Annexure II
1. NEED FOR INVESTMENT SYSTEMS

IRDA (Registration of Companies) Regulations, 2000 under Regulation 7 (c) of Chapter II requires every Insurer to carry on all functions in respect of the Insurance business including management of investments within its own organization. In the context of the increasing volumes of the Unit linked life Insurance business and consequent market risk being assumed by the policyholders, it is appropriate to specify the minimum requirements for risk management systems within the Insurers, with particular reference to the investment activity (Please see Annexure – III enclosed). The Investment Risk Management Systems & Processes specified, outline the minimum requirement to be in place. While it is likely that some of the Insurers have already put in place adequate systems and processes consistent with the proposals, there may be others who need to modify the systems to achieve compliance. Hence the effective date for adoption of the suggested measures by all insurers shall be not later than 31st Dec, 2008. All Insurance Companies, seeking registration henceforth shall comply with this guideline, as a part of the registration process. The Authority advises that a Chartered Accountants firm, who is not the Statutory or Internal or Concurrent Auditor of the concerned Insurer and having a minimum of three to four years audit experience of IT systems, risk management and process controls of Banks or Mutual Funds or Insurance Companies, shall certify that the Investment Risk Management Systems and Processes envisaged by these guidelines are in place and working effectively. The Insurer shall file with the Authority, the Chartered Accountants certificate not later than the 1st week of Jan, 2009.

2. RENAMING OF OTHER THAN APPROVED INVESTMENTS AS ‘OTHER INVESTMENTS’

The Insurance Act, 1938 under section 27A (2) and 27B (3) refers to investment permitted under these sections as ‘otherwise than in an approved investment’. IRDA (Investment) Regulations, 2000 refers it as ‘other than approved investments’. For simplicity, this category of investment will henceforth be referred to as ‘Other Investments’. All provisions of the Act, Regulations, Circulars and Guidelines pertaining to investments falling under Section 27A (2) and 27B (3) of Insurance Act, 1938 shall continue to be applicable as such.

3. TREATMENT OF FREE RESERVES AND EXPOSURE

The Insurance Act, 1938 under Section 27A (3), 27A (4), 27B (4) and 27B (5) allows exposure to banking companies, investment companies and other companies based on the least of Capital Employed or the specified percentage of ‘controlled fund’ in the case of Life insurer and ‘assets’ in the case of general insurance companies. Further, the Insurance Act 1938 do not recognize ‘free reserves’ as a part of capital employed, though the same is recognized in IRDA (Investment) Regulations, 2000 for calculating the investee company exposure norms.  It is now clarified that:

a. In addition to subscribed capital and debentures, ‘free Reserves’ of the investee company, recognized in Regulations 5 of IRDA (Investment) Regulations, 2000 under investee company exposure norms, shall be considered in calculating the exposure under 27A(3), 27A (4), 27B (4) and 27B (5).
b. Also, at any point of time, the exposure to Investee Company under Section 27A(3) and 27B(4) shall not exceed 10% of the sum of paid-up share capital, free reserves and debenture / bonds, taken as per the audited balance sheet not more than one year old of the investee company
c. The effective date for adoption of norm by all insurers shall be from 1st Aug, 2008
4. INVESTMENT IN IPOs

The Authority had issued Circular INV/CIR/046/2004-05 Dt: 8th Nov, 2004 on Investment in Initial Public Offer which was further modified vide Circular INV/CIR/059/2004-05 dated 28th Dec, 2004. As compliance with a few conditions mentioned in the above circular posed operational difficulties, the guidelines have been reviewed to effect the following changes: 

(i) Equity Shares offered through IPO which comply with the criteria listed in the circular INV/CIR/046/2004-05 dated 8th Nov, 2004 for categorization as ‘Approved Investments’ would henceforth include ‘Offer for sale’ also.

(ii) The criterion on minimum size of the IPO including Offer for Sale for investment by Insurers would now stand uniform at Rs. 200 Crores in super session of the instructions at item 2 and 3 of our Circular of 8th Nov, 2004 and that contained in Circular INV/CIR/059/2004-05 dated 28th Dec, 2004.

(iii) It has now been decided that the details of investments in Equity Shares through IPOs required to be filed with IRDA vide Circular dated 8th Nov, 2004 need not be filed with the Authority with effect from 1st Aug, 2008

(iv) It has also been decided to prescribe the following limits for investments in IPOs by insurers:

LIMIT FOR INVESTMENT IN ‘IPO’

In the case of Life Insurance Company, the maximum bid amount (and not Margin Money) to be invested in IPO shall be the lesser of the following:

(a) 10% of Subscribed Capital (Face Value) of the Investee Company (including the proposed Equity issue through IPO) or

(b) 10% of the ‘Fund’.

