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Comprehensive financial planning begins with identifying and
understanding the importance of resources which generate wealth
and taking the necessary precautions to protect these resources
as well as the wealth created, from any kind of unforeseen
eventuality. While many people concentrate on wealth creation
by investing in quality IPOs, frontline stocks and high quality
mutual funds, the aspect of wealth protection often takes a back
seat in the larger framework of personal financial planning. This
aspect of wealth protection not only includes life insurance, but
it encompasses the entire ambit of insurance covers like health
insurance, property insurance, liability insurance, mortgage

redemption plans, etc.

In this issue of Karvy Bazaar Baatein, we attempt to discuss the
importance of insurance as a wealth protection tool, with the

emphasis on adequate and right insurance cover.

As an individual travels through the journey of life, his profile
keeps changing. Consequently, his insurance requirements also

undergo a change. For example:

During the formative years of a person’s
life, he/she may not have any dependants. However, a loan
may have been taken to finance ones higher education
/ profession studies or for the purchase a house or a
car. This loan needs to be repaid and requires a suitable
insurance cover against the loan amount so that in the
event of the repayer’s unfortunate death, the burden of
paying the EMIs does not fall on the surviving members of
the family. Moreover, a health and an accident insurance

plan provide for the reimbursement of hospital bills

and the required financial assistance to the individual,

respectively.

Marriage requires the person’s
insurance requirements to be revisited. The individual
should either look at enhancing his/her life insurance cover

or at taking a policy in the name of his/her spouse.

This is perhaps the most significant
phase in the life of a person. The arrival of a child brings
with it moments of great joy and also loads of responsibility.
This is yet another phase where the person’s insurance
needs should be re-considered. Here, the possibility of

taking up a child insurance plan cannot be ruled out.

From the above discussion, it becomes evident that one needs
to have a proactive approach towards insurance. Non revision of
ones insurance needs can result in the risk of over-insurance and
under-insurance (later discussed in this article). Also, in addition
to taking up an insurance policy, another very important decision
that needs to be taken into consideration is that the insurance

cover needs to be appropriate to cope with future exigencies.

Insurance planning seldom has an important position in the list
of priorities of an individual. More often than not, consideration
of an insurance plan primarily for the purpose of management
of risks to which an individual is exposed to, is one of the most
neglected financial decisions. An insurance plan is usually taken
for purposes like tax planning, investment returns, etc. However,
the main reason for taking up an insurance policy should be for

the risk cover that the insurance plans provide. Here, it becomes
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very critical to carry out a close introspection of one’s needs and

requirements before finalizing on an insurance policy. Some of

the aspects that need to be taken care of are:

(i) Selection of an insurance plan(s) according to ones financial
needs and requirements. Those needs that cannot be met

in other ways should especially be factored.

(i) The cost of taking the policy should not outweigh the
benefits from the same. The policy holder should be in
a position to comfortably afford the insurance premiums.
For example, taking up a ‘money back plan’ can be an
expensive proposition in case the individual does not have
adequate financial reserves to provide for the comparatively

higher premiums.

(iii)  As discussed earlier, a periodic revision of the insurance
portfolio so as to take stock of the changing needs and

requirements.

When considering taking an insurance policy, a question that
strikes every person is how much of insurance am I supposed to
take?” Though this remains one of the cornerstones of insurance

planning, most investors approach this issue rather arbitrarily.

Here, we briefly discuss some of the different methods that are
actually used for ascertaining the quantum of insurance that is

required to be taken by an individual. These methods are:-

Across the country, many insurance
advisors use this method to compute the required quantum of
insurance cover. This method is simple and easy to implement.
According to this method, the insurance requirement of an
individual will be six to eight times the annual income. For
example, a person’s annual earning taken to be Rs.3,50,000, his
insurance requirement could range anywhere from Rs.17,50,000
to Rs.28,00,000. The main disadvantage of this method is that
it is too simplistic and in many cases it fails to reflect the true

insurance requirements that an individual may have.

This method is based on
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the computation of the premium of an insurance policy rather
than the amount of life insurance coverage. In other words, this
method tries to compute the amount that needs to be spent on
insurance premiums and accordingly the sum assured is arrived at.
This method will have its relevance in the context of unit linked
insurance plans where the coverage depends upon the premium
that one chooses to invest. According to this method, close to
6% of the bread winner’s gross income plus an additional 1%
for every dependant should be the amount that needs to be
spent on insurance. For example Kishore is earning Rs.6,00,000.
He has married to Saadhana who is a housewife. They have a
child by name Akshay. As per this method, the amount that Mr.

