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Abstract

This study examines the macro-economic and firm-specific determinants of non-life insurance
business development in Ethiopia. As a result, this study adopts the Explanatory research
type to meet the objective of the study. Panel Data collected from the National Bank of
Ethiopia (NBE) and twelve non-life insurance businesses operating in Ethiopia from the
period 2010-2019.The researcher used purposive sampling techniques and quantitative
research approach. The study adopted random effect regression model was employed to
analyse the panel data of the study by using the statal6 version. The finding of this study was
financial development, firm sizes, Premium growth have a positives and statistically
significant at 1% level of confidence with (non-life) general insurance business in Ethiopia
measured by gross written premium. Underwriting risk has a negative and statistically
significant with (non-life) general insurance business in Ethiopia at 1% level of confidence.
On the other hand, the remaining three variables- Gross domestic product growth and trade
openness have a positive and insignificant at 5% level of confidence. Leverage ratio (LR) a
negative and statistically insignificant influence on non-life insurance business developments.
The study suggests that general insurance companies and other participants of the general
insurance industry should have more considered premium growth, firm size, financial
development, and underwriting risk toward enhancing the level of the country's non-life

insurance business development.
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CHAPTER ONE

INTRODUCTION

1.1 Background of the Study
The fundamental idea behind the establishment of every insurance company is to transfer

risks from one economic unit to the other and income from the good state (favourable class of
business) to the bad state to comfort investment and resource arrangements. This leads to
define the term insurance as a device that protects against loss related to property and life
(Malik 2011). The role of insurance is reducing risks. As a risk transfer mechanism,
insurance provides financial protection from unpredictable losses. This risk and uncertainty
are created due to globalization, liberalization, and innovation in science and technology.
Insurance is a way to minimize and provide protection against those risks which are beyond

human control. It is a way to indemnify those unpredictable losses(Pant and KC 2017).

There are two broad types of insurance service; life & non-life/general insurance service. Life
insurance is a contract between an insurance policy holder and an insurer or assurer, where
the insurer promises to pay a designated beneficiary a sum of money (the benefit) in
exchange for a premium, upon the death of an insured person (often the policy holder).Non-
life/general insurance is a contract between an insurance policy holder and an insurer, which
is insurer promises to pay a designated beneficiary a sum of money (the benefit) in exchange
for a premium upon the damage or loss of properties and liabilities that mainly includes a
cover for vehicles, marine, engineering materials, fire-related accidents and pecuniary classes
of risks (Oner Kaya 2015)

There is a long-held view that insurance market activities promote economic growth through
the financial intermediation role of mobilizing long-term funds for financial markets
(Alhassan and Biekpe 2016). According to Feyen, Lester et al. (2011), insurance facilitates
investment by reducing the amount of capital that businesses and individuals need to keep at
hand to protect themselves from uncertain events. The insurance sector plays a great role in
financial and economic development. By introducing risk pooling and reducing the impact of
large losses on firms and households, the sector reduces the amount of capital that would be

needed to cover these losses individually, encouraging additional output, investment,



innovation, and competition. The insurance industry has largely contributed to our economy,
without insurance contracts, the business would be more difficult and costly, and a great part
of them would probably never take place. Also, the economy would lag behind its potential,
the wealth of nations would be sharply reduced, and social unity would fall apart. In short, as
far as ordinary life is concerned, individuals would be much more cautious in all that they do,
probably even cancel some of their risky activities. Therefore, it can be said that the
insurance scheme is almost as indispensable to the functioning of modern society as is the
legal system that protects both companies and individuals against any risk (Abba and Nagga
2006).

According to BrokeSova and Vachalkova (2016) changes in the macroeconomic situation
added to the growth of economic advancement and caused an increase in the effective
demand and the incomes and wealth of individual subjects of countries. This, in turn, enabled
the use of modern technological processes in the economy and raised the consumption of
basic and luxurious goods and services, including insurance. Consequently, the prerequisites
for the development of the insurance sector would be created. In addition, based on
theoretical studies, the economic development of a country is one of the most significant
determinants influencing the structure, size, and overall development of the insurance sector
Kafkova and Kracinovsky (2008), Tipuri¢, Peji¢c Bach et al. (2008). In line with this, if
individuals do not have a sufficient economic and financial level and the overall standard of
living is low, the insurance business will not prosper. Consequently, when the standard of
living improves, the wealth of the people grows, as does the level of education and the
demand for insurance, as the financial means accumulate and in turn boost the economic
growth of the country (BrokeSova and Vachalkova 2016).

