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Introduction

Craig Churchill and Dirk Reinhard

The poorest citizens of the poorest countries are typically exposed to the greatest risks.
Earthquakes, floods, drought, disease, crime all tend to hit the poor hardest. Vulnera-
bility and poverty go hand in hand, bur microinsurance holds out the promise of
breaking a part of the cycle that ties them together.

Jonathan Morduch, 2006

Five years after the publication of the first volume of Prorecting the poor:
A microinsurance compendium, the publishers felt that it was time to look at
recent developments and achievements and consider where the industry stands
now.

The intervening years have seen a significant transformation. In 2008, the
launch of the ILO’s Microinsurance Innovation Facility, financed initially by the
Bill & Melinda Gates Foundation, substantially increased the number of micro-
insurance pilots and research activities. In 2009, the CGAP Working Group on
Microinsurance became the Microinsurance Network to formalize its efforts to
share experiences and collaborate on improvements. In addition, in 2009, the
Access to Insurance Initiative was launched — the second offshoot of the Network
after the Facility — to help strengthen the understanding of insurance supervisors
and their ability to create an environment more favourable to inclusive insur-
ance. Microinsurance providers evolved as well. While many of the schemes dis-
cussed in the first book involved small organizations, there is now active involve-
ment by governments and the insurance industry, which contributes to the
attainment of significant scale.

The quotation above from Morduch talks about the promise of microinsur-
ance to contribute to breaking the cycle of vulnerability and poverty. As
described throughout this book, significant progress in fulfilling that promise is
being made, though it still remains an aspiration. The promise of microinsurance
can be seen at various levels as it benefits the working poor and their service pro-
viders, and contributes more broadly to economic development.
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Benefits for the working poor

At the household level, the potential contribution of microinsurance to breaking
the cycle of poverty has both protective and productive roles (e.g. Collins et al.,
2009, Dercon, 2005, Cohen and Sebstad, 2005). There are many challenges in
measuring these benefits, but initial evidence presented in Chapters 3 and 15
illustrates that some of those benefits are being realized.

On the protective side, insurance can protect policyholders from the financial
consequences of various risks, including illness and death. If a risk is insured, the
poor can cope more efficiently when they experience large losses. Regular pay-
ments of small premiums are easier to afford than the large immediate expenses
that accompany crises.

On the productive side, insurance can be a means through which the poor
can amass a lump sum of savings, for example through a long-term life insurance
policy that allows them to build assets. Alternatively, insurance can help unlock
access to productive inputs such as credit by covering some of the risks (e.g.
drought, excess rain and livestock death) that a lender does not want to assume.
There is also the peace-of-mind effect whereby the poor may feel less compelled
to set aside unproductive funds in contingency saving under the mattress if they
are insured, and therefore they may make larger investments, possibly in higher-
risk, higher-return activities.

Benefits for the providers

A diverse range of organizations are involved in the provision of insurance to
low-income households. Although these organizations have a variety of motiva-
tions and interests, they all can, or at least should, be able to benefit from provid-
ing insurance to the working poor.

Insurance can help cooperatives, unions, non—govemmental organizations
(NGOs), self-help groups, and other organizations that are primarily interested
in helping their members manage risks, to achieve their social objectives. As
such, insurance can be an ideal tool to complement other services they might be
providing, including loss prevention, financial education and the provision of
savings and emergency loans.

Microinsurance can assist more commercially minded organizations in enter-
ing a new market or expanding their services to an existing market. For example,
microinsurance provides insurers with a bottom of the pyramid (BoP) strategy
(Prahalad, 2005) to effectively reach and serve the next generation of policy-
holders today. For delivery channels, such as retailers, utility companies and
providers of agricultural inputs, microinsurance is not only an additional source
of revenue, but if designed properly, can also generate additional turnover for
their core business.
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Even governments can fall into this category of provider. Where they have an
interest in extending social protection cover to excluded populations, such as
workers in the informal economy, microinsurance may be a means to achieve
that objective. Additionally, the proliferation of microinsurance should provide
governments with more efficient means of expanding social protection, provid-
ing better cover against the increasing threat of natural disasters, and achieving
public policy objectives including several of the Millennium Development Goals

(Churchill, 2006).

Benefits for the community and the country

Various studies have demonstrated a causal link between the development of the
insurance industry in general — not specifically microinsurance — and national
economic development (Arena, 2006; Haiss and Sumegi, 2008). This is accom-
plished in part by supporting entrepreneurial activity. For example, by enabling
businesses to operate with less volatility, insurance can promote economic stabil-
ity. Since insurers and reinsurers have an incentive to reduce claims, they contrib-
ute to development by promoting risk reduction measures. Insurance can be
used to manage certain risks faced by creditors and borrowers more efficiently
than other financial instruments, thereby facilitating access to credit and stimu-
lating entrepreneurial effort. Insurance also facilitates investment in higher-risk,
higher-return business opportunities by helping measure and manage high-risk
exposures. Investment in higher-return activities in turn contributes to higher
productivity and economic growth.

More broadly within the economy, by mobilizing long-term savings insurers
are an important source of long-term finance that can be invested in initiatives
such as infrastructure improvements, as well as acting as a significant stimulator
for the development of debt and equity markets. As prominent investors in
equity markets, insurers can compel listed companies to adopt stronger corporate
governance measures and greater transparency. In summary, according to
Brainard (2008), “The net result of well-functioning insurance markets should be
better pricing of risk, greater efficiency in the overall allocation of capital and
mix of economic activities, and higher productivity.”!

An important item missing from the literature thus far is the possible specific
contribution of microinsurance to the deepening and strengthening of the insur-
ance industry in general. Insurance industries in developed countries were largely
built on a strong foundation along retail lines, perhaps with roots that can be
traced back to friendly societies or industrial life assurance. The insurance sectors

For more details on the impact of insurance development on economic development, see USAID
(2006), Brainard (2008) and Skipper (1997).



4 Introduction

in many emerging and developing economies evolved in the second half of the
20th century, and focused largely on corporate clients, with little effort made to
build the infrastructure required for retail or personal lines.

Since many countries have missed out on this initial stage of insurance devel-
opment and leapfrogged to more sophisticated lines, the insurance sectors may
be thin and not well developed. Microinsurance, however, can provide them
with an opportunity to rebuild from the bottom up and create a foundation of
retail insurance, and ultimately make a stronger contribution to the country’s
general economic development. It is interesting to note that developing coun-
tries in which the insurance industry did have a strong retail base, such as India
and South Africa, have emerged among the microinsurance leaders.

The contribution of microinsurance to the community and the country
extends beyond its involvement in deepening the insurance industry. As microin-
surance lies at the intersection between social protection and financial inclusion
— two critical agenda items for the G-20 — its contribution to economic develop-
ment will be greatest where these forces are well coordinated. For example, public-
private partnerships seem to be an important way to get the best of both worlds,
although it is easier said than done. Similarly, as suggested by Dercon (2011), cash
transfers that provide a steady income stream for low-income households could
be supplemented by insurance to help those same households to manage risk
more efficiently as well.

Microinsurance is unlikely to break the cycle of poverty by itself, but it is a
valuable tool in the poverty alleviation toolkit. When coupled with risk preven-
tion and mitigation, and supplemented by other risk-managing financial services
such as savings and emergency loans, insurance can play a critical role at multiple
levels to efficiently manage risks, reduce vulnerability and, it is hoped, contribute
to poverty alleviation.

Target audience

As described in Chapter 1, for microinsurance to succeed it requires the commit-
ment of a host of stakeholders. Without the cooperation of insurance profession-
als, distribution channels, policymakers and supervisors, technical assistance and
service providers, donors, community organizations and academics, it would
hardly be possible to provide sustainable insurance solutions to huge numbers of
low-income households. This book is therefore intended for persons from any of
these groups who want to learn from experience and are keen to glean insights
into how to provide viable and valuable cover to the working poor.
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Structure of the book

This book is organized into eight parts. Part 1 highlights major developments in
the sector, explains the relationship between insurance and social protection,
describes the potential impact of microinsurance, and considers the challenge of
providing microinsurance in light of climate change. In particular, Chapter 1
provides an overview of the contents of the book by discussing the main trends
and referring to other chapters for more details.

Parts II through IV cover specific lines of business: health, life, and agricul-
tural and livestock insurance. Part V summarizes important topics specific to the
low-income market such as the psychology of microinsurance, consumer educa-
tion and client value. It also explores the design of microinsurance for specific
target groups, notably women and migrants. Part VI considers the profitability of
microinsurance for the insurance industry and the experience of commercial
insurers in serving the low-income market. This part of the book also describes
how to price microinsurance products with limited data and provides a detailed
analysis of microinsurance in India, which is a bastion of innovation and a beacon
for government involvement. Part VII focuses on distribution and intermedia-
tion, and the book concludes with Part VIII, which provides information on the
infrastructure necessary for microinsurance to succeed, including technology,
conducive regulations and appropriate consumer protection.
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AN SIS

Current trends in microinsurance

Craig Churchill and Michael J. McCord

The authors wish to thank the following reviewers for their detailed and perspicacious comments:

Doubell Chamberlain (Cenfri), Iddo Dror (Micro Insurance Academy), Veronique Faber (Microinsurance
Network), Jeanna Holtz (ILO), Brandon Mathews (Zurich), Lisa Morgan (Milliman), Dirk Reinhard
(Munich Re Foundation), Jim Roth (Leapfrog) and Rupalee Ruchismita (CIRM).

Microinsurance is developing at a breathtaking pace, with numerous innovations
emerging to meet the challenge of providing insurance to low-income people.
New products covering a variety of risks are being launched and distributed to
poor households through an increasing diversity of channels. Entertaining con-
sumer education tools are being used to create better-informed consumers.
Insurance authorities are adapting their regulations to facilitate the expansion of
insurance to the poor. In short, millions more low-income households now have
access to better insurance cover.

To introduce this second volume of Protecting the poor, this chapter describes
five trends that reflect the dramatically changing state of affairs for micro-

insurance:

The definition of microinsurance is becoming operational.

More low-income households are covered by insurance.

Stakeholders in microinsurance are becoming more diverse.

Providers are offering an expanding and varied range of products.

There is greater concern that insurance provides real value to the insured.

The definition of microinsurance is becoming operational

The first of the five trends is that the definition of microinsurance is becoming
operational. In the first volume, microinsurance was defined as follows:

Microinsurance is the protection of low-income people against specific perils in
exchange for regular premium payments proportionate to the likelihood and cost of
the risk involved. This definition is essentially the same as one might use for reqular
insurance except for the clearly prescribed target market: low-income people ... How
poor do people have to be for their insurance protection to be considered micro? The
answer varies by country, but generally microinsurance is for persons ignored by main-
stream commercial and social insurance schemes, persons who have not had access to
appropriate products.

Churchill, 2006, pp. 12-13.
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While this is a sound conceptual definition, it is not sufficient. A clear dis-
tinction is necessary, for example, for an insurance company with a microinsur-
ance department that needs to define the boundaries where that department’s
work starts and stops. Insurance supervisors also require operational definitions.
For example, if policymakers create requirements for insurers to serve the poor,
or propose incentives for insurers to go down-market, then they need a means of
determining whether these objectives have been achieved.

There are four main ways to make the definition of microinsurance opera-
tional:

Target group: The original definition was a target-group approach, indicating
that microinsurance was for low-income people. However, because it did not
provide guidance on how to measure or determine whether the “low-income”
group was actually being served, the definition could not be used effectively by
insurers or regulators. It is not realistic to expect insurers to assess whether pro-
spective policyholders are sufficiently poor to warrant microinsurance.!

Product definition: The most common operational definition uses product
parameters based on the assumption that placing a cap on the sum assured and/
or premium will ensure that the product is relevant only for low-income house-
holds. As illustrated in Table 25.2, this approach is commonly used by regulatory
authorities, and it is particularly relevant if their intention is to compel or entice
existing insurers to go down-market. However, simply defining microinsurance
on the basis of premium and benefit caps can be problematic if it inhibits inno-
vation by restricting the insurer’s options in product design. Furthermore, many
products within the specified parameters are not intended for the target group,
such as credit card or travel insurance with their relatively small premiums.
Provider definition: A third way to define microinsurance is based on the type
of organization that can provide it. Apart from formal insurers, microinsurance
could be provided by burial or friendly societies, mutuals, cooperatives and com-
munity-based organisations. This approach is used, for example, in the Philip-
pines, where mutual benefit associations (MBAs) have lower capital and techni-
cal requirements and can provide a restricted range of products. However,
definitions that focus exclusively on providers could hinder the expansion of
microinsurance because a range of institutional arrangements are necessary to
reach the vast unserved market.

For some social protection programmes, such as Rashtriya Swasthya Bima Yojana (RSBY), a mass
health scheme in India, a means-testing mechanism is used to determine whether households are vul-
nerable enough to be eligible for the government subsidy. To identify the households below the pov-
erty line (BPL) who can access government assistance in India, a series of parameters are used, with
different criteria for rural and urban areas. The survey to determine BPL eligibility uses various socio-
economic indicators such as the size of landholding, type of housing, access to water and sanitation,
type of employment, and educational status.



10 Emerging issues

Distribution channel: A fourth approach, sometimes used by insurance compa-
nies, is to define microinsurance by the intermediary involved. For example, if
products are distributed by microfinance institutions (MFIs), low-cost retailers
or other organizations that typically reach the low-income market, then they
could be considered as microinsurance by the insurer.

All of these ways of defining microinsurance have advantages and disadvan-
tages. Consequently, a mixed approach — looking at the concept of serving the
low-income market, coupled with a quantitative product definition and allow-
ance for provider and distribution types — may be most appropriate. For exam-
ple, Allianz is piloting a microinsurance “stress test” that considers 12 parameters
to assess if an insurance product qualifies as micro, which includes elements of
the target group, product and distribution channel definitions.

Regardless of how one defines microinsurance, product design and access are
key differentiators. The focus on simplicity and accessibility, and the efficiency of
processes, separates microinsurance from traditional insurance. For example,
insurance with a long application form, numerous exclusions, and other require-
ments may not qualify as microinsurance, even if the premiums are low and the
product is intended for the low-income market.

Microinsurance should be defined in a manner that responds to the national
or corporate objectives of regulators and insurers respectively, and thus the defi-
nitions will vary. Indeed, the trend is important not simply because the defini-
tion itself is becoming operational, but because insurers and policymakers are
actually interested in putting it into practice in their operations. This indicates
that they are taking this target group more seriously, and possibly creating incen-
tives or special structures to protect the poor.

There is nothing magical about the term “microinsurance”. Popular insurance
provided through financial cooperatives for many years could be called microin-
surance where the members of those cooperatives are poor. The mass-market
insurance delivered by insurers through affinity groups — such as the members of
unions or the customers of retailers or utility companies — could qualify as well.
Nevertheless, the term “microinsurance” continues to be used because it empha-
sizes the importance of understanding the needs, preferences and characteristics
of this target group: the low-income household, the working poor and the
under-served.

In this book, an inclusive definition is used because the primary concern is to
ensure that low-income households can manage important risks more effectively.
A market-based approach is relevant for some target groups, such as the working
poor with small disposable incomes that insurers have not reached in the past,
but it will not effectively reach the poorest of the poor.
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Table 1.1
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As emphasized in Chapter 2, both market-led approaches and social protec-
tion initiatives are critical and complementary, and therefore, from a public pol-
icy perspective, they need to be considered holistically. One of the interesting
trends in recent years is the increase in public-private partnerships (PPPs) and
the willingness of policymakers to subsidize premiums for vulnerable house-
holds. Indeed, in some countries the boundary between market- and govern-
ment-driven initiatives is becoming quite blurred, and both are necessary to
ensure that vulnerable households have adequate risk protection.

More low-income households are covered by insurance

The second trend is that microinsurance is expanding dramatically, from 78 mil-
lion low-income persons identified as having some cover in the 100 poorest
countries in 2006 (Roth et al., 2007), to 135 million insured in 2009 (Lloyd’s,
2009). Today, back-of-the-envelope estimates suggest that the sector is approach-
ing soo million risks covered, including the lives and health of low-income
people, as well as protection for their crops, animals and other assets (see Table
r.1). This massive increase is in part attributable to expansion, and some markets
are growing by leaps and bounds. Besides growth, a big boost comes from the
inclusion of countries and schemes that were not identified or included in the
previous studies for which a narrower definition of microinsurance had been
used.?

Indeed, one of the main challenges in assessing growth stems from the first
trend, the definition. Without a universal definition of microinsurance, it is
difficult to tally the numbers, but estimates provide useful insights into how the
sector is evolving (see 1able 1.1). This section reviews regional differences and
considers the primary drivers of growth.

Estimated outreach of microinsurance: Millions of risks covered

Asia Latin America ~ Africa Total
2006! 66 8 4.5 78
20092 14.7
2011 350 to 400 45 t0 50 18 t0 24 <500

! Roth etal., 2007, 100 poorest countries only.

2 Matul et al., 2010.

For example, the 2006 study looked only at the poorest 100 countries and thus excluded figures from
some significant microinsurance countries, such as Brazil, Mexico and South Africa.
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Scale, growth and geography

In the 2006 study, 85 per cent of the insured were in Asia, 10 per cent in Latin
America and a mere 5 per cent in Africa (Roth et al., 2007). While that distribu-
tion has not changed dramatically, different developments are contributing to
the expansion in each region.

Asia

In the 2006 study, the scale of microinsurance in Asia was driven by 30 million
persons covered in India — where the volume was boosted by regulatory require-
ments obliging insurers to serve this market — and 28 million in China, which
was the result of a bundled product promoted by a single trade union.

Both of these microinsurance powerhouses have seen dramatic growth in the
years since then. As mentioned in Chapter 20, one study estimated that by 2010,
300 million low-income persons were covered just under state-supported mass
health insurance schemes in India. In addition, 163 million poor persons had life,
agriculture or livestock insurance, often partly subsidized by the Government.
Although the chapter considers the first number as overly optimistic, and it overlaps
considerably with the second figure since many persons enrolled in the health
schemes also have other types of insurance, it is still reasonable to estimate that
60 per cent of the persons covered by microinsurance around the world live in India.

Data from China are harder to come by, but perhaps another 40 million low-
income persons have access to insurance cover there. For example, according to
Qureshi and Reinhard (2011), over 11 million low-income persons are covered by
China Life and 600000 through the People’s Insurance Company of China
(PICC). The Government is actively encouraging microinsurance pilots by
insurance companies that have expanded from 3.8 million insured lives in 2008
to more than 14 million in 2010.

However, growth and scale in Asia are not limited to the two most populous
countries in the world. The Philippines provides an interesting example because
of the diversity of approaches. Private insurers are active in the market, with
Malayan Insurance Company expanding its outreach from 4.1 million to over
s million low-income lives from 2007 to 2009 by distributing through pawnshops
(see Chapter 18) and Country Bankers Life covering nearly one million persons.
During that same period, MicroEnsure, a specialized broker, facilitated cover
for 1.2 million lives (se¢e Chapter 23) and PhilHealth’s KaSAPI programme, the
Government’s social protection scheme for the informal economy, covered nearly
30000 persons (Qureshi and Reinhard, 2011). However, the Center for Agriculture
and Rural Development (CARD), an MBA, eclipsed them all, covering 7.0 million
low-income persons.>

3 CARD data from August 2011 as reported on http://cardbankph.com.
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Significant growth is also apparent in Bangladesh and Pakistan, while coun-
tries like Cambodia, Indonesia and Sri Lanka are beginning their journey and
already have significant outreach. Overall, with roughly 350 to 400 million risks
insured, Asia is spearheading microinsurance development, in part because of
large and dense populations, interest from public and private insurers, willing
aggregators or distribution channels, and, perhaps most importantly, active
government involvement, for example through subsidies.

Latin America

In Latin America, the bulk of the almost 8 million insured lives in 2006 were in
Peru and Colombia. Peru had primarily credit life cover, which reflected its
mature microfinance industry, while the figures from Colombia suggested that
microinsurance was essentially based around a single insurance company with a
popular funeral policy.

Although growth data are generally unavailable, Colombia is an exception
because the insurance association, Fasecolda, has been collecting microinsurance
performance data for years. According to Fasecolda, microinsurance grew from
less than 1.5 million risks covered in 2008 to nearly 8 million in July 2011 (see
Figure 1.1). Initially, the growth was attributed to the group life and personal
accident products distributed via public service companies, but in 2010-11
unemployment and home insurance products experienced strong take-up.

Microinsurance risks covered in Colombia
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Brazil and Mexico, which are huge markets, were not part of the original
study. In an exhaustive analysis of microinsurance in Brazil, Bester et al.
(2010) estimated that between 23 and 33 million low-income persons had
cover, including funeral assistance schemes that were not regulated by the
insurance authorities. Brazil is one of the fastest growing markets in the
region, in part because of the proactive approach adopted by policymakers
(see Box 25.2).

Indeed, several Latin American governments are actively promoting an
enabling environment for microinsurance to facilitate the involvement of the
private sector at the bottom of the pyramid (BoP). In this region, microinsurance
is mainly a commercial endeavour. Growth stems from insurers moving down-
market where there is less competition and more space for innovation. Volumes
in Latin America, which are probably in the 45-to-so million range, also come
from a broader definition of microinsurance than in Asia, including upper poor
and lower middle class.

Africa

More data are available for Africa following a survey in 2009 (Matul et al.,
2010). The 2006 data, which did not include South Africa, identified 4.5 mil-
lion lives covered mostly by basic credit-linked cover. The 2009 study
identified 14.7 million people covered by microinsurance, of which 8.2 million
were in South Africa. The growth outside South Africa during this period
was nearly 13 per cent per annum, which was primarily attributed to the
expansion of life cover in East Africa. The provision of microinsurance was
led by commercial insurers in the East and South, and by health mutuals in
the West.

The experience in South Africa, described in Box 1.1, is atypical for the
continent. Perhaps the biggest outreach by an African insurer is Hollard, which
is insuring four million low-income lives (Coydon and Molitor, 2011), mostly
through funeral cover, mostly in South Africa. Sanlam Sky also covers more
than one million persons through one delivery channel (see Chapter 19), and
Old Mutual has one product line that insures nearly o.5 million persons (see
Chapter 18).

Although the continental figure may not exceed 24 million persons, micro-
insurance is picking up steam in several countries. Ethiopia, for example, has
seen the number of low-income lives covered grow from almost nothing in 2006
to one million in the 2009 study and 2.5 million in 2011 (Zeleke, 2011), primarily
due to controversial regulations that allow microfinance institutions to carry
insurance risk. In Ghana and Zimbabwe, microinsurance cover has soared
through member benefit-type products offered by mobile phone companies
covering millions of people. In Kenya, Smith et al. (2010) estimate that the
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voluntary microinsurance market is 150000 to 200000 policyholders, while
credit life cover increases the market to 650000 to 700000 persons covered, or
more than 3 per cent of the Kenyan adult population.*

Supply of and demand for microinsurance in South Africa

Microinsurance in South Africa is quite different from in the rest of the conti-
nent, in part because there is both a supply of and a demand for cover. Due to
the high social and cultural value placed on dignified funerals, many low-income
households have funeral insurance, even multiple policies. On the supply side,
many South African insurers are sophisticated and entrepreneurial — the country
has one of the highest penetration rates in the world (Swiss Re, 2011). The combi-
nation of sophisticated insurers and the demand from low-income houscholds
results in a growing and innovative market.

In South Africa, under the Financial Sector Charter that encouraged
insurers to go down-market, the low-income market was defined as those
earning a monthly income below approximately US$400. The proportion of
this population that has some form of risk cover (formal or informal) grew
substantially from 33 per cent in 2006 to 38.5 per cent in 2010. This expansion
was almost exclusively driven by an increase in formal funeral insurance.
However, in absolute terms, the number of insured lives actually fell from
just under 6.5 million in 2006 to just over 4.5 million in 2010. From 2006 to
2010, the population living below US$400 per month fell from just over
19.5 million to less than 12 million people. Consequently, the drop in the
number of persons covered in South Africa can be perceived as a positive
development outcome.

Source: Adapted from Chamberlain et al., 2011.

Growth drivers, big and small

This section briefly reviews growth drivers for microinsurance, including the
sources of major leaps forward and incremental improvements that lay the foun-
dation for future growth.

Most of the outreach figures cited in this chapter are derived from self-reported data, usually by the
risk carriers. However, these estimates for Kenya, and the data from South Africa in Box 1.1, are based
on FinScope, which analyses financial service usage through large sample surveys and then applies the
findings to the total population. This explains the discrepancy between the supply data cited in Matul
etal. (2010) and the usage data in Box L.1.



16 Emerging issues

Major leaps

There are four factors that have contributed to this exponential expansion. The
first and by far the most significant factor is government support, notably in
Asia, which has fostered considerable growth in several ways:

subsidies, for example in India aimed at extending health insurance to workers in
the informal economy and protecting low-income farmers from weather risks
and livestock mortality;

public-private partnerships to apply private-sector expertise to implement gov-
ernment programmes;

mandates or targets for private-sector insurers (e.g. India, South Africa) to com-
pel or entice them to reach under-served market segments; and

involvement of public-sector insurers such as the Life Insurance Company and
Agriculture Insurance Company in India, and in China, PICC and China Life.
While private-sector companies get attention for their innovative approaches,
the public-sector companies are the ones achieving massive scale.

Indeed, without the leadership of the Indian Government, the growth story
would be downgraded from extraordinary to only noteworthy.

The second driver is automatic enrolment or mandatory cover. Group
policies are a common means to make significant step-like increases in scale, as
they are easy to manage, reduce adverse selection and create a larger risk pool.
Automatic microinsurance also includes cover given for free, as a member
benefit or loyalty incentive, such as the basic term life by Compartamos in
Mexico that covers nearly three million persons (Qureshi and Reinhard, 2011);
and the personal accident cover provided by IFFCO-Tokio with the sale of
fertilizer, covering 3.5 million Indian farmers (Chapter 20). Similarly in China, all
members of a village can become automatically enrolled based on a decision by
the village’s leadership.

A recent incarnation of this approach has been adopted by mobile phone
companies in Africa. In 2010, Trustco Mobile in Zimbabwe introduced life insur-
ance as a loyalty incentive in partnership with EcoLife and First Mutual Life
Assurance, and within one year it covered 1.6 million subscribers (Trustco Group,
2011). In Ghana, the specialized microinsurance intermediary MicroEnsure and a
mobile phone company, Tigo, launched Tigo Family Care in 2011 and it is growing
by more than 4500 new lives insured per day (Gross, 2011b). With such products,
it is not possible to know what percentage of those covered are poor, but given
high levels of poverty and strong penetration of mobile phones into low-income
markets, it is a fair bet that the vast majority qualify under the target-group
definition of microinsurance.
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A third key driver is the development of effective payment systems. Collect-
ing microinsurance premiums can be a challenge, but emerging payment sys-
tems, such as M-PESA mobile money in Kenya, are substantial drivers of
growth. In environments where e-money is not allowed, bill payment systems,
point-of-sale (PoS) networks and banking correspondents give insurers access to
large numbers of low-income households. For example, Aon Affinity, a subsidi-
ary of Aon, reports covering 12 million mostly low-income people through mass-
market schemes in six Latin American countries that access the client bases and
use the payment systems of electricity, telephone and water companies (Baptis-
tini, 2011).

The experience of Aon highlights the fourth driver, the capacity of multi-
national insurers and brokers to replicate their successes across jurisdictions.
Brokers Marsh and Guy Carpenter are involved in government schemes in India
covering tens of millions of low-income persons, and now they are taking those
experiences to other jurisdictions (see Chapter 23). In 2010, Allianz covered six
million low-income persons in eight countries (Coydon and Molitor, 2011),
while Zurich had 2.3 million policies covering “emerging consumers” in seven
countries, up from 1.8 million in 2009 (see Chapter 19).

Incremental improvements

The expansion of insurance to protect millions of low-income people is not only
happening through major leaps forward, but also through incremental improve-
ments that are gradually expanding microinsurance markets. Take-up continues
to expand because of a confluence of factors that bolster both the supply of and
demand for cover. Some incremental drivers include:

The demonstration effect of positive claim payment experiences may have the
greatest impact on helping people to appreciate and purchase microinsurance.
Enabling regulatory environments for financial inclusion in several countries are
removing barriers and even creating incentives for insurers to go down-market,
while creating pathways for informal insurers to participate in the formal market
(see Chapter 25). Unlike the government support described above, changes in the
regulatory environment generally result in incremental improvements rather
than major leaps forward, although there are some exceptions.

Consumer education is reported to have helped people in some areas to better
understand microinsurance and its role in household risk management (see
Chapter 14).

An improving value proposition for clients is resulting from insurers having
greater exposure to and familiarity with the low-income market (see Chapter 15).
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Like the fable of the tortoise and the hare, these slow and steady incremental
improvements are not as captivating as the major leaps, but they are perhaps
more important for fostering a culture of insurance in low-income markets and
creating a firm foundation for future expansion. Ultimately these incremental
improvements are signs that stakeholders in some countries are getting the fun-
damentals right — an enabling environment, an informed consumer and respon-
sive insurers, which combine to produce a vibrant microinsurance market.

To avoid painting an overly rosy picture, it is useful to note that progress
remains patchy. For every developing country that is experiencing significant
growth, there are at least three or four that are stagnant or have limited microin-
surance activity. The growth inhibitors are largely the converse of the enablers,
including the lack of demand and limited capacity of the insurance industry to
innovate. The process of creating a culture of insurance can take years, if not a
generation.

Stakeholders in microinsurance are becoming more diverse

In the realms of public policy and international development, microinsurance is
interesting because of its potential to support many different efforts. Few agen-
cies have microinsurance departments. Instead, insurance is a sub-theme that
cuts across various domains, including health and social protection, agricultural
and livestock development, climate change and disaster management, micro-
finance, and small enterprise and cooperative development. As a result, more
types of organization are becoming involved in microinsurance.

In the first volume, there was a preponderance of experiences that involved
community-based mutual schemes and partnerships between insurance compa-
nies and MFIs. While these arrangements still account for a sizable portion of
microinsurance outreach, they have been eclipsed by other institutional arrange-
ments including public-private partnerships and alternative distribution channels.
Furthermore, other players are also taking on important roles in creating the
conditions for microinsurance to succeed, through proactive public policies, sup-
portive regulations, or as meso-level enablers such as consultants, technology
providers, funders and promoters.

This section examines the third trend — the greater involvement of a diversity
of stakeholders — including: 1) insurers and reinsurers; 2) delivery channels;
3) governments; and 4) enablers.

Insurers and reinsurers

The insurance industry has microinsurance in its genes. From the risk-pooling by
artisans’ guilds and friendly societies to the introduction of industrial assurance
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(see Box 1.2), insurers have recognized that the risk management needs of lower-
income people could form the basis for a viable business model. Historically,
approaches to providing the working poor with specialized cover have often
characterized the industry. As formal employment expanded, and as people
opened bank accounts, it became easier for insurers to provide cover more efh-
ciently through employers and banks. The resultant efficiency, coupled with
expanded social security programmes in many countries, moved insurers away
from the labour-intensive collection of small premiums, and over time away
from the low-income market. Today, microinsurance is a way for the industry to
get back to its roots and become relevant again for the majority of the world’s
workers and their families.

Origins of microinsurance

“Thus industrial assurance was ... simply life assurance adapted to the special cir-
cumstances and requirements of the masses of people. As compared with “ordi-
nary life assurance its essential distinguishing feature is the manner in which
premiums are paid, the modification having been introduced solely for the con-
venience of the small wage-earners for whom it is designed ... A household to
which wages are brought home weekly frames its budget accordingly; it seldom
has a reserve of income from which to make large payments at infrequent inter-
vals, and still more seldom a bank account on which cheques can be drawn. If
systematic contributions to assurance are to be kept up in these conditions, they
must be related to the weekly or monthly pay envelope and collected when the
money is in hand. Failing this, the odds are that the money will be used in other
ways. The surplus remaining after provision for such essentials as rent, food and
clothes is generally small, and the temptation to spend it on entertainment, luxu-
ries or immediate pleasures is often too strong to be resisted without the moral
support of the industrial assurance collector. These were the conditions of work-
ing-class thrift in 1854.”

Source: Morrah, 1955, p. 25.

In the contemporary version of microinsurance, there have been three
primary risk takers: a) community-based and mutual insurers managing the
insurance risk of their members; b) commercial insurers adjusting products and
processes to cover the insurable risks of the low-income market; and ¢) govern-
ments with national social protection schemes. This section considers the first
two, while the latter is covered in section 1.3.3.
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Mutuals provide some key advantages in microinsurance especially related to
their proximity to members, which permits a better understanding of their
needs, facilitates claims settlement with better controls for fraud, and tends to
engender significant trust from policyholders. They also appear to be particularly
well suited to providing superior client value, as evidenced by an evaluation of
microinsurance providers in three countries (see Chapter 15).

Even with these advantages, however, most mutuals do not appear to consti-
tute an effective means to reach millions of low-income households as they are
often limited by membership, governance, capacity, small capital reserves, and
regulation. Although they are still common in some regions, they are being dis-
placed in many countries by the entry of commercial insurers into the low-
income market. Mutuals are also being forced to make adjustments from the
other side as well, as more governments pursue universal health cover. For exam-
ple, in India, health insurance was pioneered by several mutuals and community-
based organizations, which now need to reposition themselves in view of the
expansion of mass health cover from the Government (see Chapter 20).

This trend does not mean that mutuals are becoming irrelevant. Experience in
India suggests that these schemes are effective innovators that can test new
approaches and provide valuable lessons that others can take to scale. Some coun-
tries, particularly in Africa, have initiated efforts to achieve universal health cover,
and the infrastructure that mutuals have built up over the years, for example in
Ghana, Mali and Rwanda, serves as an important foundation to extend coverage to
rural areas and workers in the informal economy (see Box 2.1 and Kundra and Lago-
marsino, 2008). Indeed some exceptional cases, such as CARD MBA in the Philip-
pines and Cooperative Insurance Company (CIC) in Kenya (see Chapter 18), have
shown that the cooperative model can be a basis for scale in microinsurance.

The big news is the tidal wave of commercial insurers entering the low-
income market. A Microinsurance Network study shows that at least 33 of the
world’s largest 50 commercial insurance companies offer microinsurance, but
many started recently. Of the 24 respondents that provided longitudinal data,
only five had relevant products in 2000, and seven in 2005. The rest have started
since then, clearly demonstrating that microinsurance is being offered by an
increasing number of commercial companies, with perhaps more still to come
(Coydon and Molitor, 2011). While they lack important advantages enjoyed by
locally based mutuals, some have managed to compensate for their deficiencies
through partnerships, technology and other means. This group of insurers is well
positioned to achieve massive scale, although it remains to be seen whether their
products will provide value to the poor.

The insurers’ motivations for entering this market, shown in Figure 1.2,
illustrate the interesting combination of social and commercial objectives, BoP
profits and corporate social responsibility (CSR). It is also important to consider
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the underlying assumptions that lead insurers to invest in microinsurance.
Market-entry decisions are substantially influenced by the demonstration effect,
which appears to be enhanced by several factors:

witnessing other insurers, especially competitors, active in microinsurance and
not wanting to be left behind;

increasing availability of microinsurance information, especially tips and lessons
learned, widely disseminated through electronic media; and

participation in a growing number of microinsurance conferences and meetings.

The impact of this demonstration effect on commercial insurers is a powerful
trend. When the first volume of Protecting the poor was published, if insurers
were not in the market to satisfy regulatory requirements, then they were
involved primarily for CSR reasons. They wanted to show that they were doing
something good for society, and microinsurance was a logical CSR endeavour
because of its proximity to their core business. They were often not particularly
focused on profitability, though many hoped this would be an eventual outcome.

Insurer motivations for entering microinsurance
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Source: Coydon and Molitor, 2011.
The entry of more insurers into this market has shifted the social versus com-

mercial equation to a more balanced approach, which should be more sustaina-
ble. A spokesperson for Allianz, for example, notes the importance of both the



Box 1.3

22 Emerging issues

social and financial impact by saying, “Microinsurance is a double bottom-line
business: it has an immediate social impact and, importantly from our perspec-
tive, also has a long-term financial impact. With microinsurance, we tap a huge
market of low-income households at the bottom of the economic pyramid”
(Allianz Group, 2011).

Insurers can find easier ways to make money than microinsurance. The pull
of profitability helps to keep them focused on efficiency and market satisfaction,
while the CSR angle provides some space for experimentation. Chapter 19
explores this tension between being good corporate citizens and expanding mar-
ket share, while Box 1.3 highlights the reputation risk to which insurers are
exposed as they pursue BoP profits.

Critique of the BoP approach

The first volume of Protecting the poor applied Prahalad’s “bottom of the pyra-
mid” (BoP) business strategy to the insurance industry, suggesting that it might
be an effective means to provide cover to low-income markets that could benefit
both the insured and the insurer. In the following years, Prahalad’s treatise has
also attracted some criticism, warranting a closer investigation.

Some critics challenge the motivations of corporations, and do not believe that
they really can achieve a double bottom-line result. Others are concerned that sell-
ing consumer goods to the poor may do little to eradicate poverty, and could even
harm small businesses and threaten local jobs, for example if they buy from multi-
nationals instead of from local producers. Another line of questioning relates to the
target group, where perhaps Prahalad’s business model may apply to the upwardly
mobile poor and emerging consumers, but not to the poorest of the poor. One of
the most vocal critics, Aneel Karnani from the University of Michigan (2009),
believes the BoP approach does not recognize that poor people often act against
their own self-interests and leads to a romanticized view of BoP people as value-
conscious consumers and resilient entrepreneurs (which) are not only false, but
also harmful.

The assumption that all the poor need is an opportunity to improve their
livelihood is dangerous, according to Karnani, because it leads states to build too
few legal, regulatory, and social mechanisms to protect the poor, as well as to rely
too heavily on market solutions to poverty. The failure of this approach was evident
in the Andhra Pradesh microfinance crisis, where the lack of supervision of lending
institutions enabled borrowers to take multiple loans that they did not have the
capacity to understand or repay.

Criticism of the BoP approach, and the microfinance crisis, certainly raise
alarm bells for microinsurance. Given the complex nature of insurance, it is difh-
cult for consumers to understand, and they are vulnerable to mis-selling by agents
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and to being misled by disreputable firms. These observations highlight the
importance for insurers going down-market of carefully considering whether
they are providing client value (Chapter 15), for policymakers and insurance asso-
ciations of promoting effective consumer protection (Chapter 26), and for regula-
tors of cracking down on illegal insurers that could undermine the fledgling
insurance culture in low-income markets (Chapter 25).

Insurers need to be aware of the BoP criticisms, and respond accordingly. Few
insurers would claim that they had any intention of reaching the very bottom of
the pyramid, but were more interested in expanding the insurance market by
including under-served segments. In addition, the provision of insurance should
not replace local risk-management strategies, but rather enhance their effective-
ness. In fact, insurance is fundamentally different from shampoo or salt, the con-
sumer goods often highlighted in BoP business models, because it provides an
essential risk-management service that really can enable low-income families to
stave off destitution.

The emerging focus on the profitability of microinsurance, analysed in
Chapter 18, has spawned efforts to reduce operational costs and have effective
processes to serve masses of clients. To support scale, insurers recognize the need
to efficiently process huge volumes of data, while securely linking into delivery
channels’ systems to facilitate data transfer. At the same time, front-office
technology, from handheld and point-of-sale devices to mobile phones, are
beginning to improve sales, premium collection and even claims settlement. The
role of technology in microinsurance is explored in Chapter 24.

Some reinsurers have been interested in finding a role in microinsurance for
years. With supply dominated by simple life covers, most commercial schemes
had little need for reinsurance. However, as client demand has been better
understood, and insurers have been interested in addressing those needs,
reinsurers have become more important to the equation. Insurers in many cases
have needed not only the reinsurers’ financial safety net, but also their expertise
in navigating the risks of more complex products. As noted by a senior person
at Swiss Re, “Insurance is a cornerstone of economic growth and stability,
and [we] ... are proud to contribute our expertise so that even the poorest
farmers and their families can cope when crops are ruined by drought, flood or
other climate-related impacts” (Swiss Re, 2011). Reinsurers have contributed to
developing more complex products, such as health and index-based insurance,
and enabling disaster covers to be written. Indeed, with index insurance, most
if not all of the risk is ceded to the reinsurer (see Chapters 4 and 11, and section
20.2).
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Delivery channels

The way in which insurance is delivered to low-income households has evolved
considerably since the publication of the first volume. Experience thus far
suggests that any organization that already has financial transactions with the
poor, and has their trust, could be a prospective delivery channel. The rationale
for insurers to use delivery channels is three-fold. First, insurers can gain
credibility in the market by exploiting the relationship that the channel has
with low-income houscholds. Second, because of the small premium, it is
difficult for a full-time agent to generate sufficient commission to sustain a liveli-
hood. Consequently, many microinsurance channels do other things as their
main business, such as providing loans, selling groceries or distributing agri-
culture inputs, with insurance commission providing a supplementary income.
Third, the microinsurance business model has a greater chance of success if risk
carriers can quickly achieve scale, which they can do by working in partnership
with a delivery channel that already aggregates large numbers of low-income
persons.

In the first volume, microfinance institutions were the most common
delivery channel, so common in fact that they are no longer considered alterna-
tive. However, since MFIs reach only a small percentage of the potential
microinsurance market, in recent years insurers have been testing other
approaches. As illustrated in Figure 1.3, insurers now use an incredibly broad
range of channels, although financial institutions remain the most prevalent.
Distribution issues are addressed throughout this volume, notably in Chapter 22,
which describes alternative channels primarily in Brazil, Colombia and South
Africa; section 20.3, which recounts the Indian experiences; and section 24.2,
which considers the role of technology to create an interface between the insurer
and policyholder.

Besides the automatic cover described above, many alternative distributors
are introducing voluntary cover, using their infrastructure to facilitate the
payment of insurance premiums. Utilities, telecommunications companies,
post offices, payment administrators and retailers have added insurance to their
menu of services, and customers who are interested can easily enrol and pay
premiums. For insurance to be sold through these channels, however, there is a
need for an active sales process to encourage customers to buy the product,
perhaps from a call centre or a visit from an agent. Another important
limitation, identified in Chapter 22, is that these channels usually deal only
with sales and premium collection, but do not have the infrastructure or
expertise to manage claims. Consequently, the claims processes can be
inconvenient and arduous, which undermines the important demonstration
effect that is so critical to fostering the low-income market’s trust and
confidence in insurance.
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Distribution channels for commercial insurers
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The retail channels such as grocery and clothing stores are interesting because
they can be either formal or informal. While the formal retail chains have the
advantage of a well-known brand, client data and transaction systems, they are
often less convenient than informal retailers. Informal outlets, such as “mom and
pop” shops, may have an advantage of proximity and frequency of use, but thus
far have not been particularly successful with regard to sales volumes, perhaps
because people do not expect to buy insurance where they get their milk and
bread, and top up their mobile phone. Insurers have also found it difficult to
develop an effective value proposition for informal retailers, leaving them with
limited motivation to sell insurance (Smith et al., 2010a).

The emergence of mobile phones as a means of delivering and servicing
microinsurance is also an important trend (see section 24.5). The ability of insurers
to access a technology platform that reaches into low-income communities and
facilitates sales, premium collection and claims settlement opens a huge potential
market. Once transaction costs have been worked out, mobile phones have the
potential to massively expand microinsurance outreach. For example, Micro-
Ensure and Tigo have doubled the total number of insured people in Ghana in
one year (Gross, 2011b).

Three important lessons have emerged with regard to delivery channels. First,
sooner or later, delivery channels realize that they essentially control access to the
client, which means that they can negotiate advantageous arrangements for
themselves or for their customers, particularly in competitive insurance markets.
Where delivery channels choose to negotiate on their own behalf, client value is
likely to suffer. Second, these channels will take insurance much more seriously if
the product enables them to increase sales of their core service in some way. For
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example, a grocery store is likely to be more interested in promoting an insurance
product if the benefit includes a year’s worth of groceries instead of just a cash
benefit. And third, the relationships between insurers and distribution channels
can be challenging to manage. Significant investments need to be made up-front
and at relevant stages to clarify expectations, roles and responsibilities, and to
align incentives. Perhaps one of the most effective means of aligning incentives is
through profit-sharing mechanisms or joint ventures.

Governments

As noted in section 1.2, some governments have been instrumental in supporting
the growth of microinsurance, both through major leaps and incremental
improvements. The involvement of governments in microinsurance has seen a
dramatic increase in recent years. As described in Chapter 25 on regulation,
Chapter 26 on consumer protection, Chapter 2 on social protection, and
illustrated in Chapter 20 in some detail from the experiences in India, govern-
ments can play three key functions with regard to microinsurance:

Provider of social protection: Governments have an obligation to provide social

protection to their citizens, including health insurance. However, as described in

Chapter 2, this obligation is not being met in many countries, often due to

financial constraints. In this context, microinsurance can play several different

roles, namely:

a) providing a platform to pursue universal health cover, such as the health
mutuals in Ghana, Mali and Rwanda;

b) extending government benefits to workers in the informal economy, such as
KaSAPI in the Philippines, or by adding value to government schemes, as
with CIC’s Bima ya Jamii (see Chapter 18);

¢) providing a supplementary cover to complement social protection benefits; or

d) offering an alternative if government programmes do not reach certain target
groups.

Also, within the context of financial constraints, some governments are
engaging the private sector through public-private partnerships to assist them in
implementing social protection schemes with the expectation that they can be
managed more cost-effectively (Ramm, 2011).

Stimulator: The government can also play an important role in stimulating mar-

ket development by encouraging public and private insurers and delivery chan-

nels to reach under-served segments. In fact, several regulators have a market
development mandate in addition to their supervisory function. They may
implement that mandate by stimulating the demand side, through premium
subsidies, consumer education and awareness-raising activities. For example, in
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Colombia, the President has promoted microinsurance on television, and in the
Philippines the Government sponsors a “Microinsurance Month” each year. The
government may also strengthen the supply side, for example, by organizing
workshops or training seminars on microinsurance to help the local industry
develop relevant expertise, as in Egypt, Ghana and Zambia.

Regulator and consumer protection advocate: As discussed in Chapter 2s, it
may also be necessary for regulators to make adjustments to laws and regulations
to reduce obstacles to financial inclusion. Some countries have even created a
special category for microinsurance companies (e.g. the Philippines), although
others (e.g. Colombia) have succeeded in stimulating inclusive insurance mar-
kets without making regulatory changes. An important development in this
arena was the creation of the Access to Insurance Initiative (see Box I.4), which
supports regulators and facilitates discussion among them to reach better-
informed policy decisions, and to create a demonstration effect for policymakers
in other countries.

The Access to Insurance Initiative

The Access to Insurance Initiative is a global programme aimed at facilitating
financial inclusion through effective and proportionate regulation and supervi-
sion of insurance markets. The Initiative was launched in 2009 by the Interna-
tional Association of Insurance Supervisors (IAIS), the global standard-setting
body, in collaboration with development agencies to promote regulatory frame-
works that support inclusive insurance while being consistent with international
standards. The TAIS leadership of this Initiative is critical because it sets global
standards through the Insurance Core Principles and provides capacity-building
support to implement those principles in various jurisdictions.

The Initiative endeavours to disseminate knowledge and build awareness of
how an enabling environment can encourage innovation for financial inclusion
while protecting financial stability and consumers. At the policy level, it provides
a platform for regulators and industry leaders in developing countries to con-
tribute to the IAIS processes of setting standards and providing guidance.

Within countries, the Initiative’s main contribution is to support diagnostic
studies that assess the current and potential supply and demand of microinsur-
ance, as well as macro-level conditions that might inhibit its development. With
this evidence, the Initiative facilitates stakeholder dialogue with policymakers
and industry leaders to spur the development of adequate products, delivery and
consumer protection approaches for low-income clients.

Source: Adapted from Access to Insurance Initiative, 2011.
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Enablers

“Enabler” is a general term used here to refer to all other important stakeholders
that contribute to enhancing the availability of better insurance services to more
low-income households. In the past five years, there has been growing interest
and commitment by these enablers, and their contributions have been essential
to the creation of an effective ecosystem to support the advancement of microin-
surance. These enablers fall into four categories: a) capacity builders; b) opera-
tional specialists; ¢) funders; and d) promoters.

