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Rating Criteria for Life Insurance Companies

Executive Summary:

Life insurance criteria refer to the factors and conditions that insurance companies use to determine
whether to offer life insurance to an individual and how to price that policy. These criteria help
insurance providers assess the risk they are taking by insuring a person. Brickwork Ratings’ (BWR’s)
criteria for rating these instruments are discussed in this document.

The sectoral cap for Foreign Direct Investment (FDI) in the insurance sector has undergone several
revisions. Initially, the cap was set at 49%, but it was later increased to 74% under the automatic
route. As part of the Union Budget 2025, the government has announced a further increase in this
cap, raising it from 74% to 100%. However, this enhanced 100% FDI limit will be applicable only to
insurance companies that commit to investing the entire premium amount in India. This move is
expected to strengthen the sector by encouraging more foreign investments, boosting insurance
penetration, and fostering competition in the market.

Scope of Criteria:

To arrive at the Counterparty Credit Risk (CCR) rating of life insurance companies, BWR assesses
the standalone credit profile, as well as the support expected from the parent entity or group to which
it belongs. BWR considers several criteria to arrive at the rating, including the analysis of the
company's policies, practices, performance of the management, projected business plans and
financial analysis, industry and business risks analysis, risk management systems, investment
management, use of technology, marketing and distribution channels, and parental and
recapitalisation support in the case of new companies.

Risk Assessment and Methodology:

BWR’s rating focuses on critical aspects for the insurance business under the Indian regulatory
framework. The insurer's ability to meet its obligations to the policy holders is assessed on the basis
of the following key parameters:
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A. Business Risk:

Business growth in the LICs (Life Insurance Companies) depends a lot on its competitive positioning
in the market vis-a-vis its peers. BWR analyses the insurer's source of competitive advantage, as well
as its overall microeconomic business profile, with the aim of evaluating its long-term revenue-
generating capability. Key points considered are as follows:

Competitive positioning of the entity Enterprise-Wide Risk Management
« Market position of the entity ¢ Risk management policies and systems
« Diversity of products and operations e Reinsurance Risk
« 13th month persistency ratio e Regulatory Risk
« Conservation ratio

Competitive positioning of the entity:

e Market position of the entity: An entity’s position in the market can significantly influence its
exposure to certain types of risk, its financial stability, and the complexity of its operations. BWR
assesses as per the key factors mentioned below:

Company's competitive strengths and weaknesses
Quality and spread of distribution channels.
Diversification of business mix — by geography, sector, line of business, distribution source

Growth rates of premiums — in total and by line of business - on both net and gross bases, over five
years
Market shares overall and by major lines of business

Related non-insurance activities if any.
g. Net retention of customers every year
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Broader economic conditions, such as inflation, unemployment rates, and overall market volatility,
can affect both the insurer's investments and the demand for life insurance policies. A downturn in
the stock market could reduce the insurer's investment returns.

¢ Diversity of products and operations: Diversity in products is an important factor not only for
the insurer to be the preferred choice for customers but also for assessing their relative risk profile,
given that each product has a different risk profile. Diversity is achieved through a balance of life and
annuity products, which have very different risk profiles. Moreover, product diversity is achieved
through offering unit-linked plans and traditional life policies, which have different risk profiles, as
well as profitability, for the insurer. Diversity in the geographical portfolio of the insurer is equally
important to protect it from regional disasters that may impact the insurer.

¢ 13th month persistency ratio and Conservation ratio: While new policies are important for
business growth, it is equally important for insurers to retain existing policyholders. These are
measured through the 13th month persistency ratio (ratio of policyholders renewing their policies)
and conservation ratio (renewal premium collected in the current year to the total premium collected
in the previous year).

¢ Enterprise-Wide Risk Management: BWR would analyse the insurer's efforts to align the risk
strategy with the business strategy. All ERM (Enterprise Risk Management) practices will be assessed
relative to the realistic levels of risk at the company, and relative to peers with similar risks. BWR
evaluates EWRM quality in the following areas:
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¢ Risk management policies and systems: In general insurance, risk management policies and
systems are frameworks and practices designed to identify, assess, and effectively manage risks. By
staying within the entity's risk appetite, these policies ensure that the insurer has strategies to minimize
potential losses, comply with legal regulations, and maintain financial stability.

¢ Reinsurance Risk: Insurers often use reinsurance to mitigate risk, especially in large or complex
policies. If a reinsurance company fails or cannot meet its obligations, the life insurance company may
be left with greater exposure to claims. BWR assesses how the insurer manages its risk through
reinsurance taken for its high-risk products.

