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ICRA Nepal assigns [ICRANP] IPO Grade 4+ to the proposed rights issue (equity shares)
of Prudential General Insurance Company Limited

[ RATING'/ACTION (AUGUST 2019)"
[ICRANP] IPO Grade 4+ (Assigned)

NPR 384.912 million

Rights Issue (Equity shares)

ICRA Nepal has assigned [ICRANP] IPO Grade 4+, indicating below average fundamentals to the
proposed rights issue amounting to ~NPR 385 million of Prudential Insurance Company Limited (PICL).
ICRA Nepal assigns IPO’ grading on a scale of IPO Grade 1 through IPO Grade 5, with Grade 1 indicating
strong fundamentals and Grade 5 indicating poor fundamentals. For the grading categories 2, 3 and 4, the
sign of + (plus) appended to the grading symbols indicate their relative positioning within the grading
categories concerned. Thus, the grading of 2+, 3+ and 4+ is one notch higher than 2, 3, and 4, respectively.
PICL has proposed a 60% rights issue of 3,849,120 numbers of equity shares of face value NPR 100 each,
to be issued to the existing shareholders at par. The proposed rights issue is being made to comply with
the revised minimum paid up capital requirement for general insurers? as prescribed by the Insurance
Board of Nepal.

The grading factors in PICL's adequate track record in the industry (operating since 2002) and its
experienced board and management team. The grading also takes into consideration, the company’s
adequate reinsurance arrangements, including catastrophic provisions and good profile of the lead
reinsurer, which provides comfort to its claims-paying ability and its ability, to maintain solvency in the event
of catastrophic events like the April 2015 earthquake. The grading action also factors in the improved
investment outlook for PICL, given the hardening of the interest rate across the banking sector deposits,
wherein a major portion of its investment portfolio is concentrated.

.However, the grading remains constrained by PICL’s decline in market share over the last two to three
years (~5% of industry GPW? in FY2019 down from ~7% in FY2017) and its moderate underwriting
performance characterized by high claims ratio on a sustained basis. PICL's premium growth rate has
lagged behind the industry average for the last two to three years, affecting its scale of operations vis-a-
vis the industry peers. This remains a concern, especially in the recent regime of declining premium tariffs
and mcreasmg liability cover for the major segments like fire and motor. A slower growth in premium
coupled with high claims ratio and high management expense ratio has lowered the underwriting surplus
of the company in the last two to three years. Incremental growth and the return prospect of PICL are likely
to be determined by its ability to grow the customer base, premium earnings and scale up the business.
However, achieving scale growth will remain a challenge for PICL given the highly competitive and
fragmented industry, PICL’s recent track record of weak growth (including gross premium written-GPW
degrowth in FY2019) and its limited branch network. With sizeable equity injection proposed shortly and
moderation in underwriting performance, the return indicators are expected to remain muted over the
medium term; which has also been factored into the grading assigned.

Slow growth in premium earnings vis-a-vis industry average on a sustained basis during the last 2-3 has
years eroded the market share of PICL. As of now, PICL is a medium sized player with ~5% GPW share

" Includes rights and further public issue of equity shares
2 Minimum paid up capital of NPR 1 billion to be maintained by mid-July 2019 for all general insurers
* 3 Industry comprising of 17 original players. Including the newly I:csnsed 3 players, the market share will be marginally

lower.
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(FY2019) in the Nepalese general insurance industry*. PICL's share in industry net premium written (NPW)
remains even lower (~4% for FY2019) because of the lower-than-industry-average premium retention ratio.
Between FY2016-FY2019, PICL’'s GPW increased by a CAGR of 13%, lower than the industry average
growth of ~18%.

Premium retention of PICL remains one of the lowest in the industry because of the low motor premium
retention®. PICL's premium retention ratio which stood at ~60% till FY2016 came down sharply (26% in
FY2017, 35% in FY2018 and 37% in FY2019) after the company changed its reinsurance arrangement for
motor portfolio from erstwhile ‘excess-of-loss’ model to ‘quota share’ model that required a higher cession
of premium to the reinsurers. Nonetheless, motor segment still remains the largest contributor to PICL’s
premium earnings (~83% of GPW and ~65% of NPW during the last two years ending FY2019), followed
distantly by fire segment (~16% of GPW and ~9% of GPW) and miscellaneous segment (~11% of GPW
and ~6% of NPW), with other segments like marine and engineering contributing modestly.

PICL's motor portfolio, which is a key revenue and profitability driver, has reported an underwriting surplus
during each of the last five years ending FY2018, which remains a comfort. However, the segment’s
performance has declined because of the sustained high claims ratio, concomitant decline in the
reinsurance commission and low net premium earnings. Furthermore, motor portfolio GPW declined on
year-on-year basis in FY2019 (by 19%) amid management'’s efforts to screen the high-risk commercial
vehicle businesses. This helped improve the motor claims ratio in FY2019, albeit marginally. However, its
sustainability, considering the increased liability coverage under the motor segment from FY2017 and
increasing claims frequency across the industry, remains to be seen. Given the high reliance on the motor
segment, deterioration of segment's underwriting performance could drag the overall company’s
performance.

PICL’s underwriting surplus has reported a year-on-year decline for the last two years ending FY2019
(from NPR 152 million in FY2017 to NPR 114 million in FY2018 and NPR 59 million in FY2019). The
decline resulted from the slowdown in the premium growth coupled with high claims ratio (average of ~76%
of net premium earned) and increasing management expense ratio (average of 47% of net premium
earned). Because of the high claim’s ratio on sustained basis, PICL’s reinsurance commission income on
ceded business also declined, lowering the net commission income from ~58% of net premium earned in
FY2018 to ~33% in FY2019. As a result, PICL's combined ratio deteriorated from 63% in FY2017 to 72%
in FY2018 and 87% in FY2019. The incremental underwriting performance of the company will depend on
its ability to improve the premium growth and achieve the economies of scale while managing claims ratio
which in turn will help improve the commission income on ceded business and support overall profitability.
However, improving the underwriting performance in the current regime of increased risk coverage and
regulatory curtailment of the premium income (tariffs) will remain a challenge for PICL.

