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Vision or Venture?

High growth potential and low risk are usual arguments to justify steep
valuations of Indian life insurers. Though we don’t subscribe to under-
penetration narrative, we do believe in protection and annuity
opportunity. We deep-dive to unearth opportunity size of protection and
annuity segments. Our study reveals protection could grow 8x in 10 years
and ~Y29tn of retirement corpus is estimated to grow at 15% to drive
annuity at 20% CAGR. This implies private insurers could grow at ~14.5%
CAGR over next decade. Faster VNB compounding of ~18% led by
protection/annuity will drive valuations. Turn POSITIVE on the sector
backed by structural profitable growth opportunity with low substitution
risk. Initiate HDFCL (20% upside) and MFSL (28% upside) with BUY and
change our stance to BUY on IPRUL/SBIL. Paucity of hedging instruments
with sharp non-parallel fall in yields is key risk to our POSITIVE stance.

Retail protection sum assured to grow 8x by FY30; drive profitability

Retail protection would grow 8x to I523bn by FY30, implying 23% premium
CAGR, on i) low penetration (our study ~12%); ii) expanding middle
class/nuclear families and iii) young population base (returns with >%0.5mn p.a.
income to grow 15%). Direct channel development (suited to sell protection) and
higher ad-spends are key to drive market share. Dominance of covered insurers
(~70% share) would continue despite competition on access to mass affluent
customers/brand recognition. Nevertheless, margins could decline to 50-70% vs
90-110% now. Even at these margins, contribution to VNB would increase to
~2/3" for large insurers. Key risk: Build-up of interest rate risk.

Accumulation phase indicates annuities as next big opportunity

Annuities could grow at 20% CAGR by FY30 led by 18% CAGR in retirement
corpus in FY10-20 to ~329in. Of this, ~19% (35.5tn) needs to be compulsorily
annuitized at maturity. We estimate retirement corpus to be ¥116tn opportunity
by FY30, implying 15% CAGR. This would drive annuity opportunity of ¥2.3tn by
FY30, contributing 20-35% to total APE for insurers under coverage, up from 4-
5%. Our calculation suggests 25-30% margin for annuities; expect this to sustain
given high sensitivity to mortality and investment returns. This would enable
annuities to also drive profitability and add 15-30% to VNB by FY30E.

HDFCL (BUY) to compound fastest, MFSL to benefit from Axis deal

While strong brand and cross-sell potential will enable HDFCL to retain
protection leadership, ingenious marketing/innovation DNA would enable it to
capture lion’s share (private) in annuities. This should help VNB compound faster
at ~19% vs 13-14% for peers over next decade. Expect MaxL-Axis deal to
consummate given Axis’ deep intent to manufacture insurance and MaxL’s over-
dependence on Axis (contributes >40% of VNB). Current valuations discount
plausible deal and MaxL’s ability to leverage Axis’ platform to ramp up
protection/annuity. We believe eventually MaxL will rebrand with Axis branding.

Turn POSITIVE; structural growth opportunity to drive valuations

In Nov'19 we turned SELLers on insurers under coverage (IPRUL/SBIL) given
expectation of contraction in premium flows and limited fundamental reasons for
upside movement from valuation then (~2.7x/3.2x FY21E P/EV). We expect VNB
to compound at ~19% between FY22-25 as in during FY17-21, implying sector
P/VNB multiple could remain largely intact at 35-40x over next 12-24 months.
Premium over lenders would continue given visibility around faster earnings
compounding (~18% vs 11-13% through FY30) and lower risk. When compared
to global peers, balance sheet risk for Indian life insurers is negligible.
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We estimate retail  protection
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Why read this report?

We deep-dive to unearth the opportunity size of the protection and annuity
segments in the country. Whilst protection business has already been the key
profitability driver for most large private insurers (contributes >40% of VNB for top
four private insurers), the annuity business though small is in a sweet spot of
becoming a structural growth story. Some key topics and questions that we try answer
in this report are:

*  Market size: What is the growth potential of the life insurance industry? Existing
penetration in the protection segment along with understanding addressable
market size for protection and annuities

= Competitive mapping: Key players in these segments and key growth drivers.
* Margins: Taking a deep-dive for margins in the annuity segment.

= Risks: Highlight key risk build-up in the protection and annuity segments.
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Life insurance industry can post 12.5%
CAGR over the next decade

Industry NBP grew at a CAGR of 19% over the last 19 years. Growth hasn’t
been linear; it picked up recently (14% CAGR over FY14-20) led by increase
in financialisation of savings and new product launches. Over the next
decade the industry could grow at 12.5% CAGR led by specialized products
like protection (23% CAGR) and annvuities (20% CAGR). Given cyclical nature,
we expect the non-annvuities savings business to remain volatile and grow
slower at ~8% CAGR.

Premium growth has been high though volatile

The industry has grown at a CAGR of 19% over the last 19 years in terms of new
business premium (NBP). However, growth was not linear during this period with the
industry having grown at a very rapid pace of 38% CAGR over FY01-08 due to
popularity of unit-linked plans and buoyed equity markets. This was followed by a
muted phase of 3% CAGR over FY09-13 due to multiple regulatory changes which
forced the industry to redesign its products. The pace picked up recently with the
industry clocking 14% CAGR over FY14-20 on the back of increase in financialisation
of savings and new product launches.

Exhibit 1: NBP of life insurance industry in India has grown at a CAGR of 19% over the last 19 years
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In 2010, IRDAI tightened regulations for linked products and even the equity markets
were jolted post the global financial crisis. This nudged insurers into product and
distribution consolidation efforts which led to a prolonged phase (FY09-13) of muted
premium growth. The period starting FY14 witnessed stagnation of household savings
in physical assets and FY16 onwards large private insurers started to list. This had led
to focus expanding from just premium growth to profitability (VNB growth).

Specialized products to drive profitability

The next phase (decade) would rely on specialized products, which only life insurers
can sell to drive premium growth and profitability. In our view, supported by
demographics and pension structure, the next decade would belong to protection and
annuity offerings. Given the high margin structure of these products, industry
profitability will only improve even with premium growth rates lower than in the last
couple of decades. To envisage industry profitability structure over the next decade
we deep-dive to unearth the true potential in protection and annuity offerings.

Protection and annuities to be kingpins

We believe the Indian insurance industry should grow at ~12.5% p.a. over the
next 10 years to I8.3tn NBP. Protection and annuities would be structural secular
growth stories while growth of non-annuity savings business would remain volatile
given its cyclical nature. We estimate protection to grow at a CAGR of 23% over
FY20-30 and annuities to grow at 20% CAGR.

October 26, 2020 Ambit Capital Pvt. Lid. Page 3
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Exhibit 2: Retail protection and annuities would drive the sector’s premium and profitability growth

Expect  Expected
Products NBP - CAGR NBP CAGR VNB Underlying growth drivers

FY15-20 FY20-30 margins

Remarks

Large untapped potential and rising size of

Protection 57% 23% 50-70% R
opportunity pie

Sharp build-up in retirement fund corpus
Annuities 17% 20% 25-35% and compulsory annuitization of partial
retirement fund corpus

Non-annuity

. 28% 8% 7-10% Market and interest rate cycles
savings

Growth will be premised on under-
penetration, under-protection and rising
awareness

Growth backed by locked demand potential
and expected increased retires. Please refer
to our section on annuities for more detail
Cyclical business with increasing competition
from mutual funds and other financial
investment options

Source: IRDA, Ambit Capital research

Peeling the layers of growth

Nominal GDP growth of ~9% and increasing share of financial assets would lead to
around 12% CAGR in household financials savings. However, insurance sector losing
some market share in savings/investment products means that the industry could
grow at only 12.5% CAGR. Building in high growth (23% CAGR) in pure
protection and annvuities (20% CAGR) business lifts overall growth. We expect
non-annuities savings business to remain volatile and grow slower at ~8% CAGR
over the next decade. Additionally, we expect private insurers to grow faster at
~14.5% over the next decade on the back of gain in market share.

Exhibit 3: Top-down dissection of growth - 12.5% CAGR over FY20-30

10-
FY20 FY21E FY22E FY23E FY24E FY25E FY26E FY27E FY28E FY29E FY30E year Comments
CAGR
Nominal GDP (units) (A) 100 95 104 115 128 142 157 174 194 215 239 9.1% E;:;"g;%gfigf’;’r:;::*f'imzizzf“'"d'“
Nominal GDP growth 5% 9%  11%  11% 1% 11% 11% 11% 11% 11%

Household savings as a %

of GDP (B) 18% 18% 18% 18% 18% 18% 19% 19% 19% 19% 20%

Net financial savings as a
% of household savings 37% 38% 39% 39% 40% 41% 42% 42% 43% 44% 45%
(C)

Total financial savings

(units) (D=A*B*C) 6.7 6.5 7.2 8.1 92 105 121 138 158 181 207

Insurance as % of

: . . 17% 17% 17% 17% 17% 16% 16% 16% 16% 16% 16%
financial savings (E)

Insurance premiums
savings/investments 1.1 1.1 1.2 1.4 1.5 1.7 2.0 2.2 2.5 2.9 3.3
(units) (F=D*E)

Annuities (G) 0.2 0.2 0.3 0.3 0.4 0.5 0.5 0.7 0.8 0.9 1.1

Non-annuity savings (H) 1.0 0.9 0.9 1.0 1.1 1.3 1.4 1.6 1.7 1.9 2.1

Insurance premium pure 559 97 014 017 021 026 032 039 048 059 0.73
protection (units) (1)
Total insurance
premium (J=F+I)
Private sector market
share (K)

Private sector
insurance premiums 0.4 0.4 0.5 0.5 0.6 0.7 0.8 1.0 1.1 1.3 1.5
(units) (L=J*K)

1.2 1.2 1.4 1.5 1.7 2.0 2.3 2.6 3.0 3.5 4.0

32% 33% 33% 34% 35% 35% 36% 37% 37% 38% 39%

Assuming that household savings rate
remains flat for first few years and then
moves up marginally

However, share of financial savings
should go up due to lower returns on
physical assets like gold and real estate

12.0%

We have assumed market-share loss for
insurance to other savings and
investment products on stiffer
competition from mutual funds and other
financial investment options

11.0%

Annuities will grow faster given locked
20.0% demand potential. Please refer to our
section on annvuities for more detail
Non-annuity savings business is cyclical
and in our view will face stiff competition
from mutual funds and other financial
investment options
Due to under-penetration, pure
protection policies would grow at a fast
pace. Please refer to our section on
protection for more details

12.4%

8.2%

23.0%

Expect some market-share gain for
private sector at the expense of LIC

14.5%

Source: RBI, IRDAI, NSO, MoSPI, Ambit Capital research
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Protection: To grow 8x by FY30, and drive
profitability

Retail protection sum assured for the sector could grow 8x to I523bn by FY30,
implying premium CAGR of 23%. Large part of growth would be front-ended
given recent push for accelerated premium offerings. Our analysis suggests
low penetration level of ~12% as of FY20. This along with structural growth
levers such as an expanding middle class, nuclearisation of families and a
young population base would drive high growth. Development of direct
channel and initiatives to increase awareness (advertising and promotions)
would be key to gain market share. We estimate margins to decline amid
rising competition to 50-70% vs 90-110% now, while still maintaining its most
profitable product tag. This implies protection could contribute almost 2/3" of
overall profitability (VNB) for most large players over the next decade.

In this section we attempt to answer four key questions on investors’ minds:
= What is the size of the total opportunity?

*  What is driving growth now?

=  Who's placed to do well2

= Key risks to watch out for

Exhibit 4: Currently; HDFCL is the market leader in overall protection while IPRUL is the market leader in retail protection
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HDFCL | SBIL | MaxL | IPRUL | HDFCL |
Protection APE share - (%) VNB margin - (%)

HDFCL

Retail protection market share - (%)

Source: Company, Ambit Capital research

What is the size of the total opportunity?

We estimate sector retail protection sum assured to expand 8x to ¥523bn by FY30,
implying a CAGR of 23%. Large part of growth would be front-ended given recent
push for accelerated premium offerings. Our calculation suggests, as of FY20,
~5.3mn retail protection policies would be in force. This implies only ~18% of the
addressable market opportunity of ~30mn would be covered. To neutralize the noise
in the premiums we make use of protection sum assured data and then back-
calculate true APE growth potential.

