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Abdtract
We examine the critical underpinnings of the recent 2020 Vision mooted by the Planning
Commisson. We show how the insurance sector will play animportant role in the
implementation of this Vison Statement. We show that by 2020, premium volume in the
Indian market could easily exceed USD 120 hillion in today’ s money.
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Introduction

Government of India has sat out agod where it would bein 2020 in different
dimensons. In this paper, we posit the role insurance will play in this scenario.

Firs, we assess the generd macroeconomic trends in India In doing so, we
discuss palicy gods, economic redities to achieve those policy goas and palitica
redities to implement them.

India has professed to commiit itsdlf to along term god: a quadrupling the red
Gross Domedtic Product by the year 2020 (Planning Commisson, 2003). To make this
vigon aredity, Impe arithmetic shows that it requires a 7%-8% growth in red GDP
over aperiod of 17 years (2004-2020).

The proponents of this vison are quite positive about this vison. They write,
“The compounded effect of achieving the targeted annua GDP growth rate of 8.5t0 9 per
cent over the next 20 years would result in aquadrupling of the red per cagpitaincome
and dmogt diminating the percentage of Indiansliving below the poverty line. Thiswill
rase Indias rank from around 11th today to 4th from the top in 2020 among 207
countries given in the World Development Report in terms of GDP. Further, in terms of
per cgpita GDP measured in ppp Indids rank will rise by aminimum of 53 ranks from the
present 153 to 100. Thiswill mean, Indiawill move from alow income country to an
upper middle income country. Thisisavery red posshility for usto saze upon and
realise.”

How redidic isthis vison?We examine that question fird.

Goldman Sachs Mode Projection



In 2003, economigts at Goldman and Sachs used aroutine model of economic
growth! to project the totl GDP for anumber of countries up to 2050. In the following
table, we have reproduced a sdlection of those up to 2020. The smple condusion isthet
totd red GDPin Indiawill be on par with France and the UK by 2020 and somewhat
amaler than Germany.

The authors of the paper do not use optimistic assumptions to come up with these
figures. They dso point out that if the same modd were gpplied to JaparvKoreain 1960,
they would underestimate the current actual GDP of Japar/K orea.

Table 1: Projected GDP in 2000 USdollars

Year | Inda | France | Germany | UK

2000 (469 |[1311 |18/ 1437

2006 (604 |[1489 | 2011 1,688

215 (1411 | 1,767 | 2386 2089

200 [ 2104 | 1930 | 2524 2285

Source: Goldman Sachs, 2003.

Saving, Investment and Economic Growth

The ask rateis criticaly dependent on how the economy is able to absorb
meacroeconomic shocks. Specificaly, it depends how well the economy can cope with
risks of bad monsoons. Let usexamine the positives and the negatives of this equation.
The Positives

When India became independent in 1947, it was a vasily rurd economy where
traditiond agriculture dominated the economic landscgpe. This Stuation has been
changing steadily over the past five decades. The changing landscape can be seenvividy

in the following (see Fgure 1).

! They use a simple Cobb-Douglas production function, with asaving ratein India of 22%. This
assumption is conservative (see below).



It shows that the share of the primary sector in the economy has gone from 58%
of totd GDPin 1950 to under 30% by 1995. On the other hand, the contribution of the
secondary sector (where the largest segment is manufacturing) to the GDP has grown
seadily to occupy the same importance in the economy as the primary sector. The share
of trangport sector in the GDP has dso increased steadily. Although the share of services
in the GDP has nat grown as much, the composition of it has dso changed behind the
scenes. Traditiona services have been replaced by more modern types of services.

Figure 1. Sectoral Contribution to GDP, 1950-1995
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The second positive eement for Indiais the direction of saving and invesment.
Economic growth comes from higher saving rate leading to higher invesment (capitd

formation) leading to economic growth. The causality of higher saving leading to higher



GDP cannot be theoreticaly settled 1t istaken as an article of faith. In some cases, such a
faith ismisplaced. For example, Snha.and Sinha (1998) have shown that in the case of
Mexico, higher saving precedes higher economic growth and never the other way around.
Inthe case of India, however, preiminary anadysis shows that indeed higher saving leads
to higher economic growth (Sinha, 20044).

