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ABSTRACT

Credit rating for insurance companies is an independent opinion on an
insurer’s financial strength and ability to meet its ongoing insurance policy and
contract obligations. For this, credit rating agencies world over adopt a
comprehensive quantitative and qualitative evaluation of a company’s balance
sheet strength, operating performance and business profile. The framework for
rating insurance companies encompasses three broad sources of risk, viz., business
risk, financial risk and management risk. Around the globe, credit ratings for
insurance companies may be given for a) any borrowing programme of an insurer
and b) financial strength. As normally insurance companies do not borrow,
Financial Strength Rating (FSR) is popular among insurers. Financial strength
refers to the insurer’s ability to meet all its policy holders’ obligations arising from
its normal course of operations. This FSR will help the company to boost
customers’ confidence on the insurers’ stability and lure investors besides
enhancing insurers’ credibility with reinsurers. In spite of good credit rating, global
insurers (for financial guarantee) have failed during the global financial crisis
Sebastian Schich (2009). But, insolvency of insurers is not prevalent in India.
Further. as only few insurers have got credit rating voluntarily, how do financial
strength rating criteria (used by credit rating agencies) impact the financial
performance of Indian life insurers remains an empirical question and this study
tries to close this gap. In this empirical study, cross-section data multiple linear
regression model is used and the financial strength rating criteria specific to
company characteristics such as insurance leverage, lapse ratio, investment
performance, underwriting risk, expense ratio and liquidity are regressed against
Operating Return on Equity (OROE) which Is the dependent variable. The sample
includes all the 23 life insurers (1 public and 22 private) and data pertaining 1o
three financial years, viz., 2008-09, 2009-10 and 2010-11 are taken. It is found that
the rating criteria such as insurance leverage, lapse ratio, investment performance
and underwriting risk influence the financial performance of Indian life insurers.

Keywords: Credit Rating, Financial Strength Rating, Operating Return on
Equity, Indian life msurers
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INTRODUCTION

Credit rating for insurance companies is an independent opinion on an
insurer’s financial strength and ability to meet its ongoing insurance policy and
contract obligations (Best’s Credit Rating Methodology, 2011). For this, credit
rating agencies world over adopt a comprehensive quantitative and qualitative
evaluation of a company’s balance sheet strength, operating performance and
business profile. The rating will help the company to boost customers’ confidence
on the insurers’ stability and lure investors besides enhancing an insurers'
credibility with reinsurers. Insurance professionals also depend on this rating to
assess the creditworthiness of an insurer’s operations, to evaluate prospective
reinsurance accounts, to compare company performance and financial condition.
With high awareness level of insurance customers about how regional, political
and economic instabilities can affect a marginal company, rating is an additional
important factor in the customers’ decision-making process to purchase insurance.

INSURANCE MARKET - GLOBAL AND INDIAN SCENARIO

Insurance industry, the world over forms an integral part of the financial
services sector and plays a pivotal role in the economic growth of an economy. A
well-developed insurance market paves way for efficient resource allocation
through transfer of risk and mobilization of savings. Insurance industry is well
devecloped in economies such as the US, Europe, Japan, and South Korea.
FEmerging markets are found throughout Asia, specifically in India and China, and
arc ajso in Latin America. In 2012, the global insurance market is forecast to have
a value of $4,608.5 billion, an increase of 24.9% since 2007. Life insurance
dominates the global insurance market, accounting for 59.7% of the market?s
value.

