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For a general insurance company, underwriting business is the basic core activity. All
other activities, in fact, emanate from this core activity only. Not much attention was
being paid to this core activity in the nationalized set-up under tariff era. Underwriting
was reduced to referring to the pages of tariff. There was no application of mind. Any
innovation was out of question. The customer has to tailor his needs according to the
available products rather than it being other way. In an environment like this the
underwriting skill and expertise development saw a decline. Then came the liberalization
of insurance sector and gradual withdrawal of tariff with the ultimate aim of ushering in a
fully tariff free regime. Suddenly underwriting became all important. The environment
became very competitive. Profit and solvency concern forced insurance companies to
relook at there underwriting operation. Then came IRDA regulation on “File & Use”
system. This meant amongst other, all insurance company must have

-

An underwriting policy duly approved by the board

-

The pricing has to be actuarially evaluated and if it is subsidized, this has to be
spelt out.

-

The concept of appointed actuary in general insurance company has come.

-

Nominated underwriters & issues connected with that.

-

Marketing & underwriting delinked.

Then there are regulations to protect policyholders interests and certification of
outstanding claims provisioning by Appointed Actuary. These regulations have their
own bearing on underwriting and pricing, which cannot be ignored now. There is now
talk of risk perception based effective underwriting. Risk management and related
issues are increasingly becoming crucial and important which is the way it should
always be. Persuit of premium for obvious reasons is the goal of all general insurance
companies. But this premium underwritten must be quality premium and must
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generate profit. The excellence and the quality of underwriting will determine the
long term survival of general insurance companies. This realization is now coming.
Then there are whole lot of other issues (e.g. marketing, claims settlement, investment
operation, etc.) which are dependent upon the underwriting operation of the company.
The underwriting issues therefore can not be seen in isolation and there is a need to
relook at things in the present day context.

Let’s now examine what does underwriting entail, how is the underwriting
philosophy /policy of a company is formulated and how this policy is monitored for
effective implementation. But before that let us discuss the corporate goal of a general
insurance company because policies in other areas of operation must fit in and help
achieve the corporate goal.

In today’s world most of the organizations have vision and mission statements.
Insurance companies are no exception. These statements provide the broad frame
work within which the corporate goals / objectives of the insurance companies are
set. The corporate objectives provide the business direction for medium and long
term goals. This involves understanding as to where the organization stands now, its
core capabilities, strength and weakness and the environment (business, social and
economic, regulatory / legal etc,) in which it operates. Bases on these understandings,
the road map to achieve the goal is set. Corporate objectives covers whole range of
the organizations activities including the underwriting goal. The underwriting policy
of the company must therefore be capable of delivering the required results and
accordingly must be subject to continues review for its effectiveness.

Underwriting basically refers to the process of evaluating a proposal that comes for
insurance. Based on the evaluation done a decision is to be taken as to the acceptance
of proposal or otherwise. If its is to be accepted, at what price and on what terms,
conditions and coverages. This process ends with the issue of policy documents. For
a routine kind of simple proposal, the entire procedure is very simple. Generally
insurance companies have internal guide rates and standard policy documents, for
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these routine risks which a re typically “High frequency, low severity risk” and do not
require much of an underwriting expertise & skill. But the aggregate of simple risk
across the company, and the likely financial consequences needs monitoring.
However, typically for “low frequency high severity risk” e.g. liability, aviation, etc.
or unusual risk, or risk with every high sum insured, etc. the underwriting process
becomes more complex and whole lot of other issues having bearing on acceptance of
such risk come in the picture. These include :-

-

Underwriting capacity and retention on own account and solvency concern

-

Reinsurance arrangement and cost associated with that

-

Availability of technical expertise for underwriting big and complex risk in
the company.

-

The authority to accept such risks and the underwriting policy of the
company.

For simple risk, the evaluation is done through the information contained in the
proposal form. For big and complex, industrial risk, the evaluation is done through
risk inspection carried out by specialist trained engineers of the insurance company.
Individual risk peculiarities will vary and the report of the risk engineer
comprehensively examine the physical hazard aspects in relation to the perils
covered. Depending upon the class of business, additional questions may be asked
through a questionnaire. For medical insurance, medical check up and diagnostic test
may be insisted upon. Moral hazard aspects are difficult to assess. But for big
corporate clients, it is worthwhile

to examine their corporate governance, risk

management philosophy, safety and investigation mechanism and above all the
quality, skill and experience of manpower in handling and minimizing loss. All said,
insurance companies are always exposed to “adverse selection.” Whether it is
proposal form, questionnaire or risk inspective, the idea is to get all relevant
information for an informed underwriting. Insurance companies have to be on their
guard for adverse selection and moral hazard aspect.
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After having decided to accept the proposal after due evaluation, the next step is to
decide about the pricing and this involves matching of risk to price (via experience
and modeling) as also limiting of potential loss exposure through some mechanism.
Insurance is an intangible product and pricing intangible product is difficult for it
cannot be based on deterministic model traditionally used for tangible goods /
products. The uncertainty about frequency and severity of claims makes the pricing
task of insurance product very difficult. We have to make use of stochastic models
which are based on theory of probability. Based on the past data (experience), these
model help us in making prediction about the likely number of claims that are
expected to be reported as also about the average claims size. The expected claims
cost is worked out by multiplying the two. The claims cost must also take into
account the provision for IBNR & IBNER claims. Inflation must also be factored in
pricing. For any policy issued today, the claims if it arises will be on some future
date. Claims cost is the most dominant cost and most difficult to determine. The other
costs are the management cost and cost of business acquisition which are to be
factored in the pricing alongwith a reasonable margin of profit.

