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c) repurchase of the share by the company or information on 
operations with the company shares in exchange or over–the–
counter by the shareholders having significant share;

d) disclosing financial statement indicating financial position 
of the company within 20 days from the end of each quarter 
with 7 days in advance notice;

e) Disclosing the decisions of the general meeting of the 
shareholders, supervisory board and management board 
within 1 day, latest.

As this kind of decisions and information immediately affects the 
market price of the securities, it is important to make sure that 
investors get this information in under fair time and conditions. 
This is very important to ensure the transparency in the market.

Authorities of the State Committee for Securities of the 
Republic of Azerbaijan (SCS) are being expanded: According to 
the existing legislation only the management positions at the 
National Depository Center, which has been established by 
the SCS, were appointed and dismissed by the SCS, whereas 
according to the new law management positions at the 
investment firm, exchange, clearing organization, depositary of 
the investment fund and central depository will be approved by 
the shareholders after being agreed with the SCS. Moreover, in 
cases defined in the law, members of the executive board of the 
investment firm, exchange, clearing organization, depositary 
of the investment fund and central depository can be 
prematurely dismissed. Besides, the SCS will also participate 
in the management of the investors compensation fund. The 

SCS will be allowed to appoint and dismiss the members of the 
supervisory board of the fund.

In general, it is understandable for Azerbaijan to increasing 
control over the capital market and to provid additional 
authorities to the supervisory authority taking into account 
the increasing control over the capital market and limiting its 
activities in a global level after it caused the global financial 
crises. Significantly increasing the scope of authority of the 
supervisory authority can negatively affect the developing capital 
market. It is necessary to identify optimal level of authorities for 
the supervisory authority taking into consideration the depth, 
development level and working mechanism of the market.
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Behavioral theory on the insurance market
The article discusses the basic terms of the behavioral theory that characterize the decisions of individuals in the insurance 

market. The relevance of the study confirms the results of empirical research of sciences of Western economic thought, 
including the work of Nobel laureates D. Kahneman and A. Tversky. The practical value of the study is to explain certain 
decision–making processes and motivation of the participants in the insurance market.
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Introduction. Insurance industry is always characterized by 
high level of uncertainty. This uncertainty is based on insurance 
risks, which are sharing by insurance contracts, on the 
deviation of individual’s demand, which also could differ from the 
expectation, etc. It means that uncertainty could be as objective 
as subjective. In addition, if in the case of objective uncertainty 
on the insurance market could be used classic normative theory 
for the explanation, subjective uncertainty produced by human 
factors. Each person has his or her own model of decision making 
under the risk and its display on his or her choice of insurance 
coverage. Background research also confirms the foundation 
of common conference on «Behavioral Insurance» between 
the Center for the Economic Analysis of Risk at Georgia State 
University and the Munich Risk and Insurance Center in 2011.

Among the main researchers of the behavioral insurance, it 
is necessary to aknowledge Bernoulli D., Friedman M., Leonard 
J. Savage, Kunreuther H., Pauly M., Richter A., Schiller J., 
Schlesinger H. Some of the most famous research in this area 
was made by D. Kahneman and A. Tversky. They had a Nobel 
Prize for approving the hypothesis of human irrational decisions. 
In Ukrainian science, the question of the behavioral economy was 
discovered just from the side of economic theory, as a modern 
wave. However, there were limited interdisciplinary research 
papers on the theme of behavioral insurance. We would like to 
admit the paper of L. Shirinian and A. Shirinian, which analyzed 
the main factors of demand on insurance policies among poor 
people in Ukraine [1, p. 80–86]. They have modulated optimal 
price of insurance cover, which would be effective and adequate 
for the financial abilities of people with minimum income.

The main goal of the paper is to describe the connection 
between the key thesis of behavioral theory and insurance 
market. We try to look at this problem from the point of social 
and psychological sciences. The paper observes the explanation 
of some deviations on the insurance market.