October 26, 2020 Ambit Capital Pvt. Ltd.
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Exhibit 5: Retail protection to clock >20% CAGR over the next 10 years
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Source: Income Tax Department, IRDAI, MoRTH, Company, Ambit Capital research

Cutting through addressable market opportunity

Addressable market opportunity constitutes individuals earning >%0.5mn per annum.
We take cues from data on return filings published by the income tax department. We
estimate as of FY20 the number of individuals earning >30.5mn per annum and
filling income tax returns to be ~30mn. We also corroborate this with number of
private cars registered in the country, which we estimate to be ~34mn. Our analysis
excludes individuals earning >30.5mn but not filing tax returns. We believe some
additional growth can come from this segment but should not meaningfully dent our
analysis. We say so because possibility of fraudulent cases in this customer segment is
high and hence not an ideal target segment for insurers. We assume individuals
earning less than 30.5mn would not buy term insurance given higher focus on
savings.

Exhibit 6: Key statistics of as at end-FY20

5.3mn
No. of live retail term  No. of individuals No. of registered Inforce retail Existing protection  Existing protection
policies earning >Rs0.5mn private cars in the protection APE for the sum assured in force  opportunity (basis

p.a. and filing returns country industry sum assured)

Source: Income Tax Department, IRDAI, MoRTH, Company, Ambit Capital research

We estimate, as of FY20, ~18% of the eligible population subscribes to pure retail
term offerings. That said, we estimate current protection penetration (basis sum
assured) to be ~12%. The difference between the two signifies the level of under-
protection in the country, i.e. ~6%.

October 26, 2020 Ambit Capital Pvt. Lid. Page 6
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Exhibit 7: We estimate the level of under-protection as of FY20 to be ~6%

18%
12%
6%
% of eligible population Existing protection Under protection: (A-B)
subscribed to retail term penetration basis sum
plans: (A) assured: (B)

Source: Income Tax Department, IRDAI, MoRTH, Company, Ambit Capital research

Peeling the methodology used

We use number of individuals earning >%0.5mn per annum and filing income tax
returns as our starting point. As mentioned earlier we estimate the size of this
population base to be ~30mn as of FY20. We assume minimum required protection
cover, i.e. sum assured, as 10x of annual income for individuals earning up to
¥2.5mn per annum. For individuals earning >32.5mn per annum we assume
minimum required cover of 7x given higher savings cushion in this bracket. We
believe that above a certain income threshold the need for protection starts
diminishing as existing savings are enough to take care of exigencies. We also
corroborated this with existing data of outstanding policies. We multiply average
income in each income slab with the number of individuals to arrive at the existing
protection opportunity in the country. Basis our house projections on per capita
income growth, historical tax return trends and our assumptions on protection
multipliers, we estimate the eligible population base and expected protection
opportunity in FY30.

Exhibit 8: We estimate protection opportunity will expand by 4x over the next 10 years

FY20E: ¥ 335tn opportunity

FY3O0E: ¥ 1,355tn opportunity

11200 1 W <ot
1,000 A A
800 -
600 -
3343in
400 A 3250tn -
200 - Z85tn 114mn/
28mn .~ 7 2mn 6mn
- - T — ;“7 T T - _ T T . T 1
Individuals  Protection Individuals  Protection Individuals  Protection Individuals  Protection
between  opportunity >Rs2.5mn opportunity between opportunity >Rs2.5mn opportunity
Rs0.5mn to p.a Rs0.5mn to p.a
2.5mn p.a 2.5mn p.a
Source: Income Tax Department, NSSO, IRDAI, Company, Ambit Capital research
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In our final step, we expect protection penetration to double from ~12% in FY20 to
~23% in FY30 (base case). Our assumption takes cues from the following:

=  We first estimate India’s GDP per capita in FY30 basis our house view (~USD
5,217).

=  We then look at existing (FY19) overall penetration level of countries with GDP
per capita in the band of USD4,000-8,000 to arrive at expected penetration level
in India in FY30. For e.g. as per Swiss Re Institute’s ‘Asia mortality protection gap
survey 2019’ report, life insurance sum assured to GDP of countries like
Indonesia and Thailand is ~2x that of India.

Exhibit 9: Protection gap in India is widest amongst leading Asian economies

Protection gap as a % of total protection need (2019)
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Source: Swiss Re Asia mortality protection gap survey 2019, Swiss Re Institute; Ambit Capital research

Factoring this, we expect sum assured to clock a CAGR of 23% over the next 10 years.
We assume sum assured to APE multiplier of 600 to derive retail inforce protection
APE for all periods. To back-test our APE multiplier, we also corroborate our FY20
derived APE numbers with our independent assessment of FY20 inforce APE.

Exhibit 10: Protection APE set to clock 23% CAGR over the next 10 years

Multioli Sum protection Estimated Sum .
ultiplier to . Derived
. . assured protection sum assured Sum assured to .
Year Scenario FY20E Penetration - [A] . s re inforce
enetration opportunity assured (Xtn) CAGR APE multiplier APE (Z bn)
P ® tn) -[B] - [A*B] FY20-30E
FY20E 12% 335 39 65
Bull 3.0x 35% 471 28% 600 785
FY30E Bear 1.5x 17% 1,355 235 20% 392
Base 2.0x 23% 314 23% 523

Source: Income Tax Department, IRDAI, MoRTH, Company, Ambit Capital research

India’s demographics provide levers for long-term sustainable growth

Our conviction on large protection opportunity is also supported by some of the
structural levers presented by India’s demographics, like:

= Increasing formalization of savings, reflected in 11% CAGR between AY13-19 in
number of returns filed (individuals + HUFs) filed in the country

= Consistent rise in GDP per capita - CAGR of 7% between 2009-2019
= Rise in nuclear family structures propelled by increasing urbanization
*  Young age profile of the country

*  Lack of government-backed social security measures for the mass affluent class

October 26, 2020 Ambit Capital Pvt. Lid. Page 8
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Exhibit 11: The number of returns filed has clocked 11%
CAGR between AY13-19

Exhibit 12: Consistent rise in GDP per capita; CAGR of 7%
between 2009-2019
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Exhibit 13: Scope for increase in urbanization...

Source: World Bank, Ambit Capital research

Exhibit 14: ... backed by a young population base

% of urban population (2018)
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Source: United Nations; Ambit Capital research

What is driving current super normal retail protection growth?

Lower distributor incentives on account of low premium ticket size and higher new
business strain (first year negative impact on P&L on account of high reserving
requirement and medical check-up expenses) have been key hindrances to selling a
regular premium protection offering. To overcome this, insurers are realigning
distributor incentives, developing direct channel, focusing on increasing awareness
(higher ad-spends) and developing newer product variants with increased flexibility.
Limited pay and return of premium (RoP) offering are a few such variants.

October 26, 2020
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Exhibit 15: What exactly are limited pay and return of premium variants of retail term plans?

Return of premium (ROP) Limited pay (LP)
Policy term = 30 years Policy term = 30 years
Annual premium = 310,000 (excl tax) I Annual premium = 355,000 (excl tax)
Sum assured =310mn Sum assured =310mn
Policy holder age = 30 years Policy holder age = 30 years
Premium paying term = 30 years Premium paying term = 5 years
/\ I 1
Policy holder dies P°“¢}’ hol.der No need to pay premium after 5th year
survives till the but full coverage till the age of 60 years

after 10 years age of 60 years

' '

Receives sum Receives T0.3mn
assured of 310mn back at maturity

Source: Company, Ambit Capital research

= Return of premium (RoP): Accumulated premiums (excluding taxes) are
returned to the policy holder at maturity if the holder survives. Premium ticket size
of these polices are on an average 2.0-2.5x higher than plain vanilla term plans.

= Limited pay (LP): Flexible premium paying term with minimum premium paying
term of 5 years. E.g.: A policy holder is 30 years of age and has coverage of 40
years till the age of 70 years. This holder could design the policy to pay
accelerated premiums for 10 years.

Limited pay and RoP a customer needs or an incentive realignment story?

Limited pay and return of premium variants (RoP) have higher ticket sizes and hence
introduction of these variants have helped pave way for insurers to better incentivize
distributors. Almost all the limited pay variants sold have >=5 years as payment
paying term. Since any product with 5 or more years as payment paying term gets
classified as a regular pay product, distributors end up making higher commissions
(up to 40% of first year premium)

*  Front-ending future growth through limited pay and RoP variants: Retail
protection APE for top four private insurers (commanding >70% market share)
grew at a supernormal rate of 94%/51% in FY19/20. A large part of the growth
came through introduction of limited pay and RoP product variants introduced in
2HFY19. These variants have higher ticket size than the regular pay products.
Our interactions with life insurers suggest in FY20 these variants account for 40-
75% of total retail protection APE for top four private life insurers (i.e. SBIL, IPRUL,
HDFCL and MaxL).

Exhibit 16: Retail protection APE growth in FY20 has been largely on account of sale of RoP and limited pay variants

s Retail protection APE Rsbn)  ====- Retail protection APE growth (YoY % - RHS)
. . .. o
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Source: Company, Ambit Capital research; *FY19 retail APE growth for SBIL is not as per scale (actual YoY retail protection APE growth for FY19 is 517%); **SBIL
has started publishing retail protection policy sales count from FY19 onwards; ***HDFCL does not publish data on retail protection policy count
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Total protection opportunity in the country remains finite. Given current growth
trajectory is inflated, extrapolating the same going forward would be a mistake.

= Evolved direct channel: Direct channel is a better channel for sale of pure
protection products as a meaningful portion of sales through this channel is not
constrained by a commission-based incentive structure. Bancassurance channel is
more attuned to sell investment products given wealth management focus of
bank sales force. Given higher commission payouts (higher ticket size) even
agents prefer sale of investment products. In the insurers analyzed, HDFCL/IPRUL
have the most evolved direct channel (34%/20% contribution of direct channel to
individual NBP in FY20) and are best-placed to build a retail protection franchise.

Exhibit 17: IPRUL, MaxL and HDFCL have been developing the direct channel, aiding in higher protection throughput

12 - mmmm Share of retail protection basis overall APE (%)  ==--- Share of direct channel in individual NBP (%) - RHS _ 49
10 -
- 30
8 4

21212128 2112128 2112128 2112128
rlzlzlxlz rlzlzlzlz rlzlzlxzlz szl
IPRUL MaxL HDFCL SBIL

Source: Company; Ambit Capital research
= Advertising and publicity: Advertising and publicity spends of the top four
private life insurers increased by ~44% CAGR between FY16-20, with large
allocations towards protection offering. This period also coincided with retail
protection APE growth of ~48% for these players. Even Swiss Re Institute’s ‘Asia
mortality protection gap survey 2019’ report highlights promotions as one of the
top triggers of life insurance purchase in India.
Exhibit 18: Top triggers for life insurance purchase
China Indonesia Malaysia Thailand India
Unweighted base 1716 886 609 828 571
Top triggers = Agent/broker 37% = Friend 29% = Agent/broker 32% = Agent/broker 35% = For investment 38%
= Friend 35% * For investment 27% = Friend 31% = Tax savings 25% = Friend 37%
= Breadwinner gets old 31% = Tax savings 26% = For investment 28% = Friend 23% = Agent/broker 29%
Disroptionately = Breadwinner gets old 31% = Tax savings 26% = For investment 28% = Tax savings 25% * Promotions 27%
high = Accident/sick/death 25% = Parents get old 20% * Promotions 22%
= Promotions 23% = Inspired by articles 17%
Hong Kong Singapore Japan Avustralia South Korea
Unweighted base 390 484 342 201 477
Top triggers = Agent/broker 34% » Agent/broker 35% = Friend 23% * Got married/baby 24% = Agent/broker 35%
= Friend 25% * Friend 26% = Got married/Baby 22% * Bought a property 18% = Friend 34%
= For investment 20% = First salary 15% = Agent/broker 20% ' Ffurchqsed Wﬂoh other " R T e ey
Disroptionately = Agent/broker 34% = Agent/broker 35% = Friend 23% insurance 16%
high = Breadwinner gets old 19% = First salary 15% = Got married/baby 22%

Source: Swiss Re Asia mortality protection gap survey 2019, Swiss Re Institute; Ambit Capital research Note: Text in orange refers to where consumers receive
recommendations; blue refers to financial reasons for considering life insurance, and green to life events that trigger consideration of insurance

=  Product innovation: Insurers have innovated with various flexible pay structures
coupled with add-on riders like critical illness. This has not only led to much
better product proposition but also aided in improving the margin profile of the
product. Popularity of limited pay and RoP protection product variants post their
launch in 2HFY19 is a classic example of product innovation-led success.
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=  Trust in the brand: A life insurance contract is a long-term contract only invoked
in one’s absence. Hence, the ability of the insurer to honor claims becomes a
prime criterion to select an insurance policy. Additionally, with not much to
differentiate among products across insurers and shift towards longer-term
contracts (average 20-40 years contract maturity for protection) trust in the brand
plays a very important role. LIC along with some large banks (exhibit 19) are the
most trusted brands in the BFSI category. Private life insurers owned by large
banks and NBFCs enjoy name sharing with their parent shareholders. SBI Life,
IPRU Life and HDFC Life all share names with their respective parents, State Bank
of India, ICCI Bank, HDFC Limited (parent of HDFC Bank) respectively. Strength
of these brands is captured in the survey results in the table below.

