical Insurance Group,
Gloucester, UK.
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Some Thoughts on Microinsurance

CHALLENGE FOR STAKEHOLDERS

TINA MAKHIJA OPINES THAT MICRO INSURANCE THAT HAS ASSUMED PARAMOUNT IMPORTANCE IN THE INDIAN DOMAIN HAS

TO BE NURTURED CAREFULLY IN ORDER TO ENSURE THAT THE BENEFITS REACH THE UNDER PRIVILEGED SECTIONS OF

THE SOCIETY.

t the outset, let us look at some of

the ways micro insurance has been

described in order that a certain
level of clarity is accomplished.

“..the protection of low-income
people against specific perils in
exchange for regular premium
payments proportionate to the
likelihood and cost of the risk
involved”
-Draft Donor Guidelines,
CGAP Working Group (2003)

“...not a specific product or product
line. It is also not limited to a specific
provider type. Microinsurance is the
provision of cover to a specific market
segment, i.e. low-income persons.”

- IAIS Issues Paper (2007)

Micro-insurance refers to the protection
of assets and lives against insurable risks
of target populations such as micro-
entrepreneurs, small farmers and the
landless, women and low-income people
through formal, semiformal and informal
institutions. Such products are often
bundled with micro-savings and micro-
credit, thereby allocating scarce resources
to micro-investments with the highest
marginal rates of return. Microinsurance
is the most underdeveloped part of
microfinance. Yet various schemes exist
that are viable, benefiting both the
institutions and their clients. Such schemes

have generally served two major purposes:
(i) they have contributed to loan security;
and (ii) they have served as instruments
of resource mobilization. The greatest
challenge for microinsurance lies in the
combination of viability and sustainability
with outreach.

Microinsurance - A Bit of History
Microinsurance is not a new invention. The
“industrial insurance” sold at factory gates
in American cities in the early 1900s made
the Metropolitan Life Insurance Company
the largest company - not just insurance
company - in the world at that time. Their
industrial insurance was the forerunner of
today’s commercial microinsurance. It was
simply a response to a market demand
managed in a manner that made the
products appropriate for the market. The
delivery channels - agents at the factory
gates - were specific to this market. The
premiums reflected the particular risks of
the factory worker market. Coverage
responded to the workers’ specific needs.
Premium collection - on payday as the
workers exited the factories - was
efficient. In short, industrial insurance was
aresponse to a market niche that provided
access to quality insurance products for
low-income workers, and access to a huge
market for the insurers.

From industrial workers making premium
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payments at the factory gates, to increased
efficiency of factory management
collecting premiums, or even covering
their employees directly, this historical
microinsurance moved into the
mainstream. From here, many developed
countries were able to generate substantial
pools of investment funds that helped drive
ever-growing economies.

Industrial insurance
was a response to a
market niche that
provided access to
quality insurance
products for low-
income workers,
and access to a
huge market for the
insurers.
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In developing countries, access to this
market has not been easy and insurance
products have remained focused on the
high-end and corporate markets. Because
most low-income people in developing
countries are self-employed or employed
in small firms, they have had little or no
access to insurance products that fit their
needs. The appropriate delivery channels,
types of coverage, product simplicity,
premiums, and premium collection
methods that this market requires have not
been available.

Other microinsurance mechanisms have
substituted for the lack of commercial
microinsurance in these markets. Mutual
insurance (where a group owned insurance
business is professionally managed) and
community-based microinsurance (where
local people manage an insurance fund)
have been available for many years. Mutual
products often cover a wide range of low-
medium- and high-income individuals and
have offered often simple and limited
insurance products directly appropriate to
their members. Such products and
programs have been available for over two
hundred years in some form.

Microinsurance initiative in India
Microinsurance, which is based on the
same principles as Microfinance and

development through enterprise, has
become quite popular in India recently,
with some of the big players in the Indian
insurance space making a foray into
this field.

The most inspiring one among these is the
“Yeshasvini” initiative, which was
pioneered by Dr. Devi Shetty, a heart
surgeon, who is also the founder
of “Narayana Hrudayalaya”, an
internationally acclaimed heart care
hospital in Bangalore, India. “Yeshasvini”,
which was launched in 2003, insured
1.6 million in its first year, when the
premium was as low as Rs.60 per annum
(about $1.5). The number insured rose to
2.2 million in its second year, but dropped
to 1.45 million in the third year owing to
an increased premium of Rs.120 per annum
(about $3). Nevertheless, Yehsasvini is a
pioneering initiative in India and Dr. Devi
Shetty’s concern for the health of the rural
poor is simply amazing. Dr. Shetty, who
studied medicine in India and in the UK,
was also Mother Teresa’s personal doctor.