Main part. European science has worked out some reasons 
for which it is important to research behavioral insurance:

– the insurance contracts characterized by aleatory (unequal 
transfer between insured and insurer, insured can pay premiums 
for many years without sustaining a covered loss) [2, p. 63] and 
«uberrimae fidei» («utmost good faith») – it is imperative that the 
policyholder acts in good faith by fully disclosing all information 
that affects the insurance company’s level of risk [3];

– insurable damages are oftentimes less than fully transparent;
– the difference in decision behavior regarding insurance 

choice vs other risky choices. Even more, risk attitudes of 
individuals could differ between different insurance policies [4].

Daniel Bernoulli made the first significant contribution to 
the foundation of behavioral aspects of decision making in the 
uncertainty in 1738. His paper «Exposition of the New Theory 
on the Measurement of Risk explains that the consequences 
always depend on individual behavior – moral expectation 
is equal to expected utility [5, p. 26]. He tried to develop the 
theory about motivation in a situation of risk, which is called The 
St. Petersburg paradox.

As behavioral models become more integrated into 
economics and finance, many of their effects are illustrated 
quite well within insurance markets. Milton Friedman and 
Leonard J. Savage made the first interdisciplinary view on the 

question of behavior in insurance. They proposed utility function, 
which is concave for the low and high level of ownership, and 
relief for the middle [6]. Based on the utility function, we can 
provide that poor people will prefer either confident or risky 
situations in which they can gain a lot, although this is unlikely.

Harry Markowitz observed that the utility function could 
be completed by a reference point – some customary wealth, 
which is the status quo, interpreted as ownership at the time 
[7, p. 156]. This could explain changes in attitudes towards 
risk, based on the different shape of the utility function for 
performance above and below the status quo. D. Kahneman and 
A. Tversky, who proposed Prospect theory, developed the idea 
of H. Markowitz in psychology. According to this theory, people 
show aversion to risk only in case of positive results. However, 
in the case of negative results for which the utility function is 
convex, a tendency to risky choices was observed. The coding 
results in terms of profit and loss determine the reference point 
[8, p. 300 – 303]. The results above the reference point are the 
profits, and the losses below. Because people differently perceive 
gains and losses, the point of reference effects preferences.

On the insurance market, there are the following groups of 
participants, characterized by behavioral feature:

– policyholder and insured persons;
– insurance companies;
– insurance intermediaries (brokers and agents).
In our opinion, authorities of insurance supervision cannot 

be characterized through the prism of behavioral theories. All 
their activities are within certain laws, regulations and cannot 
resist the psychological foundations. Although it should be 
emphasized that in the modern market formation of separate 
regulations or rules governing the relationship between the 
insured and the insurer is a response to deviations in the 
market. It means that the preventive supervision function is 
not realized in the classical sense. Supervisors in the insurance 
market make decisions about setting some limits to stop any 
conscious or unconscious, incorrect or illegal actions on the 
part of the client, the insurer or the other party. That is the 
primary in practice is the appearance of precedent (negative), 
and then is formed the idea of legal restrictions.

The process of formulation and adoption of appropriate 
regulations can be viewed from the perspective of behaviorism. 
First, it happens in the insurance market, where there is always 
a conflict of interest. On the one hand, insurance companies are 
united in a self–regulatory organization to support corporate 
interests (lobbyism) or individually through the courts to appeal 
the decision of supervisory authorities. Most restrictions 
for commercial structures on the insurance market cause 
information and legal resistance. On the other hand, customers 
of insurance companies are also a party of interests that 
government has to take into account. This is especially illustrated 
by the Francs loans in Poland, which solved the problem of 
payment credits which were denominated in francs [9]. It was 
one of the pre–election points with a party candidate.

Howard Kunreuther and Mark Pauly offer 3 theses, which 
argument public intervention to the process of risk sharing (for 
instance, in health care) [10, p. 11]:

– behavior that involves under–purchase rather than over–
purchase of insurance or protection;
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– behavior that causes large harm to a populations’ wellbeing 
that is of concern to others;

– settings where individuals have difficulty taking steps to 
reduce their risk.

