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CHALLENGE OF LIQUIDITY RISK AND CREDIT RISK IN INSURANCE COMPANIES WITH SPECIAL REFERENCE
TO INDIAN PUBLIC SECTOR GENERAL INSURANCE COMPANIES

AVINASH TRIPATHI
ASST. PROFESSOR
SYMBIOSIS CENTRE FOR DISTANCE LEARNING
PUNE

ABSTRACT

The aim of this Article is to identify and discuss the challenge of Liquidity risk and Credit risk in Insurance companies with special reference to Indian Public sector
General Insurance Companies. The insurance companies across the globe have learnt a strong lesson from collapse of AlG in last financial crisis. Though every
insurance companies tries to maintain sound liquidity position, however, systemic risk factors may impact and have severe consequences on financial
performance of any insurance company and in extreme cases it may even led to insolvency of the company. Therefore it is important to know how an insurance
company may be at liquidity risk, so that appropriate steps are adopted to thwart the risk. Recently on 1st December 2011, Reserve Bank of India has introduced
trading in Credit Default Swaps (CDS).These contracts have been used by banks and insurance companies since long for credit protection. The CDS helps in
overall liquidity management of the companies, but CDS are double sided sword. Trading in CDS requires carefully guarding against systemic risk by limiting the
build-up of risk positions; maintain necessary capital adequacy, and capping leverages.

KEYWORDS

Credit events, Credit risk, Liquidity risk, Solvency, Systemic risk.

INTRODUCTION
iquidity risk for an insurance company is the risk that may incur losses in case the company finds difficult to secure the necessary funds or the company is
forced to obtain funds at far higher interest rates than under normal conditions if there is a mismatch between the maturities of assets and liabilities.
Liquidity risk may be of type’s; fund —liquidity risk and as market-liquidity risk. Fund —liquidity risk occurs if there had been an unexpected outflow of
funds from the company and Market-liquidity risk happens if the company is unable to conduct market transactions or is forced to conduct transactions at far
more unfavourable prices than under normal conditions due to a market crisis and the like. In both the cases, company is at losses.
Every institution needs levels of liquidity high enough to meet its payment obligations and low enough to take advantage of any investment opportunities. As
sources of funding become ever more volatile and costly, active liquidity risk management enables institutions to keep ahead of the competition.
Insurance Industry may run into liquidity risk if they are fall short of funds. Though the scope of liquidity risk in the Insurance Industry is very limited, still some
unexpected events such as massive decline in securities held by the companies, large claims, and other systematic risk generated in other parts of the financial
sector may severely impact the funding capacity of the insurance industry.
Newton et.al. 2009 and Lorent 2008 mentioned that likeliness of the insurance companies to run into liquidity crisis is lesser when compared to banks. However,
if a insurance company is impacted by any of the systemic risk factor, then it may have severe consequences on its financial performance and in extreme cases
the impact may led into end up with insolvency of the company.

LIQUIDITY RISK MANAGEMENT SYSTEM IN BANKS AND INSURANCE COMPANIES

The business model of the insurance companies is different from the other financial institutions in the sector. While insurance is based on long term funding, but
same may be not true with others .Advance premium payments are mode of funding upfront the insurers .Moreover the policy holders are prevented from
making cash demand at will. However, non-core activities of short term funding through commercial papers, securities lending and mismanagement of the
proceeds may put the insurance into danger zone of liquidity risk. The insurers may face the risk of clustered claim payments due to sudden natural catastrophe
as happened recently in March 2011 Japanese earthquake. Other situations as well massive policy withdrawals and surrenders due to sudden change in interest
rate may be vulnerable to insurance products.

Very often insurers align their assets and their investment activities are closely matched with expected payout schedule. Unlike bank, they are not at risk of asset
liability mismatch and instability. However their asset may sometime face risk of being lesser liquid, in case if invested in real estate or in private placement. In
this case, these are not liquid enough to cover the payouts and thus may cause insolvency of the insurers. Therefore, it becomes imperative for an insurer to
manage this risk so that they may meet time bound liabilities.