Whereisdl the saving concentrated in India? Document from the Reserve Bank
of India (RBI) (http:/Avww.rbi.org.in/sec3/31188.pdf, Table 2.1) drawing on the data
from the Centrd Statisticd Organization (CSO) shows thet in 2001, around 11% of
saving arein financid assets with additiond 10% in the physical assets. Corporate saving
account for 4% of the GDP. In addition, thereisa smdl dissaving by the Government
sector.

How does India measure with respect to growing saving and investment? The
following figure (Figure 2) answers that question. It shows avery clear trend: over a
period of fifty years, both saving and investment are risng. Coupled with the observation
that economic growth in Indiafollows higher saving, we conclude that thistrend can be
conddered a“good thing” for India

Figure 2: Saving and investment rates, 1951-1999
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Figure 2 shows in 1950, the saving and invesment rates in India hovered around
10% of GDP. They have risen to around 25% of GDP by 1999. Note that investment rate
does not necessarily track saving rate exactly. The difference is usudly financed ether
through domestic or foreign borrowing. For developing countrieswith largdly closed
economies, with retrictive access to both domestic and internationa capita markets, the
gap between saving and investment rates can be worrisome. In 1956-7, 1966-7 and again
in 1990-1, the differencereached 3% or more of the GDP. The most traumatic was the
1990-1 event. Internationd |enders began to doulbt the capacity of the Indian Government
to finance such a debt given the dwindling foreign exchange reserves precipitating in a
crigsfor the Indian economy.

In the spirit of “Look East” policy initiatives, it isingructive to compare the

saving rate of Indiawith that of the other rapidly growing countriesin the region. The



firgt gtriking feature of Table 2isthat with the exception of Indonesia and the Philippines,
al other countries in the reference set have higher saving rate (than India) over the past
seven years.

Table 2: Gross domestic saving as a percent of GDP

1997 1998 1999 2000 2001 2002 2003

China 415%  398% 394% 3B 3B6%N 3B/ 382%
Hong Kong 316% 305% 30N 322% 316% BN 3A0%
South Korea B7% HAd%N 2% 4% 3022% 292% 280%

Indonesia 315% 265% 195% 251% 249% 211% 201%
Maaysa 3% 487% 474%  471%  AR22%  418% 421%
Philippines 18™% 216% 265% 248% 17/.0% 17.3% 195%
Singapore 05% SL7% 488% 47% 4360 442%  471%
Thaland 3B6% 3H61% 3328% 310% 300 305% 287%

Source: ADB. 2003. Asian Devel opment Outlook .

The Negatives

Oneimportant eement of the Indian economy is agriculture. In the pagt, India had
tremendous dependence on agriculture. It has fallen geadily over the past two decades
(see Table 3). Neverthdess, some 25% of GDP in India comes directly from agriculture,

Table 3: Sectoral share of GDP at factor cost

Sector 198081 | 2001/02
Agriculture, forestry, and fishing 3 25
Industry % 26
Services H 49
Tota 100 100

Source: Centrd Statistica Organization.

In terms of employment, this dependence is even stronger. Some 55% to 60% of
working populaion depends ether directly or indirectly on agriculture. Dependence of
agriculture is problematic. The amount of land under irrigation (even with generous
definition) is less than 40% (http://planningcommisson.nic.in/plangplanre /plsec3.pdf,

page 44). This leaves a huge gap between what isirrigated and what is not. To put it



differently, more than haf of the land under cultivation is a the mercy of Mother Nature.
Thus, alarge chunk of the economic output depends on the generasity of monsoons. In
addition, micra-dimatic conditions do not alow uniform outcome in every part of the
country. Therefore, there will dways be variation across the country even a agiven point
intime.