Thus, the indirect influence behavioral component on the 
formation of the regulatory environment on the insurance 
market can be contended. 

On the part of the insurance company processes can also be 
divided on such that are determined exclusively by mathematical 
and statistical methods (e.g. actuarial – determining insurance 
rates) or those where in addition to the use of mathematical models, 
the decision is made based on behavioral factors. Insurance rate 
should be calculated in a way to comply with the following rules:

– the balance of payments and benefits – the need to ensure a 
balance between the collected insurance premiums (insurance 
fund) and the amount of money paid to policyholders;

– proportionality of payments and benefits – maintaining the 
ratio between payment and the expected insurance benefit. 
The higher the insurance amount, the higher should be the 
insurance premium;

– payments and benefits equivalent (fair rate) – ensuring the 
appropriate relation between a financial burden on participants 
of the insurance protection and the amount of risk that everyone 
brings to the management of the insurance company. The 
higher risk insurance cover, the higher should be the insurance 
rate. The absence of such a model in the formation of customer 
base can cause the phenomenon of negative selection in the 
insurance company. Hence, for some events like natural 
disasters, terrorism or catastrophic health–related expenses, 
not only customers but also insurers and regulators often do 
not behave in accordance with normative rules of insurance 
theory but follow their intuitions [10, p. 4].

Worth noting that more and more insurance companies in 
foreign markets practice individual approach to each client, 
creating an insurance offer that takes into account personal 
factors. So, on the American and European markets widely 
spread vehicle insurance policies are based on Usage Based 
Insurance (UBI). The Usage–Based Insurance market has 
continued to grow rapidly since 2013 and is now estimated at 12 
million drivers globally. The essence of this insurance protection 
is that the insurance company receives all information about 
the driver from the black box, which is located in the vehicle. It is 
assumed that the share of such policies in the motor insurance 
structure in Europe will be about 14% in 5 years. [11, p. 14] 

Individual’s risk–taking decisions can be highly complex and 
highly dependent on the specific situation of each decision 
maker. «Rational decisions» made according to the contextual 
model of expected utility theory (EUT) are often interpreted as 
«normative.» Although EUT has some predictive power, it also 
seems to have many contradictions to predicted outcomes. 
Behavioral models attempt to add various cognitive factors 
into the process. Some of these might be simplifications; some 
might be awareness of a social context; and some might be 
recognition of one’s own emotions, hopes, and fears [12, p. 86].

Potential customer (e.g. individual or household) of the 
insurance company seeking insurance protection against the 
risk receives information about the size of the insurance rate 
determined for the relevant risk. The individual should decide 

whether the price (insurance payment) he has to pay is adequate 
to the value of the insurance subject, that is, whether at this price 
it is profitable to transfer all the risk to the insurance company. 
Unlike insurance companies, a potential customer does not use 
mathematical and statistical models and does not have access to 
data that would allow analyzing insurance product and making a 
decision. The only information that can be guided by the individual 
when making decisions is the cost of the insurance subject, 
subjective assessment of the likelihood of damage, or frequency 
and size of losses in the past. This situation of uncertainty raises 
the question of what motives guided an individual to accepting 
the size of the proposed insurance payment.

Insurance company calculates the insurance rate so that the 
net rate provides enough funds to cover expenses in case of 
implementation of risk (i.e. income at the approximate cost of 
expected benefits). Besides the insurance rate, the acquisition 
costs sufficient for the planned profits, funds for doing business, 
should be taken into account. The individual making the decision 
must accept the price of insurance, which can exceed the cost 
of probable losses.

