ULIP REFORMS

More customer-friendly Ulips

Once IRDA's recent ruling comes into force from September 1, Ulips
will work much more in customers’ favour. What remains to be seen is
whether they will become as or more cost-effective than a combination
of term plan and mutual funds

ollowing the row with the

Securities and Exchange

Board of India(Sebiyover

the regulation of unie-
linked insurance plans (TMips),
and iis resolution through sovern-
et J'.ll[l-_"!“l{L'll.Lfilﬂ_ the Insmrance
Hegulatory and  Development
Authority (TRTIA) hirought sbhond
major changes in Ulip norms o
donse the controversy surround
ing these products,

Turf battle

Sebi had questioned the legitima
cy of Ulips in the absence of
approval from it had barred 14
life insurance companies from
selling Ulips unless they sousht
prior approval from the equity

market repulator. . Sehi's
terition was that Ulips are mutaal
funds in the garh of insurance

COn

products sinee a large portion of

the money collected by them gers
mvested in equities, Therefore, it
contended, Sebi should get to ree
ularte the “investimiend
these sehetnes.

s authority thus challenged,
IRDA reacted strongly, Tt in turn
fired off a circular asking all life
INSETErs Lo ignore Sohi's order and
Keep selling Mips

With the two Mnancial sector
rigilators slugging it out inpublic
view, the finanee minister mado @
statement saying the iswae would
be resolved In court, However
sensing the discomfort of the

part  of

insurance industryand mallions of
investors, the government went
out of 118 Wiy 1o resolve the issue
in favour of the insorance resula-
tol by passing an ordinance.

I turn, TRDA was quick to plug
the loopholes in Ulips. that Sebi
had highlighted, and which the
mutual fund industry has boeen
complaining about for long. 0
issued o comprehensive order
effecting several changes in the
way  unit-linked products  are
strucrured and-sold by life insur-
ance companies; [t increased the
minimum lock-in period of Ulips
from threc vears 1o five vears,
raised the minimum insurance
cover from five times (o 10 times
the first-vear premium, put 3@ cap
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on surrender charges, and made it
mandatory for all Ulip pension
plans to guarantee s minimun 4.3
per cent annual return. All these
changes will become effective fraom
September 1, 2010

Here is-a look at the major
changes that have been made and
the impact they are likely to have om
insurers ancd investors:

Lock-in increased from three years
to five years.

This ruling underlines the long-term
nature of the produet. 1t is a positive
development for imvestors. who are
likely to benetit from a lonzer fentre
with the scheme as their investments
will have more time to compound
Aceording to Javant Pai, Vice
President, Parag Parikh Financial
Advisory Services, 1 will enconrage
poliey holders to adopt a longer-term
approach than the eurrent lockin
period of thres vears.”

As for insurance companies, it
conld reduce their lapsation rate.
Sinee the fund managers al insur
ance  companies  would  have
investors’ money for a longer dura-
tion, they would e able to allocate
the money in a better way and earn
better returns

Minimum insurance cover in Ulips
other than pension and annuity
products to double from five to 10
times the first-year premium.
ot investors, it means a higher life
cover from Ulips, Thig agam 1sa
positive development. Afterall Ulips
are insuranee products and their
main purpose should be to offer ade-
quate protection to their customers.
with  higher cover, mortality
charges (fee for getting cover) would
inctease and hence  less money
would be avatlable for investmenl.
Fir insurance companies, offer-
ing higlier cover means increased
capital requirement.  Insurance
companies are required {0 maintain
4 minimum capital of 150 per cent af
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total sum assured.

“Capital requirements af insurers
are lower in case of Ulips as only a
small portion of the premium goes
towards providing insurance cover
However, with the minimum cover
increased to 10 times, capital require-
ments would certainly go up” says

symeet  Vaid, Chief  Executive
Offieer Flreedaom Financial
Planuers,

All charges to be distributed uni-
formly over the lock-in period.

At present, up to 40-50 per vent af the
first-vear premium is deducted as
alloeation charges. leaving very little
money for investment in the first
veart Now, with charges to be uni-
tormily disrributed over Ove vemrs, 8
larger portion of the first-year premi
um will be available for investment

“With larger amount available for
investment in the first year investors
will get better veturns die (o the
compounding effect,” says Girish
Batra, Chairman and Managing
Director, NetAmbit, a financial serv-
ices distribution company,

Adds Pai: “seents will tow have
toservice policy halders for 8 Tonger
perind a8 they will recelve thelr
comiissions ln stages rather thano
upfront.” Hopefilly this will resuli
in agents churning their custamers
afod less.

For insurers, this means they will
have to maintain a high levelof per-
sistency to recover the cost incurred
iin the schemes initial period.
“Usually. the enst incurred in the
First vear is high. Now with unitorm
distribution of charges: companies
will have to recover that cost over i
longer period.” says Gorakhnath
Agarwal, Chiel Actuary, Future
Generali Lile Insurance.

A minimum annual guaranteed
return on pension or annuity plans.
This change has generated the max
imum controversy Insurance com-
panies claim that they would be

foreed to reduce the equity exposure
af pension plans, thus making them
lesg attractive for younger INvVestors.

From investors' viewpoint, while
their fear of lusing money due 1o
market risks would be completely
olimmimated, returns from these
sehemes would come down.

For insurance companies, this ral-
ing would mean greater capital
requirements and added Mnaneial
burden. Says Batra: “This will
inerease insurers’ capital require-
ments. They ean still charge a-guar-
dples feo, which is outside the cap on
charees, but they will still not he finlly
compensated, The product  will
hecome less competitive and volumes
may fall substantially The new norm
will also reduce insurers’ fexibility
in product design and innovatian
within their pension portfolios.”

The net reduction in yield for poli-
cies with tenure less than or equal
to 10 years shall not be more than
3 per cent at maturity. For policies
with tenure above 10 years, the net
reduction in yield at maturity shall
not be more than 2.25 per cent.
Investors stand fo  gain  as
returns/vields are set to improve,
However, insurance companies’
profit marging could decline. Their
ability to pay commission to distrib-
utors would alse get hindered. This
could Tead todrop in sales of Ulips.
“With caps on all kinds of charges.
insurance companies will have 1o
work toward reducing their operat-
ing costs so that their profit margins
are not hit badly,” says Agarwal of
Future Generali.

All in-all, onee these changes are
implemented, they will make Ulips
much more  investor-friendly
Insurance companies and
agents/distributors will, however,
have to tighten their belts and work
harder in order (o retain their garn-
inesand profitability, WI
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