11th Capacity Building Seminar in General Insurance

Mumbal
19th & 20th December 2024

Investment Approach under Ind AS 117 and RBC

Hiten Kothari, Senior Director @ Willis Towers Watson

Sourav Roy, Appointed Actuary @ Shriram General Insurance

Institute of Actuaries of India



A

Institute of Actuaries of India

Presentation Disclaimer

Presentations are intended for educational purposes only and do not replace
Independent professional judgment. Statements of fact and opinions expressed
are those of the participants individually and, unless expressly stated to the
contrary, are not the opinion or position of the Company, Institute of Actuaries
of India or its committees. The 1Al does not endorse or approve, and assumes
no responsibility for, the content, accuracy or completeness of the information

presented.
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In the context of Indian market, do you believe accounting
under Ind AS will be similar to cash basis accounting

Poll Question

a) Yes
b) No
c) | am clueless!!
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In the context of Indian market, do you believe accounting
under Ind AS will be similar to cash basis accounting

Poll Question

Policy tenure v/s Contract boundary, loss

a) Yes component, DAC provisions for

Insurance acquisition cash flows etc.
 / "
b) No mean Ind AS accounts will be farther

C) | am clueless!! away from cash basis accounting
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Ind AS 117 — Key differences from IGAAP A
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Discount rate for liabilities is not based on assets backing
liabilities; Creates accounting volatility even when cash flow
matched

Assets and liabilities measured
independently

Realized and unrealized gains and losses on investments are

Investment income recognized as :
recognized as earned

earned

CSM — a new component of the liability used to defer and
amortize insurance gains into income as services are provided

Pricing gains and other insurance
gains/losses deferred and
recognized over time

CSM and Risk adjustment will be disclosed; Insurance and

Increased disclosure of current and investment results will be reported seperately

future profitability

NN NS
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Asset classification will impact ALM interaction A
with Ind AS 117 liabilities

Measured at fair value, changes in fair value flow through
P&L directly; applicable for Debt, non-fixed income assets
and derivatives
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Changes due to discount rate
through P&L

Measured at fair value, with unrealized gain/loss

FVOCI with no accumulated in OCI. Accumulated gain/loss cannot be
recycling recycled in P&L upon sale of assets; applicable to non-fixed
income assets

Measured at fair value, with unrealized gain/loss Changes due to discount rate
accumulated in OCI. Accumulated gain/loss recognized through OCI

through P&L upon sale of assets; applicable to debt
instruments

Amortized Cost Meas_ure(_j at cost, interest income calculated using
effective interest, applicable debt instruments

Assets Liabilities

FVOCI with recycling

www.actuariesindia.org



P&L implications — Sample Gl Companies (1)
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1390% 383% 810%

-154%

Assuming all assets backing liabilities are classified as FVPL under IFRS 9; On the liability side, entity chooses to put
changes due to discount rate through P&L
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P&L implications — Sample Gl Companies (2) A
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Debt Fair Value Change as % of PBT
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Assuming all assets backing liabilities are classified as FVPL under IFRS 9; On the liability side, entity chooses to put
changes due to discount rate through P&L
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Ind AS 117 - Discount Rate Methods A

Remove non-insurance
characteristics

(e.g., risk premium)
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“Liability”
llliquidity
Premium

Implicit asset 1

yield curve Liability
discount curve

Risk free Risk free
yield curve yield curve

Top Down Approach Bottom Up Approach

« Valuation of liabilities is de-linked from assets i.e. choice of assets does not impact discount rate

« Discount rate should be consistent with the timing, currency and liquidity of the liabilities and observable current market
prices (where available)

www.actuariesindia.org



Change In discount rates — choice of allocation A

: Onerous contracts 1
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|
|
: Net contract asset or liability
| under BBA
|
|

Change in Release of CSM P&L

eStimateS Insurance service
re:citt'l;‘%to Fulfilment cash flows Change in CFs related result
to past and current

coverage

Future cash flows - P&L

Insurance finance
expense

Release of RA related

Risk adjustment to past and current ~ —
coverage

Interest expense at
locked in discount rate

Effect of changesin - —
discount rates —_——

OCI

«  Given the high rate of discount, Indian insurers will need to choose where to allocate the effect of moving discount rates
l.e. P&L or OCI
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lllustrative Example #1— Base A
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All figures in INR crs