¢ Regulatory Risk: Life insurers operate in a highly regulated industry, and changes in laws and
regulations (such as tax laws, health care laws, and solvency regulations) can impact on the entity's
operations, profitability, and risk exposure. Insurers must comply with state and federal licensing
requirements. A failure to maintain appropriate licenses or meet regulatory standards can lead to legal
and financial penalties. Regulators require life insurers to maintain sufficient capital reserves to cover
claims and risks. Insufficient reserves can lead to regulatory intervention and a loss of public
confidence. BWR assesses the regulatory compliances followed by the insurer.

B. Financial Risk:

The key factors that BWR considers when evaluating a life insurance entity's financial position in
terms of financial risk are as follows:

1. Capitalization of entity:

Capitalization refers to the amount of capital (funds) a company has available, which impacts its ability
to absorb losses, withstand economic shocks, and remain solvent. For life insurance companies, strong
capitalization is crucial because they need to manage large liabilities that can stretch over many years.
It entails assessing important indicators for a Life Insurance Company, such as the solvency ratio,
shareholders’ fund, growth and infusion plans and financial flexibility.

¢ Solvency Ratio: Solvency is the most important measure of an insurer’s ability to continue to
service its policy holders and debt holders and continue to grow. Solvency is ensured through the
adequate infusion of funds to maintain the capital in the entity. IRDAI requires insurers to maintain
a solvency ratio (available solvency margin / required solvency margin) of 1.5.

Higher Solvency Ratio: Indicates the insurer has more than enough capital to meet potential claims and
other obligations.

Lower Solvency Ratio: Suggests that the insurer may struggle to pay future claims, indicating a higher
financial risk.
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e Shareholders’ fund: The amount of shareholders’ funds (equity capital) that the insurance
company must hold to absorb losses and maintain solvency in the face of unexpected financial
events. It is crucial for managing financial risk. Insurers need sufficient capital to cover a wide range
of risks such as underwriting risk (claims), investment risk (market volatility), and operational risks.
Capital adequacy ensures the insurer can meet long-term obligations, and the shareholders’ funds
provide the first line of defense against any financial difficulties.

e Growth and infusion plans: This involves evaluating the insurer’s strategy for expansion,
including increasing market share, launching new products, or expanding into new regions. Growth
plans should be sustainable and backed by solid financial foundations to prevent overextension.
Infusion plans ensure that the insurer has the necessary funds to support its operations, particularly
in times of rapid growth or when facing unforeseen losses.

¢ Financial flexibility: This refers to the insurer’s capacity to adjust and access its financial
resources to meet evolving needs and circumstances. It includes the ability to raise extra capital or
liquidity, when necessary, through methods such as debt, equity, or other financial instruments.

2. Underwriting performance:

Sound underwriting policies and practices are the foundation for the long-term sustenance of
insurance companies. While insurance companies make significant investment income, the core
profitability needs to come through underwriting surplus, which is dependent on the sound
underwriting practices of choosing the right risk-level customers and pricing high-risk customers
appropriately. The efficiency of the underwriting is analysed through assessing the insurer’s
underwriting surplus, operating profit and trend of profitability over the years.

e Profit After Tax (PAT): It is the amount of profit a company generates after accounting for all
expenses, taxes, and interest. A strong PAT indicates that an entity is not only profitable but also
well-positioned to manage financial risks and obligations, which is particularly important for life
insurers due to the long-term nature of their liabilities.

e Trend for profitability: The examination of how profitability measurements change over time in
order to comprehend the insurer's long-term financial health is known as the trend of profitability.

3. Asset Liability and Liquidity:
Asset liability is assessed to ensure that the entity has sufficient liquidity/cash flows to meet any asset
liability mismatch. Since the insurance company can have short- and long-term liabilities, hence
evaluation of its asset liability management (ALM) through liquidity coverage becomes a critical part
of analysis.

Liquidity refers to the company’s ability to meet its short-term obligations and policyholder claims
as they arise. Life insurers, which offer long-term products like life insurance, pensions, and
annuities, must carefully manage liquidity to handle the unique financial risks that come with the
long-term nature of their liabilities. These Companies need to ensure they hold sufficient capital to
meet both current liabilities and future obligations. This capital is typically required to exceed certain
regulatory thresholds to guarantee solvency and liquidity in times of stress.
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Life insurance companies invest heavily in long-term bonds, but fluctuations in interest rates can
impact their value. When interest rates rise, bond prices typically fall, reducing the value of the
insurer’s portfolio. This could affect liquidity if the company needs to liquidate assets to cover claims
or expenses, potentially forcing it to sell bonds at a loss.