Capacity builders

Actuaries: In the late 1990s, there were a handful of radical actuaries who actu-
ally took time to understand the needs, characteristics and preferences of the
low-income market. Then they provided advice and guidance to microinsurers to
help them to design better products and systems, to improve data capture and
analysis, and to provide improved insurance services to their policyholders. Since
the publication of the first volume, there has been increased interest among the
actuarial community. For example, the International Actuarial Association and
some national associations have organized events and created working groups
and task forces to channel their expertise into solving microinsurance challenges.
Now the sector can boast several handfuls of actuaries with keen microinsurance
insights, some of whom contributed to several chapters in this book including
one on pricing (see Chapter 21).

Technical assistance (TA) providers: A series of studies in the mid-2000s
showed that the primary need of microinsurance risk carriers was not capital but
technical assistance.” However, at the time there were not enough experienced
microinsurance consultants to supply the required assistance. The dearth of expe-
rienced TA providers was holding back the development of microinsurance, as
new entrants were making the same mistakes as their predecessors. Since then,
many insurance companies have recognized that microinsurance products are
not just downscaled versions of traditional products, which has stimulated a
demand for consultancy services. This demand has been partly addressed by the
emergence of specialized TA providers, such as the Microlnsurance Centre,
Micro Insurance Academy, Cenfri, GlobalAgRisk and the Centre for Insurance
and Risk Management (CIRM), but even mainstream insurance consulting firms
like Milliman and Risk Management Solutions are venturing into this territory.
Academics: The microinsurance community is also fortunate to welcome the
growing involvement of academics. As evidenced by the volume of microinsur-
ance articles in peer-reviewed journals, the topic has piqued the interest of many

From 2004 to 2006, Kreditanstalt Fiir Wiederaufbau (KFW, German Development Bank) contracted the
Microlnsurance Centre to conduct pre-feasibility studies in the following countries: Albania, Azerbaijan,
Georgia, India, Indonesia, Lao People’s Democratic Republic, Romania, Uganda and Ukraine.
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scholars. These researchers generally fall into one of two camps. First, there are
the development economists who have made major contributions to the field
through their studies on determinants of demand at the household level and
assessments of impact (see Chapter 3). Second, insurance scholars are also taking
an interest in the topic. For example, in 2011, the Journal of Risk and Insurance
published a special issue on microinsurance, bringing the topic to the attention

of insurance academics.

Operational specialists

Intermediaries: As detailed in Chapter 23, both specialized microinsurance bro-
kers and general insurance intermediaries are now filling an important gap in
some markets. These intermediaries assist by designing products that are appro-
priate for the low-income market, bringing together risk carriers and delivery
channels, and facilitating communication between two parties that are not
accustomed to speaking each other’s language or understanding the other’s per-
spective. The specialized intermediaries have assumed a broader range of respon-
sibilities than traditional brokers to enhance their value proposition. However, it
is not yet clear whether a business case can be made for this vital function
because the premiums are already so small that it is difficult to pay for all of the
parties involved while still providing decent value to the policyholders.
Third-party administrators: Although some intermediaries have become
involved in policy and claims administration, specialized third-party administra-
tors (TPAs) have also made contributions to the expansion of microinsurance,
particularly health insurance in India (see Chapter 20). As described in Chapter 6,
administrative systems are particularly important for low-income households
because they can enable them to access “cashless” healthcare benefits, instead of
paying the healthcare costs and then being reimbursed by the insurer.
Technology suppliers: One of the great challenges for microinsurance is to keep
administration costs low while managing huge volumes of data. As described in
Chapter 24, there is great hope that technology will help the sector overcome this
challenge through improvements to back-office software and systems, as well as
client-interface mechanisms to support enrolment, premium collection and
claims processes.

Extension services and infrastructure: For some products, microinsurers use
existing infrastructure or extension services to increase outreach and enhance
efficiency. This development is particularly relevant for livestock insurance
(Chapter 12), where insurers can be supported by agricultural extension agents.
Similarly, with weather index insurance (Chapter 11), the involvement and sup-
port of meteorological departments are critical. Even with health insurance
(Chapter 5), a number of schemes have engaged community health workers as
sales agents, or to promote improved health practices to reduce claims, or both.
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Funders

Donors: This book does not directly discuss the issue of donors since it was well
covered in the first volume (see Latortue, 2006), but there have been positive
trends in donor involvement in microinsurance in the intervening period. A
Microinsurance Network study shows dramatic growth in the number of donors
involved in microinsurance (Marquaz and Chassin, 2012).

The sector’s most sizable donor support, by the Bill & Melinda Gates Foun-
dation, led to, among other things, the creation of the ILO’s Microinsurance
Innovation Facility. The Facility has supported more than 5o organizations, ena-
bling them to experiment with new approaches to reducing the vulnerability of
the working poor through insurance — many of those innovations are highlighted
throughout this book and available online in its Knowledge Centre. The Facility
has also actively supported the building of capacity by microinsurance consult-
ants and professionals, and the financing of academic research.

The role of donors in microinsurance should not be underestimated. Donors
significantly improve the potential for microinsurance success by supporting the
following interventions:

stimulating innovation and experimentation;

attracting reluctant players into the market through seed funding;

enhancing regulatory environments;

supporting new product development;

developing consumer education programmes;

providing technical assistance and capacity building to stakeholders throughout
the value chain; and

analysing findings, managing knowledge and disseminating the results.

The last point is important because it enables donors to accelerate the evolution of
microinsurance. Through donor-supported knowledge-sharing activities, micro-
insurers become exposed to lessons learned and successful innovations that can
shorten the learning curve.

Investors: Even more than donors, the most important funders have been insur-
ance companies that use their own capital to expand their involvement in low-
income markets. There have even been a few mergers and acquisitions that have
had a microinsurance dimension. For example, Sanlam spent roughly US$250
million to buy African Life, where the bulk of its portfolio was funeral insurance
in the low-income sector (Sanlam Annual Report, 2006). More than any other
indicator, these investments suggest that microinsurance can be viable.
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In 2008 the first microinsurance private equity fund, LeapFrog Investments,
was launched. Capitalized with US$135 million by social and commercial inves-
tors, the fund aims to reach 25 million low-income and vulnerable people with
insurance products and inclusive financial services. With an initial investment of
US$6 million in South Africas AllLife in December 2009, LeapFrog’s profit-
with-purpose strategy promises investors “robust returns”.

Some development financial institutions have also made microinsurance
investments. For example, in 2008, the International Finance Corporation
invested in 16.5 per cent of Protecta Seguros, the first specialist microinsurance
company in Peru, and the Multilateral Investment Fund invested US$3 million
in Paralife, a microinsurance venture in Mexico. These investor interventions
suggest that microinsurance may have the potential to generate attractive returns
for investors.

Promoters
Insurance associations: Another development is the involvement of national
insurance associations in microinsurance. These associations, for example in Brazil,
Colombia, Kenya and South Africa have typically played two important roles.
First, they have raised awareness among their members of BoP business strategies
and facilitated access to technical resources to help insurers to understand how to
serve the low-income market profitably. Second, as described in Chapter 14,
many of them have also launched innovative consumer education efforts target-
ing the working poor so that they better understand how insurance works and
how it might fit into household or enterprise risk management strategies.
International insurance associations, such as the International Cooperative
and Mutual Insurance Federation (ICMIF), and regional associations, like the
African Insurance Organisation (AIO) and Federacién Interamericana de
Empresas de Seguros (FIDES) in Latin America, also play an important role in
raising awareness among their members. They facilitate information exchange
among people with different experiences allowing a cross-pollination of ideas and
lessons, which is not likely to occur at a national level among competing firms.
Conferences and meetings on microinsurance have proliferated since the first
volume was published. The flagship event, the International Microinsurance
Conference sponsored by the Munich Re Foundation and the Microinsurance
Network, has seen a steady increase in interest (see Figure 1.4). Microinsurance
has been the focus of academic and professional conferences, and even for-profit
conference conveners have organized numerous microinsurance events. Besides
the increase in participation at these events, the composition of participants has
also shifted to include more insurers looking for ways to improve and expand
their product lines.
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The Microinsurance Network: Although the Network is an organization and
not a type of enabler, it is mentioned specifically because it plays a unique global
role in the sector, raising awareness of the potential of microinsurance, and facili-
tating dialogue among practitioners and other stakeholders. Through events,
publications and electronic media, the Network contributes to improved coordi-
nation among various agencies working on microinsurance, enabling limited
resources to be used more efficiently. The formalization of the Network in 2008,
evolving out of its previous incarnation as the CGAP Working Group on Micro-
insurance, reflects the changing dynamics in the sector.

To summarize, microinsurance is reaping the benefits of the involvement and
commitment of a host of enablers whose financial and technical resources have
contributed significantly to improving outreach and effectiveness to protect the
poor from financial losses due to risks.

Providers are offering an expanding and varied range of products

The first volume of Protecting the poor only covered life and health products.
These were the most common products available to low-income households and
demand studies suggested that they covered the priority risks of the poor. How-
ever, risk covers for low-income persons have changed significantly in recent
years. In this fourth trend, the microinsurance community has seen life and
health products improving while experimenting with a broader array of covers,
including more voluntary products. This trend is largely intended to respond to
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the range of risks to which the poor are exposed, while improving design so that
products are more relevant for the target market.

The evolution of product types

As illustrated in Figure 1.5, microinsurance started with basic products, particu-
larly credit life, which helped to demonstrate the viability of microinsurance.
Besides being simple to offer and manage, credit life provided risk carriers with
the opportunity to develop a quantitative understanding of the market. This was
a huge step in product evolution because — from an insurer’s perspective — one of
the biggest problems was the lack of data, which inhibited them from serving an
unfamiliar market.

When products were offered, the lack of data often resulted in relatively high
premiums, since additional loadings were added to compensate for the uncer-
tainty (see Chapter 21) and the unnecessarily high premiums further hindered
demand. Through this initial experience, the ability of insurers to gather data on
risk and the potential for profitability built a foundation for the development of
more complex products. With a growing understanding of client demand, some
delivery channels also pushed insurers for better products. Each time insurers
ventured into new products for this market, more was learned and this facilitated
the evolutionary advancement to the next level.

Evolution of microinsurance products and processes
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o Mandatory; ¢ Greater product * Increasing innovation
credit-linked (MFIs) sophistication; voluntary * More complex
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Source: ILO’s Microinsurance Innovation Facility, 2011.
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Even basic products, such as credit life (Chapter 9) and funeral insurance
(Chapter 10), have evolved to provide greater client value. Instead of just covering
the loan, or paying only for the funeral service, additional benefits are being
added to enable these products to help low-income families cope better with the
loss of a breadwinner. These products are also being used as entry points to cover
other persons and/or provide protection against additional risks.

More sophisticated life insurance that has a savings element may be well
suited to the poor because it builds up value over time, so that policyholders do
not feel that they have wasted their money if the insured event does not occur.
However, the previous generation of these products provided poor customer
value because of high commissions and frequent lapses (Roth et al., 2006). Con-
sequently, new variations are being developed, as described in Chapter 8, which
may provide a better value proposition to the market, while still being viable for
insurers.

An evolution is occurring with health covers in some countries (see Chapter
5), although not all schemes follow the same trajectory. Hospital cash products
are reasonably straightforward. Experience with these products can make it
possible to offer hospitalization covers on a reimbursement basis, which may
evolve into “cashless” benefits, as described in Chapter 6. Another dimension to
this evolution is how health insurance can support or complement social protec-
tion benefits provided by the government (Chapter 2). Moving forward, the van-
guard are pushing the frontier to cover outpatient risks or integrating non-insur-
ance value-added benefits, such as health education, telemedicine services and
pharmaceutical discounts.

The trend towards more complex covers, including index insurance and disas-
ter cover (Chapters 4 and 11), and composite products that cover multiple risks, is
consistent with the risk management needs of poor households. This trend is not
necessarily consistent, however, with their ability to pay (see Chapter 7), or with
the basic tenet of microinsurance product design: keep it simple. Microinsurance
enablers and delivery channels have long advocated simple products that are easy
for policyholders to understand, where there is no ambiguity or misunderstand-
ing about what is and is not covered. The primacy of simplicity cannot be lost in
the evolution towards more comprehensive covers.

The evolution of product design

Besides the greater variety of products, the products themselves have been trans-
formed along this evolutionary path. Group covers, often on a mandatory basis,
were the most common type of microinsurance, and probably still are. However,
there is more experimentation with other approaches, including voluntary group
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insurance where members of the group opt in or out, and even voluntary indi-
vidual covers.

While previously many products were downscaled versions of traditional
lines, product evolution has embraced reengineering to respond better to the
realities of the low-income market. For example, past policies might have
included a list of exclusions, whereas many insurers now recognize the benefits
of minimizing them to simplify policies and reduce the work involved in
checking exclusions in small policies. Even small changes to products and their
delivery can have important effects on marketability and demand, as discussed in
Chapter 13.

A small change that has the potential to make a significant impact is the
awareness that products need to be more than just risk covers. As in the example
of life insurance that accumulates savings and health insurance with free out-
patient coupons, low-income households need to get some value from the
product even if they do not make claims. If that value-added benefit can also
reduce claims — for example by providing weather information to insured farmers
or health education to reduce the occurrence of preventable diseases — then
everyone benefits.

Since the low-income market is not homogeneous, a related trend is towards
greater market segmentation. Sometimes this happens naturally, since certain
distribution channels reach certain market segments. However, microinsurers are
also considering the requirements of specific segments, including women
(Chapter 16), migrants (Chapter 17), smallholders (Chapter 11) and livestock
keepers (Chapter 12), and designing products that are relevant for them.

For products to succeed, they need to be at scale with streamlined administra-
tive costs, which is partly why credit life took off. Besides bundling insurance
with credit, more organizations are linking insurance with other transactions to
reach poor households, such as buying seed or fertilizer, or purchasing mobile
phone minutes, or becoming a member of an organization, though these
products can typically only provide very basic insurance with small benefits. This
linkage is often positioned as a free member benefit, a way of distinguishing the
distribution channel’s core product from the competition; consequently, the
premium has to be so small that it does not increase the price of the core
product. If this arrangement enables low-income households to have a positive
experience with insurance, and if the products evolve to include voluntary
options, then the approach could revolutionize the supply and demand sides of
the microinsurance equation — that has not happened yet, but perhaps it will be
the next trend.

Instead, one often finds a lack of product education among people who “buy”
group cover. Since clients do not make choices and there is no financial trans-
action specifically for the premium payment, intermediaries often do not provide
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the necessary information. Such products generally have excessively low claims
ratios, seemingly the result of people not knowing that they are covered. As one
rural banker in Ghana noted, “If we tell people all about the cover, wed be
flooded with claims.” Apparently, there remains greater scope for raising aware-
ness for intermediaries as well as for the insured, because bad practices can fuel
distrust that will affect all players on the market.

There is greater concern that insurance provides value to the insured

The fifth trend is the increasing interest in ensuring that the poor are obtaining
value from insurance, and that they are protected from possible abuse. The focus
during the early days of microinsurance was on understanding how it worked,
the operational tricks of the trade, and improving access. Now that nearly half a
billion low-income persons have cover and the sector is maturing, more attention
is being paid to assessing whether they are actually benefiting from insurance.

Interest in value is coming from different stakeholders and is articulated in
different ways. Donors and policymakers are keen to understand impact. If, for
example, they are going to provide subsidies, they want to know whether these
interventions really benefit low-income households. In theory, insurance is an
efficient way to manage certain risks, and there is considerable anecdotal evi-
dence to support the theory. Moving from theory into practice, findings from
rigorous research now provide evidence that microinsurance actually benefits
poor households, although the findings are limited to the impact of health insur-
ance for the time being (see Chapters 3 and 5). A number of additional impact
studies with rigorous methodologies are currently under way, suggesting that
more tangible results will be emerging in the coming years.

The Microinsurance Network is tackling this client value issue from two
angles, which coincide with efforts to prove and improve impact. To support
efforts to prove the value of insurance, the Network’s Impact Working Group is
developing guidelines on how to conduct impact studies properly, not only to
improve the effectiveness of the studies, but also to promote common
approaches that will facilitate meta-analyses across studies (Radermacher et al.,
2012). Second, the Performance Working Group has proposed a set of social per-
formance indicators that practitioners, donors and investors can monitor
(Simanowitz and Sandmark, 2011). These indicators will not prove that insurance
has an economic and social impact, but they can enable stakeholders to monitor
whether their performance is efficient as well as socially relevant so that it can be
improved over time.

Given the rapid evolution of microinsurance products described in the previ-
ous section, it might be premature to invest heavily in the “proving” agenda at
this stage, since rigorous methodologies also tend to be expensive. Efforts now
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should focus on understanding the components of client value and improving
products so that we will have mature products at scale that can be assessed by
more comprehensive longitudinal studies in the future. Chapter 15 presents such
a framework for assessing client value, which can help risk carriers and delivery
channels demonstrate to the market that they are providing sufficient value to
warrant low-income households spending part of their limited income on premi-
ums. By assessing client value, insurers can also better understand client prefer-
ences, understand their willingness and ability to pay for cover (Chapter 7), seek
to continue to improve their value proposition to enhance renewals, and increase
the effectiveness of their sales practices:

Another promising method of rapidly understanding value is the client math
methodology developed by the Microlnsurance Centre, which aims to under-
stand the value of insurance relative to other risk management options (see Mor-
sink and Geurts, 2011).

Lastly, regulators and insurance associations are keen to ensure that sufficient
consumer protection is in place so that the industry can forge and maintain the
trust of the market. Consequently, Chapter 26 provides some preliminary guid-
ance on improving transparency, fair treatment and recourse in microinsurance
markets.

Conclusion

The optimal trend is for more low-income families to have better access to a
greater variety of valuable risk management products. The trends explored in this
chapter reflect a move towards this ideal. There has indeed been substantial
growth in outreach, with greater access to an expanding variety of products.
More insurers and intermediaries are becoming involved, leading to competition
in some markets, which has the potential to enhance the value proposition for
clients. As the definition of microinsurance becomes clearer, there is a greater
effort to understand what it means to provide intangible risk management serv-
ices to the low-income market effectively and profitably. All this feeds the trend
towards a focus on value for low-income markets. Together, these trends reflect a
sector that is maturing into adolescence.

The trends that have propelled microinsurance are likely to continue and
even increase in importance because of the powerful demonstration effect under
way at several different levels, where first movers set an example for others (see
Figure 1.6).

Growth thus far has been driven by a few committed countries, but micro-
insurance has not yet taken root in numerous jurisdictions. As more policymakers
and insurance supervisors follow the lead of pioneering countries and learn from
their experiences, there will be a new boost in global microinsurance outreach.
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Furthermore, even in States where microinsurance is already growing, it may
expand further if policymakers promote subsidies and expand their involvement
in PPPs to achieve public policy objectives with limited budgets. To increase
their impact, policymakers can also do more to support knowledge management
to make good practices widely available, and promote data standardization, col-
lection and aggregation so that pricing is based on relevant experience. They can
also advance customer protection without undermining innovation, and encour-
age consumer education so that the public understand what they are being
offered, appreciate how it can help them, and know where to turn if they are not
satisfied with the results.

The demonstration effect chain of microinsurance market development
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As for insurers and delivery channels, in some markets microinsurance will
become increasingly competitive, especially given the broad emergence of more
effective payment systems. As enrolment and premium collection becomes easier
and cheaper, the potential for insurers will expand dramatically. This expansion
should lead to better pricing and a broader range of voluntary products as insur-
ers link with new collaborators such as dairies and agricultural suppliers, phar-
maceutical companies and healthcare providers, telecommunications companies
and retailers. Yet with growth and visibility comes responsibility. Operating
under the radar meant that microinsurance providers and promoters were
allowed significant latitude. Maturity is making many take a closer look at the
results to carefully consider the consumer protection implications.

A critical challenge in building a market is on the demand side, creating con-
ditions that encourage low-income households to turn to insurance naturally as
part of their risk management toolkit. In environments where microinsurance is
prevalent, and providers are cultivating the trust of that market through efficient
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claims payments, such conditions are emerging. However, microinsurance pro-
viders need to continue to recognize that their most important function is to pay
claims, and build on the emerging demonstration effect.

Much of what moves people, institutions, and industries from infancy to
adolescence and adulthood is simply how they turn experiences into lessons. In
microinsurance, many lessons are being learned and there are expanding efforts
to disseminate those lessons to improve future results. The rest of this book is an
effort to synthesize those lessons to bolster microinsurance trends with practical
experience and expand them with new knowledge.
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Social protection is recognized internationally as a human right.! However, this
right is not well enforced by most countries around the globe for different rea-
sons, leaving large segments of their populations without access to adequate
social protection measures and vulnerable to numerous risks. In addition, vul-
nerable people are often unable to improve their socio-economic situation: they
are reluctant to invest excess income into productive physical capital or educa-
tion. Instead, they accumulate “rainy day” funds, savings in cash or in assets (e.g.
gold, livestock) that can be accessed if a risk event occurs. As a result, their
savings yield only limited returns, which are too small to enable them to build a
better life and escape poverty.

People who work in the informal economy are particularly prone to becom-
ing marooned in the perpetual circle of vulnerability, risk-aversion and low
income. They fall into the widening gap in coverage that exists between the dif-
ferent kinds of social protection schemes found in most developing countries (see
Figure 2.1). Wealthy households can afford to buy private health, life, liability
and asset insurance. Civil servants are usually entitled to tax-funded pensions
and free medical treatment in government hospitals. Other formal-economy
employees in many countries are covered by social insurance. Some of the
extreme poor may benefit from targeted social assistance. All other people — espe-
cially the inhabitants of rural areas, the urban poor, and those working in the
informal economy — often have no access whatsoever to any such formal social
protection schemes.

Workers in the informal economy rely on, and often benefit from, the sup-
port provided by relatives and neighbours within their communities. In addi-
tion, some households are organized in groups that have the explicit goal of help-
ing their members to manage risks — such as health mutuals and burial societies.
While such non-formalized social protection schemes are of considerable impor-
tance for their members, they remain limited in terms of their scope and scale.

See the Universal Declaration of Human Rights, 1948 (Article 22) and the International Covenant on
Economic, Social and Cultural Rights, 1976 (Article 9). Also, the constitutions of more than 110 inde-
pendent States make reference to the right to social protection in one way or another.
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Moreover, it is often the case that such schemes are insufficiently reliable because
they are based on moral obligations and goodwill rather than on any formal
obligation. There is no mechanism that allows for members to enforce the
provision of benefits in the event of default, and these schemes are also often
highly susceptible to economic stress. Finally, the combined effect of trends
towards migration, urbanization and the diminishing importance of traditional
values and norms are resulting in the evident erosion of, in particular, mutual
support networks.

The gap in social protection coverage in a typical developing country
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Microinsurance is one potentially effective instrument for overcoming this
situation. Unfortunately, microinsurance is often discussed in isolation and is in
many cases implemented without consideration of the underlying context. Its
ultimate goal is to reduce the vulnerability of people living on low incomes by
enabling them to manage risks more efficiently. It is thus a social protection
instrument, which should not be overlooked when a social policy strategy is
developed. There are alternatives to microinsurance for reaching this goal, which
may be more or less effective depending on the particular context concerned, but
it still warrants consideration.



42 Emerging issues

This chapter strives to answer three questions: 1) to what extent can microin-
surance contribute to closing the gap in social protection coverage in developing
countries; 2) how should it be designed for maximum impact; and 3) under what
conditions would it be preferable to other social protection instruments?

The chapter argues that a systemic perspective on social protection is crucial
for analysing the effects of microinsurance and for optimizing its design. It is just
one possible social protection tool and should be well embedded in a country’s
overall social protection framework. Microinsurance is no substitute for social
transfers, which are financed by taxes and intended to support the poorest and
most vulnerable members of society. In addition, it is not a priori superior to
social insurance (especially for risks such as illness and old age), as long as both
instruments are realistic options, i.e. where the State has both the political will
and the institutional capacity required to build up social insurance schemes for
low-income households.

The potential for microinsurance is huge in most developing countries, espe-
cially if many governments are unwilling or unable to extend public social pro-
tection schemes to excluded segments of the population. In addition, countries
are generally unable to provide comprehensive social protection systems against
all relevant risks faced by each and every household. Thus, there is plenty of
room for microinsurance in the majority of developing and emerging countries.

This chapter proceeds as follows: section 2.1 defines social protection, with an
overview of its scope and functions. Section 2.2 explains why many households
in developing countries lack access to adequate social protection. Section 2.3 por-
trays microinsurance as a social protection instrument and discusses possible
roles of microinsurance within the overall social protection framework. Section
2.4 concludes with an appeal for a systemic perspective to be employed when
analysing and implementing microinsurance schemes.

Scope and functions of social protection

People everywhere are confronted with manifold risks. A risk is the possibility of
an event with negative effects leading to a decline in income for a person or
household (as in the case of unemployment) or a rise in expenditure (as in the
case of a price shock), or both (as would be the case when an illness leads to disa-
bility that prevents employment and results in healthcare costs).

The existence of risk and the lack of preparedness for that risk leads to vulner-
ability, which is the likelihood that a person or household will suffer a significant
decline in well-being due to a risk event. This likelihood rises with 1) the probability
of a risk event; 2) the expected magnitude of its effects; and 3) the lack of resilience
of the persons or households, which depends, among other things, on asset
endowment, including cash and property.
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Vulnerability and poverty are thus not the same, but they mutually reinforce
one another (see Figure 2.2). On the one hand, poor people are more vulnerable:
than those who are better off they are exposed to a higher number of risks, to
more severe risks, and to a higher probability of a risk occurring because of their
more hazardous living and working conditions. In addition, the poor have fewer
assets that can be sold to cover emergency spending, or to diversify their sources
of income (e.g. from labour to capital income), or to offer as security for a loan.
Risks that may lead to losses that are independent of income or assets represent a
more serious threat to low-income households than for households that are
better off because the possible loss is greater in relative terms. However, even risks
that are associated with a loss that grows proportionally with income or wealth
are normally considered more serious by poor people than by rich people. This
phenomenon is due to the fact that the marginal utility of income diminishes as
it rises, as was proven theoretically as early as 1964 by Pratt (Pratt, 1964; Loewe,
2005b; Zweifel and Eisen, 2000).

The promotional function of social protection: Breaking the vicious circle of

poverty and vulnerability
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On the other hand, vulnerability exacerbates poverty in three ways:

The occurrence of a risk decreases people’s well-being.

It may force people to use their financial, physical, human and social assets to
cope with the corresponding effects. They may, for example, have to draw on
their savings, sell productive assets (e.g. land or machinery), take children out of
school and put them to work, or use social networks for financial support. In
doing so, they would use up the very resources that might otherwise help them
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to develop the future income-earning activities that could enable them to recover
and improve their socio-economic situation.

Vulnerability reduces people’s readiness to extend their economic activities and
thus improve their socio-economic well-being. People who are vulnerable to risks
such as illness or unemployment are reluctant to invest any excess income in pro-
ductive capital or education. This would help them to increase their income but
also imply some additional risks. Instead, they tend to accumulate funds or assets
so that these can be accessed easily whenever a risk event occurs (e.g. to pay for
medical treatment). Similarly, an awareness of their vulnerability to uninsured
risks can lead to the use of outdated, though less risky, production technologies.>

The objective of social protection is to break this vicious circle. This chapter
defines social protection as the total set of actions that are carried out by the State
or other players (e.g. commercial companies, charitable organizations and self-
help groups) to address risk, vulnerability or chronic poverty. This description
constitutes a compromise between the different positions taken by the relevant
international players with regard to the meaning of this term. The ILO’s defini-
tion is comparatively narrow. It sometimes uses the term “social protection” as a
synonym for “social security”.> In most cases, however, it prefers to use “social
security”, which involves only risks that are typical for people who derive their
income from paid labour.”

However, most other definitions are broader. The World Bank, for example,
considers that social protection encompasses all “public interventions to 1) assist
individuals, households, and communities to better manage risk, and 2) provide
support to the critically poor” (Holzmann and Jorgensen, 2000, p. 3). Similarly,
the Organisation for Economic Co-operation and Development (OECD) refers
to social protection as the “policies and actions which enhance the capacity of
poor and vulnerable people to escape from poverty and enable them to better
manage risks and shocks” (OECD, 2009, p. 10).

For empirical evidence on these effects see Bird (2001); Fafchamps and Minten (2008); Lichand (2010).
In at least one publication, social protection is defined as “the set of public measures that a society
provides for its members to protect them against economic and social distress that would be caused by
the absence or a substantial reduction of income from work as a result of various contingencies (sick-
ness, maternity, employment injury, unemployment, invalidity, old age, and death of the breadwin-
ner); the provision of health care; and, the provision of benefits for families with children” (Garcfa and
Gruat, 2003, p. 13).

In a recent major publication, for example, the term “social security” is taken to cover “all measures
providing benefits, whether in cash or in kind, to secure protection, inter alia, from (a) lack of work-
related income (or insufficient income) caused by sickness, disability, maternity, employment injury,
unemployment, old age, or death of a family member; (b) lack of access or unaffordable access to
health care; (c) insufficient family support, particularly for children and adult dependants; (d) general
poverty and social exclusion” (ILO, 2010, p. 13).
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Meanwhile, there is a growing consensus that social protection has three key
functions:

Prevention: To provide security to vulnerable households by reducing the likeli-
hood of their suffering a serious decline in well-being and possibly even falling
into absolute poverty. This goal can be achieved by a) reducing the likelihood of
risk occurrence (risk prevention); b) reducing the possible effects of risk occur-
rence (risk mitigation); or ¢) supporting households in their efforts to cope with
the effects of risks once they have materialized (see below).

Protection: To extend financial or in-kind support to the poor through the
redistribution of income within society.

Promotion: To expand the opportunities for the poor and vulnerable to raise their
productivity and income by encouraging them to take on the additional risks that
are associated with investing their savings in education and productive assets.

These three functions can be performed by social protection schemes in three
different ways:

by reducing ex-ante the likelihood of a risk event (risk prevention);

by limiting ex-ante the possible effects of a risk event (risk mitigation) through
the accumulation of savings (risk provisioning), insurance (risk sharing) or self-
insurance (risk diversification); and

by absorbing ex-post the effects of a risk event (coping with risk).

By fulfilling these tasks, social protection contributes to development in three
different ways (Cichon and Scholz, 2009; de Neubourg, 2009; Loewe, 2005a).
Firstly, it contributes to socio-economic justice by preventing people from falling
into poverty, by providing support to people in poverty and by helping people to
escape from poverty. Secondly, social protection contributes to productive invest-
ment and economic growth. It encourages low-income households, in particular,
to invest excess income in education and tools of production, and thereby mobi-
lizes local savings for productive purposes. Lastly, social protection contributes to
political stability and social cohesion. In the 19th century German Chancellor
Otto von Bismarck initiated the world’s first social insurance scheme mainly to
contain opposing socialist forces, to appease an underprivileged industrial work-
force and to build a German nation state, rather than out of any concern for the
poor or a feeling of solidarity. Indeed, politicians in many countries around the
world have since then followed this example.

Social protection is thus a cornerstone of a country’s social, economic and
political development.
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Social protection in developing countries

Social protection can be organized by the State, commercial companies, self-help
groups or other players. Most countries have social protection systems run by all
of them.

State-run social protection schemes are financed either by the contributions
of their members or by general tax revenues. Social insurance schemes, in partic-
ular, are financed by regular contributions and are usually linked to formal (con-
tractual) labour relationships. They are based on specified rules, often under-
pinned by law, and provide benefits when a member of the household
experiences a sudden shock due to a specific risk that is predefined by law (e.g.
old age, a disability, or the death of a breadwinner). Social insurance schemes can
thus effectively reduce the vulnerability of households that can afford to pay
some regular contribution in exchange for a reduced exposure to risk. Nonethe-
less, they address only a specific set of risks, which may not always include the
risks that constitute the most serious threats for their members. For example,
such schemes do not, in general, provide protection against harvest failure result-
ing from weather-related risks — even though these risks constitute a more serious
problem for many rural households than old-age or work injuries, which can be
managed through the mutual support of relatives and neighbours. In addition,
social insurance generally fails to help the extreme poor, who are unable to pay
even very small contributions, and thus tend to be excluded from social insur-
ance schemes.

Social transfer schemes help to prevent and alleviate both chronic and
transitional poverty. In addition, they normally address all kinds of risks, but
they tend to be less powerful in terms of reducing the vulnerability of house-
holds. Since they are financed by tax revenues, benefits are usually quite limited
and aim to prevent households from falling into severe poverty. However, they
are not able to prevent any deterioration in the well-being of richer households
because the benefits provided by social transfer schemes fall well short of
replacing their former income — something that social insurance schemes are
often able to do.

There are two types of social transfer schemes: “targeted” and “universal”
schemes. Targeted schemes grant benefits only to people in need, while univer-
sal schemes pay out to all households. Although the sum of the benefits
provided by targeted schemes is, as a rule, considerably smaller than the total
expenditure of universal schemes, their budgets are sometimes even higher
because of the targeting costs involved (i.e. the costs of identifying eligible
households).

Likewise, a distinction can be made between cash transfer schemes (e.g. social
assistance, social pension and basic income grant), vouchers (e.g. for education or
health services), and in-kind transfers (e.g. food rations or free public health care).
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In general, non-public social protection schemes are financed by contribu-
tions. This is particularly the case for schemes that are run by commercial compa-
nies (including private insurers, in which case the contributions are “premiums”),
by self-help groups (such as savings, credit and insurance groups) and by micro-
finance institutions. Even mutual support networks expect their members to give
their relatives and neighbours approximately as much as they have received from
others, the only exception being the charitable support provided by rich house-
holds to the poor for philanthropic reasons (see Table 2.1).

Overview of social protection schemes organized by the various players

Organized/ administered by: ~ Financed by members contributions Financed by taxes or the voluntary donations
(addressing vulnerability and specific risks) — of other households (addressing transient and
chronic poverty and a broad range of risks)

Government/public — Social insurance schemes — Social assistance schemes
authority — National provident funds — Universal cash transfer schemes
— Public credit schemes — Cash/food-for-education schemes

— Cash/food-for-work schemes
— “Free” public healthcare systems

Commercial/private — Commercial savings schemes
companies — Commercial credit schemes
— Private insurance contracts
Semi-formal self-help — Savings and credit clubs
groups — Mutual insurance associations
Traditional networks Mutual support networks Charitable support provided by the rich to

poor households

The main challenge for social protection policies in developing countries
results from the fact that the coverage of many schemes is quite limited, in terms
of both scale and scope. Indeed, social insurance schemes reach only a minority
of the population (see Figure 2.1). With only a few exceptions, old-age insurance
covers no more than 40 per cent of the labour force in middle-income countries
and 10 per cent of the labour force in low-income countries (ILO, 2010). At the
same time, less than 12 per cent of the population have private health or pension
insurance (Drechsler and Jiitting, 2005), and less than 5 per cent receive public
social assistance benefits (Barrientos and Holmes, 2007).

Efforts to extend social insurance coverage are often constrained for financial,
administrative and political reasons:

Most existing schemes are based on formal employment relationships and contri-
butions are shared by employees and employers. These rules are difficult to apply
in relation to people in unstable, informal employment, especially those who are
self-employed.

Social insurance organizations face administrative problems in terms of monitor-
ing the enrolment of workers in the informal economy, collecting their contribu-
tions and properly administering their claims.
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Groups of employees that are already insured often oppose the inclusion of addi-
tional groups in social insurance schemes, as they are afraid it will have an adverse

effect on them — especially when the new groups are on average poorer than they are.

Likewise, few countries have extended the outreach of their social transfer
schemes. Low-income countries are particularly constrained by budgetary consid-
erations. However, even middle-income countries are often reluctant to provide
more cash or in-kind support to those in need. Politicians often lack the commit-
ment needed for allocating public resources to population groups that are usually
not well organized and thus unable to exert pressure on their governments.

As illustrated throughout this book, commercial insurers also face difficulties
in attracting low-income customers:

Their administrative costs are usually relatively high, so they have to charge pre-
miums that are too expensive for low-income earners.

Commercial insurers face difficulties in obtaining important information on the
risk profiles and behaviour of people working in the informal economy and liv-
ing in informal settlements. Also, if they offer products to such customers, they
risk being confronted with the problems of adverse selection and moral hazard.
Many low-income households have little understanding of how insurance works,
mistrust insurance companies and hence often display little demand for insurance.

At the same time, insurance companies have few incentives to target low-
income households. In many developing countries, insurance markets are pro-
tected against foreign competitors, and the market of high- and medium-income
customers is more attractive. As a result, insurers do little in these countries to
make poor people understand their customary, sometimes complicated, products
and to raise awareness about the necessity to insure against risks. Finally, their
payout mechanisms are also often slow, which makes them rather unattractive
for poor people, who need rapid access to funds.

Community-based schemes represent a possible instrument for extending social
protection to the informal sector. However, such schemes also face a number of
constraints that may threaten their very survival. Indeed, they are usually marked by
low subscription rates, insufficient financial capacity, and organizational and mana-
gerial problems (Fonteneau and Galland, 2006; Jiitting, 2002; Meesen et al., 2002).

Social protection schemes in developing countries tend to cover only a lim-
ited range of the relevant risks. For example, they normally address only health
and life-cycle risks such as old age, a disability that prevents employment, or the
death of the main family breadwinner. Few feature unemployment insurance.
Hardly any schemes provide protection against natural risks, which are more of a
threat to many rural households than life-cycle risks.
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Microinsurance as a social protection tool

One possible instrument for filling these gaps is microinsurance. As a risk-pool-
ing tool, financed mainly by premiums, microinsurance invloves a horizontal
redistribution of income between peers with comparable risk profiles, rather than
on a vertical redistribution from the rich to the poor. At the same time, the prefix
“micro” indicates that the contribution rates are affordable for low-income
earners, with correspondingly limited benefits. Ideally, the scheme’s benefit
package, enrolment conditions and transaction formalities should meet the
specific needs of the target group.

A tremendous diversity of organizations have set up microinsurance schemes
that operate in line with this definition. This would include social insurance cor-
porations (e.g. the Comprehensive Social Insurance Scheme in Egypt), public
insurance companies (e.g. Janashree Bima Yojana offered by the Life Insurance
Corporation in India), commercial insurance companies, some healthcare pro-
viders (e.g. the Chogoria Hospital in Kenya), many microfinance institutions,
private welfare organizations (e.g. IRAM in Mozambique or Activists for Social
Alternatives in India), cooperatives (e.g. the Asociacién Mutual Los Andes in
Colombia) and community networks (such as harambees in Kenya).

If properly designed, microinsurance constitutes an efficient means of provid-
ing workers in the informal economy with social safeguards. In this way, it can
potentially contribute to closing the gaps in coverage that exist with the social
protection schemes operating in developing countries (see Figure 2.1). Empirical
studies from Bangladesh and India provide evidence that microinsurance can
(though it does not always) have a significant positive impact on several aspects
of multidimensional poverty (Hamid et al., 2010). For more on the impact of
microinsurance, see Chapter 3.

In addition, microinsurance can also play an important role in empowering
its members. Microinsurance contracts are often the product of a dialogue
between providers and the target groups, whereas public social protection
schemes are often created by purely top-down processes. As a result, microinsur-
ance can be responsive to the specific needs and preferences of low-income earn-
ers. In addition, successful microinsurance projects have a demonstration effect:
they raise awareness about the significance of providing protection against risks
and of pre-empting the likely consequences should they actually materialize.
Similarly, they show that collaboration within groups can strengthen the oppor-
tunities and position of the individual (Loewe, 2009b).

There are, however, some limitations to the potential of microinsurance (see
Loewe, 2006).

Firstly, microinsurance is not a substitute for a social transfer scheme because
microinsurance addresses vulnerability rather than chronic poverty, while social
transfers provide immediate support to people in poverty. Microinsurance
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schemes (in a broadly similar way to social insurance schemes) are financed by
their members’ contributions and are intended to mitigate the impact of any
possible future downturns in a member’s income and any unexpected rise in his/
her essential expenditure. Thus, they are not a suitable instrument for people
who have difficulty meeting their most basic daily needs, let alone making provi-
sion for future social needs. The extreme poor can only be safeguarded through
transfers financed by tax revenue.

In addition — again, unlike tax-transfer schemes and also unlike social insur-
ance systems — microinsurance schemes cannot (and are not meant to) redistrib-
ute funds from rich members of society to the poor. This weakness is explained
by the fact that enrolment in a microinsurance scheme is typically restricted to
low-income households. If a microinsurance scheme used contributions made by
rich members to cross-subsidize the benefits provided to poor members, it would
be attractive only to the poor.

Secondly, many households lack the opportunity to join a microinsurance
scheme because no such scheme operates in their vicinity. Microinsurance
schemes contribute in a way to equality and social justice: they provide people
with low and fluctuating income, who often cannot access other kinds of social
protection instruments, with the opportunity to mitigate their risks as well.
However, today microinsurance schemes cover only a limited portion of the
population in their respective countries. Indeed, many experts believe that
microinsurance will never reach a majority of the population, even under the
most optimistic of assumptions (Roth et al., 2007).

Governments and donors may support the expansion of microinsurance by
providing advice and promoting the creation of sound basic conditions. How-
ever, the fairness of providing financial subsidies to these schemes should be care-
fully considered, as they would favour the clients of the schemes at the expense of
households who do not even have a chance to join. Subsidies are problematic
because microinsurance customers are often not from the lowest income strata —
for example, because the very poor cannot afford even the premiums payable
under microinsurance schemes. However, government budgets in developing
countries are normally mainly financed from indirect taxes, which are borne by
all segments of the population, including the very poor. As a result, the subsidiza-
tion of microinsurance makes the very poor co-finance the benefits of house-
holds who are less poor than they are. Replacing indirect taxes with direct taxes
would improve the situation, but many countries face administrative difficulties
in collecting direct taxes.

Things look different if a large majority of the population, including the very
poor, has physical access to a microinsurance scheme and if only the premiums of
the poorest are subsidized. In this case, subsidies can be an instrument of pro-
gressive redistribution and eliminate concern about equity.
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Thirdly, microinsurance is more suitable for some risks than for others. Expe-
rience indicates that the problems tend to be least in life and disability insurance.
Insurance against extreme weather events is currently offered in a number of
countries, although this is much more difficult to design and manage (see Chap-
ter 4). Offering a micro-pension is also difficult as it requires a high degree of cus-
tomer trust in providers, especially since the benefits are payable decades after the
first premiums have been paid, not to mention the difficulty for the provider of
managing investments to yield the long-term returns that make future pension
payments possible. Until now, what has been sold in India under the label of
“micro-pension” differs little from a simple savings product, which contains no
pooling of risks. Contributions are defined while benefits depend on the interest
achieved by the insurer investing member funds in the capital markets. In addi-
tion, benefits are either lump-sum or annuities that are paid only until accumu-
lated funds are exhausted (although entitlements can be inherited when a cus-
tomer dies before her/his funds have been completely paid out). As a result,
clients bear the entire risk of interest rate instability and longevity of members
(Shankar and Asher, 2009).

As illustrated in Chapter s, health microinsurance also poses serious chal-
lenges. Health microinsurance generally refunds the costs of medical treatment
to policyholders, irrespective of their income or assets. That means that for any
given indemnification package the insurer expects to spend on average the same
amount on the benefits provided to all policyholders. Consequently, it cannot
sell the package to low-income clients at a lower price than that for high-income
clients. At best, it can offer poor clients a slimmed-down package that does not
cover certain illnesses, excludes very expensive medical treatments or is restricted
to a certain maximum annual amount. Insurance is most effective when it covers
very high expenditure: typically, many policyholders can provide for small
expenses through their own savings. Nevertheless, for low-income clients a lim-
ited-benefits package that refunds at least some healthcare costs (e.g. only in-
patient services) can still help in the absence of social health insurance schemes.

These considerations demonstrate how important it is to analyse the possible
effects of microinsurance using a systemic approach to social protection. Only a
holistic analysis can capture, for example, the interplay between health financing
and healthcare provision. Health microinsurance makes no sense if healthcare
services are not offered in the region concerned or if the services provided are of
very poor quality. Additional attention must also be paid to the contractual arrange-
ments and payment mechanisms agreed between microinsurers and healthcare
providers (see Chapter 6). A holistic analysis is needed to serve the three public
goals of equity, affordability and access to (quality) health services.

Furthermore, under normal circumstances microinsurance constitutes only a
second-best option when compared with social insurance. Membership of the
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latter can be prescribed by law, making redistribution among the insured possible.
The same health insurance package can then, for example, be sold to poor and rich
members alike, with payments made to poor members being partially financed
by the contributions of the richer ones. Moreover, social insurance schemes give
their members more legal certainty, as they are backed by the State, which must
ultimately take responsibility for all liabilities.

Despite these limitations, microinsurance can be a useful approach to social
protection in some very different settings, as illustrated in Figure 2.3.

Figire2.3  Possible roles of microinsurance as a social protection instrument

Yes State able and willing No
to build up social insurance?
Yes seelivamileling No Microinsurance as a substitute

to cover entire population

N Pt for social insurance (1st option)

Social insurance is best option Yes Social insurance potentially No
at least for standard risks attactive for entire population?
Linking microinsurance Microinsurance as an alternative
to social insurance (in parallel) to social insurance
(3rd option) (2nd option)
|
Social insurance providing No
comprehensive protection against
covered risks?
Microinsurance as a complement
to social insurance in order to allow households
to make full use of both (4th option)
Q In all cases P
Microinsurance as a supplement Microinsurance as a supplement
topping up social insurance benefit covering additional risks

(sth option) (sth option)

First, as a substitute for social insurance: microinsurance can be an option
where the State is unable or unwilling to build up social insurance schemes or
does not want to extend them to those working in the informal economy. Under
such circumstances, microinsurance can fill at least part of the widening gap that
results from a lack of governmental action. The mutual insurance schemes in
remote rural areas of Western and Central African countries are typical examples
of such a strategy.
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Second, as an alternative to social insurance: microinsurance can also play
a crucial role where social insurance schemes do exist, but are not (and unlikely
to become) attractive for all informal-sector employees. This may be due to the
fact that the risks covered constitute a major threat only for workers in the urban
formal sector, whereas farmers and workers in the informal economy are vulnera-
ble to other types of risk. Likewise, the contribution rates may be too high or the
payment procedures may not be appropriate for people with an irregular income.
Furthermore, the population may mistrust the systems administered and organ-
ized by public institutions.

In these cases, microinsurance can be built up in parallel as an alternative to
social insurance, with the result that households can opt for the kind of social
protection instrument that best suits their specific needs and preferences, i.e.
social insurance, microinsurance or traditional commercial insurance. For exam-
ple, in Viet Nam, a few cooperatives offer health microinsurance despite the fact
that every citizen not legally covered by the country’s standard social health
insurance scheme can enrol voluntarily at a moderate contribution rate in a sepa-
rate social health insurance scheme, which is also run by the official social insur-
ance corporation to meet the needs of people outside the formal economy
(World Bank et al., 2007). Similarly, Ghana allows independent mutual health
insurance schemes to co-exist with district health insurance schemes affiliated
with the National Health Insurance Fund (see Box 2.1).

Third, it can be linked to social insurance: microinsurance can help even
where social insurance is potentially attractive for the entire population. Some
countries face difficulties in integrating informal-sector employees into their
social insurance schemes even though — and this is in contrast to the second sce-
nario described above — their enrolment in them would benefit the large majority
of households in the country. The problem may be that the social insurance
administration is unable to reach rural areas, serve informal urban settlements or
convince low-income households of the merits of enrolment. Informal economy
workers may also be reluctant to enrol because they are not sufficiently aware of
their risks or mistrust the State. In Viet Nam, for example, many individuals do
not enrol in the country’s voluntary social health insurance unless they are suffer-
ing from serious health problems. In Tunisia, the number of informal-sector
employees contributing to the social insurance scheme increased only after the
Government added child allowances to the benefit package of the social insur-
ance scheme. Previously, these had only been part of the benefit package for for-
mal-sector employees and proved to be very popular among informal workers
(see Loewe, 2009).