1. Total Liability cash-flow of INR 100crs having _ Time (t) -> 0 1 2 3
annual payment pattern of 30%:60%:10% Undiscounted Liability 100
2. Reference portfolio mirroring the liability cashflow ~ {Payment Pattern 30% 60% 10%
has yield of 5% Undiscounted cash flow 30 60 10
3. AtTime t=0, MV for liability is INR 91.6crs Liability Yield 5%
Discounted cash flow 28.6 54.4 8.6
Discounted Liability 91.6
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lllustrative Example #1- OCI A
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4. Under Ind AS 117 assets and liablilities are de- All figures in INR crs

linked. When electing the OCI option, assume both .
the Asset (Ind AS 109) and Liability (Ind AS 117) Time (t) -> 1 2 3
elect the OCI Option 'E‘_Ctbu_ﬁl C;_ i 8380/

5. Assume 1 day before T1, the return yield for liability Dlgcl (I:% o;iecf;inal vield =7 57 1 91
reference portfolio is 8% and no change in Disc c/f new yield 55.6 8.6
payment pattern. Unwind 16 ' '

6. Thus, the liability market value is INR 64.1crs @ :
8_%Idnew yield against INR 66.2crs @ original 5% \élr?;c:];::ir:]/eF(F:tl?nge (2;1)
yield.

7. If the OCI option is elected, the difference between
the initial assumptions (5%) and the current

assumption (8%) i.e. INR 2.1crs go through OCI www.actuariesindia.org




Ind AS 117 ALM Challenges - Liabilities A

- Liability discount Rate

- Independent of insurer’s underlying assets

- Changes in credit spreads may cause additional P&L volatility
when assets are classified as FVPL

- Changes in matching position (e.g. due to asset trades) no
longer directly impact liability and may reduce P&L volatility

www.actuariesindia.org
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Ind AS 117 ALM Challenges — Assets A
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- Choice of Assets

Asset choice / Investment strategy do not impact liabilities
Can focus on economic results and long-term best interest of Company
Companies may reduce use of non-Fixed income assets

EXxisting Equity exposure needs to be managed as part of transition I.e.
managing the volatility and classification into OCI or P&L
CSM has no interest sensitivity

- view and treat CSM as available surplus OR

- Match together with fulfilment cash flows OR
- Match with shorter term assets

www.actuariesindia.org



Poll Question A
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In the context of Indian market, do you believe under Ind

AS 117 the investment income will be lower than current
IGAAP

a) Yes
b) No

c) Don’t think CEOs / CFOs will be convinced even if |
am!!
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Comparison of Proposed RBC and Current Solvency

Regime

Available Capital

Valuation of Assets

Current Solvency Regime
Book Value

A
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Proposed Solvency Regime
Market Value

Valuation of Liabilities

Undiscounted prudent
estimate

Market Value : Discounted
best estimate + Risk Margin

Required Capital

Market Risk

X

By Stressing the complete
balance sheet for interest

rate, credit spread, equity
and property values.

Insurance Risk

Factor applied to the Written
Premium and Financial
Incurred Claims as per
Indian GAAP. Max of above
two at LOB level is selected.

Factors applied at specified
LoBs for reserve risk and
premium risk separately.
CAT risk to be modelled.

Counter Party Default

X

v

Operational Risk

X

v
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Implication of the change on investment decision

Return

Capital e
Maximization

minimization

—————————————————— \y————————-—-—-———————="Under current solvency
| regime as there is no
Impact of investment
asset choices on capital
requirement, the only
objective was return
maximization.

Various levels of return-vs-capital trade-off

www.actuariesindia.org
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Capital Minimization

* [nterest rate movement impacts both assets and liabilities value
under both IFRS and Proposed RBC.

—_——-——

Reducing the

I
|
|
! I C___
S — iEqu?ty/ | = (r)i\girall market
 Equity/ | | | Capital i |
 Capital | |
|
% |
leb] o
= ,f
2 | %) |
- | ;E | Matching /
- — ‘=—- Hedging interest
= | rate risk.
- :
|

—_——

www.actuariesindia.org



Matching vs Hedging of Interest Rate Risk (1/3) A

CF tL la Institute of Actuaries of India
Value of Liabilities = z Where,
(1+ yrf )t t =time period in years
t=1 t y = interest rate
CFpsset CF = Cash Flow
Value of Assets = A+, rf = Risk Free
o YVt

« \We can broadly bifurcate the liability into two parts and understand the
effectiveness of matching:

Amount of Liability How well can we predict the loss ratio? Uncertainty in IBNR Projection
Impact of Catastrophes.