List top trusted brands in India (BFSI category-2020).
Exhibit 19: List of top BFSI brands in the country

Rank Brand Name Category

1 State Bank of India Banks — PSU

2 LIC Life Insurance - PSU
3 ICICI Bank Banks - Private

4 Punjab National Bank Banks - PSU

5 HDFC Bank Banks - Private

10 Bajaj Finance Financial Services
11 Kotak Mahindra Bank Banks - Private

12 Axis Bank Banks - Private

Source: TRA’s brand trust report (2020 rankings-BFS| super category), Ambit Capital research

Who is placed to do well?

Access to the mass affluent segment, brand recognition and pricing are key
determinants of success in this segment. Analyzing major insurance companies on the
above parameters/competitive advantages, IPRUL and HDFCL emerge best-placed to
grow and gain market share in the segment.

Exhibit 20: Protection strength estimate framework: IPRUL and HDFCL are best-placed to deliver higher growth in
protection business

Retail protection franchise strength HDFCL IPRUL SBIL MaxL Measured based on

estimator
Market-share estimate 16% 26% 17% 11%  Retail protection APE
- 0,

Acc.ess to addressable market - (50% 3.2 3.4 2.2 1.6
weight)
- Reach of primary banca. partner D 9 ) ) Number of metro/urban bank branches
- Customer profile of major banca. partner o > a D Average size of debit card spends for primary banca. partner
- Cross sell potential of primary banca. sales . . .
force o Q ) D Credit card to debit card ratio
- Direct channel evolution o () () D Contribution of direct channel to individual NBP
- Open architecture status of primary banca. . .
partner D () ) ) Acceptance of open architecture by primary bancassurance partner
Strength of the brand/trust - (30% weight) 3.0 3.0 3.0 2.5
- Brand recall and perceived safety &9 > o ) Based on brand survey and ownership
- Claim settlement ratio O Q D () Based on historical claim settlement ratio
Product innovation - (10% weight) 4.0 4.0 1.0 2.0

. T.qF Number of variants of retail protection and flexibility
- Pl veldeyiiffilndeil 1y ® ® ) D (limited/RoP/whole life coverage, etc.)
Pricing - (10% weight) 3.0 3.0 2.0 4.0
- Sum assured received for per rupee of .. .
Bremivmipaid D D a o Pricing of pure protection product
Final scalability score - weighted average 3.2 3.3 2.3 2.2

Source: Company, RBI, IRDAI, Ambit capital research Note: Q. Strong; O- Relatively Strong; M. Average; ©. Relatively weak
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IPRU Life is best-positioned: Benefits from bancassurance channel geared towards
selling retail protection (~42% for FY20 vs ~14% for HDFCL). ICICI Bank not
accepting open architecture also remains a key positive for IPRUL compared to
HDFCL. IPRU Life is well-positioned to capture the mass affluent urban segment with
right mix of brand recall, reach and pricing.

HDFC Life is a close second: Best in class in terms of product innovation, execution
and adoption of higher-margin health riders. Ilts primary bancassurance partner
HDFC Bank embracing open architecture gives its closest competitor IPRU Life the
edge when it comes to cross-sell potential. This has pushed HDFC Life to build its
direct channel which has developed well compared to peers. Benefits from aggression
and affluent customer profile of primary bancassurance partner.

SBI Life hits below its weight: Beneficiary of pseudo sovereign identity and
unmatched entrenched distribution network. Lags behind when it comes to quality of
customer profile and aggression of its sales force with respect to its primary
bancassurance partner (SBI Bank). Laggard when it comes to product innovation.
Pricing in the protection segment remains relatively high compared to peers given
inferior mortality experience fueled by entrenched pan-India presence and resultant
customer mix. SBI Life has not focused on development of direct channel given
possibility of channel conflict with bancassurance and agency channels. In our view, if
it sharpens focus on the product segment and improves strategic agility, it can take a
lion’s share in the segment.

Max Life operates well amid constraints: Amongst the top four private life
insurers, Max Life is the only insurer that is not a bank/NBFC-owned franchise. This
remains a big constraint for Max Life given distribution is key to building a large life
insurance business in India. Additionally, it also lacks when it comes to brand recall
and trust compared to bank-backed life insurers. Nevertheless, it overcomes some of
its shortcomings by aggressively (compared to larger peers) pricing its protection
offering and also benefits from best-in-class claims settlement ratio. Proposed deal
with Axis Bank, if it goes through, will be a key breakthrough.

Exhibit 21: SBIL enjoys largest distribution network and Exhibit 22: ... but HDFCL/IPRUL have a superior customer
customer base... mix with higher share of affluent customer segment

Number of metro plus urban branches -

FY20
9,084 31,007

2,657 2,657 2,5

N
~N

21,489

15,977

Average debit card spends p.a. - FY20

7,032

-

[} o
é 3 Q 8 ) 2 é
frd = fred =
e a 14 fa) 2 @] »n
I O I ]
Source: RBI, Company, Ambit Capital research Source: RBI, Ambit Capital research
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Exhibit 23: HDFC Bank’s ability to cross-sell is
compared to its peers; benefits HDFCL

superior Exhibit 24: HDFCL/IPRUL both have a more evolved direct
channel; key to sustainable protection growth

Credit card to debit card ratio

Direct channel share (basis Ind. NBP)

uSBl  mICICI Bank = Axis Bank =HDFCBank =-cecee HDFCL IPRUL SBIL
50% - 10 MaxL BajajA
-
40% 34%
30% - e
30% 1 / 20%
U4 (o]
20% - 20% 1 o
o - 14%
- J J 1% === . 12%
-/7-\_/
e 0,
0% 4 J J J J 0% T T T T T T T T %qé
o - ¥ ® X v 0o~ ® o> 2
t t t t t a—_ = T r & & £ &£ & & & &

Source: RBI, Company, Ambit Capital research

Exhibit 25: Claim settlement ratio - MaxL has seen
consistent improvement; highest as of FY20

Source: IRDAI, Company Ambit Capital research

Exhibit 26: Online pricing of regular premium term
policies; IPRUL has the most consistent pricing

MaxL ®IPRUL = HDFCL mSBIL

FY15 mFY16 mFY17 mFY18 =FY19 mFY20

100% -

97% A
94% ~
91% A
88% A
85%

SBIL IPRUL  HDFCL MaxL

Y b
% X < (v>§ ~
X ™ 0 = —
x x N X — -
~ x &~ -~ - x
© X - x = X x
— - < e~ Q-
I—I —_ - —
Life cover- Life cover- Life cover- Life cover-
10mn 20mn 30mn 40mn

Source: IRDAI, Company, Ambit Capital research

Source: PolicyBazaar; Ambit Capital research Note: Premium for a non-
smoker at an entry age of 30 years with cover up to 60 years of age , Male
taking salary as 5 to 7 lacs, resident of Maharashtra, graduate and above. (
as of 03 September 2020); pricing indexed to MaxL

Exhibit 27: IPRUL/HDFCL remain well-positioned to grow Exhibit 28: IPRU is the market leader and the fastest

the protection segment

growing franchise in the retail protection segment

Group protection share - FY20 m Retail protection share - FY20

m Retail Protection APE (Rs bn)
Group Protection APE (Rs bn)
+ Retail Protection APE- CAGR % (FY16-FY20) - RHS

10 - - 80%
8 .
5% L 60°
o 1% 60%
5% 6 1 . ¢
- 40%
4% 4
0,
10% » 8% 5 | - 20%
° 5%
f T T T 1 0 T T T T 0%
IPRUL HDFCL MaxL SBIL IPRUL SBIL HDFCL MaxL

Source: Company; Ambit Capital research
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Risk build-up in retail term plans

To lure customers and distributors, life insurers have introduced various variants of
term plans. Following are some of the common variants sold in the market:

= Return of premium (RoP): Premium ticket size of these polices are on an
average 2.0-2.5x higher than plain vanilla term plans.

= Limited pay (LP): Holder could design the policy to pay accelerated premiums.

= Return of premium with limited pay option: Accumulated premiums returned
at maturity plus flexibility of choosing premium paying term.

=  Whole life term plan (WLPs): Any variant of retail term plan with coverage up
to 100 years. Given elongated coverage period sum assured payouts in these
policies are practically certain. Typically life insurers charge a higher premium to
accommodate certainty of payouts. Our analysis suggests 8 out of 20 insurers
selling retail term plans offer coverage of 85 years or higher up to 100 years.

All the above variants have a higher ticket size than the plain vanilla term plans. In
case of RoP and WLPs the insurers collect higher premium factoring eventual maturity
or death payouts. In the case of LP variants an accelerated premium structure is
provided to holders assuming a certain minimum long-term interest on investment. In
either case, the insurer bears the interest rate risk.

Exhibit 29: Most life insurers are offering whole life term covers

No. of life insurers

>=75 but <80 years >=80 but <85 years >=85 years

Source: Policybazaar, Company, Ambit Capital research

Added features are increasing the embedded interest rate risk. Long tenure of these
products and almost certain cash outflows at maturity are prime reasons of build-up
in interest rate risk. In case of limited pay variants given life insurers are collecting
premiums in a short span, interest risk develops if large premium collections happen
in low interest rate environment followed by sharp pick-up in later years. Average
new policy tenure of >30 years makes hedging in this segment difficult. Though, at
this point the share of retail protection is small but as the industry develops we see
interest rate risk building up in this segment.
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Annvuities - The next big opportunity!

Annvuities are gaining traction; we estimate it to clock 20% CAGR by FY30
backed by 18% CAGR in retirement corpus (accumulation phase) between
FY10-20 to ~329tn. Of this, ~19% (35.5tn) needs to be compulsorily
annvuitized at maturity, representing higher locked demand potential. We
estimate the retirement corpus to be I116tn opportunity by FY30, implying
15% CAGR. Large retirement corpus results in an annuity opportunity of
2.3tn by FY30. We estimate annuities to contribute 20-35% to total APE for
insurers under coverage; up from 4-5% in FY20. Our calculation suggests 25-
30% margin for annuities. We expect this to sustain given high sensitivity to
mortality and investment returns. This would enable annuities to also drive
profitability and add 15-30% to VNB by FY30E.

In this section we attempt to address the following:
=  Evolution of regulations in the segment

= Deep-dive into the annuity opportunity pie

= Understanding margins in the annuity segment

= Key risks embedded in annuities
A snapshot of the pension and annuities market in India and way forward
What are annvities?

Insurance products that guarantee a stream of fixed periodic cash flows at equal
intervals over the balance life of the policyholder. This is in return for either a lump-
sum upfront premium or annual/monthly premiums for a fixed duration before
annuity payment begins. As an example, for an upfront premium paid of 100 by a
59-year-old policyholder, the insurer guarantees 7% annuity rate payout (X7 per
annum) till death of the policy holder. If the annuity payouts begin immediately after
investment, policy is termed as ‘immediate annuity’. If the annuity payouts begin after
a particular term, the policies are termed as ‘differed annuities’. Contrary to term
plans, annuities help insure policyholders from longevity risk.

Regulatory tailwinds aid accumulation phase build-up

Extension of National Pensions Scheme (NPS) to all Indian citizens (2009) along with
higher tax exemptions on NPS (2018) has given a big boost to retirement savings.
Additionally, regulatory changes for pension products offered by life insurers (2019)
have brought insurance pensions at a level playing field with NPS. This would help in
liffing demand for pension products sold by life insurers.

