“Do underwriting profit factors affect general insurance firms’ profitability in
South Africa?”

AUTHORS

ARTICLE INFO

DOl
RELEASED ON
RECEIVED ON
ACCEPTED ON

LICENSE

JOURNAL
ISSN PRINT
ISSN ONLINE
PUBLISHER
FOUNDER

51

Thabiso Sthembiso Msomi

Thabiso Sthembiso Msomi (2024). Do underwriting profit factors affect general
insurance firms’ profitability in South Africa?. Insurance Markets and Companies,
15(1), 1-11. doi:10.21511/ins.15(1).2024.01

http:/dx.doi.org/10.21511/ins.15(1).2024.01
Friday, 08 December 2023
Sunday, 02 July 2023

Sunday, 24 September 2023

[k |
This work is licensed under a Creative Commons Attribution 4.0 International
License

"Insurance Markets and Companies"

2616-3551

2522-9591

LLC “Consulting Publishing Company “Business Perspectives”

LLC “Consulting Publishing Company “Business Perspectives”

© The author(s) 2023. This publication is an open access article.

=//~/| BUSINESS
PERSPECTIVES

Nem—

businessperspectives.org



®

<

==l

BUSINESS PERSPECTIVES

LLC “CPC “Business Perspectives”
Hryhorii Skovoroda lane, 10,
Sumy, 40022, Ukraine

www.businessperspectives.org

Received on: 274 of July, 2023
Accepted on: 24t of September, 2023
Published on: 8t of December, 2023

© Thabiso Sthembiso Msomi, 2023

Thabiso Sthembiso Msomi, Master
of Accounting, Lecturer, Faculty
of Accounting and Informatics,
Department of Management
Accounting, Durban University
of Technology, South Africa.

This is an Open Access article,
distributed under the terms of the
Creative Commons Attribution 4.0
International license, which permits
unrestricted re-use, distribution, and
reproduction in any medium, provided
the original work is properly cited.

Conflict of interest statement:
Author(s) reported no conflict of interest

http://dx.doi.org/10.21511/ins.15(1).2024.01

Insurance Markets and Companies, Volume 15, Issue 1, 2024

Thabiso Sthembiso Msomi (South Africa)

DO UNDERWRITING PROFIT
FACTORS AFFECT GENERAL

INSURANCE FIRMS PROFITABILITY

IN SOUTH AFRICA?

Abstract

This research paper examines the correlation between underwriting profit factors and
the overall profitability of publicly traded general insurance companies operating in
South Africa. The study analyzed a sample of 36 insurers, considering their quantifi-
able markets and accessible financial data from 2008 to 2019. Employing signal cor-
relation analysis, the investigation explored the associations between various financial
indicators and Return on Assets (ROA). The results revealed negative correlations be-
tween ROA and the logarithms of total investment (TI), shareholder funds (SF), and
underwriting profits (UWP), with correlation coeflicients of -0.4500, -0.3365, and
-0.4050, respectively. These findings indicate that as TI, SE and UWP increase, there
is a tendency for ROA to decrease for general insurance companies in South Africa.
Furthermore, a positive relationship was observed between the earning-asset ratio and
ROA. This suggests that as the earning-asset ratio rises, the ROA of general insurance
firms in South Africa tends to improve, indicating a potentially favorable impact on
profitability. The significant findings of this study emphasize the importance of priori-
tizing effective risk management practices within insurance firms. By implementing
these measures, such as minimizing the likelihood of claims and ensuring accurate
reflection of assumed risks in premium charges, insurance companies can maintain
positive underwriting profit. This, in turn, has the potential to enhance their overall
profitability.

