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Abstract

This paper investigates the determinants of profitability of General Insurance in Indonesia, focusing on
firm-specific factors and macroeconomics factors. General Insurance in Indonesia play important role
in the economy by providing protection of risk of loss either to organizations and individuals. Based on
this background, the aim of this paper is to study and improve the profitability of general insurance
through a random effect analysis of 40 general insurance companies since 2013 until 2017. The
empirical study shows that firm size, liquidity ratio, equity growth, underwriting result, return on
investment, input cost, claim ratio, technical ratio, economic growth rates and Bank Indonesia interest
rate is significant factors that affect profitability of general insurance companies. Companies can
improve their profitability by planning, monitoring and defining financial strategy based on the
relation whether — positive or negative, between significant factors and profitability.
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Introduction

Each individual and organization almost
at all times will face a number of risks so that
may they suffer losses. Property owned by
individuals and organizations, may be
damaged or destroyed due to accidents or

may be borne. Insurance exists to protect the
financial consequences of events that are not
expected by individuals or organizations that
are insured due to risk.

In addition insurance has an equally

hazards (perils). In the end the accident will
cause a loss that must be borne at an
unexpected time. To maintain the stability of
financial conditions and reduce exposure due
to risks, individuals and organizations can
transfer risk to the insurer. Transfer of risk
frim the insured to the insurer is to provide
premiums which are relatively small but
routine in amount compared to losses that

important role for the economy of a country,
namely by distributing premiums received
from the insured into investment instruments
that exist in a country so as to encourage
economic development activities. Public
savings through the collection and
management of insurance premiums is one
tool that can be used to increase investment in
Indonesia. Haiss and Stimegi (2008), state that




the insurance sector has an important role in
the financial services industry in almost all
developed and developing countries. Without
the presence of insurance, individuals and
organizations must bear its own risks,
maintain reserves that are available in large
quantities, or avoid risk at all.

One type of insurance company with the
highest number compared to other types of
companies is general insurance companies,
namely as many as 79 companies. While the
types of life insurance, reinsurance, Social
Security Organizing Bodies and Insurance
Provides must have a number of companies,
respectively 61, seven, two and three
companies. General insurance companies in
Indonesia also have the largest number of
workers compared to other types of insurance
businesses. The number of general insurances,
life insurance, reinsurance, insurance brokers,
reinsurance brokers and insurance loss
assessor workers were 13,566; 11,650; 553;
3,779; 487 and 742 workers respectively. This
shows that general insurance companies play
a role in Indonesian society by providing
extensive employment opportunities.

The benefits of general insurance stated
by Satria (1994), can provide benefits to
society in general and the business world in
particular, among others, to encourage peaple
to consider more about their future safety
from any risks and the development of their
country by using funds that collected by
insurance industry for investment. This shows
that the general insurance industry encourage
an investment and business climate. With the
existence of general insurance that can
provide protection against risk and provide a
sense of security, without the need for large
funds reserved.

The continuity and success of a company,
including general insurance companies is
important considering the crucial role of
general insurance in economic development in

Indonesia. One measure that can be used in
measuring the continuity and success of a
company is through the profitability of the
company. Decision making and appropriate
actions by the company in maintaining
profitability, are expected to be achieved by
understanding the things that affect
profitability in an industry.

Data sourced from OJK Insurance Statistic
in 2017, states that the number of general
insurance companies in Indonesia in 2017 is
the highest compared to other types of
insurance businesses. General insurance
industry in the last five years has the lowest
claim ratio and is relatively stable compared to
other types of insurance which respectively is
equal to 0.47; 0.51; 0.55; 0.51; and 0.50
respectively from 2013 and 2017. This shows
that the type of general insurance business
has the potential and the opportunity to gain
profits continues to increase. For more detail,
see Figure 1.
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Source: OJK Insurance Statistics 2017.
Figure 1. Claim ratio (total claim / gross premium) of
insurance industry

However, there was a phenomenon that
happened to profits in the general insurance
industry from 2013 to 2017. Even though the
income from underwriting and investment
returns has been increasing over the past five
years, profits from the general insurance
industry tend to continue to decline. For the
past five years, profits from national general




insurance amounted to 5.831; 6.003; 5.414;
4719 and 4,619 in billions of rupiah
respectively from 2013 to 2017.This condition
raises the question of what caused the decline
in profits from the general insurance industry
over the past five years, and what actions
should be taken by general insurance
management to increase the profitability of
general insurance companies. For more detail,
see Figure 2.