Moreover, the natural phenomena such as floods and cyclones dso affect Indiaat
an elevated rate. Some 225% of Indian GDP and 12.15% of Centrd Government outlay
has been esten up by the vagaries of weather. The following table (Table4) shows how
high India s vulnerahility is. Along with Bangladesh, Indiaranks among the top five
spots on vulnerahility index (congtructed using the frequency and severity of weather
related phenomena). The other countriesin top five are idand nations (with the exception
of Bangladesh).

For the insurance industry, high vulnerability can be an opportunity. If, for
example, weether rdated insurance products take off, India can become abig market.
There are dready some small beginnings. For example, ingtead of traditiona crop
insurance (which dways loses money) rainfdl index related policies are being sold to
smd| farmersin Andhra Pradesh.

Table 4: Vulnerability index of the Indian economy

Country Index Vdue
Vanuatu 72717
Bangladesh 539.16
Trinidad & Tobago 523.13
India 510.67
The Bahamas 491.28
Mauritania 487.55
Antigua& Barbuda 430.77
Botswana 418.03
Mozambique 361.13
The Gambia 339.16




Swazilad 34.31
Hiji 296.28
Dominica 261.97
S0 Tome & Principe 24549
Chad 241.60

Source Commonwedth Secretariat

The second negative dement of the present Indian economy isthe consstent
budget deficit that is leading to risng government debt. What effects do deficitsand
debts have on the economic growth? A recent speech given by Martin Flddein  the
Reserve Bank of India highlights this effect: “To get a sense of the magnitude of these
effects, consider just theimpact of India s recent deficits on capital formation and
growth. If Indiadid not have its current central government deficit of some 6 percent of
GDP, the gross rate of capita formation could rise from 24 % of GDP to 30%. The net
rate of investment would rise rdaively more. Over the next decade, this greater rate of
net capital accumulation would be enough to add nearly afull percentage point to the
annud growth rate, raising India s level of GDP a decade from now by about 10
percent.” (http:/Amww.rbi.org.in/secs/50482.pdf )

The source of worry that Feldgtein aluded to, can be seen in the fallowing figure
(Hgure 3)

Figure 3. Debt as a percentage of GDP. 1974-2001
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There are two clear trendsin Figure 3. Firg, the value of domestic debt asa
percent of GDP is growing steadily. Foreign debt, howewer, isfdling over time. Thus,
we have a“bad news/good news’ Stuation. The dependence of the government on
foreign debt has gone down over the past three decades but at the same time there has
been amarked growth in domestic debt, especidly in the past five years. Thisis a definite
source of weskness for putting brakes on economic growth. Thisreduction in foreign
debt (and rising foreign exchange reserves) has prompted Fitch and Moody'storaisethe
foreign currency rating for India
The Role of Insurance and Risk M anagement

Wheat is the fundamenta role of insurance? Insurance has the fundamenta role of

smoothing out fluctuation of cash flows. For households, life insurance can reduce the



dradtic fdl in income of the family if the insured person dies. Through penson plans, a
fdl in retirement income can dso be mitigated. Similarly, companies may be able to
avoid bankruptcy through the use of risk management in generd and insurancein
particular.

What role does the insurance sector play in this story of saving and invesment in
India? In generd, saving is channded into severd spedific financid inditutions. For most
countries, asubgtantial proportion isinvested in banks. Some of it isinvested in longer
term markets for capitd such as stocks and bonds. In many cases, asignificant portion
goes to the insurance sector. It could take the form of life insurance, penson plans, hedth
insurance and others. In Table 5, we show whét role insurance plays in different
countries. In generd, high per capitaincome is associated with high proportion of GDS
(and dso with high proportion of GDP) coming from the insurance sector. Thus, higher
level of development seemsto come with high leve of activitiesin the insurance sector.