Keywords underwriting profit, general insurance firms,
profitability, South Africa
JEL Classification G22,G32,1.25

INTRODUCTION

South Africans heavily rely on general insurance companies for unex-
pected life events (Alhassan & Biekpe, 2015). The firms face challenges
like fierce market competition, regulatory limitations, and economic
changes, impacting their success (Asongu & Odhiambo, 2020). General
insurance profitability is tied to factors such as underwriting profit,
calculated as premium revenues minus claim payments (Cummins &
Outreville, 1992; Asareetal.,2017; Ngungunietal.,2020). In South Africa,
over 90 registered insurers compete in the market, with general insur-
ance contributing ZAR175 billion in written premiums (Wolff, 2022).
Despite covering diverse products, these insurers face increased com-
petition, multiple claims, and new regulations (Wolff, 2022). Insurance
plays a crucial role in African economic growth (Nzuza & Msomi, 2023).
Assessing profitability in general insurance heavily relies on the “under-
writing profit” metric, which compares premium income to claim costs
(Ngunguni et al., 2020; Alamsyah, 2021). Underwriting profit is a key
driver of routine operational profits for insurers (Purnamawati, 2019).
International research confirms its importance in evaluating insurers’
success (Pyykkonen, 2021; Rajapathirana & Hui, 2018).
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However, empirical evidence on the influence of underwriting profit on general insurance profitability
in South Africa is scarce. By investigating the relationship between underwriting profit and overall prof-
itability, it seeks to provide a comprehensive picture of the financial performance of general insurance

firms in South Africa.

1. LITERATURE REVIEW

In general, there is a favorable correlation between
underwriting profit and the profitability of gener-
al insurance firms (Dutta, 2020; Alamsyah, 2021;
Lalon & Das, 2022). Profit from underwriting is
calculated by subtracting the amount of money
spent on claims and other expenditures from the
total amount of money earned from insurance
premiums (Mwangangi, 2020). Profits from un-
derwriting that are higher than expected suggest
that the firm is successfully controlling the risks it
faces and bringing in more money than it is shell-
ing out to cover claims and other expenditures
(Amani & Markonah, 2020). Studies that were
conducted in the real world provide evidence that
there is a favorable connection between under-
writing profit and profitability. For instance, Oscar
Akotey et al. (2013) discovered that underwriting
profit has a positive correlation with competitive-
ness, which is an essential indication of a compa-
ny’s profitability. In addition, Burca and Batrinca
(2014) discovered that the profitability of under-
writing has a positive correlation with the solven-
cy of general insurance firms, which is yet another
critical component of profitability. However, vari-
ous factors such as premium revenue, investment
income, operational expenditures, and claims
expenses (Shawar & Siddiqui, 2019; Furqan et al.,
2023; Hissiyah & Meylianingrum, 2023) also in-
fluence the relationship between underwriting
profit and profitability. These variables serve as ex-
amples of the broader impact on the link between
underwriting profit and profitability. The effects of
underwriting profit on profitability can be moder-
ated or mediated by these elements. For instance,
excessive operational expenditures or claims ex-
penses might counterbalance the positive impact
of underwriting profit on profitability.

A study by Soye et al. (2022) examined the rela-
tionship between underwriting profit and profit-
ability of general insurance companies in Nigeria.
The study used data from general insurance com-
panies in Nigeria over a ten-year period from 2007
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to 2018. The results of the study showed a positive
and significant relationship between underwrit-
ing profit and profitability. This indicates that an
increase in underwriting profit leads to an im-
provement in the profitability of general insurance
companies. Similarly, another study conducted by
Yang and Feng (2013) investigated the relation-
ship between underwriting profit and profitabili-
ty of property and casualty insurance companies
in China. The study showed a positive and signifi-
cant relationship between underwriting profit and
profitability. The study found that an increase in
underwriting profit leads to an improvement in
the profitability of property and casualty insur-
ance companies. In addition, a study conducted
by Siopi and Poufinas (2023) examined the rela-
tionship between underwriting profit and profit-
ability of European insurers. The study used data
from 148 European insurers over a ten-year peri-
od from 2005 to 2014. The results of the study al-
so showed a positive and significant relationship
between underwriting profit and profitability. The
study found that an increase in underwriting prof-
it leads to improved profitability of European
insurers.