Modern capital adequacy regulations stress to mitigate liquidity risk via increased capital requirement. In insurance companies, products are designed in such a
way that these may effectively eliminate any exposure. There is general misconception that insurance companies are safer over liquidity issues, as these
companies have no leveraging of loans as do banks, but this is not true. We have numerous examples in the past, which has proved that the insurance
companies are also at bigger liquidity risk. Studies have shown that the reasons for the risk may be followings:

1. Insurance company has done investment into entities, but those are never actually held or those are not worth.

2 For policies, whose funds are locked into specific investment and which fail to perform well thus are not readily realisable.

3. Insurers may invest into a product of a company which are linked to loans that may default.

4 Insurance companies may pay high introductory commissions to insurance agents but later on new business could strain thus resulting into lack of funds to
meet claims.

5. Other types of systematic liquidity problem which may appear due to drying up of credits and thus making insurers insolvents.
In a report given by The Bank for International Settlement in 2006, it is clearly mentioned that banks have comprehensive liquidity risk management system in
place but same is not in insurance companies.

LIQUIDITY RISK AND CREDIT RISK MANAGEMENT IN INSURANCE COMPANIES WORLDWIDE

Insurance companies are large investors in International Financial market. Like any other investor, they have also added some investments in their portfolio
which have caused exposure to credit risk and so like various entities in financial sector they too relied on transfer of the risk through financial instruments,
mainly Credit Default Swap.

A Credit Default Swap (CDS) is a contract under which a seller agrees to make a payment to the buyer of the contract in the event of the referenced entity
experiences one of the several events i.e. credit events, which may be either of default, bankruptcy or reorganization. Whenever any entity issues a paper e.g.
bond to raise fund from the market, then there is occurrence of credit event. Under credit protection contract, the risk is transferred to the seller of the contract
by the buyer. In exchange for this the protection seller receives a fee. Literally, the protection buyer “swaps” the risk of default with the protection seller and on
occurrence of credit event, the swap contract provide the recovery of the loss.

In this context, CDS is similar to a standard insurance contract because CDS contract help the owner of the bond to manage the risk associated with bond
investment by providing credit protection.
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CDS market has seen a rapid growth because counterparties can buy or sell the CDS independent of the specific bond or other asset position on part of either of
the party involved. Therefore the term “naked “and “covered” are used to distinguish the ownership position of the protection buyer in the contract swap. So
the main point is that few types of CDS could be matched conceptually to insurance contract.

Evolution of CDS: Global Growth (2001~2012)

Credit Default Swaps
Outstanding in billion $
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Source: ISDA Market Survey (2001~10), DTCC (2010~12)
The insurance and reinsurance companies are major investors in the capital market. Their investment portfolio may have exposure to the shares and debt
securities of the companies under stress. During the period of slowdown, as the financial crisis worsens and economic activity deteriorate, at the same time
valuation of these assets also come under pressure.
Losses become more apparent as mark to market valuation accounting rules are required to be followed by insurance companies.
Though insurance companies tries to protect themselves by maintaining widely diversified portfolios and investing in high quality securities, but when financial
crisis is on larger scale then these financial assets may suffer significant loss. As the losses rose, the cost of hedging to limit the fall of equity contract also rose.
Credit default swaps, is partly blamed for the credit crisis in US and the near sinking of insurer AlG. The company AIG had been a major seller of credit protection
in US and its collapse in recent financial crisis has shown vulnerability of insurance companies on liquidity position.
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Singapore, South Korea, Sri Lanka, Taiwan, Thailand, and Vietnam)

. 48 defaults in 17 years

. Japan: 3 CDS defaults since 2003

CREDIT DEFAULT SWAPS (CDS) IN INDIA

Recently on 1" December 2011, Reserve Bank of India has introduced trading in Credit Default Swaps (CDS) in order to attract investors to country’s bond
market.CDS contracts have been used by banks and insurance companies since long for credit protection.

Features of CDS in terms of RBI guidelines are-

1.  Only banks, bond houses, finance companies, mutual funds, insurance companies, housing finance companies, provident funds, listed corporate and
foreign institutional investors are allowed to buy protection.

CDS can be used to purchase protection against a debt obligation of a single Indian entity only.

In the case it is used to buy protection against default of bonds, the bonds have to be listed.

