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1. Introduction

Bancassurance commonly means selling insurance products under the same roof
of abank. Though bancassurance had rootsin France in the 1980s, and spread across
different parts of Continental Europe Since, it has spread itswingsin Asa— in paticular,
in India

In India, there are anumber of reasons why bancassurance could play a natura
role in the insurance market. First, banks have a huge network across the country.
Second, banks can offer fee-based income for the employees for insurance sdes. Third,
banks are culturally more acceptable than insurance companies. Dedling with (life)
insurance, in many parts of India, conjure up an image of abad omen.*

Some bank products have naturd complementary insurance products. For
example, if abank gives out ahomeloan, it might ingst on alife insurance cover o that
in case of deeth of the borrower, there is no problem in paying off the home loan.
Smilarly, acar loan could only be given if comprehensive auto insurance is taken out on
that particular car.

This paper is organized as follows. In section 2, we trace some of the sdient
developments of banksin India. Section 3 discusses how the lack of coordinetion
between bank regulation and insurance regulaion created confusion in the development
of bancassurance. Section 4 details two main problems facing banksin India bad loans

and overdaffing. Section 5 describes some of the long term drivers of bancassurancein

! This has been along tradition in India. Insurance salesmen (and they are mostly men) are seen to be
bearers of bad omen. The superstition revolves around the belief that if you buy life insurance, the
probability of your death increases. Thisisnot just in India. It istrue in many other parts of the world as
well (e.g., Mexico). Even in English, we use the term “life” insurance that really means “death” insurance.



generd. We discuss some sdient issues of entry of banksinto the insurance indugtry in
section 6. The entry of the State Bank of India created specid problemsin the insurance
indugtry. Sections 7 and 8 discuss bancassurance experience in other countries—in
particular, two experiences in ASaare highlighted. In section 9, we discuss American
versus European moddities and their rdlevance for India. In section 10, we asssssthe
success of bancassurance model in India Section 11 details some sdlient reasons why
banks are getting into insurance business. In section 12, we develop amodd of entry of
banks in insurance business. In the following section, we discuss the results. Findl section
concludes.
2. Expangion of banksin India

Penetration of commercid banksin India has been quite extensve. There are
around 66,000 branches of scheduled commercid banks. Each branch serves an average
of 15,000 people. The only other nationd inditution with abigger reech isthe posta
service? Banks have not only been successful in the urban aress. It has dso grown
tremendoudy in the rurd areas. Of the total number of branches of commercia banks,
there are 32,600 branches in rurd areas, and 14,400 semi-urban branches. In addition,
there are 196 exclusve regiond rurd banksin deep hinterland. Thereisresearch
evidence to show that the ddiberate expansion policy of banksin rurd aress has
contributed to poverty reduction in India (see, Burgess and Pandey, forthcoming).

Insteed of smple headcounts, if we take other bank penetration measure like total
vaue of depogits as a percent of GDP, it is dso exhibiting an upward trend. This means

bank deposits are growing a arate much fagter than the gross domestic product (Figure

2 The Department of Posts (DoP) has 155,600 branches all across the country. Oriental Insurance has set up
tieswith the post officesto distribute their products on a pilot basis (see below).



1). Banks have become the main saving vehicle in the economy. Between 1985 and 1995,
the growth of depositsin banks sdled a under 35% of the GDP (that itsdf isahigh
number by the standard of the developing economies). From 1995, the banking sector
darted growing again. The depodtsin banks grew ancther 10% of GDP by 2000. This
level of growth in bank depasit has been totdly unprecedented in Indiasince
independence. Why did the bank deposits take alegp? One smple (but partid) reesonisa
subdtitution from the stock market. In 1994, Indian stock market was hit by the worst
scandd of manipulation of gock pricesin itslong history. The socks fell sharply driving
many invetors into safer investment options. Rising saving rate during the late 1990s led
to sustained growth of bank deposits (thet is, additiond investment in the stock market
came in the form of fresh money and not aflow of money out bank saving. Therisng
saving came as areault of risng income across the board.

With this background, it is therefore not surprisng that banks have become a
vehicle for sdlling insurance products.
3. Financial Ingtitutionsin Insurance Business: RBI Rules

Banks are regulated by the Indian centrd bank, the Reserve Bank of India (RBI).
Therefore, the RBI has set down the rules for the entry of banks in the fidld of insurance.
In 1999, the Governor of the Reserve Bank of Indiadeclared: "Presently, thereisno
provison in the Banking Regulaion Act whereby a bank could undertake the insurance
business. The Act may have to be amended before banks could undertake insurance
busness. Alternatively, thereisa provison in the Banking Regulation Act whereby
banks could take any other form of business which the centrd government may natify.

Thus, if the central government notifies insurance business as alawful activity for a



banking company, perhaps banks would be able to undertake insurance business. It may,
of course, be necessary to specify what type of insurance business they could undertake'.

However, the following year, in aset of draft guiddines issued to dl scheduled
commercid banks and sdect financid indtitutions, the RBI laid out a set of parameters
that need to be met. (1) The net worth of the bank/financid ingtitution should not be less
than Rs5 hillon. (2) The capitd adequacy ratio of the bank/finencid ingtitution should be
not be less than 10%. (3) The bank/financid indtitution should have track record of at
least three continuous years of profits. (4) The leve of net Nonperforming Assets should
be 1% beow the industry average. (5) The track record of performance of exigting
subsidiaries of banksffinandia ingtitutions should be “ satisfactory” 3

Some confuson arose from the circular. Therefore, the RBI proposed a series of
amendments in March 2000. In addition to the entry of banks, the RBI dso laid down a
st of guiddinesfor the entry of Non-Bank Financia Companies (NBFC) into insurance
business (June 30, 2000)*. There were two critical differencesin the requirements
proposed for the NBFCs.