The effect of underwriting profit on the profita-
bility of general insurance companies can be ex-
plained through several theoretical frameworks.
Among these, two commonly used theories are
Agency Theory and Resource-Based View (RBV)
Theory. Agency theory emphasizes the princi-
pal-agent relationship between shareholders and
managers in a firm (Zardkoohi et al., 2017). The
theory suggests that managers may prioritize their
interests over the interests of shareholders (Panda
& Leepsa, 2017). In the context of the general in-
surance industry, this may lead to a focus on short-
term profits at the expense of long-term sustaina-
bility. Thus, underwriting profit may be a useful
measure for shareholders to monitor manage-
ment’s decisions and ensure they are acting in the
best interests of the firm and its stakeholders. On
the other hand, Resource-Based View (RBV) theo-
ry suggests that a firm’s internal resources and ca-
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pabilities are the primary determinants of its sus-
tained competitive advantage and superior per-
formance (Madhani, 2010). In the context of the
general insurance industry, underwriting profit
can be considered as an internal resource that can
affect the profitability of the insurance company
(Zainudin et al., 2018). Insurers that possess the
necessary resources and capabilities to generate
positive underwriting profit are better positioned
to achieve superior profitability compared to their
competitors. Both theories provide a useful lens
through which to examine the relationship be-
tween underwriting profit and profitability in
general insurance companies. Agency theory em-
phasizes the importance of aligning management
incentives with shareholder interests, while RBV
theory highlights the value of developing internal
resources and capabilities to achieve sustainable
competitive advantage.

This study aims to fill this knowledge gap, exam-
ining factors affecting the correlation between un-
derwriting profit and return on assets (ROA) for
South African insurers. The study aims to provide
insights for policymakers, regulators, and indus-
try practitioners.

2. METHODOLOGY

The data were gathered from reputable databases
such as Refinitiv Eikon and S&P CapitallQ, which
are widely recognized as reliable secondary sourc-
es. These databases offer a wealth of easily accessi-
ble and trustworthy information. The target pop-
ulation for this study consisted of 36 insurance
companies that are presently listed in South Africa,
as officially reported by the South African Reserve
Bank (SARB) in 2023. The primary objective of
this study was to conduct a meticulous analysis
of all 36 publicly traded insurers in South Africa,
covering the period from 2008 to 2019, utilizing a
longitudinal panel research design. This approach
was chosen due to its ability to account for behav-
ioral variations over time, effectively address het-
erogeneity concerns, and provide highly accurate
parameter estimates, as highlighted by the work
of Magweva and Sibanda (2023). The selection of
these specific insurance companies was based on
the availability of reliable and relevant data for the
specified time frame. By employing this rigorous

http://dx.doi.org/10.21511/ins.15(1).2024.01
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criterion, this study ensured that the dataset used
for the analysis was robust and comprehensive, al-
lowing for a comprehensive exploration of the re-
search objectives.

The panel data technique may get over issues com-
ing from unobserved heterogeneity or dearth of
time series data, in addition to using information
from the data time series and cross section to of-
fer deeper insights data to complete the regression
analysis that will minimize bias (Dorofti & Jakubik,
2015; Olarewaju & Msomi, 2021). Here, the follow-
ing models were used to examine the connections
between ROA and firm underwriting profit.

Financial Performance =

= f(Underwriting profit). O

Recall, the concept of the model (panel regression)
is given as:

Y,=a,+pX, +¢&,, @
where, Y, is the dependent variable; a,is the con-
stant term; iis the number of cross-sections that
ranges from 1 ... N; t is the time period that rang-
es from 1 ... N; f3 is the coeflicient of independent

variables; X, is the vector of the independent indi-
ces; €, is the stochastic error term.

Underwriting profit (UWP), earning asset ratio
(EARATIO), shareholder’s fund (SF), and total in-
vestment (TI) are used for this study while having
ROA as a dependent variable.

ROA, = o+ BLOGUWPI, +
+B,LOGTI2, + B,LOGSF3, +
+B,EARATIOAit + .

®)

Underwriting profit, total investment and share-
holders’ fund are logged to reduce the unit even
though total investment, shareholders” fund and
earning asset ratio are the control variables.

Studies have been conducted throughout the years
to determine what criteria are most crucial to
comprehend the ROA of insurance organizations,
and accounting metrics have been employed as
measuring variables.