Yeshasvini’s success is all the more special
since it was not driven by any insurance
company but was successful in mobilizing
co-operative societies, with help from the
Karnataka State Government’s Department
of Co-operation.

To what risks and economic stresses are low-income persons vulnerable?

Country Priority risk

Uganda Iliness, death, disability, property loss, risk of loan
Malawi Death, food insecurity, illness, education

Philippines Death, old age, illness

Vietnam Iliness, natural disaster, accidents, livestock disease
Indonesia Iliness, children’s education, poor harvest

Lao P.D.R. Iliness, livestock disease, death

Georgia Iliness, business losses, theft, death, retirement income
Ukraine Iliness, disability, theft

Bolivia Iliness, death, property loss (including crop loss in rural areas)
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Yehsasvini is a
pioneering
initiative in India
and Dr. Devi
Shetty’s concern
for the health of
the rural poor is
simply amazing.

Micro insurance Delivery channels

» Partnerships between insurers and
distribution agents like cooperatives and
MFIs (e.g. Zurich Bolivia and BancoSol)

 Self-insuring MFls that assume the risk
of offering insurance to their clients
(e.g. Spandana, India)

Informal mutual assistance schemes (e.g.
burial societies, South Africa)

Healthcare providers offering health
care schemes (e.g. Nkoranza Community
Health Insurance Plan, Ghana)

Regulated insurance companies that
serve the low-income market directly
(e.g. Delta Life, Bangladesh)

Regulated insurance companies that
have created microinsurance agents
(e.g. Tata-AlG, Bangladesh)

Insurance companies that target the low-
income market through retailers (e.g.
Seguros Azteca and Electra, Mexico)

Community-based schemes that pool
funds, carry risk and manage a
relationship with a healthcare provider
(L’Union Technique de la Mutualité
Malienne, Mali)
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e Insurance  distributed through

cooperatives (e.g. Yeshasvini, India)

o Mutual insurance companies created by
credit union/cooperative federations
(e.g. TUW SKOK, Poland; La Equidad,
Colombia)

Most common types of
microinsurance products

 Credit life

» Term life/Personal accident
» Savings life

» Property insurance

« Endowment life

« Health insurance

e Agriculture

If insurers are to
serve customers
who differ widely
in terms of service
costs and risks, the
only viable
inducement for
them is an
adequate margin,
lest they exclude
small farmers, -
micro-
entrepreneurs and
people in remote
areas.

Today we have a variety of microfinance
institutions with national and local
outreach. Many of them have already
become corporate agents or have entered
into referral arrangements with insurers.
However, semiformal institutions including
savings and credit cooperatives, NGOs and
self-help groups which have immense
potential in carrying the message of
insurance as also solicit insurance business
are yet to be utilized in a manner where
their true potential can be harnessed to
increase the insurance penetration levels.
This is due to restrictions in the existing
agency regulations in terms of minimum
eligibility norms in order to become
an agent.

Depending on the existence and vigour of
such institutions, the following alternatives
have emerged, for offering strategic entry
points for microinsurance development:

» Adapting formal insurance arrangements
to the needs of the micro-economy.

e Upgrading non-formal (comprising
semiformal and informal) insurance
arrangements with insurance companies.

« Linking formal and non formal insurance
institutions with banks and self-help
groups.

o Establishing new local institutions
providing microinsurance services.

The first three strategies may be inter-
connected:

« Adapting insurance companies to the
requirements of the micro-economy is a
first step; then

« Linking them as wholesale institutions
to self-help groups as retailers; and
finally,

» Upgrading self-help groups e.g. to the
level of financial cooperatives or village
banks.

If insurers are to serve customers who
differ widely in terms of service costs and
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risks, the only viable inducement for them
is an adequate margin, lest they exclude
small farmers, - micro-entrepreneurs and
people in remote areas. Only sound social
insurance, which combines a social
mandate with profit-making, has a chance
of sustainability

Key stakeholders in the
development of Microinsurance

» Potential and current policyholders
» Actual and potential delivery channels
« Risk carriers

e Industry associations, networks

Insurance infrastructure: training,
technical assistance, research, data
warehousing...

