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Abstract

The aim of this research is to study the profitability of the insurance industry
in Iran during the period of 20 years from 1993 to 2013. Research method is
analytical and inductive post-event. Data related to the insurance and eco-
nomic indicators are including the Premium of life insurance, Premium of
non-life insurance, gross domestic product and inflation and profitability of
Iranian insurance companies during the years 1993 to 2013 that were ex-
tracted from the economic and insurance forms. The regression model and
ARDL time series technique were used for data analysis. The research results
showed that the Premium of life insurance has a positive effect on the profit-
ability of insurance companies in Iran, but the Premium of non-life insurance
has not had a significant effect on profitability, the economic indexes of re-
search, namely GDP and inflation, have a positive and negative impact on the
profitability of insurance companies in Iran, respectively.

Keywords
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1. Introduction

Insurance is a legal term and in the word means insuring or guaranteeing or
preserving against accidents that is the fear of them. The insurance enables indi-
viduals who suffer harm, loss or unwanted incident to compensate for the con-
sequences of this unfortunate event [1]. Rapid changes in people’s lives have ex-
posed them to various risks, such as loss of estate and property, work-related in-
juries, inability, and disability and death. Since the general public is out of dan-

ger and endeavors to ensure their safety (including financial security), various
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types of prevention and risk reduction methods have been used, especially in the
financial dimension in human life. In this regard, insurance as one of the most
important tools in the modern civilized world has a significant role in reducing
of the risk and providing of the financial and mental security. Today, various
types of insurance are formed to reduce the risks people face to them. To reduce
the adverse effects of accidents, life insurance is recognized as the most effective
and most accepted tool in many countries of the world. Life insurance assures
people that they can have a better life in the future, so it is very effective in terms
of material well-being and intellectual and spiritual well-being. It can also act as
a means of saving for people [2]. Today, people are living in an environment that
is increasingly moving towards a service-based economy. Other services are not
a small part of the economy, but also it is considered as the heart of value crea-
tion in the economy. Today, services are not limited to banking, post, insurance,
health and education services, but most of the products we buy that include ele-
ments of service. In recent years, growing service has become one of the main
trends in the world. The movement and change in the service-based economy
has been comprehensive since 1970 [3]. Customers often compare the services
offered by an institution to their expected services. They will return again to the
institute that provided services are more than or at least equal to their expected
services [4]. Life insurance represents the growth of every nation’s culture, a
culture that it needs to be expanded daily. Developing countries are always faced
with economic fluctuations. The household economy is also heavily influenced
by the low incomes of households, not the Head of household! In these coun-
tries, the Head of households’ incomes are planned in the form of specific and
predetermined household expenditures [5]. Insurance companies, by choosing
appropriate financial structures, try to increase their survival and profitability.
The capital of these companies is composed of two parts. First: The amount of
needed capital, the second: the combination of financing sources. Capital ex-
penditures are the items in which the company invests their funds in it and the
right side of the company’s balance sheet reflects investment or capital expendi-
tures. Funds capital resources that the company invests and these items are in-
cluding the company’s owners’ equity (equity) bonds and loans (bank loans or
bonds). The manager of finance must try to provide the necessary funds from
the places that provide the highest benefit to the company and the lowest risk.
Investment opportunities are different for people. The average returns gener-
ated by these opportunities form the expected rate of return for individuals in
economic activities. Now, if insurers do not pay attention to opportunity costs
according to the optional nature of life insurance, they cannot succeed in selling
life insurance. Today, the time value of insurers’ money is being paid for the sale
of life insurance in advanced economies. The future value of all insurance pre-
miums paid by insurers during the insurance period must be at least equal to the
received compensation value. Optimal management of cash flows from the sale

of life insurance and the use of investment opportunities will respect the cus-
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tomers’ ability to sell these insurance policies in addition to providing redun-
dancy to offset the risks arising from the risks. Insurers can consider the average
of all investment returns in different markets as a rate of interest in life insur-

ance policies to Compensation of the rate of return of their insurers.

2. Literature Review

2.1. Insurance Companies’ Performance

The main purpose of implementing a performance management system, it is to
ensure that the organization and all its subsystems (including processes, depart-
ments, employee decisions) work together in an optimal manner to achieve the
desired results of the organization [7]. Insurance companies are different from
one another in different ways. These companies can be based on the range of ac-
tivities (local or international markets), the field of activity (direct or reliant), the
type of activity (life insurances, property or complex insurance), the level of su-
pervision applied to them and are grouped other components. The operations of
insurance companies are divided into three areas of professional (technical) ac-
tivities, financial services and administrative services. This part which is the
main distinguishing feature of these institutions or organizations and at the
same time, it is a matter of sharing between insurance companies, first it is re-
lated to the technical activities and, to a certain extent, their financial activities

(the same source).