Return on assets (ROA) is a gauge for profita-
bility that can be applied to gauge an insurance
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company’s capacity to both turn a profit and fulfil
its obligations to policyholders. Return on invest-
ment metrics have been used in the past. Burca
and Batrinca (2014) state that insurance compa-
nies need to turn a profit to compete successfully
in both domestic and international markets, and
that ROA continues to be an important metric
of company performance (Msomi, 2023). A thor-
ough review of the relevant literature informed
the selection of both independent and dependent
factors as explanatory factors, and the variables
shown below are offered as potential contributors
to the ROA of insurance firms.

Profitability (ROA): Profitability is a crucial in-
dicator of an insurance company’s ability to gen-
erate returns on its investment assets and cash
(Isayas, 2022). It plays a vital role in a company’s
sustainability, growth, and attractiveness to po-
tential investors. Without sufficient revenues, an
insurance company cannot sustain its operations
or achieve its goals. The ability to generate profit
after accounting for expenses remains a key fi-
nancial metric for measuring success. Tracking
profitability is essential not only for assessing cur-
rent financial performance but also for predicting
prospects. According to Olarewaju et al. (2017),
analyzing profitability provides insights into a
company’s ability to raise capital, manage work-
ing capital, control overhead costs, and effectively
utilize its assets. It serves as an initial step in eval-
uating the financial stability and creditworthiness
of an insurance company. Previous studies have
extensively examined the ROA in the insurance
industry, and our research follows this established
line of inquiry.

Underwriting profit (UWP): Underwriting profit
is the financial gain generated by a general insur-
ance company through its underwriting activities
(Murat et al., 2002; Murigu, 2014; Wahyono et al.,
2021). These activities involve evaluating risks as-
sociated with ensuring policyholders and deter-
mining appropriate premium rates (Oscar Akotey
& Abor, 2013). The calculation of underwriting
profit involves subtracting the sum of losses paid
out and expenses incurred from the total amount
of premiums earned. Underwriting profit serves
as a key indicator of an insurance company’s un-
derwriting performance and ability to effectively
manage risk (Fali et al., 2020). A positive under-
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writing profit signifies that the premiums collect-
ed are sufficient to cover both the losses incurred
and the operating expenses, resulting in a net gain
for the company (Kaya, 2015). On the other hand,
a negative underwriting profit indicates that the
losses and expenses exceed the premiums earned,
leading to a net loss (Oscar Akotey et al., 2013).
Insurance companies closely monitor their under-
writing profit as it directly impacts their overall
profitability and financial stability. A consistent
and positive underwriting profit is desirable, as
it contributes to the company’s ability to gener
ate income and support its ongoing operations.
Conversely, a sustained underwriting loss can
pose significant challenges and may necessitate
adjustments in underwriting practices, premium
rates, or risk assessment strategies.

Total investment (TI): Total investment in the
context of insurance companies refers to the ag-
gregate value of all assets that the company has in-
vested in, encompassing both short-term and long-
term investments (Palea, 2022). Insurance compa-
nies heavily depend on their investment portfolios
to generate income and augment their profitabil-
ity (Eling & Jia, 2019). To optimize returns while
mitigating risks, insurance companies employ
various investment strategies and make alloca-
tion decisions. Research has extensively examined
the impact of asset allocation across diverse asset
classes, including equities, bonds, real estate, and
alternative investments. Studies have delved into
the effects of different asset allocation approaches
on investment performance and overall profitabil-
ity (Derbali & Jamel, 2018). Additionally, research-
ers have explored the contrasting approaches of
active and passive investment management with-
in insurance company portfolios. Active manage-
ment involves selecting specific investments based
on market analysis and expert judgment, while
passive management entails tracking market in-
dices through investments in index funds or ex-
change-traded funds (ETFs). Comparative studies
have shed light on the benefits and drawbacks of
each approach, considering factors such as fees,
performance, and risk. Moreover, the use of de-
rivatives in insurance company portfolios has
garnered attention. Derivatives are financial in-
struments whose value is derived from an under-
lying asset. They enable insurers to hedge against
risks and potentially enhance investment returns.

http://dx.doi.org/10.21511/ins.15(1).2024.01



Research has examined the use of derivatives,
such as options and futures contracts, within in-
surance company investment strategies and their
impact on profitability.

