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PERFORMANCE DETERMINANTS OF
GENERAL INSURERS IN PAKISTAN

The study investigates the performance determinants for general insurers in Pakistan over the
period 2004 to 2009. Performance of general insurers is measured as return on assets (ROA) and
return on equity (ROE), whereas size, investments, leverage, risk, past year performance and age
are chosen as explanatory variables. The results suggest that size, investment, past performance and
age are positively related, whereas leverage and risk are negatively related with the performance of
general insurers. Moreover, it was also found that the recent economic uncertainty has adversely
affected the performance of general insurers in Pakistan.
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Tanar Adg3a, Myxamman JIxxam-e-Kaycap Ani Acrap
JETEPMIHAHTU E®EKTUBHOI AI9JbHOCTI
3ATAJIbHUX CTPAXOBUKIB ITAKUCTAHY

Y cmammi eueueno demepminanmu eexmueHoi OiAbHOCHI 3A2AAbHUX CMPAXO0BUKIE Y
Iaxucmani 3a nepioo 3 2004 no 2009 pix. E¢pexmuenicmo disavrocmi 3a2aibHux cmpaxoguxie
GuUsHauacmovcsa AK penmabeavnicmov axmueie (ROA) i penmabeavnicmy eaacHozo0 Kanimaay
(ROE), modi sk po3mip, ineecmuuii, 1eeepudic, pusux, pe3yibmamu nonepeonb020 poxy i 0oceio
pobomu bepymocs Ak noAcH06a bHi 3miHHI. Pesyibmamu noxasyroms, wio po3mip, ineecmuuii,
OisiabHiCMb Y MUHYA0MY | 00C6i0 po6omu no6 A3aHi NO3UMUGHO, MOOI 5K Aeeepudxyc i pusUK
He2amueHo 1noe ‘a3ani 3 epexmugHicmro digabHocmi 3azaivHux cmpaxosuxie. Taxoxc euseaero,
W0 eKOHOMIMHA HeGU3HAYEHICIb HeOA6HbO20 HacCy He2amuGHO NO3HAYACMbCs Ha edheKmugHocmi
disabHocmi 3azaavnux cmpaxoeuxis y Ilaxucmani.

Karouoei caoea: demepminanmu; 3aearvni cmpaxosuxu; [lakucman; egpexmuenicmo 0isavHocmi.
Tanar Ad3a, Myxamman JIxxam-3-Kaycap A Acrap

JETEPMUHAHTEI D®PEKTUBHOM JTEATEISHOCTI
OBIIINX CTPAXOBIHIVKOB ITAKMCTAHA

B cmamove wuzywaromcs oemepmunanmor 3ppexmuenoii  desmeavnHocmu 06uLUX
cmpaxosuguroe ¢ Ilakucmane 3a nepuoo c¢ 2004 no 2009 200. Ipghexmusnocmo deameavnocnu
o0wux cmpaxosuuroe onpedeasemcs Kax penmabeavrnocms akmueos (ROA) u penmabeavnocmo
coocmeennozo xanumaaa (ROE), mozda kKax paszmep, uneéecmuuuu, .ieeepuoxnc, puck,
pesyabmamot npedovldywieco 200a u cmaxyc Oepymcs Kaxk o00ssACHAIOUWUE NepeMeHHble.
Pesyabmamol nokasvieaiom, uwmo pamep, UHGECHUNUL, 0eSAMEALHOCIb 8 NPOWLIOM U 803DACHT
C6513aHbl NOAONCUMEALHO, 6 MO 8pPeMs KAK AeGepudic U PUCK He2amueHO C8A3AHbL C
Ippexmuenocmoro desmeavnocmu obugux cmpaxosuguxos. Taxxce o6uapyxceno, umo
IKOHOMUMECKAsT HeonpedeaeHHOCMb HedaeHe20 6peMeHU OMpPUUAmMeIbHO CKA3bl6aemcst Ha
Ippexmusnocmu desmeavrocmu obuux cmpaxosuguros 6 Ilaxucmane.