Table 5: Life Insurance Premium as Percentages of the Gross Domestic Saving (GDS)
and that of the Gross Domestic Product (GDP)

Rank | Country % of GDS % of GDP
1 United Kingdom 5250 731
2. South Africa 5155 10.32
3 Japan 3246 10.10
4, France 26.20 491
5. USA 2520 3.63
6. South Korea 23.66 9.10
7. Fnland 2310 498
8. Switzerland 2192 599
9. Netherlands 1904 451
10. |sradl 1884 441
11 Sweden 1788 351
12. Audrdia 17.78 348
13. Canada 1705 3.4
14. Zimbabwe 1588 6.27
15. Irdland 14.96 459
16. Greece 1387 112
17. New Zedand 12.75 3.4




18. Tawan 1229 364
19. Denmark 1200 271
20. Sean 1168 223
21 Germany 1140 2.80
22. Norway 9.57 233
23. Bdgium 9.13 2.38
24, Portugal 8.76 165
25. Audria 6.96 210
26. Chile 6.96 195
27. India 5.95 129
28. Ity 5.60 113
29. Mdaysa 535 2.30
30. Singgpore 472 273

Source: Roy (1999). Note: Hgures for 1994.

In generd, when various components of the insurance market develop, insurance
sector takes on abigger share of the GDS and of the GDP. Sinha (2004b) has examined
the relation betweeninsurance and GDPin India A tentative concluson isthat arise of
one percent of real GDP leadsto arise of two percent of riseinsurance demand in the
context of India. Thus, rough estimates would suggest that quadrupling of GDP in India
by 2020 will lead to an eght-fold rise in insurance demand. Of course, thisrisein
demand will not be spread equaly across different ssgments of the market. For example,
there will be bigger impact on the life and pension markets. This effect will be tempered
by asmdler risein fire, auto, marine and fire insurance sub-sectors.

Comparing Banking and Insurance in Economic Crises

Banking aways leads the financid sector — epecidly in developing countries
The reason is dear. For businesses to grow, for commercid activities to flourish, loans
from banks pave the way. Stock market usudly plays the second fiddle. In most cases,
insurance pays the third fiddle! For the countries with developed markets, this is not

necessaily the case.



Itisimportant to kegp in mind how hard economic crises hit banking and how
codly it isto rescue the banks (which, even in the abbsence of forma deposit insurance,
maost countries end up undertaking). Table 6 vividly illudrates this issue. Rescuing banks
can drain huge resources. In contrast, insurance companies do not require Smilar rescue
missons as they have amuch bigger cushion in the form of reserves

Table 6: The Cost of Rescuing Banks

Date Country Cogt % of GDP
19801982 Argentina 55
1997—-ongoing Indonesia 50
19311983 Chile 41
1997—-ongoing Thailand 33
1997—-ongoing South Korea 27
1997—ongoing Mdaysa 16
1941997 Venezuda 22
1995 Mexico 19
1990—0ongoing Japan 20
19391991 Czech Republic | 12
1991-19A Finland 1
19911995 Hungary 10
19941996 Brazl 13
1987-1993 Norway 8
1998 Russa 5-7
1991-19A Sweden 4
19834-1991 United States 3

Source: DanidaKlingebid and Luc Laewen, eds,, Managing the Red and Fiscd Effects
of Banking Crises, World Bank Discussion Paper No. 428 (Washington: World Bank,
2002).

In Indig, the crigs of 1991-92 |eft anumber of banks very undercapitdized. The
government started the long and dow process of infusing more money to these public
sector banks (see Table 7). The total amount of money exceeded eight percent of the

GDP.2 But, since, they were undertaken over along time, the problems of banksin India

2 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

13



never came under the “criss’ category. Recent economic boom has dso helped Indiato
bring the proportion of nonperforming assets down. Since the definition of
nonperforming assats vary across countries, it is difficult to compare Indiawith other
countries.

Table 7: Cost of re-capitalization of banksin India

1993 [ 1994 | 1995 | 1996 | 1997 | 1998

Capital cost asa 073 (131 |132 (138 |158 |152
percent of GDP

Source: Rge (2000).
AreForeign Participantsa Threat?

