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INDIA INSURANCE SECTOR ASSISTANCE

REVIEW
A. Objectives

USAID Misson in New Delhi conducted an in-house assessment of the impact of its technica
assigance to India sinsurance industry development from June 15 — 24, 2005. The objectives of
the assessment are: () to assess the current status of Indias insurance industry induding the
identification of mgor reform issues; (b) to measure the impact of USAID technical assistance
program on the industry; and (c) identify any revisions to the scope or mode of the assistance
program, if a.

This report is aresult of the assessment undertaken by a three-member team congsting of Denise
Lamaute of USAID/ Washington; Ashok Jhaof USAID/ Indiaand Aloke Gupta, an Indian
insurance expert who was closely associated with the Indian government’ s policy reform

initiatives and current hedlth insurance related initiatives of the Insurance Regulatory and
Development Authority (IRDA).

The Team conducted awide range of interviews with key insurance sector leeders in the public
and private sector (see Annexure | for the list). The discussions with the interviewees were
supplemented with areview of severd reports on the current state reform in the insurance
indudry.

This report identifies priority areas for continued USAID technica assstance and recommends
intervention mechanisms and tools to make TA more result oriented.

B. India’s Insurance Industry Reform

Insuranceis the mogt effective risk mitigation mechanism to reduce the vulnerability of the

people from the impacts of disease, disability, untimely deeth, and naturd catastrophes. Ina
developing country like Indiathe need for such a safety net is much greeter, particular a the low
income levels where vulnerability to risksis much greater and socid security programs are not
effective due to poor governance. Insurance reform is a prerequisite for reformsin socid
security, hedth care system and financid markets. In devel oped economies insurance companies
and pension funds are mgjor source of long-term capital and have dominant share (50 percent or
more) in total financid assets. They provide funding for end- of-service indemnity, life insurance
benefits, anuity and gratuity. They aso increase the depth and liquidity in stock and bond
markets, particularly in long-term bonds.

Prior to the opening of the insurance industry in 1999, the industry was underdevel oped and
exhibited severd mgjor weaknesses:
- Insurance perceived as savings products not as risk-mitigation tools— little role in hedth
care financing, disaster mitigation and agriculture;
Absence of competition in the industry - only government-owned companies alowed to
do business,
Low penetration of insurance products- limited to middle and high income householdsiin
urban centers (Tota insurance premiums. 1.93 percent of the Indian GDP compared to
8.61 percent in OECD countries and 7.38 percent in AsSian countries);
Lack of sophigtication in the design, ddivery and service of insurance products - limited
range of products, absence of risk-based pricing, inefficient ddivery channds and poor
customer service,

1



India Insurance Sector Assistance Review

| nedequate mobilization and inefficient dlocation of long-term funds by insurance
companies - poor access to insurance funds by private corporate sector; and

Conflict of interest in the supervision of insurance companies - the government was both
the owner of the insurance companies and the regulator.

The underdevel oped state of India s insurance industry meant that nearly 90 percent of its 400
million working population did not have access to any mechanism to finance qudity hedth care
for the family members, over 90 percent of its 200 million households did not have any life
insurance to protect againgt untimely desth of their earning members, over 95 percent of its
farmers did not any protection againg floods, drought and natural caamities; and most
importantly almost entire low-income and bel ow the poverty population did not have any
protection againgt risk arisng out of sudden shocks such as crop failure, hospitalization and
untimely deathinthefamily. Clearly, the potentia of the insurance industry to contribute to
India' s economic growth and mitigate risk faced by overwhdming section of its population was
not being fully harnessad.

The Indian Government redlized this and decided to reform the insurance industry as gpart of its
financia sector reform agenda. The enactment of the Insurance Regulatory and Development
Authority (IRDA) Act by the Indian Parliament in 1999 opened the door for participation of
private insurance companies and alimited participation of foreign insurance companies through
joint ventures with Indian companies. The mgor policy and indtitutiond initiatives that emerged
from the law were:
- Egablishment of an independent insurance regulator;
Participation of private sector in insurance business,
Minimum capitd of US$ 23 milliont for al types of insurance comparies (life, nontlife
and hedlth);
Foreign insurance companies alowed to paticipate in the market through joint ventures
with Indian companies - foreign equity injoint ventures capped at 26 percent;
Minimum capitd of US$ 46 million for reinsurance companies,
Rdativdy liberalized guideines for investment of funds by insurance companies, and
Insurance companies mandated to do a certain percentage of their business in the rurd
and socia sector.