2.2. The Presentation Quality of Insurance Services

Today, service industries play an essential and important role in the economic
growth and development of the countries and the role, importance and position of
the insurance industry as a supportive industry is not covered by anyone. At the
same time, increasing of the competition in the insurance industry has led most
managers of this industry to find a lasting business presence. Therefore, they have

to find and act on the approaches to obtain more customer satisfaction (Figure 1).

Premium of
life
insurance

Premium of
non- life

insurance

—

Profitability

Gross
Domestic
Product

Inflation

Figure 1. Conceptual model of research [6].
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One of the ways to achieve this problem, it is improvement of the quality of in-
surance services. In this regard, the importance of the personnel of this industry
is not covered by anyone, and only satisfied employees can keep customers satis-
fied. Therefore, it can be concluded that improvement of the quality of internal
services of the organization leads to increasing the satisfaction of foreign cus-
tomers. The most important goal of the service centers is the presentation of sa-
tisfactory, cost-effective services in accordance with good scientific standards
and in the shortest possible time. Quality is one of the effective factors on suc-
cess of service organizations. The presentation of quality services is leads to in-
creasing the productivity and customer satisfaction and reduces the organiza-
tion’s costs. The central customer is the first strategy of all organizations of the
world. Quality of service is the biggest problem facing to the service organiza-
tions. Providing the sufficient information on the content of customer percep-
tions of service quality can help organizations identify areas and dimensions that
affect the competitive advantage of organizations. A successful service company
must first sell the job to employees and provide employee satisfaction and then it
can provide services to customers, in simple terms, internal customer satisfac-
tion is very important to the company’s success. In fact, the concept of internal
marketing states that the organization employees are the first market of the or-

ganization.

2.3. Profitability of Insurance Companies

Although the profitability of Iranian insurance companies (considering their
statehood) is much higher than that of foreign insurance companies, but in
terms of return on investment, there is no significant difference between them.
The comparison between these two levels is much higher than that of foreign
insurance companies and Iranian insurance companies do not have a good per-
formance in earning money by considering the total resources that is available to
these companies. The desire to provide quality services plays an important role
in the insurance industry, because the quality of services is vital for the survival
and profitability of insurance companies [8]. Kandampully are mentioned the
increasing of the profitability of insurance companies and the reducing of cus-
tomer sensitivity to price changes from the consequences of loyal customers in
the insurance industry [9]. We know that in the Iranian insurance market, which
is already located on liberation and privatization way, the price changes of com-
peting corporations can have a huge impact on the organization. Loyal custom-
ers will increase the profitability of the service provider, and we know that prof-
itability is an indicator of organizational performance measurement. Improving
organizational performance means increasing the credibility and reputation of
the organization, which in turn could have good implications for the organiza-
tion. The lack of development of the capital market and in particular the lack of
development of diverse financial instruments, the statehood of insurance com-

panies and the unwillingness of insurance companies to increase their profitabil-
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ity in Iran until the major part of focused financial resources on them is lead to
banking system instead of producing productive investments, including the se-
curities market. According to available studies, from the end of the years 1989 to
1993, the total of financial resources of the insurance companies, which is esti-
mated at 2875.3 billion Rials, it was only 57.6 billion Rials directed towards the

stock market, which represents a slight percentage equal to 2 percent [3].

2.4. The Concept of Inflation Rate

Inflation has several causes that are most notably inflation as a monetary phe-
nomenon, inflation due to demand pressure, and inflationary costs. Inflation
fluctuations may be being important and effective in making managerial deci-
sions about financing. Considering that the increase of inflation in the long-term
leads to improvement of inflows of cash flows to the company, it will also in-
crease the savings and company undivided profits levels. Since the one of the
company finance sources is the use of company’s accumulated profits, so, the fi-
nancial leverage of the company will decrease by financing through accumulated
profits which indicates a negative correlation between the inflation rate and the
capital structure [10]. It is recalled that the effect of the inflation rate on the cap-
ital structure has been studied in Bokpin [11] and Song shin and Adrian [12],
Drobetz et al. [10], which all confirmed the negative impact of inflation on capi-

tal structure.