In cases such as these, social insurance corporations may consider cooperating
with microinsurance providers, who act as their local agents. The task of these
agents is to convince households of the advantages of enrolling in social insurance
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schemes, foster trust in these schemes, register new members, collect their contri-
butions and pay out benefits to them. For example, some years ago, Thailand con-
sidered extending the coverage of its voluntary social pension insurance to informal-
sector employees in this way. To ensure that premium collection and benefit payment
mechanisms are tailored for the target group, the social insurance administration
recognized the advantages of cooperating with local agents — not just occupa-
tional organizations and trade unions, but also with microinsurance institutions.
In addition, new social insurance schemes can be built on the basis of existing
microinsurance schemes, as in the case of Ghana’s national health insurance system
(see Box 2.1). The public social insurance entity can serve as an umbrella organisa-
tion that provides expertise and reinsurance to microinsurers and coordinates
their activities. Furthermore, the umbrella organization can harmonize the benefit
conditions of the affiliated schemes to create equal opportunities for all members.
The microinsurance organization can then take on the role of an agent that acts
as the local representative of the national social insurance entities. Finally, the
microinsurance schemes can be fully integrated into the social insurance scheme.

The National Health Insurance Act of Ghana

After independence, Ghana built up a tax-financed public health system provid-
ing essential health services free of charge to the entire population. However, in
1985, the Government introduced user fees in the health system as part of a
broader structural adjustment programme. Equity in access to essential services
deteriorated rapidly. As a consequence, more than 150 mutual health insurance
schemes were founded between 1990 and 2003, mostly providing protection
against the catastrophic healthcare costs for in-patient medical treatment for
more serious illnesses.

In 2003, the Government announced the National Health Insurance Act, mak-
ing it compulsory for all citizens to enrol with either 1) a district mutual health
insurance scheme; or 2) a private commercial insurance scheme; or 3) a private
mutual health insurance scheme. Existing mutual health insurance organizations
had to choose whether to remain independent or to become a district scheme affil-
iated to the newly established National Health Insurance Fund (NHIF), which
acts as both a reinsurer and the supervisor of the district schemes. In the latter case,
the mutual health insurers must offer a fairly comprehensive package of services,
including the reimbursement of at least 95 per cent of the costs of most in-patient
and outpatient services and a number of drugs (i.e. with the exception of antiretro-
viral drugs, assisted reproduction, and cancer treatment). Their sources of funding
include member contributions (a payroll deduction of 2.5 per cent for formal-sec-
tor employees and a flat premium of about €6 (US$8.50) per annum for informal-
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sector workers), donations, donor grants and a significant government subsidy
financed by a special levy of 2.5 per cent on the sale of selected goods. In districts
without any mutual health insurance scheme cooperating with NHIE the Govern-
ment itself established a mutual health insurance scheme.

Ghana thus provides an example of microinsurance schemes operating both
as an alternative to the public social insurance scheme and being linked with it
for mutual advantage.

In 2008, the district health insurance schemes affiliated with the NHIF cov-
ered 42 per cent of the urban and 36 per cent of the rural population. Poor
households in particular refrained from enrolling in the system because contribu-
tion rates appeared to be too expensive. For this same reason, only about 20 for-
merly independent mutual health insurance schemes had linked themselves to
the NHIF by 2007. Most others continued to offer much smaller benefit pack-
ages at much lower contribution rates. It should be noted, however, that these
independent schemes covered an even smaller share of the population: 1.3 per
cent in urban areas and 0.9 per cent in rural areas.

Nevertheless, the long-term solvency of the NHIF is at risk. Three-quarters of
its spending is covered by the Government, while only a quarter is covered by
member contributions. One reason for this is that only 38 per cent of all mem-
bers actually pay their premiums. Children and very poor households are covered
at no charge. In addition, the administration costs of the affiliated mutual health
insurance schemes are rising, partly because the readiness of their members to
manage their schemes for free vanished once they had to use uniform benefit
packages and conditions imposed by the State.

Sources: Adapted from Gebrke, 2009; Lethourmy, 2010; Brugiavini and Pace, 2010.

Fourth, as a complement to social insurance: microinsurance can be
crucial even where social insurance schemes cover the most serious risks faced by
households. This is particularly true where social insurance only covers a part of
the costs incurred due to the negative shocks associated with these risks. Viet
Nam’s social security organization, for example, runs an attractive voluntary
social health insurance scheme for workers in the informal economy. Having
said this, the scheme only reimburses health treatment costs and not the trans-
portation costs incurred for a visit to a hospital. Hence, the package offered is
almost worthless for poor households in remote rural areas because of high
transportation costs. The Vietnamese Ministry of Labour, Insurance and Social
Affairs (MOLISA) has therefore decided to support — in cooperation with the
Deutsche Gesellschaft fiir Internationale Zusammenarbeit (GIZ) — poor rural
communities in setting up social risk funds that provide, among other things,
compensation to their members for health transportation costs (see Box 2.2).
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These funds and the national health insurance scheme are thus “complementary”
in a very narrow sense of this word, as both would be obsolete for many rural
households in rural Viet Nam without the presence of the other.

In the same way, microinsurance providers could cover the cost of essential
drugs. Social health insurance schemes in many developing countries pay for all
kinds of medical care, but often not for medication, which is particularly expen-
sive. However, without drugs, many medical therapies are useless. So here again
microinsurance can prove an effective complement to other health insurance
arrangements.

The Viet Nam social risk funds

Under the poverty reduction programme, GIZ supports MOLISA in developing
and piloting social risk funds (SRFs) in four communes in Viet Nam. Their aim
is to provide relief when certain events negatively impact households in the com-
munities concerned and thus to reduce the vulnerability of the poor.

The SRFs are another far-from-perfect example of microinsurance, as they have
been heavily subsidized and therefore are a type of social transfer programme rather than
a microinsurance scheme. However, they are intended to reduce reliance on subsidies
and illustrate how social insurance and other social protection schemes (those financed
both by subsidies and by member contributions) can function as real complements.

The SRFs provide death benefits if either of a family’s two main breadwinners
dies, and reimbursement of the costs of transporting a patient to hospital and
accommodation and food for one accompanying caregiver.

This list of benefits is based on target group preferences. Its composition can
only be understood against the background of Viet Nam’s public social insurance
agency offering a comparatively cheap health insurance product, which covers most
medical treatments, but not travel costs. The product is thus attractive for people
living in towns, but less so for the inhabitants of remote areas who would have to
travel a long way to make use of the health insurance package offered by the State.
Buying it only makes sense in rural areas in combination with the SFR coverage.

The SRFs are financed by member contributions, government subsidies and
the financial support provided by GIZ. Currently, about 70 to 80 per cent of the
total cost of running the SRFs is covered by member contributions. This might
be the reason why MOLISA and GIZ rightly avoid using the term “insurance”
for these funds. However, contribution rates have already increased significantly
over the last few years and should cover almost all expenditure in the near
future.

Source: Adapted from GTZ, 2009.
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Fifth, as a supplement to social insurance: in all cases, the role of micro-
insurance may also be to top up the benefits granted by social insurance schemes.
This option may sound similar to the previous option (microinsurance as a com-
plement). The difference is that in the former case, the presence of both micro-
insurance and social insurance are crucial for each to have a significant positive
impact on the members. While here, microinsurance and social insurance simply
cover different risks or different effects of the same risk, microinsurance may, for
example, grant a supplementary pension to retirees. Or microinsurance may
cover specific illnesses such as cancer or HIV/AIDS if they are excluded from the
cover provided by commercial and social insurance schemes. However, their
treatment is often excluded on the grounds that it is exceptionally expensive, and
therefore cover might be too expensive for microinsurance. For example, a
microinsurance scheme in Jordan, exclusively covering the treatment of cancer,
has thus far attracted only middle- to high-income households, as low-income
people consider premiums too expensive (Loewe, 2001).

In the same way, microinsurance may provide protection against risks that are
currently not covered by social insurance, i.e. droughts, animal diseases, earth-
quakes, floods, typhoons and crop pests. These risks are not among those that
international agencies, including the ILO, identify as the core household risks for
which governments should provide social protection for their citizens. As a
result, they are often neglected in social policy strategies, despite the fact that
they may constitute a more serious threat to many people than many of those
listed in the ILO’s Social Security (Minimum Standards) Convention, 1952 (No.
102). One reason is that it is possible to manage risks such as old age, work disa-
bility or illness through financial pooling, even among rural communities, while
weather-related risks are covariant, i.e. they affect all the people in a given region
at the same point in time. In addition, it is perilous for an insurer to offer com-
pensation for harvest failure due to weather events (e.g. drought, a severe cold
spell or a flood) because the potential for moral hazard would be enormous: once
farmers have signed a contract for harvest insurance, they have less of an incen-
tive to ensure that their harvest remains good even when an extreme weather
event occurs. In addition, they may exaggerate the extent of a harvest failure, and
it would be difficult for insurers to detect such misreporting (Loewe, 2009b).

For this reason, many recently established weather insurance schemes are
index-based (see Chapters 4 and 11). They cover only one or two risks that may lead
to harvest failure, and compensation for insureds depends on an objective trigger
that is easy to monitor. Many are thus deficit and excess rainfall insurance schemes
rather than direct compensation for a farmer's actual loss in terms of harvest failure
or loss of assets. For example, under the deficit rainfall insurance offered by the
Horn of Africa Risk Transfer for Adaptation (HARITA) scheme in Ethiopia (see
Box 4.3), benefits are granted to all policyholders within a region if in any single
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year precipitation fails to exceed 50 or 70 per cent of its long-term annual average.
Certainly, the indicators used by such insurance schemes are imperfect proxies for
the losses incurred by farmers. Some may experience significant harvest losses even
when precipitation is higher than 30 per cent of average levels, while others may
have acceptable harvests even after droughts. The identification of an indicator
that is easy to monitor and still a good proxy for harvest failure is, therefore, crucial
for the attractiveness and success of weather insurance schemes (Gehrke, 2011).

Conclusion: The need for a systematic approach

This chapter shows how important it is to view microinsurance within a broader
social protection framework. Microinsurance has the ultimate goal of providing
social protection, i.e. reducing poverty and vulnerability through the provision of
support to low-income households in their efforts to manage risks. However, it is
just one of several options for reaching this goal, and not necessarily the most
efficient one. Therefore the potential of microinsurance should always be assessed
in relation to other social protection instruments: Can the goal of reducing the
vulnerability of households against risks be better achieved by other social pro-
tection instruments? Does the building up of a microinsurance scheme under-
mine the attractiveness and financial viability of other, existing social protection
schemes? In addition, microinsurance schemes should not be evaluated purely on
the basis of technical criteria such as financial sustainability and rates of return,
but also in terms of their impact on the poor and vulnerable groups in society.
The promotion of microinsurance should also be part of a systemic approach
that is oriented towards the ultimate goal of protecting as many households in a
country against as many of their risks as possible. From a social protection perspec-
tive, it is crucial to keep in mind that the benefits of microinsurance are often most
effective when combined with other complementary social protection instruments
such as social insurance or social cash transfers, and when it is embedded into a
broader social protection framework. These linkages create synergies that maxi-
mize the potential of microinsurance as a risk management tool, especially for
those population groups that are most vulnerable. Different segments of the popu-
lation would be able to choose between several social protection instruments and
to select the one that best fits their specific needs and preferences. The main ques-
tion to be answered in each national context is, therefore, the role that microinsur-
ance should play among the plethora of social protection instruments available.
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What is the impact of microinsurance?

Ralf Radermacher, Heidi McGowan and Stefan Dercon

The authors would like to acknowledge useful comments on the earlier version of this chapter received from
Aparna Dalal (ILO) and Dirk Reinbard (Munich Re Foundation).

Insurance is not an end in itself. Households purchase (and donors support the
development of) microinsurance because they want to manage risks better. Does
microinsurance improve risk management and reduce the vulnerability of low-
income households? Does microinsurance improve the well-being of clients,
their families and communities?

Based on a systematic literature review, this chapter takes stock of what we
know so far about the impact of microinsurance on low-income households and
their livelihoods. After defining impact and reviewing its importance, it describes
the challenges involved in performing accurate impact evaluations and summa-
rizes the currently available literature on the impact of microinsurance. Using
insurance theory, it explains the expected impact of microinsurance and com-
pares it to evidence from the literature. The chapter concludes with trends
observed thus far and describes the remaining knowledge gaps in the hope of cat-
alysing additional work in this field.

Most of the rigorous impact assessments available focus on health insurance
in Africa and Asia. The evidence is mixed. There are robust findings proving that
health microinsurance reduces out-of-pocket health expenditure and increases
the utilization of healthcare services. Knowledge on other impacts and impacts of
other products is limited. Given the complexity of health insurance, the insights
presented below should be considered as a contribution to our understanding of
microinsurance benefits, rather than an evaluation of whether health insurance
can revolutionize protection against health shocks in developing countries.

What is impact?

Impact encompasses the changes that microinsurance makes to the economic
or social circumstances of insured people or their households, enterprises or
communities. It can be positive or negative, affect both insured and uninsured
populations, occur either before, ex-ante, or after, ex-post, insured events
happen, and have micro-, mezo- and macro-level implications, often in ways
that are linked. For example, livestock cover can provide payouts that smooth
household consumption ex-post after animals become sick or die, but can also
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pre-emptively encourage households to reallocate money they may have saved
for such emergencies to other more profitable ends ex-ante, before any
problems occur. Similarly, health microinsurance can improve policyholders’
health through increased access to care, which can additionally reduce local
disease burdens and thus improve the health of nearby uninsured people too.
As impact is multi-faceted and manifests itself in different ways, we need to be
aware of each intervention’s myriad potential effects and their relationships to
each other.

Why is impact (and evaluating impact) important?

Impact defines the value of microinsurance for clients and by extension
its worth to microinsurers. In the absence of impact (or the degree of impact
that customers expect given the premiums they pay), people will neither
purchase nor renew policies and the market will fail. Impact is therefore
crucial to achieving profitability, as well as important poverty-alleviation
objectives for commercial- and development-oriented microinsurance pro-
viders.

Impact analysis should also be discussed within the broader client
value framework presented in Chapter 15, creating an iterative cycle whereby
the analysis of product impact feeds back naturally into product and
process design. A process of impact evaluation is designed to allow micro-
insurance products to be developed, refined and improved over time. In this
respect, impact assessments complement other, often less rigorous, market
research and client satisfaction studies that provide information for micro-
insurance product development. While the latter studies focus on improving
impact, the impact assessments attempt to prove the impact of micro-
insurance.

Different stakeholders assess impact for a variety of reasons. Donors do so
to gauge the success of funded projects and determine which prospective
interventions to support. By contrast, governments evaluate impact to assist
them in defining national policy and specific regulations. Investors want to
ensure that their microinsurance investments are well placed to capture the
market by providing value to clients. Lastly, microinsurers perform impact
assessments to evaluate and improve their products effectiveness. Taken
together, impact and its evaluation are key to the successful development of
microinsurance.
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How is impact assessed?

The challenge of impact assessment is to properly attribute causality to the inter-
vention in question (in this case insurance). For example, if a person purchased a
health product and subsequently used more medical care, would the insurance cover
be responsible? What if the price of clinic consultations had simultaneously dropped,
or if the person’s subscription had coincided with the beginning of the rainy season,
and by extension the increased incidence of diseases such as malaria? Given these
possibilities, the best way to determine impact involves studying the same person
twice — once with insurance and once without — over the same period. Since this is
impossible however, researchers use various techniques to select uninsured
comparison groups to determine what would have happened in the absence of
insurance.

However, choosing comparison groups is also difficult because a mere
comparison of the results of insured and uninsured individuals, for instance,
disregards characteristics that can influence both the insurance purchasing deci-
sions and outcomes of the people in question. If those buying insurance are
generally more ill, for example, they might use more medical care regardless — a
phenomenon known as self-selection in impact analysis and adverse selection in
insurance. Impact assessments that fail to take account of self-selection are suscep-
tible to bias, or the systematic over- or under-estimation of an intervention’s
actual effects.

Impact evaluations must therefore create suitable control groups — a challenge
that different study designs overcome with varying degrees of success. Randomized
controlled trials (RCTs), for example, are considered in this respect the most rigor-
ous approach available. By randomly allocating study subjects to receive insurance
or not, RCTs distribute the observable and unobservable characteristics that could
potentially influence the outcomes equally on average across the insured treatment
group and uninsured control group, for sufficiently large sample sizes.

RCTs are often complicated, expensive and impractical to implement, and
subsequently less robust techniques predominate instead. Of these, “quasi-exper-
imental” approaches, which use statistical or econometric procedures to improve
the affinity between comparison groups, are considered more rigorous.

However, the majority of currently completed microinsurance impact
assessments merely contrast study subjects’ results without correcting for the self-
selection bias. As such — and even after using a method called regression analysis to
take account of mitigating factors such as income, race or gender — they produce
information that is susceptible to bias and thus have to be considered with
caution.!

For a more in-depth discussion of research design for microinsurance impact assessment, see Rader-
macher et al. (2012).
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The current literature

Since microinsurance is a relatively new intervention few impact assessment stud-
ies have been performed, which is exacerbated by a lack of standard indicators
and research protocols for evaluating programmes.? Many of the existing
studies also faced methodological problems that make it difficult to determine
whether the reported effects were caused by the policies under consideration.
These approaches include evaluations that merely compare the levels of
variables of interest, such as the incidence of incurring catastrophic expenditure
across groups of insured and uninsured individuals or households, which is
extremely exposed to the bias described above. While some studies take
account of extraneous influential factors such as levels of education, household
incomes and the proximity to medical facilities using regression analysis, this is
often not enough to establish the magnitude (or even direction) of the effects in
question.

The studies presented here were selected because they were sufficiently
rigorous impact assessments of microinsurance schemes. To qualify as suffi-
ciently rigorous, only studies using a minimum of regression analysis were con-
sidered.’ Microinsurance is defined as the contractual protection of low-income
people in developing countries against specific, pre-defined risks and in
exchange for premiums (Churchill, 2006) — a definition with four facets that
merit elaboration. First, low-income people are classified as those earning either
less than two US dollars per day or half of a country’s average per-capita annual
income. Second, developing countries are those designated as such by the World
Bank (2011a). Third, qualifying risks include cover for health, funerals, life,
livestock, accidents, disability, property, natural and man-made disasters, and
agriculture. And fourth, premiums are paid by the insured for a specific cover
and term.

In 2006, Pamela Young and co-authors proposed twelve intermediate and long-term indicators for
evaluating health-related microinsurance schemes. While some of these measures were incorporated
into subsequent studies, the microinsurance field still lacks generally accepted indicators for common
use. Impact Working Group of the Microinsurance Network (2011a) is currently developing standard
measures for health, agricultural, life, disaster, property and accident or disability-related microinsur-
ance to correct this problem.

While efforts were made to locate all qualifying studies, the selection analysed in this chapter is not
necessarily exhaustive. The authors would have preferred to include only experimental or quasi-exper-
imental evaluations, but these were scarce at the time of publication.
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The 21 evaluations that were retained for the final analysis and are discussed in
this chapter assessed approximately 110 schemes, of which all but three were
health insurance schemes. Nine studies assessed schemes in sub-Saharan Africa,
three in the Indian sub-continent, four in China, four in South-East Asia and one
in the former Soviet Union. All of the studies were published after 2000 and
more than half either during or after 2008. This bias is due to the fact that health
policies are easier to assess because they cover events that occur more frequently
than the deaths of beneficiaries. Therefore, it is faster, and hence cheaper, to gather
the volume of claims data necessary to perform accurate analyses of health
insurance schemes.* On the other hand, as described in Chapter 5, health
insurance is also one of the most difficult products to deliver in a viable way.
Consequently, the results presented below should be considered as a contribution
to the sector’s understanding of microinsurance benefits, rather than an evalua-
tion of whether health insurance can revolutionize protection against health
shocks in developing countries.

While the authors identified numerous other evaluations of Indian micro-
insurance offerings,’ these studies were not analytically robust enough to merit
inclusion according to the selection criteria outlined above. Similarly, seven
methodically rigorous evaluations of Latin American policies were located,® but
the schemes in question were all fully subsidized and thus were not considered in
this review.

The increasing number of studies employing regression or more sophisticated
analytical techniques parallels a growing trend towards determining the precise
causal effects of anti-poverty interventions in the economic development com-
munity. Of the 20 current and on-going assessments of microinsurance schemes
listed online by a stocktaking initiative of the Microinsurance Network’s Impact
Working Group, 16 use randomized controlled trials, which will vastly improve
the availability of credible information on the impact of microinsurance (Impact
Working Group of the Microinsurance Network, 2011b).

Interestingly, health scheme assessments are not immune to the attribution problems that plague eval-
uations of other types of microinsurance. If measures of subscribers’ health status fail to improve after
they have purchased a micro-health policy, for example, both the product itself and the quality of its
benefits package could potentially be responsible. Put another way, increased access to health care will
not provide dividends if the scheme’s contracted doctors are poorly-trained or under-equipped.
Devadasan et al., 2004; Devadasan et al., 2007; Dror et al., 2009; Ranson, 2002; and Ranson et al., 2006.
Barros, 2008; Fitzpatrick, Magnoni and Thornton, 2011; Gakidou et al., 2006; Galarraga et al., 2008;
King et al., 2009; Thornton et al., 2010; and Trujillo, Portillo and Vernon, 200s.
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Hence, this chapter considers primarily market-based health insurance
in Africa and Asia. The evidence is mixed. There are robust findings proving
that health microinsurance reduces out-of-pocket health expenditure and
increases the utilization of healthcare services. Knowledge on other impacts and
impacts of other products is limited. Unless otherwise specified, too little
information is available to draw conclusions about the presence, direction and
magnitude of the impacts considered. Interestingly, as presented in Box 3.1,
a parallel review of subsidized (social) health protection schemes yielded very
similar results.

Impact of social health insurance schemes

Acharya et al. (2011) summarizes the literature on the impact of subsidized
health insurance schemes that have been offered, mostly on a voluntary
basis, to the informal sector in low- and middle-income countries.
A substantial number of papers have provided estimations of the average
intention-to-treat effect on those insured. In this review, only those papers that
took into account the problem of self-selection in insurance were selected and a
few that estimated the average intention-to-treat effect. In general, the take-up
of the insurance schemes is in many cases less than expected and the evidence
of impact on utilization, protection against financial risk and health status
inconclusive. However, once taken up, a few insurance schemes afford
significant protection against incurring high out-of-pocket expenditure. Many
of the schemes provide lower protection for the poorest. More information is
needed to understand the reasons for low enrolment and why the insured poor
do not seem to have consistently lower out-of-pocket expenditure than those
who are uninsured. Summarizing the literature was difficult due to the lack of
(i) uniformity in the use of meaningful definitions of outcomes that indicate
welfare improvements and (ii) clarity in how selection issues were taken into
account.
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Expected and observed impact of microinsurance

According to insurance theory, microinsurance works — like all insurance — by
replacing “the uncertain prospect of losses with the certainty of making small,
regular premium payments” (Churchill, 2006). This is because individuals want
to “smooth” or balance their consumption across different “states of nature” or
possible real-world outcomes such as health, sickness, abundant harvests and
droughts. For example, when comparing the experience of one year of excessive
consumption and one year of starvation, most individuals would choose — and
purchase insurance to secure — two years of average consumption. This is because
excessive consumption does not increase satisfaction (or what economists call
utility) as much as starvation lowers it (Gruber, 2007).

By equalizing consumption across variable states of nature, microinsurance
provides policyholders with four main categories of possible benefits: financial
protection, access to services, psychological effects and impact on the commu-
nity. Financial protection is two-fold, occurring both ex-post when microinsur-
ance cushions households from the economic implications of actualized risks,
and ex-ante when it permits the reallocation of resources to more effective and
profitable uses. Access to services, on the other hand, encompasses the beneficiar-
ies’ ability to efficiently utilize insurance, the quality of benefits provided and
changes to related outcomes like health status or school enrolment rates. Psycho-
logical effects comprise changes to subscribers’ emotional well-being such as
developing feelings of empowerment or peace of mind. And finally, impact on
the community includes spill-over effects that concern the entire population liv-
ing in areas where microinsurance is provided, for example creation of jobs or
improved healthcare infrastructure. Across these categories, microinsurance is
believed to affect people by introducing new benefits and displacing or reducing
the need to pursue traditional, but theoretically less efficient, risk management
strategies.

Table 3.1 overleaf summarizes the framework and outlines the main results
from the 21 studies, which are presented in more detail in the following sub-
sections.
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Tubles.:  Impact assessment framework and evidence from studies reviewed
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Aggarwal 2010 Yeshasvini Health  India o/- + + o 4+ + +/o
Caietal. 2009 n.a. Livestock China +
Chankova 2008 32 West African ~ Health ~ Ghana, +/o +/o +/o
etal. schemes Mali,
Senegal
Diop etal. 2006 32 West African ~ Health ~ Ghana, +/o +/o +/o +
schemes Mali,
Senegal
Franco 2008 Four Equity Health ~ Mali + + +o o+
etal. Initiative schemes
Gineand 2007 n.a. Weather Malawi -
Yang index
Gnawali 2009 Nouna Health Health  Burkina +/o
etal. District Scheme Faso
Gumber 2001 VimoSEWA Health  India o + -
Jowett 2004 Vietnam Health Health ~ Viet Nam + +
etal. Insurance
Jiitting 2004 Four ‘mutuelles” Health  Senegal + +
Leiand 2009 New Cooperative Health ~ China o + +lo +lo
Lin Medical Scheme
(NCMS)
Morsink 2011 PAID Plan Natural  Philip- +/o  +
etal. disaster  pines
Msuya 2004 Community Health  United Re- +
etal. Health Funds public of
Tanzania
Polonsky 2009 Nine Oxfam- Health  Armenia + +
etal. funded schemes
Ranson 2001 VimoSEWA Health  India + o
Schneider 2001 54 community ~ Health  Rwanda + +
and Diop health schemes
Sepehri 2006 Vietnam Health Health  VietNam  +
etal. Insurance
Smith and 2008 32 West African  Health ~ Ghana, +/o +/o
Sulzbach schemes Mali,
Senegal
Wagstaff 2009 New Cooperative Health ~ China  +/o/- +/o +
etal. Medical Scheme
Wagstaff 2005 Vietnam Health Health  VietNam  + + +/o +lo
and Insurance
Pradhan
Yipet.al 2009 Rural Mutual Health  China +o  +
Health Care,
NCMS

Note: The results relating to equity are not included for the reasons discussed in the text.
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Financial protection

Financial protection occurs when microinsurance safeguards low-income house-
holds from using inefficient coping mechanisms in response to shocks and stress.
These mechanisms can include depleting savings and additional supplies of goods
like food and livestock, selling valuable and sometimes income-generating posses-
sions, borrowing at typically high interest rates, adjusting labour supply, altering
purchasing and consumption patterns, engaging in reciprocal mutual support
practices, capitalizing on self-help group memberships and withdrawing children
from school to generate the resources necessary to handle the shocks involved.

As such, microinsurance is primarily aimed at preventing undesirable events
from exacerbating and entrenching policyholders’ poverty. The extent to which
microinsurance reduces the need for people to employ these coping mechanisms is
explored below, both directly and as measured by three commonly assessed ex-post
financial protection metrics: expenditure on goods and services, raising funds and
the ensuing changes to people’s income and consumption-smoothing patterns.

Besides reducing reactive measures taken by households in crisis, the financial
protection provided by microinsurance theoretically allows individuals to proac-
tively make decisions that improve their incomes and standards of living. These
include choices related to asset accumulation and resource allocation. Regarding
asset accumulation, individuals are believed to be more likely to purchase pro-
ductive goods, such as ovens or tractors, when the financial repercussions of los-
ing or breaking them are mitigated.

Similarly, microinsurance is believed to encourage “households to allocate
resources to more profitable ends (which were previously precluded for being too
risky)” (Morduch, 1995). For example, in the absence of agricultural insurance,
farmers hedge against uncertainty by planting a variety of crops that can survive
diverse weather conditions. Thus, if particularly poor weather ruins a portion of
the harvest during the growing season, farmers will still be in a position to sell or
consume. While this arrangement protects them from growing a single crop that
fails completely or falling victim to a collapse in commodity prices, it also pre-
vents people from growing more of the most high-value items or from achieving
economies of scale in purchasing crop inputs— circumstances which microinsur-
ance is supposed to alleviate.

In this context, labour is thought to be another allocable resource, with low-
income people engaging in several income-generating activities to manage uncer-
tainty in the absence of insurance. Therefore, if flour prices soar or rains make the
roads impassable, for example, bakers and taxi drivers can rely upon other lines
of work. While these arrangements are appropriate if risks are unmitigated, they
prevent people from maximizing their incomes and productive output and there-

fore present another conduit through which microinsurance can impact clients.
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Expenditure

Indicators of microinsurance’s impact on policyholders” expenditure, including
out-of-pocket (OOP) and catastrophic spending, provide key measures for
financial protection. Besides coinsurance and deductibles paid to obtain covered
goods and services, OOP costs encompass charges incurred while accessing these
benefits, including transportation, bribes, and related products and procedures,
such as drugs and laboratory testing that are not insured. OOP costs exclude the
value of opportunities (like paid labour) forgone while accessing insurance cover
because they constitute direct monetary outlays. Similarly, they are calculated
after policies are purchased and do not include premiums.

OOP expenditure becomes catastrophic when it absorbs a considerable
amount of annual household income (often defined as 10 per cent).” While fre-
quently used in the context of expensive hospitalization, this measure is applica-
ble to all insurable risks, including death, disability, theft and disasters. When
microinsurance absorbs the costs of these events, it reduces or avoids the inci-
dence and depth of the resulting outlays and accompanying descent of house-
holds into (deeper) poverty.

Twelve of the reviewed studies examined the effects of microinsurance on
OOP spending: of these, six, three and three found unambiguously positive,
mixed positive and insignificant, and completely insignificant results, respectively.
In the positive category, for example, Jiitting (2004) detected a 45 to 51 per cent
decrease in OOP spending among the policyholders of four Senegalese commu-
nity-based health insurance organizations (“‘mutuelles”) in comparison to non-
members. Conversely, among the mixed results, Chankova et al. (2008) found
that while Ghana’s Nkoranza scheme and those Senegalese mutuelles which pro-
vided in-patient coverage significantly reduced members’ hospitalization costs,
neither the mutuelles nor four of Mali’s Equity Initiative plans protected clients
against OOP expenditures incurred for outpatient care (the Ghanaian and Mal-
ian policies did not provide outpatient and in-patient care benefits, respectively)
— a result the researchers attributed to coinsurance rates ranging from 25—s0 per
cent per visit. Of the wholly insignificant findings, meanwhile, Wagstaff et al.
(2009) determined that China’s New Cooperative Medical Scheme (NCMS) had
no statistically significant effect on average household OOP expenditures — a
result confirmed by each of Lei and Lin’s (2009) five estimation strategies and
attributed by Wagstaf’s team to “narrow cover and high coinsurance rates”.

There is some debate on what parameters most accurately capture catastrophic expenditure: researchers
for the World Health Organization, for example, define catastrophic costs as exceeding 40 per cent of a
household’s “capacity to pay”, which in turn constitutes total houschold income minus subsistence
expenditure (Xu et al., 2003).
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Evidence of microinsurance’s impact on the incidence and extent of cata-
strophic expenditure is conversely scarce. Of the studies considered here, only
Wagstaff et al. (2009) ascertained that while China’s New Cooperative Medical
Scheme reduced the occurrence of catastrophic spending among its poorest tenth
of subscribers, it increased the incidence amongst members in deciles 3 to 10, an
observation they attributed to supply-side factors like price schedules that incen-
tivized the provision of costlier high-tech care.

Mobilizing funds

Three of the well-documented ways that low-income people raise funds to afford
the OOP expenses following adverse events are selling assets, depleting savings
and borrowing (Lim and Townsend, 1998). While selling assets, particularly pro-
ductive ones, reduces future income and/or consumption, each of these tech-
niques further slows households’ progress out of poverty and lowers their ability
to absorb future uninsured shocks and can perpetuate these problems across gen-
erations if the loan cannot be repaid easily or quickly. By enabling policyholders
to mitigate the effects of unfortunate events without resorting to these practices,
microinsurance is believed to protect their assets and savings. Schemes that pro-
vide cashless claims arrangements (see Chapter 6) instead of reimbursing the
insured are believed to be more effective in this respect because they eliminate
the need to pay out a lump sum before the insurance reimburses the cost of the
service.

Since just two studies have analysed microinsurance’s impact on raising
funds, it is hard to provide a conclusive answer. Aggarwal’s (2010) investigation
of India’s Yeshasvini scheme found that subscribers borrowed approximately 30
to 36 per cent less to finance surgery than their uninsured counterparts. With
the inclusion of asset sales, Yeshasvini’s lower-income policyholders were addi-
tionally determined to borrow and sell at a statistically significant 61 per cent
less to fund their use of primary health care (see Box 3.2). Similarly, an assess-
ment of a Filipino typhoon re-housing scheme by Morsink et al. (2012) found
that it mitigated the extent to which policyholders pursued coping strategies
that included selling assets and exhausting savings after typhoons damaged their
homes.
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Impact of “Yeshasvini” Health Insurance Programme in India

Aggarwal (2010) evaluated the Yeshasvini scheme that provides voluntary
health microinsurance to members of rural cooperative societies and their
families in India’s Karnataka state. Its benefits include surgery, free outpatient
consultations and discounted laboratory tests when ill. At the time of Aggarwal’s
research, its 2.7 million members paid annual premiums of US$2.40 for cash-
less coverage of up to US$4 000 available in a network of 349 specially-selected
hospitals. The plan is administered by a tripartite alliance of public, private and
cooperative sector organizations and subsidized by the state government and
private contributors.

The main evaluation question was: How does the Yeshasvini scheme impact
out-of-pocket expenditures, fund mobilization, income and consumption
smoothing, healthcare utilization rates and treatment outcomes? Aggarwal used
a quasi-experimental technique called propensity score matching, whereby
uninsured comparison households are individually matched to participating
households based on their probability of enrolling given the presence of partic-
ular observable characteristics (like earnings and years of education). This
approach reduces bias by creating more comparable treatment and control
groups, but does not account for the effects of self-selection based on unobserv-
able factors (like risk-aversion or engagement in unsafe activities). The study
used a sample of 4109 randomly-selected households covering 21630 people in
82 villages in rural Karnataka state.

In the event of surgery involving catastrophic expenditures, Yeshasvini sub-
scribers borrowed 30 to 36 per cent less than uninsured patients and spent up to
74 per cent less from sources including personal incomes and savings. Besides a
higher incidence of surgery, member households reported 6 to 7 per cent more
medical consultations concurrent with a 19 per cent reduction in the share of
visits made to public facilities. While treatment outcomes varied according to
members’ socio-economic status, no appreciable impact on maternal health
care was detected (possibly because the scheme did not historically cover
deliveries). Perhaps most interestingly, average annual income growth (over the

prior three years) was determined to be significantly higher among policyholding
households.

Source: Adapted from Aggarwal, 2010.
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Income and consumption smoothing

Adverse events and the need to raise funds to meet related OOP expenditure can
affect households’ patterns of income and consumption in several ways. Many
shocks, such as the illness or death of breadwinners or income-generating live-
stock, the theft or breakdown of productive assets and the destruction wrought
by disasters, can curtail earnings while imposing the twin challenges of both cop-
ing with the expense of the events in question and continuing to meet on-going
household needs. Under these circumstances, low-income people take a range of
undesirable actions such as eating less or less nutritious food. By reducing the
financial burden of shocks, microinsurance aims to enable policyholders to
maintain their incomes and standards of living in times of crisis. Microinsurance
can also stabilize, and in some instance even increase, subscribers incomes and
subsequent consumption in other ways. If cover improves members’ health or
the productivity of livestock or equipment, for example, through better access to
health or veterinary care or information on optimal maintenance, the people,
animals or products in question might be capable of producing more or higher-
quality goods and services.

Two papers provide support for these presumed effects. Aggarwal (2010) esti-
mated that the average annual income growth of households covered by Yeshasvini’s
health microinsurance scheme was significantly higher than that of their uninsured
counterparts over a three-year period. Wagstaff and Pradhan (2005) determined
that Vietnam Health Insurance (VHI) increased policyholding households’ con-
sumption of non-medical goods, such as food and education, and the “use value”
of consumer durables.

Asset accumulation and resource allocation

Regarding the ex-ante financial protection impact of microinsurance, researchers
have also studied the intervention’s effects on potential asset accumulation and
resource allocation. While Cai et al. (2009) attributed policyholders’ increased
acquisition of sows to a Chinese government livestock insurance scheme, Gine
and Yang (2007) concluded that rain-indexed insurance reduced Malawian
farmers’ take-up of loans for purchasing higher-yielding hybrid maize and
improved peanut seeds (see Box 3.3) — an unexpected outcome given that micro-
insurance is intended to encourage riskier, but presumably more profitable,
production decisions.®

Here, the distinction between borrowing under stress (to raise funds after the occurrence of shocks) and
borrowing pre-emptively to facilitate investment should be noted.
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Insurance, credit and technology adoption in Malawi

In their study Insurance, credit and technology adoption: Field experimental
evidence from Malawi, Gine and Yang (2007) evaluated a scheme, which was
created specifically for the study and discontinued afterwards, that bundled
weather index-based coverage with loans to purchase higher-yielding maize and
groundnut hybrid seeds. The policy paid a proportion (or the totality) of the
loan’s principal and interest, depending upon the rainfall in each of the growing
season’s three phases (planting, flowering and harvest). It was priced at actuarially
fair rates based on historical local meteorological information and underwritten
by the Insurance Association of Malawi.

The main evaluation question was: Does the provision of microinsurance
against a major source of production risk (rainfall) encourage farmers to borrow
to adopt riskier but potentially more profitable crop technologies? Half of the
study subjects were randomly selected to be offered credit for purchasing higher-
yielding maize and groundnut hybrid seeds. The remaining half were offered the
same credit package, but bundled with weather index-based insurance that par-
tially or fully forgave the loan in the event of poor rainfall. The sample consisted
of 787 maize and groundnut farmers in 32 localities in central Malawi.

Surprisingly, the take-up of uninsured loans was 13 percentage points higher.
The researchers offered a number of potential explanations for this observation,
including the limited liability inherent in stand-alone loan contracts, farmers’
lack of familiarity with growing hybrid seeds, perceptions of different default
costs across the two credit packages and basis risk. In contravention of insurance
theory, microinsurance purchasing was additionally negatively associated with
farmers’ self-reported risk-aversion and positively with their levels of education,
income and wealth.

Source: Adapted from Gine and Yang, 200;.

Income and consumption

Gine et al. (2009) shed light on the unexpected finding from Malawi with their
examination of participation rates in a weather-based index insurance policy in
Andhra Pradesh, India. Contrary to theoretical predictions, risk-aversion signifi-
cantly decreased smallholders’ demand for microinsurance — a finding the authors
attributed to “household uncertainty about the product” coupled with resource
constraints typically faced by low-income families. If accurate, this observation
suggests that the effects of microinsurance regarding asset accumulation and
resource allocation might take longer to materialize, whereas more risk-seeking, or
possibly wealthier, households initially experiment with microinsurance products
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and share important information on them throughout their communities. To
improve the impact of policies within a shorter timeframe, microinsurers can
speed the adaptation process in various ways. For example, Gine et al. (2008)
noted that the most quantitatively significant predictor of take-up was the house-
holds” familiarity and prior experience with the microinsurance provider, in this
instance a microfinance institution called BASIX.

Access to services

Microinsurance is believed to have several basic effects in terms of access to
services. Foremost among these is improving policyholders’ and beneficiaries
ability to obtain covered benefits quickly and cost-effectively, which in turn
theoretically increases service utilization rates. Second, for health-related cover,
higher utilization rates mean potentially better health outcomes, an important
achievement given that healthier people can work longer hours, command
higher salaries, enjoy increased immunity and more easily acquire human capital
through learning. Third, health microinsurers often contract with, or otherwise
encourage policyholders to use, modern medical providers, which is further
believed to bolster health outcomes by enabling them to bypass traditional,
religious and “quack” healers.” Since microinsurers sometimes negotiate service
standards with selected providers in advance, place customer advocates in
hospitals, build new facilities and employ skilled personnel for their clients” use,
they are similarly assumed to facilitate the provision of higher-quality care.
Finally, by improving low-income people’s access to these services, micro-
insurance is also thought to increase equality both spatially and between eco-
nomic and gender groups.'?

While these effects have been almost exclusively researched in a healthcare
context, they are also applicable to other insured risks. For example, minimizing
waiting times for and increasing utilization rates of veterinary services can be key
aspects of livestock policies.

Of 35 health policies assessed by the “Good and Bad Practices” project of CGAP’s Working Group on
Microinsurance, for example, only two — Sri Lanka’s Yasiru and Bangladesh’s Society for Social Services —
are reported to cover treatments offered by traditional practitioners (in this case, Ayurvedic healers and
Bangladeshi “dai” birth attendants, respectively: Enarsson and Wiren, 2006; Ahmed et al., 2005).

Spatial equality relates to the accessibility of services for those located at different distances from the
points of service provision. People living closer to a hospital, for instance, might have easier access and
thus higher utilization rates than those living far away — a classic example of spatial inequality. By incen-
tivizing the most distant clients with lower premiums, transportation subsidies and telemedicine (among
others), microinsurance schemes can correct these imbalances and promote more consistent utilization
across geographic regions.
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Utilization rates

By removing cost and other barriers to accessing covered goods and services,
microinsurance theoretically encourages and thus increases clients” utilization of
these benefits. In contrast, due to factors ranging from the unavailability of funds
to non-functioning transportation options, uninsured individuals may delay or
completely forgo seeking solutions even when their situations become dire.

The impact of microinsurance on utilization rates is evaluated fairly fre-
quently. On the basis of this evidence, it appears that microinsurance improves
policyholders™ utilization rates for health-related plans. Sixteen studies reported
positive findings or mixed positive and insignificant findings, whereas only one
study had insignificant findings. Among the affirmative results, for example,
Msuya et al. (2004) determined that policyholders of the United Republic of
Tanzania’s Community Health Fund were 15 per cent more likely to seek formal
care than their uninsured counterparts. Similarly, Polonsky et al. (2009) found
that members of nine Oxfam-operated Armenian schemes visited health posts
with 3.5 times the frequency of non-members.

Of the studies with mixed findings, Smith and Sulzbach’s (2008) assessment
of the maternal health service utilization patterns of members of 27 Senegalese
mutuelles, four Malian mutual health organizations and Ghana’s Nkoranza
Health Insurance Scheme found that membership was associated with signifi-
cantly higher use of prenatal and delivery care in Mali. While policyholders of
Senegalese schemes that provided baby delivery cover were more likely to have
facility-based births, the muzuelles did not appreciably increase already high rates
of prenatal care-seeking; neither did the Ghanaian plan, which only covered Cae-
sarean sections. Contrasting results were also obtained by Gnawali et al. (2009)
in an assessment of Burkina Faso’s Nouna District Health Scheme. While the
overall increase in outpatient visits given illness was 40 percentage points higher
among subscribers, this increase was only significant among the richest quartile
of policyholders. In his data on India’s VimoSEWA Ranson (2001) could not
show any significant difference in the probability of insured being hospitalized.
Interestingly, Diop et al. (2006) uncovered unexpected collateral effects among
microinsurance plan members. Although Ghana’s Nkoranza plan did not cover
outpatient care, the researchers calculated that subscribers increased their con-
sumption of such services nonetheless.

Despite being one of the most commonly assessed indicators, experts debate
whether increased utilization unequivocally demonstrates the positive impact of
microinsurance. Poorly designed microinsurance schemes can encourage moral
hazard or adverse selection, while improved use of services by policyholders
could instead represent the misallocation of resources and crowding-out of access
to people with more legitimate needs. Others argue that increased subscriber
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utilization rates, initially at least, represent the resolution of long-term lack-of-
access issues for newly insured low-income people (Schneider and Diop, 2001).

Waiting times
Reduced waiting times for accessing covered benefits can limit the effects of
shocks across insurable risks. When households have health cover, for example,
they can forgo the potentially lengthy process of raising funds to seek care more
immediately when ill, which limits the duration and financial repercussions of
the issues in question. The composition of benefits is key in this respect. For
example, if plans only cover hospitalization, households may eschew seeking
medical attention or turn to cheaper and less effective interim strategies like self-
medication until their problems become exacerbated enough to warrant hospital
admission. Ultimately, situations like these result in problems of longer and more
expensive duration and thus in ineflicient resolution.

Limited number of studies examined this issue. For example, Aggarwal’s (2010)
analysis of the Yeshasvini scheme found that “the waiting time before the first
appointment with a doctor did not appear to have been affected by insurance”.

Health status

Health microinsurance promises to improve policyholders’ health. As health sta-
tus is relatively difficult and expensive to measure objectively, proxy indicators
are often used (Thomas and Frankenberg, 2002). Only one study assessed the
effect of microinsurance on direct indicators of health. Wagstaff and Pradhan
(2005) used anthropometric measurements from the national Living Standards
Survey and determined that Vietnam Health Insurance significantly affected the
height and weight of young children and the body mass index of adults.

Several other papers used substitute measurements for health status, includ-
ing study subjects’ self-reports and commitment to health-promoting behaviour.
For example, Lei and Lin (2009) estimated that enrolees in China’s New Cooper-
ative Medical Scheme (NCMS) were a significant 2.8 per cent less likely to report
feeling ill. In Mali, Franco et al. (2008) similarly determined that while enrol-
ment in four Equity Initiative policies did not appear to influence the use of
child vaccinations or vitamin A supplements, it was a significant predictor of the

use of mosquito nets by children and pregnant women.

Type and quality of care

Other commonly used, but also indirect, measures of health status include
microinsurance’s impact on the type and quality of care received. Since modern
(allopathic) medicine is widely believed to produce better health outcomes than
the traditional or alternative care options available to many low-income people,
the effect of microinsurance on subscribers’ utilization of modern providers is
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also measured.! In their evaluation of China’s NCMS, for example, Lei and Lin
(2009) indicated that members made less use of traditional Chinese folk doctors.
Similarly, Yip et al. (2009) found that membership in China’s Rural Mutual
Health Care reduced the probability of self-medication when sick by about two-
thirds. Policyholders of Mali’s Equity Initiative programmes sought modern care
to treat fevers at 1.7 times the rate of their uninsured counterparts (Franco et al.,
2008). Chankova et al. (2008) established that Equity Initiative subscribers were
considerably more likely to seek modern care for a range of medical problems.
However, they could not prove that similar patterns observed among Senegalese
mutuelle clients were statistically significant, a result confirmed by Diop et al.
(2006). While admittedly limited, this evidence suggests that microinsurance has
a positive impact on members’ use of modern medical treatment.

In places where certain kinds of facilities are believed to provide poor services,
where policyholders seek care is a proxy for access to services. In India, for exam-
ple, Aggarwal (2010) found that Yeshasvini’s members made 19 per cent fewer vis-
its to public providers despite their care being largely free, a change that was
attributed to the poor services, absenteeism and corrupt practices in government
hospitals. Among insured households, clear evidence of increased use of private
health services was noted. However, not all microinsurance policies allow sub-
scribers this freedom. In an assessment of Vietnam Health Insurance (VHI),
Jowett et al. (2004) observe that plan beneficiaries were almost three times as
likely as uninsured individuals to use public providers, precisely because the
treatments covered by VHI were available in government facilities.

Unfortunately, the only study that examined the impact of microinsurance
on quality-of-care measures used an extremely small sample size in which the
comparison groups, insured and uninsured individuals, differed significantly
from each other on measures like age distribution and surgical history. Based on
a small household survey and interviews with lead doctors of Uplift India’s net-
work and non-network facilities, examination of patient records and assessment
the facilities’ infrastructure, Bauchet et al. (forthcoming) did not find statistically
significant evidence that patients insured by Uplift received better care.

Equity

A further hypothesized impact of microinsurance regarding access to services
involves equity, and the belief that well-designed policies can address historic,
economic, spatial, and gender disparities in the provision of insured goods and
services by extending access to members of excluded groups.

Here, “modern providers,” “modern medicine” and “modern care” denote healthcare professionals whose
qualification, recognition and performance are government-regulated and thus (although by no means
universally) likely to be of higher quality.
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Two dimensions are important for this analysis: who accesses insurance and
who receives its benefits (both among policyholders themselves and between pol-
icyholders and non-policyholders). The income level is the determinant most
often studied.

While equitable enrolment and access to services among members do not con-
stitute impact as defined above, they are explored below as equitable access to the
insurance is a precondition for potential benefits reaching the poor. To avoid con-
fusion, none of the results reported in this sub-section are included in Table 3.1.