CDS cannot be freely traded in India.

Any user of the CDS can exit only by unwinding the contract with the original party.

uhRhwnN
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6. Legal hassles and procedural delays due to unique rollover of loan repayments in the name of 'corporate debt restructuring' will also qualify as a credit
event that will help the holder get insurance claim since it will be treated as default.

7. Only the market makers or commercial banks will be allowed to buy and sell credit default swaps while the 'users' can only buy credit protection, but will
not be allowed to sell them.

8.  Users may be insurance companies, housing finance companies, provident funds, listed corporate and foreign institutional investors.

9. The users cannot hold these contracts without having eligible underlying bonds, though the market makers can buy protection without having the
underlying bond.

10. The users cannot buy CDS for amounts higher than the face value of the corporate bonds held by them.

11. All market makers have to report their CDS trades in corporate bonds within 30 minutes of the trade to the Clearing Corporation of India Ltd (CCIL) trade
repository CCIL Online Reporting Engine (CORE)

Investors (here refer to Insurance companies) now have option to mitigate credit risk in their investment portfolio even in a tough macro-economic

environment. Investors can also invest in higher-yield instruments, while ensuring minimal credit risk by buying CDS protection from top-rated counterparties.

Since the credit events, as defined in the CDS contract, include bankruptcy and restructuring approved by BIFR as well as CDR mechanism, therefore investors

are also protected even in the event of any default or bankruptcy of the bond issuer.

The central bank RBI has taken stringent measures to ensure that these instruments cannot be used for speculation in India and has also created rules limiting

the scope of the market.

SOURCES OF LIQUIDITY FOR INSURANCE COMPANIES

Insurance companies are required to maintain liquidity at three different levels:

a)  On operative basis i.e. day to day cash management.

b)  On organisation basis i.e. ongoing cash flow management for cash needs over a period of 1-2 years

c)  Onenvironmental basis i.e. stress liquidity management focusing on management of catastrophic risk

To meet outflow requirement, Insurance companies typically maintain their liquidity in flowing forms:

a)  Bank Deposits:-The companies maintain balance with banks in current accounts, which may be linked to sweep in-sweep out facility to earn additional
interest.

b)  Treasury bills: T-bills are useful in managing short term liquidity. These are short term investment opportunities and are offered for a period generally up to
one year. Government of India issues these types of treasury bills through auctions namely 91 days, 182 days and 364 days. These are issued at a discount
and are redeemed at par.

c¢) Commercial Paper:- It is an unsecured money market instrument issued in the form of a promissory note. Corporate, Primary dealers (PDs) and the All-
India Financial institutions (Fls) are eligible to issue CP and also they can issue CP for a maturity between minimum of 7 days to a maximum of one year
from the date of issue. CP can be issued in denomination of Rs.500000 or in multiple of thereof.

d)  Credit Facility: This is a important source of liquidity in form of line of credit from banks and other financial institutions. However, there are limitations on
this facility, as in stress situation, there is risk that the counterparty may either refuse or dishonour the agreement.

e) Asset sale: Listed government and infrastructure bonds are easier to be sold, but the price depend on the market factors, type of security and the quantity
sold. In a stress situation, it is difficult to realise their desired values.

f) Other Instruments: This includes investments in shares-equity and preference, mutual funds, derivative instruments, debentures, subsidiaries, real estate
and other securities.

PUBLIC SECTOR GENERAL INSURANCE COMPANIES IN INDIA
After liberalisation of the Indian insurance sector and de-linking from general Insurance Corporation of India in the year 2000, there are four general insurance
companies, which are functioning independently. These companies are
1)  National Insurance Company limited
2)  New India Assurance Company Limited
3)  Oriental Insurance Company Limited
4)  United India Insurance Company limited
These companies together have a network of 101 regional offices, 1395 divisional offices, 2880 branch offices in India and 43 overseas offices.
(Source: Ministry of Finance-Government of India)
LIQUIDITY RATIO
It expresses a company’s ability to repay short term debt obligation. It is determined by dividing the liquid assets with total liabilities. If the value of this ratio is a
greater than one, then it means that in emergency situation a company would be able to pay its all short term debts by most liquid assets.
The formulae is