In terms of Prospect Theory (A. Tversky and D. Kahneman), the 
individual chooses from two possible perspectives: the conclusion 
of the insurance contract, in this case, there is accurate 
information on the cost of insurance protection. The second 
perspective – the refusal of insurance, personal incurring of 
losses related to the implementation of risk. The cost of damage 
expected in the second case should be less than a number of 
payments because it does not include acquisition surcharges of 
the insurance company. According to the theory of A. Tversky and 
D. Kahneman, most people choose the higher costs with a lower 
probability of occurrence (not lower cost with higher probability) 
[13, p. 287–289]. According to this theory, individuals should 
ignore commercial insurance, as insurance payments include 
funds that will not be used for payment of insurance. For example, 
the observation in Colombia shows us the next relations: low–
income households invest 2,1% of their income in insurance and 
2,1% on lotteries. Some households with higher income spend 
less in lotteries (1,1%) and more in insurance (3%) [14].

Taking into account that a customer has very limited information 
on the risks, the decision on insurance that an individual makes is 
based on a subjective judgment about the probability of the event. 
The classic theory considers that the individual makes rational 
decisions based on mathematical and statistical calculations. This 
individual corresponds to the image of «Homo economicus» and 
aimed at maximizing its own welfare [15, p. 44]. This approach 
that explains the decision–making by individuals is doubted by H. 
Simon [16], D. Kahneman and A. Tversky [17]. They argue that 
an individual is characterized by limited rationality due to time 
limitations and the complexity of information perception. People 
intuitively assess reality, not applying a formula for analyzing and 
forecasting the probability. It leads to making decisions based on:

– the information from memory. Worth noting that human 
memories characterized by mnemonic process that give the 
opportunity to select memories;

– conclusions from similar cases, associations;
– information about the primary value of some occasion 

(accident), which was proposed to approach the estimation to 
the real price.
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Significant importance also has individual errors in assessing 
the likelihood of events; it is a subjective vision of reality. For 
example, the assessment of randomness in the «short» 
samples, so–called «gambler’s fallacy» is a perception among 
independent cases as dependent [18, p. 107]. This is the 
result of a false perception of the law of large numbers because 
individuals use them also for short series accepting that small 
sample represents the entire population [15, p. 57–59].

On the supply side, insurance companies face the risk of 
experiencing large claims payments, only part of which can be 
spread or diversified away through the law of large numbers if 
losses are highly correlated. Decision makers in the insurance 
industry and those who regulate, litigate, and legislate about 
insurance are also likely to make mistakes for the same 
reasons that consumers do – they rely primarily on their 
intuition rather than undertaking deliberative thinking because 
they have limited information from past experience on which to 
base their decisions [10, p. 3] 

In case the event is accepted with a probability of 80%, 
the individual subjectively perceives it as a case that will 
almost certainly take place. If the probability is 20% – a case 
is considered as one that can certainly not take place [19, p. 
555]. When making the decision about voluntary insurance, 
the individual has no way of verification the likelihood of cases 
(and as a result, loss) for the entire population, and can only 
be guided by his own experience. For example, the absence 
of cases during the previous 5 years does not mean that the 
probability of the event in the sixth year equals zero. Instead, 
it is believed that individuals underestimate the probability of 
major events and overestimate the probability of small cases.

Conclusions
Behavioral insurance theory begins its development from 

the ideas of behavioral economics. It was made to explain 
some deviations on the insurance market, which could not 
be explained by the normative theory. The main purpose 
of the behavioral insurance consists of the hypothesis of 
human motivations under the uncertainty. It seems each 
person tries to make a choice, which would maximize 
their utilities. But behavioral theory approved that the 
level of utility for the individuals changes under different 
conditions. Even so, there are some regularities between 
human decisions and interpretation of the risky situation. 
The individuals approved that the same situation could be 
interpreted in different ways. The main ideas of behavioral 
insurance could also explain some deviation on the 
insurance markets, particularly from the sides:

– of state legislation decisions (how could one deviate the 
process of insurance law making);

– of demand on insurance coverage (how individuals make 
their choice in conditions of uncertainty and their motivations);

– of supply of the insurance coverage (how the insurers 
model the price of insurance coverage and implement personal 
approach).

Future research will be aimed to look at the questions of 
individuals decision–making in risk sharing in countries with are 
on the way on social–economic transformation to the market 
system (particularly East European countries).
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