Karoueevie caoea: demepmunanmot, obwue cmpaxosuuxu; I[lakucman; 3¢pexmusenocmo
deamenvrHocmu.
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1. Introduction. General insurers protect business entities from various risks
associated with them inheritably. They also provide technical knowledge to business-
es to improve their safety and quality standards of production through their experi-
enced advice. Moreover, they also strengthen the capital market as an institutional
investor because they invest their premiums to pay claims and to earn high returns on
it. In addition, they also play their role as a motivator which encourages local pro-
duction and innovation. Therefore, we can conclude that general insurers are essen-
tial for economic, technological and social progress of the economies. Particularly,
they have more precise role in developing economies as the financial and technolog-
ical uncertainties are higher in developing economies as compared to developed
economies. Therefore, it is really essential for emerging economies like Pakistan to
have a well-structured and well-performing general insurance sector for continuous
growth and development.

There are 32 general insurers in Pakistan, out of which 30 are private limited
companies, one is a foreign insurance company and there is also one state owned gen-
eral insurance company. Private firms have almost 85% of the market share whereas
11% is held by the state-owned and the remaining 4% is possessed by the sole foreign
insurer (State Bank of Pakistan-SBP, 2008; Insurance Association of Pakistan-IAP,
2008). The insurance sector has shown a significant progress from 2003 to 2007 and
it is mainly the result of various positive regulatory moves made by the government of
Pakistan, such as insurance ordinance 2001, increase in minimum capital require-
ments and structural right sizing of the general insurance sector (Afza & Jam-e-
Kausar, 2010a).

In the of globalization, immense competition and uncertainty, it is now really
hard for general insurers to perform well. Recently, years 2008 and 2009 were difficult
for the general insurance sector of Pakistan due to macroeconomic problems in the
country which result in dramatic fall of profits. These problems include rising infla-
tion rate, double digit interest rate, electricity shortage etc., which eventually raise the
cost of doing business. Therefore, business entities do not apt to be insured as before,
therefore the insurance premiums grew just by 3% in 2008 and 2009 as compared to
17% growth from 2003 to 2007 (IAP, 2009). Moreover, the investment incomes also
turn into investment loss due to bearish trend at Karachi Stock Exchange (KSE) in
the same years. Therefore, the general insurers in Pakistan, despite their size or mar-
ket share, are trying to compete and survive to perform well in such worsened and
uncertain economic conditions.

Present study investigates the determinants of performance of general insurance
sector in Pakistan. This study can contribute to empirical literature in the following
ways: firstly, it will help the management of insurance companies in identifying the
factors which determine the success for general insurers in a developing country like
Pakistan. Secondly, the management of general insurers will also be able to analyze
the affect of recent macroeconomic uncertainties on their performance, such as
political change after elections, rising inflation rate and high banking interest rate
etc., which arise in uncertainty situation amongst local and foreign investors regard-
ing government's economic policies. Thirdly, it will also guide the regulators to make
policies to raise the performance level of the general insurance sector of Pakistan.
Last but not the least, it will also assist investors at the stock market in identifying the
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real factors of performance which will help them to earn higher returns as studies has
found positive relationship between stock prices and their performance level (Sufian
& Majid, 2007). The remaining paper is arranged as follows: Section II will talk about
the literature on the issue of performance. Methodological issues will be discussed in
Section III. The results are given in Section IV and the paper ends with some con-
cluding remarks along with some policy implications in Section V.