Liquidity Ratio = Liquid Assets

Total Liabilities

DATA COLLECTION
To discuss the liquidity ratio of the four general insurance companies mentioned above, data has been collected from their website .This ration is part of the
report submitted by companies in Form NL-30 on Analytical Ratios for Non-Life companies .A screenshot of the same is given below:
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FORM NL-30  Analytical Ratios

Insurer:

| NATIONAL INSURANCE COMPANY LTD.

| Date:

Analytical Ratios for Non-Life companies

Ratios in %

30.06.2011

1 Gross Premium Growth Rate 28.2 28.87
2 Gross Premium to shareholders' fund ratio 19.09 14.79
3 Growth rate of shareholders'fund -0.67 29.7
4 Net Retention Ratio 88.86 86.2
5 Net Commission Ratio 6.61 8.01
6 Expense of Management to Gross Direct Premium Ratio 32.01 33.39
7 Combined Ratio 86.55 -
8 Technical Reserves to net premium ratio 502.43 521.8
9 Underwriting balance ratio -29.61 -24.76
10 Operationg Profit Ratio -10.7 -7.76
11 Liquid Assets to liabilities ratio 24.44 28.18
12 Net earning ratio -3.2 -7.78
13 return on net worth ratio -0.54 -0.99
14 Available Solvency(Actual Solvency) to Required 1.61
Solvency Margin Ratio
15 NPA Ratio
Gross NPA Ratio 3.27% 5
Net NPA Ratio 0.83% 1.13
Equity Holding Pattern for Non-Life Insurers (Rs in Lakhs)
1 (a) No. of shares 10,00,00,000 10,00,00,000
2 (b) Percentage of shareholding (Indian / Foreign) 100/0 100/0
3 ( ¢) %0of Government holding (in case of public sector 100 100
insurance companies)
4 (a) Basic and diluted EPS before extraordinary items (net 0 0
of tax expense) for the period (not to be annualized)
5 (b) Basic and diluted EPS after extraordinary items (netof | O 0
tax expense) for the period (not to be annualized)
6 (iv) Book value per share (Rs) 160.48 148.54
Source; www.nationalinsuranceindia.com/nicWeb/nic/fnclinfo.jsp
LIQUIDITY RATIO IN THE YEAR 2009-10
Quarter Indian Public sector General Companies
National Insurance | The New India Assurance Co. Ltd | Oriental Insurance | United India Insurance
Q1(Apr-June) | 14.36 34.82 32.42 55.56
Q2(July-Sep) 15.32 47.51 33.79 55.56
Q3(Oct-Dec) 19.51 136.31 26.26 55.56
Q4(Jan-Mar) | 22.69 48.28 29.31 60.39
LIQUIDITY RATIO IN THE YEAR 2010-11
Quarter Indian Public sector General Companies
National Insurance | The New India assurance Co. Ltd | Oriental Insurance | United India Insurance
Q1(Apr-June) | 28.18 52.25 45.07 56.61
Q2(July-Sep) | 27.78 60.58 30.89 54.54
Q3(Oct-Dec) 24.36 143.43 34.48 52.92
Q4(Jan-Mar) | 21.59 49.07 29.32 48.26
LIQUIDITY RATIO IN THE YEAR 2011-12
Quarter Indian Public sector General Companies
National Insurance | The New India assurance Co. Ltd | Oriental Insurance | United India Insurance
Q1(Apr-lune) | 24.44 41.6 31.15 46.84
Q2(July-Sep) | 20.15 46.51 32.22 45.31
Q3(Oct-Dec) 18.39 5935 | e 45.44
Q4(Jan-Mar) | - | e e e
CONCLUSION

Out of four Indian Public sector General Insurance Companies studied for liquidity ratio, we may easily estimate that among them the National Insurance have
the lowest liquidity ratio and on other hand The New India Assurance Co. Ltd have the highest ratio, whereas other two are in middle range of the two. In
summary we find that liabilities of these companies are well protected by liquid assets. Since it is very recent that CDS has been introduced, which insurance
companies can buy for credit protection, hence it would require further study to analyse its impact on insurance companies.
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