Frg, the capitd adequecy ratio of the NBFC (applicable only to those holding
public deposits) should not be less than 12 percent if engaged in equipment leesing/hire
purchase finance activities and 15 percent if it isaloan or investment company.

Second, the level of nonperforming assets should be no more than 5 percent of

total outstanding leased/hire purchase assats and advances.

% Draft Guidelines for diversification into Insurance business by banks/financial institutions, Reserve Bank
of India, Circular, January 10, 2000.
4 Circular Number DNBS.(PD).CC.No. 13 /02.01/99-2000, Reserve Bank of India



On November 28, 2001, the same rules were extended to cover “All Indi&’
Finandid Indtitutions.® Specificaly the rules for these ingtitutions were set a the same
level as the NBFCs noted above.

Some confusion gill remained whether it was possible for the financid
indtitutions to accept fees for their services directly or not. The RBI deared their position
in two separate circulars: one for the scheduled commercid banks and the other for the
other indtitutions. It dso gated thet financid inditutions “ should not adopt any redtrictive
practice of forcing its cusomersto go in only for a particular insurance company”.

Inthe 2001 Report on Currency and Finance, the RBI lad down itsviewsin
more concrete term. “ The Reserve Bank, in recognition of the symbictic relaionship
between banking and the insurance indudtries, has identified three routes of banks
participation in the insurance business, viz,, (i) providing fee-based insurance services
without risk participation, (i) investing in an insurance company for providing
infrastructure and services support and (iii) setting up of a separate joint-venture
insurance company with risk participation. The third route, dueto itsrisk aspects,
involves compliance to stringent entry norms. Further, the bank hasto maintain an ‘arms
length’ relationship between its banking business and its insurance outfit. For banks
entering into insurance business with risk participation, the prescribed entity (viz.,
separate joint-venture company) aso enables to avoid possible regulatory overlaps
between the Reserve Bank and the Government/IRDA. The joint-venture insurance
company would be subjected entirdy to the IRDA/Government regulaions” (Chepter

IV, Financid Market Structure, page 1V-31).

5 Circular Number DBS.FID No. G-8 /01.02.00/2001-02, Reserve Bank of India.



4. Problems of Bad L oans and Over staffing

There are two serious problems that banks suffer from. Firgt, banks have been
saddled with bad loans in the early 1990s. Second, banks are overstaffed. We discuss
them in turn. Even though it sounds paradoxical, both of these devel opments are relevant
for bancassurance. However, neither development will be a long term driver of
bancassurance.

Frd, let ustake alook a the problem of bad loans. In Indig, the criss of 1991-92
left anumber of banks undercapitaized. The government garted the long and dow
process of infusing more money to these public sector banks (see Table 1). Thetota
amount of money exceaded eight percent of the GDP.® But, since, they were undertaken
over along period of time, the problems of banksin India never came under the “criss’
category. Recent economic boom hes dso helped Indiato bring the proportion of
nonperforming assats down. Since the definition of nonperforming assets vary across
countries, it is difficult to compare Indiawith other countries. At any rate, if India
continues to grow as rapidly (as seems to be the consensus among forecasters) asin the
recent pad,, the proportion of nonperforming assets will continue to come down for the
banks. Thus, bankswill fee more comfortable to get into life insurance business more
directly like the State Bank of Indiahas. The RBI is probably going to take an
accommodative pogtion if it sees a continuoudy fdling proportion of nonperforming

debt. Thus, on this count, thereis a greater likelihood of other banks entering the fray.

® No recapitalization support was provided to banks for the years 1999-2000 and 2000-01. Subsequently,
the Union Budget 2000-01 announced that the Government would consider recapitalization of the weak
banks to achieve the prescribed capital adequacy norms, provided aviable restructuring program acceptable
to the Government as the owner and the Reserve Bank as the regulator is made available by the concerned
banks. Accordingly, during the year 2001-02, a sum of Rs.1,300 crore (or 0.31% of the GDP) was
disbursed.



Asnoted exrlier, thisis a one-time only factor for banks entering insurance
marketsin India This reason is not going to be repeated. This cycle of upswing of
business conditions will come to an end sooner or |ater.”

Second, let us examine the problem of overdaffing in banks. Therehave been
numerous committees set up in Indiaand by internationa organizations like the World
Bank and the IMF pointing out the problem of overgaffing in the banksin India
(especidly the government owned banks). The generd consensus among experts is that
banks need to shed a least 10% of their workforce. Unfortunately, banks dso have one of
the most militant and paliticaly powerful unionsin the country. To manage this problem,
banks have taken some steps. They have, o far, reduced the cost of operation from
around 3% of total depogitsin the early 1990s to around 2.5% by 2000 (Figure 2). The
cod of operation is not uniform across types of banks. The reduction of cost of operation
has not been uniform either.® Neither has it been smooth. In the pest two years, banks
have taken additiond steps.