Exhibit 30: Evolution of pension market in India

Year Event Features/Impact

Establishment of the interim Pension Fund Regulatory and

2003 Development Authority (PFRDA)

Gol's initiative to promote, develop and regulate pension sector in India

2004 Shift from defined benefit to defined contribution scheme NPS introduced for central (civil) government employees
2009 Defined contribution scheme expanded and extended to all citizens NPS extended to all Indian citizens
2010 IRDAI mandates 4.5% guaranteed return to be offered by life insurers Led to collapse of life insurers participation in the pension market

2011 Removal of 4.5% guarantee but capital protection guarantee retained Directionally a positive move but life insurers remain circumspect
g p p g

1) Withdrawal from NPS on retirement made tax-free

IS I e 2) For central government employees; Gol's contribution increased to 14%

of the basic salary from 10% earlier

1) Up to 60% of pension corpus can be commuted vs 33.3% earlier

2) 50% of pension corpus can be used to buy annuities from vendor other
than the original pension seller vs need to buy only from the original

IRDAI regulations 2019 pension seller earlier

(please click here to read full note) 3) Partial withdrawals on ULIP pensions permitted (max 25% of fund; max 3
times in policy tenure; on specific life events)

2019

4) For insurers offering annuities, the options offered should at least cover a
life annuity and return of premium annuity vs no restrictions on annuity
types offered earlier

Source: IRDAI, PFRDA, MoF, Ambit Capital research
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Deep-dive into the annuity opportunity pie

Growth opportunity in annuities would come from (i) build-up in retirement fund kitty;
~19% of retirement fund requires compulsory annuitization (largest opportunity) and
(ii) annuities sold to policyholders over and above compulsory annuitization arising
out of voluntary need. We take a detailed view on opportunity size, taxation and
regulations around anodization on vesting to understand the build-up in the
accumulation phase for annuities.

Exhibit 31: Peeling the layers of India’s pension and annuity market

India: Retirement

Fund Corpus

National National Pension Pension Life insurance (linked/non-linked) Employee Public Provident

Pension Scheme Scheme managed by 1. Pension plan for Individuals/group Provident Fund Fund (PPF)

(for CG/SG) (corporate, all EPFO 2. Gratuity & Superannuation fund (excl. pension)

ciitizens, etc.) management)

Corpus (Rs tn) _ N o ~Rs 2 tn (~88%+ LIC, ~4% SBI Life ,~3% o o
as on FY20 Rs 3.5 Rs 0.7 tn Rs 4 tn HDFC Life, ~1% IPRU ) Rs 13 tn Rs 5tn
Projected corpus (Rs N N N N o _
tn) for FY30E Rs 19.4 tn Rs 6.5 tn Rs 18 tn Rs 6 tn Rs 54 tn Rs 14 tn
Taxation EE (E/T) category: EE (E/T) EE (E/T) category: EEE category:

1. Investment (up to 80C limit+ Rs50k category: 1. Gratuity - EEE 1. Investment, Accumulatiion &

seperately -80CCD (1B)) exempt
2. Accumulation is tax-free

1. Investment &
Accumulatiion

2. Superannuation - EE (E/T) (1/3rd
commutation is exempt, 2/3rd exempt if

Withdrawal ~all are tax free
*exemption at contribution limted to

3 Withdrawal- Upto 60% (exempt), are tax free annuitised, but annuity pay-outs taxable) 80C deduction limit
balance 40% (exempt if annuitized, but 2. Annuity pay- 3. Pension- EET - 60% commutation
annuity payouts will be taxable in year outs taxable allowed (exempt), balance 40% (exempt if
of receipt). annuitized, but annuity pay outs taxable)
Annuitization on Compulsory annuitization of 40% as Compulsory Compulsory annuitization of 40% as 100 % commutable

vesting?

pension and the balance 60% can be

annutization of

pension and the balance 60% can be

2/3rd of the
corpus ; (exempt
but pay-ouys
taxable. 1/3rd
can be
commuted (tax
free)

commuted commuted

Compulsory Annuity

Voluntary Annuity

\ Annuity Market opportunity /

(immediate /deferred)

Source: MoF, EPFO, NPS Trust, PFRDA, IRDAI, Ambit Capital research

The Indian retirement fund corpus (ex-defined benefit liabilities) has grown at a
CAGR of 18% over FY10-20. We estimate the accumulated retirement corpus to be
~329in as at end-FY20. The ride has been smooth with the corpus having grown
consistently at >15% in almost each year of the last decade. The pace has picked up
recently with NPS growing consistently >30% over last five years on the back of better
tax incentives and opening up to the private sector. NPS now contributes ~14% to the
retirement fund corpus.
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Exhibit 32: Accumulation phase indicates faster growth trajectory

Ttn EPFO (excl. pension) PPF EPFO (pension) mNPS Insruance pensions
350 >
30 - o
~18% -7
25 | o:cAGR-18% . .
FY10-20: 5577 -
! e - =
54 e —
104 et _
5 .
0 T T T T T T T T T T 1
o — ~ ) < 0 © N © o 2
>~ >~ >~ >~ >~ >~ >~ >~ >~ >~ >
[V 9 (VI8 [V [V 9 L [V (V9 [V [V 9 L [V
Source: MoF, EPFO, NPS Trust, PFRDA, IRDAI, Ambit Capital research
Out of the total estimated retirement fund corpus of ~3291n, close to 19% (35.5tn)
needs to be compulsorily annuitized at maturity. This includes funds accumulated
under NPS (~%1.7tn), pensions accumulated by life insurance companies (~30.9tn)
and pensions accumulated by EPFO (~32.91tn).
Exhibit 33: Almost 37% of overall retirement funds need to be partially annvitized
Rerirement Fund Corpus: FY20
Insruance
pensions, 8%
Complusory -, vt
annutization: e
Z5.5tn NPS & NPS, 14% EPFO (excl.
Insurance pension), 45%
pension: 40%, .
EPFO (pension): EPFO ](ps?)/nsuon), .
66.6% R
PPF, 18%
~329in
Source: MoF, EPFO, NPS Trust, PFRDA, IRDAI, Ambit Capital research
Factoring nominal GDP growth of 11% for the next decade and employment growth
rate (increase in aggregate headcount) of 4%, we estimate India’s retirement savings
corpus to grow at a CAGR of 15% over FY20-30. This would take India’s retirement
savings corpus to ~Z116tn by end of FY30 (excluding defined benefit liabilities).
Exhibit 34: Retirement funds are on track for a period of consistent high growth over the next decade
Insruance FY30E
FY20 pensions, T
Insrugnce 5%
ensions,
P o T~ NPS, 22%
EPFO (excl.
NPS, 14% .
o‘ EPFO (exc.  15% CAGR pension),
pension), 46%
(pension),
15% /
PPF, 18%

(pension),/

EPFO
0,
329tn 15% PPF, 12%—"%116tn

Source: MoF, EPFO, NPS Trust, PFRDA, IRDAI, Ambit Capital research
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The annuity market is currently dominated by LIC with 85%+ share in new annuity
sales. Annuities are largely single premium products and, on an average over the last
four years, have contributed ~14% of the overall new business premiums. New
annuity for the sector has grown at 13% CAGR over FY17-20. This period saw a surge
in growth from private players clocking CAGR of ~86% vs 9% for LIC. The top four
private players, i.e. HDFCL, SBIL, IPRUL and MaxL, along with LIC constitute almost
the entire annuity market in the country. Given longevity of contracts, brand name
and stability of insurance franchise play a very important role in sales of annuity
along with retail protection products.

Exhibit 35: Annuity market is dominated by LIC... Exhibit 36: ... but private players are growing faster
[Ir(l:v T:{: $E)S ) LIC growth (%) m Private growth (%) Sector growth (%)
—e— New annuity sales as a % of NBP - (RHS) 123
0.40 - 16 107
0.35
- 15
0.30 c
39
- 14
0.25 9 m— . : 9 12 9 15 9 I 12
0.20 — : : 13 : : : .
~ ) o o © o o
— — — N — — o~
> > > > > > >
[V (1 (1 |1 L [F I8 [F I8
Source: Company, IRDAI, Ambit Capital research Source: Company, IRDAI, Ambit Capital research

Retirement funds as a percentage of sector's AUM are on the rise. They form ~77%
of the sector's AUM as of FY20 vs ~66% in FY16. This represents higher locked
demand potential for annuities going forward. Shift of central government pension
plans from defined benefit to defined contribution in 2004 and subsequent opening
up of NPS to all citizens in 2009 have aided in driving the sharp rise in retirement
funds. Percentage of retirement funds annuitized every year, i.e. new annuity sales as
a percentage of retirement funds, has been in the range of 1.2-1.3% over FY17-20.
As more numbers of employees rolled into defined contribution scheme in 2004 start
to retire, we expect percentage of retirement funds annuitized every year to gradually
rise. In our base/bull/bear case scenarios we estimate 2.0%/3.0%/1.5% of retirement
funds to be annuitized by FY30.

Exhibit 37: Retirement funds are clocking a faster growth Exhibit 38: ... this should lead to higher share of
than the sector’'s AUM... retirement funds being annuitized going forward
Retirement funds as a % of sector AUM New annuity sales as a % of retirement funds
(% funds annvitized) - RHS
77
3.0
72 2.0
13 13 13 12 13 .
~ ) o o = < =
66 66 - s < & 3 8 3
HE = £ & ¢ & & 5 =
r T T T 1 w w w
~ o) o o Q o o
& & & T - - &
Source: IRDAI, Company, Ambit Capital research Source: IRDAI, Company, Ambit Capital research
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Our base case estimate of 2% of retirement funds to be annuitized by FY30 implies
new annuity sales growing to ~32.3tn by FY30. This implies annuities for the sector
should clock a CAGR of 20% between FY20-30. Our bull case and bear case
estimates for annuity growth are 25% and 17% CAGR respectively.

Exhibit 39: New annuity sales could be ~32.3tn market Exhibit 40: ... implying 20% CAGR through FY20-30;
annually... higher than estimated growth rate for the sector

= New annuity sales (Rs tn)

—e—New annuity sales as a % of retirement funds (% funds o
- Bull: 25%
annvuitized) - RHS .
4.0 - 3.5 - 4.0 /
4
30 | ,/ Base: 20%
’ 2.3 - 3.0
2.0 . .I -7
L 2.0 Bear: 17%
1.0 A
- T T ] 'O r T T T 1
T I
>3 > 8 23 & & @ N
L — L — (18 |18
Source: IRDAI, Company, Ambit Capital research Source: IRDAI, Company, Ambit Capital research

Within private life insurers, HDFCL commands the highest annuity market share of
~7.4% as of FY20. SBIL and IPRUL have posted sharp uptick in FY20 and command
~3.0% of the annuity market share. Annuities contributed up to 4-5% of total APE for
the top four private life insurers as of FY20.

Exhibit 41: Within private life insurers, HDFCL commands Exhibit 42: Annuities’ contribution to total APE increased
higher annuity market share of ~7.4% to 4-5% for HDFCL
FY17 =FY18 =mFY19 mFY20 FY16 =FY17 mFY18 mFY19 mFY20
8% -
6% -
6% - 5% -
4% A
4% A
3% -
o
29 | 2%
1% - I I
0% . . . — 0% . . . —
HDFCL SBIL IPRUL MaxL HDFCL IPRUL SBIL MaxL
Source: IRDAI, Company, Ambit Capital research Source: IRDAI, Company, Ambit Capital research

Annvuity margin: High but sensitive!