The results of liberdization are sgnificant. Since 1999, IRDA has licensed 21 new private
insurance companies, of which 19 insurance companies have foreign equity participation from
wedl-known globa insurance players. To date, the industry has attracted foreign direct
investment of $235 miillion. Prior to 1999, there were only five insurance companies, al of them
state-owned.

In terms of the market size, both life and non-life insurance markets have registered over 10
percent annual growth in red terms (India has recorded one of the best growths among Asian
countries bettered only by Taiwan and Hong Kong). In 2004, Indian insurance companies
mobilized over $21 hillion, nearly three times as much asin 1999 ($8 hillion). The contribution
of insurance funds to household financid savings has increased from $5.4 billion in 1999 to
$11.6 billionin 2004. The insurance penetration (premiums as percentage of GDP) has
increased from less than 2 percent in 1999 to over 3 percent of the GDP, which has recorded
annud growth of 6-8 percent in the past few years. The market iswitnessing significant changes
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in terms of types of products being offered and channels being used by insurance companiesto
reach out to underserved segments of population and geographicd regions. New insurance
products such as westher insurance, group hedth insurance for the poor, product liability
insurance, lifeinsurance with critical/termind illnessrider and SME package insurance have
been introduced. Private insurers are aso using banks, microfinance ingtitutions and
cooperatives to increase their market share and compete with well-entrenched state-owned
insurance companies. The mandate with regard to rurd and socia sector is aso driving
innovations in product and digtribution channels.

Figure 1: Share of Insurance in Household Savings

14

11.6
12

10

5.4

US$ Billions

1999 2004
Year

The industry has benefited sgnificantly from the participation of globa insurance giants (e.g.
AIG, Allianz, Aviva, Sun Life, Chubb, Prudentid, and New Y ork Life) in terms of product
innovation, distribution channels and ‘ best practices’ in operations and clam settlement and
meanaging opertiond efficiency. Theinditutional framework for the industry has expanded to
include new trade associations such as life and nortlife councils, brokers associations; third party
adminigtrators; underwriters;, non-life actuaries and corporate brokers.

The insurance consumers have benefited immensdly from the competition that has materidized
inthelast five years. A wide range of products, customer-friendly service and professona
advice has become the maingtay of the industry and each insurer’ s strategy is centered on the
Indian consumer. Advertising campaigns, seminars and workshops are incressingly contributing
to customer awareness about risks— a critica factor in protecting incomes and assets.

Current Issuesin Reform

Despite the progress, India s insurance market remains very smal compared with some of the
magor emerging markets. India’s share of globa insurance market islessthan 1%. Major
emerging markets such as South Africa and South Koreawith a fraction (one-twentieth) of
India’s population do twice as much insurance business as Indian companies did in 2004. Totd
assets of Indian insurance companies are $80 billion, while atypica medium-Szed internationd
insurance company will have assets of over $100 billion. The government continuesto play
magor role in the industry through the state-owned insurance companies and high entry barriers
for foreign insurance companies. Market share of private insurance companies remainslow —in
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10 to 15 percent range. Lessthan 10 percent of the Indian population has access to hedth care
financing through risk pooling. Around 75 percent of Indias non-life premiums are il

generated under the administered pricing regime (caled 'tariff'). Access to insurance funds by
corporate sector and infrastructure projects remains inadequate as more than haf of the insurance
industry’ sfinancia assets are locked in government securities. In comparison, over two-thirds

of financia assets of U.S. insurance companies are in corporate bonds and equities, municipa
securities and commercia mortgages. If the insurance indudtry isto contribute to Indid's
economic growth, it needs to address thefollowing policy, regulatory and market infrastructure
issues on a priority basis.