2. Literature Review. Empirical studies have examined several issues related to
the performance of insurance companies. For instance, there are studies which have
analyzed the performance and the organization structure of insurance companies
(Lai & Limpaphayom, 2003), whereas some other studies have investigated the rela-
tionship between market liberalization and insurer's performance (Oetzel &
Banerjee, 2006). There are also few studies which have investigated the determinants
of performance for insurance companies. For instance, Al-Shami (2008) investigated
the determinants of performance in the insurance companies of the UAE over the
period 2004 to 2007. This study measured performance by dividing profits before tax
by the total assets (ROA). It was found that the size and volume of capital were posi-
tively related with profitability, whereas the leverage and loss ratio were negatively
related with the profitability of the insurance companies. Moreover, the study failed
to find any significant relationship between profitability and the age of an insurance
company.

Adam & Buckle (2003) investigated the determinants of performance in 47
Bermuda registered insurance and reinsurance companies over the period from 1993
to 1997. It was found that leverage and company type were positively related, where-
as risk and liquidity were negatively related with the performance of the insurance
companies. Moreover, size and scope variables were found negatively related with the
performance of the insurance companies, but these results were insignificant.
Another study by Hrechaniuk et al. (2007) examined the determinants of perform-
ance in Ukrainian, Lithuanian and Spanish insurance companies over the period
from 1998 to 2005. It was found that investments, past performance and growth were
positively related with the performance of non-life insurers whereas leverage was
found negatively related with the performance of the insurers. But the study found
mixed results for size and loss ratio.

There are studies which have examined the efficiency of insurance compa-
nies in Pakistan with the data envelopment analysis (Afza & Jam-e-Kausar,
2010a; Afza & Jam-e-Kausar, 2010b; Afza & Jam-e-Kausar, 2012). Instead of
applying a mathematical programming technique, the present study will investi-
gate the determinants of performance in the general insurance sector of Pakistan
with the profitability ratios, as most of the managers and investors prefer prof-
itability ratios as a performance measure instead of various parametric and non-
parametric approaches due to lack of knowledge of such technical methods.
Moreover, Nguyen (2006) considered profitability as one of the most important
objectives of the firms because the goal of managers is to maximize their share-
holder's wealth and the profitability is one of its important determinants. In addi-
tion, the present study will also investigate the impact of economic uncertainties
in the country which have adversely affected the performance of non-life insurers
in recent years.
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3. Methodology. Present study measures the performance of general insurers in
return on assets (ROA) and return on equity (ROE). The explanatory variables based
on the empirical literature are size, investment, leverage, risk, past performance and
age. Size has a significant importance in determining the profit of an insurer as large
size allows insurers to diversify their risks effectively. Moreover, Hardwick (1997) sug-
gests that large insurers are probably in a superior position to perform better as com-
pared to small insurers because they can reduce the unit cost through an increase in
their production. Therefore, present study is expecting a positive relationship of
insurer's size with their performance. Size is measured as the natural log of total assets
of an insurer by the following (Adam & Buckle, 2003).

Investments are measured as the ratio of total investments to total assets by the
following (Hrechaniuk et al., 2007). This study is expecting a positive relationship of
investments with insurer's performance because efficient utilization of higher invest-
ments leads to higher investment incomes which ultimately result in higher prof-
itability of insurers. Leverage is measured as the ratio of total debt to total equity of
an insurer by following (Al-Shami, 2008; Hrechaniuk et al., 2007). This study is
expecting a negative relationship of leverage with the performance of general insurers
because debt capital is more costly in Pakistan as compared to equity capital due to
higher borrowing interest rate.

Diversification of risk is the prime objective of the general insurers to support
business activities across the country and around the world. Insurers diversify their
risk through pooling of their losses over a number of exposure units. If insurers have
higher annual claims then it will not only increase the total cost as a result of an
increase in loss ratio but also due to the higher claim's investigation and loss adjust-
ment expenses. Therefore, we are expecting a negative relationship between risk and
the performance of general insurers. This study has measured the risk as net claims to
net premium ratio by the following (Adam & Buckle, 2003; Hrechaniuk et al., 2007).