Of the evaluations considered for the review, ten reached mixed conclusions
about the economic egalitarianism of enrolment across schemes. Interestingly,
the two with unambiguous positive findings both assessed India’s VimoSEWA
scheme, with Gumber (2001) and Ranson (2001) reporting that wealth did not
significantly predict membership.

Other results were more nuanced: across 27 Senegalese mutuelles, four Malian
Equity Initiative policies and Ghana’s Nkoranza scheme, for example, Chankova
et al. (2008) established that while the probability of enrolment was significantly
higher among those in the top income quintile, there was no evidence that the
probability of enrolment for the poorest quintile is different than that for the
other four quintiles grouped together. In a more detailed analysis of the Malian
Equity Initiative plans, Franco et al. (2008) reached similar conclusions: “while
enrolment for all categories ... was significantly higher in the rich houschold
wealth quintile, enrolment rates did not differ between the poor, middle poor,
middle or middle rich households”. Still, Jiitting (2004) and Msuya et al. (2004)
conclude that income levels unequivocally and significantly influenced enrol-
ment in four Senegalese mutuelles and the United Republic of Tanzania’s Com-
munity Health Fund (CHF). Msuya and colleagues, for instance, showed that a
one percentage point increase in household income raised the probability of join-
ing CHF by approximately 12.5 percentage points. While Jiitting indicated that
even households in his sample’s richest quintile still earned below the area’s
monthly minimum wage, these results indicate that certain schemes could
potentially target a more inclusive client spectrum in their regions of operation.

Regarding the use of covered services, five out of six studies reported egalitar-
ian or even progressive arrangements. Aggarwal (2010), for example, reported a
significant 2 per cent increase in the intensity of healthcare use among Yeshasvini
lower socio-economic status members. Similarly, Schneider and Diop (2001)
concluded that the clients’ probability of visiting did not significantly vary by
income quartile after taking account of other factors when assessing 54 Rwandan
community healthcare schemes. In Viet Nam, Jowett et al. (2004) actually
observed that lower-income clients used insured services more frequently, pre-
sumably to resolve issues that had long gone unaddressed. Wagstaff et al. (2009)
alone found unevenly (and regressively) distributed changes to utilization rates
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among members of China’s NCMS. More specifically, they could not discern
among the poorest 10 per cent of the scheme’s subscribers the significant positive
impact on outpatient or in-patient care-seeking behaviour that was evident
among members in other income deciles. Despite the results from the latter
study, the evidence tentatively suggests that, with the barrier of joining behind
them, scheme members enjoy some degree of economic equality in accessing
benefits.

Of the studies evaluated here, five examined spatial equity through enrol-
ment and utilization rates. Regarding enrolment, for example, Chankova et al.
(2008) performed regressions to determine that the presence of nearby health
facilities positively influenced microinsurance enrolment in Senegal and Mali,
which was not addressed in surveys involving Ghana’s Nkoranza scheme. Simi-
larly, Wagstaff et al. (2009) used probit analysis to establish that “households liv-
ing far away from facilities are less likely to enrol” in Chinas NCMS, but noted
that “increasing distance reduces the probability only up to a point”. Regarding
utilization, similar results were obtained among Equity Initiative members; for
instance, Franco et al. (2008) found that distance to the health facility was a sig-
nificant negative predictor for healthcare seeking, particularly regarding assisted
deliveries. In Rwanda, Schneider and Diop (2001) also established that members
of 54 community schemes visited providers directly according to their geographi-
cal ease of access. While limited in number, these results suggest that the policies
under consideration have not effectively addressed distance-based discrepancies
in access to insurance and service utilization.

Evaluators have studied two key questions relating to gender inequities: how
microinsurance enrolment and access to services varies by gender, and whether
plans that cover women’s health concerns result in better outcomes by gender
than have been historically obtained. Regarding the first issue, researchers have
reached varying conclusions on the rates at which women, or households headed
by females, purchase microinsurance. In Ghana, Mali and Senegal, Chankova et
al. (2008) determined that households headed by females were more likely to
enrol after taking account of other factors, while in Rwanda, Schneider and Diop
(2001) could find a statistically significant effect. Wagstaff et al. (2009) estab-
lished that the gender of a houschold’s head was unrelated to its likelihood of
joining China’s NCMS. Schneider and Diop (2001) were the only ones to disag-
gregate members’ care-seeking behaviour by gender and they found that the
probability of visiting a provider did not vary by sex for policyholders in
Rwanda.

In terms of women’s health outcomes the results were likewise mixed, Aggar-
wal (2010) found no appreciable impact of India’s Yeshasvini scheme on maternal
health care, while Franco et al. (2008) observed that members of Mali’s Equity
Initiative were twice as likely to make four or more prenatal visits as women in
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the overall population when pregnant. Smith and Sulzbach (2008) found that
scheme membership most effectively influences maternal health-seeking behav-
iour when the applicable services are covered as benefits. Because these results
were obtained in the context of prevailing cultural norms and other factors,
directly comparing them is difficult.

While the evidence remains inconclusive and contradictory about whether
microinsurance mitigates economic disparities in respect of scheme membership
and possibly also access to care, several points merit discussion. First, equity
effects demonstrate the importance of determining the distribution of impact
alongside the more commonly calculated “average treatment effect on the treated”.
This indicator establishes the average causal differences in outcomes between the
treatment and control groups (Heckman et al., 1997). However, interpreting and
comparing equity-related evaluation results can be difficult. For example, after
observing that households headed by females were more likely to enrol than
those headed by males in Ghana, Mali and Senegal, Chankova et al. (2008) spec-
ulated that factors related to women’s traditional status as family caregivers may
have produced these findings. Without additional information, researchers can-
not determine what caused these observations or whether they actually represent
change.

Second, the initial findings suggest that achieving equity is more complicated
than merely accommodating, or even actively encouraging, the participation of
specific client groups. Barriers to registration, accessing benefits and submitting
claims must often be specifically addressed to make policies more egalitarian.
While enrolment, utilization rates and beneficiary outcomes differ along eco-
nomic, spatial or gender lines, this does not mean that microinsurance is dis-
criminatory or provides poor value for low-income, rural, female or other tradi-
tionally excluded clients. Schemes could be poorly designed, marketed or
administered, and thus unintentionally perpetuate divisions. Interestingly, dur-
ing their evaluation in Mali, Chankova et al. (2008) discovered that 71 per cent of
uninsured individuals had not enrolled because they had never seen the scheme’s
promotional materials. In other words, despite being lower-income people, they
did not join because they did not know that the plan existed.

Finally, the treatment of equity presented by the papers analysed here is
incomplete in several ways. Besides economic, spatial and gender-related dispari-
ties, for example, historical inequalities between people of different ages, races,
colours, ethnicities, religions, sexualities and levels of disability, inter alia, can
merit exploration based upon the circumstances under which specific plans oper-
ate. Additional design-related questions also deserve study, such as whether spe-
cific delivery models (for example, community-based or for-profit) are more con-
ducive to achieving equity among policyholders (and between policyholders and
community members overall).
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Psychological effects

Psychologically, microinsurance is thought to promote increased peace of mind
and individual empowerment. As regards peace of mind, for example, microin-
surance hypothetically alleviates fear and stress by increasing members™ sense of
security about the future. Policyholders involved with community-based
schemes, through which local people design and administer benefit packages
themselves, might further be empowered by the bargaining, communication,
social and financial skills that they develop while participating. Unfortunately,
none of the studies considered here assessed either of these presumed effects.

Community impact

Microinsurance is believed to cause six types of spill-over effect that impact non-
members in microinsurers’ wider communities of operation. While these outcomes
are described below, none of the studies cited here assessed them unless specified.

— Job creation — The most visible manifestation of a microinsurance-related spill-

over effect is job creation. Simply put, microinsurers need sales people, actuaries,
plan administrators, claims adjudicators, premium collectors, I'T providers and
personnel such as doctors and meteorologists to create, implement and oversee
their product range. Since some plans have millions of policyholders, the
amount of employment generated is potentially significant, though many micro-
insurers also, and sometimes exclusively, rely on volunteers.

Investment — Similarly, the premiums collected by microinsurers can be saved or
invested either locally, for example, in microinsurers’ related microcredit activi-
ties, or in national and international markets. This effect is more likely with long-
term policies that have savings components (see Chapter 8).

Infrastructural and regulatory changes — Uninsured community members
benefit from infrastructural and regulatory changes that microinsurers help cre-
ate. For example, Aggarwal (2010) noted that the shift to private providers pre-
cipitated by India’s Yeshasvini scheme created space in public facilities for unin-
sured individuals. Similarly, Wagstaft and colleagues (2009) determined that
China’s New Cooperative Medical Scheme had a significant impact on staffing
and capital investments at township-level providers. However, given their obser-
vation of supply-side moral hazard, they were concerned that “increased stocks of
expensive equipment” might result in “patients ... getting tests and treatments
that are medically unnecessary, or which the [health centres are] insufficiently
skilled to deliver”.

Changing local disease burdens — Highly subscribed health-related plans are also
thought to reduce local disease burdens and produce potential collateral behav-
joural changes among uninsured individuals in their regions of operation. For
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example, Polonsky et al. (2009) established that the healthcare utilization rates of
uninsured people increased in Armenian villages. Yip et al. (2009) similarly found
that non-members in Rural Mutual Health Care’s regions of operation engaged
in less risky self-medication.

Group solidarity — Because of the emphasis on group solidarity and coopera-
tion, community-based plans are further believed to increase community cohe-
sion. However, by supplanting traditional coping mechanisms, which strongly
rely on established family and social ties, microinsurance might also undermine
local practices and relationships.

Financial literacy — Through their activities microinsurance providers and
related organizations are thought to increase overall financial literacy and nurture
an insurance culture in their areas of operation. For example, many microinsur-
ers and advocacy institutions host public insurance information events tailored
to potentially illiterate low-income people with little formal education. BRAC,
for instance, trains members to create street performances about real-world sto-
ries they collect from villagers that illustrate the benefits of insurance (Ahmed et
al., 2005). Individuals also absorb information from microinsurers’ marketing
materials and hear word-of-mouth spread from policyholders through their
extended social and family networks. Thus, the expansion of microinsurance
hypothetically enables even uninsured people to develop an awareness and
understanding of risk management tools and principles.

Conclusion

Few studies, and still fewer methodologically rigorous ones, have explored the
impact of microinsurance. The vast majority assess health-related policies pre-
dominantly in Asia and sub-Saharan Africa. The evaluations presented examine a
variety of outcomes, but only three with the frequency necessary for trends to
emerge: expenditure, utilization and equity. Of these, microinsurance tentatively
seems to positively affect expenditure and utilization rates. It appears to perform
less successfully vis-a-vis issues of economic and spatial egalitarianism, however,
insofar as houscholds with relatively low economic status or dwellings remote
from the relevant facilities enrol and claim benefits less frequently. Taken
together, though, and in comparison to microinsurance’s many assumed effects,
this is extremely sparse evidence.

A combination of four steps will improve the development community’s
understanding of microinsurance’s impact. First, more robust research designs
and analytical techniques are necessary to increase the validity of assessments’
results. As attested by the more recent studies presented here and those listed
from taking stock of on-going assessments (Impact Working Group of the
Microinsurance Network, 2011b), there fortunately appears to be movement in
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this direction. Second, evaluations of a broader variety and geographical distribu-
tion of microinsurance products are required. Third, studies must examine the
full range of microinsurance’s theoretical effects, together with comparative
issues that remain unexplored. These include investigating how different micro-
insurance schemes compare under a variety of conditions, and how they fare in
comparison to or in combination with other risk-mitigating strategies such as
informal coping mechanisms. Fourth, improved and standard outcome indica-
tors are needed because not all of the commonly cited effects in the evaluation
literature presently communicate useful information on impact. Besides being
less ambiguous, newly developed indicators must likewise be widely adopted to
facilitate the comparability of findings and by extension the strength of subse-
quent systematic reviews. The Microinsurance Network’s Impact Working
Group is developing these indicators and will disseminate them in a handbook
for performing microinsurance impact assessments (Impact Working Group of
the Microinsurance Network 2011a).

By facilitating the creation and distribution of accurate information on the
impact of microinsurance, these steps will enable development practitioners to
successfully enable low-income people in poor countries to manage risks and
thus safeguard or increase their incomes and standards of living.
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The year 2010 went down in history, along with 2005 and 1998, as the warmest
year since instrumental climate records were introduced, with new record high
temperatures being regularly recorded all over the world (WMO, 2010). Accord-
ing to the Intergovernmental Panel on Climate Change (IPCC), over the next
100 years the mean temperature of the atmosphere is set to increase significantly,
by up to 6.4°C in the worst-case scenario, with higher sea levels and an exacerba-
tion of weather extremes (IPCC, 2007, 2011).

The loss statistics of insurers and evidence emerging from experts, including
the Centre for Research on the Epidemiology of Disasters (CRED), are already
showing strong trends indicating that global warming will lead to risk situations
deteriorating in many parts of the world, especially developing countries. Data
for natural catastrophes since 1980 show that more than 8o per cent of fatalities
caused by weather-related disasters were in developing and newly industrializing
countries.! Within developing countries, poorer regions are particularly at risk
due to weak infrastructure. For example, the poor often live in sub-standard
housing in exposed locations, such as on the margins of settlements where they
are vulnerable to flash floods, landslides or storm surges.

The insurance of natural hazards is a particular challenge for insurance com-
panies because of the exposure to major damage (Swiss Re, 2010a). Natural
events often affect huge areas and can devastate thousands of square kilometres of
land. This quickly leads to an accumulation of losses and possible solvency prob-
lems for insurers.

Microinsurance is also vulnerable to natural disasters and must acknowledge
the risks associated with them. Although earthquakes have had a major impact on
some microinsurance schemes, such as Alternative Insurance Company (AIC) in
Haiti in 2010 and India’s VimoSEWA in 2001, this chapter focuses on disasters
that are becoming more frequent and more powerful due to climate change. An
example of this was Cyclone Nisha, which hit India in November 2008 and
required Bajaj Allianz to settle some 16 000 microinsurance claims (Kunzemann,
2010).

! See, for example, CRED (EM-DAT), Swiss Re’s Sigma or the Munich Re NatCatSERVICE.
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This chapter begins by reviewing some of the key data associated with climate
change to illustrate the emerging risks, particularly in developing countries where
microinsurance is taking root. It then considers the role of microinsurance in
weather-related risks, at the micro, meso and macro levels, as illustrated by numerous
examples from around the world. The third section summarizes the key operational
challenges including accessing and managing data, designing indices and managing
claims. Section 4.4 provides a series of recommendations for key stakeholders.

The impact of climate change

Evidence of climate change

According to the IPCC, temperature trends worldwide are pointing in the same
direction: up (IPCC, 2007):

Temperatures have risen on all of the world’s continents in the last 100 years (see
Figure 4.1), in some cases significantly.

Human influence on climate change is largely demonstrable.

Warming is particularly strong in high latitudes.
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5-95% range for 19 simulations from 5 climate models using only natural forcings
5-95% range for 58 simulations from 14 climate models using natural and anthropogenic forcings

! In this figure, the black lines show the actual change in temperatures on six continents. The grey space

depicts the range where temperatures should have been found based purely on natural changes, while the
green band shows the temperature ranges based on the impact of human and natural factors on the climate.

Source: IPCC Report: Climate Change, 2007.



Table 4.1

Microinsurance and climate change 85

As summarized in Table 4.1, significant changes such as increases in the inci-
dence of droughts and cyclones appear imminent, which will have a huge impact
on local and regional risks. The high levels of scientific validation in the table are
noteworthy. Thus, “very likely” means that the level of scientific certainty is over
90 per cent. “Likely” means greater than 66 per cent and “More likely than not”
means greater than 5o per cent.

Projections of extreme weather and climate events

Phenomenon and direction Likelihood that trend Likelihood of a human ~ Likelihood of future

of trend occurred in late 20th cen-  contribution trends based on projections
tury (typically post 1960) Jor 215t century

‘Warmer and fewer cold days and Very likely Likely Virtually certain

nights over most land areas

‘Warmer and more frequent hot days  Very likely Likely (nights) Virtually certain
and nights over most land areas

Warm spells/heat waves. Frequency ~ Likely More likely than not Very likely
increases over most land areas

Heavy precipitation events. Likely More likely than not Very likely
Frequency (or proportion of total
rainfall from heavy falls) increases

over most areas

Area affected by drought increases Likely in many regions  More likely than not Likely
since 1970s

Intense tropical cyclone activity Likely in many regions ~ More likely than not Likely
increases since 1970
Increased incidence of extreme high  Likely More likely than not Likely

sea level (excludes tsunamis)

Source: Adapted from IPCC, 2007.

To date, meaningful evidence for countries, regions or even cities is available
g g
only in individual cases. For example:

intensification of heat waves in the United States (Peterson et al., 2008), Australia
(Bureau of Meteorology Australia, 2011) and Europe (Robine et al., 2007);
increase in extreme precipitation in the United States (US Climate Program,
2008) and in India (Munich Re, 2010).

So far, there has been limited quantitative analysis of the world’s poorer coun-
tries because time series weather data are often not available. Descriptions of the
impact on climate are impressive nonetheless. Africa, for example, is a frequent
victim of drought. In Ethiopia alone, around 600000 people died in the 1970s
and 1980s, and about seven million were exposed to long periods of drought.
Across the continent today, drought remains a major challenge. In 2011, Chad,
Malawi, Mozambique, the Sudan and the Horn of Africa struggled with extreme
drought, and UN scientists expect climate change to further exacerbate such
extremes.
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In many regions, global warming will alter the frequency and intensity of
weather events. This is particularly clear in the case of tropical cyclones. For
example, warmer sea surfaces can lead to the development of more intense tropi-
cal cyclones as these storm systems draw their energy from warmer water. If areas
with sea surface temperatures above 27°C expand, new risk zones for cyclones
will be created. The appearance of cyclones off the coasts of Brazil (2004) and
Spain (2005) are evidence that the range of the risk is changing in the wake of
global warming.

Classes of business affected

The climate cannot be insured. It is also impossible to insure all the effects
associated with global warming. This is true of both traditional and microinsurance.
The melting of glaciers or the accelerated rise in sea level cannot be insured based on
the insurance principles of unpredictability, calculability and sudden occurrence.
However, some effects of climate change, such as floods or even droughts, are
insurable.

When discussing insurance and climate change, one often means the insur-
ance of weather-related catastrophes, which are very likely to increase in the
future. Natural catastrophes can be particularly detrimental to microinsurance
portfolios, as small or regionally focused portfolios can be devastated by a major
natural disaster. Natural hazards, such as the wave of flooding in Pakistan in 2010
or Cyclone Nargis in Myanmar in 2007 that devastated huge areas, have to be
taken seriously in microinsurance.

The impact of climate change also affects other insurance business lines, as
summarized in Table 4.2. The biggest correlation between weather and losses is in
agriculture insurance, as discussed in detail later in the chapter. However, hun-
dreds of thousands of people might die or be injured in extreme weather events,
so there is also an impact on health and life insurance. Buildings or their contents
can also be affected by weather events. Cyclones (in Southern India in 2008) and
typhoons (in the Philippines in 2010) have shown that a weather disaster can be a
challenge for property and buildings microinsurance covers, which are often not
developed for weather events, let alone climate change.

While natural disasters are certainly the most urgent threat, changing climatic
conditions will also have more subtle, long-term effects. Gradual increases in
temperature, for example, can affect germination periods or determine which
crops can be grown in certain regions. They also will affect mortality and
morbidity, by changing the ranges of different diseases or creating the conditions
for new ones.
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Possible effects of climate change in classes of insurance, 20302050

Insurance class Possible effects 2030 2050
Agriculture Rapid-onset (weather catastrophes) +++ ot
Slow-onset (temperature changes) +/++ .
Frost - -
Health Rapid-onset (weather catastrophes) ol+ of+/++
Slow-onset (temperature changes) ol+ of+/++
Health patterns, expanding disease ranges of+ of +/++
Life/Funeral Rapid-onset (weather catastrophes) + +
Slow-onset (temperature changes) ol+ +
Property Rapid-onset +++ ++

+/++/+++  increasing risk
o neutral
—/——/-—— decreasing risk

Source: Adapted from Munich Re Foundation, 2011.

Microinsurance and weather events

Brief history of “climate microinsurance”

Climate change has a major impact on weather conditions — weather being the
present state of the temperature, humidity, rainfall and wind, while climate is the
state of these weather elements over time. Consequently, most microinsurance
experiences that are relevant in the context of climate change are protection
against the occurrence of specific weather conditions, typically measured by some
sort of index.

Weather-index or parametric insurance has been developed in the context of
microinsurance since the beginning of the 21st century. The first known example
was introduced in Mexico in 2001 to provide drought cover for farmers. Since
then, several covers have been introduced in Asia, beginning with a rain-based
index insurance in India in 2003 (see Box 4.1 and section 20.2) and a livestock
insurance in Mongolia in 2006 (see Box 12.3). In Africa, drought insurance was
introduced in Malawi in 2005 (see Box 4.2) and Ethiopia in 2006. These covers
were subsequently adjusted or further developed, and new ones were added (e.g.
HARITA in Ethiopia in 2008, see Box 4.3).
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ICICI Lombard’s rainfall index cover, India

Hard facts

Start: 2003

Scale: Micro

Model developers: ICICI Lombard General Insurance Company, World Bank,
International Finance Corporation (IFC), BASIX

Risk carriers: ICICI Lombard, Swiss Re

Risk covered: Any kind of crop

Number of clients: 25000 farmers in 2005, 45000 in 2007, 250 000 in 2009
Distribution channels: initially BASIX, a microfinance NGO; later other banks
and MFIs were also included

Context

Despite its long history of crop insurance, the Indian Government has failed to
protect farmers against weather risks. In 2003, ICICI Lombard and BASIX intro-
duced crop-specific, index-based rainfall insurance for castor and groundnut
farmers. The product was restructured in 2004 to further enhance the benefits of
the farmers insured and to cover other types of crops. The new contracts were
based on a cumulative rainfall trigger specified for each of the three growing
seasons. Farmers can purchase the policy per acre, protecting up to 100 per cent
of their land. Each crop has its specific upper and lower threshold. Accumulated
rainfall below or above the threshold triggers a payout. The policy was sold
through the BASIX network as a combined loan-insurance product.

Challenges

Financial viability: Depends on the take-up of the product by the farmers and
access to the international reinsurance market. State subsidies and the link to a
government-sponsored agriculture loan programme substantially enhance scale
and viability (see Chapter 18).

Demand: Higher premiums than the state-run National Agriculture Insurance
Scheme (NAIS) product — the absence of subsidies limits demand from small-
holders. This situation changed dramatically when government subsidies were
made available for weather-index insurance, including cover offered by private
insurance companies.

Client awareness: Awareness-raising campaigns by BASIX and intensive interac-
tion help adapt the product to the farmers’ needs and raise demand.

Basis risk: The World Bank installed digital weather stations. A limited number
of weather stations can increase basis risk.
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Preliminary lessons learned

1. A combined product (credit plus insurance) protects farmers and the MFI against
loan defaults due to crop failure, which helps the product quickly attain scale.

2. Automatic weather stations enable the insurer to have access to data in real
time, which facilitates faster claims payments.

3. Efficient restructuring of the contract design broadens the scope of potential
clients that benefit from rainfall policies, e.g. agribusiness intermediaries.

4.Continuous adaptation to clients’ needs builds a basis for sustainability.

5. Government subsidies make the product more affordable, allowing the scheme
to go to scale.

Sources: Adapted from Hellmuth et al., 2009; Levin and Reinhard, 2007; Valvekar, 2007; Aggarwal, 2011.

Most of these examples remain in their pilot stage, or have been dis-
continued because they struggled to achieve sufficient scale to be viable. Clarke
(2011) argues that the low take-up for index-based agriculture insurance is not
necessarily related to lack of trust or financial illiteracy, but is simply an economi-
cally rational choice where the price is above a certain threshold compared to the
expected payout. In addition, many currently available weather-index insurance
products show low correlation with actual losses, warranting better indices with
lower basis risk.> However, even indemnity-based products may have little effect
on the risk management of the poor if the product does not properly reflect the
target group’s perception of risk (Karlan et al., 2011).

By contrast, the experience in India seems more promising. In 2010, India’s
weather-index insurance market was the second largest weather market in the
world, following only the United States. As described in Chapter 20, innovations
in weather-index insurance developed by the private sector have been embraced by
the Indian Government, which now provides premium subsidies to make credit-
linked cover more affordable to low-income farmers. Consequently, in 2011,
more than nine million Indian farmers had index insurance cover (Ruchismita,
20I1).

Basis risk, defined in more detail in section 4.3.2, is the difference between the actual losses incurred by
the insured and the amount of benefit that they are actually paid.
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The involvement of reinsurers is particularly critical to the success of such
schemes, since they pool risk at a global level. In Asia, experts from Munich Re
developed concepts suitable for typical climate-change risks, including a flash-
flood cover in Jakarta, Indonesia, and a “typhoon cover” for torrential rain and
wind in the Philippines. Swiss Re introduced an index cover for rice farmers in
Viet Nam, a country particularly affected by climate change. According to its
developers, the programme should reach 500 000 households (Lai, 2010).

Drought insurance, Malawi

Hard facts

Start: 2005

Scale: Micro

Model developers: World Bank, International Research Institute for Climate
and Society (IRI), MicroEnsure

Risk carrier: Insurance Association of Malawi

Risk covered: Drought

Number of clients: 1710 groundnut and maize farmers (2006 to 2007); 2500
tobacco and maize farmers (2008 to 2009)

Distribution channel: National Smallholder Farmers’ Association of Malawi

(NASFAM)

Context

As 90 per cent of crop production in Malawi is rain-fed, smallholders are highly
vulnerable to weather-related risks. Productivity is low, as farmers have limited
access to credit to buy drought-resistant seeds or invest in better technology. In
cooperation with NASFAM, the World Bank designed index-based drought
insurance that would protect groundnut farmers against lack of rainfall and
improve access to credit. Two MFIs, Malawi Rural Finance Company and
Opportunity International Bank Malawi, were willing to provide loans. NASFAM
provided access to improved seed input, guaranteed to buy its members’ harvest
at a higher-than-market price and ensured loan recovery. Loan contracts
included a weather premium that was paid to a risk pool managed by the insur-
ance association. Farmers agreed to sell their harvest exclusively to NASFAM.
They received no cash in advance and instead NASFAM used the proceeds of the
harvest to repay the loan and pay the surplus to the farmers. The product was
expanded to include maize and, as of 2007/08, it has moved to the tobacco sector
instead of groundnuts.
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Challenges

Financial viability: Financially stable, as no on-going subsidies included, but
limited affordability for the poorest farmers. Side-selling by farmers to traders
other than NASFAM threatened financial viability and the programme therefore
moved from groundnut production to the tobacco sector.

Demand: The product has been difficult to sell to low-income farmers due to its
price, so take-up has been slow.

Client awareness: Training of field staff is needed to provide financial literacy
workshops to the population. Where policies are in place, clients tend to under-
stand the concept of index insurance.

Basis risk: Insufficient number of rainfall stations; the World Bank and the
Earth Institute are installing digital weather stations to overcome this constraint.

Preliminary lessons learned

1. Infrastructure challenges can be tackled by drawing on the financial and tech-
nical capacities of all project partners.

2. Cooperation among key stakeholders (insurance companies, farmers™ associa-
tions, MFIs) expands the range of financial products available for the rural
population.

3. The existence of organized markets (e.g. NASFAM) is crucial for distributing
insurance policies.

4.Combining insurance with loans increases the efficiency of insurance delivery.

Sources: Adapted from Hellmuth et al., 2007; Mapfumo, 2009; Agroinsurance, 2011.
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HARITA (Horn of Africa Risk Transfer for Adaptation), Ethiopia

Hard facts

Start: 2008

Scope: Micro

Model developers: Oxfam America, Swiss Re, IRI, Relief Society of Tigray (REST)
Risk carriers: Nyala Insurance Ethiopia, Swiss Re

Risk covered: Drought

Number of clients: 200 households in 2009, 13 000 in 2011

Distribution channel: Partner-agent model with Dedebit Credit and Savings
Institution (DECSI)

Context

In Ethiopia, 85 per cent of the population rely on smallholder, non-irrigated
farming for their livelihood. The people are therefore highly vulnerable to
drought-related risks. Initially targeting z¢ff farmers in the village of Adi Ha, the
index insurance product was linked to the Government’s employment generation
scheme, and therefore allowed farmers to pay the premiums either in cash or in
kind by contributing labour to projects that increased the community’s resilience
to climate change. Farmer participation is assured by a management team of five
village members and financial literacy workshops. To overcome data limitations,
new techniques such as satellite data or simulation models are being explored.

Challenges

Financial viability: Low, as the HARITA project is mainly funded by inter-
national donors.

Client awareness: Focus on farmer participation from the very beginning, e.g.
local management team, workshops on financial literacy or experimental games.
Basis risk: Exploration of new techniques such as satellite data or rainfall simula-
tors is intended to overcome weather data limitations.

Preliminary lessons learned

1. Education and exposure to microinsurance, increased access to credit and
improved risk management techniques are necessary for vulnerable popula-
tions to adapt effectively to the changing climate.

2. Provision of clearly needed insurance in poor communities was hindered by
the inaccessibility of formal financial services.

3. Concerns of scale can be dealt with by using a model that focuses on weather
insurance in the context of subsistence farming.

4.Innovative approaches to premium collection such as paying premiums in
kind makes insurance accessible to everyone, including chronically poor sub-
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sistence farmers, where corresponding employment generation schemes are
available.

5. Collaboration of local, national and global stakeholders contributes to success-
ful results.

6.Client participation and education are crucial for the sustainability and later
scale-up of insurance products.

7.Drought-related risks are a primary concern throughout Ethiopia where 85 per
cent of the population is dependent on smallholder, rain-fed agriculture. Even
highly-exposed areas such as Ethiopia can be insured against key risks, e.g. heat
waves or droughts.

Sources: Adapted from Hellmuth et al., 2009; Agroinsurance, 2011; Swiss Re, 2010a.

Micro, meso and macro

Insurance can be organized in different ways and at different levels — from indi-
vidual direct insurance to the state-organized insurance of large groups of people
— as illustrated in Table 4.3. By definition, microinsurance may only be applica-
ble at the micro level. However, insurance organized at the meso- or macro-levels
can be a more relevant way of protecting the poor against risks associated with
weather and climate change. The inclusion of meso- and macro-level interven-
tions enables insurance to cover not just farmers and agriculture risks, but also to
be relevant to protecting other target groups from disasters.

Dimensions of insurance: Scale, products, beneficiaries

Micro Meso Macro
Insured Individual, group of people, up Larger community, associations, Nation/government,
to several hundred people cooperatives, etc.; thousands to  hundreds of thousands to
millions of people several million people
Geography House, village, town, districts  Districts, regions Regions, country
Tools and products ~ Microinsurance: health, life, Derivatives, index insurance Catastrophe bonds, pools

property, crops, livestock;
index insurance

Range of sum insured US$50—5000 US$200000 to several million  US$ millions to billions

Source: Adapted from Munich Re Foundation, 2007.

Thousands of people are insured through meso-level covers. Beneficiaries
are often organized in trusts, associations or cooperatives. Box 4.4 provides an
example of an index-based meso solution, which started in 2011 to cover the
loan losses of cooperatives in the Philippines in the event of extreme weather
events and enables the affected borrowers to start again. The cooperative
insurer CLIMBS acts as the risk carrier and thus covers the portfolios of its
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member cooperatives. The payout is not related to the individual loss adjust-
ment, but depends on defined thresholds for the weather event. Each coopera-
tive receives a pre-defined percentage of its loan portfolio as a payout once a
certain wind or rainfall trigger has been reached. The cooperatives insured will
then use these funds to make favourable emergency loans available to affected
borrowers.

CLIMBS (Coop Life Insurance and Mutual Benefit Services), Philippines

Hard facts

Start: 2011

Model developers: Munich Re, CLIMBS

Scale: Meso

Insurance type: Wind and rain index insurance to cover loans
Risk covered: Typhoon

Risk carriers: CLIMBS, Munich Re

Clients: Member cooperatives of CLIMBS (umbrella organization)
Distribution channel: CLIMBS

Challenges

No evaluation yet.

Preliminary lessons learned

1. Even complex weather risks such as typhoons or extreme events such as flash
floods can be insured if appropriate product design is in place.

2. Pre—existing social structures, e.g. cooperatives or associations, increase the
likelihood that a scheme will be successful.

3. Dialogue with people at risk is crucial for tailor-made solutions.

4.Regional payouts help product acceptance and reduce the basis risk.

5. The use of modern weather observation methods like satellite data broadens
the range of tools and facilitates administration.

Source: Authors.
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Morsink et al. (2011) identified several of these meso-level index schemes,
covering both the idiosyncratic risks of clients and the aggregated risks of
aggregators. The emergence of these efforts, in Burkina Faso, Ghana, Haiti,
India, Mali and Peru (see Box 4.5), indicate an increasing interest in such an
approach to protecting the poor, to expand the scope of who can be covered,
beyond farmers, to include microentrepreneurs and other low-income groups.
Although most meso-level schemes are relatively new, their potential for viability
and scale seems quite promising,.

MiCRO (Microinsurance Catastrophic Risk Organization), Haiti

Hard facts

Start: 2011

Scale: Meso

Model developers: Local insurance providers and MFIs, such as Fonkoze
Funding: Inter-American Development Bank (IDB), UK Department for Inter-
national Development (DFID), Mercy Corps, Caribbean Risk Managers Ltd,
Guy Carpenter & Company, LLC, Swiss Agency for Development and Coopera-
tion (SDC)

Risk carrier/Reinsurer: Swiss Re

Risk covered: Rainfall, wind speed or seismic activity

Number of clients: 55 000 Fonkoze microcredit clients

Cover: Reimbursement of Fonkoze loan in the event of natural disaster. A lump
sum of US$125 is provided if home or premises are destroyed, or all or most of
their business stock is lost as a result of a natural disaster.

Distribution channel: Fonkoze loan officer

Context
Following the 2008 hurricane season in Haiti, Fonkoze realized that sustaining
MEFI operations would become difficult if natural disasters were to be recurring.
Fonkoze actively started looking for financial protection against natural disasters
and started organizing MiCRO to help Caribbean (especially Haitian) MFIs
protect their clients against damages from natural disasters. Besides providing
cover at the meso level, the innovation combines parametric cover based on rain-
fall, wind speed or seismic activity, plus an assessment of actual losses on the
ground by the loan officers. If there is basis risk — if the payout based on the para-
metric trigger is not sufficient to cover actual losses — then MiCRO will cover the
difference, up to US$1 million per year.

The importance of this financial protection was illustrated by the earthquake
in Haiti on 12 January 2010, which killed more than 200000 people and left the
country in a shambles, with future generations even more vulnerable to risk. For
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the extended rains that occurred in Haiti during May and June 2011, a parametric-
only payout of US$1.05 million was made to Fonkoze. Fonkoze independently
assessed borrowers’ damage and paid out US$1.01 million to over 3800 clients,
including loan write-offs. Fonkoze’s microloan clients have all been informed of
and received training in the catastrophic insurance cover.

Challenges

Hazard: Haiti is exposed to various natural hazards with significant loss poten-
tial. Earthquakes and hurricanes, as well as heavy rain, tend to occur from time
to time.

Basis risk: MiCRO covers 85 per cent of estimated basis risk up to US$1 million
per annum on annual aggregate basis.

Preliminary lessons learned

1. Public-private partnerships are a necessity for protecting the poor against natu-
ral disasters.

2. Insurance targeted at low-income populations can be offered in a region signif-
icantly exposed to natural hazards.

3. Insurance can both offer protection for an MFI and create value for its clients.

4.Parametric covers can be supported when funding is available to absorb mis-
matches between the parametric cover and real losses experienced.

5. Training of clients is important. Fonkoze’s borrowers have all been informed of
and received training in the catastrophic insurance cover.

Source: Adapted from Morsink et al., 2011.

The “macro” dimension can involve millions of people, and is typically organ-
ized at a national or international level. Important systems are found in the
Caribbean, where the first risk pool insures the governments of 16 Caribbean
countries against hurricanes and other disasters (see Box 4.6). The poor are
intended to benefit from this cover, but it is the governments that are insured. In
Mekxico, the state-organized Fondos have been insuring farmers since 1988 (see Box
4.7), although these tend to be richer farmers. Access for small farmers continues

to be difficult.
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Caribbean Catastrophe Risk Insurance Facility (CCRIF)

Hard facts

Start: 2007 after 18-month development

Scale: Macro

Model developers: Caribbean Community (CARICOM) Heads of Government,
World Bank

Risk carriers: CCRIF, international reinsurers including Swiss Re, Munich Re,
Paris Re, Partner Re and Lloyd’s of London syndicate Hiscox

Risk covered: Hurricane, earthquake, excess rainfall

Number of clients: 16 countries

Financial background: Capital from donors (-US$65 million) and annual
premium (US$200 000 to US$3 million) by member countries

Distribution channel: Caribbean Risk Managers Limited (CaribRM)

Context

Following the huge losses caused by Hurricane Ivan in 2004, the Caribbean
Community Heads of Government, with the help of the World Bank, decided to
implement a risk transfer programme for member countries to mitigate the
effects of natural disasters. Started in 2007, CCRIF insures its 16 member coun-
tries against earthquakes, hurricanes and excess rainfall. Country risk profiles
were created based on historical data to determine each country’s premium.
Once a predefined level of shaking, wind speed or amount of rain is reached,
payout occurs within 14 days.

Payouts to date:

2007: ~US$1 million to the islands of Dominica and St Lucia

2008: ~US$6.3 million to the Turks & Caicos Islands

2010: ~US$7.75 million to Haiti (earthquake) and US$12.8 million for Hurricane
Tomas (Barbados, St Lucia, St Vincent and the Grenadines); US$4.2 million
for Hurricane Earl (Anguilla)

CCRIF is unique, as it is the first index insurance scheme linking various
countries that have different levels of development and different risk exposure.

Challenges

Complexity: Pooling the risk of 16 countries raises the complexity of the product
due to individual risk profiles and calls for increased communication and public
relations regarding awareness-raising among member countries.



Box 4.7

98 Emerging issues

Financial viability: The combination of the pooled reserves of the participating
countries and the financial capacity of the international financial market ensures
sustainability, but mostly due to relatively low payouts compared to actual damage.
Demand: Tool for climate-change management as money flows for faster relief,
but only at governmental level, no involvement of population.

Other: Need to address agricultural sector, as CCRIF provides greater value to
areas of economic value (major economic centres).

Preliminary lessons learned

1. Insurance pools reduce transaction costs due to coherent legal framework and
insurance conditions for all members.

2.As pools allow cover of high-level risks, they can constitute an element of cli-
mate change adaptation.

3. Parameters are difficult to design for smaller events, so that losses do not neces-
sarily trigger payouts (e.g. Hurricane Dean, Jamaica, 2007). In addition, para-
metric insurance can be difficult to explain.

4.Pools provide greater opportunity for risk transfer to capital markets.

Sources: Hellmuth et al., 2009; Young, 2010; UNFCCC, 2011.

Operational challenges and solutions

As most of the schemes highlighted in this chapter have only been operational
for a few years, some only on a pilot basis, the lessons and experiences remain
preliminary, but there is a growing body of evidence from which to begin to
draw initial conclusions. Certainly, the most obvious conclusion is that there are
considerable challenges. In particular, this section considers the challenges and
solutions associated with collecting weather data, developing and using indices,
claims management, stakeholder education and sustainability.

Catastrophic farming insurance for climatic events, Mexico

Hard facts

Start: 2005

Scale: Macro

Model developer: Agroasemex

Risk carriers: Government of Mexico, Agroasemex
Risk covered: drought, flood

Number of clients: 8oo 0oo farmers (in 2008)
Distribution channel: Federal/state governments
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Context

Subsistence farmers in Mexico frequently suffer from excess or lack of rainfall. To
mitigate the effects for the rural population, federal assistance funds are provided
by Programa de Atencién a Contingencias Climatolégicas (Climate Contingen-
cies Programme or PACC). To improve risk management, Agroasemex, the state
reinsurance company, developed an index insurance programme available to fed-
eral and state governments. The insurance premium is borne mainly by the fed-
eral government. The percentage covered by the state government depends on
the level of marginalization of its insured population. For municipalities with a
high level of marginalization, the federal government covers 90 per cent of the
premium, while the remaining 10 per cent is covered by the corresponding state
government. If payout is triggered, the funds are distributed to the farmers by the
corresponding governments.

Challenges

Financial viability: Fully subsidized, state-run programme. According to the
International Fund for Agriculture Develoment (Hazell et al., 2010), it has been
cheaper for governments to purchase and operate index insurance than to pay
disaster assistance funds directly to farmers.

Client awareness: Very low, as farmers do not participate in the decision to pur-
chase insurance. From a farmer’s perspective, this programme is seen as disaster
relief rather than insurance.

Data availability: Lack of historical data, limited number of weather stations
and limited technical capacity constrain further scale-up.

Basis risk: According to the IFAD study there have been two instances of basis
risk so far, one where the payout was made without losses being incurred, and
one where losses were incurred and no payout made. After the later event, the
state involved, Michoacin, lost confidence in the scheme and withdrew. To
decrease basis risk, the distance between weather stations would need to be
reduced to 10 to 20 kilometres, but there were insufficient resources to do so.

Preliminary lessons learned

1. Governments can tackle climate change effects by using index insurance,
which can function as an efficient tool for risk management and risk transfer
using federal assistance funds.

2. The scope of index insurance depends greatly on the availability of reliable data.

3. Aggregation of clients and geographical risk-spreading provides incentives for
the international reinsurance market to participate in insurance products.

Sources: Hellmuth et al., 2009; Levin and Reinhard, 2007; Hazell et al., 2010; AGROASEMEX, 2011.
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Weather data

Data are pivotal to the development of insurance products. In the informal
economy, data on customers — let alone data series — are almost non-existent.
With risk-related data, especially weather data, the situation is often no better.

The sparse data available in developing countries makes it particularly diffi-
cult for microinsurers. To develop indices for weather insurance, meteorological
data should span a period of 30 years. It is practically impossible to develop prod-
ucts and relevant triggers using time series of 10 years or less. Missing data can be
extrapolated using computing processes, which create realistic approximations to
real conditions (Corbett, 2006), though the use of calculated data is difficult,
particularly in microinsurance.

In a world in which an awareness of the importance of insurance must first be
created, abstract figures and formulae can contribute to uncertainty. For exam-
ple, drought cover in Ethiopia (see Box 4.3) used data from just 26 weather sta-
tions. It is not easy to convey to a farmer that the value to which the agricultural
cover refers was measured some distance away from his plot. One solution is to
increase the number of weather stations so that they are closer to more farmers,
but there is certainly a cost involved, and there is no consensus as to how close to
each other the stations should be.

Another solution may be remote-analysis methods, which are expected to
make it easier to design relevant indices in the future. Developments such as
area-wide satellite images and aerial photographs of a region should improve
crop yield and loss estimates, giving a boost to agricultural microinsurance. It
remains to be seen whether it will be easier or harder to explain such an approach
to farmers.

Index-based solutions

To manage large volumes of small claims, index covers are generally easier to
handle than indemnity-based ones. The latter are time-consuming and expensive
as losses have to be assessed and settled individually. With index covers, a specific
trigger (e.g. temperature, rainfall and wind speed) is agreed upon. If this
threshold is reached, a payout is made, which streamlines the claims settlement
process. Payments are made regardless of how big the actual loss is for the
insured.

However, there can also be negative effects. Since the loss may not be covered
in full, as it would be with an indemnity cover, this gives rise to a basis risk for
the insured and a reputation risk for the insurer. For example, in an index cover
for agriculture, basis risk can occur in two ways:
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Index is triggered, but no losses arise: A smallholder has few crop losses in a
harvest season but receives a payout because an agreed index value (trigger point)
was reached. To his or her delight, the farmer receives a payment. For inexperi-
enced and unsure customers, however, this can be counterproductive where the
acceptance of a new insurance product is concerned.

Index is not triggered, but losses arise: It is difficult to get policyholders to
understand that they will not receive a payout despite incurring actual losses. The
insurance system can be discredited for years, particularly if a large number of
people are affected.

During the first decade of the 21st century there have been dozens of pilot
tests in index insurance, most of them highly subsidized by donor money, but
few have survived more than two years. Basis risk is clearly not the only problem.
As discussed above, affordability and take-up are major challenges, and if
schemes do not reach scale, they will not be viable. The movement away from
micro to the meso and macro levels for weather and disaster covers are partly a
reflection of this experience.

Product design is another challenge. It is generally advisable to set a simple
trigger value that is well accepted. Even in ancient times, Egypt linked the agri-
cultural tax to the river level at Elephantine Island: the higher the water level, the
better the yields and the higher the taxes. A similar, easily understandable “trigger
arrangement” on a widely known threshold measurement should help increase
acceptance of the cover. However, while simple triggers are more easily under-
stood, they can increase basis risk whilst not covering the real risks confronting
farmers. Complex trigger formulae are perhaps more accurate, but if only experts
can understand them, they can be counterproductive. Box 20.2 proposes an
alternative approach that is probably easy for farmers to understand and more
responsive to their needs.

Nevertheless, the correlation between meteorological variables in triggers and
actual damage can be small, even with sophisticated product designs. According
to experts from Munich Re, the correlation is estimated to be a maximum of 6o
per cent. Consequently, a hybrid approach, such as the one being used by
MiCRO in Haiti, which combines parametric and indemnity-based methods,
represents an interesting alternative. Similarly, the Indian Government is testing
a Modified National Agricultural Insurance Scheme (MNAIS) that combines
weather and area-yield indices (see Box 20.4).

Because of climate change, it is important to recognize that the data model is
likely to change over time. Consequently, it will be necessary to regularly reassess
the product design, including the risks covered, the time periods and the triggers,
for the cover to continue to be relevant.
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Claims management

It is virtually impossible to convey the principle of insurance if no losses occur
for years on end. It therefore makes sense to design the product so that claims are
settled from time to time. Allowing for a higher frequency of losses has an imme-
diate impact on pricing, but is important for acceptance of the insurance con-
cept, particularly during the launch phase. Consequently, it is useful to consider
different sets of triggers and defined payouts for large disasters, as well as smaller
payouts for more occasional events. If it can be managed cost-effectively, fre-
quent small payouts will build trust in the insurance scheme and increase the
demand for cover for extreme events.

In the case of natural disasters, claims settlement is particularly complex. On
the one hand, numerous claims have to be processed and settled, while on the
other, those affected are often in shock as, besides material assets, items of senti-
mental value can be lost or damaged. In the case of personal injury, the emo-
tional stress is particularly high. A lack of understanding and a clumsy approach
can easily lead to frustration on both sides. However, index-based products that
do not need extensive loss adjustment may be a cost-effective solution to speed
up the claims settlement process. Claims processing can be further expedited if
the scheme uses automated weather stations that regularly transmit precipitation
and other weather data directly to the insurer (see section 24.4).

Effective claims management requires considerable preparation before the
insured event occurs. Through scenario planning, attention must be given to the
loss potential — the probable amount of loss and possible number of policy-
holders affected — and operational systems need to be established to respond.
Funds for a speedy settlement must be kept in reserve or easily accessible. The
key to a cover’s future success lies in simple claims documentation requirements,
easy administrative processing, clear decision-making channels and timing.
Poorly managed claims handling will discredit microinsurance for years and
undermine insurers credibility.

Education and capacity building

Education and an understanding of insurance-based mechanisms require special
attention when dealing with the low-income market. Many publications deal
with the much-cited problem of insurance illiteracy (see Chapter 14), with solu-
tions emerging at different levels:

Clients: providing effective client education, cultivating an insurance culture in
the low-income market, satisfying an unmet demand for new products
Providers: building staff capacity, finding the right business models and delivery
channels
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Regulators: removing regulatory obstacles, developing systematic and compre-
hensive approaches (see Chapter 25)

In the context of climate change, the question is slightly different. Who needs
to know the subject and how? How must climate change be taken into account
and communicated? Climatic changes take place over years and decades. As a
result, the phenomenon is abstract, even though it is becoming better under-
stood (Edenhofer et al., 2010). It may be assumed that while people in affected
regions do perceive changes in the weather, there is often no association with the
complex phenomenon of climate.