In the case of General Insurance Company, the maximum bid amount (and not Margin Money) to be invested in IPO shall be the lesser of the following:

(a) 10% of Subscribed Capital (Face Value) of the Investee Company (including the proposed Equity issue through IPO) or

(b) 10% on the Investment Assets. 

Note:
‘Fund’ shall refer to all investment funds under management put together.

5. INVESTMENT IN MUTUAL FUNDS

As Gilt, G Sec and Liquid Mutual Funds, predominantly invest in Government Securities and Money Market instruments, the Authority has decided to revise the existing guidelines on investment in Mutual Funds. These investments in Gilt, G Sec and Liquid Mutual Funds would form part of ‘Approved Investment’ under IRDA (Investment) (Fourth Amendment) Regulations, 2008 as per guidelines listed below. However, these investments should not be used as long-term investments instead of investing directly in Government Securities. This Guideline shall be effective from 1st Aug, 2008. 

Any Investment made in other categories of Mutual Funds, including those which partly invest in Government Securities and Money Market instruments, will fall under ‘Other Investments’, which in turn shall be subject to the limits prescribed in the guidelines issued under IRDA (Investment) Regulations, 2000 along with the norms mentioned below.

A. NORMS FOR MUTUAL FUND INVESTMENTS

The investment shall be restricted to schemes of Mutual Funds comprising of Liquid, Gilt, G Sec or Debt / Income funds and subject to the following conditions:

i. The Mutual Fund should be registered with SEBI and be governed by SEBI (Mutual Funds) Regulations, 1996
ii. Gilt, G Sec, Liquid MFs, Debt / Income shall have the same meaning as under SEBI Regulations.
iii. The insurer shall ensure proper diversification among various Mutual Funds to minimize risk.

iv. The Investment Committee of the Insurer shall lay down proper Guidelines for selection of Mutual Funds and schemes permissible including exposure norms to a Single Mutual Fund and to each Scheme of Mutual Fund to avoid concentration.

v. Where the schemes of mutual funds in which such investment is made by an Insurer, is managed by an Investment Manager who is under the direct or indirect management or control of the Insurer or its promoter, the same shall not exceed 3% of Life Fund and 5% of Unit Linked Fund / Investment Assets.
B. OVERALL INVESTMENT / EXPOSURE LIMIT

i. The investment in Gilt, G Sec, Liquid Mutual Funds at any point of time, under the Approved Investment category shall be as under: 
	FUND SIZE
	LIMIT

	Above Rs.50000 Crores in the case of Life Company and above Rs.2000 Crores in the case of General Insurance Company.


	1.5 % of the Fund in the case of Life Company and 1.5% of Investment Assets in the case of General Insurance Company



	Upto Rs.50000 Crores in the case of Life Company and up to Rs.2000 Crores in the case of General Insurance Company.


	5% of the Fund in the case of Life Company and 5% of Investment Assets in the case of General Insurance Company.




ii. In addition to the above, the maximum investments in Mutual Funds falling under ‘Other Investments’ Category, shall be as follows:

	Nature of Business
	Private Sector
	Public Sector

	
	Life Fund
	ULIP
	Life Fund
	ULIP

	Life
	7.5%
	12.5%
	3%
	5%

	Non Life
	12.5%
	5%


The percentage in the above table refers to in the case of:

Life Companies                         -
to individual Fund Size

General Insurance Companies     -
to Investment Assets.

iii. Investment in Gilt, G Sec, Liquid Mutual Funds beyond the percentage mentioned in the table under point B(i), will automatically fall under the ‘Other Investments’ category in calculating pattern of investment.

C. VALUATION OF MUTUAL FUND INVESTMENTS

i. The purchase and sale of units shall be calculated at Weighted Average Cost. Also, the insurer shall report the aggregate Market Value of such Mutual Funds in FORM 5 and FORM 5A of IRDA (Investment) Regulations, 2000,

ii. A separate Fair Value Change Account for Mutual Fund Investments shall be maintained.

iii. The unrealized gains / losses arising due to changes in fair value of the Mutual Funds shall be taken to ‘Fair Value Change – Mutual Fund’ account. The Profit / Loss on sale of Mutual Fund units, shall include accumulated changes in the Fair value previously recognized in Mutual Funds under the heading “Fair Value Change – Mutual Fund” in respect of a particular Mutual Fund and being recycled to Revenue / Profit and Loss Account on actual sale of Mutual Fund units.

iv. The Insurer shall assess, on each Balance Sheet date, whether any diminution in the value has occurred to the Investment. A diminution in the value of investments shall be recognized as an expense in Revenue / Profit and Loss Account to the extent of the difference between the re-measured fair value of the Investment and its Cost as reduced by any previous diminution in value of investments is recognized as expenses in Revenue / Profit and Loss Account. Any reversal of diminution in value of investments earlier recognized in Revenue / Profit and Loss Account shall be recognized in Revenue / Profit and Loss Account.

v. In the case of Unit Linked Business, Mutual Fund units shall be valued at NAV.