Shareholder’s fund (SF) represents the residu-
al claim that owners hold on a company’s assets
once all liabilities have been settled (Butzbach,
2022). It comprises the capital invested by share-
holders through preferred or common shares,
additional funds contributed beyond the ini-
tial investment, and retained earnings. Retained
earnings encompass the cumulative net earnings
that have not been distributed to shareholders
throughout the company’s history (Ali & Faisal,
2020). Mathematically, shareholders’ funds are
calculated as the difference between total assets
and total liabilities. This relationship adheres to
the principles of accounting and ensures that the
company’s financial equation remains balanced.
The shareholders’ fund provides valuable informa-
tion about the company’s financial health and the
owners’ equity stake in the organization. It signi-
fies the portion of assets that belongs to sharehold-
ers, serving as a measure of their investment value
and potential return. Monitoring the shareholders’
fund is essential for shareholders, investors, and
analysts as it reflects the net worth and financial
position of the company. Changes in shareholders’
funds over time can indicate trends in profitabili-
ty, capital injections, dividend policies, and overall
financial performance.

Earning asset ratio (EAR): The earning asset ra-
tio is a measure that assesses the proportion of
assets within a company’s portfolio that generate
revenue during a specific period. It quantifies the
ratio of mean earning assets to total assets and
provides insight into the company’s potential to
generate profits. This ratio, as proposed by D’Arcy
and Garven (1990), offers a glimpse into a compa-

Table 1. Variables’ description
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ny’s ability to generate income from its asset base.
By calculating the earning asset ratio, analysts and
investors can evaluate the efficiency and profita-
bility of an organization’s asset utilization. A high-
er earning asset ratio suggests that a larger propor-
tion of the company’s assets is actively generating
revenue, indicating a higher likelihood of achiev-
ing profitability. Conversely, a lower ratio may
indicate that a significant portion of the assets is
not effectively contributing to income generation.
The earning asset ratio is valuable in assessing the
overall financial performance of a company. It
highlights the company’s ability to deploy its as-
sets effectively and generate income. Monitoring
this ratio over time can provide insights into
changes in the company’s asset composition, in-
vestment strategies, and overall profitability.

Several indicators and past research that investi-
gated their utilization as major variables of ROA
in insurance companies are highlighted in Table 1.

To ensure the validity and reliability of the data em-
ployed in this study, three distinct statistical tests
were conducted: the unit root test, the cross-sec-
tional dependency test, and the Hausman test. Prior
to conducting the regression analysis, the time se-
ries data was subjected to the Augmented Dickey-
Fuller procedure to evaluate its stationarity. This
step was crucial to mitigate any concerns related to
statistical significance that may arise from utilizing
nonstationary time series data. The unit root test
provided insights into the stationarity properties
of the time series, allowing us to ascertain whether
the variables exhibited a stable long-term behavior.
By conducting this test, we were able to confirm the
presence or absence of unit roots, which are indica-
tive of nonstationary behavior in the data.

In addition, the cross-sectional dependency test
was employed to address the issue of potential in-

Variables Measurement i Reference(s)
Dependent Profitability (ROA) Net profit before tax/total asggfc}mﬁ Msomi (2023)
: i Underwriting profit (UWP) ; The dllﬁerence Petween the earneq Jiang and Nieh (2012)
£ 0 : i premiums and its expenses and claims
& H . . LAttt satiiocisinthstisbasiestecsiiec RO OO
(9} E= H fInital i i
2 S & :Totalinvestment (TI) : Inm'al |nvestmentlplus the working D’ Arcy and Garven (1990)
g co ! ) i capital and other investments & " 77
Q
3 e Shareholder’s fund (SF) Total assets less total liabilities Ali and Faisal (2020)
2 5 A R D Y e L ST
—= -]