In this respect, climate change must be communicated in different ways at
different levels, raising awareness about strategies to adapt to new conditions and
effectively manage additional risks. For example, within an insurance company,
the staff can be trained and made more aware. It is also essential to publicize suc-
cess stories and obstacles. If valuable insights fail to catch on, the wheel will be
constantly reinvented. For intermediaries, aggregators and clients, communica-
tion should be tailored to create an understanding of weather-related concepts by
referencing weather conditions that have been experienced and risk mitigation
steps that they can take. Responding to local specifics and addressing the individual
situation of the target group makes it easier to introduce cover concepts.

Sustainability

Sustainable solutions are good solutions. They are economically stable and
improve the living conditions of insured persons for years. As the microinsurance
sector is young, it is difficult to achieve a balance between years with few claims
and years with many. The following guidelines should be considered if microin-
surance is to be transacted sustainably against the background of climate change:

Multi-year terms: Risk partnerships based on trust develop over a long time and
are one of the foundations of successful risk sharing. Insurance schemes that are
geared only to short-term profit do not work. Stable partnerships are therefore
clearly preferable to competition for favourable premiums.

Geographical spread: The more insurance products are geographically spread
across borders, the easier it will be to shoulder the burden of climate-related risks.
The solidarity-based system of insurance works best when it is diversified over a
large area, and hence the important role of reinsurance.

Efficient operations: For agriculture insurance, a link between loans and crop
insurance is essential for scaling-up and keeping transaction costs within reasonable
bounds. Other bundling opportunities can be found in the agriculture supply
chain, such as linking cover to seeds and fertilizer. For non-agriculture cover,
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loan linkages may also be a useful starting point, as in the CLIMBS and MiCRO
examples, but it is important to explore other means of aggregating risks for
meso-level interventions.

Dialogue and understanding: The stakeholders — politicians, scientists, business
representatives, insured persons — generally have a different understanding of the
language used. To reduce misunderstandings, clear agreement on aims and time-
frames and an unimpeded flow of dialogue are necessary. Only if all those involved
are aware of the benefits of cooperation can a strong commitment be expected.

Role of key stakeholders

For insurance to play a role in assisting low-income households to cope with the
impact of climate change, a concerted and coordinated effort from numerous
stakeholders will be required. This section briefly describes the important roles
for governments and donors, insurers and product designers, reinsurers, and
public-private partnerships.

Governments and donors

As discussed in Chapter 25, the transformation of unregulated schemes into reg-
ulated insurers is crucial for catastrophic microinsurance because it enables them
to access reinsurance. However, governments have an even more important role:
dealing with climate change and its impact. In this context, microinsurance is
just one piece of a broader puzzle.

Covers for weather-related catastrophes must be considered when designing
microinsurance regulation and national strategies. When doing so, it is impor-
tant to remember that insurance companies only pay claims on an ex-post basis,
after an event occurs. However, preventive measures are a key component of risk
management and therefore governments should also design and implement
national disaster reduction strategies.

As such, the relevant demands on governments are no different from those in
the conventional insurance industry (Mills, 2008):

Take the lead in a coordinated national effort to improve disaster-resilience through
the adoption, enforcement, and implementation of improved building codes.
Require that insurers collect and analyse more comprehensive data on weather-
related losses and their insurance implications.

Raise the standards of practice for catastrophe modelling and create a non-pro-
prietary modelling and data-collection entity.

Support risk-based pricing based on improved understanding of climate-related
risks in combination with insurer accountability for access and affordability issues.
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Promote the development of climate-friendly insurance products and premium
incentives through model laws and/or regulations.

Promote partnerships with policyholders for loss mitigation.

Safeguard reserves and surplus, based on an understanding of climate change,
and encourage prudent investments in technologies and industries that will be
part of the solution.

One of the main barriers to the availability of microinsurance products cover-
ing weather-related risks is the high start-up costs. Over a period of time where
no or low premiums are generated, resources are needed to finance a set of tasks
including researching demand and risk, identifying and selecting credible part-
ners to access the low-income market, data gathering and management monitor-
ing. Financial support or subsidies will increase the affordability, outreach and
sustainability of microinsurance schemes.

Competitive insurance may be too heavy a burden for those who live and
work in a vulnerable situation with no possibility of reducing their risk exposure
at reasonable cost. Directly subsidizing premiums, however, reduces the incen-
tive for those insured to take adequate risk mitigation measures. Incentives to
reduce risk can thus come into conflict with equity or affordability (Picard,
2008). While some may instinctively turn to donors for such subsidies, the expe-
riences in India (Chapter 20) illustrate how governments can use such interven-
tions to stimulate market development.

Where appropriate, governments should also encourage the creation of micro-
insurance associations or support existing ones. Financing these support struc-
tures poses a challenge, since many of them do not collect enough from their
members to cover their costs. This may be an area in which subsidies could also be
effective. Subsidies may also be required for research and development, such as
creating new products, enhancing benefits or experimenting with technology.

Looking at the role of governments and donors from a broader perspective,
they have a role to play in policymaking, participation and consensus-building to
create an enabling environment and strengthen institutions (Trommershiuser et
al., 2006). However, product development and pricing, sales, administration and
claims management remain strengths of the insurance industry. All other tasks
could be financed or even managed by governments and donors. By doing this,
they indirectly subsidize an insurance scheme without affecting risk-based pric-
ing, which may be considered “smart subsidies”.

Smart subsidies reduce the costs for the insurance provider as well as the time
to break even. Other targeted financial support such as conditional grants for
aggregators (e.g. communities, MFIs or cooperatives) that participate in risk mit-
igation programmes may complement the involvement of government and
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donors (Geneva Association, 2009).> The combination of these efforts is likely to
increase the outreach and ensure a high level of participation, thereby improving
the viability and impact of microinsurance schemes.

Insurers, product developers

The regional impact of global warming varies considerably. In some places,
torrential rain and flash floods are occurring more often. In others, heat waves or
droughts are becoming more intense and lasting longer. National weather services
and international bodies like the World Meteorological Organization can usually
provide information on climate changes in specific regions of the world. Product
developers and insurers must get an accurate picture of how the changes may
affect weather events and atmospheric conditions.

In this respect, as many historic events as possible should be compiled and
analysed, in consultation with weather or climate experts, to assess the risk. In
the wake of global warming, risk loadings are to be expected. As with climate data,
the periods analysed should never be less than 10 years, with a 30-year analysis
being regarded as scientifically sound. Positive effects, such as the probability of
less frost, should also be taken into account in the planning, although in product
development it is the negative effects that are likely to predominate.

Reinsurers

The role of reinsurance for microinsurance covering catastrophic risks is not much
different from the regular insurance market. It is prudent for microinsurers to
take catastrophe reinsurance if it is affordable and available. Reinsurance reduces
volatility and can be a prerequisite for profitability, particularly in the context of
climate change (Munich Re Foundation, 2011). For example:

Reinsurance stabilizes the financial conditions of the insurer especially when rare
events such as natural disasters occur.

It meets regulatory capital requirements or even plays a role as a capital source for
companies with limited means.

It provides additional professional services to insurers such as technical assist-
ance, training or support in the product development phase.

When it comes to microinsurance and natural disasters the last of these

three points has become increasingly important, since reinsurers have good

In addtion to providing insurance, insurers may offer other related services. For example, agricultural experts
working in insurance and reinsurance companies may have a better understandig of the big picuture than an
individual farmer, and can suggest a change of crops to reduce risk and make insurance more affordable.
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access to data and expertise, which is critical for appropriate risk assessment
and pricing.

Reinsurers have been reluctant to provide reinsurance to microinsurance schemes,
but that is changing, as shown by recent products from Swiss Re for example. Rein-
surers are restricted to doing business only with licensed insurers, so their involve-
ment can be enhanced by regulation that formalizes informal schemes, such as in the
Philippines (see Box 25.5). However, the small size of many schemes makes reinsurance
relatively expensive. Networks or other aggregators, such as the International Cooper-
ative and Mutual Insurance Federation (ICMIF) in the case for mutuals or CLIMBS
for Filipino cooperatives (see Box 4.4), may facilitate broader access to reinsurance.

The public-private partnership (PPP) approach

Notwithstanding the differing roles of these stakeholders, it is also critical to con-
sider how they can work together. For example, a crop insurance system can be a
unique opportunity for pooling the forces and talents of the various stakeholders,
including government and international organizations, farmers and farmers’
organizations, the (re)insurance industry, the banking sector including micro-
finance institutions, and agricultural input providers. Coordinated action is a pre-
requisite for increasing market penetration and providing insurance solutions to
smallholders. The increasing challenges facing farming can be tackled with the help
of PPPs (see Box 4.8). It is vital that the roles of the participating groups — the State,
the agricultural sector and the insurance industry — be clearly defined, for example:

State: Stipulate a legal framework, define agricultural insurance as part of
national agricultural policy, and possibly co-finance premiums. In developing
countries where state institutions sometimes do not have enough resources, some
tasks could be assumed by international organizations.

Farmers: Finance part of the risk transfer via insurance premiums, retain part of
the risk in the form of a deductible, or with index products as basis risk, and apply
site-specific and sustainable production methods to minimize production risks.
Insurance/reinsurance: Assume the role of risk carrier, market and manage insur-
ance policies, develop portfolios and products, and adjust losses. The best practice
is for insurance companies to work together in insurance pools, combining and
developing specialist agricultural insurance expertise in a management company.

Although it exists in over 100 countries, agricultural insurance is still limited
in most developing economies, and the majority of smallholder farmers currently
have to bear climate risks themselves. Through public-private partnerships it is
possible to exploit the strengths of various stakeholders to enhance access (see
Herbold, 2010 and 2011).



Box 4.8

108 Emerging issues

SystemAgro, PPP approach in Turkey

Hard facts 2009

Sum insured: €1 416 500 000 (US$2 098360 000)

Premium volume: €58 773 0oo (US$85 251 000)

Policy numbers: total 306 770; crop insurance 285243

Area insured: total 559 509 hectares, average two hectares/policy
Insured livestock: 112202 head

Context
SystemAgro, developed by Munich Re, is a public-private partnership (PPP)
between the State, farmers and the insurance industry.

Organization

— The Government provides a 50 per cent premium subsidy and co-financing for
catastrophe losses.

— Insurance Pool: Set up by 22 insurance companies.

— Pool Board: Acts as a steering committee comprised of seven members (Ministry
of Agriculture, Treasury, Insurance Association, Farmers’ Union.

— Management company Tarsim: responsible for transacting insurance.

— System operational since 2006.

Challenges

Increasing market penetration

Product development:

— Crop — complementing direct loss insurance products (insured perils: hail, frost,
storm, flood) with yield guarantee products (insured perils: all climatic perils) for
arable crops.

— Livestock — making herd insurance products more attractive compared with sin-
gle animal policies.

Reducing transaction costs

Preliminary lessons learned

1. Concerted action of this kind is a prerequisite for providing insurance solu-
tions to under-served sectors.

2. Creating a link between production credits and crop insurance is essential for
up-scaling and keeping transaction costs within reasonable bounds.

Source: Herbold, 2010 and 2011; www.munichre.com/systemagro.
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Conclusion

To adapt to changing climate conditions and cope with the resulting disasters,
the international community has pledged substantial funds to finance adaptation
measures. The “fast-track” money of US$10 billion per year approved in 2009 is
to be increased to US$100 billion per year by 2020. The first funds from this
resource were allocated by the relevant ministries in 2010 (Wiedmaier-Phister et
al., 2009). This chapter has identified a number of areas where such funds could
be used or invested to enhance the effectiveness of microinsurance in the context
of climate change, including improved weather infrastructure, technical assist-
ance to improve product design, awareness raising about the role of insurance in
managing climate change risks, and subsidies to enable schemes to start and scale
up quickly.

All microinsurance schemes, regardless of what risks they cover, need to assess
how their claims experience might change in the future because of the impact of
climate change. Technical assistance from climate change experts may enable
agricultural, life or health insurance schemes to understand how their risk pro-
files may evolve over time, and what steps they can take to manage those risks,
including accessing reinsurance.

Insurance schemes that have tried to tackle weather and disaster risks at the
micro level have not managed to achieve scale without government subsidies.
Certainly premium subsidies and smart subsidies for research, product develop-
ment and consumer education would be a welcome use of these funds to
improve the effectiveness of index-based weather insurance. Additional invest-
ments could support innovative efforts to overcome key challenges, such as
remote sensing and experimentation with hybrid approaches to reduce basis risk,
and designing effective yet understandable triggers.

Similarly, greater experimentation with meso- and macro-level interventions
is warranted to explore alternative approaches to reducing the vulnerability of the
poor to risks associated with climate change. While not specifically microinsur-
ance, interventions at the meso or macro levels may be a more effective means of
protecting the poor from natural disasters. Funds should also be used to increase
key stakeholders’ awareness of the roles they could play to enhance the effective-
ness of insurance as a tool for climate change adaptation, including the creation
of public-private partnerships.

At operational level, the insurance of weather risks is a difficult but important
issue for microinsurers to tackle. Technical assistance could help these organiza-
tions to overcome challenges and implement the guidance described in this
chapter, including:
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Engage with policyholders to implement relevant risk prevention activities.
Acquire a sound database and carefully monitor experience.

Develop products that meet the needs of the people at risk, taking into consider-
ation their ability and willingness to pay and the payment infrastructure available
to them.

Consider the loss potential, including frequent and infrequent events, to increase
the likelihood that insureds will experience the benefits of insurance.

Establish an efficient insurance operation with a special emphasis on claims man-
agement and communication.

Regularly adjust product design based on changing climatic conditions and the
impact that it has on low-income populations.

Climate change will certainly cause the challenges to become bigger rather
than smaller. Through a careful analysis of lessons and experiences, the involve-
ment of multiple stakeholders and careful use of subsidies, it will be possible to
reduce the vulnerability of the poor to weather disasters and global warming.
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Innovations and barriers in health microinsurance

Sheila Leatherman, Lisa Jones Christensen and Jeanna Holtz
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assistance in identifying manuscripts for review, and recognize the support for research provided by the
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Health microinsurance (HMI) offers a promising way to mitigate the risks of
disease and ill health, which are disproportionately borne by the world’s poorest
citizens. In developing countries, illness is mentioned more frequently than job
loss as the main cause of poverty (Dodd et al., 2002; Asfaw, 2003) and many low-
income individuals cannot afford medical treatment. Health risks pose danger-
ous threats to the lives and livelihoods of the poor, and health security remains
integral to accomplishing many of the Millennium Development Goals. Little is
known about the impact of HMI on health outcomes and household well-being,
though some positive indicators of the value of HMI have recently emerged.
Research reviewed in this chapter shows that access to HMI reduces out-of-
pocket health expenses, especially for catastrophic health events, and improves
access to quality health care for those who are insured.

HMI is one of many potential healthcare financing options for the poor.
Other options range from out-of-pocket spending or credit to government-spon-
sored partial or universal access to healthcare services. Research indicates that 26
per cent of households in low- and middle-income countries resort to selling
assets and borrowing to cover healthcare expenses (Kruk et al., 2009), suggesting
that there is a huge gap in healthcare financing. Although health care is increas-
ingly perceived as a human right and a public good, in reality resource con-
straints slow the deployment and scale-up of national health care financing. In
these cases, HMI can be a possible alternative; hybrid strategies that combine
private-sector-led HMI with the strengths of the public sector also promise to
push the frontier in healthcare financing for the poor.

Private-sector HMI programmes aim to fill this gap, but designing valuable,
sustainable health products is inherently more complex than with other types of
microinsurance. Most health products cover catastrophic risks, which occur with
low frequency, are often unpredictable, and result in a need for high-cost serv-
ices. These catastrophic events are more easily insured than routine healthcare
needs, so insurers have focused on them, often designing in-patient-only cover.
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However, HMI programmes struggle to reach sustainable membership for these
in-patient policies, partly because the poor perceive more value in cover for high-
frequency, predictable and often low-cost services.

Despite the positive indicators and potential of HMI, there are many chal-
lenges that limit the growth and impact of the sector. This chapter, based on a
longer thematic study that includes a literature review of 68 documents covering
the period from 1999 to 2010 and interviews with 31 representative experts, dis-
cusses these challenges and suggests ways forward. The next section reviews liter-
ature on HMI impact, and is followed by a summary of key demand and supply
barriers, and innovations that may move the field forward.

Evidence of the impact of health microinsurance

There is a body of literature focused on assessing the impact and opportunities
that HMI creates. While Chapter 3 provides a more comprehensive overview of
the impact of microinsurance, this section summarizes specific evidence of the
impact of HMI. This impact falls into two major categories: 1) household
finances and 2) access to and quality of care. Unfortunately, the literature still
lacks information on short- or long-term health outcomes, and this section closes
with a discussion of why this problem plagues insurance and related fields.

Impact on household financial vulnerability

Opverall, significant portions of the published evidence suggest that clients of HMI
programmes experience better financial protection from health shocks than do
non-clients. While the extent of the effects varies, programmes consistently help
reduce individual and household out-of-pocket health expenses (Galarraga et al.,
2008; King et al., 2009; Wagstaff, 2007). In particular, HMI programmes protect
the poor from catastrophic health events (Asfaw and Jiitting, 2007), although this
is not true in all cases (Werner, 2009). Results from Viet Nam indicate that
involvement in HMI programmes reduces annual out-of-pocket health expendi-
ture and/or improves access to health care (Waddington, 2009). Positive outcomes
from insurance were replicated in Indonesia, Nepal, Senegal, Uganda, United
Republic of Tanzania, and some parts of India (Asfaw and Jiitting, 2007; Dror et
al., 2009; Gertler et al., 2009; Msuya et al., 2004; Wagstaff and Pradhan, 2005).

Access to and quality of care

Despite this general positive impact on household finances, there is mixed evi-
dence showing that not all population segments are benefiting from HMI. A key
concern is that the extreme poor (including those living below the poverty line or
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those living on less than US$2/day in purchasing power parity terms) are not
being reached. Essentially, the poorest cannot afford to pay the premiums, even
in locations where some level of subsidy was supposedly available (Asfaw and Jiit-
ting, 2007; Derriennic et al., 2005; Msuya et al., 2004; Jiitting, 2004; Wagstaff
and Pradhan, 2005). These findings were consistent across programmes and
countries, including programmes in India, Senegal, Uganda, United Republic of
Tanzania, and Viet Nam.

On a more positive note, while the very poor do not access healthcare services
through HMI programmes, research indicates that the poor (but relatively less
poor) do experience greater access to care. In particular, many studies reveal that
clients of HMI programmes are more likely to use hospital services than are non-
clients. One study in rural areas of the United Republic of Tanzania revealed that
sick individuals with HMI were 15 per cent more likely to receive treatment than
individuals in non-member households (Msuya et al., 2004).

Other positive findings were that people with HMI were more likely than the
uninsured to seek malaria treatment earlier in the disease cycle once they realized
they were ill (Blanchard-Horan, 2007). The result for malaria was consistent
across health-secking behaviour for other, more general health conditions. For
example, focus groups and interviews with programme managers in Uganda
revealed that members no longer postpone health care until they are seriously ill,
as they had before joining the programme (Derriennic et al., 2005).

Generally, individuals with HMI are less likely to self-diagnose and self-man-
age illness. For example, enrolment in programmes in Viet Nam increased use of
medicines prescribed by a health professional, whereas they had previously used
non-prescription drugs and/or relied on pharmacists for diagnostic advice (Wag-
staff and Pradhan, 2005). Self-treatment can cause medical complications, such
as progression of an untreated or misdiagnosed illness, complications from self-
prescribed drugs, or public health problems in the case of infectious disease (Der-
riennic et al., 2005). Clearly, delays in obtaining health care can lead to increased
morbidity and mortality in many cases (Derriennic et al., 2005; Msuya et al., 2004).

Note, however, that many illnesses are cured without intervention, so obtain-
ing medicine early does not always produce the lowest-cost outcome. Moreover,
although increased access to care is a generally positive indicator, the benefit
design of an HMI programme can also influence use of healthcare services for
reasons not related to medical necessity. For example, when an HMI programme
covers in-patient care only, there is an incentive for clients seeking benefits and
healthcare providers seeking revenue to choose expensive hospitalization for
health care that could be appropriately provided in an outpatient setting.
Similarly, programmes where patients incur reduced or no out-of-pocket costs
for care can encourage unscrupulous healthcare providers to provide unnecessary

drugs or even perform medically unnecessary surgery.
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One question that has not received significant attention is whether enrolment
in HMI programmes leads to an increase in preventive care behaviour, either
because insurance promotes or covers such behaviour or because the members
demand such changes from each other and their programmes. The issue is
broader than examining the impact of discrete preventive care activity, such as
immunizations, and includes other interventions in areas such as water and sani-
tation, hygiene, education and lifestyle.

Health and well-being

Health outcomes remain an elusive target when attempts are made to measure
the impact of a health system and the value of HMI. There are a number of fac-
tors that mitigate the ability to measure health outcomes. The collection of valid
outcome data is still considered embryonic even in developed health systems in
affluent countries. Inevitably, it hardly exists in settings with low resources. Fur-
thermore, measuring the impact of HMI requires a high degree of measurement
of specific aspects, because health outcomes are highly correlated with the design
of the benefits and the quality of the service delivery (Dercon et al., 2008). For
example, a programme could have a limited effect on health because the HMI
product is poorly matched to local needs or because the quality of care at the hos-
pital or clinic is below par.

While the research is fairly limited on this subject, the ability to define and
measure health outcomes must become a routine operational competency for a
number of reasons: to help determine where money should be spent on services
that make a difference in well-being, to support formative evaluations of HMI
policies and processes, to permit identification of best practices for wider adop-
tion, and to foster accountability and transparency in programme design and
operations.

Potential of HMI

The emergence of HMI programmes worldwide provides hope that the poor will
receive, at a minimum, a reliable, adequate level of access to affordable health care.
Research shows that access to HMI reduces out-of-pocket health expenses, espe-
cially for catastrophic health events, and improves access to quality health care
for those who are insured. There is also evidence that HMI stimulates important
health-seeking behaviour such as the use of mosquito nets and receipt of malaria
treatment earlier in the disease cycle. Nevertheless, little is known about the
impact of HMI on health outcomes and household well-being, especially when it
concerns the poorest individuals, who tend to be excluded from HMI pro-

grammes and who generally receive a lower quality of care. There is still scope to
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expand member benefits in HMI. This can increase the ability of low-income
individuals to access medically necessary care at the appropriate time, thus reduc-
ing financial catastrophe and promoting economic productivity and efficient use
of resources.

Demand and supply challenges for health microinsurance

Complexity of health microinsurance

The very nature of HMI differentiates it from other forms of insurance. Health
microinsurance is about service delivery rather than paying to compensate for a
loss. This fact makes it extremely difficult to control demand and ensure that the
services delivered are appropriate. The situation is complicated by the fact that
healthcare services covered by insurance are delivered by a third party, the health-
care provider, whose motivation may be to maximize revenue. This creates
another distortion, encouraging fraud and irrational pricing.

HMI is further complicated by the intense demand for services thought to be
required for good health. Standards of care continuously evolve and are influ-
enced by factors such as technology and infrastructure, greater awareness and
improved partnerships. As a result, the frequency and number of types of service
is increasing (such as diagnostic radiology once equipment and providers are
accessible). At the same time, the cost of service is also increasing (e.g. CT scans
replacing x-rays), compounding the challenge to deliver appropriate and afforda-
ble care. Low-income households suffer disproportionately from infectious dis-
ease and the consequences of poor living conditions, and they are also increas-
ingly subject to chronic lifestyle-related diseases such as diabetes and heart
disease that are traditionally more common in higher-income populations.

Amidst such challenges, HMI programmes differ on many fronts: they differ
in programme design, including the degree of integration with healthcare pro-
viders, distribution and servicing approaches in relation to cover or benefits. This
complexity exists for a reason; different programme configurations address differ-
ent needs in the operating environment. Communities vary in relative wealth,
health and exposure to health risks, as well as proximity to healthcare providers,
pharmacies and laboratories. For example, some programmes attempt compre-
hensive cover (in-patient and outpatient), while some offer catastrophic (hospi-
talization) cover only. Further variance relates to whether a product covers pre-
existing conditions, maternity, preventive or chronic care, as well as the
maximum benefit amount and the degree to which members are required to
share in costs.
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Other differentiators are the types of organizations that offer the insurance
and the types of relationship the organizations have with clients. Microfinance
institutions (MFIs) can work with insurers to offer HMI, which should help to
attract and/or retain clients, and may reduce defaults on loans. NGOs may offer
HMI to increase services and protection for community members. Commercial
insurers can move down-market to attract new clients. Governments run social
protection programmes at state or national level, and hybrid models exist as well.
The relationship between the programme and its clients has implications for the
potential scale and viability of the programme, in adding to the kinds of benefits
and pricing options that receive priority.

Demand-side challenges

At least 93 per cent of the global burden of disease falls on 84 per cent of the
world’s poor (Preker et al., 2002). This statistic suggests a potentially high
demand for health care and for viable means to finance healthcare services. The
fact that risk management options available to the poor are typically very costly
and limited in their effectiveness strengthens the notion of pent-up demand for
insurance. Many of the poor understand first-hand how healthcare needs
become financial catastrophes; they are frequently forced to manage the cost of
health care, both routine and catastrophic, through high-interest loans, depleting
savings and/or causing the unplanned sale of productive assets at a discount. A
survey carried out by the Microlnsurance Centre reveals that respondents in
Africa, Asia and Latin America claimed that HMI is the most sought-after type
of cover (Roth et al., 2007; Dror, 2007). Despite this demand, few of the HMI
products currently available attract and retain the desired number of clients.

A lack of perceived value for products that cover only hospitalization, which
less than five per cent of clients typically experience, is thought to be a key reason
for low enrolment and renewal rates. Low-income households suffer other cata-
strophic expenses outside of hospitalization, for example a sustained drug regi-
men. Routine outpatient expenses have a greater impact on the majority of poor
families than the possibility of hospitalization. Besides offering cover that is often
perceived as insufficient, few HMI programmes have devoted the necessary
resources to educating target populations, which often lack insurance literacy,
about the potential and actual value of HMI and how it works (see Chapter 14 for
more on consumer education).

As described in Chapter 7, income constraints and the high and rising cost of
health care are serious barriers to stimulating demand for HMI, and many exist-
ing programmes cost more than poorer households can pay. In fact, one study in
Uganda indicated that only 37 per cent of insured households could pay their
premiums from available cash resources (Dekker and Wilms, 2009), further
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revealing that many who purchase HMI may be borrowing money or selling
assets to do so. Seasonality of income makes it even more difficult for clients to
pay premiums, regularly compounding the problems with low capacity to pay.

As many demand challenges are generic and thus relevant for all types of
microinsurance products, only HMI-specific barriers have been considered here
and will be further discussed in section s.3. Better marketing and consumer edu-
cation should solve some of the problems with the demand for HMI and there-
fore some of the issues discussed in Chapters 13, 14 and 15 are also relevant for
health microinsurers.

Supply-side challenges

The literature review and expert interviews identified five key supply-side issues
in HMI: 1) health delivery system constraints, 2) insufficient programme scale, 3)
pricing and funding concerns, 4) operating model deficiencies and s) the lack of
an enabling environment.

Healthcare delivery system constraints
The capacity of the healthcare delivery system fundamentally affects HMI pro-
gramme success. Some healthcare delivery constraints include:

access barriers, such as when patients cannot reach a facility due to distance,
transportation costs and lost wages;

service quality, such as when clinics do not competently offer needed services (for
example laboratory and x-ray);

staffing, such as inadequate numbers of physicians, poor distribution of provid-
ers, or deficiencies in skill and training;

lack of resources, in particular the frequent insufficient availability of medical
supplies and drugs (Preker et al., 2002);

insufficient or non-existent norms for performance monitoring, certification or
accreditation, making it more difficult to measure and ensure quality across pro-
viders.

The net result of these constraints is a severely limited range of options where
individuals can receive care. In many cases, when HMI programmes are not
affordable or not available, the alternative for the poor is either to receive no care
or to receive care from public-sector providers. There are cases where govern-
ments have programmes with significant outreach that function well, but in
many locations the reputation of the public-sector services suggests that they are
underfunded and understaffed. This current dilemma — where government-
sponsored HMI programmes lack sufficient funding or are in the early stages of
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development with long gestation periods, and private sector programmes lack
essential governmental support — leaves the poor without a short-term solution
to this financing and access problem.

Need for programme scale

The size and scale of an HMI scheme can also influence the quality of care, its
price, the range of product options, and its sustainability. HMI programmes that
limit access to a small number of facilities often fail to offer clients viable options
for quality care (McCord, 2007b; S. Ahmed et al., 2005). Larger programmes can
often procure more favourable pricing from healthcare providers (Marek et al.,
2005), and more easily recruit doctors and nurses to participate in the provider
network (Marek et al., 2003).

A study of seven HMI programmes in East Africa revealed that each pro-
gramme preferred to seek scale by enrolling groups rather than individuals, thus
reducing adverse selection (McCord and Osinde, 2005). Group enrolment can
be achieved through partnerships with employers with low-income employees, as
well as with MFIs or community groups (Kiwara, 2007).

Attempts to enrol groups of workers in the informal sector have been more
successful than attempts to enrol individuals from the same area (Kiwara, 2007).
In 1998, managers from UMASIDA in the United Republic of Tanzania tested
payment frequency and renewal patterns over three years based on individual
and group-administered payment plans. They found that renewals were highest
when associations paid the premium on behalf of members and members paid
daily or weekly sums into the group fund throughout the year (Kiwara, 2007).

Pricing and funding concerns

Improper pricing creates situations where HMI programmes cannot reach their
target populations in expected numbers and/or cannot sustain themselves over
time. McCord (2007b) indicated that in four of seven HMI programmes
reviewed, cover was improperly priced. In all cases, the premiums were too low.
Of these, only two programmes had obtained actuarial assistance. Programmes
have notably different philosophies on pricing, as some attempt to understand
what the market can pay and others price for profitability or financial sustainabil-
ity (Dror, 2008; McCord, 2007b).

As described in Chapter 21, there are several reasons why HMI programmes
make pricing miscalculations. Under-pricing stems from failing to use actuarially
sound practices to estimate costs and from setting premiums based on what cli-
ents can pay instead of what is required to cover costs and generate minimum
margins for expansion and sustainability. Over-pricing can occur when assump-
tions are based on insufficient or flawed data, on overly cautious margins, or on
an expectation to break even or even make profits in too short a period or with
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too little membership. It must also be noted that an actuarially sound premium
may be unaffordable for clients — in which case either the product benefits must
be reduced (enabling the premium to be lowered accordingly), or subsidies must
be found.

Other reasons for pricing miscalculations relate to insufficient investment
in support systems for the insurance schemes. Research indicates that private-
sector, government-sponsored, and NGO-sponsored insurance schemes may not
direct sufficient funds to management systems or proper costing techniques,
particularly in Africa (Sabri, 2003). In addition, pricing of private-sector HMI
programmes is problematic when governments provide free (or nearly free)
health care.

Operating model deficiencies

The critical risk factors in HMI are similar to those that exist in commercial
insurance. Namely, the behaviour of clients and healthcare providers will be
different if there is insurance from what it would be if there were none (moral
hazard); only the most sick and risk-prone individuals will purchase the product
(adverse selection); and there will be exposure to fraud and potential for cost
escalation.

Lack of project management and governance capabilities were mentioned by
many experts as core obstacles in scaling up HMI schemes. As those issues are
generic, they are not covered in this chapter.

More specifically, deficiencies in the use of technology and reinsurance were
commonly identified challenges.

As illustrated in Chapter 24, technology can be employed to mitigate health-
care-provider and client fraud. It also can help to control the quality of health-
care services and make operations more efficient. However, research revealed that
few HMI programmes were utilizing technology and management information
systems to improve efficiency, increase quality of care and/or suppress fraud. In
fact, in-depth case studies of seven East African HMI programmes revealed that
only two were using computer systems to increase controls and provide manage-
ment data (McCord, 2007b). Derriennic et al. (2005) indicate that only two of
the 12 community-based HMI programmes evaluated in Uganda had a general
management information system that would enable evidence-based managerial
decisions to be made. However, much of the literature is silent on infrastructure
elements such as the use of technology.!

! For exceptions, see Derriennic et al., 2005; Leftley, 2009; McCord, 2007b.
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Reinsurance supports three areas: financing, general stabilization and catas-
trophe protection (Dror, 2001). A reinsurance contract obliges the reinsurer to
pay some or all of the costs above a predetermined threshold, thus reducing the
HMI programme’s risk of failure and insolvency. Scenarios run by Bonnevay et
al. (2002) indicate that an HMI programme benefits more from paying the rein-
surance premium than if it kept the same money for a safety margin in a reserve
account. Their findings are robust regardless of how the HMI programmes are
configured. The authors further illustrate that while profitable years for HMI
programmes are unaffected by reinsurance, the inherent financial safety it pro-
vides allows programmes to use surpluses as discretionary monies rather than as
reserves. Simulation work by Dror (2001) suggests that reinsurance contracts can
stabilize programmes from the first year. Importantly, the author also notes that
reinsurance pools may require several years of operation before they operate prof-
itably. Note, however, that reinsurance can also be problematic, such as when it
masks institutional inefliciencies.

Enabling environment and role of government

Government support and the regulatory environment for HMI is a critical differ-
entiator between countries and HMI programmes. Accordingly, Dror and Jac-
quier (1999) claim that, regardless of which organization sponsors or initiates
HMI, programmes need political, technical and financial support from the gov-
ernment. Governments can also allow decentralized decision-making to enable
local-level decisions and negotiations to be enacted. Some research argues that
the role of government is so salient and so varied that it destroys the ability to
draw any general conclusions on the state of the HMI sector (Churchill, 2007).
Along these lines, one interviewee emphasized that one must look at each coun-
try and government in isolation when assessing problems and solutions, and that
recommendations should not be made on the basis of generalizations (Adelhardt,
2009).

Certainly, the regulatory environment can stimulate or constrain the develop-
ment and scaling of sustainable HMI programmes. In addition to improving
regulatory support, governments can contribute to HMI via public-private
partnerships (PPPs), which are described in more detail in the next section. Seek-
ing out these opportunities for collaboration is an important step towards over-
coming the many supply-side challenges discussed in this section.
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Innovations and interventions for health microinsurance

This section moves from investigating issues and impacts to examining options
for meeting the needs of the poor through improved HMI business models.
Several common themes emerged regarding the areas where HMI innovation is
most needed:

Expanding member benefits

Organizational models and PPPs

Overcoming low capacity to pay

Use of information and communications technology

Enrolment, sales and distribution were other areas with a need for innovation,
but as they are not specific to HMI they have not been included in this chapter.

Expanding member benefits

Member benefits should extend beyond hospitalization. Minor health shocks are
a pressing concern for most low-income households, and meeting this demand
has the potential to increase take-up and improve risk pools. More assistance
with the cost of drugs, particularly the drugs necessary for long-term treatments,
also has the potential to increase demand. Taking care of the outpatient side
should also improve health outcomes and health-secking behaviour. More regu-
lar health check-ups, early diagnoses and timely care for minor illnesses should
result in a reduction in overall treatment costs, better cost control and lower
claims for in-patient products. For example, VimoSEWA, an insurance arm of a
large trade union that provides composite health, life and property cover to more
than 200 000 self-employed women in India, discovered that one-third of hospi-
talization claims are for preventable illnesses such as malaria, gastroenteritis and
other water-borne diseases. Leaving diseases like these untreated not only aggra-
vates vulnerability in poor communities, but also undermines the viability of
health microinsurance. Several Indian organizations have addressed the out-

patient component creatively, as described in Box s.1.
Expanding member benefits in India

Established in 2003, as of May 2010 Uplift Health Mutual Fund serves more
than 110 000 members in the urban and peri-urban slums of Pune, Mumbai and
rural Marathwada. Supported by Uplift staff and systems, members themselves
administer the scheme through regular, participatory claim settlement meetings.
This mutual system, coupled with strong partnerships with various healthcare
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providers, allows the programme to maintain a broad benefits package that
includes in-patient surgical services, some outpatient services and all primary
healthcare consultations for a very competitive price (INR 400 or US$9 per year
for a family of four with benefits capped at INR 15000 or US$333). Uplift also
conducts monthly health camps and runs a 24-hour hotline staffed by qualified
doctors who assist in navigating the complex healthcare system (Dimovska et al.,
2009; Ruchismita and Virani, 2009). The programme is not yet fully sustainable,
but the recent growth rate, scale achieved so far, established processes and sys-
tems, and professionalism of the core team distinguish the Uplift model from
other community-based schemes.

Swayam Shikshan Prayog (SSP), an Indian NGO that promotes social
and economic opportunities for low-income women and their families, is
piloting a hybrid HMI model to overcome some of the limitations of commu-
nity-based schemes. Financial risk for in-patient benefits is carried by an
insurance company, bundled with a package of outpatient services, implemented
by community workers, and delivered through a network of local practitioners,
diagnostic centres and drug dispensing units. Besides hospitalization cover,
members can receive additional health services and access outpatient primary
and preventive services and drugs, saving 30 to 40 per cent on the usual
charges.

Research shows that as customers become more knowledgeable and
consider existing products, they will increasingly demand customized products.
Because of extreme variations in client needs, the cost of health care, the
availability of services and client demand, there is no single benefit package that
can optimize all factors and receive universal acceptance. Context-specific
solutions are most likely to address this issue of heterogeneity. For example, the
programme known as CHAT, or “Choosing Healthcare All Together”, is a
decision-making tool designed to involve the public in healthcare priority-
setting. It includes community members in the benefits allocation process by
having them work individually and then in groups to distribute a limited
number of pegs on a board. One strength of the tool is that the exercises do not
require significant literacy or numeracy for participation. The operating
principle is that the poor themselves are well positioned to determine what
should be included and excluded in their benefits package. Further, co-creation
can create trust, acceptance and willingness to be insured (Dror, 2007; Micro
Insurance Academy, 2009).
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Organizational models and public-private partnerships

The organizational model used to provide HMI plays a key role in determining
the impact of the programme, as the structure affects pricing, benefits and even
long-term funding. Dror (2008), examining the insurance industry in India,
found that HMI programmes can change models over time. For example, com-
munities may start out by purchasing group insurance from commercial insurers,
but later shift to community-based health insurance models, which offer more
flexibility and relate better to the client need for customized products. In addi-
tion, members may agree to ration benefits more readily when they have a role in
the decision-making process rather than when they attempt to understand the
acceptance and rejection decisions of a distant and impersonal company. This
suggestion hints at just a few of the possible connections between organizational
model, marketing and product design.

Typically, grassroots HMI programmes understand low-income communi-
ties, but do not understand health insurance, while traditional insurers do not
know how to reach communities or gain their trust. Insurers can bridge this gap
by working in partnership with delivery channels that are more in touch with
poor communities; grassroots HMI programmes can fill their capacity gaps by
participating in training and receiving technical assistance. With any potential
solution, however, understanding and meeting clients’ needs should remain a
priority.

When public- or private-sector intervention alone cannot accomplish
enough, public and private players may need to join together in innovative and
more substantive ways. Importantly, research reveals that advancing the goals of
fighting poverty and providing access to health care often requires the coopera-
tion and blended competencies of public- and private-sector actors, with com-
plementary resources and roles (Marek et al., 2005; Cowley and Ehrbeck, 2007;
Lomas, 2009).

Up to this point, this chapter has emphasized private-sector interventions
and programmes that directly or indirectly provide HMI and access to health
care. However, innovative PPPs have the potential to catalyse a greater quantity
and quality of healthcare options for low-income individuals and groups. In par-
ticular, PPPs can exploit the creativity and efficiency of the private sector in con-
cert with the fund-raising capability of the public sector. Public money may be
necessary to pay for most preventive care, for health promotion or to subsidize
HMI premiums. Government support for public-private partnerships can be
provided effectively in a number of ways. In Ghana and Rwanda, the public-
private partnership relationship is one where the government provides significant
subsidies to pay for premiums. In Laos PDR, the government subsidizes health
care directly. In Cambodia, the government finances equity funds; donors also
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contribute to these funds, which are used to subsidize local programmes to dis-
tribute insurance to the poor.

The public sector, however, can provide more than just financial and con-
tracting support. It is obvious that HMI needs to be developed in parallel with
public health strategies. For example, developing HMI programmes in countries
where health systems are very weak does not make sense. If well coordinated, the
public sector may be able to provide access to underutilized healthcare facilities
that the private sector can use to expand access and lower costs. Public- and
private-sector players can also cooperate to create larger, more stable risk pools.
Such partnerships can promulgate and enforce quality and accreditation stand-
ards. Quality assurance and the need for uniform standards of quality, cost of
treatment, and accreditation are other areas where the government can play an
important role.

On the other side of the spectrum, private-sector management expertise can
drive solutions to reduce fraud and manage programme risk and costs. Broadly
speaking, the private sector is inherently more able than government to innovate
and respond to market opportunities, and “stay close to the customer”. The
application of established business practices, including continuous quality
improvement, actuarially-based pricing, robust product research and develop-
ment, operations monitoring and use of technology are all essential to the success
of HMI programmes.

Overcoming low capacity to pay and liquidity constraints

Given that affordability remains one of the key factors affecting demand for
HMI, many countries support health financing mechanisms such as cost-
sharing, government intervention (e.g. rate-setting) and subsidies, and the
introduction of private for-profit healthcare services (Kiwara, 2007). Despite
this range of options, one of the greatest challenges for HMI is to identify
and implement pricing and payment methods that result in an affordable
product, while generating sufficient revenue to sustain operations. Good
business practices in HMI focus on increasing the flexibility of payments,
identifying premium subsidies and providing “cashless” access to healthcare
services, which are crucial to making HMI accessible and affordable for poor
clients.
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Increasing the flexibility of premium payments

Currently, the most common premium collection practice is to collect annual
premiums at or around the time of enrolment. However, some HMI pro-
grammes are trying alternative approaches to make premium payments more
flexible, such as in-kind premium payments and various savings-linked arrange-
ments, as described in Box 5.2.

Making premium payments easier

VimoSEWA offers clients a special fixed deposit account where interest earned
on savings pays the annual premium. The innovation gives low-income clients
the option to contribute to a special savings account until they have accumulated
a balance sufficient to pay the premium (INR soo or US$11). The interest that
VimoSEWA earns on the savings eventually covers the cost of the insurance
premium. SEWA also offers a consumer loan designed to finance the soo-rupee
premium, enabling the client to repay the loan regularly over the scheduled
period (Radermacher et al., 2006).

Zurich Bolivia Group has had some success in delivering HMI products
through BancoSol, a commercial bank focusing on the low-income market. One
contributing factor is that sales and premium payments are linked to savings
accounts. The product, sold at bank branches, offers medical consultation cover
at 100 per cent, ancillary services and maternity at 8o per cent, and hospitaliza-
tion and surgery at 70 per cent plus life insurance for US$3.99 per month.
Zurich Bolivia invested in customized management information systems to
automate premium collections and integrate them with banking functions.
Monthly premium collection is flexible: if the savings account has insufficient
funds when a scheduled premium payment is processed, the system retries every
day to debit the account until 1) there are sufficient funds to pay the premium, or
2) sixty days have gone by, in which case the policy is cancelled (Harmeling,
2010b).

Subsidizing premiums

Another major way of providing adequate capital is to subsidize HMI premiums.
Some donors and governments experiment with temporary subsidies for health
insurance. The Health Insurance Fund, a Dutch foundation with funding from
the Netherlands government, provides two-year subsidies for their health schemes
in Nigeria to allow the poor to experience the benefits of unknown products. The
rationale is that clients will see the value of insurance and continue to pay for
cover once the subsidies have been removed. Permanent subsidies are also targeted
at poorer classes in several countries such as Georgia and Ghana. Given the
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inability of the poor to pay for health care, it is hard to imagine valuable
HMI programmes for all without subsidies and other support from the public
sector.

Cashless or near-cashless payments

Financial constraints also need to be overcome on the claims side. As discussed in
Chapter 6, another notable innovation to release liquidity constraints is cashless
products, which allow the poor to access health care without having to pay up-
front and then file a claim for reimbursement.

Use of information and communications technology

Technology has enormous potential to trim costs and increase efficiency for
all types of microinsurance products and across the entire value chain, which
is described in more detail in Chapter 24. There are many process-related
applications of technology that should offer improvements in operating
efficiency.

In the context of HMI, innovations in mobile phone technology can permit
cost-efficient, appropriate access to health care. For example, Project Masiluleke
in South Africa sends about one million text messages a day, encouraging
recipients in their local language to contact a national AIDS hotline. The hotline
then directs them to clinics outside their local region where they can avoid the
stigma of being tested in the vicinity of peers. Responses have exceeded expecta-
tions, particularly from previously hard-to-reach young men (Economist, 2009).
In other parts of the world, such as Thailand, compliance with a drug regimen to
treat tuberculosis jumped to over 9o per cent when patients were sent a daily text
reminder to take their medication.

A more direct way to use mobile technologies to improve the supply side is to
provide better support for rural health workers serving patients, as there is a
significant shortage of trained doctors in rural areas. The Council on Foreign
Relations (CFR) has developed a “doc in a box” concept, in which they equip a
shipping container to serve as a rural clinic. Trained community health workers
offer services from the units, and have access to fully trained professionals by
mobile phone (Economist, 2009). Medicall Home in Mexico is also using
technology to improve health outcomes for people who cannot access clinics, by
providing unlimited telephone consultations with doctors for a flat fee of about
US$s per month (Medicall Home, 2010). CARE Foundation is testing a
telemedicine scheme in rural India (see Box 5.3). Innovations like these have the
potential to make HMI more viable in rural areas by improving early access to
care, thus reducing costly claims later in the disease cycle.
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Mobile technology to connect doctors with rural patients

Based in Hyderabad, India, CARE Foundation is piloting a rural health delivery
and microinsurance scheme that focuses on the provision of outpatient care in
the village setting. Community members are trained to be village health champions
(VHC:s) who provide “health care on the village doorstep”. For routine diagnoses,
VHC:s use a hand-held terminal with a built-in clinical decision support system
to provide appropriate medical advice and order prescriptions. In less routine
cases, they liaise with a remote CARE doctor who recommends treatment
through a text message. Final testing of the technology, training of health workers,
and product design are currently being completed.

The way forward

This chapter suggests ways in which HMI programmes can become more valua-
ble to clients and more sustainable over time. Specifically, some strategies are
highlighted to respond to market demand, to address supply gaps by improving
product design, delivery, and operations, and to integrate public- and private-
sector efforts.

Expanding member benefits to respond to market demand

Member benefits should extend beyond hospitalization. Minor health shocks are
a pressing concern for most low-income households, and meeting this demand
can increase enrolment and stabilize risk pools. Furthermore, enhancing out-
patient benefits encourages regular health check-ups, earlier diagnoses, and
timely care for minor illnesses. These changes should reduce overall treatment
costs and lower claims for in-patient care, thus improving the overall viability of
HMI programmes.

HMI programmes must simultaneously educate clients in the benefits of
health insurance products and respond to client needs. Currently, lack of under-
standing of HMI is a key reason for the low renewal rates of many HMI pro-
grammes — clients often feel that insurance is a wasted purchase if they did not
fall sick during the year. Few programmes have devoted adequate resources to
segment-specific market research, education and marketing, limiting under-
standing and acceptance of HMI products on the part of clients and even practi-
tioners.

Compounding these issues is the fact that the poor, by definition, lack the
capacity to pay. As a result, stimulating demand for HMI will require careful
design of optimum benefit packages, ideally through a participatory process
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involving potential clients. Furthermore, low-income individuals require flexible
payment arrangements to help them finance premiums.

Improved supply: Products and processes

Currently, universal health care is out of reach for many countries. Market-
based solutions are not reaching scale and may not meet all needs due to
exclusions of populations, limitations of coverage, and constraints on the
infrastructure and distribution of healthcare providers in many geographical
areas. These factors leave the poor without reliable access to necessary health
services or dependable financial risk management solutions. As discussed in
this chapter, numerous challenges are restricting HMI programmes’ ability to
supply valuable products, and overcoming these challenges will require careful,
multi-pronged intervention.