Our calculations suggest annuities make margin upward of 30% in most cases. This is
higher than the current overall company-level VNB margins for most private insurers.
Our calculations assume mortality experience at 70% of LIC's annuitants experience
table. This is on account of the reach of private insurers largely concentrated in metro
and large cities with better customer income profile, superior healthcare facilities
and, hence, lower mortality rates.
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Exhibit 43: VNB margins of annuities are typically higher than overall company-level margins

Particulars ;lec:‘l:.l;/k Comments

Type of annuity Ili?;n;i‘:\ijiiij Online purchase

Premium paying term Single

Entry age (years) 60 Male

Purchase price ) - (A) 10,00,000

Less: Tax deducted (%) - (B) 17,682  GST rate of 1.8%

Investable amount ) - ('C)= [A-B] 9,82,318

Annuity payable %) - (D) 82,122  Annual payout frequency

Annual payout rate to policy holder - ('E) = [D/C] 8.4%

Death and surrender benefit NA

Return of premium NA

Return on investment made by insurance company - ('F) 6.5% Assuming insurance company locks in 30-year g-sec, paying 6.5% as annual coupon
Income earned - (G) 78,159 NPV of Y discounted at investment rate

Less: commissions paid - (H) = [0.54%*C] 5,350  54bps: Based on FY20 segmental reporting

Less: operating expenses - (l) = [3.92%*C] 38,537 392bps: Based on FY20 segmental reporting
Pre-tax VNB - (J) =[G-H-I] 34,272

Tax expense - Surplus from annvuities are tax-free for life insurers
Post tax VNB - (K) 34,272

APE - (L) 1,00,000 10% of purchase price

VNB margins - (M) = [K/L] 34%

Source: Company; Ambit Capital research

In our calculation, we assume a life insurance company makes a spread of 90-
100bps on each annuity contract. We assume this basis interaction with some
independent actuaries and life insurance companies.

Exhibit 44: Our interactions suggest life insurers lock in a spread of 90-100bps on sales of an annuity

Particulars Value Comments

Return on investment - (a) 6.5% Coupon from a 30-year g-sec

IRR of all net cash flows to the insurance company - (b) 5.6% Assuming mortality rate of 70% of LIC's historical mortality experience
Spread made on the annuities - ('c) = [a-b] 0.94%

Source: Company; Ambit Capital research

Current competition in annuity markets is stiff but benefits from practical presence of
only five large insurers, i.e. LIC, HDFCL, SBIL, IPRUL and MaxL. We lay out our
calculation methodology below. Please note calculations below are for immediate
annuities sold and derive some of the values from the exhibit 42 above.

Exhibit 45: Unwrapping annuity margin calculation (immediate annuity version)

) V = U*70% W2 = (1-V/1000)*W1 C X = D*W Y= C+X
Year Age (deah:‘l:,/tl'i:);::y)elftg; LIC I?:Ie‘;s::/c‘ll E(‘)EZ:‘::L"G‘: Persisi:::z:;;:; unting Premium paid ::;‘:I;K Net cash flows
0 60 100% -9,82,318 -9,82,318
1 61 12 8 99% 81,448 81,448
2 62 12 8 98% 80,778 80,778
3 63 12 8 98% 80,093 80,093
4 64 13 9 97% 79,373 79,373
5 65 14 10 96% 78,602 78,602
6 66 15 11 95% 77,761 77,761
7 67 17 12 94% 76,834 76,834
8 68 22 15 92% 75,660 75,660
9 69 24 17 91% 74,403 74,403
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51 111 433 303 0.2% 199 199

52 112 450 315 0.2% 136 136
53 113 467 327 0.1% 92 92
54 114 485 339 0.1% 61 61
55 115 503 352 0.0% 39 39
56 116 522 365 0.0% 25 25
57 117 1000 700 0.0% 7 7

Source: Company; Ambit Capital research

High margin sensitivity to drive profitability for annvities
Our calculations also suggest annuity margins are highly sensitive to:

=  mortality rates, and
= investment returns, i.e. spread over implied guaranteed return.

Exhibit 46: Sensitivity of annuity margin to mortality and spread over implied return

Mortality experience (% of LIC mortality experience)

50% 60% 70% 80% 90% 100%
T
Le 0.65% -46% -16% 11% 35% 56% 76%
23
E% 0.75% -37% -7% 19% 42% 63% 83%
bl
§3 0.85% -28% 1% 27% 50% 70% 90%
2% 0.95% -19% 9% 34% 57% 77% 96%
o
g5 1.05% -10% 17% 42% 64% 84% 102%
[ 3]
w o 1.15% -2% 25% 49% 71% 91% 109%
1.25% 7% 33% 57% 78% 97% 115%

Source: Company, Ambit Capital research

As discussed earlier, annuities are up for a period of high growth backed by fast
build-up of the retirement fund corpus. This would result in hyper competition in the
annuity segment. Nevertheless, given high sensitivity we believe life insurers would
not price annuities very aggressively, keeping some cushion for safety. Hence, in our
view, the annuity business would add more to profits (VNB) in the long run. The top
four private players, i.e. HDFCL, SBIL, IPRUL and MaxL, are expected to benefit most
out of this given presence of key success ingredients in the annuity market such as
superior brand name, entrenched distribution and long track records.

Available variants of annuities: Customizing to customer needs
Annuity variants offered by life insurers range from:

* Immediate annuity (most popular);
= Deferred annuity (only select layers offer this given higher interest rate risk); and

=  Pension bundled with annuity offering (accumulation in terms of pension + at
maturity accumulated corpus is used to buy an annuity).

Between the three broad categories mentioned above, multiple product variants with
different cash flows structures and death benefits are offered. We summarize different
variants in the table below.

Exhibit 47: Summary: Annuity variants primarily differ in cash flow structures and death benefit payouts

Sr. no. Annuity variants Payouts (living period) Payouts (death)
1 Life annuity Payable (.:11 uniform rate in arrears for the life of Nil
the annuitant.
2 Llfe annuity with return of purchase Payable (.:11 uniform rate in arrears for the life of 008 ol e murdees 7
price the annuitant.
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7

Life annuity with return of balance
purchase price

Life annuity with a guarantee period

Life annuity with 5% escalation

Life annuity with return of purchase
price in parts

Life annuity with return of purchase
price on diagnosis of critical lliness

Payable at uniform rate in arrears for the life of
the annuitant.

Payable in arrears for the life of the annuitant

or until the end of guarantee period, whichever is
later.

Payable in arrears for the life of the annuitant. The
annuity will increase annually by 5% p.a. of the
annuity amount at inception.

Payable at uniform rate in arrears for the life of
the annuitant. At the end of 7 years, 30% of the
purchase price is paid to the annuitant on survival.

Payable at uniform rate in arrears for the life of
the annuitant.

Purchase price less all annuity instalments made
prior to death

If annuity payments > purchase price, then no
benefits will be paid

Nil

Nil

Death beyond 7 years-70% of the purchase price
Death within 7 years — full purchase

price

Death/critical lliness before specified age (85):
100%

of purchase price refunded back

Source: Company policy brochures; Ambit Capital research

Key risks embedded in annuities

Longevity risk: Lower-than-expected/factored mortality could lead to higher
payouts, suppressing profitability and margins. Our conversations with private life
insurance companies in India suggest most of them use LIC’s annuitant’s
experience table and multiply the same by a factor (e.g. 0.75x) basis their
experience and target customer segment.

Interest rate risk: Annuities typically are long-duration contracts with most of
the premiums received in advance. Hence, typically a significant portion of the
premium proceeds are used to buy investments (in most cases g-secs) to lock-in
the price and create a hedge. Though, annuities are reprised quite frequently to
mimic the changes in the interest rates offered by investment products used to
hedge. However, insurers are still exposed to interest rate risk on account of

following:

Exhibit 48: Causes of interest rate risk in annvities

Sr. No. Cause

Impact

1
2

Interest rate fluctuations between reset period

Lack of understanding of underlying liabilities (mortality
experience different than what was factored/anticipated)

Shallow bonds markets

regimes.

Asset liability mismatch for the policies sold between reset periods.
Asset-liability mismatch resulting in re-investment risk in declining interest rate

Lack of availability of longer tenor bonds could result in asset duration being lower
than the underlying liabilities. This could result in re-investment risk in declining

interest-rate regimes.

Source: Ambit Capital research

Addition of return of purchase price (RoP) feature can reduce longevity risk

Our analysis suggests that by adding RoP on death feature insurers typically reduce
annual payout rate to the policyholder by 170-210bps. Hence, this product emulates
characteristics of a fund management business. This acts like a hedge towards
mortality assumptions, in turn reducing longevity risk. Given lower longevity risk in
this variant compared to annuities with no RoP feature, we estimate margins to be
lower in this variant.

Exhibit 49: Annuity policies with RoP feature typically pay out 170-210bps lower than life annuity policies with no RoP

feature
Particulars Life annuity Life annuity with RoP Difference
Investable amount - (A) 9,82,318 9,82,318 -
Annuity payable - (B) 82,122 63,065 19,057
Annual payout rate to policy holder - (‘C) = [A-B] 8.4% 6.4% 1.94%
Source: Company illustrations; Ambit Capital research
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Non-annuity savings is a cyclical play

We estimate non-annuity savings (ULIPs/par-non-par) to clock CAGR of ~8%
over FY20-30. Our estimates factor volatile nature of ULIP flows and their
structural unattractiveness versus mutual funds. We also factor in
unattractiveness of traditional products given their low returns compared to
alternatives. Even guaranteed-return products (non-annuity) are an
opportunistic play hinged on the credit growth cycle.

Unit-linked products are volatile and face competition from mutual funds...

ULIPs form just ~15% of premiums for the industry and ~45% for private sector
insurance companies. However, data suggests that equity mutual funds are gaining
market share from insurance companies.

Exhibit 51: Equity MF AUM has grown at a CAGR of 16%
between FY10-20 while ULIP AUM has remained flat

Exhibit 50: Equity MF flows have been substantially higher
than ULIP flows in the last 6 years

m ULIP NBP (Rs tn) Equity MF AUM = ULIP AUM

6 1 100% -
90% -
5 80% - I I I
4 - 70% -
60% -
3 50% -
, 40% -

Gross equity MF inflow (Rs tn)

| 30% -
- 20% -
10% A
- === = . | . | . | . | . 0% T T T T T T T T T T 1
o 2 = s & I S - 22 2222 28
& & & & & & N R A o S S S S A o

Source: IRDAI, AMFI, Ambit Capital research, *ULIP AUM for FY20 is an
estimate

Source: IRDAI, AMFI, Ambit Capital research, *ULIP NBP for FY20 is an
estimate

Even after significant improvement in ULIP features, on most parameters mutual
funds still score over ULIPs in an investment horizon of less than 7-8 years. One area
where ULIPs score over mutual funds is tax benefit on maturity proceeds under
section 10(10D). Nevertheless, sharp under-performance of ULIP flows over mutual
fund flows highlights that benefit under section 10(10D) is not the prime incentive for
an average retail investor to invest in ULIPs. Higher flexibility in purchase and exit of
mutual funds is well-appreciated by many retail investors.

Exhibit 52: Mutual funds score over ULIPs for investment horizons of less than 7-8 years

ULIPs

Mutual Funds

Tax Benefit

Switching Option

Overall Charges

Charges

Lock in period

Average returns for
investors

All unit-linked plans offer tax benefits under section 80C.

Maturity proceeds are tax-free under section 10(10D), if sum
assured is >10 times of annual premium.

Unit-Linked Insurance Plans (ULIP) allows you to switch your
investment between the funds linked to the plan. This enables
you to change the risk return.

Charges in a unit-linked plan include mortality charges for the
life insurance provided. In addition, premium allocation charge,
fund management charge and administration charges are
applicable.

2.25% to 4.0% + mortality charges

5 years in case of ULIPs

8.5-14%

Investments in tax-saving funds are eligible for section 80C
benefits.

LTCG tax of 10% on maturity proceeds.

No switching option is available. If you are not satisfied with the
performance of the fund, you can exit completely from the same
by paying exit charges, if applicable.

Mutual fund charges include the annual fund management
charge, other charges (up to 2%) and an exit load, if applicable.

Total expenses of 1.0% to 2.0%

3 years in case of ELSS funds. For other open-ended products,
no lock-in is there.

8.5-18%

Source: IRDA, SEBI, Ambit Capital research

October 26, 2020

Ambit Capital Pvt. Ltd.

Page 24



=< AMBIT

Life Insurance

...even traditional products face competition given low returns

Traditional insurance products also don’t have higher returns with IRR at just 4.0-
5.5%; this is much lower compared to other products. Moreover, despite tax
exemptions on insurance policies, post-tax returns are still not better than that of
mutual funds.