Earning asset ratio (EAR)

assets

Ratio of mean earning assets to total

D’ Arcy and Garven (1990)
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terdependence among the selected insurers. This
test allowed us to assess whether there were any
correlations or dependencies among the individ-
ual companies in the sample. By examining the
cross-sectional relationship, we could account for
any potential bias that might arise from interde-
pendencies and ensure the robustness of our find-
ings. Furthermore, the Hausman test was utilized
to determine the most appropriate model for our
data, considering both fixed and random factors.
This test allowed us to make an informed decision
regarding the selection of either the fixed effects
model or the random effects model. By carefully
considering the implications of each model and
conducting the Hausman test, the suitability and
accuracy of the chosen model for the data at hand
was ensured. By conducting these rigorous statis-
tical tests, this study aimed to establish the valid-
ity and reliability of the data utilized in this study;,
mitigate biases, and ensure the robustness of the
findings.

3. RESULTS

The results are presented in a straightforward
fashion, starting with descriptive statistics and
moving through correlation statistics and panel
regression. Several tests can be employed to deter-
mine whether a variable in a regression has a unit
root. These tests include the Augmented Dickey-
Fuller (ADF) test, KPSS test, Phillips-Perron test,
ADFGLS assessment, among others. According to
Phesa and Sibanda (2022) together with Afriyie et
al. (2020), the purpose of testing for a unit root
in a model or regression is to verify the station-
arity of the stochastic element. Therefore, the ab-

Table 2. Descriptive statistics

sence of a unit root in the variables of a regression
model establishes that the regression is stationary;,
meaning that the variables have a constant mean
and variance over time. Lawrence and Bernard
(2023) also found that the presence of a unit root
in a regression can result in a very high R-squared
value, leading to invalid results. In this study, the
ADEF test was utilized to determine the presence of
a unit root. The null hypothesis for the ADF test
posits that each index has a unit root, while the
alternative hypothesis states that there is no unit
root. The ADF test probability value must be less
than 5%, and the t-statistics.

The Hausman test was used to determine whether
fixed or random effects was superior in terms of
suitability or adequacy. To investigate the relation-
ship between underwriting profit and the over-
all profitability of general insurance companies,
pooled regression fixed effects tests and random
effect tests were conducted. Although a certain
number of independent variables were found to be
substantial in the pooled regression, the study did
not consider the results of the pooled regression.
The reason for this is that the regression model
does not differentiate between the various gener-
al insurance businesses that were investigated in
the study. In other words, the pooled model does
not consider the potential for heterogeneity or in-
dividuality across general insurance companies,
which is something that both the fixed and ran-
dom effect models take into consideration.

Table 2 displays the descriptive statistics of the
indicators for the impact that underwriting
profit has on the overall profitability of gener-
al insurance firms in South Africa. The variable

Panel result ROA Tl : SF uwp E_A_RATO
Mean 0046883 2.877007 i 2.035741 2563280 0.363645
Median 0.036169 2.578589 1.778117 2.206355 0.354072
Maximum 0446103 5445085 | 4110653 . 4679818 0.967708
Minimum 0000331 - -0.276275 1217495 0819914 0.017876
Std. Dev. 0.053550 1.310117 1.119934 1.097416 0.196288
Skewness .. 3669516 0182481 . -0102278 . 0313185 0.333326
Kurtosis 2058872 2114596 2.801817 1752669 2.646197
Jarque-Bera 6507.772 16.43205 1.419593 3279423 8.544000
Probabilty . 0000000 0000270 . . 0491744 . 0000000 0.013954
Sum 12015975 ¢ 1237113 ¢ 8550110 1035.565 130.9122
SUMSG. DeV. i 1.230200 i . 736.3382  G.....525:5321 G 4853421 13.83192
Observations 430 430 420 404 360
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Table 3. Correlation result on the impact that underwriting profit has on the overall profitability
of general insurance firms in South Africa