Private-sector activity, by commercial insurers in particular, has been
limited to date partly because of the perceived complexity of designing and
administering comprehensive (e.g. outpatient and in-patient) products. Con-
text-specific solutions must be sought, using carefully constructed benefit
packages. Until products are developed that meet client demand while remain-
ing financially viable, a scale adequate for risk-pooling will not be attained.
Furthermore, many HMI programmes lack sufficient financial support due to
investor concerns about reaching scale, and, ironically, struggle to reach scale
due to this same lack of financial support. Additional obstacles to scale include
inadequate health infrastructure and insufficient data and technical expertise,
highlighting the need for more market research and capacity-building
assistance.

Since HMI is characterized by frequent transactions and small margins,
efficient claims and policy administration processes are essential to success. Thus
far, experience with third-party arrangements has not been satisfactory (see Box
20.5), and more innovation is needed in obtaining and implementing third-party
support. Appropriate pricing, reinsurance cover and fraud controls also require
significant attention and investment, particularly for community-based pro-
grammes. Though commercial insurers may have a better grasp of these
insurance concepts, they lack an understanding of how to best reach the low-
income market. Furthermore, HMI programmes face these challenges in
environments that often lack stable political systems and supportive regulatory
treatment of HMI programmes.
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The best solution is a coordinated effort to tackle multiple challenges simulta-
neously, involving players from many different aspects of the HMI sector. This
effort should be combined with active communication between actors, sharing
their discoveries of what works — and what does not.

Public- and private-sector collaboration

The presence (or co-creation) of underlying health services provision is critical to
advancing HMI and to improving health outcomes in general. Certainly, no
HMI programme can be successful unless adequate healthcare services and per-
sonnel are in close proximity to the patient. In addition, public health pro-
grammes can create supportive environments to strengthen the impact of HMIL
For example, public players can improve sanitation conditions to reduce overall
systematic health risk and to support the viability of HMI programmes. They
can also promote health education and preventive care. Such activities will
encourage the kind of behaviour change that will enable HMI to have a greater
impact and may also reduce risks for programmes.

In addition, to create an enabling environment, private-sector players need to
make full use of the presence of any organizing bodies that consolidate groups of
people on non-health criteria. This practice is critical to addressing the adverse
selection and risk-pooling problem (Ito and Kono, 2010). Management of health
care through treatment protocols, discharge planning and other forms of care
coordination can improve consistency and efficiency.

Ideally, governments should provide 1) sustainable sources of financing, 2) a
stable yet flexible regulatory environment, and 3) consistent political support.
With some or all of these factors in place, the probability of HMI programmes
being valued sufficiently by clients to stimulate enrolment and the programmes
thriving long enough to achieve scale increases significantly.

Improve evaluations

Another element that deserves consideration is improved metrics for programme
evaluation. Programmes where managers are testing innovations will certainly
move through a trial-and-error stage and evolve over time; some will fail and
most will require at least several years to break even. Thus, programme longevity
may not be the best indicator of a viable and sustainable HMI programme.
Other relevant metrics include standard financial indicators and ratios examin-
ing both clinical and administrative performance, robustness of management
information systems, credible pricing reviews, and staft training and incentives
(Biswas and Devi, 2008).
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The selection of metrics and the continuous tracking of performance meas-
urement play a role in advancing healthcare access and quality. Ideally, manage-
ment attention should focus on measuring and tracking HMI programme indi-
cators as well as client health outcomes.

A coordinated effort to expand member benefits

Opverall, the evidence review indicates that programmes can approach health
financing either to reduce vulnerability (focusing on a catastrophic event or in-
patient care) or to improve health outcomes (focusing on outpatient care, pre-
vention and chronic care). These two perspectives present a conundrum: the
former is more aligned with principles of insurance, but clients desire the latter.
Through efhicient business models, customized benefit packages and varied pay-
ment plans, HMI programmes should seek a balance between the two perspec-
tives. The solution should also make use of public-private partnerships (PPPs),
combining the public sector’s ability to source funding, pool large groups and
ease regulatory issues with the private sector’s innovation, insurance expertise,
efficiency and technology.

Thus, the way forward for health microinsurance lies with the combined
efforts of policymakers, the private sector, NGOs, government officials, manage-
ment educators and technology firms. Ultimately, no efforts, even combined
efforts, are likely to be successful unless inputs from the most important stake-
holder — the potential client — are constantly solicited and utilized.
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Some health microinsurance (HMI) schemes require patients to pay cash when
they receive healthcare services and then submit the receipts so that they can be
reimbursed by the insurer. For low-income households who may have to borrow
the funds from family, friends or moneylenders to pay for health care — and run
the risk that the insurer might reject the claim — the reimbursement method can
cause severe financial hardship that significantly decreases client value.

One way to alleviate this up-front payment is to set up a third-party payment
(TPP) mechanism with selected healthcare providers. A TPP can be defined as a
model for claims payment in which insured patients are not required to pay for
the cost of health services covered by the scheme. With the exception of any cost-
sharing (e.g. co-payment, deductible), an insured patient need not make an out-
of-pocket payment when using healthcare services, and a third party (the HMI
scheme or another entity on behalf of the scheme) pays the healthcare provider
for the covered services it has provided to the patient.! TPP mechanisms encom-
pass terms of payment negotiated between the third party and preferred health-
care providers, and usually include components to manage medical care such as
pre-authorizing hospital admissions.

This approach is not new in health insurance, though setting up and manag-
ing a TPP mechanism for HMI poses unique challenges. Using a practice-based
approach, this chapter identifies lessons learned on the efforts of TPP mecha-
nisms to provide “cashless” access to insured persons (see Box 6.1).

The evidence for this chapter comes from a literature review, an online survey
of HMI schemes conducted by the ILO’s Microinsurance Innovation Facility in
2009, key informant interviews and, most importantly, in-depth case studies.
Seven schemes (see Table 6.1) were selected to detail lessons on designing and
managing a TPP mechanism. The selection criteria for inclusion of an HMI
scheme as a case study included its contribution to geographic diversity, and its size
(minimum 10000 insured persons) and longevity (in operation for at least three
years).

! Adapted from the glossary of the ILO’s Global Extension of Social Security (GESS).
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Understanding the vocabulary: “cashless” and TPP mechanism

Synonyms or related expressions used in the HMI sector to refer to a TPP
mechanism include cashless HMI schemes, cashless claims arrangements, cashless
systems and cashless benefits.

The term “cashless” reflects the perspective of an insured client, and not that
of the HMI scheme or the healthcare provider. Cashless arrangements are made
by HMI schemes to enable the insured to access healthcare services with no (or
relatively little) out-of-pocket costs. The term cashless can apply regardless of
whether the insured patient’s access is truly cashless or whether it involves some
cost-sharing, e.g. co-payment or deductible.

Source: Authors.

Summary of case study information

Africa Asia Latin America
Name of Microcare®  UMSGF?*  Yeshasvini CBHI GRET- FMiA? Sol salud (Zurich
scheme’ SKY Bolivia and BancoSol)
Country Uganda Guinea  India LaoPDR  Cambodia Pakistan Bolivia
Typeof HMI Commercial Commu- Commu- Commu-  Commu- Insurer + distri- Insurer + distri-
scheme insurer nity-based nity-based nity-based nity-based bution partner bution partner
No. covered 29 000 16 120 3060000 65000 39 000 19 000 13 000
(end 2008)
Provider pay- Fee forserv- Case-based Case-based Capitation Capitation Fee for service Capitation pay-
ment method* ice with fixed payment  payment and case-  with fixed fee ment/fee for
fee schedule  and drugs based pay- schedule service and case-
ment based payment
Funds transfer Electronic ~ Cash Cheques  Electronic ~ Cash Cheques n.a.
method transfer or transfer
cheques
Health Hospitaliza- Hospitali- Surgery ~ Hospitali- Hospitali- Hospitalization Hospitalization
services tion and zation and zationand  zationand and voucher  and primary care
covered primary care primary primary primary  for one consul- (drugs excluded)
care care care tation
Number of 150 53 295 24 63 4 hospitalsand n.a.
providers 25 first line
contracted health facilities
Member cost- Claims in Small Claimsin  None None Claims in Co-payment and
sharing excess of deductible excess of excess of claims in excess of
benefits benefits benefits benefits
Claims No No Yes (Family No No No Yes (PROVID)
administration Health Plan
outsourced? Limited)

! The acronyms stand for the following organizations: Union des Mutuelles de Santé de Guinée
Forestiere (UMSGF), community-based health insurance (CBHI), Groupe d’échange et de recherche
technologique (GRET), and First Microinsurance Agency (FMiA). SKY is a Khmer acronym for
“Sokhapheap Krousar Yeung”, which means “Health for Our Families™.

2 Microcare ceased operations in late 2009 due to a mixture of political and regulatory reasons.
Nevertheless, the lessons from this scheme are relevant for this chapter.

3 FMIA ceased operations in 2011, having failed to achieve financial sustainability or to attract new
funding. This does not affect the value of the lessons they learned.

4 These payment methods are defined in section 6.2.2.
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This chapter is organized into two parts. The first part presents the TPP
mechanism in the context of claims models available to HMI schemes and
assesses the pros and cons of third-party payments. The second part summarizes
key issues to address when establishing and managing a TPP mechanism across
three dimensions: 1) access to care; 2) cost of care; and 3) quality of care.

Current TPP practices

When designing an HMI scheme, practitioners must define the conditions for
access to health care, and the mechanism and entity responsible for claims sub-
missions and payment. TPP mechanisms are one of three major claims models
prevalent in HMI (Radermacher et al., 2006). Two of these models provide cash-
less access to insured patients, while the other reimburses claims.

TPP mechanism: With a TPP mechanism, the HMI scheme arranges direct
payment for covered services to the healthcare provider on behalf of the insured
(see Figure 6.1). With the exception of any cost-sharing such as a co-payment or
deductible, the patient need not make an out-of-pocket payment at the time the
service is provided. As such, TPP mechanisms are frequently cited as a tool to
increase the value of insurance to low-income persons, who may otherwise face a
significant debt burden to fund the cost of health care, even for a short period.

TPP mechanism

HMI

Claim payment Premium payment

Provide health care services
with cashless access Insured

() (]
Healthcare (may include some cost-sharing) w lnl 'il lil i' 'i

providers

Insured patient

Integrated care and financing model: HMI practitioners may own and manage
healthcare facilities (usually to provide primary health care), or healthcare pro-
viders may start HMI schemes, thereby integrating insurance with healthcare
delivery. In an integrated model, healthcare providers collect the premium from
the insured and provide healthcare services according to the terms of the insur-
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ance policy (see Figure 6.2). The premiums collected in advance by healthcare
providers are expected to cover the cost of the services. In this situation, patients
do not have to submit claims. As with a TPP mechanism, in the integrated claim
model insured patients have access to care without paying out of pocket or only
paying a moderate portion when cost-sharing is in place.

Figues2  Integrated care and financing model

HMI

Premium payment

A

el Insured
SN Provide health care services
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(may include some cost-sharing)

p Insured patient

3) Reimbursement model: With the reimbursement claims model, the insured
member pays for healthcare services at the time of use and then submits claim
documents and receipts from healthcare providers to the HMI scheme to request
reimbursement (see Figure 6.3).

Figwe6;  Reimbursement model

HMI

Submit
claims

Claims
reimbursement

Premium payment

Provide healthcare services Insured

Healthcare > |i| |i| e o o o
providers < 'n' 'nl I' 'I

Pay for healthcare services .
Insured patient

Practitioners often mix the different models depending on contracts with
providers and services covered (see Box 6.2).
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Claims models in HMI schemes

An online survey conducted by the ILO’s Microinsurance Innovation Facility in
2009 confirmed that the majority of HMI schemes use TPP mechanisms.
Among the 65 respondents:

— 52 per cent use a TPP mechanism

— 22 per cent use reimbursement models (mostly in Asia)

— 18 per cent use a mix of TPP mechanism and claims reimbursement, depend-
ing on services covered or type of healthcare provider

— 8 per cent use an integrated care and claim-financing model

Among the HMI schemes with pure TPP mechanisms, one out of four had
not implemented any cost-sharing (e.g. co-payment, deductibles) or benefit limits.

Some regional patterns emerge. In Central and West Africa, TPP mecha-
nisms appear to be a standard feature of health mutuals, for which the UMSGF
is a representative example.

In India, Devadesan et al. (2004) reported that only two out 12 schemes studied
were using TPP mechanisms, including Yeshasvini. Five other schemes were inte-
grated into healthcare providers, and offered cashless access to services. In Pakistan,
the National Rural Support Programme started with a reimbursement model and
is evolving towards a TPP mechanism based on client feedback. All schemes devel-
oped by First Microinsurance Agency (FMiA) use TPP mechanisms.

In Cambodia, Lao PDR and Viet Nam, TPP mechanisms were a common
feature amongst HMI schemes since they tend to rely less on the integrated care
and financing model and since national health-financing systems are oriented
toward social health insurance with TPP. In Lao PDR, only one community-
based health insurance (CBHI) network has developed so far, under the super-
vision of the Ministry of Health, with a TPP mechanism. In Cambodia, all five
existing CBHI schemes use TPP mechanisms. The Ministry of Health has issued
guidelines regarding key design features allowing TPP mechanisms with capita-
tion to be negotiated with public health facilities for both primary and hospital
care at district level. At provincial level, HMI schemes typically pay hospitals on
a fee-for-service basis according to a fee schedule.

Responses to the survey from Latin America were too limited to paint a fair
picture of claims models in that region. Five schemes from Bolivia, Colombia
and Mexico responded to the survey. Three of these have adopted TPP mecha-
nisms, including Sol Salud healthcare insurance services from Zurich Bolivia and
BancoSol.

Source: Authors.
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Compared with reimbursement or integrated models, a TPP mechanism has

potential advantages and disadvantages (7able 6.2) that differ according to the

parties involved.

Possible advantages and disadvantages of TPP mechanisms

Party Possible advantages

Insured
clients

— Eliminate or reduce cash payment at the
time of service

— Enhance access to healthcare services

— Reduce incidences of people delaying or
avoiding the use of health care

— Reduce or eliminate administrative burden
(e.g. no claims to submit)

Insurers — Simplify claims management (e.g. batch set-
tlement as opposed to claim by claim)

— Depending on the provider payment
method, can align incentives for providers
to provide efficient, appropriate care

— Permit transfer of financial risk (all or part)
to healthcare providers

— Support market expansion (turnkey opera-
tions)

— Improve quality of care

— Increase efficiency of premium collection
from clients

Healthcare - Increase utilization and therefore generate
providers additional revenue
— Reduce uncollectible amounts from patients
— Stimulate quality of care (and therefore
enhance reputation)
— Depending on the payment method, can
generate:
a) a financial gain
b) a stable flow of revenue

Possible disadvantages

— Restrict choice of providers

— Require authorization prior to admission

— Healthcare providers may render unnecessary services
that can increase health risk and out-of-pocket costs

— Increase moral hazard for healthcare providers and
members, who might provide/seck unnecessary serv-
ices if member has no financial responsibility when
seeking care

— Contracting healthcare providers may be difficult and
time-consuming

— Some providers may be unwilling to contract
if they do not have excess capacity and do not face
competition

— Increase administrative costs and processes, especially
inIT

— Increase claims costs

— Create additional administration needed to verify
eligibility and submit claims

— Increased patient volume may not offset any
discounts or additional costs

— Increased compliance requirements for quality of care

— Pressure to eliminate informal charges including
bribes

— Depending on the payment method and utilization,
can generate a financial loss

— Depending on the payment method, may increase the
time taken for payments to be made

Establishing and managing a TPP mechanism

The way in which a microinsurance scheme selects, contracts and manages
healthcare providers under a TPP mechanism will determine its success or fail-
ure. It is critical that HMI schemes establish and maintain minimum standards
for each participating provider and for the network of providers overall. These
standards should address the adequacy of three key dimensions: 1) access to care;
2) cost of care; and 3) quality of care.

Access to healthcare services

The first dimension relates to access to services for members of the HMI scheme
through the selection of healthcare providers. As with regular health insurance
schemes, the regulatory environment and geographic and service offerings must
be assessed to evaluate which healthcare providers could be relevant partners for
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the HMI scheme. In some locations, public healthcare providers are the only
available partners that offer affordable healthcare services for the target popula-
tion (e.g. Cambodia, Lao PDR). Often, the reputation of public providers is per-
ceived as poor, but it may be possible to form productive partnerships under
which quality can improve. In other contexts, public providers may not be
allowed to engage in contracting with health insurers (e.g. in Pakistan, where
public providers officially provide their services free of charge), pushing HMI
providers to turn to private providers and negotiate costs of healthcare services in
order to make premiums affordable.

One of the most difhcult challenges to overcome is when there are simply not
enough qualified healthcare providers in a service area. In this case, short-term
solutions may be scarce, and it is possible that the TPP mechanism will not be
relevant. Long-term approaches include working with governments, donors and
other stakeholders to improve healthcare delivery capacity. Alternatives, includ-
ing mobile clinics, telemedicine and training of community health workers, con-
tinue to emerge in an effort to address this dilemma.

Access to healthcare services may be defined by number, type and location of
providers, and the mix of services they offer. The adequacy of a provider network
to serve the number of enrolees can be monitored through indicators such as
waiting time for appointments and the amount and type of care delivered out-
side the provider network. A network of providers under a TPP mechanism
should include providers needed to cover the insured services. For example, if eye
surgery is a covered benefit, then ophthalmology providers should be included in
the provider network.

Geographic access can be measured using time and distance required to
access care. The results of these measurements can be compared to benchmarks,
such as 85 per cent of members having access to two or more providers within
20 kilometres or 9o minutes travel time. Such standards need to be tailored to
urban and rural settings, and should reflect the existing standards in the
community.

Managing healthcare costs

Once healthcare providers have been selected, the success of a TPP mechanism
depends on establishing a collaborative contract with them to manage cost and
align financial incentives to encourage appropriate care. To manage costs, the
HMI scheme also needs to manage moral hazard and fraud risks for both health
providers and clients.
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Collaborative contracting process

Contracting healthcare providers to participate in a TPP mechanism is most suc-
cessful when the negotiations are transparent and collaborative, and there is rec-
ognition of the objectives of both parties. Endorsements from existing participat-
ing healthcare providers can help an HMI scheme recruit new partners. HMI
schemes often seek healthcare providers that agree to:

meet minimum standards for the quality of health care, ideally under the super-
vision of a medical adviser from the HMI scheme;

conduct regular monitoring of quality of care, both internally and/or by external
healthcare professionals;

payment for services provided under the terms of agreement and the use of
rational fee schedules;

utilize transparent billing and accounting systems;

establish an acceptable procedure to verify insured patients’ eligibility;

share information with the HMI scheme regarding insured members’ utilization
of healthcare services;

support the presence of a help desk on site to assist insured members.

Commitments from the HMI scheme to contracted healthcare providers can
include:

financial guarantees, such as a minimum annual payment until an enrolment
threshold is reached, or placing a maximum on potential revenue lost under a
capitation arrangement (GRET-SKY);

minimum or sufficient member enrolment (Microcare, FMiA);

cash advances (UMSGF);

tools or support to identify insured clients and determine eligibility for covered
services (Microcare, FMiA);

agreeing to a regular review of results under the HMI scheme (e.g. volume of
patients, revenues and costs) with the possibility of renegotiating terms.

Contracting healthcare providers can be time-consuming, as the contract
needs to be comprehensive and clear to avoid future complications. For example,
at UMSGF it takes approximately three months to contract an outpatient clinic
and six months for a hospital. Both parties need to understand what is expected
of them and how the relationship will work in practice. Both administrative and
clinical teams within healthcare providers should be involved in the contracting
process as they have different expectations of the partnership with an HMI
scheme. Above all, HMI schemes should take care to make commitments that
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can be met, and be prepared to reassess commitments to serve the long-term
interests of all parties.

For HMI schemes that contract public healthcare providers, it is necessary to
involve the health authorities (that supervise providers) at an early stage to sup-
port the contracting process as well as to enforce the contract in some cases

(GRET-SKY, CBHI).

Negotiating the payment method

With a TPP mechanism, HMI schemes usually pay contracted healthcare pro-
viders according to a pre-determined method of payment. The payment method
is critical to the scheme’s success. Four common payment methods are outlined
below. Each method provides different incentives and disincentives for providers
to control the cost and quality of services:

Retrospective payment on a fee-for-service basis: Providers are paid (a la carte)
for each service performed that is covered by the HMI scheme. Fee-for-service
payments can be based on a fixed fee schedule for each service, group of services
or on the provider’s billed charges. In the case of the latter, payments may be
based on a percentage of billed charges (i.e. when a discount is negotiated or
when cost-sharing is in place). This is the most prevalent model amongst the
schemes surveyed. In developed countries, this payment method is usually asso-
ciated with an increase in both the volume of services provided and overall
healthcare expenditure (Langenbrunner et al., 2009).

Retrospective case-based payment: Providers are paid an all-inclusive (some-
times called “global”) amount, typically for all services provided in connection
with a hospitalization or an episode of care that may include pre- and post-hospi-
talization care. Per-case payments can be constant, or vary according to factors
such as diagnosis or age of patient that can greatly influence the cost of treatment.
Retrospective payment per day: Providers are paid an all-inclusive amount per
day of hospitalization. Per diems can vary by type of service or bed, such as inten-
sive care, surgical or medical ward days.

Prospective payment by capitation: Providers are paid a fixed payment per
enrolee for a defined period, usually one year. Capitation payments are not
affected by utilization of services (volume and type) by the insured; they are
made prospectively (in advance) to the healthcare provider that the enrolee
selects. Capitation may apply to a specific healthcare service or set of services,
such as primary (outpatient) care, or capitation can apply at a “global” level, i.c.
for all health care including primary, secondary and tertiary care.

It can be difficult to develop fair payments, regardless of the method used,
given the wide variation in baseline charges, and the tendency for charges not to
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be based on cost plus a reasonable margin, or to be supported by accurate data.
Another challenge with all payment methods is that healthcare providers may
attempt to “balance the bill”, or collect additional fees not reimbursed through
the payment made by the TPP mechanism.

From the perspective of the scheme, each payment method has advantages
and disadvantages, as highlighted in Table 6.3. Measures to offset disadvantages
vary depending on the method of payment chosen (ILO STEP, 2006; Langen-
brunner et al., 2009).

Advantages and disadvantages of the different payment methods

Method of ~ Advantages Disadvantages
payment
Fee-for- — Easy to understand and implement; typically ~ — Fuels medical inflation by providing a financial
service the method used by healthcare providers incentive to:
— Encourages provision of services, which can — over-utilize services (increase volume);
aid access to care for low-income households — raise billed charges if these are the basis for
— Generally well accepted by healthcare providers calculating payments (increase unit costs)

— HMI scheme bears entire financial risk and may
try to restrict claims by limiting covered services
or by being prone to reject claims

— Can require unpopular interventions to reduce
inappropriate claims

Per case — Simplifies claims administration — Incentive to diagnose and bill for more complex
— Transfers financial risk for length of stay to (higher revenue) cases
providers — Incentive to reduce length of stay and services that
— Encourages efficient care management may be necessary
(shorter length of stay) — Incentive to make unnecessary admissions

— Difficult to establish a fair cost per case for all
patients (i.e. including outliers)

Per day — Simplifies claims administration — Incentive to increase length of stay
— Transfers financial risk for cost per day to — Incentive to reduce services that may be necessary
providers — Incentive to make unnecessary admissions

. Encourages eﬂ:lcient care management
(lower intensity of service per day)

Capitation - Simplifies claims administration (no claims — Providers generally unreceptive due to inability to

necessary) manage financial risk of care

— Steady revenue stream (prepayment) for — Difhcult to price accurately without large enrol-
providers (cash-flow advantage) ment due to high variation in cost to care for small

— Allows the transfer of financial risk to health- numbers of patients and overall lack of data
care provider — Incentive to reduce care

— Encourages providers to provide preventive — Incentive to exclude high-risk groups (elderly,
care and encourage earlier and less costly treat- persons living with HIV/AIDS, those with pre-
ment existing and chronic diseases in some cases)

— Encourages inappropriate referral to other provid-
ers for expensive cases when some but not all
healthcare services are covered by the capitation
payment

— Can be difficult for insurer to obtain utilization
(encounter) data to reconcile payments with actual
experience

Most of the surveyed schemes with TPP mechanism use a single method for
payment, though 36 per cent use a mix of two or more payment methods. The
majority (69 per cent) have negotiated fee-for-service payment terms, while 40
per cent use a case-based payment method and 17 per cent have negotiated a pro-

spective payment based on capitation.
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The following lessons emerge from the case studies:

Payment methods that transfer some financial risk to healthcare providers (case-
based, per day or capitation) have greater potential to contain costs than fee-for-
service payment, but require additional measures to control the quality of care
(see section 6.2.3). These methods are usually more difficult to negotiate with
healthcare providers (see Box 6.3).

Capitation may be an appropriate way to compensate providers for high fre-
quency/low cost (i.e. more predictable) health events, including outpatient care.
This is because it is easier to estimate in advance how often people will seek pri-
mary health care in a given period and the approximate cost involved. This type
of prepayment is more difficult for complicated and infrequent care such as hospi-
talization. Capitation can also reduce administration costs, because claims do not
need to be submitted and processed for each healthcare encounter (see Box 6.3).
Capitation is better adapted to contexts where a critical mass of enrolment can be
achieved with a given provider. This is more often attainable when the choice of
healthcare providers is limited and/or the population enrolled is significant.
Capitation payments are easier to set and manage in settings where the provider
can deliver the full range of care.

Mixed payment methods may be suitable in many respects (i.e. capitation for
primary healthcare providers/services and per case for hospital cases), but often
complicate administration and increase management costs.

Limiting moral hazard and fraud

Moral hazard and fraud are standard challenges with health insurance. Since
insured patients in HMI schemes with a TPP mechanism do not bear the cost of
health care at the time of service, the incidence of moral hazard can increase as
clients may view the care as free and use unnecessary services. Similarly, health-
care providers often view the insurer as having a greater capacity to pay than a
patient who must pay directly and thus may see an increased opportunity to
deliver services that are covered but may not be medically necessary.

HMI schemes with TPP mechanisms face similar challenges regarding
fraud to schemes that use reimbursement models. Fraudulent behaviour can
occur when non-insured patients pose as covered persons, or insured clients
seek non-covered services; providers can engage in fraudulent acts by billing for
services not delivered or providing unnecessary services to generate additional
revenue.

Each of the seven HMI schemes studied has implemented measures to con-
trol moral hazard and fraud through strategies to influence both the providers’

and clients’ behaviour.
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GRET-SKY’s experience with capitation

GRET-SKY wanted to provide clients with free access to primary health care to
limit expensive hospital cases (thereby contributing to the sustainability of the
scheme) and offer them an attractive benefit. Capitation was felt to offer the best
payment method for primary health care, in part because it could limit the
administrative costs associated with the high claims frequency of primary health
care and because it limited the financial risk for the HMI scheme.

Establishing a capitation payment arrangement required lengthy negotiations
to address concerns of public healthcare providers to generate sufficient revenue.
Several factors made this negotiation successful:

— The scheme had support from the Ministry of Health as well as the local
health authority.

— 'The first contracted public health facilities were supported by an inter-
national NGO that was open to alternative payment methods.

— 'The contracted public health facilities had excess capacity and were seeking
more patients.

—  All calculations to determine the capitation amount were transparent to all par-
ties. GRET-SKY compensated any financial loss suffered by the provider during
the first year if the charges for services rendered exceeded the capitation amount.

—  When the number of insured clients was limited and providers were reluctant
to participate, the capitation payment per client was “boosted” in order to
guarantee a minimum amount of revenue to participating providers. This per
member “capitation boost” gradually decreased as the membership increased.

Once a year, GRET-SKY evaluates the appropriateness of the capitation amount
to achieve financial viability for both parties, and makes any adjustments needed. So
far, the capitation amount has progressively decreased for many contracted pro-
viders, as rates were initially “boosted” to encourage participation. GRET-SKY’s
experience showed that approximately two years was necessary to eliminate sub-
sidy of per-person capitation rates (rather than one year as initially envisaged).

Source: Authors.

Moral hazard and fraud by healthcare providers

It is necessary to monitor utilization, cost and patient satisfaction delivered under
various payment systems, each of which can generate specific types of moral haz-
ard (see Box 6.4). For example, in fee-for-service environments, providers have a
well-known tendency to increase the number and cost of services. To manage
moral hazard, schemes can adopt a number of approaches, as described below.
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Product design: limit maximum total benefit per person for hospital care
(FMIA and Microcare). This can be an effective way to limit risk exposure, but it
limits benefits for necessary care for those who suffer a catastrophe. This in turn
can reduce both the real and the perceived value of the HMI scheme from the
client perspective, making the right balance difficult to achieve.

Claims administration: analyse claims and utilization data. A variety of indi-
cators related to high or low costs or utilization can help identify instances of
moral hazard. These include:

number and cost of claims (total, segmented by client category, location, pro-
vider, type of service and category of illness);

frequency and cost per unit (e.g. number and cost of hospital admissions per
1000 members per year);

average length of stay, expressed in days per admission (for hospitalizations);
incurred claim ratio (incurred claims/earned premium);

billed charges as a percentage of total capitation (for schemes with capitation).

Monthly monitoring of key indicators is essential to scrutinize a scheme’s
incidence rates and identify moral hazard. Interpreting these indicators requires a
management information system (MIS) and knowledge to enable data to be
analysed. For schemes that use a case-based payment, the focus should be on
ensuring that the length of stay and provision of services during that stay are
appropriate, and that providers do not claim more complex diagnoses or treat
unnecessary cases to increase revenue. In schemes such as FMiA, the claims were
sometimes reviewed twice before being sent to the insurer for payment: a first
review was made at the time of discharge by a sales officer, who could then refer
questionable claims for a second review to FMiAs medical adviser. Schemes
using a prospective payment approach, such as capitation, need to monitor for
under-service. Moral hazard can occur in the form of providers restricting care,
because minimizing the provision of care can maximize profits.

Medical management: implement utilization controls. Interventions such as
pre-authorization or concurrent review can manage both cost and quality
prospectively and concurrently and reduce moral hazard. However, such
activities (e.g. implementing treatment guidelines) can be complex and
costly to administer, and are often perceived as a hassle by providers as well as
clients.
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A co-payment to limit over-utilization by clients induces moral hazard by
providers

The HMI schemes in the case studies that use capitation do not require any out-of-
pocket costs to be borne by clients, even for primary health care (e.g. outpatient con-
sultations). In GRET-SKY, a contracted provider requested that a co-payment be
implemented to discourage frivolous use of healthcare services. What happened, how-
ever, was that the healthcare provider actually encouraged additional (and potentially
unnecessary) visits to supplement the capitation payments with the co-payments.
The co-payment has since been discontinued and the provider receives compensa-
tion for care solely through capitation, while the GRET-SKY monitors utilization
and patient satisfaction to assess whether access to and use of care is appropriate.

Source: Authors.

Moral hazard and fraud by clients
When access to health care is free or nearly free for patients, the risk of over-utiliza-
tion, especially of outpatient services, increases. A common strategy is to include
some form of patient cost-sharing (Microcare, UMSGF). Additionally, many
schemes implement a gatekeeper mechanism, which requires a referral by a primary
care provider to access specialist consultations or hospital services. Enrolment in an
HMI scheme often triggers an initial period of high utilization due to pent-up
demand and deferred care, especially for elective surgery (e.g. hernia repair).
Lessons from case studies show that HMI practitioners understand that a target
of zero fraud is not realistic. Strategies for preventing fraud include:

issuing a family or individual insurance card with a photograph. Findings from
the online survey show that 67 per cent of the schemes with TPP mechanisms use
an identification card with a photograph and 14 per cent use a more sophisticated
smart card that allows electronic verification of eligibility. Photo ID cards, however,
pose challenges and there are ways of verifying identification without such cards (see
Box 6.5). Issuing cards adds administrative costs, and therefore savings through
fraud reduction must compensate for the additional cost. Cards may not be effective
in preventing fraud when healthcare providers do not use them correctly, or if the pro-
vider is complicit in the fraud, e.g. it receives payment from the insurer for an unin-
sured client who may lack funds to pay for care. The preparation of photo ID cards
can also be a problem, as often the client and insured family members must obtain,
pay for and submit photographs to the insurer. Finally, in some locations photo-
graphs may be unacceptable for religious or other reasons, particularly for females.

checking identification through liaison officer and technology. A liaison
officer can foster a “client culture” by helping clients to better understand the
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benefits of their HMI scheme, and ease the burden on providers to verify eligibil-
ity. Nevertheless, the healthcare provider still has an important role in managing
fraud, and must be trained accordingly. Having an insurance liaison inside con-
tracted health facilities entails a risk of internal fraud that needs to be heeded. For
example, Microcare rotated nurses managing the liaison function at a healthcare
provider to limit the potential for collusion. Microcare also experienced a reduc-
tion in claims of 30 per cent when a computerized check-in desk was introduced
in a clinic. The reduction was attributed to a reduction in fraud, which could
occur when uninsured persons accessed care using the name of an insured person.
requiring pre-authorization of high-cost services. A gate-keeping function to
limit fraudulent healthcare utilization is especially important when providers
receive fee-for-service payments (FMiA, UMSGF and Yeshasvini). Typically, the
insured person must request an authorization from the scheme to access health-
care services. Rapid authorization is important for client satisfaction. Authoriza-
tions for emergency cases are usually given within 24 hours. When possible, a
toll-free telephone/fax process can be implemented to speed up the process
(FMIA and Yeshasvini). With advances in and more widespread availability of
technology, internet-based options using mobile phones, computers or point of
service devices are being introduced. Pre-authorization is not applicable to pri-
mary health care due to the high frequency of services and less clear criteria avail-
able for their use (e.g. when is it necessary to seek medical care for a headache?).
providing accurate lists of eligible clients to healthcare providers, which is
critical for schemes with capitation payment. This strategy is simpler for HMI
schemes that limit enrolment, e.g. to once a year, but more demanding for HMI
schemes, such as GRET-SKY and CBHI, that maintain open enrolment. Both of
these schemes have clear procedures and deadlines to ensure that eligibility data
are provided to health facilities early each month.

Preventing fraud without photograph identification

After testing a smart card with photographs that could be used at a hospital’s intake
desk, FMIA began a simpler identification process that used national identity cards
(NIC) with photographs. FMIA issued an insurance card without a photograph,
and requested the insured to show his or her NIC at the time of admission. The risk
of fraud remained for children, who have no NIC. In cases where a NIC had not
been issued or was not available, birth certificates were requested. A thumbprint
identification system was considered, but ultimately not implemented due to the
time and cost expected to obtain thumbprints for all members at the time of regis-
tration. FMIA additionally managed fraud using a pre-authorization process and a
“gate keeping” system with FMiA staff located at contracted hospitals.

Source: Authors.
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Managing quality of care

In addition to access and cost, the third dimension of standards relevant to
setting up and managing a TPP mechanism is quality of care. Quality may be
defined using both objective and subjective criteria, and can be measured with
clinical indicators as well as non-clinical or service indicators. Clinical outcomes,
such as infection rates, are examples of objective quality of care indicators. Since
clinical outcome data and/or benchmarks are often not available, other criteria
may be used as a next best alternative. For example, the credentials of healthcare
providers are often evaluated as a proxy for clinical quality. Sometimes claims
data can be mined to develop retrospective assessments of quality, using
healthcare professionals to analyse treatment patterns. Service quality, defined by
indicators such as hours of operation or scope of services offered, may also be
measured.

Subjective quality of care, sometimes referred to as the patient experience,
typically reflects a patient’s view on the health care he or she has received. Subjec-
tive views may be measured through surveys or focus groups on a range of topics
such as comfort of facilities, perceived attitudes of healthcare providers and value
for money.

HMI schemes require members to use a defined network of healthcare
providers when they implement a TPP mechanism. Thus, poor quality of
care provided at network facilities — whether real or perceived — can impair
client retention and the reputation of the HMI scheme. As indicated in Table
6.3 above, HMI schemes that use capitation payment can be even more vul-
nerable to quality-of-care issues, as providers have a financial incentive to restrict
care.

Measuring quality of care

To promote quality of care, HMI schemes must find objective ways to measure it
(see Box 6.6). One way to do this is to compare the actual number and type of
services (e.g. admissions per thousand clients, number of contracts to the pri-
mary healthcare provider per person per year, number of prescriptions per con-
sultation, percentage of children immunized) to expected morbidity (sickness)
and mortality (death) norms. Developing norms can be a challenge. Ultimately,
with sufficient quality and quantity of data, the comparison should be possible.
However, great care must be taken when interpreting the data because there can
be many natural variations in clinical outcomes among patients. These variations
may be explained, for example, by nutrition, education, sanitation, and occur-
rence of natural or man-made disasters.
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Monitoring the service quality of health care

Zurich Bolivia and BancoSol have a TPP mechanism in place with a third-party
administrator (TPA), PROVID. PROVID receives a capitation payment (and
then pays contracted healthcare providers according to various methods of pay-
ment including fee-for-service). PROVID monitors utilization of health services
and maintains claims data. It also performs regular spot checks of service quality
in contracted health facilities by sending its staff to pose as potential patients to
test how they are received and treated.

Because BancoSol distributes the HMI product to its microfinance clients,
comment boxes have been placed in BancoSol branches to allow insured clients
to comment on the HMI services. It is critical for the microfinance institution to
make sure that clients are satisfied with the HMI scheme as it may affect
BancoSol’s reputation.

Source: Authors.

HMI schemes can evaluate the frequency and type of healthcare services being
delivered to individual patients, or by specific healthcare providers. The evaluator
(ideally a clinical professional from the HMI scheme) can meet healthcare providers

to discuss unusual cases and trends, and develop appropriate interventions.

Setting standards for quality

In all seven case studies, the contracts for healthcare providers establish standards
for various aspects of quality. For example, contracts often require that insured
patients be treated in the same way as non-insured patients in terms of access to
services and clinical standards of treatment. The behaviour of healthcare provid-
ers towards HMI scheme members should be monitored for any evidence that
members receive inferior service. This can occur because of a perception that a
patient not paying cash out-of-pocket at the time the service is provided, or who
is receiving discounts or special rates, is socio-economically inferior. Some con-
tracts under TPP mechanisms stipulate adherence to treatment protocols or care
guidelines, and ensure availability of essential drugs.

In other contracts, such as that of UMSGF (see Box 6.7), healthcare providers
are prohibited from requesting additional fees beyond those laid down in the
plan of benefits, such as co-payments. Such provisions exist to discourage
fraudulent practices, which can be rampant in facilities where salaries are low or a
culture of corruption prevails.

For some HMI schemes, a performance-based contract may be a useful way
of promoting quality of care. GRET-SKY is testing a performance-based contract
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with a capitation payment adjusted by utilization rates. Targets for utilization of
services are set with each provider and a capitation payment is associated with
this target. If the actual utilization is below target, providers receive a decreased
capitation payment. When utilization exceeds the target, healthcare providers
also receive a decreased capitation payment, but to a lesser extent. The objective
is to encourage health providers to achieve an optimum (desirable) utilization,
and to discourage potential over-utilization. The use of utilization as an indirect
indicator of clinical quality can be useful in a context where more specific meas-
ures of clinical quality may be unavailable.

Improving quality of care

Despite collaborative relationships with healthcare providers, quality of care is a
core challenge for UMSGE The HMI scheme has taken a number of measures to
improve the situation.

Contracted health facilities are under-financed and face significant drug short-
ages. To improve the quality of care (and client satisfaction), UMSGF began to
cover the cost of drugs purchased in private pharmacies when prescribed by a con-
tracted hospital. Unfortunately, this initiative resulted in a rapid rise in claims
costs and thus had to be stopped. Now, a revolving fund for drugs has been set up
with donor support to purchase a stock of drugs that can be provided to clients
when a prescription is not available directly from a contracted provider.

Additionally, financial incentives have been set up to encourage medical staff
to provide appropriate care to insured patients and limit unauthorized payments
by patients (e.g. bribes for drugs). More recently, a liaison officer was assigned to
each contracted facility to ensure that insured patients are appropriately wel-
comed and served.

Source: Authors.

Promoting clinical quality through medical advisers

Related to clinical quality, cases studies show that medical advisers can play a key
role in measuring quality of care against defined standards, especially when a
healthcare provider is not directly involved in claims and care management
(FMiA, UMSGE GRET-SKY, CBHI). A medical adviser monitors quality of
care with healthcare providers through the following main functions:

Assessing whether insured patients receive appropriate healthcare services
according to diagnosis and health status. This assessment can be either 1) prospec-
tive, when authorizing treatment or assessing a provider against network participa-
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tion criteria; 2) concurrent, such as through case management of a hospitalization;
or 3) retrospective, through analysis of claims, encounters or surveys of patients.
Screening and periodically auditing the general quality of care in contracted
health facilities. Quality indicators can include simple and measurable criteria
such as hours of operation, availability of medical staff, availability of essential
drugs and diagnostic equipment, and hygiene.

Implementing and monitoring compliance with standard treatment proto-
cols. Such protocols may be in the public domain and published by organiza-
tions such as the World Health Organization or a Ministry of Health, as seen in
Cambodia and Lao PDR, or they may be proprietary and developed by the HMI
scheme and/or its network providers.

Promoting service quality through liaison officers

All seven case studies confirm that clients perceive greater quality of care when a
liaison officer assists them in accessing health services. Liaison officers often per-
form tasks such as:

welcoming patients and orienting them towards the facility;

verifying benefits and eligibility;

registering new enrolees and collecting premiums;

visiting hospitalized patients and serving as an advocate to ensure that appropri-
ate care and services are being provided, and helping prepare the patient and
family for discharge; and

collecting feedback on patient satisfaction and outcomes through surveys or
interviews.

Liaison services can increase the perception of value and quality and in turn
increase trust in the scheme and encourage renewals, contributing to the
scheme’s sustainability. However, since they have a cost, HMI schemes must eval-
uate when and how to provide such services efficiently. For example, the scheme
must decide whether to provide a liaison service just for hospitalizations or also
be present in outpatient settings. An optimal cost-benefit arrangement may be
achieved by providing a liaison at facilities that have a minimum number of cli-
ents or claims (Microcare). Another cost-efhicient strategy can be for a liaison
officer to cover several facilities on a rotating basis, or only during peak hours
(GRET-SKY). Technology developments such as the spread of mobile phones
have also stimulated development of call centres, which can provide many of the
liaison services desired remotely and at considerably lower cost (five case studies,

including FMiA).
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Ensuring timely payment to healthcare providers
In a context where healthcare providers often struggle to maintain sufficient
cash-flow to fund operations, it is critical for an HMI scheme with a TPP mecha-
nism to make timely payments to providers. Contracts with healthcare providers
typically stipulate the terms for payment, including the maximum time allowed
for payment of capitation or reimbursements. Failure to abide by contractual
terms can lead to refusal to treat patients or to demand prepayment, which can
damage the HMI’s reputation amongst both insured and providers, and may
even result in contract termination. Managing quality under a TPP mechanism
therefore includes paying health providers on time. Payment by cheque or elec-
tronic transfer can lower the risk of fraud or loss, though some schemes (e.g.
UMSGF and GRET-SKY) use cash.

Lessons learned from retrospective TPP mechanisms that pay healthcare pro-
viders on time are:

The claims administration team needs to have a clear structure and spot checks
must be carried out on problematic claims.

A medical adviser should conduct clinical reviews focusing on problematic cases
only.

Computerized systems should be in place to provide data for prices and services
covered.

Decentralized systems are needed to capture data directly at the facility level
(admission and discharge).

Electronic transfers and/or cheques should be used to pay providers to save costs
and time and avoid the risks associated with cash transactions.

Microcare reduced its claims payment period from 30 days to 14 days with a
reorganization of the claims department into five units, each specialized in one
task in the claims process (see Box 6.8). At Yeshasvini, claims are sent by
healthcare providers to the TPA, which assesses the claims with support from
a medical adviser. These claims are reviewed by the Yeshasvini Trust during a
monthly meeting and those that are approved are paid by cheque to the
TPA, which in turn pays healthcare providers by cheque. Payment terms for
healthcare providers vary from 15 days (target) to three months. Delays in
payment are often problematic, especially for smaller clinics that tend to have
cash-flow problems.
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The claims administration function

In 2009, Microcare restructured its 12-person claims administration team into
five units. Each administrative unit fulfilled a distinct function to improve effi-
ciency:

1) Invoicing: claims were matched to healthcare provider invoices (sent often in
batches). Discrepancies were sent to the investigation unit.

2) Data entry: data from paper claims were entered into the computerized data-
base. The system automatically alerted Microcare staff when charges for key
services and drugs exceeded acceptable limits. A query was made to validate
the appropriateness of the charge.

3) Data analysis: a medical doctor reviewed the appropriateness of the diagno-
sis and corresponding treatment, and a drug specialist checked prices and
benefits allowed for drugs to identify possible occurrences of fraud or inap-
propriate billing. Questionable claims were queried further; approved claims
were sent to reporting so that questionable claims did not delay an entire
batch associated with an invoice.

4) Investigation: administrators followed up with healthcare providers to
resolve questions on claims (e.g. missing or inconsistent information, unex-
plained charges).

5) Reporting: approved claims were sent to a supervisor for a final review and
approval, which triggered a request to the accounts department to issue payment.

Source: Authors.

With capitation, the HMI scheme pays a fixed amount per insured person
assigned to a healthcare provider. A per capita payment approach can be quite
simple when enrolment information is accurate, timely and fixed for a longer
period. Capitation payments become complex to administer when a scheme per-
mits open enrolment, or when retroactive adjustments due to delayed or incor-
rect enrolment data are required. Capitation can be more difficult to administer
if the per capita payments are made more frequently (e.g. monthly), and when
payments by members vary depending on factors such as age, gender or location
(GRET-SKY, CBHI - see Box 6.3). Additional challenges can arise relating to pre-
mium collection and policy administration. For example, a waiting period may
be mandatory to reduce adverse selection, requiring the scheme to defer capita-
tion payments until the waiting period has elapsed; or a grace period may apply
for unpaid premium before a policy is cancelled, making it difficult for the HMI
scheme to make payments (see Box 6.9). As these complexities occur and schemes
scale up, they will need better MIS.
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Balancing premium and capitation payments

Delays or gaps in premium collection can leave an HMI scheme with insufficient
funds to make prospective capitation payments to healthcare providers. Two
schemes, CBHI and GRET-SKY, allow a three-month grace period for members
to pay monthly premiums due. In CBHI, members can avoid cancellation if they
pay three months premium in arrears at the time of paying the fourth month’s
premium, but for many this is unaffordable, and local scheme premium collec-
tors are reluctant to enforce cancellations. Instead, members may pay for one
month, then skip two, and then pay for another month to avoid cancellation, at
least until planned healthcare services can be utilized. This creates additional
administration and affects the schemes™ ability to make timely capitation pay-
ments to healthcare providers.

To minimize such difficulties, GRET-SKY requests three months premium at
enrolment to establish cash reserves for capitation payments and to reduce the
incidence of unpaid premiums. This approach has not been implemented in
CBHI Lao PDR, as the district schemes are not computerized and lack capacity
to manage advance premium payments.

Source: Authors.

Conclusions

A TPP mechanism was found in a majority of HMI schemes surveyed. This
finding is probably due to the potential advantages of a TPP, especially
enhancing client value by eliminating all or most out-of-pocket costs for care.
A TPP mechanism also offers the following potential advantages to HMI
schemes:

more rational and fair pricing of healthcare services;

increased quality of care, potentially leading to better health outcomes;
better utilization of services, leading to improved care and lower costs;
improved administrative efficiency; and

better client service.

Despite these benefits, TPP mechanisms also have potential drawbacks that
HMI schemes must monitor and manage, such as:

lack of quality providers to build an adequate provider network that offers clients
all covered services as well as choice and convenience;
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unwillingness of healthcare providers to contract as part of a TPP mechanism, in
particular to agree to financial and administrative requirements imposed by the
scheme;

lack of information system technology;

difficulty in monitoring and managing claims expenses and administrative costs
without creating onerous procedures (and costs);

risks of fraud and abuse by both clients and healthcare providers.

HMI schemes cite numerous lessons learned about TPP mechanisms:

Successful contracting with health providers requires a long-term approach to a

partnership. Healthcare providers may agree to alternative payment mechanisms

such as capitation provided they perceive the terms to be sufficient for them to

cover costs and make a fair profit.

The ability of the HMI scheme to manage the costs associated with moral haz-

ard, fraud, claims and administration, while providing timely service to clients

and healthcare providers, will heavily depend on the quality and efficiency of its

MIS.