Exhibit 53: Pre-tax returns on insurance savings products is much lower than other
financial products

Savings products Pre-i?x return on Posi-iu).(* return on

investments investments
Fixed deposits (SBI 5-year deposit rate) 5.40% 4.30%
Savings deposits 2.7%-7.0% 2.2%-5.7%
Public Provident Fund 7.10% 7.10%
National Pension Scheme 9.0%-12.0% 9.0%-12.0%
Debt MF 8%-11% 6.4%-8.8%
Employee Provident Fund 8.50% 8.50%
Par insurance 4.0%-5.5% 4.0%-5.5%

Source: Ambit Capital research; Note average 5-year returns for all products; *20% tax rate assumed

Guaranteed-return products (non-annuity) are opportunistic play

Sharp premium rise in this segment is opportunistic given muted bank credit growth
and surge in deposits for most large banks. Deposit growth has been higher than
credit growth over the last few quarters, which makes sales of guaranteed-return
products a good opportunity for banks to earn fee income which otherwise bear the
burden of negative carry on deposits. Additionally, net returns offered to
policyholders are 4-5.5%, which in many cases is higher than post-tax return on
current banks deposit rates (over the last 12 months bank deposit rates have come-
off by 70-180bps). A significant portion of non-par sales happens through the
bancassurance channel. Thus, their relative attractiveness versus may not sustain
when the credit growth cycle reverses.
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Structural growth opportunity with no
legacy pain to drive valuations

In Nov’19 we turned SELLers on insurers under coverage (IPRUL/SBIL) given
expectation of contraction in premium flows and limited fundamental
reasons for upside movement from valuation then (~2.7x/3.2x FY21E P/EV).
After correcting 30% between Nov’19-Mar’20, insurers recovered faster than
lenders as they emerged a safer alternate within BFSI. Markets still imply a
much lower VNB growth trajectory of 11-17% CAGR over the next 10 years.
We see upside given i) faster growth in protection (~23% CAGR), ii) huge
annuity opportunity (~20% CAGR), and iii) low substitution risk. The
pandemic could aid in harnessing protection demand as seen post outbreak
of SARS. Expect VNB to compound at ~19% between FY22-25 as in during
FY17-21E. This Implies that the sector P/VNB multiple could remain largely intact
at 35-40x over the next 12-24 months. Premium over lenders would continue
given i) visibility around faster earnings compounding at ~18% vs 11-13%
through FY30 and ii) lower balance sheet risk. Interest rate risk for Indian
life insurers is negligible compared to global peers at this point.

Valuation multiple to remain largely intact

Indian life insurance names have been listed only for the last 4-5 years, and so it's
not possible to see how stocks have behaved across cycles. Valuations of Indian
insurers are reliant on disclosures around value of new business (VNB) and
embedded value (EV) as earnings/book value are not reflective of actual business
performance under current accounting standards. Between FY17-21E, VNB for the
sector comprising four listed life insurers (IPRUL, SBIL, HDFCL and Max Financials) has
grown at a CAGR of ~19% and P/VNB multiples during this period have ranged
between 35-40x. Over the next 3-4 years (FY22-25), we expect VNB to grow at
~19%. Hence, we expect the P/VNB multiple to remain largely intact at ~35x over
the next 12-24 months. This implies 20-25% IRR for the sector.

Exhibit 54: Comparable VNB compounding to keep multiples largely intact

Sector* valuation

g 40x I 40x 35x

VNB - P/VNB VNB - P/VNB
(Rs bn) (Rs bn)

FY17 FY21E FY25F

Source: Company, Bloomberg, Ambit Capital estimates, * sector VNB is addition of VNBs for HDFCL. SBIL, IPRUL
and Max Financials, sector P/VNB is average of HDFCL. SBIL, IPRUL and Max Financials

Within our coverage universe; HDFCL is best placed

In the earlier section (refer exhibit 20) we have seen IPRUL and HDFCL as best-placed
to scale the protection franchise. When it comes to profitability and scaling up of
retirement opportunities (annuity), HDFCL with its diversified product mix and
innovation DNA scores well while SBIL scores well due to its pseudo sovereign
identity. HDFCL has been at the forefront with respect to profitability and innovation.
SBIL backed by >22k bank branches of SBI scores highest on reach. Overall, within
our coverage, HDFCL is best-placed to compound is YVNB over the long term (~19%
CAGR vs 13-14% for peers by FY30).
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Exhibit 55: HDFCL fares best on our framework; VNB should compound fastest

Ability to  Ability to

Reach grow grow Product b ohirabiliy  Overell
. . suit/innovation score
protection annvuity

HDFCL <9 - - () (] 3.4
IPRUL <9 - D 9 < 2.8
SBIL () D &9 D) () 2.4
MaxL D D J) D < 2.0
Source: Ambit Capital research Note: Q. Strong; @ Relatively Strong; M. Average; ©. Relatively weak

Lower risk and better growth prospects led to recent outperformance

Insurance stocks witnessed sharp volatility (higher than market) over the last 12
months. In February, life insurance stocks tanked by 10-15% on the back of Gol's
announcement (Union Budget 2020) to make section 80C of the income tax act
optional. Then in March the stocks tanked further in alignment with >20% correction
in equity markets led by onset of Covid-19. Starting April, recovery has been sharper
compared to both Bankex and Nifty. Insurers have outperformed lenders as
weakening cash flows amid lockdown exposed lenders to the double whammy of
asset quality and growth challenges. With multiple headwinds, lenders would have a
long-tail recovery. This is where the much lower risk of the life insurance business
comes in handy. Moreover, growth for life insurers is expected to bounce back faster
given pandemic-driven demand for protection.

Exhibit 56: Insurance stocks have outperformed the market led by low balance sheet
risk and expectation of sharper protection-led recovery

Life insurance Sector —— NIFTY BANKEX ~ ===-- Par

120 -

100

80

60

40 T T T T T T T T T T T T
o o o o o o o o o) o) o o o
- - i in i N N N QN h N N N
o o 4 ) c a I~ = > c S o o
s ¢ 2 & & & 2 2 2 2 5 2 &

Source: Bloomberg, Ambit Capital research; *sector is average return for HDFCL. SBIL, IPRUL and Max Financials

Pandemic a push to harness huge protection opportunity

Challenges of non-lending Fls would be confined to muted growth over the next 2-3
quarters. We expect premium to recover from 3QFY21. Additionally, for all insurers
under our coverage the share of high-margin protection offering (4-10x more margin
than investment products) in the overall product mix has been increasing, which has
supported profitability. In fact, the latent demand for protection products has been
higher post the onset of the pandemic. Even post the SARS outbreak in 2003, there
was a sharp uptick in new business sales for life insurers in East Asian regions of
China, Hong Kong and Singapore due to increasing demand for protection.
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Exhibit 57: Recovery in premiums would aid in driving valuations

Sector P/EV Ind. NBP growth - (RHS) ===--- Ind.NBP growth avg. 18m (RHS)

- 40%

F10%

- -20%

1.5

-50%

Aug-19
Aug-19 A
Sep-19 1
Oct-19 A
Nov-19
Dec-19 -
Jan-20 A
Feb-20 A
Mar-20 A
Apr-20
May-20 1
Jun-20 A
Jul-20 A
Aug-20 A

Source: Bloomberg, Ambit Capital research

What is the market pricing in?

=  We calculate the long-term VNB growth implied at current valuations based on
our valuation framework, i.e. appraisal value method. We believe the market,
post the price correction of ~20% since Union Budget 2020, is now implying a
much lower VNB growth trajectory of 11-17% CAGR over next 10 years.

=  On balance, we see upside to such growth estimates given 1) faster growth in the
protection segment (~23% CAGR between FY20-30E) and 2) rising demand for
annuities, which we estimate will grow at CAGR of ~20% over the next decade.

Exhibit 58: Our analysis suggests market is pricing in 15-20% lower long-term VNB
growth vs our estimates

B Ambit Estimate Market pricing in
20% -

15% -

10%

5% -

0% T . T 1

IPRU MaxL SBIL HDFCL

Source: Ambit Capital research
Life insurers would continue to command premium over lenders

= Over the next decade (FY21-31), we expect earnings (VNB) of life insurers to
grow at a CAGR of ~18%, much higher than 11-13% for lenders.

October 26, 2020 Ambit Capital Pvt. Ltd. Page 28



=< AMBIT

Life Insurance

Exhibit 59: Profitability of life insurers will outpace that of lenders next decade

Earning compounding over next decade

18%

13%

11%

NBFCs Pvt banks Pvt life Insurers

Source: Ambit Capital research

= A large part of incremental growth (~50-70% over next 10 years) for life insurers
would come from segments with low substitution risk (protection and annuity).
Only a life issuer can offer a term plan and an annuity policy.

= Even balance sheet risk for life insurers would remain lower than that of lenders.

Hence, to evaluate the competitive strength of the life insurance industry, we
analyzed different financial sub-segments on Porter’s Five Forces model. The analysis
suggests that life insurers are better-placed than lenders. Amongst the sub-segments,
growth potential is highest for general insurers followed by life insurers. Penetration
and substitution risk are lowest for general insurers. Since life insurance industry is
highly regulated and capital intensive, the threat of new entrants is also low.

Exhibit 60: Life insurance has competitive edge over lenders

Industry Bargaining Bargaining

Valuations Growth r of v of Competitive Substitution  Threat of new Overall
(P/B, FY20) ow? power o power o intensity threat entrants Score
Potential suppliers buyers
Private Banks 3.2 9 - D - D - &
PSU Banks 0.7 () Y D D D - ()
NBFCs/HFCs 0.8 D D fay D Y o D
Life Insurance 10 9 o < 9 D () &
General Insurance 9.3 @ ) &> & () & o
Source: Ambit Capital research; Note: Q. Strong; “ 3 Relatively Strong; 0. Average; ©. Relatively weak
Well-placed on risk compared to global peers
With respect to balance sheet risk Indian insures are much better placed compared to
global peers. This can be gauged by the lower sensitivity of EV to decline in interest
rates compared to global peers. Lower proportion of guaranteed book has helped
Indian insurers to prevent balance sheet risk.
Exhibit 61: Indian insurers have amongst the lowest levels of EV sensitivity to interest
rate changes vs global peers
Sensitivity to EV of 100bps interest rate decline
5% -
_5% i T T T T T T T T - T . T . T T
-15% A
-25% A
-35% A
-45% -
= - - - 5 <_( N c [a] 9] ]
2 2 & ¥ $¢ =T 3z < & I ¢
o = [a)] ‘= g = g’ £ ]
T K¢ < £ s =2
w 5 .9
a 3
[t
Source: Company, Ambit Capital research
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Profitability (VNB) for insurers under coverage is set to compound at by 24% between
FY21-23 driven by i) rising share of protection benefitting from huge under-
penetration and latent demand post pandemic, ii) lower risk of disruption given
exclusivity to sell protection offering (no threat of competing products from non-life
insurers), and iii) low proportion of guarantees on the legacy book.