Policymakers, regulators and supervisors

Donors and development agencies

The challenge for all of these stakeholders
is to ... create a culture of insurance among
low-income persons!!

The author is working with the Corporate
Marketing Group-Bancassurance, IFFCO-
TOKIO General Insurance Co. Ltd.
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Conscious Options for Protection

LirFe INSURANCE PRoDUCTS

GARY R. BENNETT WRITES THAT THE CHANGING SOCIAL FABRIC OF INDIA TOGETHER WITH THE GROWING INCIDENCE OF

LIFESTYLE AND ENVIRONMENT RELATED DISEASES, AND THE INCREASING COST OF DISEASE MANAGEMENT MAKE FINANCIAL

PROTECTION IMPERATIVE.

volution is inevitable! Life as it used
Eto be in the 70’s or the 80’s is
practically non-existent. The pace
or the speed at which we live our lives
today, maybe, was unimaginable a couple

of years ago. Lives have changed so much
and along with these changes have

Accidents,
disability, death
are all pitfalls that
could affect
anyone. Protecting
oneself against
the ill effects of
these financially
could go a long
way in mitigating
the harm and only
conscious action
could help do so.

increased the uncertainties of life. In fact
in today’s time all of us love to live life in
the fast lane, take risks, overcome the
uncertainties and emerge victorious. This
is what we call a life in the twenty first
century; a life full of adrenalin rush and
uncertainties. What concerns most of us
is however the fact that though we know
there are uncertainties on our way, we do
not really make an effort to dodge them
or opt for necessary protection to enabling
our families and ourselves to meet our
desired goals mitigating the risk factor to
its minimum. How we choose to handle
these uncertainties of life lies in our hands.
It is in our hand how we plan to handle our
protection and wealth creation needs to
meet our goals at every stage of life.

The purchase of life insurance is one such
planned decision, and conscious choice
that helps us minimize the risk of either
living too long or dying too early. Accidents,
disability, death are all pitfalls that could
affect anyone. Protecting oneself against
the ill effects of these financially could go
a long way in mitigating the harm - and
only conscious action could help do so. Life
insurance is also a tool for long term wealth
creation that enables us build a corpus to
meet various long term needs by
inculcating a disciplined savings behavior.

Spiritualist Neale Donald Walsch says
“A life lived of choice is a life of conscious
action. A life lived of chance is a life of
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unconscious creation.” What is true of the
spiritual journey of life is equally real for
the material and financial existence.

Life insurance has a closer link to spiritual
health than would appear. It is, about
valuing one’s life and the lives of one’s
loved ones. No one, who values his or her
own life and of those loved ones, would
fail to protect them against uncertainties.
Life insurance is a tool that helps provide
succor and support by protecting one’s
goals for oneself and one’s family during
the lifetime and beyond that.

Every life is unique in its own way and so
are the financial needs or requirements
that come with it. Therefore it is
important that products must provide
solutions tailored to what the individual
needs. Life insurance is not just about
providing protection against the
uncertainties of life; it is also about
providing tools for financial planning for
events one is relatively certain about and
would like to plan for. As an example, for
someone the goal may be to plan for buying
a house, for another it could be for a child’s
education and for yet another, retirement
planning. Separate lives, separate goals ...
and the need for separate insurance
plans and arrangements! With lives
transecting individual paths, insurance
services provide customized and need
based solutions.
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Beyond financial protection against the
uncertainties of life, life insurance
products also help in long-term wealth
creation. Life insurance allows for the most
resourceful variations of the product
design, depending on individual needs.
There are products in the Indian domain
presently that offer several adaptations of
the protection-and-wealth creation
formula to meet the needs at various
life stages.

Planning for one’s life is a more complex
process than planning for one’s dinner
needs or monthly detergent supplies ... or
even a holiday! All too often, the needs
are not felt needs - these are real, often
unforeseen, and so complex that even a
customer could fail to identify them fully.
This makes buying life insurance products
a complex decision.