Approaches that encourage better-quality health care include: a) assessing the

extent to which insured patients receive appropriate services according to diag-

nosis and health status; and b) auditing the quality of care in compliance with

standard treatment protocols.

Approaches to improve perceived quality of health care include:

— locating a liaison officer at contracted healthcare providers to support admis-
sions and discharge planning;

— monitoring simple and measurable indicators of perceived quality of care,
such as hours of service and patient satisfaction;

— setting up a 24/7 help line (ideally, toll-free).

Payment methods that transfer some financial risk to healthcare providers (case-

based, per day or capitation) are better able to contain costs than fee-for-service

payment, but require additional measures to control the quality of care. These

methods are usually more difficult to negotiate with healthcare providers.

Capitation may be appropriate for high-frequency/low-cost (i.e. more predicta-

ble) health events, such as outpatient care, without jeopardizing the financial

health of the healthcare provider, and seems appropriate for contexts where a

critical mass of enrolment can be achieved with providers.

HMI schemes that pay claims based on a fee for service may be tempted to

restrict care covered to limit the number and cost of claims in response to the

financial incentive of healthcare providers to over-provide services.
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Additionally, HMI schemes may be willing to engage a TPA to manage their
TPP mechanism and maintain an adequate healthcare provider network, espe-
cially when scaling up and expanding geographically. In most developing coun-
tries, affordable TPA services tailored for the poor that work well may be difficult
to find, though this is changing with the development of internet-based systems,
such as the use of mobile phones for data transfer. A more in-depth review of the
availability and pros and cons of TPAs merits further consideration.

As a scheme matures and reaches some degree of volume and complexity,
investment in information technology and improved collection and analysis of
data becomes increasingly necessary, not only to manage moral hazard but also to
assess quality of care and to identify ways to improve the product. Deployment
of information technology with increased analysis of the scheme’s performance
should be part of the scheme’s business plan to achieve scale and viability.
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Focusing on poor people in low-income countries (LICs) entails a price con-
straint for those planning to supply health insurance. The challenge is to price
health insurance at a level that ensures a balance between expenditure and
income, at least in the long term, and remains affordable and attractive to poor
people. This balance can be achieved either by limiting expenditure to available
premium income where membership is usually voluntary — even though the affil-
fation unit can include more than one individual, e.g. entire households or entire
communities, as is typical for mutual and community-based health insurance —
or by defining first the benefit package, and then the premiums needed to cover
the cost, which is typical for mandatory and commercial schemes.

This chapter focuses on the issue of voluntary membership in health insur-
ance. We should first explain why persons with low income would wish to buy
insurance in the first place, as this can shed light on how much people would be
willing to pay. One well-known explanation linked to the expected utility theory
is that insurance is a trade-off between an uncertain but potentially huge loss
(occurring if the uninsured has to pay for the risk) and a certain but small loss
(incurred by paying a premium that eliminates the unaffordable risk). The
implied assumption is that all people are risk-averse. However, in low-income
settings, this assumption does not hold true in all cases; for one, the premium
might be considered a high-risk cost rather than a risk-reducing cost, particularly
when people who have paid the premium receive no benefit in return (even when
they have incurred some healthcare costs). Furthermore, this theory does not
explain how much people would be willing to pay for certainty as to their risk
exposure. For example, is it worthwhile paying INR 100 or 150 (US$2.25 or
US$3.40) for hospitalization cover up to INR sooo (US$115)? The theory also
fails to address what relationship there might be between willingness to pay
(WTP) and income levels (e.g. are richer people prepared to pay a different share
of their income from poorer people for the same insurance?), risk exposure levels
(e.g. does previous exposure to the insured risk affect the amount people are will-
ing to pay as premium?) or other relevant parameters (e.g. does education influ-
ence WTP?). A better understanding of the parameters that are likely to affect
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WTP can be very helpful to practitioners and policymakers in designing an
insurance product that suits the target population.

One way to estimate WTP is by following the revealed preferences (RP)
method introduced first by Samuelson (1938). RP is a predictive modelling
approach to WTP that is based on studying actual purchasing behaviour, not of
the product we are interested in, but of other, related products from which we
wish to identify the value people place on — or would be willing to pay for —a
product for which no purchasing information exists. The first applications of
the RP approach were made in the 1940s to predict the amount that could
be charged for entry to National Parks in the United States; at that time, there
was no pricing information because National Parks were new, and this is
the case for microinsurance today. People’s travel costs were used to infer
the WTP. In the context of our investigation, we could not find any
published study reporting estimation of WTP for health microinsurance
(HMI) using the revealed preferences method, which leaves open the key
question of what a suitable inference or anchor to estimate WTP for health
insurance would be.

The alternative option, called stated preferences (SP), is to ask people what
they would be willing to pay for insurance cover that they do not yet have and
that is perhaps not even on the market. There are several ways to value non-mar-
ket goods. One of the most frequently used, called contingent valuation (CV),
consists of using survey methods to present respondents with hypothetical sce-
narios about an intervention under evaluation (or insurance product in this
case). Respondents are required to think about the contingency of an actual mar-
ket for the benefits, and indicate the maximum amount they would be willing to
pay for them.

WTP is presumably mediated by ability to pay and by individual and cultural
aspects that determine the perceived benefit. We wanted to examine the evidence
for this, and embarked on a systematic review of the literature. When this had
been completed (in 2010), we found several studies that were reported from a
number of countries in Asia and in Africa on WTP for health insurance among
the poor in LICs (the target population for microinsurance). This chapter
contains a comparison of the findings of these studies, notably the features
that emerged as explanatory variables for WTD, some of which are dependent
on time and context, while others seem to describe major determinants of WTP
for health insurance among the poor in LICs. The paper ends with a synthesis of
the findings that point to the way estimates of WTP could be obtained, whilst
at the same time highlighting the limitations inherent to methods used to

elicit WTP.
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Methods of eliciting WTP

A crucial methodological question in CV is how WTP information can be elic-
ited. For one, replies could be influenced by the product in question and by char-
acteristics of the target population. However, the process of elicitation can affect
the results of CV surveys, in areas such as 1) how the information is obtained and
presented; is it clear and complete? Can people imagine the situation? 2) How
would people pay for the health event (e.g. out-of-pocket, by taxation or private
health insurance?) 3) Over what time period is the product valued? This provides
the respondent’s budget and cash-flow constraints. 4) How is the survey adminis-
tered? (e.g. individual or group responses?).

There is considerable debate on the precise format in which the questions should
be asked, because each possible format appears prone to some bias (see Table 7.1).

Open-ended format

CV applications started with the use of open-ended formats, in which respond-
ents were asked to state the amount that best matched their valuation of the
hypothetical insurance package presented. Respondents found it difficult to
answer these questions, leading to low response rates and a high degree of
variation. Because of the disappointing results, alternative closed-end elicitation
formats were developed.

Closed-end formats

The “bidding game” (BG) is an example of a closed-end elicitation format, in
which the respondent is asked whether he or she is willing to pay a specific
amount. Depending on the answer, the bid is lowered or raised and the individ-
ual is asked about this new bid (“bi-directional BG”). This process continues
until the maximum WTP amount is found. Alternatively, “unidirectional” BG
could be either ascending, in which case the initial bid is very low and is
increased until respondents reject the offer; or descending, in which the initial
bid is very high and is lowered until respondents accept the bid. The descending
BG is assumed to yield a higher WTP. A problem with the BG is that the maxi-
mum in the auction process can be influenced by the amount of the first bid; a
higher first bid was reported to result in a higher WTT. This is called “starting-
point bias”.

Another method, called the “dichotomous choice technique” (DC) involves
asking subjects to answer the question as to whether they would pay a specified
amount for a given commodity with “yes” or “no”. The demand curve is esti-
mated by varying the bid amount across respondents and the area under this
demand curve represents mean WTP.
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A variation of the DC technique is “dichotomous choice with follow-up
question”. In the first step, respondents state whether they are willing to pay a
specified amount; in the second step, those who said “yes” get a higher bid and
those who said “no” a lower bid. According to Asfaw and Braun (2005), the prob-
lems with the starting point bias can be partially toned down by the presence of
the second bid.

Another variant of the DC is the “take it or leave it” approach (TIOLI),
in which each respondent is asked one question during surveys of large
numbers of persons. The data are then analysed using econometric techniques
to identify the shape of the distribution. The difhiculties with this approach
are in identifying the relevant range of sample bids needed for precise estima-
tion.

Another similar method is called the “payment card” (PC). Each subject is
invited to select his or her maximum WTP from the same specified list of possi-
ble values, which provides the respondent with a clear context for making the
valuation. The PC method achieved a higher completion rate and generated
higher valuations than the open-ended format. It is not exposed to starting-point
bias (like the bidding game) or to “yes-saying” (as with dichotomous choice) but
the potential bias when using the PC method is “mid-point bias”: respondents
tend to state their maximum WTP in the middle of the card. According to
Bayoumi (2004), using the PC method with a follow-up bidding process can
define the value more precisely.

Advantages and disadvantages of different elicitation methods

Elicitation format Pros Cons

Open-ended formats (OE) simple and easy method —difficult to answer
— low response rate
— results are sensitive to outliers
— compliance bias

Closed-end formats

Bidding game (BG) — easy and simple to answer — starting-point bias
— easy for people who are used to bidding
for their daily utility goods

Dichotomous choice (DC) - simple and easy method; the respondent  — results in higher WTP estimates com-
only has to make one or two choices pared to OE and PC
— starting point bias
— yes-saying bias

TIOLI — simple method; the respondent only has  — yes-saying bias
to make one choice
Payment card (PC) — comprehensible context for making the - range bias
valuation — anchor-point bias
— can be self-administered — mid-point bias
—amenable to data collection — hypothetical bias

(unsupervised or postal questionnaire)  —warm glow effect/social desirability bias
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Search of relevant WTP experiments

To achieve a successful launch of HMI, it is important to understand WTP
relative to the stakeholders’ context. The three issues that are of particular con-
cern are: 1) what are the difficulties associated with predicting WTP when the
investigation has to be performed before the respondents can actually buy
HMI? 2) Which variables explain the differences in WTP across households in
the same location, and across different locations and points in time? And 3) how
can reliable and comparable WTP estimates be obtained with minimal invest-
ment of time and money?

With the purpose of reviewing what has been done in this regard, we con-
ducted several searches of literature in 2010, including a search of MEDLINE
database; search terms included: “WTP” or “willingness to pay” and “health
insurance”: 179 hits came up; a refined search was based on crossing the key-
word “willingness to pay” with “health insurance” or “prepayment-health” and
one of the following keywords: “developing countries”; “Asia”; “Africa”; “Latin
America’; “low income”; “poor”; “microinsurance”; or “CBHI (community-
based health insurance)”. 18 articles that were relevant for the topic “WTP for
health insurance in low-income countries” were retained. We also scanned the
references of the above-mentioned articles to identify additional papers that
did not come up in the online searches; two articles were identified (one on a
study conducted in Pakistan and the other in Cameroon) bringing the total to
20 articles.

A detailed screening of the articles revealed that three experiments were
reported by more than one article, and thus this chapter is based on 14
experimental field studies eliciting WTP for health insurance among low-
income persons in developing countries, but on 20 papers. The countries
included Burkina Faso (five articles), Cameroon, China (two articles),
Ethiopia (two articles), Ghana, India (two articles), Islamic Republic of Iran,
Namibia, Nigeria (two articles), Pakistan, United Republic of Tanzania and
Viet Nam.

Table 7.2 summarizes the elicitation methods used in the field studies. All
researchers used the CV approach, but with notable differences in the method to
elicit the WTP and the definitions of various parameters.
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Overview of the data, locations and method of elicitation of WTP used'

Authors Date  Sample Country Objective’ Unitof  Method
inquiry
Walraven 1996 821l United WTP for local health I+HH OQ
+1500 HH  Republic of  insurance scheme
Tanzania
Asenso-Okyere et al. 1997  164urban  Ghana WTP for health HH BG
+142 rural insurance
Mathiyazhagan 1998 1000 India WTP for a rural HH 0oQ
CBHI
Masud et al. 2003 60O Pakistan WTP for health insur- HH oQ
ance primary care
Dongetal. 2003 24141 Burkina Faso WTP for CBHI I+HH TIOLI+BG
+705 HH
Binam et al. 2004  471rural  Cameroon  WTP for CBHI HH BG
Asgary etal. 2004 2139 Iran WTP for a rural HH BG
health insurance
Asfaw and Braun 2005 550 Ethiopia Assess prospects for ~ HH DC+F
rural CBHI
Birnighausen et al. 2007 621 China WTP for basic health I R
insurance
Ying et al. 2007 2671 China WTP for private 1 BG+0Q

health insurance
(urban informal sec-
tor)

Dror et al. 2007 3024 India WTP for CBHI HH BG

Lofgren et al. 2008 2070 VietNam  WTP for health HH TIOLL+O0Q
insurance

Gustafsson-Wright et al. 2009 1700 Namibia WTP for low-cost HH DC+F
health insurance

Onwujekwe et al. 2010 3070 Nigeria WTP for CBHI I+HH BG+0Q

About 90 per cent of the target population of 1 million chose to remain uninsured during the first
year of operation of CBHI.

I = individual; HH = household; OQ = open question; BG = bidding game; DC + F = dichotomous
choice with follow-up question; PC = payment card.

A few researchers used open-ended direct questions such as "How much
would you pay for health insurance?” (with a detailed explanation of the health
insurance product in question). Walraven elicited WTP by asking “How much
are you willing to pay per year for each member of your household (to be covered by
services in the hospital)” Masud et al. also use a direct question, which was:
“Would you be willing ro pay [prepay] for health care at the government health
facility? ... And what is the maximum amount you would be willing to pay?”
Mathiyazhagan (1998) and Lofgren et al. (2008) first introduced an anchor price
by asking respondents whether they would agree to pay a certain amount. The
query was of the TIOLI type, and regardless of the reply, all respondents were
then asked what would be their maximum WTP; that last amount was retained
as the respondents’ WTP. Onwujekwe et al. (2010) used the DC-with-follow-up
method, followed by a direct question: “What really is the maximum amount you
are willing to pay for CBHI?”. This last number was retained as the WTP.
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Binam et al. (2004) followed a bi-directional bidding game to elicit WTP and
they used four initial bids as anchors. Ying et al. (2007) used a composite method
which consisted of a bi-directional bidding game followed by an open question,
which was, however, presented only to respondents that either refused the lowest
bid or accepted the highest bid. The open question was “Whar is the highest
amount that you [the respondent] would be willing to pay?” It is recalled that
respondents knew the last bid, which was their anchor. Ying et al. (2007)
explained that they used the open question (in addition to the bi-directional
bidding game) in order to avoid truncation of the data. Ying et al. (2007) used a
uniform initial bid for all respondents. Other researchers who conducted a
bi-directional bidding game chose different initial bids for different groups of
respondents. Dong et al. (2003) used 13 different initial bids, randomly assigned
to respondents. This multiplicity of initial bids could introduce the starting-
point bias, because respondents may think that the initial bid represents the
value, or very close to the value, of the good or service in question. Dror et al.
(2007) used a unidirectional and descending bidding game, the purpose of
which was to obtain a more accurate maximum WTP, which is the most relevant
for policy decisions. They used an initial bid which they assumed was too high,
with a view to examining the quantitative expression of “maximum WTP for
health insurance”; in fact, 18.4 per cent of their respondents accepted the initial
bid, which could suggest that if the intention was simply that it should serve as
anchor, it might not have been high enough. Asenso-Okyere et al. (1997) also fol-
lowed a unidirectional and descending bidding game. As 40.1 per cent of their
respondents accepted the initial bid, one might think that it was not the best
anchor to elicit maximal WTT. It is noted that Dong et al. (2003) and Binam et
al. (2004) could not find significant evidence for a starting point bias in their
datasets. However, they used bi-directional bidding games with multiple initial
bids. It is assumed that a unidirectional BG with the same anchor for all
respondents could neutralize the starting-point bias and improve comparability
of results across sampled households.

In the articles reviewed, there was also an experiment that applied an ascend-
ing unidirectional bidding game. Asgary et al. (2004) applied it in rural Iran to
estimate demand and WTP for health insurance. These researchers used three
initial bids as anchors, each presented to one-third of their sample. A negative
response to the initial bid was recorded as zero WTP; otherwise, the highest
accepted bid was recorded. Birnighausen et al. (2007) used a modified ascending
trajectory in their study among informal-sector workers in Wuhan China. They
elicited responses by using a “payment card” eliciting method.
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Asfaw and Braun (2005) and Gustafsson-Wright et al. (2009) used the DC with
follow-up (which they call “double-bounded contingent valuation — DBCV”),
whereby respondents are given two bids, an initial bid and a second bid.
Respondents who rejected the initial bid were presented with a lower second bid,
and those who accepted the initial bid got a higher second bid. After these two
bids, the game is over; respondents are then classified into four groups: those that
said “yes” + “yes”, “yes” + “no”, “no” + “yes”, and “no” + “no”. Mean WTP values
must then be estimated by maximizing a log likelihood function.!

The most striking insight gained from this review of empirical WTP studies is
the large variety in the methods used. This diversity makes it difficult to compare
quantitative estimates of WTP across the studies as they use different metrics. It is
possible to present qualitative explanations for variations in WTP within each
group of respondents, but there are no clear “translation rules” for comparing uni-
directional and bi-directional bidding games, ascending and descending trajecto-
ries, or those using an open question, those who offer a single bid (TIOLI) and
those who estimate WTP after multiple bids. In addition to the methodological
diversity, there are socio-economic differences (inherent to different locations,
which is covered in the next few sections), and differences related to researchers’
choice to measure WTP of a household rather than WTP of individuals, whilst in
other studies the decision was taken to include both units. The diversity of elicita-
tion methods used highlights the difficulty in comparing quantitative results across
several studies.

Key findings

This section summarizes the findings from the identified studies on the willing-
ness to pay for HMI. The results suggest that numerous factors can affect that
decision, including socio-economic, demographic and geographic characteris-
tics, and the respondents’ experiences with health care services and expenses.

Income/socio-economic status/demography and WTP

Most studies presume an intuitive expectation that WTP for health insurance
will be positively associated with income, because households would be able to
afford a higher prepayment as their income increases. We seck to verify this
important assumption, by juxtaposing WTP and income (or its proxies) in the
studies described above (summarized in Zzble 7.3).

Under this method, WTP values (or the distribution of these values) are not observed directly from
respondents’ replies.
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Association between income and WTP

Health insurance

Authors Income proxy used WTP (% of income proxy) Trend!

‘Walraven Weekly expenditure per adult 3.20 NS
equivalent

Asenso-Okyere et al. Self-reported income (HH survey) 1.9 rural and 2.5 urban Up

Mathiyazhagan 3 categories: low, middle and high n.a. Up
(unspecified criteria)

Masud et al. Socio-economic score & income 3.0 (only those where WTP>0) Up

Dong et al. Consumption/expenditure 2.15 (calculated) Up

Binam et al. Income of respondent 2.54 (assumed average income) Up

Asgary etal. “Wealth and income variable” 1.4 (assumed average income) n.s.
based on assets

Asfaw and Braun Annual farm and non-farm income 1.4 (calculated) Up

Birnighausen et al. Self-reported income (HH survey) 4.6,7.8, 6.8, 6.9 (4 packages) Up

Ying etal. Self-reported income (HH survey) 1.4, 2.0, 2.2 (3 packages) Up

Dror et al. Self-reported income (HH survey) 1.35 income, 1.8 expenditure (median) ~ Up

Lofgren et al. 2 categories: poor/rich households n.a. Up
(determined by local leaders).

Gustafsson-Wright etal.  Consumption/expenditure 2.25 Up

Onwujekwe et al. SES index, based on assets n.a. Up

! Up = WTP increases with income, n.s. = not significant.

It must be emphasized at the outset that estimation of income in our context is
rendered very complex and unreliable by the cumulative effect of 1) there being only
partial records (or none at all) of income for households working in the informal
economy, which represent the majority of the poor in low-income countries; 2) an
endemic and persistent irregularity in income flows due to seasonal fluctuations and
the erratic employment patterns of day-labourers and self-employed people in agri-
culture or family businesses; and 3) widespread inaccuracy in self-reported income,
due to confusion regarding the monetary value of non-monetary income.

As could be expected, different researchers used different methods to obtain
income proxy. A commonly used method is self-reported income, obtained
through a survey. Since there could be many sources of income at houschold
level, it is unlikely to obtain a reliable estimate in answer to a direct question
such as “What is the income of the household?”. Therefore, most surveyors use a
series of questions, but there is no uniform standard for them.

Asenso-Okyere et al. (1997), Asfaw and Braun (2005), Bérnighausen et al.
(2007), Ying et al. (2007), Masud et al. (2003) and Dror et al. (2007) reported that
they had obtained household or personal income information through surveys.

Expenditure/consumption information is often used because it is considered
more reliable than income information in developing countries. WHO uses this data,
and many low- and middle-income governments, in official surveys, collect informa-
tion on consumption/expenditure rather than on income (e.g. the Indian National
Sample Survey Organization). Masud et al. (2003), in addition to income, created a
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“socio-economic score” based on assets. Asgary et al. (2004) and Onwujekwe et al.
(2010) constructed slightly different “wealth and income variables” based on assets.
Dror et al. (2007) also posed questions on the expenditure of respondent households
in addition to income, and found a highly significant correlation between both vari-
ables. Other researchers of WTP for CBHI used only consumption/expenditure data,
e.g. Dong et al. (2003) (in yet another paper based on the same dataset), Walraven
(1996), and Gustafsson-Wright et al. (2009) and Mathiyazhagan (1998) and Lofgren
et al. (2008) started by dividing the sample into categories; the first scholar divided it
into low, middle and high income (but did not specify the classification method), and
the second scholar divided it into “poor” and “rich” as determined by local leaders.

Despite the huge differences in methods of measuring a proxy for income,
12 of the 14 studies reported a significant and positive association between nomi-
nal WTP for health microinsurance and the economic situation of households
(Table 7.3). The remaining three studies reported no significant trend, or did not
investigate this issue. This finding validates the initial assumption that a higher
income leads to a higher WTP.

In the light of this finding, one might query whether people would be willing to
pay a relatively constant share of their income for health insurance. This information
is also shown in Table 7.3 either as reported by the authors themselves, or calculated
by us, using the original published data. The results are quite similar, not only when
comparing WTP relative to income, but also relative to consumption/expenditure.
Furthermore, with the exception of one outlier estimate (4.6 per cent to 6.9 per cent
for four different packages, reported by Birnighausen et al. (2007)), all WTP values
were in the range of 1.35 per cent to 3.2 per cent, with a mean value of 2.2 per cent of
the relevant income proxy. This rather narrow range for the estimates strengthens
the credibility of the results, even though they have been obtained using very
different modes of calculation and with very different populations.

However, could the expression of mean WTP as a share of income obscure a
different reality in which different income sub-groups actually differ in the
portion of their income that they are willing to pay for health insurance? Some of
the articles reviewed offer clues to the answer. Birnighausen et al. reported that
for an increase of 1 per cent in income, WTP increased by about half a per cent.
Dong et al. (2003) measured this aspect by calculating the measure of inequity
(Gini coefficient)? in income and in WTTP. Dong et al. (2003) show that the
inequity in income is much higher than in WTP (Gini value of 0.68 in individual
expenditure and 0.63 in household expenditure compared to a Gini value of 0.15
for individuals’ and 0.08 for households WTP). These findings indicate that
WTP increases at a lower rate than income, i.e. richer households would be
willing to pay a smaller share of their income than poorer households.

The Gini coefficient (developed by Corrado Gini, 1912) is a measure of the inequality of a distribution;
avalue of 0 expresses total equality and a value of 1 maximal inequality.
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This assumption was tested further with the data from three studies
reviewed. Gustafson-Wright et al. (2009) showed that WTP expressed as a
percentage of consumption/expenditure was 11.4 per cent among the poorest
quintile, but only 1.2 per cent among the richest quintile. Dror et al. (2007)
reported that the median value of WTP as a percentage of income decreased
from 1.79 per cent among the poorest quintile to 0.84 per cent among the
richest quintile, and this negative correlation was significant. Dong et al. (2005)
provided the value of WTP for five income quintiles and the average income
proxy (consumption) for these quintiles, which enables us to calculate WTP
relative to income/expenditure; his results show that WTP was 18.9 per cent
among the poorest quintile, and only 0.9 per cent among the richest quintile.
We therefore conclude that, while nominal WTP levels increase when house-
hold incomes grow, they decrease dramatically as income increases when WTP
is measured as a share of income.

Most studies also examined the association between WTP and other socio-
demographic variables. Table 7.4 contains the summary results.

Association of WTP with socio-economic parameters

Authors I/HH Gender  Education ~ HH size Age  Insurance experience
‘Walraven HH+I n.d. n.d. n.d. nd. nd.
Asenso-Okyere et al. HH m>f + n.d. ns.  ns.
Mathiyazhagan HH n.d. + + ns.  nd.
Masud et al. HH n.d. n.d. n.d. nd.  nd.
Dongetal. HH n.s. + n.s. ns.  nd
1 m>f + n.d. - n.d.
Binam et al. HH m>f n.s. n.d. ns.  nd.
Asgary etal. HH n.d. + ns. + ns.
Asfaw and Braun HH n.s. + n.d. nd. nd
Birnighausen et al. I f>m + n.d. - n.d.
Ying et al. I m>f + n.d. - n.d.
Dror et al. HH m>f + (>11y) +—(PR) — +
Lofgren et al. HH n.s. + n.d. - n.s.
Gustafsson-Wright et al. HH m>f + n.s. - n.d.
Onwujekwe et al. HH m>f + —(PP) n.s. n.d.
I m>f + n.s. + +

I = individual; HH = household; n.d. = not determined; n.s. = not significant; PP = persons in household.

As is often assumed, education is a positive explanatory variable of WTIP in
most cases.

The results (shown in Table 7.4) also suggest that in most cases, males were
willing to pay more than females. As for age, five studies showed no significant
effect of age on WTP, and six reported a negative correlation. There is no intui-
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tive explanation for younger people’s willingness to pay more, and it cannot be
explained by income or education, as the effect of age is independent of these
parameters in the analysis.

Healthcare availability and WTP

It is self-explanatory that paying the premium is relevant only when the insured
can access health care in case of need. Therefore, the association between WTP
and supply-side parameters (including availability, distance, and satisfaction
with care) should be examined. Interestingly, only a minority of WTP/CBHI
researchers reported the results of associations between WTP for health micro-
insurance and supply of health care. Table 7.5 contains a summary of the

findings.

Effect of healthcare availability on WTP

Authors Parameter used Effect
Walraven G n.a.
Asenso-Okyere et al. Distance travelled to attend clinic n.s.
Masud et al. n.a.
Dongetal. Distance to health facility (individual WTP)

Individual WTP -

HH WTP n.s.
Binam et al. Categorical variable (yes/no) rapidity in the reception at healthcare centre n.s.

Categorical variable (yes/no) representing the cleanliness of the healthcare centre  n.s.
Categorical variable representing the attendance of physician at healthcare centre  +

Categorical variable representing the availability of basic drugs at healthcare centre —

Categorical variable representing confidence in healthcare services +
Asgary etal. Drugs available at health service centre +
Existence of full-time physician in the village +
Existence of pharmacy in the village n.s.
Satisfaction with healthcare facilities in the nearest city +
Asfaw and Braun n.a.
Birnighausen et al. n.a.
Ying et al. n.a.
Droretal. Distance to preferred primary health facility n.s.

Distance to preferred hospital -

Lofgren et al. n.a.
Gustafsson-Wright et al. n.a.
Onwujekwe et al. n.a.

The distance from home to the healthcare point of service is an often-
examined parameter considered to represent the accessibility of health care. One
might expect that the shorter the distance, the higher the WTP would be. This
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assumption has been confirmed in two studies. Dong et al. (2003) obtained
significant negative association for individual WTP but no significant associa-
tion for household WTP levels, and Dror et al. (2007) reported a significantly
negative correlation for the distance to the preferred hospital, but not to the
preferred primary health facility. Asenso-Okyere et al. (1997) did not discover a
significant correlation between distance from clinic and WTP for health micro-
insurance. The other studies did not examine the association between WTP and
this proxy.

Association between perceived quality of health care and WTP for health
microinsurance was examined through several proxies. The correlation with the
rapidity with which clients were treated, examined by Binam et al. (2004), was
not significant. Binam et al. (2004) and Asgary et al. (2004) reported significant
and positive association between WTP and the presence of physicians at the
healthcare centre. The availability of drugs in the health centre was also found to
be positively correlated with WTP in one case (Asgary et al., 2004), but
negatively correlated in another case (Binam et al., 2004). This apparent contra-
diction could reflect differences in the terms of the policy regarding reimburse-
ment of medicine costs, but the full information was not reported in those
papers. Asgary et al. (2004) also investigated satisfaction with healthcare
facilities in the nearest city and found the positive association with WTP that
one would expect, and Binam et al. (2004) also demonstrated a positive associa-
tion between WTP and a categorical variable representing confidence in health-
care services.

In summary, the results uphold the assumption that better availability and
quality of health services would encourage higher WTP for health insurance.
However, this assumption should be examined more frequently and in greater
detail in the future to provide an up-to-date indication of the specific features of
the supply of health care that influence WTP most positively.

Exposure to ill health, financial consequences of illness and WTP

As we have seen, WTP for health microinsurance reflects an understanding that
the intrinsic value of health insurance is that it should protect the houschold
from financial shocks by paying costs related to illness and improving access to
adequate health care. It therefore follows that households with recent experience
of costly health care would be more willing to spend money to insure against the
consequences of such events. As seen in Table 7.6, quite a few of the studies
attempted to address this point by searching for an association between WTP
values and recent experience with costly illness. It is interesting to note the large
variability of the proxies used in the different studies to assess this association,
including annual healthcare expenditure, episodes of hospitalization, frequency
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of illness, experience with chronic illness, payment for health care, borrowing
money to pay for health care and loss of income due to illness. Nine of the
reviewed studies found a positive association between WTP and at least one of
the proxies for exposure to costly ill health. It seems that recent personal experi-
ence with the financial consequences of ill health is an important explanatory
factor for the variation in WTP.

Effect of health expenditure on WTP

Authors What was measured Association with WTP
Walraven n.d.
Asenso-Okyere et al. Expenditure on health care last month +
Mathiyazhagan Ilness of respondent +
Number of hospital episodes +
Working days lost due to illness +
Number of consultations with doctor ns.
Masud et al. n.d.
Dongetal. HH expenditure on western medicine last month +
Binam et al Percentage of individuals in the HH ill 6-12 months +
prior to survey
Asgary etal. n.d.
Asfaw and Braun
1st bid HH head reported illness +
2nd bid n.s
1st bid Number of HH members reported illness +
2nd bid n.s
1st bid Borrowed money for health care +
2nd bid n.s
Birnighausen et al. Average monthly health expenditure in the past year +
Ying et al. Respondent suffered from chronic disease
MCDI n.s
IEI n.s
OFI .
Dror etal. Hospitalization in HH in last 2 years +
Lofgren et al. One or more persons in HH has a chronic disease +
Gustafsson-Wright et al. Number of HH members sick
WTP, the first bid -
WTP, the second bid n.s.
Onwujekwe etal. Paid OOP for health care -
Paid with own money +
Borrowed money to pay for care ns.
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Package composition and WTP

In our context, the price of different insurance packages might vary due to levels
of co-pay, caps and exclusions, but also due to the benefit types included. While
one could argue that co-pay and caps reflect economic considerations, the
inclusion/exclusion of benefit types could well reflect normative choices. For
example, should maternity be included in the package or not? Therefore, it is
necessary to examine whether WTP for health microinsurance is influenced by
the design of the insurance product, and if so to what extent. Unfortunately,
only very few studies examined this issue in detail. Biringhausen et al. (2007)
asked respondents about their maximum WTP for a basic health insurance
(BHI) and, separately, for three variations: 1) without the ceiling of the basic
option (which was four times the average annual formal sector worker’s salary);
2) without deductible (which under the BHI was 9 per cent of the average
annual salary), and 3) without coinsurance (that ranged from 10 per cent for
in-patient care to 20 per cent for special services and 30 per cent for outpatient
care). In this experiment, the options examined represented different levels of
financial protection within the same set of benefits covered. In comparison to
the BHI, respondents were willing to pay 70 per cent more for BHI without a
ceiling, 43 per cent more for the BHI without a deductible and 56 per cent more
for the BHI without coinsurance. This increase in WTP was not only nominal
but also relative to the respondents’ income (respectively 4.6 per cent for the
BHI, 7.8 per cent for BHI without ceiling, 6.8 per cent for BHI without
deductible and 6.9 per cent for BHI without coinsurance).

Ying et al. tested WTP for three different health insurance programmes:
1) MCDI would reimburse 80 per cent of health expenditure when the insured
suffered from a catastrophic disease; 2) IEI would cover 100 per cent of the
enrolees’ health expenditures on in-patient health services; and 3) OEI would
cover 6o per cent of health expenditure on outpatient health services. 43 per cent
of respondents chose MCDI (WTP: 110.1 RMB (US$17) = 2.2 per cent of annual
income); 49 per cent chose IEI (WTP: 100.2 RMB (US$15.50) = 2.0 per cent of
annual income); and 25 per cent chose OEI (WTP: 72.4 RMB (US$11) = 1.4 per
cent of annual income). The price elasticity of the demand for MCDI was —0.27
(this indicates that demand for MCDI would decrease by 2.7 per cent if the
premium increased by 10 per cent). The elasticity of demand for IEI and OEI
was —0.34 and —0.42, respectively. In this experiment, the demand for MCDI
was least elastic, and WTP highest, both nominally and relative to income. These
results suggest that WTP for health insurance can reflect not only financial
protection but also preferences for different kinds of services.

By contrast, Lofgren et al. elicited the WTP of their respondents in respect of
different insurance products: 1) a health insurance that is based on compulsory
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affiliation with income-rated premium;?® and 2) health insurance that is based on
voluntary affiliation with risk-rated premium.* Although when subjects were
asked about their willingness to affiliate with either of these insurance products
there was a slight preference for the compulsory affiliation, the mean WTP for
both products was practically the same despite the fact that each household was
presented with both options.

Dror et al. (2007) also examined the sensitivity of WTP to being packaged in
a different way: each third of the sample was offered a different benefit package.’
In that experiment, there was no difference in WTP for the three packages. This
could be due to the different elicitation method, in which respondents were
offered only one option and were not given a choice between options that they
could compare or prefer. This suggests that WTP can, at least sometimes, be used
as a tool for package design only when the same respondent can choose between
options. This would work when the number of options is relatively small, but
would be impracticable with the very many options that health insurance pack-
ages usually contain. Other methods were developed for benefit package design
that enable respondents to choose from 10 or more options, but this is done
within a finite budget, i.e. without soliciting the respondents’ WTP. The meth-
ods that were applied in the context of CBHI in low-income countries include
simulation exercises (Dror et al., 2007), focus group discussions and structured
interviews (De Allegri et al., 2006). We conclude that the available information
on the impact of package composition on WTP is inconclusive.

All households in the district are obliged to pay an annual premium to a local healthcare fund when
crops are sold. The fee is based on the houscholds’ income. The higher the income, the higher the fee.
All members in the household are entitled to free health care at the Communal Health Station or
District Health Centre and free medicine if it is prescribed by a doctor. If care at higher levels is
needed, the insured patient will be supported by an amount based on the cost per bed-day at the
District Health Centre level. The fund will be managed by the Commune People Committee (or
elected representative).

Each household can choose to voluntarily pay an annual premium to a local healthcare fund when
crops are sold. The fee is based on the number of people in the household and the fee is higher for
children under five and elderly over 65 because they are expected to use more health care.

Version 1 included hospitalization expenses up to INR 5000 (US$115) per year and person and
reimbursement of costs for prescribed drugs up to INR 1000 (US$22.50) per year and person; version 2
included hospitalisation expenses up to INR 5000 (US$115) per year and person and reimbursement
of costs for general practitioners up to INR 1ooo (US$22.50) per year and person; version 3 included
reimbursement of costs for prescribed drugs up to INR 1000 (US$22.50) per year and person and
reimbursement of costs for general practitioners up to INR 1000 (US$22.50) per year and per person.
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Location of residence and WTP

The discussion presented above, based on the data reported in the cited studies,
leads to the assertion that WTP for health microinsurance is highly influenced
by various variables, notably the economic and socio-demographic status of
respondents, their financial exposure to healthcare costs and availability of
healthcare facilities. All these features vary markedly by location, within and
between countries. A simple comparison of results of the different studies
reviewed here is impossible due to the dissimilarity in methods used to elicit
WTP and to interpret the data. Specifically, the question arises as to whether the
significant explanatory variables identified at the level of single households can
account for the difference across locations.

We submit that the way to address this question with confidence would be to
include a “location variable” in multiple regressions performed to identify the
explanatory variables at the level of single households when the dataset includes
more than one location. Following this process could ensure that household fea-
tures and WTP levels would be elicited using the same methodology. Only two
of the studies reviewed have actually followed this procedure, Dror et al. (2007)
(comparing seven locations in India) and Onwujekwe et al. (2010) (comparing
six locations in Nigeria). Both studies reported that the location still remained a
highly significant explanatory variable for the variation in WTD, even in a multi-
variate model including all the features of the individual households (economic
and socio-demographic status and recent experience with healthcare costs). This
finding suggests that the studies published so far on WTP for health microinsur-
ance have not yet identified all of the reasons that explain differences in WTP for
health insurance across communities; we cannot exclude that some features, e.g.
those reflecting cultural or lifestyle choices, could explain some underlying
reasons that have not been recognized. The impact of location as an explanatory
variable will need to be explored more thoroughly in future research.

Lessons learned and implications for practitioners

“We had to work backwards taking into consideration what the community
could pay, while creating a long-term, self-sustaining scheme.” This testimony of
an HMI practitioner in India presents the essential role of WTP estimates,
namely that members’ WTP determines the income side, and by extension also
what the insurer can offer by way of cover.

This review of field experiments has illustrated that all researchers agree that
WTP must be explored locally, because there is no “one-size-fits-all” option to
determine the income side of different HMI schemes operating in different set-
tings. The review has also shed light on the difficulties associated with obtaining
WTP estimates that would be relevant locally. Such estimates require data that is
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usually obtained through household surveys and other costly and time-consum-
ing investigations. These constraints make it impracticable to obtain local data in
each place where HMI is launched.

However, if the income of the target population is known, it could serve as an
anchor for initial estimation of WTP based on the analysis of the studies
reviewed here and shown in Table 7.2. It has been shown in Table 7.3 that WTP
estimates (when expressed as a percentage of income) converge mostly to a rela-
tively narrow range around two per cent of income.

It has also been shown in Tables 7.4, 7.5 and 7.6 that various other parameters
influence WTP levels. Therefore, we might be able to extrapolate WTP levels
known in one location to other comparable locations using knowledge of these
parameters. For instance, if in one location we know the level of education of
household heads as well as the WTP values, and in another location we only
know that household heads have a higher level of education, we would expect
WTP levels in that second location to be higher. Similarly, ample supply of
quality health care, or higher cost of care, or higher morbidity would all be
expected to lead to higher WTT.

We have also seen that WTP levels are sensitive to benefit package design.
Therefore we would expect that involving the target population in the design
phase would increase WTP levels.

However, for the time being, it is impossible to devise a simple standard
model to predict WTP everywhere, because of the large diversity of methods
used to elicit and estimate WTP in the different studies reviewed in this chapter.
Such a model could hopefully be devised in line with the methods used to
determine WTP and standardized for the purpose of analysing explanatory
variables.
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Savings in microinsurance: Lessons from India

Rob Rusconi

Considerable support has been received for this study from the Centre for Insurance and Risk Management
(CIRM), which was involved at the conceptual stage and contributed significant assistance in corresponding with
insurers and gathering data. The study would also not have been possible without the information so generously
provided by the insurers, information not only on the products but also on the thinking behind distribution
alternatives and possibilities for the future. Finally, the author wishes ro thank the following reviewers for their
feedback: Denis Garand (DGA), Michael J. McCord (MicroInsurance Centre), Pranav Prashad (ILO),
Rupalee Ruchismita (CIRM), Donna Swiderek (DGA), John Wipf (actuarial consultant) and Mary Yang (ILO).

This chapter assesses four products that combine the benefits of insurance and
saving offered by Indian insurers and targeting low-income customers. The
assessment is timely, as many insurers have launched or are giving serious consid-
eration to initiatives aimed at bringing insurance combined with saving to this
market segment.

The first section of this chapter introduces the issues and presents a frame-
work that is used for the product analysis. The products are then described in
section 8.2, highlighting the key characteristics that set each apart. This leads to
section 8.3, the heart of the discussion, which draws and explains a number of
important lessons from this analysis. There are few easy decisions and prospective
participants in this market need to think carefully about the most important
needs and preferences of their customers, converting these into product design,
and then balancing difficult trade-offs.

Saving and insurance considerations

Collins et al. (2009) highlight three needs that drive much of the financial activ-
ity of poor households: basic cash-flow management, coping with risk and rais-
ing lump sums. As tempting as it may be to equate these to borrowing, insurance
and saving, the financial behaviour of these households — indeed the complexity
and uncertainty of their challenging lives — makes such simplification unrealistic.
Households often use a combination of financial tools to meet their financial
needs, highlighting a need for composite products that combine savings and
insurance.

Saving helps low-income households protect themselves against shocks and
stabilize their cashflow, yet it has limited potential to shelter people from catas-
trophe. Adding an insurance component usually means that saving must occur
on a regular pre-determined basis over an extended period. Like loan repayment
instalments, this requirement can be onerous, yet it also provides a mechanism to
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instil discipline and encourage clients to save consistently.! As the success of
commitments to save shows (see Ashraf et al., 2003 and 2006), low-income
households often welcome some structure in their savings mechanisms. Policy-
holders also benefit from the provision of long-term savings products by insurers
because it offers alternatives to suit customer needs and convenient access to
other forms of insurance cover.

These types of products are also relevant because they address a reservation
that the low-income market has about insurance. For insurance products that do
not build value over time, such as term life or property covers, if an insured event
does not occur, low-income policyholders often feel that they have wasted their
money because they do not have anything to show for the premiums they have
paid. Whereas products that combine savings and insurance, like endowment
products, cover the risk of death and accumulate value over time.

However, standard endowment products are notorious for providing poor
value to customers compared to other saving options, partly due to the high
commissions paid to agents. Because of their irregular cash-flows, low-income
customers also may have difficulty paying regular premiums, and therefore the
surrender value of the product can be quite low (see Roth et al., 2006). Thus, the
main thrust behind this chapter is to assess whether the next wave of products
that combine savings and insurance has found solutions to overcome the limita-
tions of traditional products, and whether the new products provide better value
to low-income customers than the previous generation.

A framework for savings-linked insurance

These products compete for attention with a wide variety of alternatives (formal
and informal) and need to be competitive, in the sense that they meet customer
needs clearly and effectively. To design such a product, the insurer needs to con-
sider a set of fundamental principles:

Primary objective: What key need does the product seek to meet? To do this,
needs must be identified and prioritized. Furthermore, the extent to which cus-
tomers actually recognize these needs must be estimated or measured.
Secondary goals: What are the other goals for the product and what are the pri-
orities across these goals?

Flexibility: How much can the customer vary the standard terms of the contract to
meet a variety of needs, such as unanticipated changes to personal circumstances?

It is important to avoid casting an inflexible payment schedule — whether for saving or loan repay-
ment — in doggedly negative terms. Just as compulsory saving has benefits, households frequently take
on credit with fixed repayment instalments precisely because they appreciate the discipline imposed.
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Understanding and trust: What features need to be in place to ensure that the
customer understands all of the terms and conditions of the arrangement? The
importance of customers understanding this promise must not be underesti-
mated. These are long-term products, so keeping customers is just as important
as convincing them to purchase the policies in the first place. In addition, help-
ing these customers to understand why the product is good for them — through
simplicity of design and frequent communication, for example — is the first step
towards gaining their confidence and retaining them.

Product design

Insurers need to consider the four principles outlined above when defining the
following components of savings-linked insurance products:

Allocation to savings and insurance: it is difficult to value the respective contri-
butions of saving and insurance equitably, but the allocation of premiums
between the two helps to show the relative significance of each. The provider
should always be able to make this allocation. For the customer, this is less often
possible, so that the insurer should make every effort to explain this allocation —
and the corresponding benefits from insurance and savings.

Product features: Characteristics like premium or sum assured minima and
maxima are captured here, along with age and term restrictions.

Insurance benefit: This describes the contingencies that are covered, life, health
or assets, for example, and how benefits are paid (e.g. lump sum or income, fixed
amount or indemnity).?

Saving benefit: This covers the flexibility of the product, limitations on the tim-
ing of withdrawal or the opportunity for partial withdrawal during the term of
the contract. Other features like the potential or guaranteed investment return
may also be important to customers, but the relevance of the return may depend
on their financial sophistication. As lower-income customers are generally more
exposed to financial stress, they may value flexibility of design — giving them a
break from contributions or access to their savings in an emergency — more than
the potential for investment return.

Charges: A record of fees, where these are explicit, should form part of a detailed

typology.’

All products covered in this study provide life cover only, although other types of protection are possible.
Some products provide a pre-defined set of benefits that include all charges; others levy charges sepa-
rately. Comparing these offerings is not straightforward, a problem that affects the analysis described
in this chapter.
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Exclusions: This includes pre-existing conditions or suicide, for example, on life
insurance, or limits on claims under asset insurance.
Special features: Additional characteristics not covered by other headings.

There are a number of difficult issues hidden in the detail of these compo-
nents that insurers must resolve when putting together their products. These
trade-offs, some of which are considered in this chapter, strongly define the
essence of the product and the nature of the promise to customers. For example,
it is clear that not all saving is for fixed periods and known future events.*
Insurers need to think carefully about the balance between the promised
maturity benefit (received after five or ten years of enrolment) and the terms
under which customers might withdraw their accumulated savings during the
term of the policy.

Focus on India

The chapter focuses on products in India for two main reasons:

It proved challenging to find a range of products from other parts of the world
that 1) provide meaningful elements of saving and insurance cover, 2) have
achieved scale, and 3) are sold by insurers willing to provide insights into the
dynamics of their portfolios.

It is difficult to carry out a fair comparison of products from different parts of the
world because these products can be specific to a context, particularly in regards
to constraints imposed by regulation.

As described in Chapter 20, India has seen considerable microinsurance
development in recent years, including life insurance. Consequently, it has a
critical mass of interesting examples with sufficient experience to warrant a specific
investigation. Nevertheless, a study like this that focuses on a single country runs
some risks. A number of the products included have been withdrawn from the
market in response to regulatory changes that forced reconsideration of their
design. Furthermore, it can be difficult to transfer the experiences gained in one
country to other jurisdictions.

In the three studies reported by Collins et al. (2009) in Bangladesh, India and South Africa, over half
of all savers reported their primary use of the large sums borrowed or accumulated as falling into the
category of opportunity rather than emergency or life cycle.
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Finally, the study depended on insurers for the information provided. Data
on customer choices is limited by competition considerations. The chapter may
appear to give preference to the view of the institution over that of the customer,
but this has not been the intention and every effort has been made to overcome
the limitations of the information available.

Products considered

The market for savings-linked insurance products in India has been subject
to a number of recent regulatory changes,” which have affected those con-
sidered in this section. Some of them have been withdrawn from the market
for redesign. Changes in referral guidelines have also affected distribution
options.

The descriptions of the four products that follow, which predate these
changes, are broad, highlighting the most important features of each product.
This leads to the discussion in section 8.3 that draws a number of lessons from
these similarities and differences. Table 8.1 summarizes the key features of these
products.

The most important of these regulatory requirements for unit-linked investment products are

that:

— customers must be locked in for a period of at least five years, reinforcing the fundamental principle
that these are long-term financial instruments providing risk protection;

— premiums must be regular and at a constant level;

— charges must be evenly distributed over the initial five years;

— death benefits must meet minimum requirements; and

—a guaranteed minimum investment return must be granted.