Exhibit 62: Comparison of historical, current and target valuations

IPRU SBIL HDFCL MaxL
CoE 14.0% 14.0% 14.0% 14.5%
Target Price 576 1,009 677 751*
CMP--as on 25/10/2020 409 771 565 589
Upside/Downside 41% 31% 20% 28%
Price to EV (X)
Implied - FY22E 2.8x 3.0x 4.8x 2.2x
Implied - FY23E 2.5x 2.6x 4.0x 2.0x
Current - FY22 2.0x 2.3x 4.0x 1.8x
Historical since listing — 1yr fwd 2.5x 2.8x 4.5x 1.9x
VNB multiple (X)
Implied - FY22E 44 .5x 43.1x 55.1x 26.5x
Implied - FY23E 36.6x 35.7x 42.3x 21.1x
Current - FY22 31.7x 32.9x 45.9x 20.9x
Historical since listing — 1yr fwd 39.9x 38.9x 52.6x 21.4x

Source: Ambit Capital research; *target price for MFSL

Exhibit 63: Life insurers under coverage to see steady RoEV improvement

259 FY19 =FY20 = FY21E mFY22E mFY23E
b -

20% ~

15% A

10% A

5% -

o% T T T 1
IPRUL SBIL MaxL HDFCL

Source: Company, Ambit Capital research
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Exhibit 64: Peer comparison table of important parameters

IPRU HDFCL SBIL MaxL

Particulars (X bn)

FY18 FY19 FY20 FY18 FY19 FY20 FY18 FY19 FY20 FY18 FY19 FY20
Total APE 78 78 74 55 63 74 86 97 107 33 41 43
APE growth (YoY %) 18% 0% -5% 32% 13% 18% 27% 13% 11% 21% 23% 6%
APE Mix (%)
Individual ULIPs 82% 80% 65% 50% 46% 23% 67% 71% 70% 41% 42% 38%
Individual Par 11% 9% 12% 25% 15% 16% 24% 19% 11% 43% 40% 30%
Individual Non Par 5% 7% 16% 13% 22% 44% 2% 4% 12% 12% 14% 27%
Protection 3% 6% 10% 4% 6% 6% 1% 4% 5% 4% 6% 8%
Non Protection 1% 1% 5% 9% 17% 38% 1% 0% 7% 8% 8% 19%
Individual Total APE 97% 95% 92% 88% 83% 83% 93% 94% 92% 96% 96% 95%
Group Protection 2% 4% 5% 7% 11% 11% 5% 3% 4% 4% 4% 5%
--Credit Life 1% 2% 3% 7% 11% 10% 2% 1% 1% 1% 1% 1%
--Group Term 1% 2% 2% 0% 1% 1% 2% 2% 3% 3% 3% 5%
Group Non Protection 0% 1% 3% 5% 6% 6% 3% 3% 4% 0% 0% 0%
Group APE 3% 5% 8% 12% 17% 17% 7% 6% 8% 4% 4% 5%
Protection (Overall) 6% 9% 15% 11% 17% 17% 5% 7% 9% 8% 10% 13%
Profitability
VNB 13 13 16 13 15 19 14 17 20 7 9 9
VNB Margins (%) 17% 17% 22% 23% 25% 26% 18% 20% 21% 20% 21% 21%
Persistency ( basis
premium)
13th month 87% 86% 87% 87% 87% 90% 83% 85% 86% 81% 83% 87%
25th month 78% 77% 78% 77% 80% 80% 75% 77% 79% 72% 71% 73%
37th month 69% 71% 70% 71% 72% 74% 70% 71% 72% 62% 64% 64%
49th month 64% 65% 67% 62% 68% 67% 64% 66% 67% 57% 58% 60%
61st month 55% 58% 59% 51% 52% 55% 58% 57% 60% 53% 53% 53%
Closing EV 188 216 230 152 183 207 191 224 263 75 89 100
ge:xf;:;' Cost 23%  20%  15%|  22%  20%  18%|  18%  17%  20%|  21%  22%  20%
Solvency Ratio - Reported 252% 215% 194% 192% 188% 184% 206% 213% 195% 275% 242% 207%
AUM 1,387 1,593 1,517 1,066 1,256 1,272 1,144 1,393 1,588 522 628 685
Source: Company, Ambit Capital research
Exhibit 65: Relative valuation table

Meap Target  Up/ ROEV (%) EV growth (%) P/EV P/VNB VNB (?A)')“"h
Company  (ysshn) “MP Reco “piice (down)
FY20 FY21E FY22E| FY20 FY21E FY22E| FY20 FY21E FY22E| FY20 FY21E FY22E| FY20 FY21E FY22E
:Stlfilenﬁcl 8.0 409 Buy 576 41%( 13.6% 14.6% 15.2%| 6.5% 13.7% 12.5% 2.6 2.2 2.0 36.6 39.1 31.7|20.9% -6.4% 23.5%
SBI Life 10.5 771 Buy 1009 31%| 14.7% 16.5% 16.9%| 17.3% 10.9% 15.0% 2.9 2.6 2.3| 383 408 32.9|16.9% -6.1% 23.9%
HDFC Life 155 565 Buy 677 20%( 17.1% 18.6% 19.7%| 12.9% 18.4% 17.5% 5.5 4.7 4.0 593 57.4 459(247% 3.4% 24.9%
'I;?:chiols 2.2 589 Buy 751 28%( 17.3% 18.0% 19.1%| 11.6% 12.1% 12.6% 2.2 2.0 1.8 24.7 251 209| 4.8% -1.8% 20.3%
Source: Company, Ambit Capital research
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Life Insurance

IPRUL - The retail protection Goliath!

(IPRU IN, BUY, 41% upside)
Turn BUYers - Visible levers to sustainable improvement in profitability

In Nov'19 we turned SELLers on life insurers under coverage given expectation of
contraction in premium flows and limited fundamental reasons for upside movement
from valuation then (2.7x FY21E P/EV). In the last 12 months IPRUL has corrected
16% and now trades at 2.0x FY22E P/EV. We believe the market is now implying a
much lower VNB growth trajectory of 10-11% CAGR over the next 10 years. We see
upside to these estimates given IPRUL’s strong foothold and ability to scale its retail
protection franchise and increasing presence into newer product/customer segments.
We estimate IPRUL’s YNB to clock CAGR of 14% till FY30. Additionally, we see large
growth opportunity in the annuity segment. Strong brand recognition with robust
distribution franchise places IPRUL in a sweet spot to gain traction in annuities over
the next 10 years. Expect annuities to add ~15% to IPRUL's VNB by FY30.

Strong fundamentals intact; expect VNB growth to outpace APE growth

VNB growth will outpace APE as protection mix improves riding on an able direct
channel (~15% of FY20 APE). We expect VNB growth to be the strong at 12% over
FY20-23 vs 5% for APE. Bancassurance channel is geared towards selling retail
protection (~42% for FY20 vs ~14% for HDFCL) and exclusive sales arrangement
with ICICI Bank is a key differentiator and strength of IPRUL. It's well-positioned to
capture the mass affluent urban segment with the right mix of brand recall, reach and
pricing. Relatively low sensitivity/exposure to areas with seeming regulatory
constraints improves visibility of profitability. Margin expansion capabilities along with
scope for further improvement in operating metrics make current valuations of 2.0x
FY22E EV compelling. With visible levers to improvement in profitability and stability
of EV, valuation discount to peers (13-50%) should narrow. TP of 3576 implies 2.8x
FY22E P/EV.

Key risks to our stance: ICICI Bank embracing open architecture and prolonged
weakness in equity markets.

Exhibit 66: Change in estimates table

New Estimates Old Estimates Change

FY21E FY22E FY21E FY22E FY21E FY22E
Recommendation BUY SELL
Target price (%) 576 360 60%
Assumptions
APE growth -18.0% 20.0% -10.0% 10.0% 80% 100%
VNB margin 24.8% 25.5% 24.3% 24.8% 56 79
Outputs (T mn)
VNB (% bn) 15.0 18.6 16.1 18.1 7% 3%
EVOP (R bn) 31.3 38.2 32.4 37.4 -3% 2%
Embedded Value [ bn) 261.9 294.8 258.0 290.1 2% 2%
ROEV (%) 13.6% 14.6% 14.1% 14.5% (47) 7

Source: Company, Ambit Capital research
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Life Insurance

SBIL - Will last long; really long!

(SBILIFE IN, BUY, 31% upside)
Turn BUYers - Ability to hit hard in credit life and annvities

In Nov'19 we turned SELLers on life insurers under coverage given expectation of
contraction in premium flows and limited fundamental reasons for upside movement
from valuation then (3.2x FY21E P/EV). In the last 12 months SBIL has corrected 22%
and now trades at 2.3x FY22E P/EV. We believe market is now implying a much lower
VNB growth trajectory of ~12.5% CAGR over the next 10 years. We see upside to
these estimates given potential to play big in the annuity and credit life segments.
Pseudo sovereign identity and unmatched entrenched distribution network (>22k
bank branches and 2" largest agency force) could propel annuities. Expect annuities
to clock ~25% CAGR between FY20-30 and add ~20% to VNB by FY30. Exclusive
sales arrangement with the country’s largest disburser of retail mortgage loans with a
large existing customer base could immensely benefit the credit life segment. We
estimate SBIL's VNB to clock CAGR of 13% till FY30.

Large untapped potential; valuations discount growth longevity

A large and untapped bancassurance distribution channel adds visibility of healthy
premium growth. Sizeable potential for improvement in banca-branch productivity
(retail banca-NBP/branch of ~¥3mn vs ¥7-9mn for peers) and lowest operating cost
(FY20: ~10% vs 13-21% for peers) are key enablers to drive premium growth. We
expect 6% APE growth between FY20-23. Lack of intent to develop direct channel
(~2% of FY20 APE vs 12-34% for peers) given possibility of channel conflict and
higher price (historically has been selling 14-15% premium than peers) have resulted
in subpar performance in retail protection. In our view, if SBIL sharpens focus on the
product segment and improves strategic agility, it can take away a lion’s share in the
segment. Longevity of growth potential and expectation of sustained superior
operating metrics make current valuation of 2.3x FY22 EV reasonable. TP of 31,009
implies 3.0x FY22E P/EV.

Key risk to our stance: SBI embracing open architecture.

Exhibit 67: Change in estimates table

New Estimates Old Estimates Change

FY21E FY22E FY21E FY22E FY21E FY22E
Recommendation BUY SELL
Target price (%) 1,009 728 39%
Assumptions
APE growth -12.0% 18.0% 0.0% 12.0% -12.0% 6%
VNB margin* 22.0% 23.0% 21.3% 22.4% 64 61
Outputs (T mn)
VNB (Z bn) 18.9 23.4 20.8 24.5 -9% -4%
EVOP (R bn) 38.7 48.2 42.0 50.4 -8% -4%
Embedded Value [ bn) 291.5 335.2 304.8 355.2 -4% -6%
ROEV (%) 14.7% 16.5% 16.0% 16.5% (124.6) (2.4)
Source: Company, Ambit Capital research
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Life Insurance

Financials (IPRUL)

Policyholders Account

 mn) FY19 FY20 FY21E FY22E FY23E
First year premium 69,785 65,078 53,364 64,037 74,282
Renewal premium 205,654 209,432 223,919 226,753 238,339
Single premium 33,858 59,797 49,034 58,841 68,255
Gross Written Premiums 309,298 334,307 326,316 349,630 380,877
Net Premiums Earned 305,783 328,790 320,931 343,859 374,591
Investment Income 102,144 (125,169) (86,915) (70,570) (58,333)
Total Income 414,003 219,395 234,383 273,683 316,687
Commission Expenses 16,038 15,860 13,530 15,367 15,367
Operating expenses 25,528 28,469 31,467 36,288 41,484
Benefits paid (Net) 141,885 193,026 171,494 163,414 161,228
Change in valuation of policy liabilities 210,030 (50,569) 1,354 43,602 82,021
Total Expenses 400,538 196,211 225,117 266,967 309,379
Surplus/(deficit) after tax 12,333 21,870 8,741 6,335 6,894
Transfer to Shareholders' account 10,770 19,887 6,758 4,353 4,911

Source: Ambit Capital research

Shareholders Account

 mn) FY19 FY20 FY21E FY22E FY23E
Amounts transferred from Policyholders' account 10,770 19,887 6,758 4,353 4,911
Income from investments 6,443 6,628 6,155 6,719 7,114
Total Income 17,306 26,525 12,922 11,081 12,035
Total Expenses 5,694 15,855 431 370 402
Profit before Tax 11,612 10,670 12,491 10,712 11,633
PAT 11,389 10,670 12,491 10,712 11,633

Source: Ambit Capital research

Balance Sheet

R mn) FY19 FY20 FY21E FY22E FY23E
Sources of Funds

Share capital 14,358 14,359 14,359 14,359 14,359
Reserve and surplus 54,353 60,994 65,816 68,589 71,257
Net worth 70,423 72,125 80,175 82,947 85,616
Policyholders' funds 1,513,451 1,442,536 1,444,616 1,484,243 1,565,029
Funds For Future Appropriations 10,344 12,327 14,309 16,292 18,274
Total Liabilities 1,594,218 1,526,987 1,539,100 1,583,482 1,668,919
Applications of Funds

Shareholders’ investments 79,861 74,152 80,956 85,712 90,363
Policyholders’ investments 400,712 467,503 544,680 621,248 709,565
Total Investments 480,573 541,655 625,636 706,960 799,928
Asset held to cover linked liabilities 1,109,458 970,850 892,560 849,901 836,649
Total Assets 1,594,218 1,526,987 1,539,100 1,583,482 1,668,919

Source: Ambit Capital research
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Premium Flows

Particulars FY19 FY20 FY21E FY22E FY23E
NBP  mn) 103,644 124,875 102,398 122,877 142,538
APE R mn) 77,990 73,810 60,524 72,629 84,250
NBP Growth (%) 12.5 20.5 (18.0) 20.0 16.0
APE Growth (%) 0.1 (5.4) (18.0) 20.0 16.0
Conservation Ratio (%) 81.6 76.0 82.0 82.0 82.0
Commission ratio (%) 5.2 4.7 4.1 4.4 4.0
Source: Ambit Capital research

Product Mix

Particulars FY19 FY20 FY21E FY22E FY23E
Individual ULIPs 80% 65% 47% 46% 43%
Individual Par 9% 12% 18% 16% 16%
Individual Protection 6% 10% 18% 21% 23%
Individual Non Par Savings 1% 5% 8% 8% 8%
Total Individual 95% 92% 90% 91% 91%
Group Protection 4% 5% 6% 5% 5%
Group Savings 1% 3% 4% 4% 4%
Total Group 5% 8% 10% 9% 9%
Source: Ambit Capital research

Valuation

Particulars FY19 FY20 FY21E FY22E FY23E
Embedded Value (X mn) 216,240 230,310 261,950 294,794 333,347
VNB (in T Mn) 13,280 16,050 15,024 18,554 22,603
VNB Margin 17.0% 21.7% 24.8% 25.5% 26.8%
RoEV (%) 20.2% 15.2% 13.6% 14.6% 15.2%
EPS R.) 7.9 7.4 8.7 7.5 8.1
BPS (.) 49.0 50.2 55.8 57.8 59.6
P/EV 2.7 2.6 2.2 2.0 1.8
ROA (%) 0.8% 0.68% 0.81% 0.69% 0.72%
ROE (%) 16.4% 15.0% 16.4% 13.1% 13.8%

Source: Ambit Capital research

October 26, 2020

Ambit Capital Pvt. Ltd.