One of the much vaunted effortsin banksin Indiain recent months has been the
so-cdled voluntary retirement schemes (VRYS). Typicdly, workers over 40 who have
served the banks for ten years or more become digible to take voluntary retirement.
Since VRS does not involve coercion, it has the blessings of the rlevant unions.
However, the problem has been this whenever such offers are made, the most productive
and most employable workers take up the offer. Thisisamanifestation of awell-known
problem firg articulaied by the Nobe Prize winning economist George Akerlof under the

problem of “lemons’ in used car market. In the case of VRS, the problem may be termed

" Thiswill probably happen when the rainfall becomes unfavorable in one or more consecutive seasons.
8 Cll Bank Background Paper, 2002, Chart F.



asa"“dead wood” problem. Only the workers who cannot be employed dsewhere are
more likely to stay. This has the problem of lowering productivity of the banks. Banks
have responded by refusing to grant VRS to persons it deems necessary.®

VRS has been an expengve exercise for banks. All told, they have spent some
gxty hillion rupees (USD 1.2 hillion) during 2000-2003. The number of employees
amount to some 100,000 employees or 11% of total number of employeesin the banking
sector. This exercise has produced the desired reduction in employment if we smply look
at the headcount. Banks manage to shed 11% through this process where 10% was the
initia target. Although the hope of the banks was to ease out “non-officer” category
employees in the process, 34% of the takers turned out to be officers.

Some banks, especidly the State Bank of India have been espousing another
solution. If they could redeploy some of their existing saff for sdling insurance, they will
be able to redllocate resources without resorting to VRS or any other scheme that have
adverse effects on the bank productivity. Thus, the excess staffing problem may turn out
to be a boon for bancassurance business. Once again, this development is going to be a
one-time only effect and not a future driver of bancassurance.

5. Long Term Driversof Bancassurancein India

The gaffing problem has redirected some banks to bancassurance and so has the
reduction of bad loan problem. But, they are not the long term drivers of bancassurance
in India. The long term driversin Indiaare going to be thefallowing. (1) The culturdly
more acceptable banking transactions. Banking does not have the same sigma that (life)
insurance carries (see footnote 1). Thisfactor will diminish in importance over time as

people become more educated. (2) Banks can offer fee-based income for insurance sales.

° As might be expected, this action has been challenged in the courts by the workers who want to leave.



This can be attractive under current rigid structure of wage benefits. At present, banks are
prohibited from offering commission to the bank employees for sdlling insurance
products. Banks have found ways to circumvent the problem. For example, they offer
"car dlowance" for the employees selling insurance. (3) Narrowing bank margins are
another key driver. (4) Banks have complementary products with insurance products such
asthe auto insurance, home insurance or annuities. (5) When the penson reform is
undertaken (and it isin the works), banks can become naturd indtitutiond vehicles for
private penson products. In some countries, banks are explicitly prohibited from sdlling
pension products (e.g., Audrdia). In some other countries, banks are the leading private
pension providers (eg., Mexico). (6) Hedlthcare insurance sector can dso benefit from
bancassurance. In India, only 2.5 million people have access to hedthcare facilities. On
the other hand, 5% of persond income is spent on hedthcare. Banks can distribute and
facilitate adminigtration of hedthcare insurance. (7) In many countries, the absence of
banks from sdling insurance seems to sem from regulatory reasons. In India,
privetization of the insurance sector signaed an accommodating approach from both the
insurance regulator and the banking regulator for banks entertaining the thoughts of
sling insurance (see below).
6. Entry of Banksin Insurance Business

On December 28, 2000, the State Bank df India (SBI) announced a joint venture
partnership with Cardif SA (the insurance arm of BNP Paribas Bank). This partnership
won over severd others (with Fortis and with GE Capitd). Many expertsin the industry
have awaited the entry of the SBI. It was well known that the SBI haslong harbored

plans to become a universal bank (a universa bank has busnessin banking, insurance



and in security). For abank with more than 13,000 branches dl over India, this would be
anaurd expangon.

In the first round of licenseissue, the SBI was absent. There were severd reasons
for thisdelay. Firdt, the SBI was seeking aforeign partner to help with new product
design. Second, it did not want the partner to become dominant in the long run (when the
26% foreign investment cap is eventudly lifted). It wanted to retain its own brand name.
Third, it wanted a partner that iswdl versed in the universa banking busness. This
criterion ruled out an American partner where underwriting insurance business by banks
has been drictly forbidden by law (dthough with the passage of the Gramm:L each-Blily
Act, thisis not quite as dragtic as before). Cardif isthe third largest insurance company in
France. More than 60% of life insurance policies in France are sold through the banks.
Fourth, the Reserve Bank of India (RBI) needed to clear participation by the SBI because
in Indiabanks are dlowed to enter other businesses on a* case by casg’ basis.

The SBI entry is groundbresking for severd reasons. Thiswasthe firgt for an
Indian bank to enter the insurance market.*® Second, even though the regulators have said
that banks would not (generdly) be alowed to hold more than 50% of an insurance
company, the SBI was dlowed to do so (with a promise that its share would be
eventudly diluted).

Ever snce the entry of the SBI, a number of other insurance companies have
declared their desired banking partners. In this process, both life and nonlife companies
have tied up with banks. Theligt of partnershipsisin Table 2. Note that some of the

partnerships lised here are smply at the Memorandum of Underganding (MoU) stage.

10 Thiskind of synergy between abank and an insurance company is not so rarein other parts of the world,
but in India, it was.



They are yet to take any concrete form. These dliances are listed in Table 2. A number of
interesting facts emerge from the table.