Infusion of Capital

Insurance is a capital-intendve indudry. It isaso along-gestation business. In order to
mohbilize high rates of household savings the industry needs huge sums of capita to continue
growing at rates seen in the past five years. Thelaw provides for participation of global
insurance firmsin the Indian market only through joint ventures with Indian partners. FDI in
these joint ventures can not exceed 26%. This meansthe Indian partner of ajoint venture will
have to bring in aminimum of 74% of additional capitd required to do new business. On the
other hand the foreign partner is unwilling to commit more capital and management resources as
they have little say in shaping the business. Thereis aso a strong case for raising the FDI capin
reinsurance and auxiliary insurance services such as brokerage and actuaria services. The FDI
not only bringsin capital but dso insurance 'best practices and new insurance products, and
innovative digtribution channds that help insurers reach a broader spectrum of the population.

Indiaiis highly prone to natura catastrophes. In the past decade, India and China accounted for
one-fourth of the globa economic losses from natura disasters. Less than one percent of the
economic losses reaulting from these disasters were insured. Insurance for natura catastrophes
isadmog negligible Only an insurance market that has a strong capital base and ample
provisons to handle the inherent risks of amgjor event can respond to the disaster mitigation
needs. Theraisng of the FDI cap will go along way in fadilitating this.

Insurance Regulation and Supervision

Insurance is a contract where the purchaser of insurance pays premium upfront in return for a
benefit which may not occur until many yearsin the future. The purchaser is entirely reliant on
the expectation that the insurers will ill be in business at that unspecified future date and thet it
will then have sufficient financia resources to discharge its obligations. Prior to 1999, the
industry was a state-owned monopoly; the financia soundness of an insurance company was not
much of an issue, as the government by virtue of its ownership of insurance companies was the
insurer of the last resort.

In anewly de-monaopolized environment, IRDA will have to overcome key chalengeswhich
include building an insurance regulatory framework that is commensurate with internationa best
practices, promoting market competition by eliminating regulatory forbearance towards Sate-
owned insurance companies and lowering entry barriers, and raisng public confidence in, and
awareness of insurance products. Thiswill require developing IRDA’ s inditutiond knowledge
and expertise to make sure insurers have the financia resources required to pay dl damsasthey
become due, invest their funds prudentidly, develop technicd and financid capability to offer
hedlth, agriculture and disaster mitigation insurance, and treat consumersin an equitable

manner. It isaso important that the standards of insurance professionds as agents, brokers,
underwriters, and actuaries are maintained a high leves.
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Health Insurance

India spends about 6 percent of GDP for hedlth care, which compares favorably with countries
with amilar GDP per capita However, public spending on hedth is under 1 percent of GDP,
lower than dl but five countries in the world. This means current financing (over 80 percent) of
hedth care islargdly from private “out-of-pocket”. Clearly, thereisastrong case for increasing
the share of public expenditures on hedlth care — particularly for lower and middle income
households. The redlity isthat thisis not going to happen in foreseeable future, and the out- of-
pocket will continue to be the mgor financing source for hedlth care.

The high share of *out-of-pocket’ financing combined with ever risng cost of medica care,
overwhelming size of the informa sector, and low penetration of hedth insurance means that
over 90 percent of the population faces very high or potentidly crippling burden of health care
expenditures without any access to risk pooling through hedlth insurance or managed care. The
chalenge facing Indiais how to create a policy and ingtitutional framework thet alowsthe
vulnerable population to shift from private ‘ out- of- pocket’ hedlth financing to risk pooling
mechanisms

Figur e 2: Percentage of the Indian Population

with Private Health | nsurance
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Currently, privately financed health insurance reaches out to about one percent of the Indian
population. The available hedlth insurance plans are of indennity type, mostly offered by non
life insurance companies. These plans are characterized by ‘one-gze-fits-adl’ approach to
product design, limited coverage (only hospitdization), stringent exdusions especidly on
account of pre-exiging conditions, poor qudity of service by insurers such asddlaysin dams
settlement and disallowance, and lack of standardizationin trestment protocols and cost. Some
life insurance companies aso offer criticad illness riders to their life policies.

Percent of Population
=

Unlike other forms of insurance, hedlth insurance transcends the insurance industry and involves
the healthcare providers and medicd community which are not regulated by the IRDA. The
absence of an appropriate regulatory framework for the hedlthcare providers that enforces a
minmum leve of service and hygiene slandards has been amgor impediment to the growth of
hedth insurancein India. The lack of standardized data from health care providers and on
clams hampers the ability of insurersto price their hedth insurance products difficult. It isnot
surprising that despite opening up of the insurance sector and IRDA's best intentions, not asngle
dedicated health insurance company is among the 21 new private insurance companies licensed
since 1999. Clearly, the IRDA and the Minigry of Hedlth need to work in tandem to addressthe
impediments described. Theissue of high entry barriers in the form of higher capita

requirement ($21 million) and low FDI cap (26 percent) will aso have to be addressed by the
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Ministry of Finance and the IRDA,, if the market is to attract specidized globd playersin hedth
insurance.