Amid volatility in the underwriting surplus, PICL's profitability remains supported to some extent by the
improved returns on investment portfolio. About 73% of the company’s investment portfolio as of mid-July
2019 was concentrated in fixed deposits with banks and financial institutions (BFls), in line with the
regulatory guidelines regarding investment. Therefore, the recent hardening of interest rates across
banking sector deposits (average cost of deposits of Nepalese commercial banks have increased from
~4% in FY2017 to ~6% in FY2018 and ~6.5% in FY2019) has benefitted institutional depositors like PICL.

4 Only the original 17 listed players included

* PICL’s motor segment has a proportional reinsurance treaty (quota share) as opposed to non-proportional treaty (excess
of loss) generally practiced in the industry. This results in relatively higher cession of risk (and premium) to the reinsurers
vis-a-vis industry players who only pass on certain risks (and premium) in excess of a pre-defined loss amount (hence the
name excess of loss) usually retain most of the losses (and premium) below a certain ceiling (usually NPR 10-20 million
per risk). PICL had a non-proportional motor treaty till FY2016 which was changed to proportional from FY2017 resulting in
lower premium retention and hence low NPW level for the company.
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For FY2019, the company’s average investment yield stood at ~8% in FY2019 vs. ~8.5% in FY2018 and
~6% in FY2017. Improved yield on investment is likely to continue over medium term, amid the liquidity
shortage in the banking industry. To some extent, a high interest rate environment is likely to reduce the
dilutive impact of the fresh equity injection, on PICL’s profitability indicators. PICL has been maintaining
the mandatory technical reserves and restricted reserves® as prescribed by the regulatory authority
(Insurance Board of Nepal). As on mid-July 2019, the said reserves accounted for 68% of its net worth. Its
solvency margin as of mid-July 2019, calculated as per regulatory directive, stood at ~1.5 times (at par
with the regulatory minimum). Solvency profile can be expected to improve after the capitalization of
proposed rights issue (assuming full subscription). In terms of liquidity profile, PICL's cash accruals in the
recent years has remained modest because of the higher outflows in claims and other operating expenses.
Average net cash flow/ net premium written ratio during the last five years stood at ~9% (~8% in FY2019).
Nonetheless, cash and liquid assets to technical reserve ratio stands comfortable at 3.9 times as of mid-
July 2019.

Company Profile

Established in November 2000, Prudential Insurance Company Limited (PICL) is the 13 private sector
general insurer in Nepal. PICL is medium sized company with ~5% of market share in terms of General
Insurance Industry’s Gross Premium Written in 2018-19. Currently, PICL is in operation with 40 branches
spread across the nation for procuring business and extending after sales services.

The paid-up capital and the net worth of the company as of mid-July 2019 is ~NPR 642 million and NPR
1,339 million respectively. PICL has 80:20 promoter-public shareholding ratios. Major shareholders as on
mid-July 2019 includes Mr. Birendra Kumar Sanghai (6.50%), United Distributors Nepal P. Ltd (4.50%),
Mr. Shrawan Kumar Agarwal (4%), Sumit Kumar Agarwal (4%), RMC Investment Pvt Ltd. (4%) and Mr.
Rohit Gupta (4%) among others. L

PICL reported a profit after tax of NPR ~132 million during FY2019 (NPR 159 million in FY2018) over an
asset base of NPR 2,431 million as of mid-July 2019 (NPR 2,137 million in mid-July 2018).

September 2019

For further details please contact:

Analyst Contacts:

Mr. Kishor Prasad Bimali, (Tel No. +977-1-4419910/20)
Kishor@jcranepal.com

Mr., Sailesh Subedi (Tel No. +977-1-4419910/20)

Relationship Contacts:
Ms. Barsha Shrestha, (Tel. No. +977-1-4419910/20)

barsha@icranepal.com

About ICRA Nepal Limited:

ICRA Nepal Limited, the first credit rating agency of Nepal, is a subsidiary of ICRA Limited (ICRA) of India.
It was licensed by the Securities Board of Nepal (SEBON) on October 3, 2012. ICRA Nepal is supported
by ICRA Limited through a technical support services agreement, which envisages ICRA helping ICRA

8 Technical reserve includes reserve towards unpaid claims & unexpired risk; restricted reserves include Insurance reserve
and Insurance fund appropriated from annual profits.
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Nepal in areas such as the rating process and methodologies, analytical software, research, training, and
technical and analytical skill augmentation.

Our parent company, ICRA Limited was set up in 1991 by leading financial/investment institutions,
commercial banks and financial services companies as an independent and professional investment
information and credit rating agency. Today, ICRA and its subsidiaries together form the ICRA Group of
Companies. The international credit rating agency, Moody's Investors Service, is ICRA’s largest
shareholder.

For more information, visit www.icranepal.com

ICRA Nepal Limited,

Sunrise Bizz Park, 6th Floor, Dillibazar, Kathmandu-33, Nepal.
Phone: +977 1 4419910/20

Email: info@icranepal.com

Web: www.icranepal.com

All Rights Reserved.

Contents may be used freely with due acknowledgement to ICRA Nepal.

ICRA Nepal ratings should not be treated as recommendation to buy, sell or hold the rated debt instruments. The ICRA
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