Thefirg obvious feature o Table 2 isthe “naturd partnerships’ intheligt.
Specificdly, HDFC Life Insurance is tied with HDFC Bank, ICICl Prudentia with ICICI
Bank and o on.

The second griking festure of the table is the proliferation of banks partnering
with dngle insurance companies. Given that there are only two dozen insurance
companies and hundreds of banks, this outcome is to be expected. Moreover, insurance
companies are targeting different market ssgments by affiliating with banks that do niche
banking. Take the example of Aviva Aviva has evolved athreelayered strategy. The
firdt layer isatie-up with ABN Amro and American Express. It caters to high net worth
urban customers. The second layer is atie up with Canara Bank. Through this
nationaized bank with 2,400 branches, it reaches customers across the length and breadth
of the country. The third layer, a aregiond levd, atie-up with Lakshmi Vilas bank
focuses on the region specific cusomers. Thistie-up helps them reach cussomersin rurd
and sami-urban centersin Tamil Nadu and Andhra Pradesh.

The third feeture is best illugtrated by an example. Allianz Bgg does not have the
same banking partnersfor the life sector as in the non-life sector. These two lists do not
match. The sameistrue for severa other companies.

Fourth, some banks gppear to have tied up with severa insurance companies. For
example, Citibank gppearsin theligt of anumber of life aswdl asin the non-life

insurance company ligts. Thisfact will become important as the warning of the RBI that



banks “should not adopt any redtrictive practice of forcing its cusomersto go in only for
aparticular insurance company” become an issue in the future,

Fifth, the most recent addition to the ligt is the Orientd Insurance Company. In
January 2004, it declared that it would digtribute insurance policies through the post
offices after it announced ajoint venture with the Department of Pogts. Given that the
post offices have unprecedented reach around the country with 155,600 branches, it could
digtribute policies to the cusomers even in very remote aress. The Department of Pogsis
the only ingtitution with areach bigger than the banksin India

There are severd other banks in the pipeline for the approvd of the IRDA. They
include the Punjab Nationd Bank, the Principad Group and Vijaya Bank. Two of them are
well-established banks in India The Principa Group, an internationa financid
inditution, is mainly in penson business around the globe. In Indig, it islikely to enter in
a partnership with abank with nationd digribution network in order to ramp up penson
products once pension becomes deregulated in India.

The latest group to receive an outright charter for operating insurance operation is
Sahara Group (on March 5, 2004). Sahard s entry is notable for two important reasons.
Firg, Saharaisthe only company to enter the Indian market without any foreign partner.

It thus becomes the only purely domestic company to be granted alicense to operatein
the insurance sector. Second, it operatesthe largest Non-Bank Finencid Company in
India It has over 50 million depositors. To put it differently, onein every 20 Indians has

an account with Sahara It serves the country through 1,700 establishments. Since the



company is diversified, " it can use multiple channels for distribution of its product — not
the least through its NBFC capacity.
7. Experience from other countriesand their relevancefor India

In this section, we draw on important generd points about bancassurance
experience in other countries (Crooke, 1997).

Banking habits: Bancassurance tends to have greeter influence where banking
habits are well entrenched. In Continental Europe, good examples can be found in
countries like France, Belgium, and the Netherlands. Customers there visit their banks
more frequently than in other countries. In other markets, where securities markets
dominate, bancassurance devel opments have been rdaively mute. These dso hgppen to
be countries with English Law origin: Audralia, Canada, United Kingdom and United
States.}? However, it is not just those countries where bancassurance has not taken large
market sharein Continental Europe. Thisis probably driven by redtrictive regulatory
regime.

In India, banking iswell spread both geographicaly and across different socio-
economic groups. In this repect, Indiais Smilar to Continental Europe. India aso owes
itslegd origin to the English sysem. Thus, it shares some of the characterigtics of the
other Commonwedlth countries mentioned above. In addition, ownership of equity is
relaively high compared with the level of economic development. So far, regulation both

by the IRDA and the RBI has been accommodating.

|t haslarge bases in housing, depository institutions, infrastructure, housing construction, aviation, media
and entertainment (tel evision channels, movie production etc.).

12 Perhaps the development of securities market and the English Law origin have some relationship with
each other.

14



Extent of development of insurance: Where insurance is underdeveloped with low
penetration, but there is a srong banking branch network, insurers often use the banking
reach as a chegper dternative to building from scratch. This has been the experiencein
southern Europe (e.g., Spain, Itay).

On this count, India comes out as a mixed bag. There are over 1,000,000
insurance agentsin India. Therefore, it does not gppear that India has to have an
dternative digribution system. However, the average number of transactions conducted
by these agentsis very low (by internationd standards). A large proportion of them do
not have access to telephones or dectricity, et done computers. For some companies,
turnover of agents has become a disaster*® Banks have more resources in these regards.
Thus, banks could provide chegper service (especidly for Smple products). In other
words, large market like India can sustain serving different market ssgments through
different channds of distribution.

Role of distribution system: In some countries (e.g. Germany & Japan),
companies have cross sharing holding arrangements which assign separate roles to the
branch network and the tied agency network.

In Indig, cross-holding is practicaly non-existent for regulatory reasons. Thus,
this dement is not very important.

Tax and pension structure: Regulatory advantage - crestion of products classed as
life insurance. For example, endowment type life policies have been sold extensvely in
France. But they are closer to long term bank deposits rather than “true’” insurance

products. Tax structure in the country may encourage this type of products as well.