Variable ROA : Tl SF uwp E_A_RATIO
ROA 1 i -0.4500 -0.3365 -0.4050 0.2557
T 04500 1 06751 09458 ~0.6561
S -0.3365 ...0:6751 R 07605 -0.3601
Uwp —0.4050 0.9458 0.7605 1 -0.5349
E_A_RATIO 02557 06561 03601 ~0.53495 : 1

with the lowest mean value is ROA, with a val-
ue of 0.046883. It has a standard deviation (SD)
of 0.05355 and ranges from a minimum value of
0.000331 to a maximum value of 0.446103. On
the other hand, the log of total investment has the
highest mean value of all the variables, at 2.8770,
with the highest maximum value of 5.4459 and a
minimum value of 0.2762. It also has the highest
SD value of 1.3101 among all the variables. The log
of shareholder’s fund has a mean value of 2.03574
and an SD of 1.119, ranging from the lowest value
of 1.2174 to the highest value of 4.1106. The log of
underwriting profit has a mean of 2.5632 and an
SD of 1.0974, with the second highest maximum
value of 4.6798 and the highest minimum value
of 0.8199. Finally, the earning asset ratio shows
a mean of 0.36364 and an SD of 0.1962, ranging
from the lowest value of 0.0178 to the highest val-
ue of 0. 9677.

A signal correlation analysis showed a negative
association between ROA and the logarithms of
total investment, shareholder funds, and under-
writing profits (-0.4500, -0.3365, and -0.4050,
respectively) (Table 3). Using this finding, it can

be deduced that when TI, SF, and UWP go up,
ROA goes down for general insurance firms in
South Africa. There is a positive relationship be-
tween the earning-asset ratio and ROA, indicat-
ing that as the earning-asset ratio rises, so does
the ROA of general insurance firms in SA.

Table 4 reveals the panel result from the random and
fixed effect techniques of the impact that underwrit-
ing profit has on the overall profitability of general
insurance firms in South Africa. The Hausman test
probability value is 2.99%, which is more than 5%,
hence, the effect (random) result is the best result for
the objective two. Also, the Durbin-Watson statistic
of (1.6357) is greater than the R-Squared value indi-
cating that the regression is not spurious. This study
was to investigate if underwriting profit of general
insurance firms in SA contributes to their profitabil-
ity as taken by ROA, and the findings are herewith
presented.

Total investment (TI): In this study, the log of TT is
negatively and significantly (at 1% level) associated
with profitability as measured by ROA (Table 4). It
was also observed that a 1% increase in total invest-

Table 4. Panel result of the impact that underwriting profit has on the overall profitability of general

insurance firms in South Africa

Independent variables§ Rand.onf ?ffeCt test T-statistics Stan‘d:.ard éFix‘.Ed e.!f.fECt test§ T-statistics Stan'd?rd
: significance : . coefficient significance . coefficient
T 0,0007** 34274 700198 . 00331* . -21401 . -0017923
B e 0.0077** ~26786 . ..700088 0 .00003* . 736601 . 0017074
W 0.0492* 1.9734 L0149 009652 ¢ 700436 1 -0.000574
EARATIO 05695 705693 i...700086 . .0002842% . 01354 . .0002842
Lonstant 0.0000** 6.9358 ...00785  ...00000%* . 44406 . 0123791
Frstatistics Pvalue 0.0000 - = 00000 T T
Durbin-

R-Squared 0.103659 Watson stat = - - - -
Adjusted R-squared 0.093560 - = = - =
Hausman Test (Proba > Hausman test probability B

Chi Sq Statistic) = 10.72 value = 0.0299

Note: * and ** represent significance at 5% and 1%, respectively.

http://dx.doi.org/10.21511/ins.15(1).2024.01
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ment leads to a —0.0198% decrease in ROA of the
general insurance firms provided that other indica-
tors impeding ROA are not controlled.

Shareholder’s funds (SF): The data obtained regard-
ing the impact of SF on UWP revealed a negative and
significant (at 1% level) relationship with profitabili-
ty (Table 4). This observation could imply that that a
1% increase in shareholder’s fund leads to a —-0.0088%
decrease in ROA of the SA general insurance firms
provided other factors that could contribute to the
increase in ROA are well kept.

Underwriting profit (UWP): Underwriting profit
associated positively and significantly (at 5% level)
ROA (Table 4). The result also dictates that a 1% in-
crease in UWP leads to a 0.0149% increase in ROA of
the SA general insurance firms provided other fac-
tors that could lead to the increase in ROA are con-
trolled. This indicates that UWP positively influenc-
es the ROA of general insurance firms in SA.