Kishore would have to spend on insurance policy will be

Hence, Kishore should spend close to Rs.48,000 on life insurance
so as to have an optimal cover. As compared to the earlier
method, the proportionate premium method takes into account
the premium amount. This helps in getting a clear picture of
the actual cash outflow that the investor will have to cope with
in case he takes an insurance policy. However, this method is
also a highly generic approach and does not cater to a person’s

unique needs and requirements.

The human life
value approach for calculation of amount of sum assured for
which an individual should assure his life takes into consideration

the following aspects:

K3
”

Average of present value of the annual future earnings

of the individual.

<> The number of years the individual is expected to work

before he / she retires.

<> The expenses that the incurred by the individual on him
/ herself.

For example, Mr. Hitesh Rathod will on an average earn an annual

income of Rs.10,00,000 in future and his expected number of
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working years is 20. With an annual expenditure of Rs.2,00,000

to be incurred on himself (in the form of maintenance expenses,

taxes, etc.), the human life value of the person will be

where, 15 is the inflation adjusted rate of return for 20 years

This means that Mr. Rathod, will need to have a life assurance

cover of Rs.2.40 crore on his life.

The need replacement
approach is based on the principle that even in the absence of
the breadwinner, the dependants should have the requisite financial
buffer to sustain the same kind of lifestyle that they led before.
In other words, according to this method, the objective of life
insurance should be to cover the surviving family’s immediate needs
as well as their ongoing expenses into the future. These needs

are classified as “immediate needs” and “deferred needs”.

In the event of the unfortunate death of the breadwinner, some
of the immediate expenses that the surviving dependants may

have to cope with could be:-

<> Final medical treatment costs, including the medical bills

that are pending.
<> Funeral and last rite expenses.

- Repayment of the various loans, etc. that had been taken

by the deceased.

<> Re-adjustment expenses, that will need to be incurred by
dependants to adjust to life style that will be required
to be lead in the absence of income of deceased. This
is usually a phase of 1 — 3 years after the death of the

breadwinner.

<> Expenses pertaining to school fees, tuition fees, etc. which
are required to ensure that the children’s education is not

compromised in any way.

Some of the deferred expenses and financial outflows that can

be thought of are:
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<> A provision for the higher education of the children.

- A lump sum required to celebrate daughter’s marriage

and / or to provide for the start in life for son.

<> A corpus sufficient to provide for the old age needs of

the surviving spouse.

The need replacement approach, hence, takes into consideration all
the above and more such financial needs that will be adequately

covered by the insurance cover.

The following steps need to be adopted in order to compute

the sum assured under this method.

This will
involve quantifying the various expenses that the person that
will need to be incurred. The expenses will be the immediate

and deferred expenses as mentioned above.

Once the
needs are ascertained, the next step is to ascertain the existing
assets that can be easily converted into cash. These assets
could be (i) bank accounts (credit) balances, (ii) market linked
assets like mutual funds, stocks, bonds, etc, (iii) post office
savings schemes, (iv) other insurance policies that the person

may have taken, etc.

In simple terms, the insurance equation will be life insurance
will be total needs of the person (both immediate and deferred)

minus expected available assets.

Note: While computing the needs, it will be appropriate to
discount the expenses to present value so as to arrive at an

accurate life insurance estimate.

This method of ascertaining the insurance requirement can be

understood with the help of the following illustration.

Mr. Rohan Kanhai is 35 year old software professional. His annual
income is Rs.15,00,000. His monthly expenses constitute the

following items:

For Investments in IPOs of Shares contact: 1800-425-8282 or visit: www.thefinapolis.com



ST Bt
wr

Rent 5000 60 000
Telephone 1000 12 000
Conveyane 3000 36 000
Groceries 5 000 60 000
Entertainment 2 000 24 000
Electricity 1500 18 000

In addition to basic expenses, Mr. Kanhai has taken a loan of
Rs.25,00,000 for 25 years. The loans and other obligations that
the individual will have to cope should also be factored into

while computing the insurance requirement.