Insurance penetration is the ratio of gross insurance premiums to the GDP. It measures how
deep the insurance sector is within a given economy. A high penetration rate reflects a higher
contribution by the insurance sector to the country’s economy. Insurance outgrowths
economic development by encouraging savings, decreasing the level of unnecessary
precautionary savings and translating dormant capital into free capital by providing risk

mitigation for players in the various sectors within the economy (Liedtke 2007).

Despite the insurance sector plays critical role for financial, economic development and
reasonable evidence that the sector has promoted economic growth, there have been few

studies examining the factors that affect the development of the insurance business



particularly in emerging countries like Ethiopia. Moreover, even if there are studies
conducted in the area of insurance, the majority of the existing empirical research focuses on
the growth, financial performance, and profitability of the life sector or non-life insurance
determinants. Based on this, this study aims to examine the determinants of non-life
insurance business development in Ethiopia by using the gross written premium (GWP) as a
dependent variable of the non-life insurance on the selected macroeconomic variables and
firm-specific factors to identify the factors that have a significant and potential influence on
the development of the non-life insurance business in Ethiopia. The non-life part is preferred
to be studied separately for the reason that it is the significant sector in terms of premium
products. According to (NBE, 2017), non-life insurance got the dominant position in the
Ethiopian insurance market constituting on average more than 90% of the total national

premium production for the last 6 fiscal years.

This paper has own contribution in determining factor that affects non-life insurance business
development in Ethiopia and helpful for policy makers, regulatory body and others
stockholders in a particular non-life insurance company, to develop their service, profit, their
branches, and their overall company development from understanding macroeconomic

factors and firm-specific factors in Ethiopia.

1.2. Statement of the Problem
Business development entails tasks and processes to develop and implement growth

opportunities within and between organizations. It is a subset of the fields
of business, commerce and organizational theory. Business development is the creation of
long-term value for an organization from customers, markets, and relationships. Business
development can be taken to mean any activity by either a small or large organization, non-
profit or for-profit enterprise which serves the purpose of developing the business in some
way. In addition, business development activities can be done internally or externally by a
business development consultant. External business development can be facilitated through
Planning Systems, which are put in place by governments to help small businesses. In

addition, reputation building has also proven to help facilitate business development.

According to NBE data, the industry's aggregate contribution to national GDP (i.e. the
penetration rate) is around 0.5 per cent, which is less than 1% and the insurance density is Br.
78 in 2017. This status depicts the low level of insurance development in Ethiopia from some

African countries. For instance, in neighbouring Kenya insurance penetration is 2.83 per cent



and in South Africa, it is 17 per cent, Nambia 6.69%, Lesotho 4.76%, and Zimbabwe 4.09%
and Rwanda 1.74% (statista.com, 2017). This shows that the country's insurance business
contribution to the national economy as compared with other African countries is small
which calls for serious attention. This means that the level of development of the insurance
sector of the country can be said as it is in its emergent stage. Thus, there may be some
factors that have affected the growth of the insurance market which requires an investigation
(Daniel 2019). However, despite this, the industry level of insurance penetration rate (i.e. the
ratio of written premium to GDP) that represents the contribution of the insurance industry to
the national economy and the insurance density (i.e. ratio of written premium to the total
population i.e. insurance per capita) which represents the level of per individual citizens

annual insurance consumption are low in Ethiopia.

= Furthermore, Ethiopia’s insurance industry has been playing a growing role in long-term

economic progress and improving living standards by channelling household savings from a
large portion of the population into productive investments. The sector also promotes
economic advancement through its unique funding channels and investments as well as
providing sizable job opportunities. Similarly, following the country's socio-economic
growth, the insurance business has witnessed rapid expansion as the opening of the sector to
domestic private investors and currently, these private insurance companies continued

competition for better market share. (Fisher, Hellin et al. 2019)

With this regard, most of the previous kinds of literature confirm that the insurance business
is sensitive and highly correlated with the macroeconomic environment. For instance,
Mashayekhi and Fernandes (2007) suggest that the insurance sector is closely linked with
macroeconomic factors ( inflation, currency controls, and the national income of a country),
regulation and supervision, and the achievement of national development objectives, as well
as the international trade regime. In addition, Faugere and Van Erlach (2003) concluded that
growth in gross written premiums is among the key insurance variables which are highly
correlated with the macroeconomic environment. Elango and Jones (2011) also examined
factors that drive the insurance demand of emerging countries and the study finding indicates
demographic, economic, and institutional variables are the factors that can have a greater
effect on insurance demand although their level of influence is not the same. Further, (Dragos
2014) conducted on the factors that influence the demand for life and non-life insurance in

emerging countries from Europe and Asia. The study finds that urbanization, income, and



their distribution and population degree of education are the relevant factors for the
development of the insurance sector. A few researchers have tried to show the relationship
between the macroeconomic factors and insurance demand in Ethiopia. Among these studies,
for instances Yilma (2014) examined the determinants of life insurance demand in Ethiopia
by using time series data from 1983 to 2012. Sulaiman, Migiro et al. (2015)investigated the
factors that influence the life insurance market in Ethiopia using time series data from
1979/80 to 2007/08.