In most developing countries, it is common to hear that foreign insurance
companies can be athreat to the domestic indudtry. Thisiis the so-cdled infant industry
argument: if we dlow foreign companiesto comein, they will wipe out the domestic
indudtry. In thisregard, it is indructive to examine the experience from other countriesin
the region where foreign companies have been alowed to operate. Table 8 presents these
results. In most countries, foreign presence has not diminated domegtic players. In India,
the story remains the same for banks. Even though there are many foreign banks
operating in India, their combined market shareis bardy in the double digits. By most
accounts, the effects of the presence of the foreign banks have been postive. They have

forced locd banks to improve their services.

Table 8: Foreign market share of premium

Country Life Non-life
China 17% 0.7%
Mdaysa 62.6% 2%
Tawan 29.9% 11%

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.



Korea 6.7% 0.6%

Indonesa 46.0% 2%

Japan 8% 6%

Source: For life markets, Sgma 4/2001, dl figures for 1999, For nonHife markets, Sgma
6/2003, dl figures for 2001.

Where will the Indian market be in 2020?

Vison 2020 identified the fdlowing factors as the engines of economic growth in
India Risng education levd, rates of technologica innovation, cheaper and faster
communication, avallability of information, and globdization. It makes no mention of the
financia sector. Economic growth does not take place in vacuum. There are two critical
ingredients needed. Firdt, there has to be awell-defined legd environment. Legd
framework has big impact on the development of the financid sector. Asareault, it dso
has a huge impact on economic growth (see LaPorta et d., 1998). Second, there hasto be
awdl functioning financid market (see Sinha, 2001).

Vison 2020 document mentions “insurance’ eight times in the 108 pages. On the
other hand, it mentions banking only once! Given that services sector will become the
largest in Indig, both insurance and banking will play a critica role dong with the stock
market. This document does, however, contain a paragraph about a particular area of
insurance: hedth insurance. “Hedth insurance can play an invduable role in improving
the overdl hedth care sysem. The insurable population in India has been assessed a 250
million and this number will increeserapidly in the coming two decades. This should be
supplemented by innovative insurance products and programmes by panchayats with
reinsurance backup by companies and government to extend coverage to much larger
sections of the population.” (Planning Commission, 2003, page 55). At presant, hedth

insurance is not being discussed much. But, Indians spend dose to 5% of their income




out of pocket for hedlth rdated issues Thus, it is easy to see why thisisan easy pick. So
isthe penson market. At present, private pensonisitsinfancy in India 1t will not remain
50 in the coming decades.

Let us conduct the following thought experiment using Table 1 for getting an idea
of where the Indian market might be in 2020. Frg, let usfollow an extremely
conservative projection: insurance demand goes exactly in line with income. In this case,
we are assuming that in 2020, even in the face of rigng income, the penetration of
insurance (premium/GDP) gtays exactly the same asin 2002. In that case, we will Smply
multiply the current premium volume figure four -fold. In Sigma 8/2003, such figures are
avalable for 2002 for India In such a case, the premium volume will be USD 67 hillion.
Of course, evidence from other countries show that rising income below certain threshold
has a nonlinear impact on insurance demand (the so-caled S curve of insurance demand).
So, insurance penetration is not likely to stay a 3.2% for India (the figure for 2002) in
2020. If the penetration rises to 5% (more plausible if we beieve in the S curve), then the
premium volume will rise to USD 105 hillion. If it rises to 6%, then the premium volume
would rise to USD 121 hillion. This thought experiment above does not even address the
two future potentia growth drivers: private pensions and hedth insurance. Given that
Indians are dready spending 5% of their income out of pocket for hedth care, this could
eadly add another USD 30 to 40 hillion by 2020. Thiswill raise the premium volumeto
USD 135 to USD 160 region by 2020.

Conclusions
Theinsurance busnessis a a critica agein India Over the next two decades

we are likdy to witness high growthin the insurance sector for threereasons. Finencid



deregulation dways speeds up the development of the insurance sector. Growthin
income aso helps the insurance business to grow. In addition, increased longevity and

aging population will aso spur growth in hedth and penson segments
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