Timing of Liability =~ More uncertain than LIC Linkages with settlement strategy

Beyond once control like court
judgements.

 Pure matching thus in General Insurance may not be effective.
www.actuariesindia.org




Matching vs Hedging of Interest Rate Risk (2/3) A

Instead, what if we hedged the Interest rate risk by
matching the sensitivity of asset and liability value to
change in interest rate.

A Liab(y) = Liab (y + Ay) — Liab(y)

d Liab
= iy dy + o(dy) = —MD * Liab * dy

www.actuariesindia.org
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Interest Rate Risk Hedging — Case StudyA

Scenario:

A Gl Company has been writing only Motor TP line of
Business from last 5 years with starting year premium of
Rs. 500 Cr.

* Growth rate of 15%.

* Expected Loss Ratio 85%.

 Discounted Value of Liabilities — Rs 1669 Cr.

« Macaulay Duration of Liability —4.42 Yrs.

* Modified Duration of Liability —4.12 YTrs.

www.actuariesindia.org



Interest Rate Risk Hedging — Duration A

-4%

-3%
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2000

1600

1500
1400
1300
-2% -1% 0% 1% 2% 3% 49 5%
Parellel Shift in Yield Curve
Liabilities Value — Duration Predicted Liabilities Value
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Matching vs Hedging of Interest Rate Risk (3/3) A
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= Liab'(y) d(y) + 0.5 * Liab" (¥) (d(»))2+ o((dy)?)
= —MD #* Liab *dy + 0.5 * Convexity * Liab * (d(y))? + 0((d}’)2)

www.actuariesindia.org



Interest Rate Risk Hedging — Convexity A
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2000

1600
1500
1400
1300

-4% -3% -2% -1% 0% 1% 2% 3% 4% 5%
Parellel Shift in Yield Curve

Liabilities Value —— Duration Predicted Liabilities Value — -+ Convexity Adjusted
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Matching / Hedging Interest Rate Risk

More Capital Requirement

Less

4
Cashflow @

— Matching o

Immunization §

Convexity S

|

Duration X
Matching =
5

More
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Return Optimization — Scanning the investment universe

16%

® Equirty
14%
12% ® BBB 10 Yr - Corporate
® BBB 10 Yr- NBFC
A 10 Yr - Corporate ® A 10 VYr-NBFC
10% ® BBB 10 Yr-PSU FI & Bank
Q AA 10 Yr - NBFC
(=) AAA 10 Yr - NBFC ® A 10 Yr-PSUFI & Bank
c 9 AA 10 Yr - Corporate
= 8% AAA 10 Yr - Corporate
3 9 @ AA10Yr-PSUFI & Bank
(<5} ® AAA 10 Yr - PSU FI & Bank
nd @ G-Sec5 Yr ® G-Sec10Yr
6% STRIPS 5 Yr STRIPS 10 Yr
4%
2%
0%
0% 5% 10% 15% 20% 25% 30% 35% 40% 45% 50%

Capital Requirement — Non Interest Rate Risk (%0 of Value)

Source: FIMDA and CCIL  Data is for 29t November 2024 S —
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Return Optimization — Scanning the investment universe

16%
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® Equirty
14%
12% ® BBB 10 Yr - Corporate
® BBB 10 Yr - NBFC
A 10 Yr - Corporate ® A 10 Yr- NBFC
10% ® BBB 10 Yr- PSU FI & Bank
Q AA 10 Yr - NBFC
o ® A 10 Yr-PSU FI & Bank
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= 8%
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Capital Requirement — Non Interest Rate Risk (% of Value)

Source: FIMDA and CCIL  Data is for 29t November 2024 S —
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Diversification benefit and search for efficient frontier

8%

Expected Investment Return%o

>
>

3
>

5%

Matched

20

A
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Portfolio C
Portfolio B
Portfolio A
® Current Portfolio
40 60 80 100 120 140

Market Risk Capital Requirement
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Putting it together A

Candidate Investment
Portfolios

www.actuariesindia.org



Key Considerations A

 For any decision making one needs a good metric for ==
evaluation, earning and capital requirements should be
blended.

* One such metric could be Economic Profit :

* Underwriting Profit + Investment Income — Cost of
Capital

* One year profit vs Multi Year Profit

* Testing the yield curve and spread expectations impact on
profit vs the capital requirement

« Account for transaction cost

 Testing of claims settlement strategies on economic profit
like faster or slower claims settlement.

www.actuariesindia.org




A

Institute of Actuaries of India

THANK YOU !l
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