13 Business World reported in December 2003 that MetLife has been asked by the IRDA to resubmit its
business plan after it lost huge amounts of money
(http://www.businessworldin dia.com/dec1503/news15.asp).



To some extent, thisisdso true in India. On maturity, payments are tax-exempt.
Thereisadso asmdl tax relief for premiums paid in certain kinds of policies (see Teble
4). However, we have to keep this point in perspective. The proportion of workerswho
pay taxesisvery smdl (in the angle digit). Therefore, the tax advantage does not gpply
to avad proportion of the population. Smilarly, pendonis virtudly non-exigent in India
(with the exception of workers in the government sector). Thus, thisdiscussion is
academic in India. However, in future, as the economy grows and becomes formaized,
this point will assume greseter importance.

8. Bancassurancein Asa: Two examples

Malaysia: Mayban Life Insurance, incorporated in 1992, was edablished asa
dedicated bancassurance arm of Maybank of Maaysia Mayban decided to employ
bancassurance and leverage on the bank’ s brand name and branch network to break the
tight grip of ahandful of large life insurersin the Mdaysan market. The highly
integrated modd employed (i.e., Maybank Life Insurance as asubgdiary of Maybank
bank) alowed the life insurers exploit the customer base of its parent company (about
five million cusomers) through some 265 Maybank and 100 Mayban Finance branches.
The company was able to pass on some of the cogt saving to customers. It hasdso
succeeded in using bank’ s other capabilities like payment sarvices. In asmilar fashion,
Mayban Generd Assurance (Berhad) was established later in a partnership with Fortisto
digribute norHife insurance products (This example is taken from Sigma 7/2002).

Japan: Thefirg phase of deregulation of bancassurance in Japan began on April
1, 2001 The range of products that banks are allowed to distribute was expanded from

October 1, 2002. One of the first products that banks were dlowed to sl was credit life

14 The deregul ation of insurance started much earlier in 1996. It became known as the “Big Bang” .



insurance. Banks are now alowed to digtribute persond pension insurance, asset
formation insurance, individud life annuity and accident insurance, and persona accident
insurance. All of thisis expected to trandate into a bancassurance boom in Japan.

In many Asian countries, bancassurance has become an important channe but,
unlike in some countriesin Continental Europe (eg., Portugd, France, Spain, Begium),
it has not become the main channd of didtribution of insurance. Countries with reatively
high bancassurance share of life insurance digtribution are Hong Kong (25%), Singapore
(15%), Thailand (12%0) and Mdaysia (11%) in 2001 (data taken from Leo Puri’s
presentation at the Swiss Re CEO Summit). In other countriesin the region, such as
China, Indonesia and the Philippines, the share of bancassurance was rather smal (5% or
lessin 2001).

Key driver of bancassurance e sewhere in Asa has been the following. Banks are
seeking ways to raise additiond earnings without commitment of additiond capitd ina
low interest rate environment; increased competition; reducing margin. Insurance
Companies are seeking new customers using new distribution activitiesto reach such
segment. As noted above, the biggest driver in Indiais different a present: banks are
seeking an dternative method of redeploying their surplus workers. Of course, thisisa
one time only phenomenon. Therefore, over time, we will see other factors that have
played important roles in other countrieswill dso play out in India
9. India: American versus European Modalities

L ooking forward towards 2020, with a more developed middl e income economy,

Indiawill have a bigger insurance market both in life and in nontlife™ There aretwo

15 Estimates vary how large the insurance market will bein 2020. It could be somewhere between USD 120
billion to USD 160 billion assuming no sudden policy reversals by Indian government.



deve oped country modalities that Indiamight move to: the Continenta European Modd
and the American Modd. This contrast is presented in Table 5. Whereis India heeded?
The short answer: Indiais moving towards the Continental European modd. Why? The
peculiar ructure of the American model is an outcome of longstanding firewal between
banks and insurance companies and a prohibition of expangon of busnessfor both
insurance and banks across gae lines. This overhang is absent in India Take the example
of insurance business. There is no date by sate limit of insurance business. There are
minimum business requirements for rurd areas. The fragmentation of both insurance and
banking businessesin the United States is adirect result of the Glass Steegall Act of

1933.

Nevertheless, it might be ingtructive to examine what succeeded in Americafor
the expansion of bancassurance business. A survey by LIMRA identified the following
ten dements for success of bancassurance: (1) Strength of the Brand. (2) Sdes Staff
Management/Training. (3) The Branch Network/Geographica Coverage. (4) Bank and
Insurance products form a complementary range. (5) Single view of the cusomer. (6)
Focus on Customer Senice/satisfaction. (8) Use of Customer Relation Management
Tools and Techniques. (9) Integration of the bank and insurance organizations producing
asngle culture. (10) Providing advice/solutions, not saling products (taken from the
presentation of Marielle Theron a the SwissRe India CEO Summiit, 2003).

10. How successful has the bancassurance mode been in India?

There have been two broad classes of agreements between banks and insurance

companies. (1) Pure Digtribution Agreements. Under this class, there are two sub-classes

of arangements. (1a) Referrd Arrangement and (1b) Corporate Agency Arrangement.



(2) Joint Venture Agreements. There has been arange of such arrangements from loose
to integrated form of didribution partnerships.