The insurance market in India has witnessed dynamic changes including
entry of a number of global insurers in both life and general segment. Life
Insurance industry in India is ranked 9th among the 156 countries, during 2010-11
and the Indian non-life insurance industry improved in its global ranking to 19% in
comparison to 26™ in last year. The Indian insurance sector was dominated by the
state owned Life Insurance Corporation and the General Insurance Corporation
along with its four subsidiaries. The process of re-opening the sector had begun in
the carly 1990s and following the recommendations of the Malhotra Committce
report, in 1999, the Insurance Regulatory and Development Authority (IRDA)
was constituted as an autonomous body to regulate and develop the insurance
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industry. The key objectives of the JRDA include promotion of competition so as
to enhance customer satisfaction through increased consumer choice and lower
premiums, while ensuring the financial security of the insurance market. At
present, the Indian insurance sector is a colossal one and is growing at a speedy
rate of 15-20%. In exercise of the powers laid down in Section 14 (2) of the IRDA
Act 1999, IRDA regulates, promotes and ensures an orderly growth of the
insurance business for the benefit of all the stakcholders and to provide long term
funds for accelerating the growth of the economy. Insurance density of life
insurance sector had gone up from USD 9.1 in 2001 to USD 49.0 in 2011
Insurance penetration had gone up from 2.15% in 2001 to 3.40% in 2011, Market
share of LIC increased marginally from 69.77% in 2010-11 to 70.68 per cent in
2011-12. The market share of private insurers has gone down marginally from
30.23% in 2010-11 to 29.32% in 2011-12.

CREDIT RATING OF INSURANCE FIRMS

Life insurers are custodians and managers of substantial investments of
individuals; and policyholders need to be confident that their insurer will be able
to meet its promised liabilities in the event that claims are made under a policy.
Regulatory authorities therefore seek to ensure that the financial performance of
life insurance companies is in a sound condition. Financial performance in general
is defined as the ability of the business to utilise its assets in order to generate
revenues in an efficient manner. Berger et al. (1997) contend that the factors
underpinning the financial performance of financial services firms are often
difficult to discern because of the intangible nature of outputs and the tack of
transparency over resource allocation decisions. In this context, a financial
strength rating is imperative given the growing customer base in a country likc
India and the long tenor of life insurance contracts.

Around the globe, credit ratings for insurance companics may be given for a)
any borrowing programme of an insurer and b) financial strength. As normally
insurance companies do not borrow, financial strength rating (FSR) 1s popular
among insurers (www.caricris.com). Financial strength rcfers to the insurer’s
ability to meet all its policy holders’ obligations arising from its normal course of
operations, The framework for rating insurance companics encompasses threc
broad sources of risk, viz., business risk, financial risk and management risk
(www.icra.in). Business risk analysis includes business fundamentals of the
insurer, the characteristics of the industry, growth prospects of the industry,
competitive market position, underwriting and reinsurance policies, product mix
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and importantly the quality of asset mix. Management risk analysis deals with
competence, risk appetite and integrity of the management. Financial risk analysis
is done through analysing important ratios of financial performance besides
managing requircd sofvency margin.

The agencies involved in assigning credit rating for the financial services
industry (including insurance services) in India are, CRISIL, ICRA and CARE.
Though credit rating for Indian insurance companies is not mandatory, a few
insurance companies have voluntarily obtained ratings annually from these
agencies especially for their claims paying ability. The rating agencies in India
follow a comprehensive methodology involving analysis of industry risk {external
environment), business risk (relative business position in the industry), financial
risk (capitalisation and profitability that determine the financial strength) and
parentage {parental support) (Bhatia, 2007). The Indian credit rating agencies
provide standalone asscssments for the industry as a whole and insurance
company in particylar apart from providing the crucial parental support for start-
up insurance ventures (www.crisil.com).

The parameters used for analysing the financial risk profile of an insurer
include financial performance of both underwriting and investment operations,
capitalisation levels, capital adequacy and solvency margins, loss provisioning
policies, accounting and valuation policies, earnings and profitability, liquidity
and financial flexibility (www].worldbank.org).

A REVIEW OF LITERATURE

A fow rclevant rescarch studies on the determinants of financial performance
of insurance firms are presented below: Adams and Buckle (2003) studied the
determinants of financial performance in the Bermuda insurance market. The
financial performance was measured using a single variable which captured the
difference between investment management and underwriting risks of an
insurance company, the two major economic activities of an insurance company.
Using panel data for 1993-1997, it was found that, highly leveraged, low liquid
companies and reinsurers have better operational performance than low leveraged,
highly liquid companies and direct insurers. Performance was positively related to
underwriting risk but the size of companies and the scope of their activitics were
not found to be important explanatory factors. Browne et al. (2003) combined
market and economic factors with insurer specific data to form dynamic financial
models of life insurers. Empirical analysis was based on annual data from 1985
through 1995 for 1,593 life insurers. A relationship between various broader





































