In addition, AYALIEW (2013)examined the factors that affect the development of the life
insurance industry in Ethiopia for a time series data for the period 1991-2010. Meko, Lemie
et al. (2019) investigated the determinants of life insurance demand in Ethiopia by using the
balanced panel data model to examine the determinants of life insurance demand using data
collected from four insurance companies for sixteen years, from 2001-2016. Other
researchers were done previously in Ethiopia by using firm specific variables (such as
solvency, loss ratio, investment return). For instance, determinants of non-life insurance
premium growth of private insurance companies in Ethiopia by (Abera and Yirsaw ,

SEYOUM 2017) assumed and studied were macroeconomic and firm-specific factors.

Generally, the previous study done in the area of insurance on the profitability of insurance
companies, performances of insurances company, demands of insurance companies,
challenges and prospects of insurance companies, were done mostly either life insurance or
non-life insurance. Most of the studies conducted in Ethiopia have been focusing on the
profitability of insurance companies in Ethiopia. Among these researchers, Berhe and Kaur
(2017) , Dejene (2015) Kebede (2016),and ZEYEDE (2018)can be mentioned.

Most researchers were done in insurance business industry in different years, mostly on life
insurance or non-life insurance business but only one study was done in Ethiopia on both by
Daniel (2019)determinants of insurance business development by examining the economic
and demographic determinants of insurance business development in Ethiopia. The study
used 38 annual secondary time series data covering the period from 1980 to 2017. As far the
researcher knowledge was focused only on external factors affecting insurance business
development in Ethiopia. Based on this, this study was aimed to identify the factors that have
the potential and significant determine non-life insurance business development in Ethiopia
by estimating different the selected macroeconomic and firm-specific factors on non-life

insurance business.



So, no research was conducted on determining non-life insurance business development in
Ethiopia by using the following selected macroeconomic and firm-specific factors. The
selected economic variables were gross domestic product growth, financial developments
(bank developments) and trade openness. The selected firm-specific factors were firm size,
underwriting risk, premium growth, and leverage ratio. So the researcher’s would like to do

on non-life insurance business development in Ethiopia.

First, the researcher was included both the internal and external factors that determine the
development of the non-life insurance business Ethiopia. Second, the researcher’s
methodology was unique from the previous researcher done in insurances business
development in Ethiopia by Daniel (2019) used 38 annual secondary time series data, but this
study was using panel data. Third, by introducing some additional new variables as
explanatory variables that were not examined in previous researches conducted in Ethiopia.
No research was done on this title specifically on non-life insurance business developments
using the above selected factors. So this study was full above gaps that existed and the study

was examining on determinants of non-life insurance business development in Ethiopia.

1.3 Objective of the Study.

1.3.1. General Objective
The general objective of this study was to examine the factors that determine non-life

insurance business development in Ethiopia.

1.3.2. Specific objectives
Concerning the general objective of the study, the researcher aims to achieve the following

two specific objectives. These specific objectives were;

1. To examine the effect of gross domestic product growth, financial developments, and trade

openness on non-life insurance business development in Ethiopia.

2. To examine the effect of firm size, underwriting risk, premium growth, and leverage ratio

on non-life insurance business development in Ethiopia.

1.4. Research hypothesis
After a brief review of the previous theoretical and empirical studies related to non-life

insurance business development, the researcher formulates the assumed hypothesis of each

explanatory variables of the study as follow:



GDP growth: when an economy grows through producing more goods and services,
consumers have more disposable income which to purchase assets. As they purchase more
valuable assets, they are likely to consider the risk of damage and /or loss to those assets and
therefore set aside more to secure their assets through insurance. Cummins and Outreville
(1992) propose that in principle and all other things being equal as the level of economic
development of a country increases, the volume of business increases, and the capacity of the
insurance company to supply service also increases. In addition, Christophersen and Jakubik
(2014) also suggest that there is a strong link between gross written premium and economic
growth. Based on the above facts this variable is hypothesized as follow:

H1: Gross domestic product growth influences non-life insurance business development
positively and significantly in Ethiopia.