There has been a subgtantia growth of bancassurance in India. Within two years,
the share of bancassurance in the insurance digtribution business has gone from zero to
20% of new businessin the private sector. Table 3 provides us a sense of how rapidly
bancassurance is growing in India. Some experts are predicting that within a decade, this
proportion could rise to 35% to 40%. Thereis evidence that policies sold through
bancassurance add more vaue. In the July 2003 issue of the Asa Insurance Pog, the Mr.
P. Nandagopd of Birla Sun Life was quoted as saying, “ The average size of the policy
for the agency channd is Rs 19,500 per policy and for the bancassurance channdl itisRs
39,000 per policy.” Although such concrete numbers are not available industry-wide,
thereis generd consensus that bancassurance is indeed bringing in customers of higher
vaue'®
11. Why Banks are Highly Motivated to Enter Insurance Business Now

Why banks have an incentive to promote bancassurance in India? We summarize
the arguments we have eaborated upon in thisarticle. (1) Overgaffing problem can
mitigated without resorting to drastic and paliticaly unacceptable solutions like large
scaefiring. (2) Banks seek to retain customer loyalty by offering them an expanded and
more sophigticated range of products (than smple bank deposits of few varidies). (3)
Insurance digtribution will increase the fee-based earnings of banks. (4) Fee-based sling
helps to enhance the levels of Saff productivity in banks Thisisakey driver for rasng

moativation among bank workers.

16 Evidence from China shows that the profit margin for the insurance companies from products sold
through banksis much lower than agent-distributed products. Most benefits go to the banks.



Banks have some in-built advantages in some of these areas. (1) Banks can put
thelr energiesinto the smdl-commission customers that insurance agents would tend to
avoid. (2) Banks entry in digribution helps to enlarge the insurance customer base
rapidly. This helps to popularize insurance as an important financid protection product.
(3) Bancassurance heps to lower the distribution costs of insurers. A study by
Tillinghast, Towers and Perrin in the UK shows that the cost of sdlling insurance through
direct sdlesforce is goproximatdy twice as high as the cogt of sdling through
bancassurance. However, the cost of sdlling the products through independent financid
advisersis goproximeately the same as bancassurance (quoted in Sgma 7/2002).
Acquistion cogt of insurance customer through banksis low. Sdling insurance to
exiging mass market banking cusomersisfar less expensve than sdlling to agroup of
unknown customers. Experience in Europe has shown that bancassurance firms have a
lower expense ratio. This benefit could go to the insured in the form of lower premiums.
Banks could have an important role to play in the pension sector when deregulated.
Banks can provide collection and payments of pension contributions. Banks can aso play
amgor role in developing aviable hedthcare program in India
12. Hypotheses Development

Given the discussons above, we develop the following hypotheses.

Hypothesis 1: For banks if the business per employeeislow, it islikely to be atracted to
improve productivity by adding bancassurance in ther portfolios
Hypothesis 2: For insurance companies, non-performing assets of abank will act asa

brake on the bank/insurance company tie-up for insurance digribution.



Hypothesis 3: If abank profitable (by the sandard of banking indudtry), it could be less
likely to get away from core business. On the other hand, a more praofitable bank might be
willing to gamble some of its profitsto anew line of busness

Hypothesis 4: For insurance companies, the larger the network of bank branches (for
banks with nationd presence), the more the likelihood of a bank/insurance company tie-
up for insurance digtribution.

Now we need some instruments to measure various factors discussed in the
hypotheses listed above. For hypothesis 1, we take the variable “ business per employeg’
as the measure for business activities of abank. For hypothesis 2, we take the
independent varidble “ net non-performing assetsnet advances’ as our varigble to
measure non-performing assets of the bank. For hypothesis 3, we take the “return on
asH=s’ (“ROA”) as our independent variable. For hypothesis 4, we take the volume of
busness asthe Sze variable. All of these variables are avalable in the 2001-02 Banking
Report of the Reserve Bank of Indiafor each of the 95 banks operating a the time (some
of them have since merged with others).

13. Results

Results are reported in Table 6. Firdt, we note that the It shows that the varigble
"business per employeg” is negatively corrdated with bancassurance variable a a
sgnificance leve of 5%. This confirms our Hypothesis 1. Asset performanceisaso
negatively corrdated with the non-performing assets. However, the association is weaker
(only ggnificant a 10%). Thus, we find qudified support for our Hypothesis 2.
Hypothess 3 did not have any support from our results. Hypothesis 4 isaso margindly

supported (at 10%).



We ds0 invedtigated arange of sub-variables. For example, we had investigated if
branches in different geographical areas make a difference. The only varigble that shows
margind ggnificance (not shown in Table 6) is the number of branchesin the semi-urban
areas.

The datafor our andysisisonly for agiven timewindow. Thus, it wasimpossble
to test short run versus long run effects (Kaminsky and Schmukler, 2002). As more data
become available over time, it will become possible to examine such effects.

14. Conclusions

There are naturd synergies between banks and insurance companies. In India,
with the ddliberate expansion policies of banks in remote areas, alarge number of bank
branches indeed reach even the remote areas. Banks also a huge “ Trusted Brand”
advantage. In December 2003, the Annua Survey of trugt in different brands of
companiesin India shows one clear picture (see Table 7). Thereis only one financd
inditution in the top 50 ligt: the Life Insurance Corporation of India (LIC) a 39. There
are anumber of banksin the ligt of 150 trusted brands (with the State Bank of India
heading the lig a the fifty first place (with no other bank cracking even the top 100).
Thereisno other insurance company in thet lit.