3. Background

Shuanglin and Wei [13] are reviewed the profitability of Chinese companies.
They consider the factors such as the growth of Non-Exchange companies,
stagnant assets, debt rates, and international trade and they concluded that the
growth of Non-Exchange companies were positively associated with the profita-
bility of Exchange companies.

Komonen [14] was reviewed the study by titled “Effective factors on the prof-
itability of manufacturing companies” and he studied the effect of factors such as
sales (size), labor, raw materials, capital and maintenance costs of other factors
on the profits of manufacturing companies. His study results indicated that sales
and labor costs had a greater impact on the profits of manufacturing companies
than other variables.

Chen et al [15] were conducted the research by titled “Influence of capital
structure and operational risk on profitability of life insurance industry in Tai-
wan” and they examined the capital structure of life insurance companies and
presented a theoretical model. They concluded that capital structure had a sig-
nificant negative impact on operational risk, as well as operational risk, which
had a negative relationship with the profitability of life insurance companies.

Zubairi [16] is examined the impact of effective economic and financial indi-
cators on the profitability of Pakistani companies. He has been selected asset re-

turns and salary shareholders returns as profitability measures and the variables
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influencing profitability were liquidity, financial leverage, and annual growth of
earnings, average of stock prices and GDP in his research. He found that GDP (a
foreign factor) had a direct and significant relationship with the profitability of
the study period. Although there is a direct relationship between liquidity, aver-

age of stock prices and annual growth of earnings with profitability.

4. Research Hypotheses

1) The Premium of life insurance is effective on the profitability of insurance
companies.

2) The Premium of non-life insurance is effective on the profitability of in-
surance companies.

3) GDP is effective on the profitability of insurance companies.

4) Inflation is effective on the profitability of insurance companies.

5. Research Method

The method of this research is inductive and post-event (using past information)
and its statistical method is a cross-sectional correlation. The statistical popula-
tion is (economic data) of the country, and since the studied society) is limited
in this research (the total of Iranian insurance companies, it was decided to ex-
amine the whole of society and avoid the sampling. The period of research is 20
years from 1993 to 2013.

Research model: the present study examines the relationship between 4 va-
riables with profitability [6].

Prof =a, + B,PLI + B,PNLI + B,GDP+ B,INF +¢

In this research, profitability ( Prof, ) is considered as a dependent variable.

PLI = Premium of life insurance. PNL/ = Premium of non-life insurance.
GDP = Gross Domestic Product. INF = Inflation, are considered as inde-
pendent variables.

After collecting the research data, the Dickey Fuller test was performed to test
the data stability and after determining the degree of stability, there are the re-
search variables from one of the software Eviews and Macrofit 7 and the ARDL
method was used to study the long-run relationship between variables.

Estimation of the research model: In this section, firstly, the model variables
stability is investigated. Then, the model estimates for three dynamics, long-
term, and short-run relationships, and finally performs the stability test.

Variables stability test

In this section, using the Phillips-Peron unit root test, the reliability and
non-stability of the variables were studied to determine the degree of variables
accumulation. Then, the relationship between the variables was investigated by
determining the optimal interruptions by using the micro fit software 4 for the
ARDL model, and the meaningful variables will be examined. Then it is turn to
estimate the long-time coefficients of the variables. This work is done those

long-term effects of model variables to determine on profitability (Premium of
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life insurance, Premium of non-life insurance, GDP, inflation rate). In the next
step, we will estimate the error-correction model associated with the long-term
equilibrium relation from the ARDL method. As shown in Table 1, the variables
of economic growth, financial development, open trade, and inflation rate are
static at the first level of difference. The Phillips-Peron test should be larger than
the MacKinnon critical values; In this case, the reliability of the time series va-
riables is confirmed at the relevant significance level (1%, 5%, and 10%).

Estimation of ARDL model and findings analysis

Dynamic relationship: The ARDL method has been used to estimate long-
term relationships between model variables and dynamic analysis. In this me-
thod, the number of optimal lags is determined by one of the criteria of Akaikel,
Schwartz 2 and Henan-Quinn 3. According to the Schwarz criterion saves the
number of interruptions, this criterion is used to determine the number of op-
timal interruptions.

Table 2 shows the dynamic equation estimation that the computational equa-
tion obtains equal to —3.5127 to investigate the existence of a long-time rela-
tionship based on this equation, because t corresponds to Banerjee, Dolado and

Master Table is more than —3.28 in absolute terms. The zero assumption is rejected

Table 1. The results of root test of generalized unit dickey fuller.