Earning asset ratio (EAR): The EAR in this study
is negatively correlated with ROA but is statistically
insignificant.

4. DISCUSSION

Underwriting profit holds a significant position
within the concerns of insurance companies, despite
being subject to various laws and regulations that
dictate the optimization of its benefits. D’Arcy and
Garven (1990) have demonstrated that insurance
companies derive their underwriting profit from
the disparity between investment earnings and un-
derwriting premiums, deducting the amount allo-
cated to claims, taxes, loading, and administration

expenses. In essence, underwriting profit is calcu-
lated as the total net premiums minus the amount
paid out for claims and other expenditures. This per-
spective contrasts with the findings of Oscar Akotey
et al. (2013), who identified a non-complementary
relationship or a trim between investment income
and underwriting profit (UWP), which significantly
contributes to the return on assets (ROA) for general
insurance firms. On the other hand, Cummins and
Doherty (2006) propose that insurance companies
can achieve favorable profitability even if they gen-
erate minimal or no profit from their underwriting
risks. This viewpoint contradicts the conclusions
drawn by Oscar Akotey et al. (2013).

In a study like, Kamau et al. (2021) empirically exam-
ined the association between UWP and investment
income for general insurance firms in Kenya. The
study concluded that there was a positive correla-
tion between UWP and investments, although it was
not statistically significant. In another investigation,
Ali and Faisal (2020) highlighted the significance of
shareholder’s funds as a parameter that influences
the underwriting capacity of general insurance firms.
They suggested that a greater availability of share-
holder’s funds for undertaking risks leads to higher
profitability in underwriting. However, the findings
of the current study contradict this observation, as no
significant impact of shareholder’s funds on the un-
derwriting capacity of general insurance firms was
found. Considering these mixed results and drawing
upon the data obtained in this study, one can con-
clude that the relationship between UWP and the
ROA of general insurance firms remains uncertain
within the insurance industry. Furthermore, there is
limited empirical evidence available in South Africa
to further explore the association between UWP and
profitability as measured by ROA.

CONCLUSION AND RECOMMENDATIONS

This study was conducted to examine the underwriting profit factors influencing the financial per-
formance as measured by ROA of 36 listed South African insurance companies. The study revealed a
significant negative association between the log of total investment and profitability, as measured by
ROA. An increase in total investment corresponded to a decrease in ROA for general insurance firms,
considering other factors affecting ROA remained constant. The data indicated a significant negative re-
lationship between shareholders’ funds and profitability. An increase in shareholders’ funds resulted in
a decrease in ROA for general insurance firms, assuming other factors influencing ROA were controlled.
The study found a positive and significant association between underwriting profit and profitability, as
measured by ROA. An increase in underwriting profit corresponded to an increase in ROA for general
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insurance firms in South Africa, provided other factors influencing ROA were controlled. This suggests
that underwriting profit has a positive influence on the profitability of general insurance firms in the
country. The study found a negative correlation between the earning-asset ratio and ROA, although this
relationship was statistically insignificant.

Based on the study’s findings, the following recommendations were derived: General insurance companies
in South Africa should prioritize effective risk management to minimize claims and ensure that premiums
reflect assumed risks, fostering a positive underwriting profit and enhanced overall profitability. Insurers
should formulate accurate pricing strategies that mirror policy-related risks, thereby ensuring premiums
surpass claims, leading to positive underwriting profit and improved profitability. Streamlined claims
handling processes can diminish overall claims costs, accelerate settlements, and subsequently enhance
underwriting profitability and overall financial performance. Additionally, South African general insur-
ance companies should vigilantly oversee and manage expenses in relation to revenue and underwriting
profit, a practice that safeguards profitability and precludes adverse impacts. Furthermore, diversification
of product offerings can serve insurance companies advantageously by distributing risk across a wider
policy spectrum, thereby bolstering positive underwriting profit and overall profitability.

Consequently, future researchers are encouraged to incorporate these variables such as the business re-
lationships of insurance companies, management competence, political factors, and risk management
practices (these were not included in this study) and investigate their impact on the financial perfor-
mance of insurance companies.
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