There are several differences from the
results of research that has been carried out
by several researchers various the regions of
the world. Premium growth, for example,
Oktiani (2017) and Charumathi (2012) states in
the results of his research that the premium
growth rate in life insurance companies has a
negative effect on profitability with Return on
Assets (ROA) as a measurement. Meanwhile,
Lire and Tegegn in the results of their research
state the opposite, that premium growth has a
positive effect on Return on Assets (ROA).
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Figure 2. Profit of General Insurance Companies in
Indonesia

This paper is aimed to identify the
determinants of profitability of general
insurance in Indonesia, focusing on firm-
specific factors and macroeconomics factors.
This analysis uses the Panel Data Regression to
explain profitability of general insurance
industry in Indonesia. The findings of this
study can be used by general insurance

companies as consideration in  making
decisions to increase their profitability.

Based on this background problem, this
study aimed to determine factor that affect
profitability in the Indonesian general
insurance company.

Literature Review

Insurance is an agreement between two
parties, namely an insurance company and
policy holder, which is the basis for receipt of
premiums by insurance companies in return
for providing compensation to the insured or
policy holder due to losses, damages, costs
incurred, loss of profits, or legal liability to
third parties that may be suffered by the
insured or policy holder due to an uncertain
event; or provide payments based on the life
of the insured with benefits that have been
determined and / or based on the results of
the management of funds. (Law of Republic
Indonesia No. 40, 2014)

Profitability in a company is an indicator
that shows the company's ability to generate
profits. The company's profit becomes
important for the company because it involves
the sustainability of a company. Companies
that have high profitability will gain
competitive advantage compared to
companies that have low profitability. The
profitability of a company can be measured
using the Return on Assets (ROA) ratio. Return
on Assets (ROA) is a comparison of Net Income
with Total Assets (Total Assets) that shows the
ability of a company to manage assets owned
to make a profit. The greater ROA, the better
company managing assets to earn profits.

Research Method

This research uses secondary data
obtained from Indonesian Insurance Statistics
2013 - 2017, General Insurance Company
Financial Statements 2013 - 2017, Bank
Indonesia website, OJK website. In addition,




secondary data is obtained from scientific
publications, journals and books as supporting
data. This research is limited to the
measurement of firm specific factors and
macroeconomic factors to profitability and in
an effort to determine factors that affect
profitability in the general insurance industry
in Indonesia. The population studied is all
general insurance companies in Indonesia.
While the sample used is a general insurance
company registered with the Financial Services
Authority (OJK) and has a complete annual
financial report from 2013 to 2017.

Profitability of general insurance
companies is the main thing that must be
considered by company management because
the company's profitability determines the
sustainability of a company. Companies that
have relatively stable profitability and tend to
increase will gain a competitive advantage in
an industry.

Operational definitions of variables are
needed to explain the variables that have
been identified as understanding efforts in
research. In this study, the variables used are
shown in Table 1. The model used in this study
refers to the research model conducted by Lee
(2014) in measuring company performance
through profitability (ROA). The following
research models are referred to as follows:

ROA';t: o+ 61 Fs;'f‘f'ﬁz LRit+63£ij+64 PG;‘{*
65 UR; + 65 ROl + 67 FLi + Bs G + 69
CRit + 810 TRit + 811 REir + 812 EGRit +
B13 IRt + B14 Bl + ey

ROA : Return on Assets

FS : Firm Size

LR  :Liquidity Ratio

EG : Equity Growth

PG :Premium Growth
UR :Underwriting Result
ROl :Return on Investment
FL  :Financial Leverage
IC : Input Cost

CR :Claim Ratio

TR  :Technical Ratio

RE :Reinsurance

EGR : Economic Growth Rates
IR : Inflation Rates

Bl : Central Bank Rates

e : Error

Where subscript i and t represents respectively firm i in
year t; a is the intercept; B is the estimated regression
coefficient of independent variable; j=1,2,3...14; and e;;
represent error term, assuming it follows a normal
distribution.

The data obtained is time series data and cross
section data so that the data analysis in this
study uses Panel Data Regression Analysis.
According to Juanda and Junaidi (2012), panel
data is a combination of time series data with
a cross section. Time series data is a data of
one object that covers several time periods,
while cross section data is data consisting of
several or many objects in a given period. So
panel data can be defined as data obtained
from cross section data observed in the same
individual unit at different times. Thus, the
results of using panel data regression will get
an overview of the behavior of some of these
objects over a period of time.