Term policies are the least expensive and
are suited to provide protection against
loss of life or disability. Health insurance
policies provide financial protection
against loss arising due to disease,
hospitalization and accident. There are
products among health insurance plans
that are the most comprehensive and cover
the largest number of diseases. Also
available in the market are comprehensive
life as well as health protection insurance
plans.

Endowment plans are the more traditional
by nature and often perceived to be more
transparent. Unit Linked Plans are market
linked products that meet one’s protection
needs as well as help in long term wealth
creation to meet specific needs of life,
which are designed to meet the needs of
growing children; and also retirement
planning products to ensure that you do
not compromise on the quality of life post
your retirement.

While life insurance products
conventionally fell into one of two broad
categories of - term and cash value -
products, recent years have seen more
innovative variations, such as the universal
life plan, which allows greater flexibility
in premium payment and offers higher

internal rate of return even while providing
permanent insurance coverage.

These products also allow for altered
payment plans at different times for the
same policy. And then there are products
allowing steady premium payment over the

In a more dynamic
labor market and in
the absence of
established state-
provided
mechanisms of
social security,
households in India
increasingly need to
look to financial
instruments to meet
their asset
accumulation and
old-age goals.

long term. And, of course, there are
numerous variations and adaptations
between the designs.

Products specifications vary. But the
bottom-line is the need for protection.
In India, the recognition of this need is
relatively low - less than 25 per cent of
Indians own life insurance. The findings of
a very popular survey concluded:
“A financially secure country cannot be
built on the base of a small proportion of
financially secure households.”
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The survey also found that 96 per cent of
Indian households are financially at risk,
as they cannot survive for more than
12 months on their current savings if their
current income were to stop. Yet, a
majority of the households are unaware
of this risk and are optimistic about their
future - with 54 per cent saying they were
confident of their financial future! Perhaps
it is this misplaced optimism that is the
bigger problem.

It is such misplaced optimism that results
in lack of financial planning to protect
against the uncertainties of life. The
changing social fabric of India - such as
the break-up of the joint family system,
and increasingly younger population -
together with the growing incidence of
lifestyle and environment related diseases,
and the increasing cost of disease
management make financial protection
imperative.

Financial security is thus an essential
element of inclusive growth. In a more
dynamic labor market and in the absence
of established state-provided mechanisms
of social security, households in India
increasingly need to look to financial
instruments to meet their asset
accumulation and old-age goals. Life
insurance is one of the most important
financial instruments for financial security.
In this rapidly changing Indian economic
and social environment, educating the
consumers appropriately about life
insurance will not only create awareness
of the changing reality but also help
reduce their vulnerability and above all
improve the long-term financial security
of the individual, the family and thereby
the nation.

The author is Managing Director & Chief
Executive Officer, Max New York Life

Insurance Co. Ltd.
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(Pacificwide)
Alentian Tsunami 1 3, 1946 8.6
Kamchatka Tsunami 4 AqHER, 1952 9.0
Alentian Tsunami 9 #Td, 1957 8.3
Chilean Tsunami 22 9§, 1960 9.5
Alaska Tsunami 28 A, 1964 9.3
(Regional / Local)
Nikaragua 2 Ryaw=, 1992 7.6
Flores, Indonesia 12 feaw=, 1992 7.7
Japan (Okushiri) 12 a8, 1993 7.7
Indonesia (Java) 2 57, 1994 7.8
Mexico - Manzarillo 9 Jdgdy, 1995 8.0
Andreanov 10 S7H, 1996 7.9
Peru Northern 21 ®Ra%), 1996 7.8
Papua, New Guinea 17 e, 1998 7.0
Vanuatu 26 9N, 1999 7.4
Turkey 17 3"k, 1999 7.6
Sea of Marmara (Indonesia)
(Sulawesi Island) 3 5g, 2000 7.3
Peru - Southern 23 5, 2001 8.4
Vanuata 2 SFasY, 2002 7.5
Rat Island 17 Jg¥x, 2003 7.7
Adentian Island (Japan, Honshu) 31 3fdegdy, 2003 7.0
Tokachi-Oki Earthquake 25 g, 2003 8.3
Hokkaido, Japan
Honshu, Japan 05 fRrawR, 2004 7.2
Northern Sumatra 26 fawR, 2004 9.0