In April 2004, we sent out a questionnaire to dl the insurance companies asking
the following question: “What proportion of your digtribution would be through
bancassurance in five years from now?” With one exception (of asmall private insurance
company), al others responded to the question.

For private life insurance companies, the average response was that they expect

35% of their products to be sold through banks within five years. As might be expected,



there is awide variation anong insurance companies. It varied from alow of 20% to as
high as 75%.

For generd insurance companies (both private and public), the average response
was that they expect 25% of their products to be sold through banks within five years.
The varidion in this case was very low. It varied between 20% and 30%.

It is possble that such development could accelerate. For example, a present, it is
not possble for bank employees to directly accgpt commission for sdling insurance
palicies. In the future, it might become possible to do so.

Regulatory changes made by the Reserve Bank of India and the Insurance
Regulatory and Development Authority have been favorable to bancassurance
development.™” Restrictions on foreign share ownership limit the choice of
bancassurance. But, it iswidely expected that by the end of the cdendar year of 2004 we
shal see amove towards loosening up this barrier.

This has become afocd point for many foreign insurers. They would like to see
the bank branches as their main digtribution channd. Of course, this can only be done if
there is smooth flow of information between the customer database of the banks and their
insurance partners. Unless computerization becomes universd, this development will

take a number of years.

1" The term “favorable” isrelative. For example, in comparison with other countriesin the region, Sigma
(7/2002, Table 6) has termed the posture of the IRDA as“neutral” only regulatory bodies of two City States
of Hong Kong and Singapore get “favorable” qualifications.
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Fgure 1: Banking activity relative to the economy
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Source: World Bank Data on Financid Penetration (www.worldbank.org)



Table 1: Cogt of re-cgpitdization of banksin India

1993 (1994 | 1995 | 1996 | 1997 | 1998

Capital cost asa 073 |131 132 |1.38 158 | 152
percent of GDP

Source: Rge (2000).




Table 2: Exiding rdaionships between insurance companies and banks

Life Insurance Company

Banking Partner

HDFC

Standard Union Bank of India, Indian
Bank, HDFC Bank

ICICI Prudentid

Federd Bank, ICICI Bank, Bank of India,
Punjab & Maharashtra Cooperative Bank,
Allahabad Bank, South Indian Bank,
Citibank, Lord Krishna Bank, Goa State
Co-operative Bank, Indore Paraspar
Sahakari Bank, Manipd State Co-operative
Bank and Jalgaon People s Co-operative
Bank, Shamreo Vithd Co-operative Bank.

BirlaSunLife

Citibank, Deutsche Bank, IDBI Bank,

Deveopment Credit Bank, Bank of
Rgasthan, Bank Muscat, Catholic Syrian
Bank Ltd, Andhra Bank, Karur Vysya
Bank Ltd

TataAlG

HSBC, Citibank, IDBI Bank, Union Bank
of India

Old Mutud KM

None

Bl Life

Bl , BNP Paribas

ING Vysya

Vysya Bank, Bharat Overseas Bank

Alliaz Bgg

Standard Chartered Bank, Syndicate Bank

MetLife

Dhandakshmi Bank , &K Bank,
Karnataka Bank

AMP Sanmar

Manjeri Cooperative, Perunthamanna
Bank , Nilambur Bank (all Kerda based).

Aviva

ABN Amro, American Express, Canara
Bank, Lakshmi Vilas Bank

LIC

Corporation Bank, Oriental Bank of
Commerce, recently sgned MoU with
Nedungadi Bank, Centrd Bank of India,
Indian Overseas Bank, and Bank of Punjab,
VijayaBank, Centurian Bank, The City
Union Bank Ltd, Repco Bank

Nonlife Insurance Company

Banking Partner

Bag Allaz

Bank of Punjab, Bank of Rgasthan, Jammu
& Kashmir Bank, Karur Vysya Bank, Lord
Krishna Bank, Punjab & Sind Bark,
Shamrao Vithd Co-operative Bank,
Karnataka Bank.

Royd Sun Alliance

Citibank, ABN Amro, Standard Chartered,
American Express, Repco Bank, SBI-GE,
Karur-based Lakshmi Vilas Bank




TataAlG HSBC, IDBI, Development Credit Bank,
Union Bank of India

IFFCO Tokio Not formaly tied up with any banks as yet.
ICICI Lombard ICICI Bank and othersin the pipeline.
Reliance Not formaly tied up with any banks as yet.
United India Punjab Nationd Bank; Andhra Bank,

Dhandakshmi Bank Indian Bank, South
IndiaBank, Federd Bank,

New India Union Bank of India,SBI, Corporation
Bank, and United Western Bank.
Orienta Department of Pogts, Orienta Bank of

Commerce, State Bank of Saurashtra

Information updated from newspaper sources and websites of the respective banks and
insurance companies (March 11, 2005).




Table 3: Bancassurance business conducted by companies

Company % of polidies
ICICI Prudentid 15% in 2002, 30% in 2004
SBI Life 15% in 2002, 50% in 2004
BirlaSun Life 25% in 2002, 40% in 2004
ING Vyasa Life 10% in 2002
AvivaLl.ife 50% in 2002, 70% in 2004
Allianz Bgg Life 25%in 2003
Royd Sundaram Allianz 40% in 2002
HDFC Standard Life 10% in 2002, 40% in 2004
MetLife 25% in 2002

Source: Newspaper reports, various dates.