Table 1. Variable Description

Variable Code Variable Definition

Return on Assets ROA | Profit before taxes +Total Assets

Firm Size FS Total Assets

Liguidity Ratio LR Total Current Assets + total liability

Equity Growth EG (Equity of current year — equity of prior year) + (equity of prior
year)

Premium Growth PG (Premium of current year — premium of prior year) + (premium of
prior year)

Underwriting Result UR Premium income + Total Premiums

Return on Investment ROI Investment income

Financial Leverage FL Total liability + total assets

Input Cost IC Total cost + total premiums

Claim Ratio CR | Total claim + premium income

Technical Ratio TR Total insurance contract liability + total premiums

Reinsurance RE Total reinsurance premiums + own retention premiums

Economic Growth Rates EGR | (GDP: - GDP:1) + GDP+1 ; (GDP = Gross Domestic Product)

Inflation Rates IR Yearly inflation rates

Central Bank Rates Bl Central Bank interest rates

Result and Discussion

In panel data regression, determining the
best model can be done using the Lagrange
Multiplier, Chow Test and Hausman Test. The
output of the E-views 10 software is explained
in Table 2.

In the Hausman Test results, there is a
message "Cross-section test variance is invalid.
Hausman statistic set to zero". Because the
results of the Hausman Test are not
appropriate to use, the researcher presents
three models to see the consistency of the
coefficients of the independent variable that
influences the dependent variable in this case
is Return on Assets (ROA). The three models
are Fixed Effect Model (FEM), Fixed Effect
Model with cross-section weighting (FGLS),
and Random Effect Model (REM). From the
regression results of the three models, the
coefficients of each variable almost all have
the same sign (consistent), only one variable
has a different coefficient sign that is negative
Reinsurance variable in the FEM and REM

model but positive in the FGLS model. Because
the results of the three models are relatively
consistent, the best model of the three models
is FGLS. FGLS is Fixed Effect Model with
weighting in cross-section data, this model
also shows the biggest R-square compared to
other models.

The panel data regression results show a
significant Firm Size variable on ROA, with a
coefficient of 0.322978 which is the largest
coefficient compared to other significant firm-
specific variables. This means that the larger
the size of the company, the greater the profit
per total asset obtained by the company.
These results are consistent with Lee's
research (2014, Oktiani (2017), Charumathi
(2012), Boadi et al (2013), and Lire and Tegegn
(2016). Companies that have large assets, will
have advantages in cost efficiency and
distribution. risk so that the company is more
likely to get optimal earnings per asset.




Tabel 2 Lagrange Test, Chow T

est, and Hausman Test

Test Indicator Value Hypothesis
Lagrange Test Breusch-Pagan 97.36624 Hi
Probability 0.0000 Fixed Effect Model
Chow Test Chi-square statistic 266.120551 Ho
Probability 0.0000 Random Effect Model
Hausman Test Cross-section rand. 0.00000 Ha1
Probability 1.0000 Random Effect Model

*Cross-section test variance is invalid. Hausman statistic set to zero

Companies that have optimal liquidity
reflect the company's ability to fulfill short-
term obligations. Liquidity Ratio is a significant
variable to ROA with a coefficient of 0.009449,
so that when Liquidity Ratio increases by 1%,
ROA will increase by 0.009449%. Oktiani
(2017), Charumathi (2012), Satria (1994),
Boadi et al (2013) also stated the same thing,
the greater the company's liquidity, the more
likely the company to get greater profits.
Equity Growth (Equity Growth) reflects the
source of capital that becomes the company's
assets without any obligation to returmn the
capital. This variable has a coefficient of
0.015809 and is significant for ROA. The same
thing was stated by Malik (2011) and Oktiani
(2017), that is, positive equity growth can
increase profitability.

Underwriting Result and Return on
Investment are variables that can indicate the
source of income from the two main activities
of general insurance companies, namely
underwrite and investment. These two
variables are significant for ROA with
coefficients of 0.258771 and 0.172141,
respectively. This can be interpreted if the
Underwriting Result and Return on Investment
each increase by 1%, then ROA will increase by
0.258771% and 0.172141%.

Input Cost is costs incurred in the
business activities of receiving insurance
premiums. Kozak (2011) Lire and Tegegn
(2016) and Lee (2014) state that the higher
Input Cost will reduce profitability. The same

thing was stated by Marwansyah and Utami
(2017) and Malik (2011) regarding Claim Ratio,
namely the higher the Claim Ratio, the lower
the profitability. Technical Ratio shows the
amount of premium income reserved
compared to the premium received, if the
greater the premium income is reserved, the
profit from the company in that year will be
reduced because it is allocated for claims.
Input Cost, Claim Ratio, and Technical Ratio
are significant variables towards ROA. The
coefficients of these three variables for ROA
are -0.130678, -0.022586, and -0.023808,
respectively, which means that ROA will
decrease by 0.130678%, 0.022586%, and -
0.023808% respectively when Input Cost,
Claim Ratio, and Technical Ratio respectively
increases by 1%.