To analyse this critical parameter, BWR performs the following:
« Interest rate risk and asset-liability duration gap analysis
« Liquidity coverage is measured through cash balances and liquid investments.

« Asset allocation strategies, asset credit quality and asset diversification (by asset class, sector,
maturity, issuer)

« Portfolio liquidity, to maintain the portfolio level liquidity, the entities should maintain the healthy
cashflow, liquid investment and treasury portfolio to meet policy holders demand at all times. It is
important to assess that the insurer is maintaining portfolio diversification and no risk
concentrations.

4. Investment Portfolio:

Life insurance companies typically invest the premiums they receive to generate returns. The types
of investments (stocks, bonds, real estate, etc.) and their performance impact the insurer’s
profitability and ability to meet future claims. An insurer must manage the risks of mismatched
assets and liabilities, ensuring the right mix of long-term investments to match their long-term
liabilities (claims payments). Poorly structured portfolios could lead to liquidity problems. Life
insurers are often sensitive to changes in interest rates because they rely on fixed-income
investments (like bonds) for returns. A low-interest-rate environment can reduce returns and strain
the company’s financials. BWR reviews the investment policy and portfolio of the insurer. A detailed
analysis is done to understand the processes followed by the entity to manage market risk, credit risk,
and so on, in its investments.

C. Management and Corporate Strategy:

The quality and credibility of an insurer's management team is a key determinant of the entity's
success. BWR would meet the senior management to understand the risk appetite for future growth
strategy and implementation plan. Therefore, BWR considers the following parameters to determine
management risk:

e Management Strategies: It outlines the comprehensive plan and strategy developed by the life
insurance company’s leadership to achieve its long-term goals, maximize profits, and manage risks.
This involves setting clear objectives, allocating resources efficiently, and making informed decisions
to adapt to evolving market conditions.

e Risk Appetite: The level of risk life insurance company is willing to take on to achieve its objectives.
It determines the boundaries of acceptable risk by balancing potential rewards with the entity’s
capacity to absorb losses without compromising financial stability.

e Competence and Integrity: Describes the skills, expertise, and ethical standards of the staff and
management.

Additional factors in assessing credit risk:

These criteria outline the methodology to arrive at the standalone rating of a Life Insurance company.
The rating further considers any support that the insurer can get from its parent or group. Public sector
insurers are also assessed for the support they enjoy from the government. Parent support is
especially key in the initial years of growth in life insurance companies, where the profitability will not
be sufficient to support growth in business. In such cases, the standalone rating of the insurer gets
notched-up, and the extent of notch-up is driven by BWR’s criteria for notching-up the standalone
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ratings of entities based on parent/group/government support, which can be found on the BWR
website.

In addition to the mentioned risks above, BWR also believes Environmental, Social and Corporate
governance (ESG) risks and opportunities can increasingly have an impact on the operations and
sustainability of business of an issuer. Hence, BWR while assessing the credit profile also assesses
the ESG profile of the issuer based on data availability. It may be noted that the impact of the ESG
profile of the issuer, both in terms of its strengths and weaknesses, are incorporated in the various
management risk related parameters while assessing the credit risk associated with the issuer entity.

Conclusions:

The criteria for life insurance companies focus on ensuring financial stability, effective risk
management, regulatory compliance, and customer-centric operations. A life insurer that adheres to
these criteria will be better positioned to meet its long-term obligations, provide value to
policyholders, and generate sustainable profits for shareholders. Maintaining a balance between
profitability, liquidity, and solvency while meeting the diverse needs of customers is essential for the
growth and stability of life insurance companies in a competitive and ever-evolving industry.

The previous version of this document can be found in
https: //www.brickworkratings.com/download/Criteria-LifeInsuranceCompanies%20v1.1.pdf
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About Brickwork Ratings: Brickwork Ratings (BWR), a Securities and Exchange Board of India
[SEBI] registered Credit Rating Agency and accredited by Reserve Bank of India [RBI], offers credit
ratings of Bank Loan, Non- convertible / convertible / partially convertible debentures and other
capital market instruments and bonds, Commercial Paper, perpetual bonds, asset-backed and
mortgage-backed securities, partial guarantees and other structured / credit enhanced debt
instruments, Security Receipts, Securitisation Products, Municipal Bonds, etc. BWR has rated over
11,400 medium and large corporates and financial institutions’ instruments. BWR has also rated
NGOs, Educational Institutions, Hospitals, Real Estate Developers, Urban Local Bodies and
Municipal Corporations. BWR has Canara Bank, a leading public sector bank, as one of the promoters
and strategic partner. BWR has its corporate office in Bengaluru and a country-wide presence with
its offices in Ahmedabad, Chandigarh, Chennai, Hyderabad, Kolkata, Mumbai and New Delhi along
with representatives in 150+ locations.