Dickey Fuller
Variable Symbol difference result
Intercept
Profitability PROF level —5.00 1(0)
level -3.42
Premium of life insurance PLI 1(1)
First level —4.84
level -1.05
Premium of non-life insurance PNLI 1(1)
First level -7.39
level -2.16
Gross Domestic Product GDP 1(1)
First level -5.31
Inflation INF level -3.03 1(1)
Table 2. The results of dynamic relation estimation (1, 0, 0, 0) of the ARDL model with SBC standard.
variables symbol Coefficients ~ Standard deviation t-statistic Significant
Logarithm of profitability in the first interruption (-1) L PROF (-1) 0.73748 0.074734 9.8680 0.000
Premium of life insurance Logarithm PLI 0.071058 0.024608 2.8876 0.009
Premium of non-life insurance Logarithm PNLI -0.12809 0.10314 -1.2419 0.229
Gross Domestic Product Logarithm GDP 0.32351 0.11024 2.9346 0.007
Inflation rate LINF —0.039075 0.012513 -3.01227 0.006
Intercept (constant number) C —0.53230 1.7802 —-0.29901 0.768
1.80 D.W 9.80 R-Squared
9.80 R-Bar-Squared 442.2084 F-stat
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based on non-existence of long-term relationship and its existence is accepted.
The coefficient is 0.98, which means that 98% of the variation of the dependent
variable is explained by the explanatory variables. Also, the D.W statistic has
been used to investigate the existence or non-existence of self-correlation, be-
cause the coefficient of this statistic is 1.80. Therefore, the assumption of self-
correlation is rejected in the model, and the F statistic is 442.2084, which indi-
cates the power of the pattern’s explanation.

Diagnostic tests perform to check the accuracy of the estimated dynamic pat-
tern. The zero hypotheses cannot be rejected based on non-existence serial cor-
relation between sentences, correct statement of equation, normal distribution of
waste sentences and variance homology (Table 3).

Long-term relationship: The results of estimating the long-time relationship
are shown in Table 4.

Short-time relationship and adjustment speed: The results of short-term
pattern estimation showed that ECM coefficient is estimated to be —0.26, which
it’s the negative and meaningfulness confirms the Cointegration between the
model variables. This means that 26% of the template imbalance is adjusted in
each period and approaches its long-time trend and suggests that it takes about
3.84 (1/0.26 =3.84) years to adjust short-time imbalances toward long-term

equilibrium.

6. Conclusions

According to the results of the 1 hypothesis test, with respect to the significance
level (less than 0.05), the premium of life insurance variable is estimated to be
positive and significant. On the other hand, Profitability increases 0.27% amount
with a one-percent increasing of the premium of life insurance.

According to the results of the 2 hypothesis test, with respect to the signific-

ance level (less than 0.05), the premium of life insurance variable is estimated to

Table 3. Diagnostic tests.

Serial Correlation 0.17817 (0.673) Normality 0.49956 (0.779)

Functional Form 0.27593 (0.599) Heteroscedasticity 2.7735 (0.096)

Table 4. The results of estimating the long-time relationship (1, 0, 0, 0) of the ARDL
model with SBC standard.

Standard

variables symbol Coefficients L.
deviation

t-statistic Significant

Logarithm of profitability in
the first interruption

LPLI 0.27067  0.034398 7.8688 0.000
Premium of life insurance Logarithm LPNLI  —-0.48792  0.35481 —-1.3752 0.185
Premium of non-life insurance Logarithm LGDP 0.65282  0.12272  5.3197 0.000
Gross Domestic Product Logarithm INF —0.14884 0.069962 -2.1275 0.047

Inflation rate C -2.0276 6.6841 -0.30335  0.765
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be negative and non-significant. In other words, premium of non-life insurance
does not have a significant effect on the profitability of insurance companies.

According to the results of the 3 hypothesis test, with regard to the signific-
ance level (less than 0.05), GDP variable is positive and significant. On the other
hand, profitability will increase by 0.65 percent with a one-percent increase in
GDP.

According to the results of the 4 hypothesis test, with regard to the signific-
ance level (less than 0.05), relation between profitability and inflation rate is
negative and significant. The profitability will decrease by 0.14 percent with a
one-percent increase in profitability and inflation rate.

Finally, the results of this study are consistent with the study of [16], which
examined the impact of effective economic and financial indicators on the prof-
itability of Pakistani companies. The variables that influenced profitability in the
research of liquidity, financial leverage, annual growth of earnings, average of
stock prices and GDP, and the results of GDP (a foreign factor) had a direct and
significant relationship with the profitability of the period under study.
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