Past performance is measured as last year's ROA and ROE ratios. This study
included the lagged values with an aim to include the past performance of insurers
because insurers with better performance in prior year are in a better position to be
successful in the current year. Moreover, we also include the age of the firm in our
study; it is measured as the difference between the year of establishment and year of
study (2004-09). Present study is expecting a positive relationship of age with the per-
formance of the insurers because more experience of an insurer gives it the opportu-
nity to learn more from its past which results in more matured insurer. Finally, pres-
ent study has also included a dummy variable to seize the effect of economic uncer-
tainties in Pakistan in the year 2008 and 2009; dummy variable will be "1" for the year
2008 and 2009 and "0" otherwise. We are expecting a negative relationship of eco-
nomic uncertainties with the performance of general insurers in Pakistan.

Model. To investigate the determinants of performance in the general insurance
companies in Pakistan, this study has applied the two following models;

PRi,t= B1 + B2SIZE i,t + B3INV i,t + BALVRG i,t + B5RSK i,t + (1)
B6PPR it + B7 AGE i,t + p8Decoun i,t + €i,t
PRi,t= g1 + B2SIZE it + B3INV it + BALVRG i,t + (2)

BSRSK it + BBPPRIi,t + B7 AGE it + € it
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Dependent Variable (PR: performance measure):
ROA: Profit Before Tax/Assets (%)
ROE: Profit Before Tax/Equity (%)
Independent Variables:
SIZE: Natural log of Size
INV: Total Investments/ Assets (%)
LVRG: Debt/Equity (%)
RSK: Net Claims/Net Premiums (%)
PPR: (Past Performance)
LagROA: Lagged ROA (%)
LagROE: Lagged ROE (%)
AGE: Year of study - Year of establishment
Decoun: Dummy variable "1" for year 2008 & 2009 and "0" otherwise
Data. The financial data is collected from the annual reports of 30 general insur-
ance companies in Pakistan over the period from 2004 to 2009. The study has includ-
ed all the general insurance companies in Pakistan excluding the sole foreign and one
private general insurer due to unavailability of the data. General insurers in our study
represent more than 96% of both in terms of total assets and gross premiums. The
descriptive statistics are given in Table 1.

Table 1. Descriptive Statistics. General Insurance Companies in Pakistan

Variable Mean SD.

ROA 8.636 15.915
ROE 16.534 30.253
SIZE 13.836 1.393
INV 34.76 24.735
LVRG 136.801 117.32
RSK 46.287 19.625
LagROA 9.592 14.463
LagROE 19.185 27.679
AGE 36.524 21.525
n 166

4. Empirical Results. The results for both models are presented in Table 2. It is found
that size is positively and statistically significantly related with the performance of insur-
ers which indicates that large size general insurers are performing better than small insur-
ers. This result in consistent with the study of Al-Shami (2008) and it suggests that large
insurers' higher access to market and lower costs make them more profitable. Investment
is also found positively and statistically significantly related with the performance of the
general insurers, this result is consistent with the study of Hrechaniuk et al. (2007). It
indicates that the insurers with higher investment assets are in better positions to perform
well as they can earn more returns on their invested assets.

Leverage is found negatively related with the performance of general insurers
which suggests that higher leverage in firm reduces the profitability which ultimately
results in lower performance of general insurers. This result is consistent with the
study of Hrechaniuk et al. (2007) and Lai & Limpaphayom (2003). It suggests that
debt capital is more expensive than equity capital as interest rates are grown in
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Pakistan in recent years. Risk is found negatively related with the performance of gen-
eral insurers but statistically insignificant. The negative relationship of risk is due to
the higher loss as it results in lower profitability.