Disclaimer: It must be clearly understood that a Rating opinion is based on various factors/aspects
which includes application of certain Rating criteria. The particular criteria applied depends on a
number of factors, inter alia, sector/Industry, historical performance, cyclical trends, prevailing
economic condition, group support etc. Rating opinions factor many assumptions and the
application of any particular criteria or a set of criteria may be full or partial depending upon
peculiarity of each case. Application of any Rating criteria should not therefore be considered as
rendering finality or completeness to a Rating assessment. A reference to criteria needs to be
perceived in broad terms, only as an aid to a rating decision.

Brickwork Ratings India Pvt. Ltd. (BWR), a Securities and Exchange Board of India [SEBI] registered
Credit Rating Agency and accredited by the Reserve Bank of India [RBI], offers credit ratings of Bank
Loan facilities, Non- convertible / convertible / partially convertible debentures and other capital
market instruments and bonds, Commercial Paper, perpetual bonds, asset-backed and mortgage-
backed securities, partial guarantees and other structured / credit enhanced debt instruments,
Security Receipts, Securitisation Products, Municipal Bonds, etc. [hereafter referred to as
“Instruments”]. BWR also rates NGOs, Educational Institutions, Hospitals, Real Estate Developers,
Urban Local Bodies and Municipal Corporations.

BWR wishes to inform all persons who may come across Rating Rationales and Rating Reports
provided by BWR that the ratings assigned by BWR are based on information obtained from the issuer
of the instrument and other reliable sources, which in BWR’s best judgement are considered reliable.
The Rating Rationale / Rating Report & other rating communications are intended for the
jurisdiction of India only. The reports should not be the sole or primary basis for any investment
decision within the meaning of any law or regulation (including the laws and regulations applicable
in Europe and also the USA).

BWR also wishes to inform that access or use of the said documents does not create a client
relationship between the user and BWR.

The ratings assigned by BWR are only an expression of BWR’s opinion on the entity / instrument and
should not in any manner be construed as being a recommendation to either, purchase, hold or sell
the instrument.

BWR also wishes to abundantly clarify that these ratings are not to be considered as an investment
advice in any jurisdiction nor are they to be used as a basis for or as an alternative to independent
financial advice and judgement obtained from the user’s financial advisors. BWR shall not be liable
to any losses incurred by the users of these Rating Rationales, Rating Reports or its contents. BWR
reserves the right to vary, modify, suspend or withdraw the ratings at any time without assigning
reasons for the same.

BWR’s ratings reflect BWR’s opinion on the day the ratings are published and are not reflective of
factual circumstances that may have arisen on a later date. BWR is not obliged to update its opinion
based on any public notification, in any form or format although BWR may disseminate its opinion
and analysis when deemed fit.
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Neither BWR nor its affiliates, third party providers, as well as the directors, officers, shareholders,
employees or agents (collectively, “BWR Party”) guarantee the accuracy, completeness or adequacy
of the Ratings, and no BWR Party shall have any liability for any errors, omissions, or interruptions
therein, regardless of the cause, or for the results obtained from the use of any part of the Rating
Rationales or Rating Reports. Each BWR Party disclaims all express or implied warranties,
including,

but not limited to, any warranties of merchantability,

suitability or fitness for a particular purpose or use. In no event shall any BWR Party be liable to any
one for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential
damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost
profits and opportunity costs) in connection with any use of any part of the Rating Rationales and/or
Rating Reports even if advised of the possibility of such damages. However, BWR or its associates
may have other commercial transactions with the company/entity. BWR and its affiliates do not act
as a fiduciary.

BWR keeps certain activities of its business units separate from each other in order to preserve the
independence and objectivity of the respective activity. As a result, certain business units of BWR
may have information that is not available to other BWR business units. BWR has established
policies and procedures to maintain the confidentiality of certain non-public information received in
connection with each analytical process.

BWR clarifies that it may have been paid a fee by the issuers or underwriters of the instruments,
facilities, securities etc., or from obligors. BWR’s public ratings and analysis are made
available on its web site, www.brickworkratings.com. More detailed information may be provided
for a fee. BWR’s rating criteria are also generally made available without charge on BWR’s website.

This disclaimer forms an integral part of the Ratings Rationales / Rating Reports or other press
releases, advisories, communications issued by BWR and circulation of the ratings without this
disclaimer is prohibited.

BWR is bound by the Code of Conduct for Credit Rating Agencies issued by the Securities and
Exchange Board of India and is governed by the applicable regulations issued by the Securities and
Exchange Board of India as amended from time to time.
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