SERY $ Jlaen gg SN b1 g w@n fHm wa gl

S R e e e e e e
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ad § gz wig vd AN § o
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YeIax ST AT UelaR agiR eMfde 3
UeaR ST 37U B qAT 3 YA HR
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TR FagR AR, Wafid, sy,
dqifdd, UMD B Fgd TSRS FagR
anfe-2 enfaa R
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AR Y | FURRA A fJueE & i
¥ T PR A R M § R fg
T R sgaara gig Ud gt WReu
ol g TR g @1 byl Wt WO R -
“Marketing is too important to be left
with marketing department”. fagur=
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BR, IAE / a1 Bl Gord, UgH A d
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SAETROT <1 YUTcHIT UTei R IRAR ATZh
D fererEl B gATH dEIAR I B
wac Bl fagu wRen B Aoty 99 §
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AT URH AGe H e A A 3ifE
gfg B Ad 3| TG UGH B WA
o 31l “d Td IR e Bl wfcRgeicTe
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T § f& “Marketing is nothing but

winning over the opponent”.
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H wrifed fban < Awar 71 o f
QT 3 SN AMABl 39 91d Bl g fb
3 it 3Rl ud guiaan Rl anfaR
HAIHfET A 91 3?7 39 W AR w-
o TET ¥ 3 YA UifeRAIIRS Pl B
Jurivd fhan s =gl
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tatistics - non-life insura

Report Card: General

GROSS PREMIUM UNDERWRITTEN BY NON LIFE INDUSTRY - 2007-08 (UNAUDITED)

(Rs.in Crores)

MARCH APRIL - MARCH GROWTH OVER THE
INSURER CORRESPONDING PERIOD
200708 200607 200708 200607 OF PREVIOUS YEAR
Royal Sundaram 67.42 56.63 695.16 600.58 15.75
Tata-AIG 73.12 54.61 813.39 741.56 9.69
Reliance General 136.68 108.72 1946.42 912.31 113.35
IFFCO-Tokio 207.53 80.05 1235.83 1150.32 7.43
ICICl-lombard 201.81 200.11 3344.69 3003.45 11.36
Bajaj Allianz 253.82 181.90 2404.34 1803.34 %38
HDFC ERGO General 14.73 19.99 216.58 190.16 13.89
Cholamandalam 84.29 34.74 563.67 314.59 79.17
Future Generali* 2.25 0.00 10.64 0.00
Universal Sompo** 0.00 0.00 0.48 0.00
New India 511.99 534.06 5274.14 5017.19 5.12
National 389.81 386.21 4030.80 3814.42 5.67
United India 371.61 346.22 3738.94 3498.77 6.86
Oriental 348.87 349.00 3855.61 3928.66 -1.86
PRIVATE TOTAL 1041.65 736.74 11231.19 8716.31 28.85
PUBLIC TOTAL 1622.28 1615.49 16899.49 16259.04 3.94
GRAND TOTAL 2663.92 2352.23 28130.68 24975.35 12.63
SPECIALISED INSTITUTIONS
Credit Insurance
ECGC 78.98 72.53 669.39 618.05 8.31
Health Insurance
Star Health & Allied Insurance 10.80 5.72 173.03 22.51 668.70
Apollo DKV* 2.04 0.00 2.98 0.00
Health Total 12.84 5.72 176.02 22.51 681.94
Agriculture Insurance
AlC 52.70 61.84 828.66 564.67 46.75
Note: Compiled on the basis of data submitted by the Insurance companies

* Commenced operations in November, 2007.
** Commenced operations in February, 2008.

Premium underwritten by non-life insurers - 2007-08 (Unaudited)
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I"'ound up

General Insurance Council - India (GIC-1), Mumbai and the German
Insurance Association (GDV) have

)
and to exchange views and information on matters and activities of
common interest.

Mr. K.N. Bhandari, Secretary General,
GIC-I, signing the MoC. Others seen in
the picture are (L to R): Dr. Jorg
Freiherr Von Fiirstenwerth, Member of
Board & CEO, GDV; Mr. Hoenen,
Member of Board, GDV. Seen in the
background is Mr. M. Ramadoss, CMD,
Oriental Insurance Co. Ltd. and EC
member of GIC-I.

Mr. K.N. Bhandari and Dr. Jorg Freiherr
Von Fiirstenwerth displaying the signed
MoCs. Others seen in the picture are

(L to R): Mr. Yogesh Lohiya, CMD, GIC of
India; and Mr. Hoenen.