There are three macroeconomic factors in
this study, namely Economic Growth Rates
(Gross Domestic  Product/GDP  growth),
Inflation Rates (inflation rate), and Bl Rates
(Bank Indonesia interest rates). The Economic
Growth Rates measured using Indonesia's
Gross Domestic Product (GDP) growth have a
significant effect on ROA with a coefficient of
1.843719 which means that when Economic
Growth Rates increase by 1%, ROA will
increase by 1.843719%. GDP growth increases
people’s purchasing power so that the
premium income of general insurance
companies will increase along with the
increase in public consumption. This result is
in accordance with the research conducted by




Lee (2014), Kramaric (2017), and Kozak (2011)
that Economic Growth Rates (GDP growth) has
a significant positive effect on ROA.

The next variable that influences ROA is BI
rates. Bl Rates affect investment demand in
Indonesia and investment returns of general
insurance companies. The higher Bl Rates the
greater the investment return received due to
the majority of the portfolios invested by

general insurance companies in the form of
deposits. This variable has coefficients of
0.474580, which means that ROA will increase
by 0.474580% when Bl Rates increase by 1%.
Kalengkongan (2013) states that interest rates
affect investment demand and investment
returns. So that this variable can increase ROA
from general insurance companies in
Indonesia.

Tabel 3. Firm-specific, Macroecononics factors on Profitability

Variable Value Fixed Effect Fixed Effect Model Random Effect
Model (GLS Weight) Model

Firm Size Coefficient 0.487382* 0.322978* 0.446000*

Std. Error (0.202280) (0.130832) (0.105713)

Liquidity Ratio Coefficient 0.009714 0.009449* 0.015567*

Std. Error (0.006001) (0.004485) (0.004965)

Equity Growth Coefficient 0.017011* 0.015809* 0.014640*

Std. Error (0.005027) (0.002853) (0.004805)

Premium Growth Coefficient 0.002802 0.009579 0.005748

Std. Error (0.006913) (0.004963) (0.006475)

Underwriting Result Coefficient 0.247698* 0.258771* 0.255426*

Std. Error (0.024678) (0.020450) (0.020528)

Return on Investment Coefficient 0.151996* 0.172141* 0.131557*

Std. Error (0.041930) (0.030820) (0.040032)

Financial Leverage Coefficient 0.056651 0.012930 0.061879*

Std. Error (0.031251) (0.022127) (0.024367)

Input Cost Coefficient -0.103296* -0.130678* -0.144726*

Std. Error (0.026643) (0.0220009) (0.023288)

Claim Ratio Coefficient -0.040078* -0.022586* -0.035253*

Std. Error (0.009352) (0.007490) (0.008792)

Technical Ratio Coefficient -0.027150* -0.023808* -0.025971*

Std. Error (0.004865) (0.004165) (0.004435)

Reinsurance Coefficient -0.000127 0.0000406 -0.001195

Std. Error (0.001498) (0.000544) (0.001377)

Economic Growth Rates | Coefficient 2.081826* 1.843719* 2.088388*

Std. Error (0.795596) (0.480323) (0.779848)

Inflation Rates Coefficient -0.110370 -0.85553 -0.126668

Std. Error (0.088247) (0.061726) (0.102163)

Bl Rates Coefficient 0.546208* 0.474580* 0.516593*

Std. Error (0.131296) (0.080358) (0.126946)

R? 90.41% 94.90% 58.34%

*significant to Return on Assets (ROA)




The effort that can be made by General
Insurance Companies is to maintain the
growth of assets owned organically by
maintain premium earned and inorganically by
maintaining equity and debt in order to be
better at managing risk and achieving
economies of scale. Another effort that can be
done is to improve the quality of the
underwriting process so that it can reduce
claims in the future and increase revenue from
underwriting results. The next thing that
should be considered is Input Cost, if the
company can reduce expenditure costs in the
business of receiving premiums such as
commissions and marketing costs. The last
thing that needs attention is the interest rate
of Bank Indonesia. Although the company
does not have the capacity to influence Bank
Indonesia interest rates, the company can
change the allocation of assets invested. The
company can enter the Bank Indonesia
interest rate factor into consideration in
allocating assets to be invested. By paying
attention to these matters, it is expected that
general insurance companies in Indonesia can
increase their profitability.

Conclusion

Internal factors such as Firm Size,
Liquidity Ratio, Equity Growth, Underwriting
Result, Return on Investment, Input Cost,
Claim Ratio, and Technical Ratio and economic
macro factors such as Economic Growth Rates
and Bl Rates have a significant (effect on
Return on Asset (ROA). Variable Firm Size,
Liquidity Ratio, Equity Growth, Underwriting
Result, Return on Investment, and Bl Rates
have a positive effect on ROA. Whereas Input
Cost, Claim Ratio, Technical Ratio and
Economic Growth Rates negatively affect ROA.
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