Financial or banking sector Development: As identified by(Beck and Webb 2003) life
insurance demand is significantly influenced by the banking sector development and (Daniel
2019) was studied on financial developments. It is expected that the banking sector
development to be positively correlated with life insurance consumption. Well-functioning
banks may increase the confidence consumers have in other financial institutions, e.g. life
insurers. (Outreville 1996) finds a significantly positive relationship between financial sector

development and life insurance penetration.

H2: Financial developments have a positive and significant effect on non-life insurance

development in Ethiopia.

Trade openness: Petkovski and Jordan (2014)) find that trade openness is significant,
suggesting that more open countries accumulate more insurance assets. Therefore in this

study trade openness is hypothesized as follow

H3: Trade openness affects non-life insurance business development positively and

significantly in Ethiopia.

Firm size -Many studies have been conducted to examine the effect of firm size on firm
profitability Mehari and Aemiro (2013) ; (Burca and Batrinca 2014) ; (Boadi, E. K., Antwi,
S., & Lartey, V. C. 2013)(Boadi, Antwi et al. 2013); According to (Oner Kaya 2015).and
(Suheyli 2015)are among other researchers who investigate the effect of size on firm
profitability. However, the results are inconsistent. In numerous pieces of kinds of literature,

it has been suggested that company size is positively related to financial performance. For
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instance, (Suheyli 2015)examines the Determinants of Insurance Companies Profitability in
Ethiopia and the results of the study indicate that the profitability of insurers is positively and
significantly influenced by size. (Malik 2011)also, find a significantly positive association
between the size of the company and profitability. Furthermore, (Ayele 2012)and (Mehari
and Aemiro 2013) in their study results identified size as the most important determinant
factors of profitability and it is positively related.

H4- Firm size has a positive and significant impact on the development of non-life insurance
in Ethiopia.

Underwriting risk- Underwriting risk is the risk that the premiums collected will not be
sufficient to cover the cost of coverage. Barth and Eckles (2009), found a negative
relationship between premium growth and changes in loss ratios, suggesting that premium
growth alone does not necessarily result in higher underwriting risk. Organizations that
engage in risky activities are likely to have more volatile cash flows than entities whose
management is more averse to risk-taking (Fama and Jensen 1983). Therefore, a negative
connection between the underwriting risk and the insurers™ financial performance is
expected, since taking an excessive underwriting risk can affect the company’s stability
through higher expenses. Furthermore, insurance companies with high annual insurance
losses will tend to increase their level of corporate management expenses example, claims
investigation and loss adjustment costs that could further worsen a decline in their financial
performance. Excessive risk-taking could adversely affect the performance of insurance

companies.

The insurers undertake to accept default risk when people and properties are covered.
(Srivastava and Ray 2013)argued that income from underwriting insurance and return on
investment are the proxies of financial performance. Underwriting return has a positive
relationship on investment that would increase the financial performance of the life insurance

companies (Akotey, Sackey et al. 2013)

H5: Underwriting risk has a negative and significant effect on general insurance business

development in Ethiopia.

Premium growth (PG) — Premium growth measures the rate of market penetration.
Empirical results showed that the rapid growth of premium volume is one of the causal
factors of insurers’ insolvency. Being too obsessed with growth can lead to self-destruction as

other important objectives may be neglected. There is some research done by using these

8



variables are such as (Kripa and Ajasllari 2016) (Chen and Wong 2004, Hailegebreal 2016)as
both types of research claim the existence of positive and significant relation between

premium growth rate and companies’ profitability.

H6: Premium growth has a positive and significant effect on general insurance business
development in Ethiopia.

Leverage Ratio: - Leverage is the amount of debt used to finance a company’s assets. It was
measured by the total debt to total equity value (Capital and reserve) of the company(Mehari
and Aemiro 2013); insurers generate leverage from unearned premiums, from unexpired
policies, and any outstanding claim amount (Lee 2014). Large insurance companies that have
high total gross written premium have a higher leverage coefficient (Pervan and Pavi¢-
Kramari¢ 2012). Leverage measures the degree to which a business is utilizing a debt fund
(Kazeem 2015). Therefore, the studies conducted by (Kazeem 2015), )(Sumaira and Amjad
2013)states that bad investment decisions lead to a negative leverage-profitability relationship
which suggesting that highly leveraged companies tend to achieve less profitability of the

non-life insurance business.