Market Infrastructure

Indias insurance market, though with along higtory, is il afledgling in many repects. Datais
the lifdine of an insurance market. Comprehensive mortaity and morbidity data facilitate risk-
based pricing of life and health insurance products. Similarly claims data on auto insurance and
other types of casudty and property insurance are critical to ensuring financiad soundness of
insurers. With the exception of mortality data, Indias insurance industry doses not have any data
warehousing and data mining infrastructure to offer varied insurance products needed by avast
segment of the population. Only the avallability of religble data on economic losses arisng out
of naturd disasterstogether with a wel-capitalized indudtry to absorb risk transferred from
households will lead to the development of a functioning naturd catastrophe insurance market in
the country.

Apart from alack relevant information and data, restricted avalability of qudified and well-
trained insurance professonas such as underwriters, actuaries and brokers is aso amajor
impediment to the robust growth of the market. Theindustry does not have any inditutiona
infragtructure for testing, certification and licenaing of underwriters and brokers. The absence of
functioning trade associations practicing basic self-regulatory principles such as a code-of-
conduct for their members and a mechanism for identification and eimination of market conduct
mal practices that cause serious damage to industry's reputation is also not helping the industry
reglize its huge potentid.

Administered Pricing in the non-life Insurance M ar ket

Continued tariff-based pricing of non-life insurance products has resulted in unprofitable
underwriting, cross-subsidization across different lines of busness and distortions in the market.
This hasimpeded the growth of non-life insurance market. It is not surprising that the non-life
insurance premium as percentage of GDP for Indiais among the lowest in emerging markets
(lessthan one percent). India needs to deregulate the insurance pricing to make sure that the
access to insurance by underserved population increase sgnificantly.

Disaster Mitigation and Agriculture Insurance

Indiais prone to natural catastrophes. Between 1994 and 2003, India together with China
accounted for 25 percent of the globa economic losses from natural catastrophes and for 31
percent of fataities. 1n comparison, insurance compensation arising from these adverse events
was minima, amounting to less than 1 percent of globa insurance losses. It isclear that India
like other Asian countries has not been a serious participant in the globa market for disaster loss
risk transfer. The insurance indudtry has played ardatively inggnificant role in funding disaster
losses, despite having been in existence for many decades. In developed countries disaster 10ss
istypicaly funded through a combination of private insurance arrangements and an efficient
public finance system. In Indias case the disagter loss funding has mainly come from centrd and
dtate exchequers and ass stance from internationa donors. Given the poor hedth of public
financesin India, the exigting pattern of disaster funding pose a serious threet to its economic
growth. The industry needs to develop appropriate infrastructure for pooling al catastrophes
related risks and increase its reinsurance capacity.

The exiging crop insurance in India covers only about 10 percent of sown areaand have a high
clamsto premium ratio. It ismanaged by state-owned insurance a company and subsidized by
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the centrd and state governments. Recently, some private insurers have begun implementing
ranfdl insurance on pilot basis. But the share of private sector in agriculture insurance remains
inggnificant. The reasons for low penetration of agriculture insurance are: (a) administered
pricing and high levels of subgdization leading to market distortion; (b) lack of availability of
mechaniam for transfer and sharing of systemic risk; and (c) lack of accuracy and timdliness of
crop estimation methods.

Insurance for the Poor (Micro insurance)

The penetration of insurance products among the poor isinggnificant. The focus of the Indian
microfinance inditutions has been on delivery of cost-effective credit and savings products to the
poor. Insurance has been restricted to protecting loss of the asset that is being financed. The
poor need life insurance, asset insurance, disability insurance and most importantly hedth
insurance which isamgor cause of indebtedness in low income households. Studies show that
on an average, the average Indian spends 60 percent of the annua income towards medica costs
for sngle episode of hospitalization. Around 40 percent of hospitdized Indians are forced to sl
their properties or borrow at high interest rates. Thisresultsin agood 25 percent falling below

the poverty line.