Past performance is found positively related with the performance of general
insurers which is consistent with the study of Hrechaniuk et al. (2007). This result is
as expected because the better past performance of general insurers leads to higher
performance. Age is also found positively related with the performance of general
insurers which indicates that higher past experience leads to higher present perform-
ance. Kashish & Kasharma (1998) also found a positive relationship between the age
of insurance companies with their performance. The dummy variable "economic
uncertainty” is found as expectedly negatively and statistically significantly related
with the performance of general insurers. It suggests that uncertain conditions in
Pakistan in the years 2008 and 2009 have adversely affected the performance of the
general insurance sector of Pakistan.

For a more comprehensive analysis, present study has also analyzed the determi-
nants of performance before the period of economic uncertainty (2004 to 2007) in
Pakistan. Interestingly, it is found that the adjusted R-square of the regression model
(2004 to 2007) is higher than the results of all the sampled period model. Moreover, the
coefficients are also larger than the results of all the sampled period model. These results
suggest that economic uncertain conditions in Pakistan have influenced the power of
other conventional variables of performance. As almost all of the signs of the coeffi-
cients remain the same except the past performance for ROA which is statistically
insignificant, it indicates that the relationship of size, investment leverage, risk, and age
with the current performance of general insurers is the same in both study periods.

Table 2. Determinants of Performance.
General Insurance Companies of Pakistan

1) (2)
Variable ALL 2004-07
ROA ROE ROA ROE
B Sig B Sig B Sig B Sig

SIZE 0223 | 0011 | 0211 | 0017 | 0235 | 0.010 | 0.158 | 0.086
INV 0203 | 0.018 | 0.087 | 0.297 | 0450 | 0.000 | 0.198 | 0.027
LVRG 0155 | 0041 | 0015 | 0843 | -0247 | 0.004 | -0.034 | 0.674
RSK -0.083 | 0235 | 0.045 | 0524 | -0.042 | 0.589 | -0.059 | 0.469
PRR -0.013 | 0860 | 0.166 | 0.028 | 0.055 | 0.556 | 0.452 | 0.000
AGE 0053 | 0462 | 0.087 | 0231 | 0.152 | 0.059 | 0.147 | 0.077
Decoun -0.482 | 0.000 | 0.457 | 0.000
Adj R sq 0.333 0.335 0516 0.506
N 166 166 108 108

5. Conclusion. Well performing general insurers is of significant importance for
the development of any country. The main objective of general insurers is to protect
businesses from various kinds of uncertainties which naturally arise due to their day-
to-day business operations. Moreover, they also pool the savings of the policymakers
and invest those in capital markets which ultimately contribute positively towards the
development of any country. Therefore, general insurers have now become an integral
part of the economy and it is very important to investigate the determinants of per-
formance in the general insurance industry. Moreover, this study will also help man-
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agers to determine the overall performance of insurers. In addition, it will also assist
the regulators in policy improvements for better performance of insurers.

In this paper, an attempt is made to know the real determinants of performance for
general insurance companies of Pakistan over the period from 2004 to 2009. We find
that insurers with large size, higher investments, more experience (age), lower leverage
and improved past performance will perform better than those insurers with small size,
lower investments, less experience in terms of their age, higher leverage and bad past
performance. It is also found that higher risk decreases the performance of general
insurers. Moreover, the results also suggest that the recent past is difficult for general
insurers as the economic uncertainty has adversely affected their performance due to
uncertain economic and political situation in Pakistan.

Based on the findings we suggest that general insurers have to recognize these
problems which they faced in recent past. They can overcome these problems by
introducing new and more innovative products for various promising sectors, such as
agriculture sector, as the gross premium growth fell in recent years. Moreover, gener-
al insurers have to reduce their costs through cost effective measures, to revisit the
way of doing business to identify the factors which have raised the costs. Furthermore,
the government has to make some more positive steps to facilitate the general insur-
ance industry, such as: reduction in interest rates, decrease in cession rate (reinsur-
ance premium) etc. Finally, commercial banks need to facilitate those businesses
which have insured assets to facilitate insurance industry in granting loans. In addi-
tion, it will also indirectly help banks to reduce their bad loans.
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