6. INVESTMENT IN ASSET BACKED SECURITIES, PTCs & SRs

The extant Guidelines INV/GLN/001/2004-05 dated 1st Jan, 2004 allow investment in Pass through Certificates (PTC) under Approved Sectors, namely ‘Infrastructure / Social Sector’. The Authority, after considering the request of Insurers, the significant growth of this market and the suitability of these instruments to match the long term liabilities of insurers has decided to reckon them as ‘Approved Investments’ subject to the following conditions. Hence, Asset Backed Securities, but only with underlying Housing loans and infrastructure assets would be reckoned to be part of Approved Investments subject to exposure norms, under Housing, Infrastructure Sector Investments for the purpose of Regulation 3 and 4 of IRDA (Investment) Regulations, 2000 as modified now. This Guideline shall be effective from 1st Aug, 2008.
The investment in Asset Backed Securities with underlying Housing and / or Infrastructure assets [as defined under Regulation 2(h) of IRDA (Registration of Indian Insurance Companies) Regulation, 2000] may be deemed as a part of “Approved Investments” and Pass Through Certificates (PTCs), Asset backed Securities (ABS) and Security Receipts (SRs) may be deemed as part of “Other Investments” for the purpose of Regulation 3 and 4 of IRDA (Investment) Regulations, 2000 subject to following exposure and prudential norms:
1. The securitized assets must be rated and shall have highest rating by a reputed Credit Rating Agency, registered under SEBI (Credit Rating Agencies) Regulations, 1999.

2. The investment in Asset Backed Securities with underlying Housing and / or Infrastructure assets shall at ‘all times’ not exceed 10% of respective fund(s) in the case of Life Insurance Companies and not more than 5% of Investment Assets in the case of General Insurance Companies.

3. If the Asset Backed Securities with underlying Housing and / or Infrastructure assets are downgraded below AAA, or the highest rating, such investment shall be re-classified as ‘Other Investments’.

4. In case the cash-flows from such instrument are not received on due dates, the investment in such assets are to be re-classified as “Other Investments” from such date for reporting to the Authority through FORM 3A (Part A) of IRDA (Investment) Regulations, 2000.

5. The investments in securitized assets, both under Approved and Other Investments, taken together shall not exceed 10% of fund size in the case of Life Companies and not more than 5% of Investment Assets in the case of General Insurers.

6. The Insurer shall lay down internal guidelines for investment in securitized assets (ABS, PTCs and SRs) to avoid concentration with regards to issuer, tenor and type of underlying and any other criteria to achieve diversification.

7. All guidelines of Classification, Income Recognition and Valuation of Assets issued by the Authority shall be applicable to such investments.

7. INVESTMENTS IN PERPETUAL DEBT INSTRUMENTS

In terms of the Circular IRDA/INV/CIR/005/2006-07 Dt. 28th Apr, 2006 on ‘Investment in Innovative Perpetual Debt Instrument of Bank Tier 1 Capital and Debt Capital of Banks Upper Tier 2 Capital’ within certain limits are considered under ‘Approved Investment’. As it is represented that the current ceiling on maximum investment in the bonds is restrictive, IRDA has reexamined the issue and has decided to delete the maximum permissible limit for such instruments by Life and General Insurers prescribed in paras 3 and 4 of the above Circular dated 28th Apr, 2006. The revision will be effective from 1st Aug, 2008.

8. INVESTMENT IN VENTURE FUNDS

The Authority vide Circular INV/CIR/007/2003-04 dated: 15th Dec, 2003 had listed the conditions and maximum investment that can be made in Venture Funds. While investment in Venture Funds would continue to be categorised under ‘Other Investments’ as per IRDA (Investment) Regulations, 2000 as amended from time to time, the following special guidelines may be kept in view in respect of Venture Funds:- 

1. The decision to invest in the Venture Fund shall remain with the Investment Committee of the Insurer, and within the approved Investment Policy of the Insurer, subject to appropriate prudential and exposure norms and complying with the provisions of IRDA Regulations concerned

2. The Venture Fund would invest in Infrastructure Projects as defined under IRDA (Registration of Indian Companies) Regulations, 2000 as amended from time to time. [Refer latest amendment to ‘infrastructure facility’ under Regulation 2 (h) of Insurance Regulatory and Development Authority (Registration of Indian Insurance Companies) (Second Amendment) Regulations, 2008 vide GO Gazette notification dated 11th Feb, 2008]

3. Investments in Venture Fund(s) shall be subject to the following exposure norms:

	PARTICULARS
	OVERALL EXPOSURE LIMITS

	Limits for Investment in ‘Venture Fund’
	Life Insurance Company

3% of respective Fund (or)

10% of Venture Fund’s Size, which ever is lower.