The inggnificant penetration of insurance can be attributed to () lack of awareness about the
benefits of insurance; and (b) reluctance of insurersto sdll insurance to the poor due to high
ddivery cogts. Thelaw that opened the insurance industry to private sector charged insurersto
make available insurance services to the huge segment of the population that are vulnerable and
not part of the forma economy. The trandation of the intent of the law into redlity is going to be
most formidable task for the IRDA, policy makers, insurers, NGOs and MFIs dike. Micro
insurance will require aregulatory framework that is flexible enough to dlow insurers, NGOs
and solidarity groupsto innovate in product design and delivery modes to make insurance
affordable to the poor and yet be economicdly vigble.

C. USAID Support of the Insurance Reform

In response to arequest from the Government of India, USAID designed a multi-year technica
assistance program to strengthen the insurance industry.  Theinternationa consulting firm
Bearing Point began implementing this four-year $10 million program in June 2003.

The program is primarily focused on building the ingtitutional capacity of IRDA to help dign
local regulations to international best practices, guide the market towards amore liberd regime
with fewer entry barriers, reduced micro-management, better leve-playing fidd, and more
effident investment of funds by insurance companies. The program aso supports IRDA in
raisng the sandards of insurance professonas and in the development of enabling regulatory
and indtitutiona environments for health insurance and insurance for the poor.

The program just completed two years. It has had the following sgnificant impact on the
indudry:

Regulation and Supervision

The program is asssting IRDA in the development of a supervisory system that makes sure
insurance companies are solvent at al times, promotes efficient use of capitd, diminates
avoidable micro-management of business practices and promotes actuaridly sound pricing of
insurance products. The program helped
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Deveop ingpection manuds for financia condition and market conduct examination of
insurance companies. Provided training to IRDA saff in the use of the manuas.

Develop an I T-enabled early warning systemto track financid soundness of insurance
companies.

Conduct training workshops for IRDA gaff in areas such as risk-based capitd,
examingion re-insurance treaties and early warning solvency ratios.

Develop draft regulations on micro-insurance and organized round tables with NGOs and
MFIs to promote consensus on approach to micro-insurance. IRDA isthe first regulator
anywhere in the world to develop micro-insurance regulation.

Develop a detailed roadmap for trangtion to market-based pricing for non-life insurance
products. Thetrangtion to the new pricing regime is expected to be completed by the
end of 2006.

Health Insurance

The program is assiging IRDA in the development of an ingtitutiona and regulatory framework

necessary for the development of private hedth insurance market in India. 1t helped:
Develop standards for collection of usng WHO' s Internationd Classification of
Diseases (ICD). All private health insurance programs have been mandated to collect
data according to the new standards from April 1, 2006. Thiswould alow hedth
insurance companies and managed hedlth care programs to price their products,
redidicdly.
Develop regulatory parameters to promote licensing and operation of dedicated hedth
insurance companies, of which none exigstoday. The parameters include minmum
capitd for hedlth insurance companies, permissible FDI and gpplication of risk-based
capital approach to solvency.
The Hedling Fidd Foundation, a USAID grantee, which isimplementing a pilot modd
to deliver cashless hedth insurance to the poor householdsin sorting out
implementation related problems.
Training in actuaria application hedth actuaries.

Market Infrastructure
USAID assgancein thisareais focused on building the ingtitutiona capacity of trade
associations and professional bodies (brokers, loss adjusters and underwriters) to increase
insurance consumer confidence and industry's reputation. The program hel ped:
The life and generd insurance councils organize themsdvesinto functioning trade
associations. Helped devel op membership codes of ethics and rules on market
conduct and enforcement mechanism for such codes of ethics and rules for their
members.
Reviewed the existing system of grievances redress mechanisms such as insurance
ombudsman and consumer courts and made recommendations to improve their
effectiveness and efficiency.
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* | nsurance Penetration — Insurance Premium as a Percentage of GDP

® Insurance Density — Premium Per Capita (in US$)

6 Popul ation penetration — percentage of population covered under private health insurance
" Exchange Rate — US$: Rs43

8 NSSO — National Sample Survey Organization

® Mediclaim — is ahealth insurance policy that reimburses in-patient medical expenses.
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