Page 35



=< AMBIT

Life Insurance

Financials (SBIL)

Policyholders Account

 mn) FY19 FY20 FY21E FY22E FY23E
First year premium 90,572 98,288 86,493 102,062 117,372
Renewal premium 191,974 240,422 274,684 292,921 320,339
Single premium 47,348 67,637 59,521 70,234 80,769
Gross Written Premiums 329,894 406,347 420,698 465,218 518,480
Net Premiums Earned 328,904 403,240 417,481 461,661 514,516
Investment Income 112,081 29,968 151,044 182,669 218,566
Total Income 442,612 438,428 568,794 644,628 733,414
Commission Expenses 13,769 16,249 15,918 17,867 17,867
Operating expenses 20,930 24,131 30,038 34,455 39,142
Benefits paid (Net) 152,331 161,753 187,309 224,834 265,853
Change in valuation of policy liabilities 235,917 206,049 316,718 345,306 383,187
Total Expenses 429,058 415,715 555,608 628,876 713,239
Surplus/(deficit) after tax 10,866 18,946 10,999 13,139 16,829
Transfer to Shareholders' account 9,985 14,627 6,678 8,819 12,509
Source: Ambit Capital research

Shareholders Account

 mn) FY19 FY20 FY21E FY22E FY23E
’;(’J‘I’i‘:;‘;zc:;“rs’]ij;ejn‘:'°m 9,985 14,627 6,678 8,819 12,509
Income from investments 5,057 4,767 6,828 8,286 10,051
Total Income 15,177 19,461 13,574 17,173 22,628
Total Expenses 1,448 5,326 393 497 655
Profit before Tax 13,729 14,135 13,182 16,676 21,973
PAT 13,268 14,222 13,262 16,778 22,107
Source: Ambit Capital research

Balance Sheet

 mn) FY19 FY20 FY21E FY22E FY23E
Sources of Funds

Share capital 10,000 10,000 10,000 10,000 10,000
Reserve and surplus 64,601 78,839 89,101 102,429 120,569
Net worth 75,764 87,431 99,101 112,429 130,569
Policyholders' funds 1,351,399 1,531,011 1,892,627 2,254,853 2,656,563
Funds For Future Appropriations 2,816 7,137 11,457 15,778 20,098
Total Liabilities 1,429,978 1,625,579 2,003,185 2,383,059 2,807,230
Applications of Funds

Shareholders’ investments 57,232 68,279 82,862 100,510 122,970
Policyholders’ investments 644,724 734,199 835,497 937,325 1,053,675
Total Investments 701,956 802,479 918,359 1,037,836 1,176,645
Asset held to cover linked liabilities 691,291 785,653 1,046,496 1,305,869 1,589,823
Total Assets 1,429,978 1,625,579 2,003,185 2,383,059 2,807,230

Source: Ambit Capital research
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Premium Flows

Particulars FY19 FY20 FY21E FY22E FY23E
NBP  mn) 137,920 165,925 146,014 172,296 198,141
APE R mn) 97,000 107,400 94,512 111,524 128,253
NBP Growth (%) 25.8 20.3 (12.0) 18.0 15.0
APE Growth (%) 13.5 10.7 (12.0) 18.0 15.0
Conservation Ratio (%) 85.2 85.1 82.0 82.0 82.0
Commission ratio (%) 4.2 4.0 3.8 3.8 3.4
Source: Ambit Capital research

Product Mix

Particulars FY19 FY20 FY21E FY22E FY23E

Individual ULIPs 71% 70% 65% 63% 58%

Individual Par 19% 11% 7% 6% 5%

Individual Protection 4% 5% 7% 10% 14%

Individual Non Par Savings 0% 7% 10% 11% 12%

Total Individual 94% 92% 90% 90% 90%

Group Protection 3% 4% 5% 5% 6%

Group Savings 3% 4% 5% 4% 4%

Total Group 6% 8% 10% 10% 10%

Source: Ambit Capital research

Valuation

Particulars FY19 FY20 FY21E FY22E FY23E

Embedded Value X mn) 224,010 262,810 291,523 335,238 387,040

VNB (in T Mn) 17,190 20,100 18,874 23,386 28,274

VNB Margin 19.8% 20.7% 22.0% 23.0% 24.0%

RoEV (%) 17.4% 20.5% 14.7% 16.5% 16.9%

EPS R.) 13.3 14.2 13.3 16.8 22.1

BPS (.) 75.8 87.4 99.1 112.4 130.6

P/EV 3.4 2.9 2.6 2.3 2.0

ROA (%) 1.0% 0.93% 0.73% 0.77% 0.85%

ROE (%) 18.8% 17.4% 14.2% 15.9% 18.2%

Source: Ambit Capital research
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Life Insurance

Premium Flows

Particulars FY19 FY20 FY21E FY22E FY23E
NBP  mn) 137,920 165,925 146,014 172,296 198,141
APE R mn) 97,000 107,400 94,512 111,524 128,253
NBP Growth (%) 25.8 20.3 (12.0) 18.0 15.0
APE Growth (%) 13.5 10.7 (12.0) 18.0 15.0
Conservation Ratio (%) 85.2 85.1 82.0 82.0 82.0
Commission ratio (%) 4.2 4.0 3.8 3.8 3.4
Source: Ambit Capital research

Product Mix

Particulars FY19 FY20 FY21E FY22E FY23E

Individual ULIPs 71% 70% 65% 63% 58%

Individual Par 19% 11% 7% 6% 5%

Individual Protection 4% 5% 7% 10% 14%

Individual Non Par Savings 0% 7% 10% 11% 12%

Total Individual 94% 92% 90% 90% 90%

Group Protection 3% 4% 5% 5% 6%

Group Savings 3% 4% 5% 4% 4%

Total Group 6% 8% 10% 10% 10%

Source: Ambit Capital research

Valuation

Particulars FY19 FY20 FY21E FY22E FY23E

Embedded Value X mn) 224,010 262,810 291,523 335,238 387,040

VNB (in T Mn) 17,190 20,100 18,874 23,386 28,274

VNB Margin 19.8% 20.7% 22.0% 23.0% 24.0%

RoEV (%) 17.4% 20.5% 14.7% 16.5% 16.9%

EPS R.) 13.3 14.2 13.3 16.8 22.1

BPS (.) 75.8 87.4 99.1 112.4 130.6

P/EV 3.4 2.9 2.6 2.3 2.0

ROA (%) 1.0% 0.93% 0.73% 0.77% 0.85%

ROE (%) 18.8% 17.4% 14.2% 15.9% 18.2%

Source: Ambit Capital research
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Max Financial

BUY

INITIATING COVERAGE MAXF IN EQUITY October 26, 2020

About to get its ‘wings’

MaxL (only operating entity of MFSL) partnered with Axis a decade ago to
become 4™ largest private insurer. As existing distribution tie-up comes to
an end in Sept’21, its cardinal to get regulatory approval for 18% stake
sale in MaxL to Axis (proposed JV) for establishing a long-term distribution
reach. This is key to maintain existing market share as Axis contributes 55-
60% of its retail premiums and >40% of VNB. We believe eventually MaxL
could get completely rebranded with Axis branding, improving brand
recognition. This would aid in uplifting protection and annuity franchise.
Deal should consummate (modifications possible) given Axis’ deep-rooted
intent to manufacture life insurance and MaxL’s over-dependence. Expect
RoEV of 17-19% (FY20-23) backed by margin expansion-led VNB CAGR of
14%. Current valuations discount plausible deal and ability to leverage
Axis’ platform over the long term. Risk: Break-up of all partnerships with
Axis.

Competitive position: MODERATE Changes to this position: STABLE

Deal with Axis crucial; could give edge over the long term

Lack of long-term distribution visibility pushed MaxL in augmenting its agency
channel (*0.2mn productivity vs "0.16mn for peers). This enabled it to deliver APE
CAGR of 19% over FY16-20 vs 15% for private sector. Given Axis’ deep intent to
manufacture life ins urance, MaxL could eventually rebrand with Axis branding.
Thus, the deal is important not only to maintain market share but also expand
presence in more profitable protection and annuity segments. The deal would also
aid in bringing down promoter leverage.

Expect deal to consummate; Axis’ open architecture not a negative

The deal would be value accretive. Axis benefits given i) long track record, ii) MaxL
contributes >90% to its insurance fee and iii) it's the largest life insurer open for
investment. Manufacturing insurance is not viable given i) RBI preference for
holding company structure, ii) long gestation (>10 years) and iii) stiff competition.
MaxL would benefit from i) stable distribution; ii) higher customer retention and iii)
viability to leverage Axis platform. Axis’ open architecture indicates lower possibility
of starting own insurance operations.

VNB growth to be strong led by margin expansion

We expect 17-19% (FY20-23) RoEV backed by margin expansion -led VNB CAGR of
14% and APE of ~6%. VNB growth would be back -ended albeit slowdown.
Protection would grow fastest (~32% CAGR), enabling margin to expand to ~26%

in FY23 vs ~21% now. We don’t adjust our forecast margins for indirect payoffs via
share buyback arrangement (200 -300bps impact) gi ven assumption of deal to
consummate. We expect sub-debt issuance in FY22.

Current valuation factors more negatives than positives

We value MaxL using appraisal value, implying valuation of 2.2x FY22 EV. Our
implied valuation factors 90% probability of deal consummating. Break -up of all
partnerships with Axis could result in 17% downside. Stock trades at 1.8x FY22E EV,
37% discount to peers despite comparable operating metrics owing to lack of
certainty of deal and overhang of promoter leverage (~92%). Visibility of
distribution arrangement in any form would drive a rerating.

Key metrics

Year to March FY19 FY20 FY21E FY22E FY23E
APE { bn) 41 43 39 44 52
VNB margins (%) 20.9 20.6 225 24.2 25.7
VNB ( bn) 9 9 9 11 13
Embedded Value (* bn) 89 100 112 126 143
P/EV (x) 2.5 2.2 2.0 1.8 1.5
ROEV (%) 21.9 20.3 17.3 18.0 19.1

Source: Company, Ambit Capital research
Ambit Capital and / or its affiliates do and seek to do business including investment banking with companies covered in its r

may have a conflict of interest that could affect the objectivity of this report. Investors should not consider this report as the only factor in making

BFSI - Insurance

Recommendation

Mcap (bn): "159/US$2.2
3M ADV (mn): "1018/US$13.8
CMP: 589
TP (12 mths): 751
Upside (%): 28
Flags

Accounting: GREEN
Predictability: AMBER
Earnings Momentum: RED
Catalysts

= Consummation of JV deal wit h
Axis Bank over next 12 months

= Protection APE growth of >25%
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esearch reports. As a result, investors should be aware that Ambit Capital

their investment decision.






















































































































