General Insurance Company

5% of Investment Assets (or)

10% of Venture Fund’s Size, which ever is lower.




The above conditions supersede those issued in the Circular INV/CIR/007/2003-04 dated: 15th Dec, 2003. The new Guidelines will be effective from 1st Aug, 2008.

9. APPOINTMENT OF CUSTODIAN

Section 28B(3) of The insurance Act, 1938 requires every insurer to submit, along with the returns referred to in Section 28B(1) and 28B(2), a statement, where any part of the assets are in the custody of a Banking Company, from that company, and in any other case, from the Chairman, two directors and the Principal Officer, of the company specifying the assets, which are subject to a charge and certifying that the other assets are held free of encumbrance, charge, hypothecation or lien. The Authority, has also prescribed FORM 6 in the IRDA (Investment) Regulations, 2000 for the certification. Currently the custodian appointed by the Insurer (which could be either belonging to the Insurer’s promoter group or otherwise) issues a certificate to the above effect and the Insurer, as required under the Act, certifies that the Assets held are free from encumbrance, charge, hypothecation or lien. 

Considering the implications of the certification by the Custodian belonging to the Insurers Promoter Group of the Insurer, it is decided that all insurers should comply with the following norms:

A. Appointment of Custodian

(i) The Board of the Insurance Company shall be responsible for the appointment of Custodian to carry out the custodial service for its Investments.

(ii) No custodian in which the promoter or its associates hold 50% or more of the voting rights of the Share Capital of the custodian or where 50% or more of the Directors of the Custodian represent the interest of the promoter or its associates shall act as Custodian for the Insurance Company constituted by the same promoter or any of its associates or subsidiary company.

B. Agreement with Custodian

(i) The Insurer shall enter into a custodial agreement with the Custodian, which shall contain the clauses, which are necessary for the efficient and orderly conduct of the affairs of the Custodian.

(ii) The agreement, the services contract, terms and appointment of the Custodian shall be entered into with the prior approval of the Board.

Insurers who are not compliant currently with the above conditions shall take immediate steps to achieve compliance not later than 31st Dec, 2008, under intimation to the Authority.

10. SEGREGATION OF SHAREHOLDERS & POLICYHOLDERS FUNDS

The Insurance Act, 1938 under Section 11 (1B) requires ‘Every insurer to keep separate accounts relating to funds of shareholders and policyholders’. Taking note of representations of general insurance companies, as a measure of practical application, the provisions of Section 11(1B) would be deemed to have been complied with, in the case of General Insurance Company, if Investments are ‘allocated’ to the policyholders’ funds to the extent of the Technical reserves in respect of general insurance business and the specific liabilities of general insurance business and the balance shown as Shareholders’ funds. However, a Life Insurer should continue to maintain strict segregation of Investments between Shareholders and Policyholders funds at ‘Scrip’ level for every individual fund under any class of business without making arbitrary transfer of investments from one fund to another. Further, both Life and General insurers should make necessary arrangements (through a separate Custody Account) to facilitate identification of investment out of Shareholders funds that do not support Solvency Margin and which is not covered by the prescribed pattern of Investments. This Guideline shall be effective from 31st Dec, 2008.
11. OUTSOUCING OF INVESTMENT ADVICE

The Authority, considering the cost involved in setting up Research and advisory divisions would permit outsourcing of Investment advice only at the initial stages and till the insurers attain a Fund Size of Rs.500 Cr Assets under Management (AUM) or two years from the commencement of business, which ever is earlier, subject to the following conditions:

a. The Investment decisions are made within the Company with proper documentation within the delegated power as provided in the Investment Policy.

b. Deal placement and execution are done by the Front Office personnel.

c. Periodic reports to Management and Authority are drawn by the Company (in-house).

d. The advisory fee to be paid to the Service Provider is on a case-to-case basis and not on Net Asset Value.

The advisory fee shall:

a. not form part of NAV calculations in the case of ULIP business

b. be paid out of Shareholders funds not representing Solvency Margin.

The Authority may, on an application made to it by an existing insurer, for valid reasons, grant a further period of time of not more than one year to comply with the above direction.

12. OUTSOUCING OF ‘NAV’ CALCULATION

The permission to outsource Computation of NAV would be available only up to attainment of Fund Size of Rs.500 Cr (Assets under Management) or two years from the commencement of business, which ever is earlier. Also, the fees paid to the service provider shall not form part of NAV calculations.

The Authority may, on an application made to it by an existing insurer, for valid reasons, grant a further period of time of not more than one year to comply with the above direction.
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