Loan Rs. 25,00,000
Duration in years 25 years
Interest rate 9.50% p.a.
EMI (Rs.) Rs. 21,842

Assuming an interest @ 9.5% the EMI approximately comes to

Rs.21,842.

In addition to basic expenses, according to this method, it also
becomes necessary to ascertain to the various expenses that are
likely to be incurred at the time of death so that the necessary
provisions may be made. These expenses may be:- funeral, legal

expenses, costs of hospitalization, ambulance charges, etc.

Over and above these expenses, it also becomes relevant to
factor in the contingency buffer that needs to be set aside to

cope with immediate needs.

Based on the aforementioned data, the insurance calculation is

shown below:
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Present value of expenses per

annum (Ref. Exhibit 1) 2L S5 YD
Liabilities (mortgages and

loans) (Ref. Exhibit 2) 262

Contingency buffer 52 500

Insurance need 38 14 609
Existing insurance cover NIL
Insurance cover that needs to be taken 38 14 609

Thus, from the above calculation, Mr. Kanhai needs to take an

insurance policy of Rs.40,00,000.

With the discussion of the various methods by which a possibly
accurate valuation of an individual’s life assurance cover, it will
be imperative to briefly discuss the risk of over insurance and

under insurance.

Over insurance, as the name suggests, refers to the quantum
of insurance or the sum assured taken being much more than
what is actually required. The conservative point of view would
generally advocate for over insurance to a certain extent, as
it being necessary to provide for the extra buffer that the
insured may need due to changes in profile and circumstances.
However, a prudent insurance advisor will always discourage
taking a more than required sum assured under an insurance
plan. This being so because insurance comes at a cost i.e. the
premium payable. And hence, over insurance results in payment
of insurance premium that is greater than what actually needs to
be paid. This is an unnecessary expenditure incurred that could
have otherwise been invested by the individual and would have

helped in the creation of wealth.

On the other hand, under insurance can lead to greater negative
financial repercussions as here the insured is not adequately
covered against the risks to which he is exposed. In case of

life insurance, in the event of the unfortunate death of the life
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assured, the dependants will receive a sum assured that is not

enough to enable them to maintain the same life style and meet
the financial obligations including loans, etc. outstanding at the
death of the life assured. In a worse scenario, the dependants
could be embarrassed for their very basic sustenance requirements.
In case of a non-life or general insurance policy, the claim amount
payable to the policy holder gets proportionately reduced due
to the application of the under insurance clause. For example,
a property (say a building) whose actual value is Rs.20,00,000
is insured for a sum assured of Rs.16,00,000. In the event of
damage to the property to the extent of Rs.5,00,000 due to the
happening of an insured risk (fire), the compensation payable

under the insurance policy will be

Hence, the compensation actually paid is much lesser than what
would have otherwise been paid if the property has been insured

at its actual value of Rs.20,00,000.

The discussion on importance of adequate and right insurance
cover would not be complete without a discussion on the concept

of insurability.

In general, various products and services are saleable to any
person who can pay the cost / price for these. There is usually
no restriction as regards their availability to a particular category
or group of people. In case of insurance, however, the same
is not true. This is so as an insurance policy (specially a life
assurance policy) can be sold only to individuals who are ‘insurable’.

Insurance can thus be considered as a privilege.

The aspects or the factors that constitute the basis for

are:

1. Need for insurance

2. Capacity to pay for the premiums

3. Medical fitness
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As in common knowledge, the very purpose of (life) insurance is
to provide financial protection to the dependants in the event of
the unfortunate death of the bread winner. Hence, an individual
has a genuine need for insurance when other lives are dependant
on his / her life. In other words, the need for insurance is said
to exist for an individual when another person(s) is benefited
from the continuity of the life of the former and will face a
financial setback in the event of death of this life. It is in a very
rare case that an individual will have no dependants who would
look forward to him /her for their financial support. In such a
case also, even if there is no actual need for insurance, the
person will be insurable if he can afford to pay the premiums
for the insurance policy and is adjudged as being medical fit

to be insured.

The capacity to pay the premiums is simply the ability to afford
the premiums under an insurance policy. Only those people who
can pay for the cost of getting insured and qualify the other

two insurability factors can be insured.