“It's three weeks since | sent

all the documents for the claim...
| hope they send the money soon.”

“Yes, they will. When all the papers

are in order, they have to settle
within 30 days. It's the rule!”

The Insurance Regulatory and Development Authonty {IRDA), the supervisory body of insurance companies in India,
protacts the interests of policyholders. Hera are soma of the regulations laid down by IRDA:

A claim has to be paid or disputed by the insurance
comgany, ghing relevant reasons within 30 days of
receiving all refevant documents.

The insurer shall fummish the prozpect, a copy of the
proposal form, free of charge, within 30 days of the
acceptance of a proposal.

Proposals shall be processed and communicated
within 15 days of receipt by the insurer,

In case of delay in settlement of claim after
submission of all necessary documents, the inswrance
company will be Eable 1o pay a stipulated amount
ofinteresl

A lifa insuranca policyholdar is entitied to a “Free Look
Period” of 15 days (from the date of receipt of palicy)
to cancel the policy.

An insurance company shall respond within 10 days of
receiptof any communication fromits policy holders.

Issued in public inberest by:

et 31 famm wiin

Insurance Regulatory and
Development Authority

ird Floor, Parisrama Bhavanam,
Basheerbagh, Hyderabad 500 004,

Webste @ wwerirda.gov.in

1
da

SPREAD THE WORD...

The above advertisement is issued by IRDA in the Public interest.

o

Those wishing to publish it for spreading consumer awareness of Insurance may use this artwork for reproduction.




Cvents

5 - 6 May 2008
Venue: New Delhi

7 - 9 May 2008
Venue: Singapore

12 - 14 May 2008
Venue: Agaba, Jordan

22 - 23 May 2008
Venue: Singapore

2 - 4 Jun 2008
Venue: Dubai, UAE

11 Jun 2008
Venue: Mumbai

12 - 13 Jun 2008
Venue: Seoul, Korea

22 - 24 Jun 2008
Venue: Seoul, Korea

30 Jun - 1 Jul 2008
Venue: Ho Chi Minh
Vietham

Making Health Insurance Work for the Poor
By USAID-INDIA and GTZ

2" Asian Insurance CFO Summit
By Asia Insurance Review, Singapore

International Conference on
Insurance and Marine Transportation
By Jordan Insurance Federation

Conference on Terrorism and Political Risk in Asia
By Asia Insurance Review;, Singapore

2" Mena CEO Insurance Summit
By Asia Insurance Review, Singapore

Risk Summit 2008
By Asia Insurance Post, India

Asia Pacific Life Insurance Congress
By Asia Pacific Financial Services Association

LOMA/LIMRA Strategic Issues Conference
By LOMA

7t Asia Conference on Catastrophe Insurance
By Asia Insurance Review, Singapore



view point

Regulations and guidance are currently being prepared to make more transparent
the regulatory treatment across a whole range of Islamic finance products. We are
also committed to continue reviewing our regulatory framework as new structures
emerge in this highly dynamic industry.

Mr Tai Boon Leong
Executive Director, Monetary Authority of Singapore

The International Association of Insurance Supervisors (lAIS) is pleased to be working

closely with the Financial Stability Forum (FSF) in examining measures to enhance
the resilience of the financial system.

Mr Michel Flamée

Chair of the IAIS Executive Committee

The ability of the private players to cash in on the urban (Indian) markets and

innovative distribution channels drove them to higher growth. They are also able to

get more business by convincing a policy holder to go for an additional one, exploiting
the unsaturated urban markets.

Mr C S Rao

Chairman, Insurance Regulatory & Development Authority, India

An embedded risk management culture ensures staff are on the lookout for loss

events which helps contribute to the prevention and reduction of potential future
losses.

Mr Harvey Cropp

General Manager (CORS), Australian Prudential Regulation Authority

The financial services industry needs to identify the appropriate strategic direction
for human capital development. Attention needs to be given to the entry level, to
the specialists and to the senior management levels.
Dr Zeti Akhtar Aziz
Bank Negara Malaysia

State legislators and regulators want to set the record straight. We provide local,
proven consumer protection. And, by working together, we have continued to
improve, enhance and modernize the state-based system of insurance regulation.
Ms Sandy Praeger

NAIC President and Kansas Insurance Commissioner