Figure 2: Overhead cogts of banks (1990-2001)
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Table 4: The Atlantic Divide of Bancassurance

Continental Europe United States
Products Smple Extended bank
Brand Extended bank brand Co-brand
Channel Bank branch Direct to customer
Ses Bank generdidts TPM/Specidigs
Organization Integrated Slos
Insurance Carrier Few Many
Chdlenges Adapting to change Integration
Penetration 30%+ 10%

Source: Maridle Theron's presentation e the SwissRe India CEO Summit, 2003,




Table5: Comparing bancassurance in Europe, Ada and India

Europe Asia (general) India
Regulation Liberalized Ranging from Supportive
liberalized to forbidden
Market Mature markets but pension High growth potential High growth
growth reforms can spur growth in the
life insurance sector
Highly integrated models Mostly distribution Distributive
Bancassurance aliances and joint
model ventures
Major drivers | Tax concessionsfor life Squeeze on bank Tax free status
insurance premium paid margins on maturity
Squeeze on bank margins Insurers’ growing cost | Small tax relief
pressure and desire to on premium
expand distribution Narrowing bank
capability margin
Financial deregulation
Foreign companies use
bancassurance to enter
Asian market
Products Mainly life insurance products Mainly life insurance Mainly non-
to maximize tax benefits productslinked to bank | unitized
Mostly single premium services and Regular
increasingly, products premium
geared towards
managed savings
Distribution Multi-bank branches Mainly bank branches Bank branches
Major players | Domestic banksand insurers Foreign companies are
playing an important
role.
Varied Low
Sophistication | High

Thistable is adapted from a presentation by Swiss Re CEO Summit and another
presentation by Krishnamurthy.




Table 6: Results of binary regression for the determinants of bancassurance
Dependent Variable: Bancassurance (binary)

Independent Variable | Coefficient | z-Satistic | Probability
Busness per employee | -0.001451 -2367214 | 0.0179
NPA/Advances -0.044439 -1866148 | 00620
Return on Assets -0.060283 -0632505 | 05271
Log (928 0081921 1932505 00521
Condant 0.848935 203797 0.0416

Notes Method used is Maximum Likeihood - Binary Logit. (The results are very smilar
for Probit and extreme value methods). Convergence achieved after 4 iterations.
Covariance matrix computed using second derivatives. Tota number of observetionsis
95. The number of observations where *bancassurance’ = 1 is 42 and the number of
observations where “ bancassurance” = 0is 53.



Table 7 Trused Brandsin India (Economic Times Survey, December 2003)

Rank

©O© 00 N O~ WN -

NN R PR R R R P
RSB REEREDL

23
24
25
26
27
28
29

31

8RR

37

39

41

R&ED

Brand
Colgate
Dettol
Pond's
Lux
Pepsodent
Tata Salt
Britannia
Rin

Surf
Close-up
Lifebuoy
Fair &lovely
Vicks
Titan
Rasna
Phillips
Bata
Pepsi
Clinic plus
Horlicks
Wheel

Ujda
lodex
Goodknight
CocaCola
Limca
Fevicol
Godrgj
Thumsup
Parchute
Vim
Nirma
Moov
Sunsilk
Complan
HMT
Johnson &
Johnson
Rexona
LIC

Tata Salt
Mirinda
Maggi
Videocon
Dabur

Rank Brand

51 SBI

52 Liril
Band-Aid
Fanta
Cinthol
Cadbury

57 Onida

58 Nescafe

59 BPL

60 Hamam
61 Taj Mahal Tea

62 Aridl
Head & Shoulder
Vimd
Kit Kat
Mortein

67 Pears

68 5 Star

69 Raymond

70 Ddda

71 Hero Honda
Splendor

72 LG

73 Lekme

74 Red Label

75 All Out

76 Pantene
77 Whirlpool

78 Bideri

79 Samsung
80 Saffola
81 Burnol
82 Asian paints
83 Vicco

84 Timex

85 Disprin
86 Eveready
87 Boroline
83 Dhara

89 Perk

20 Maruti 800
91 Bajgj Chetak
92 Palmalive
93 Lijjat

94 Boost

Rank
101
102
103
104
105
106
107
108
109
110
11
112
113
114
115
116
117
118
119
120
121

122
123
124
125
126
127
128
129
130
131
132
133
134
135
136
137

138
139
140
141
142
143
144

Brand

Bombay Dyeing
Reliance IndiaMobile
BOI

BSNL

Tide

Sundrop

TVSVictor

Sprite

Maruti Zen

Hero Honda Ambition
7Up

Maruti Esteem

ICICI Bank

Borosoft

Tatalndica

Gillette

Fair Glow

Nivea

Indian Airlines
Fairever

Central Bank of India

Anchor Tooth paste
Baygon

Punjab National Bank
Stayfree
KendriyaVidyalaya
Union Bank of India
Bajaj Pulsor

Tg Hotels

Indian Bank
Canara Bank

Bajaj Boxer

Kotex

Wills

Kinley

Bgjg Caliber

Reebok

Airtel

Toyota Qualis
UTI bank

Nike

BPL Mobile
Nomarks Cream
PizzaHut



45
46
47
48

49

50

Parle
Frooti
Amul
Bournvita
Sony

Crocin

95
96
97
98
9

100

Liberty shoes
Whisper
D'Cold
Hadirams
Hero Honda
Passion
Action Shoes

Source: www.economictimes.com

145
146
147
148
149

150

Ayush

BOB

TataIndicom

Nature Fresh Atta/Salt
Hit

McDonalds