Medical fitness of an individual, from the insurability point of
view, takes into consideration a number of factors such as age,
sex, personal and family history of diseases, present state of
health, habits and occupation (work conditions and associated
hazards). All these factors individually as well as collectively
help the insurance company in deciding whether or not a
person is insurable at standard / special term & conditions of

the insurance plan.

The above three factors form the basis for deciding whether an
individual can be covered under an insurance plan. Delay in an
insurance decision can render an individual uninsurable as he
may: cross the maximum entry age for the insurance policy;
may be diagnosed with a critical illness that constitutes a major
exclusion under the policy; would simply no longer have the
financial capacity to pay the premiums under the policy. Hence, it
becomes very important to choose the right insurance plan with

a right quantum of insurance at the earliest possible time.
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Product Showcase :: Reliance Golden Years Policy

Reliance Golden Years Policy is a unit linked pension policy from Reliance Life Insurance Company Limited.

The policy works in two parts — the accumulation period (i.e. the
policy term) and the distribution period. The accumulation period
is the time when retirement corpus is build up through premiums
payment. On the chosen vesting date/age, the accumulation period
ends and the distribution period begins. The policy holder can
choose the age of retirement (vesting date/age). The annuity
payments begin after the vesting date/age. However, the policy

provides the flexibility to advance / extend the vesting age.

Policy provides the flexibility of increasing the fund value
through top-up premiums, at any time at any time during the
policy term (accumulation period). Minimum top-up amount is
Rs.2,500 and 95% of the top-up amount gets allocated to the

fund(s) chosen.

At the age of vesting (retirement), one-third of the fund value
can be commuted as tax free lump sum amount. The remaining
amount will be required to be can be used to purchase an
annuity policy from either Reliance Life Insurance Company or

any other life insurance company.
Annuity options available under the policy are:
1. Life annuity

2. Life annuity with return of purchase price (amount of fund

value used to purchase the annuity policy) on death,

3. Annuity certain for 5, 10 or 15 years and life annuity

thereafter.

In case of death of the policy holder during the policy period

(accumulation period), the beneficiary will receive the fund

value accumulated under the policy. The beneficiary has the
option of taking this payment as a lump sum or in installments

under an annuity policy from the above or any other insurance

company.
minimum — 18 years; maximum — 65 years
minimum — 45 years; maximum — 70 years
minimum — 5 years and subject to the vesting
age

regular premiums; single premium
(minimum Rs.10,000); top-up premiums (Rs.2,500)
with respective minimum

premium amount: annual (Rs.10,000), semi-annual (Rs.5,000),

quarterly (Rs.2,500), monthly (Rs.1,000)

for regular premium policy
— 10% for the 1st year and 5% subsequently; for single premium

policy — 5%; for top-up premiums — 5%.

ranging between 1.50% and
1.75% p.a. depending on the choice of the investment fund

and subject to revision.

1% of the amount switched subject to a

maximum of Rs.1,000 / switch after one free switch.

100% of the fund value in 1st to 3rd
year; 10% in 4th year; 5% in 5% year and NIL in the 6th

years and afterwards.
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The premium can be invested in any one of the four funds available under the policy or a combination of these policies. The

policy details are:

Fixed interest securities Equities
Capital Maintenance of investment ! 100% (in Bank Deposits, Government Bonds and o
oW (0]
Secure Fund  contributions Debt Instruments less than 180 days duration)
Balanced Provide returns exceeding Low to
At least 80% Maximum 20%
Fund the inflation rate Medium

Provide returns exceeding
Growth Fund Medium At least 60% Maximum 40%
the inflation rate

Provide high returns Maximum
Equity Fund . . ) High Maximum 30% (in Bank Deposits)
exceeding the inflation rate 100%

One can invest a maximum of 40% of the premium in Capital Secure Fund.

Policy provides the option of switching between the funds. One switch is free-of-charge in a policy year. For every additional switch,

a switching charge will be levied.

The premium payable under the policy is eligible for deduction under Section 80C of the Income Tax Act, 1961.
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Karvy, with over 20 years’ expertise in the

financial market, presents yet another product Golf

with you in mind — Karvy Financial Planning, 0

KFP. Our advisor will help you achieve all your

financial goals through effective management

of your finances. Call us for an appointment. .

In the meantime, you f:c-uid make up your MUS](‘_‘ ]ESSO]"IS

mind on what to du all that free time.
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