The pricing will also depend on the terms, conditions, special warranties, scope of
coverage, etc. Higher deductible, reduced coverage, etc. would obviously attract
lesser premium. Pricing should also be sensitive to the business, regulatory, economic
and social environment. Balancing has to be done to make the price competitive on
the one hand and actuarially adequate (alignment of risk with price) i.e. economic
price on the other hand. Reducing claim cost and other costs of operation is therefore
such a big issue. Price adequacy is a regulatory concern also. Modern day computers
have enabled storage and analysis of huge volume of data. Since actuarial modeling is
based on past claim data and simulation, the insurance company, must have a system
of capturing good quality relevant data. Repetitive underwriting decision can then
become a rule in the underwriting manual or better still the system supported e-risk
analysis and pricing There is no other way except leveraging IT.
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Yet another pricing aspect is, the pricing philosophy should be based on system of
loading and discount depending upon how the policy performs. It must encourage
loss control. The price must also factor “margin for adverse deviation.” The pricing
philosophy must address the regulatory concern of rating adequacy, nondiscriminatory and non-excessive pricing. The price should be stable over a period of
time. While talking about pricing, it should be appreciated that rates are ultimately
quoted by companies based on the competitive environment, the reality of risk / loss
exposures are same for all.

After having fixed the price, the next issue is to examine the acceptance in relation to
the underwriting capacity and also if so warranted how to increase this capacity and
the cost of the some. Underwriting capacity refers to the maximum premium that an
insurance company can go for against the specified level of capital because of
regulatory requirements and also dictated by prudence Therefore, generating volume
of business is linked to underwriting capacity of the company which in turn is linked
to the capital and free reserve of the company. This means that if you want to
increase the underwriting capacity you have to bring more of capital and more of
free reserve. The other option is to hire the capital through reinsurance arrangement.
Depending upon the underwriting capacity, business plan, size and volatility of
portfolio, etc, a decision is to be taken as to how much exposure to retain on a big
single risk or on an aggregate exposure from a group of risk. This retention is kept on
companies own account and the balance is reinsured through a well thought out
comprehensive reinsurance programme. Reinsurance incidentally narrows down the
range of variability of the insurers result. The capacity of underwriting being limited,
profit has to be generated from this limited volume of business. The skill and
judgment of underwriter therefore becomes very important to make use of the
available capacity to maximize profit.

Let’s now examine the underwriting policy formulation of an insurance company.
What is the underwriting objective of the insurance company? This is the question
which the underwriting policy must

address first. The underwriting objective must
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be in line with overall corporate objective. It should be appreciated that long term
basic objective of any underwriting policy is “penetration” and “profit.” Volume and
profit are necessary for survival of the company as also to protect the interest of
shareholders and policyholders.

The other underwriting objective could be

-

leadership of a selective business class e.g. health insurance

-

Underwriting profitability

-

Brand leader

-

Company of choice for businessman / common man

-

Aggressive underwriting for volume

-

Developing balanced portfolio by spreading the risk geographically and classwise.

There is therefore a need to have an underwriting policy which should define the
underwriting objective of the company, the underwriting structure and authority
approach to key underwriting issues, portfolio goals ( volume and mix), marketing
strategy, R & D, response time for proposal acceptance, etc. This involves a proper
understanding of organizational strengths and weakness, the challenges ahead, the
changing business and regulatory environment, etc. The strategy to overcome the
weakness and the preparedness to meet the future challenges should form part of the
underwriting policy. The underwriting capacity and reinsurance support arranged
should be factored while formulating underwriting policy. The training of
underwriting people is also an area which is to be addressed through this policy. As
part of this policy underwriting manuals and guide rates should be developed to
provide underwriting direction and decision. The underwriting authority should be
clearly defined. The underwriting goal and the road map to achieve the same should
be clear to one and all in the organization. The underwriting policy helps in
translating goals into strategies which in turn will be reflected in the business that the
underwriter accepts.
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The operationalisation of the underwriting philosophy is the next step and then there
is need to continuously monitor it for evaluation and course correction. There are
performance parameters to judge the effectiveness of underwriting e.g. incurred claim
ratio, combined ratio, return on equity ratio, etc.

It should be appreciated that underwriting excellence would ensure better claims
settlement, better generation of fund for investment and would be supportive of the
company is marketing effort. Insurance company can ignore it on its own peril. In todays context, an underwriter has to be a specialist, a professional having knowledge
of the product and market, a good conflict manager with right skills and attitude. He
has to deal with not only the clients but the brokers also.

The underwriting challenges that the insurance company will face in near future may
include
-

Terrorism cover

-

Environmental and pollution issues

-

High tech/ high value project

-

Coverages for intellectual property right

-

Cyber security / liability

-

Insurance as a comprehensive solution under one umbrella.

-

Credit risk

-

Performance guarantee

-

Contingent business interruption

-

Long term insurance cover e.g. latent defect insurance (high rise building)

Insurers have to make use of the advances being made in science and technology to
better analyze the risk and have better pricing capability. For example in health sector
the advances made in genetics and the ability to make prediction about disease based
on genetic testing can be a powerful tool for life and health insurance underwriting.

7

The company which will first develop the underwriting capability of future
generation risk will be the company that will rule. R & D, innovation and futuristic
view of things are important. Insurance companies should understand and realize, if
they
are not able to meet the new demands of market, some non-insurance player may step
in.

Globalization and its impact on insurance, liberalization of insurance sector, the
proposed changes in Insurance Act of 1938, intensified competition, electronic
commerce, emergence of new risk, local factors affecting the insurance market, the
financial meltdown and recession, etc. are the factors which will deeply affect the
insurance business and will bring challenges of new kind before the underwriting
community. Are we prepared to face the new challenges? The insurance companies
must gear themselves to be the true underwriter of the future risk.
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