For universal life products, renamed variable insurance plans, the combined investment and commis-

sion limit is prescribed, and for both sets of products, referral activities have been curtailed in the

interest of customer protection.
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Max New York Life  Bajaj Allianz SBI Life ICICI Prudential
Masx Vijay Sarve Shakti Suraksha  Grameen Shakti Anmol Nivesh
Lives covered 90000 3.4 million 1 million 2300
(approximate)
Allocation All premiums to Insurance cost Implicit; guaranteed  Insurance cost
to savings savings; insurance deducted from maturity and death deducted, but

and insurance

cost deducted

premium

benefit

guarantees provided

Premium Premiums entirely at Monthly, quarterly, Annual only Annual only
payment options option of customer  half-yearly or annual

after initial purchase
Minimum INR 1000 (US$22) INR 45 (US$1) No explicit minimum, INR 1200 (US$26),
premium initial contribution, monthly premium, but likely to be low annual premium only

INR 10 (US$0.22)  INR 500 (US$11) for

minimum thereafter its annual equivalent
Term Ten-year term only ~ No longer than Five- or ten-year Between 7 and
limitations seventieth birthday term only; different 15 years

of policyholder maturity benefits

Maturity No guarantee, but  Total premiums less Explicitly and clearly ~ Total premiums
guarantee returns declared cost of cover and guaranteed paid

cannot be removed  administration fees
Sum assured Five times the Guaranteed from Guaranteed from Greatest of sum

(death benefit) premiums paid outset on group outset assured, fund value
requirements and sum of premiums

Investment Guaranteed once  Based onreturnson  Implicit in the Based on returns

returns declared low-risk assets guarantees on low-risk assets

Earliest available ~ Three years Immediate Three years Three years

withdrawal

Partial withdrawal ~ Yes Yes Not permitted Yes

permitted

Surrender terms

Fair: available after
three years with a

Very good: available
from inception and

Fair: available after
three years’ premiums;

Good: available from
three years with 1o per

penalty of 15 per cent based on account value 35 per cent and 65 cent charge, waived if
until year 6 with penalty, 7 per per cent of premiums  three years of pre-
and 7.5 per cent centinyearsoneand  payableon the sand  mium have been paid
thereafter two, lower thereafter  10-year policies

Policy revival option  Available Available Available Available

Note: Quality assessments mentioned in this table provide a comparison of product features from the

perspective of the customer and are therefore subjective rather than technically precise.

MNYLs Max Vijay

The venture of Max New York Life (MNYL) into a microinsurance product,
Max Vijay, combining savings and insurance and available to individuals rather
than only members of groups has shown, above all, that it can be done. From a
product sale perspective alone, the results are good. From the product launch in
2008 to the end of the first quarter of 2010, Max Vijay sold 90000 policies, a
good number, but significantly less than the more than one million policies sold
by each of the next two products considered. The project has allowed the insurer
to gain first-hand experience in determining customer needs, incentivizing
behaviour, and identifying the success factors for such a venture.
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Max Vijay offered a savings product with remarkable contribution flexibility,
a death benefit that grows with contributions and fair withdrawal terms. The

most important features of the product are the following:

Contribution flexibility: Following the payment of a one-off initial contribu-
tion, defined by the product sub-type but no less than INR 1000 (US$22),° the
policyholder is completely free to contribute to the account when able, with no
rules on frequency or amount, except for a minimum contribution of INR 10
(US$0.22), an extraordinarily low threshold.

Sum assured linked to premiums: The benefit payable on death is equal to the
value of the accumulated customer account plus five times the contributions
paid, ten times in the case of accidental death, encouraging contributions but
also keeping under control the cost of insurance, which is deducted monthly to
meet this cost.

Withdrawals are available from the third anniversary: Policyholders may sur-
render or partially surrender the policy from three years onwards, with charges
that are fair, though the facility to partially withdraw free of charge on a limited
number of occasions is a useful addition to policyholder flexibility.

The most ambitious feature of the project is its distribution model. This is the
only product in this set that is available to individuals and marketed to the gen-
eral public. This limits the potential to achieve economies of scale, as the per-unit
distribution costs are significantly higher than if the product were distributed
solely through groups, all else being equal.”

Key observations on this product are:

Sales have been good, particularly given the ambition of reaching individuals
rather than limiting access to members of groups.

Without the support of the (voluntary) on-going contributions, the product
does not provide particularly good value to the customer and is less likely to gen-
erate profit for the insurer. A key imperative, apart from the need to develop a
diverse range of efhicient distribution channels, is to find ways to motivate this
continuous commitment to the saving process, essentially a form of partnership
with the insurer (this is explored in more detail in Box 8.1 in the next section).

The mid-market exchange rate at the end of February 2011 is used throughout the paper, approxi-
mately INR 45 to US$1.00.

Max New York Life launched this product specifically to learn about its potential and the nature of
the market need. It invested a considerable amount of money, recruited a dozen or so senior managers
and outsourced the information technology requirements to a major provider.
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Through lessons on understanding saving behaviour, reaching customers,
designing and pricing products, and running an efficient operation, Max Vijay

has provided invaluable experience to MNYL.

Bajaj Allianz’s Sarve Shakti Suraksha

Sarve Shakti Suraksha is a savings product that provides a guaranteed maturity
benefit, low surrender penalties and an insurance cover that pays a fixed amount
on death due to natural or accidental causes.

The product is available to members of targeted groups only. The minimum
size of the group is 50 and pricing of the insurance is based on the risk profile of
the group. The product is targeted at groups of women who are reached through
NGOs and microfinance institutions (MFIs).

The most important features of the product are as follows:

Guaranteed insurance benefit: The sum assured is negotiated with the group
and is unchanged throughout the term of the policy.

Investment returns on the accumulated savings: The accounts attributed to
individual policyholders are credited with the investment returns earned on the
underlying assets, appropriately invested.®

— Withdrawal flexibility: Policyholders may surrender the policy right from

inception at very reasonable charges. This is a unique feature among the products
considered in this assessment.

Though the product is available only to those who form part of an applying
group, policy records after inception, such as accumulating policy values, are
held on an individual basis.

More than three million lives across India have been covered in the two years
since launch and assets under management are approaching US$66 million. It is
too early to comment on profitability, though the insurer expects to break even
soon. It is also too early to assess the extent to which the product meets customer
needs, but other variations are already being considered, and customer satisfac-
tion appears to be high, as supported by persistency through to the beginning of
the second year (13 months from inception) of 82 per cent.

Modified versions of this product are now being adopted by Allianz in other
regions, such as Indonesia (called Tamadera, launched in October 2010) and
parts of South America and West Africa, to suit the distinct requirements of cus-
tomers in different parts of the world.

No minimum return is specified, but the benefit on maturity is guaranteed at total premiums less cost
of cover and administration fees, suggesting a minimum return for those who reach maturity of no
less than zero, after costs.
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SBI Life’s Grameen Shakti

Grameen Shakti is a simple product provided by SBI Life Insurance designed to
reach low-income clients that, while combining insurance and savings, keeps
costs low by packing together:

a term life product priced without any differentiation for age or gender, and

a simple cash benefit on survival of the pre-defined policy term.

The product is offered only to groups with a minimum of 200 members and
has reached close to one million customers in the approximately three years since
launch. While banks are the primary means of reaching customers as this helps
to overcome practical difficulties such as premium collection, the distribution
channels — those that have the relationships with the ultimate customers — are
MFIs and self-help groups (SHGs). All premiums are collected by debiting the
customer’s bank account.’

The important features of this product may be summarized under the princi-
ple of simplicity:

Limited choice of term: only five- or ten-year terms are available.

Limited choice of death benefit: the sum assured must be a multiple of INR
5000 (US$110), up to a maximum of INR 50 000 (US$1100).

Explicit guarantee on maturity and death benefit: The death benefit attracts
no investment return but is clearly set out, and the maturity benefit is equal to
the sum of all premiums under the 10-year policy and half of this sum for its five-
year counterpart.

The policyholder receives no investment returns, but also suffers no charges
for the cost of providing death cover. Both of these are built into the product
design and the assessment of the risks of the guaranteed benefits. One charge is
explicit. It is the cost of the service tax on premiums, charged at a rate of 1.03 per
cent of the premium. This is added explicitly to the premium so that it does not
need to be taken into account later in the policy term.

The policy includes an element of risk-sharing that reduces the margins that
the insurer would otherwise need to take into account in its pricing: the death
benefit to an entire group is limited to INR 50000 (US$1100). If this threshold
is exceeded, subsequent claims are declined and premiums net of service tax and
stamp duty are returned to the nominees of covered members.

While this implies that all of the customers have to have a bank account, the product frequently origi-
nates as a service to the members of the self-help group, with the bank operating as a distribution
channel.



8.2.4

Savings in microinsurance 185

While the product may be criticized as providing a limited range of options
and no more than fair value for money on early termination, its simplicity makes
it easily understood and it appears to fulfil a significant need for pure protection
with limited savings.

This is probably the most important lesson that may be learned from the SBI
Life experience. The insurer has taken the view that customers appreciate the
straightforwardness of the product, a simply defined sum assured with limited
exclusions and a clearly defined cash-back payment at maturity. The volume of
product sales appears to support this view. SBI Life has commenced a pro-
gramme to roll out the product across India.

ICICI Prudential’s Anmol Nivesh

ICICI Pru has developed a policy that combines saving and insurance in a design
not far removed from a classic endowment contract: it is a regular-premium
investment-linked policy that guarantees, on maturity and death, a benefit no
lower than the value of premiums paid, less the value of any partial withdrawals
to that point. It has been launched on a pilot basis to workers in the tea planta-
tions of Assam, in India’s north-east, and is untested elsewhere.

Elements used from the design of the classic endowment include:

the combination of a death benefit and a maturity benefit, both attracting
investment returns, but with guarantees,

a unit-linked approach to investment returns, with assets held in low-risk
instruments,

a range of policy terms (7 to 15 years) and sum assured options ranging from
INR 6000 to INR 30000 (US$130 to US$650), and

a conventional set of charges, a premium allocation charge, policy administra-
tion charge and mortality charge that do not unduly detract from the effective-
ness of the guarantees.

However, the designers of this product have been innovative in a number of
respects, all of which assist the policyholder. Examples of these include the following:

Cover continuance option. The life insurance cover continues, for those who
have selected this option, even if premiums are stopped, any time after the third
anniversary of the product, avoiding an automatic surrender procedure.

Bonus allocation of units. Policyholders are motivated to persist by an alloca-
tion of five per cent of one full years” premium every fifth anniversary. The policy
administration charge also ceases at the end of five years.
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Reward for premium persistency. Surrender may take place at any time after
three years. A charge of 10 per cent of the fund is applicable, but this is waived if,
at the time of the surrender, three full years of premiums have been paid.

These terms go a long way towards aligning the incentives of the policyholder
with those of the insurer, though they do so at some cost to simplicity, increasing
the risk of poorer understanding by the policyholder.

This product was designed specifically to reach low-income customers operat-
ing in a semi-organized sector. It has been piloted in north-cast India to reach
tribal tea plantation labourers, using the tea companies as financial intermediar-
ies. Partnership with a tea company does not guarantee access to all of its work-
ers, as this needs to be negotiated at the level of the tea garden falling under the
jurisdiction of the company. Nevertheless, 2300 customers, around a quarter of
those targeted, were enrolled and further roll-out was negotiated.

Sales of the product were suspended in July 2010 following the introduction
of the regulatory changes discussed earlier in this chapter. A number of changes
to product features are to be introduced to ensure compliance with regulatory
requirements and to take advantage of the opportunity to respond to the
emerging needs of customers. At the time of writing, details had not been
finalized.

The initiative has survived thus far on financing by the ILO’s Micro-
insurance Innovation Facility, but the insurer is optimistic that with economies
of scale available through wider distribution, this could become a profitable
venture.

Key lessons learned

Drawing on the analysis of these four products, this section focuses on the most
important lessons to consider when designing savings-linked insurance products.

Products may come in many shapes and forms

The four products show different characteristics in a number of key areas as
depicted in Table 8.1. Some of these may be described as design differences and
are relatively easy to identify. These include:

premium flexibility,
minimum premium requirements, and
surrender terms.
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Others are more subtle, but perhaps more sophisticated. Two of these are
considered in more detail in the discussion that follows:

the balance between savings and insurance, and
the balance between flexibility and simplicity.

Premium flexibility
SBI Life and ICICI Pru require policyholders to pay premiums annually without
variation. Bajaj Allianz permits premium payment on one of four different pro-
grammes, but on a regular basis. Only MNYL allows a completely flexible
approach to premium payment, an almost unheard-of premium-paying flexibil-
ity, at least in the context of long-term insurance.

It is not obvious as to what is best for the customer. Consider the issue from a
number of different perspectives.

Annual premiums are larger than those paid more frequently, so there is a mate-
rial risk of surrender if the customer cannot afford them as they fall due.

Annual premiums lead to lower collection costs per unit paid, permitting lower
charges and better value for customers.

Where products are sold through facilitating partners, the partners may assist in
the aggregation of smaller amounts into annual premiums, deepening the relation-
ships between insurer and partner, and between the partner and customer. SHGs
and tea plantations play such a role for SBI Life and ICICI Pru, respectively.
Permitting customers to choose their premium frequency or allowing contribu-
tions to be paid entirely at the convenience of the policyholder may attract more
customers and allow them more control over their financial management.
Keeping the customer to a regular premium, with appropriate grace periods to
facilitate recovery from times of hardship, may improve the policyholder’s com-
mitment to saving.'” For Max Vijay, only around 15000 of its 90 000 customers
made contributions after their initial payment, despite the extraordinarily low
minimum requirement. This suggests that the insurer may have overestimated
the benefit of the flexible approach over the discipline imposed by a regular pre-
mium arrangement.

These arguments demonstrate the challenge of establishing the right approach
for a particular product and the need to consider the issue from the customers’
perspective, in addition to any intermediary entities involved. These decisions are
seldom straightforward. Researching customer preferences, evaluating paying

Bajaj Allianz and SBI Life allow 30 days premium payment arrears and all of the insurers in this study
permit customers to revive arrangements under which premiums have been unpaid for some time.
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capacity, and conducting cost-benefit analyses of different models are among the
methods that would assist insurers to evaluate the trade-offs. Low-income house-
holds live sophisticated and complex financial lives; insurers should never assume
that they know what their customers need.

Minimum premium

The lower the premium threshold, the easier it is for low-income individuals to
participate as customers, but the more difficult it is for the insurer to achieve
scale efficiencies at the level of the individual contract. On the other hand, a
lower premium threshold may translate into a greater number of policies, which
across the entire portfolio could be sufficient to create economies of scale.!!

ICICI Pru and, to a lesser extent, Bajaj Allianz, have chosen relatively high
minimum premiums, with policyholders at the former paying at least INR 1200
(US$27) annually and at the latter, if they choose the annual premium option,
no less than INR 500 (US$11). Bajaj Allianz offers smaller premiums for those
prepared to contribute more frequently. The implied minimum premium at SBI
Life is significantly lower than this, and MNYL offers complete flexibility of con-
tributions starting at INR 10 (US$0.22) but the initial premium is high at INR
1000 (US$22).

It is difficult to say which approach has worked best because the effects of the
minimum premium are obscured by other factors. Bajaj Allianz has sold a very
large number of policies with Max Vijay selling significantly less, but this is not
necessarily attributable to the premium threshold.

Surrender terms

One of the most important design questions in products that combine saving
and insurance is the flexibility to withdraw from the policy, partially or com-
pletely. Surrender terms under three of the products are similar. Bajaj Allianz
stands out as it provides generous terms for policy surrender, particularly by per-
mitting early surrenders. The other insurers permit surrender after three years;
Bajaj Allianz permits it immediately after inception, although surrender in the
early months is likely to produce a low payout.!?

Viability depends on a number of cost and revenue factors. The lower premium threshold facilitates
easier access, resulting in higher take-up and the spreading of fixed portfolio costs across a greater
number of contracts, but it may result in higher expenses overall if the costs associated with each new
sale are high. Rules are not easily determined and there is no evidence that the four insurers in this
study have followed any specific approach. There is no substitute for financial modelling of the alter-
natives, supported by research on the likely customer take-up at various levels of minimum premium.
It would be useful to understand how many customers take advantage of these surrender terms. The
chapter closes with some thoughts on possibilities for further research.



Savings in microinsurance 189

As persistency with savings products is an important determinant of financial
success, this approach is risky because it may experience financial losses as signifi-
cant numbers of policyholders surrender early. However, as a feature differentiating
the insurer from competitors, it may pay off because it sends the message to cus-
tomers that the product is flexible in their hands. Facilitating exit may stimulate
higher levels of loyalty, a risk not easily evaluated prior to launch.

All aspects of product design require sensitivity not only to financial effects
but also to the impact of incentives on human behaviour. The issue of permitting
customers to leave more easily in the hope that, in return, they will not do so, is
one that requires a particularly good understanding of the tendency of people to
respond to incentives. It touches, also, on the issue of trust, discussed later in this
section.

The balance between saving and insurance

One of the main challenges is meeting the cost of providing insurance, the death
benefit, while demonstrating adequate commitment to the maturity benefit, the
result of the savings effort for those who survive until the end of the policy term.
Some might suggest that a minimum insurance benefit is required to meet basic
customer needs. Others believe that saving plays an important role in meeting
these needs and that the insurance is supplementary. Each insurer needs to take a
view on this, based on its understanding of customer preferences.

Four different approaches have been adopted to achieve this balance. These
are illustrated with reference to a hypothetical product with a ten-year term,
annual premiums of INR 1000 (US$22), and the corresponding annual cost of
cover and administration fees of INR 30 (US$0.66) and INR so (US$1.10)

respectively.

MNYL: Cost of insurance deducted from premiums; no guarantee. From the
premium of INR 1000 (US$22), a deduction of INR 30 (US$0.66) is made to
cover the cost of insurance. No guarantee on the maturity benefit is offered.
MNYL deducts the cost of cover from the premium and does not provide a guar-
anteed maturity benefit to balance this. However, it mitigates the risk to the cus-
tomer by describing and guaranteeing the insurance cost, and it limits the poten-
tial erosion of savings by setting the death benefit at a multiple of total premiums
paid. The death benefit would be INR 5000 (US$110) after year one, five times
the annual premium, and an additional INR 5000 with every subsequent INR
1000 (US$22) premium. Furthermore, once returns have been declared, they
cannot be removed.

Bajaj Allianz: Cost of insurance deducted from premiums; guarantee based
on premiums less cost of cover and administration fees. The guarantee is based
on the sum of all premiums, INR 1000 (US$22) in each year, less the cost of cover
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and administration charges, a total of INR 8o (US$1.75) in each year, giving a
maturity benefit after ten years of not less than INR 9200 (US$201). Bajaj Allianz
deducts the cost of cover from the premiums. It provides a guaranteed maturity
benefit, but does not guarantee the impact of the cost of insurance. This is the easi-
est guarantee to provide because it exposes the insurer to the least risk. Though it is
not good for the customer, it allows the insurer to consider offering good value else-
where in the product, which Bajaj has chosen to do through the surrender terms.
ICICI Prudential: Cost of insurance deducted from premiums; guarantee
based on total premiums. Though the insurer still meets the cost of cover by
deducting it from the premium, the guarantee is based on total premiums, in
other words INR 10000 (US$219) after ten years of INR 1000 (US$22) contri-
butions. ICICI Pru provides a maturity benefit that, notwithstanding the cost of
insurance cover, is guaranteed to be no less than the value of total premiums
paid. It must meet this guarantee from the after-expenses return on the assets and
risks failing to do so. It manages this risk by imposing a reasonably high mini-
mum premium and ensuring that the term of the policy is not too short. Note
again that, from the point of view of the policyholder, the benefit is good, but it
is not without cost in design limitations.

SBI Life: Explicit, simple guarantee on benefits; cost of providing the guar-
antee implicit. SBI Life has taken a different approach to this guarantee, provid-
ing a clearly defined outcome, but not disclosing the costs of providing this out-
come. Though the level of risks that it incurs to meet these guarantees is not
known — perhaps the combination is profitable — its advantage is that it is simple
and more likely to be understood by customers. SBI Life offers, on its ten-year
policy, a maturity benefit guaranteed at the total level of premiums less sales tax
of 1.03 per cent annually, a little under INR 10000 following premiums of INR
1000 annually. The guaranteed benefit under the five-year policy is half of all pre-
miums paid, just under INR 2 500 for the same premium.

Each of these approaches is justifiable. Each may be described as fair to cus-
tomers, striking a reasonable balance between savings and insurance in a context
in which resources are limited. Each has advantages and disadvantages from the
point of view of the insurer and policyholder. In addition, each allows the insurer
to provide other benefits within the policy design to the customer. The insurer
needs to consider the trade-offs and prioritize the most important needs of its
customers. As is evident from the differences in product design and customer
benefits, the four insurers have adopted different approaches to these priorities.

Choice: The flexibility-simplicity balance
Insurers need to balance the trade-off between simplicity (less choice) and flexi-
bility (more choice). Simplicity is helpful to gain customer trust and improve
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understanding of the most important features of the product, while flexibility
allows customers to respond to unexpectedly changing circumstances.

Insurers need to decide how much choice to give to their customers. It increases
the potential for customer needs to be met, but it also increases the cost of
administration. Choice may also decrease the level of customer understanding of
the product, and is not always helpful (see Chapter 13). Furthermore, flexibility
can lead to behaviour that undermines the protection, as seen in the low contri-
butions for the Max Vijay product.

Each insurer has taken a view on the level of choice that it offers:

— Bajaj Allianz offers a range of terms, sums assured and premium frequency
options, but the decision must be made at the level of the group and all of its
members must abide by this selection.

— SBI Life allows the group to choose the level of the sum assured and then assesses
the risks in order to provide the maturity guarantee. However, it permits only
annual premiums and only two options for policy terms.

— ICICI Pru limits the term of the policy to a period of 7 to 15 years. It allows the
policyholder to choose the level of cover required and the term from within this
range. It accepts premiums only on an annual basis, but puts this restriction in
place with the customers’ cash-flow in mind.

— MNYL offers only a ten-year term, but allows its customers complete freedom of
premium amount and frequency.

These decisions have consequences for the financial viability of the product
and the potential to offer positive features in other parts of the design. The Max
Vijay product provides remarkable flexibility, but the insurer found it difficult to
motivate customers to make these contributions on a regular basis. After paying
their initial premium, approximately five out of six customers did not pay any
additional premiums despite the very small instalment amounts. This, in turn,
has undermined the financial viability of the portfolio, which reduces either the
insurer’s profitability or the investment return available to customers, or both.

Need for persistency

There is one characteristic of policies with savings elements that must be noted:
the need for persistency. Lapse rates in all long-term insurance products can be
high: 10, 20 or even 30 per cent per year. Persistency levels are a key marker of
insurer success. A failure to keep customers for a sizeable part of the duration of
the policy hurts the insurer in three ways:

1. Asurrender takes away the marginal benefit of the fees that the policy provides to
the insurer.



8.3.2

192 Life insurance

2. A surrender takes with it assets that are under the care of the insurer, reducing

both the fees and the margins that the insurer may have been able to generate for
policies on books.

And, most importantly for savings policies,

3. A policy that is surrendered may result in financial loss because the insurer may

not have covered all of its costs of issuing and maintaining the policy, or setting
aside assets to meet guarantees.

All long-term insurance policies are dependent for their financial success on
persistency, but this is much more important for savings policies than for pure
insurance policies because the incidence of profitability is heavily skewed towards
the later years of the policy. Moreover, what is good for the insurer is frequently
also good for the customer, who needs the product range to be financially sound
and for this success to be shared with the customer.!?

Price for scale

Insurers should make an effort to: 1) price as keenly as possible, making every
effort to provide value for money to their customers, 2) test the willingness of the
market to accept this price through a combination, if possible, of pre-design
research and testing of market responses to the actual prices of products, and 3)
compare to the corresponding prices charged by competitors where possible. A
significant number of policies sold is usually more indicative of profitability than
the margin available on each product. In this environment of small units, costs
simply cannot be covered without the numbers. This does not mean that there is
no margin in pricing for products. First, customers may not be particularly price-
sensitive if the primary needs are being met. Second, profit gained through unex-
pectedly successful selling can be shared with policyholders if the mechanisms to
do so are in the product design. Third, these are long-term arrangements and
margins are needed to protect against unexpected terminations.

Distribution is key

Effective distribution is especially important in microinsurance products that
include savings components because achieving scale is so crucial to the success of
the product. In addition, participation in a long-term arrangement depends on

How this success is shared varies from product to product. While financial sustainability is important
to the policyholder as the insurer is more likely to honour its promises, the policyholder also has an
interest in the profit margins of the insurer, which should be low enough to share success with the
policyholder, but not so low as to undermine the soundness of the portfolio.
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customer understanding of the benefits of the policy, and the distribution chan-
nel plays a significant role in establishing and maintaining this understanding.

One important decision regarding distribution is whether to sell to the
microinsurance public at large or whether to limit access to members of organ-
ized groups. The insurers reviewed have followed three different approaches:

1. Group membership only. Bajaj Allianz and SBI Life only make their products
available to members of groups, with the intention of selling to all of the mem-
bers of that group. Bajaj Allianz sets the terms of the contract based on an under-
writing exercise covering the group, suggesting that all or a substantial propor-
tion of the members of the group must take up the insurance.

2. Targeted at members of groups. The ICICI Pru product is targeted at workers
on tea plantations, but participation is not compulsory for every member of the
group. The group coordinators facilitate the transaction, but the decision to
enrol is taken by each member individually.

3. Available to individuals. Max Vijay is marketed to and available to individuals
through a range of distribution channels.

Selling only to groups has a number of advantages:

— It assists with scale efficiency by adding a larger number of policies with every
successful sale.

— 'These groups contribute to enhancing the loyalty of customers, through educa-
tion, practical assistance, and perhaps even peer pressure.

— It brings into play an intermediary who has the interests of policyholders at heart
and frequently also a willingness to encourage persistency and to help with
saving for widely-spaced contributions.

— It contributes to solidarity between members, improving understanding of the
product, celebrating payment of benefits and improving persistency.

Distributing to group members appears to be the key point of differentiation
between the products and the scale achieved. The two providers that sell only to
groups have reached significant scale, each covering more than one million lives.
The other two insurers have had encouraging starts, but cannot be described as
successful in terms of number of policies sold or profitability.

A key lesson from the Max Vijay initiative is the importance of the distribu-
tion channel (see Box 8.1). The distribution channel needs to have an interest in
encouraging active savings from customers, but finding such a channel is not
always easy. Retail stores, for example, have an incentive to encourage people to
spend, not save. When selling through retail stores, the savings product competes
with other products in the store, both for the retailer (in terms of commission to
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be earned from other high-margin products) and the client. Conflicts of interest
also arise when savings-linked insurance is sold through banks, as banks have an
incentive to make clients enrol in their own savings products. SHGs may have
similar conflicts, but are fundamentally interested in the welfare of their mem-
bers and hence may be better suited to encouraging a long-term savings product.

Channel experimentation in Max Vijay

Max Vijay has tested a variety of channels, using “push” and “pull” methods.
Push channels are those in which intermediaries actively persuade customers to
purchase the product. These were used primarily to encourage the relatively
high-premium initial uptake of the product. The push channels utilized were a
financial product distributor, MFIs, NGOs and government centres.

Pull channels are those in which product sales points are established and cus-
tomers are encouraged to purchase products from these points. These were pri-
marily local retailers, including “mom and pop” shops, which policyholders reg-
ularly frequented and were therefore convenient locations for customers to make
additional contributions to their Max Vijay policy.

Experience across distribution channels has varied. The financial product
intermediary generated the majority of sales, but at the expense of other MNYL
products targeted at higher-income customers. This channel, however, produced
poor results in the area of on-going contributions.

Opverall, additional contributions were made in only one-sixth of the policies.
Success rates were highest in the retail channels, particularly in the city of Agra,
where more than half of the policies sold were credited with top-up contribu-
tions by policyholders. It is clear from the experience to date that the product
will provide clients with value — and probably the insurer with profit — only if
regular saving behaviour is developed and sustained, which suggests that even
marginal efforts to promote a culture of continuous saving could pay off well in
terms of new sales, improved persistency and growth in savings.

Sources: Adapred from Harmeling, 2010.

Design priorities
A careful analysis of four insurers that have adopted different approaches to
extending savings and insurance products to low-income households provides
some preliminary insights for others interested in designing similar products.
Establish the key objective and focus everything on this. Microinsurance
customers live complex financial lives, but it is not possible for products to meet
all needs. Customers need products that meet one specific goal. They must
understand what they are purchasing, particularly if the product seeks to com-
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bine elements of insurance and saving. The distribution channel, the product
design and the internal infrastructure of the insurer must support this. Failure to
focus on one goal compromises the clarity of the message to customers, reducing
the sales potential and undermining customer loyalty to the detriment of the sus-
tainability of the business.

Prioritize distribution. Portfolio scale is crucial for insurance products that
provide savings, so giving the business the best opportunity to sell large numbers
of contracts is a priority. This probably means making some tough decisions early
on, for example to exclude access for the general public, but these can be
reviewed once a sustainable structure has been achieved. Successful insurers in
this study have been single-minded in their approach to distribution.

Stimulate trust and loyalty. From a number of different perspectives it
seems that trust plays a significant part in the success of the insurer, whether the
primary channel of product distribution is intermediated or not. Insurers, it fol-
lows, should monitor the satisfaction of customers with the product and services
being received from the insurer and intermediaries. This should extend through
the whole chain of contact with customers. Good client service, timely payment
of claims, minimal exclusions and smooth administration service all serve to
enhance the reputation of the insurer in the community that it serves. Happy
customers are more likely to stay; and keeping existing customers is cheaper than
replacing them with new ones. Insurers must recognize that it is not primarily
about sales, but about persistency, as customers who leave early are worse than
those not gained at all.

Simplicity has merit. In savings products, as in microinsurance more gener-
ally, some compromise on flexibility in favour of simplicity seems to have helped
in at least two of the examples considered in this chapter. It appears that, while
consumers generally desire choice, they acknowledge and appreciate the benefits
of longer-term contractual arrangements that impose constraints, in premium
payment for example, in return for rewards. This has a considerable positive impact
on the sustainability of the product and must be considered by the insurer in the
context of the product’s key objectives. Simplicity enhances customer under-
standing which, in turn, is likely to improve loyalty and hence the financial sus-
tainability of the portfolio. It may alienate customers with more sophisticated
needs, but these can be met at a later stage through product enhancement. The
reverse is not true, as it is almost impossible to simplify an existing product.

Concluding thoughts and way forward

Microinsurance practitioners are paying more attention to the manner in which
customers might be encouraged to combine savings with insurance. A number of
insurers in India have launched products that do just this (this chapter considers
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four of them), providing some preliminary lessons for other insurers in a similar
position, namely:

determine business and design priorities and stick to them;

prioritize distribution;

stimulate trust and loyalty; and

design for simplicity, focusing on customer understanding.

Trade-offs are an unavoidable part of the product design process. Ultimately,
insurers need to make their own decisions on these issues, acknowledging the
importance of their context. Customer satisfaction does not come easily.

A number of questions have emerged in the course of this research that could
not be answered with the information available from insurers. Further research is
needed in a number of areas, including:

the effectiveness of different distribution channels and commission models in
delivering sales, and the quality of these sales, in terms of persistency rates, for
each of these models;

the take-up and persistency of customers across product variations, for example,
the term of policies purchased and the level of cover — and premium — where
options are available;

incidence and causes of policy lapses, characteristics of lapsing customers, and
influence of product features (such as surrender terms) on lapse rates;

the proportion of group members taking up cover made available to them
through the group and the persistency experience of the members; and

customer satisfaction levels and the link to product design.

All of this research requires considerable commitment from insurers and some
of it might be difficult to cover in the public domain, but these insights would be
of tremendous benefit to others considering a venture into this segment.
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Credit life cover — insurance that covers the outstanding principal and interest of
a loan if a borrower dies — is the logical starting point for organizations new to
microinsurance. It is generally easy to introduce, simple for clients to under-
stand, and seen by financial intermediaries as a complement to their core busi-
ness. Credit life can help create an understanding of microinsurance and expand
demand by building an insurance culture. When borrowers see benefits from
such products, it makes them more receptive to other insurance products.

Unfortunately, credit life insurance is often designed poorly and provides little
value to the insured client. When products provide little value to clients, the
common negative attitude towards insurance is reinforced. Thus, improving the
value of credit life products may help improve overall demand for microinsurance.

To understand the status of credit life microinsurance, and to formulate ways
to improve the overall quality of credit life products, this chapter responds to the
following questions:

What is credit life insurance and how is it structured?

Who benefits from this cover: borrowers, lenders and insurers?

How is good value for clients measured, and is it achieved?

What are examples of credit life products that provide value to clients?

How might credit life products be expanded or adjusted to offer greater value to
clients?

What operational considerations are necessary to improve credit life products?

This chapter addresses these questions primarily based on the authors years
of experience working with credit life products. Additionally, to build a pool of
similar data, a survey of credit life products was conducted with 30 organizations,
intentionally selected because of the diverse characteristics of their products and
contexts, including regional representation and varied institutional arrange-
ments. Although the results from this sample are not representative of credit-
linked microinsurance products, they are certainly illustrative, reflecting the
range of good and bad practices.
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What is credit life insurance?

Credit life insurance is among the most common types of microinsurance (Roth
et al., 2007; Matul et al., 2010).The primary purpose of this product is to ensure
that the outstanding debt is extinguished if a borrower dies. The product is typi-
cally mandatory as a precondition for obtaining a loan from microfinance insti-
tutions (MFIs).! The product can, however, be designed in different ways and
provided through a variety of institutional arrangements.

Types of credit life cover

Basic credit life, which covers only the principal and interest of an outstand-
ing loan on the death of the borrower, is the simplest form, though it can be
structured in a variety of ways. Premiums, for example, may be paid up-front,
either deducted from or added to the loan, or they may be factored into the
loan interest rate and collected throughout the loan period. When they are
integrated into the interest rate, borrowers are often unaware that they have
cover.

The lenders” approach to credit life depends on their objectives. Some organi-
zations use credit life as a benefit to clients, others as an additional source of
income, and others as a building block of more comprehensive cover. For lenders
interested in the latter objective, they are likely to provide enhanced credit life,
which comes in three variations:

Enhanced life cover provides the basic cover plus additional benefits such as a
funeral payout.

Enhanced risks cover includes basic cover plus additional risks such as dis-
ability cover for the borrower, a personal accident rider, or fire cover for business
premises.

Enhanced family cover expands the basic and sometimes the enhanced cover to
include death or disability of family members.

Institutional arrangements for credit life

There are a number of institutional configurations for delivering credit life.
While the lender is always present as the distributor, the underwriting institution
is typically either a commercial insurer, a member-owned mutual benefit associa-

The term “microfinance institution” (MFI) refers to any institution providing credit and sometimes
savings services to low-income markets.
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tion (MBA)? affiliated with the lender, or a cooperative insurer.’ Sometimes there
is no external insurer at all as the lender retains the default risk due to client
death, as in the case of Banco Compartamos in Mexico for its basic credit life
cover.

Where allowed by regulation, self-insurance by MFIs is certainly an option.
The cost of maintaining an internal reserve is minimal compared to the administra-
tive cost of managing collections, bookkeeping, and transfers on the MFI side, and
managing client records and claims on the insurer’s side. Many lenders retain the
risk because it results in better value and faster service, and enables them to adapt
the product to suit their borrowers” needs. This is possible only up to a prudential
amount. For example, the MFIs of the Confédération des Institutions Finan-
cieres (CIF) in West Africa self-insure the death risk up to a maximum of 10 million
CFA francs (US$20792). The CIF plans to establish a life insurance company in
West Africa to cover the excess credit life of several major financial institutions.

Some MFIs charge a fee to clients when the risk is held internally and some
even set up a reserve for this specific purpose such as a “Reserve for Possible Loan
Losses Due to Client Death”. These MFIs may charge clients, but the fee is often
allocated directly to income in their books. This is both an unhealthy practice
and a sign of how insignificant some MFIs really consider their losses due to
client death.

From the moment the institution wants to offer more cover to clients, it
becomes necessary to cede the risk. As survey respondents noted, besides the
legal issue of retaining risk, they were concerned with putting their core capital at
risk and not having the technical capacity to manage the insurance cover.

If an insurer is the underwriter, there may also be an intermediary involved.
Some intermediaries fulfil only the sales and facilitation functions of an agent,
while others design products, pre-process and pre-pay claims, and encode or
reformat the operations data to the insurer’s specifications. PlaNet Guarantee
performs such a role, working as a broker for MFIs, and linking the insurer with
a reinsurer. The rationale for intermediaries’ existence is to add value for the lender,
insured clients and the underwriter. Intermediaries, however, may find themselves
squeezed out of this business as margins decrease, and both lenders and insurers
decide that they can manage such simple products on their own. For inter-
mediaries it becomes difficult to argue that they really do add value when insurers
and/or delivery channels are willing to manage it themselves (see Chapter 23).

Typically this is a risk-bearing organization, either formal or informal, which is separate from the
lender and owned by the borrowers themselves.

In some countries, the cooperative institutions own an insurance company that focuses on providing
products for their primary member-households. For these, there are sometimes special concessions by
the regulator such as reduced capital requirements.



9.2.1

200 Life insurance

Who benefits from credit life?

Credit life insurance is often criticized because it is perceived as more valuable for
insurers and lenders than for insured borrowers. In the early nineteenth century,
credit life was promoted in the United States using the slogan “the debt shall die
with the debtor”. It was considered disgraceful to leave a burden of debt for sur-
viving dependents or relatives. Moreover, banks were more likely to approve a
loan if part of their risk was covered by the borrower being insured. Credit life
thus evolved with a clear purpose to protect both lender and borrower. In the
context of microinsurance, it is useful to assess the value of credit life from the
perspectives of the various stakeholders — borrowers, lenders and insurers.

Borrowers

For the insured household, credit life must settle the debt of a borrower on death
without causing financial strain to the deceased’s family. When a microentrepreneur
dies, the surviving household members are financially affected in several ways. First,
there are the hospital, funeral and burial costs to settle. Apart from being one, if not
the main, breadwinner, the deceased is often the skilled manager behind the house-
hold business. Thus in addition to losing her productivity, the household suffers from
loss of her business skills, experience and expertise.* As the business struggles to sur-
vive, the household may resort to selling inventory and liquidating productive assets
at discounted prices in order to service the unpaid loan. For a household in this situa-
tion, having the outstanding loan settled by insurance is useful as long as the lender
halts pressure for loan payment and the insurer pays any additional benefits rapidly.

Insurance protection is also valuable for borrowers of an MFI using the
group-lending methodology. When a borrower dies, the MFI can require the
remaining group members to pay the debts of the deceased from their savings.
This has negative implications for group morale and the risk of losing savings dis-
courages savings growth. Under such circumstances, borrowers often appreciate
insurance as an important protection against the death of fellow group members.

Despite these potential benefits, borrowers often express little or no satisfac-
tion with basic credit life products. One reason, as one survey respondent noted,
is that “credit life is only moderately valuable because the majority of covered
borrowers are not even aware that they have cover”. Since there is often no direct
charge to clients for basic credit life, or because the premium is perceived as a fee
for obtaining the loan, clients may be unaware of their cover status. In a client
satisfaction study in Zambia, MFI clients indicated that they had only learned
that they had insurance from the research team (Manje, 2007).

This chapter uses the feminine pronoun to refer to microentrepreneurs and borrowers as many MFIs
primarily serve women.
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Borrowers often perceive credit life as a product that benefits the lender, and not
them. To understand why, it is important to look at how MFIs deal with credit
default due to death without credit life insurance. Because of the stigma and
extremely bad public relations that result from collecting debts from a deceased’s
estate, many MFIs simply write off the loan when a borrower dies. In this case, a
transition to insurance would not provide additional value if it only covered the loan.

An improved value proposition would include cover beyond basic credit life
so that surviving families receive a financial benefit on the client’s death, or the
client receives some benefit on the death of a family member and/or cover in the
event of another risk. In MFIs that primarily serve women, for example, borrow-
ers tend to be much more concerned about cover for their spouse’s life than their
own (see Chapter 16). Such enhanced and family products are more expensive,
but even with the additional cost, they provide greater value to clients if the
products respond to their needs and are efficiently delivered.

Value is eventually context-specific, as seen in the case of Allianz Indonesia (Box 9.1).

Impact on clients

In one of the few assessments of credit life products, research assessed the impact of a
credit life product offered by Allianz Indonesia. The study found that such a product
was not needed because the assumed post-mortem financial crisis did not exist. Com-
munity and family support among low-asset Muslim Indonesians was strong enough
to largely cover funeral expenses and provide for the bereaved family. This support
was driven by the perception of death as a collective risk in the light of the moral eco-
nomy and hinged on principles of balanced reciprocity. Thus in this case, credit life
products did not fill a demand gap for clients. The study concluded that it is impor-
tant to understand demand before offering credit life or any microinsurance product.

Source: Adapted from Hintz, 2010b.

Even with enhanced risk and/or family cover, the level of awareness and expe-
riences of insured borrowers directly affect the perception of product value. For
borrowers surviving a previous loan cycle, or for those applying for the first time,
credit life may not seem valuable even if the purpose of the cover is clear to them.
Paying a premium for an intangible benefit can be viewed as a waste of hard-
earned money because borrowers “know” beforehand that they will survive the
term of the loan. Indeed, mortality rates of MFI clientele tend to be significantly
lower than those for the average population because the MFI primarily lends to
healthy and productive clients. In general, greater appreciation of credit life
occurs with increased age, when people have witnessed a benefit payout, have
dependents or have benefited from consumer education.
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Lenders

For a lender, it is much easier to be positive about credit life insurance. Unlike
the borrower who is limited to her individual experience, the lender can evaluate
the financial impact of credit life on its entire portfolio of loans. Eliminating the
risk of borrower mortality with the cost passed on to the borrower is prudent risk
management and established business practice. Lending institutions in the
survey appreciated credit life as being valuable for their organization, because:

it protects the company, shareholders or member-owners, and their loan portfolio;
it increases fee income;

there is no need to seck repayment from a deceased borrower’s estate;

offering quality insurance enhances corporate image, increases reputation in
their markets, attracts new clients and improves customer loyalty;

it helps fulfil their social mission in that they help clients and their families to
manage risks;

it enables a broader range of financial services to be provided.

For lenders, credit life — and especially enhanced credit life — can be a com-
petitive advantage, as it was for VisionFund (Box 9.2).

Credit life as a competitive advantage in Cambodia

Cambodia has a relatively high microfinance penetration and significant compe-
tition among MFIs. One MFI, VisionFund, uses its credit life product as a compar-
ative advantage. It promotes its loan products as superior to competitors’ because
the outstanding debt is waived if the borrower dies. In addition, there are funeral
benefits for the borrower, spouse and children. “Insurance” is never mentioned in its
promotional materials or in interactions with borrowers. The premium is “invisible”
since it is embedded in the interest rate. Credit life is regarded as highly valuable by
this successful MFI because it has given it an important competitive edge.

Source: Authors.

At corporate level, lenders may promote credit life as a competitive advantage.
However, field staff interacting with clients typically do not use this as a market-
ing advantage and tend to be weak at informing clients of this cover. Sometimes,
even the staff are ill-informed. The mandatory nature of basic credit life facilitates
this apathy to educating clients about what they are purchasing. Additionally, since
basic credit life has proliferated throughout microfinance, its status as a market
advantage is questionable. In Uganda, after a few large MFIs began offering
enhanced and family credit life products, this level of cover became a market
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expectation on the part of clients, who moved from MFIs without cover to those
with the product.

In many instances MFIs focus on creating value for themselves and not for
their clients (see Box 9.3). When MFIs retain the risk of portfolio loss due to
borrower death, they often charge significant fees for the service (up to 3 per cent
of the initial loan), while facing much lower claims experience. The presence of
insurance should mean that lenders could theoretically lower interest rates. The
authors, however, found no examples of the presence of credit life products
leading to any clear reduction in interest rates on loans.

Benefit flows in credit life

Richard Leftley, CEO of the multinational microinsurance broker MicroEnsure,
relates his experience with credit life and MFIs. “In 2002, most MFIs that we worked
with charged borrowers a flat one per cent of the loan value and used the resulting
funds to pay off the outstanding loans when borrowers died; no insurer was involved.
As we started to implement credit life at these MFIs, we noticed that they contin-
ued to charge borrowers one per cent even though the insurance company was
charging 0.3 to 0.5 per cent of the loan value. In essence, the MFI outsourced the
risk for a lower price, but did not pass the saving on to their borrowers, rather the
delta was being booked as revenue. This practice is widespread today, which is a
great shame, as we should all be focused on delivering good value for our clients.”

Source: Adapted from Leftley, 2010.

Insurers and intermediaries

The insurers and intermediaries that were surveyed generally stated an interest in
credit life products because they:

are straightforward and thus easy to sell and administer;

tend to be very profitable, and can enable an insurer to experiment with addi-
tional products that might not be as profitable in the short term;

represent a good entry level into microfinance markets with a chance to establish
trust at both institutional and household levels;

are a good way to create demand and awareness for insurance;

provide relatively easy access to a large customer base with a potential growing
demand for other insurance services in the future.

Insurers and intermediaries usually approach credit life as an anchor of their

microinsurance business since it allows them to enter that market with a relatively
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easy product. Without much risk, they can learn about the market, understand
mortality rates and test controls, while generating significant profits. However,
too often, credit life is as far as insurers venture into microinsurance. In these
cases the motivations of both insurer and lender are satisfied — profits and port-
folio cover — and neither is particularly concerned about the remaining risk-pro-
tection needs of their low-income market.

Quantifying the value of credit life

An important aspect of value is the amount and type of credit life cover one can
buy for a given price. An actuary determines this by calculating the average
expected claim for each borrower, which is then loaded to derive the premium
rate. A similar measure, the incurred claims ratio, can be calculated retrospec-
tively on the basis of claims experience. Intuitively, this indicator, sometimes
called the loss ratio, is the proportion of premium paid back to the collective
insured borrowers in the form of insurance benefits. In the absence of adverse
selection and fraud, a “high” ratio signifies good value for money. Related meas-
ures are the incurred expense ratio, which indicates how much premium is used
to manage and administer the product, and the net income ratio, which shows
how profitable the product is for the insurer. With these ratios, one can begin to
quantify value for clients, as illustrated in Table 9.1 (Wipf and Garand, 2010).

Key performance indicators for credit life

Indicator Calculation — Range for good — Interpretation from consumer perspective
financial value'
Incurred Incurred Below 25% This ratio measures the efficiency of the
expense ratio expenses/ credit life product. The more efficient it is,
earned the more valuable it can be if the savings
premium? on expenses are used to reduce the premium

rate rather than increase profit.

Incurred Incurred Above 60% Shows how valuable the credit life product
claims ratio  claims/earned is. A “high” ratio, in the absence of fraud
premium and adverse selection, means the price of

cover is relatively “low” (the value is “high”).

Netincome  Netincome/  Not more Shows how profitable the product is. Profit
ratio earned than 10% can be reduced by lowering the premium
premium rate and thus increasing value for money.

! These proposed limits on the ratios are the collective opinion of the authors. Note that the sum of the
ratios may exceed 100 per cent because interest on reserves increases the net income ratio.

% In accrual accounting, premium is earned throughout the term of a loan in a pattern that reflects the
risk of the insurance cover and the cost of administering it. The premium earning pattern is thus inde-
pendent of how the premium was paid



Improving credit life microinsurance 205

This chapter assumes the following five characteristics of a “valuable” credit
life microinsurance product:

Relevant: The product protects a borrowers household from relevant risks
including having to deal with an outstanding loan following the borrower’s
death.

Timely: The insurer settles the claim in a timely manner before the outstanding
loan has an adverse effect on the household’s finances.

Understandable: The majority of borrowers understand the product even when
it is mandatory.

Facilitates access: The lender’s portfolio is protected, which makes it easier for
poor households to access credit.

e) Value for money: There is good value for money as defined by the three value

indicators in Table 9.1.

To assess financial value, the authors analysed the financial information
provided by 17 institutions participating in the survey. These institutions were
selected on the basis of the authors identification of credit life programmes that
in aggregate offer a variety of covers, under a variety of different models, and
where management was willing to provide data (a significant challenge). Table
9.2 provides key financial data for these institutions’ credit life operations and
relevant characteristics of the institutions, but their specific identities are
obscured as a condition of providing the data. Even then, not all requested data
was available; for many it was difficult to provide the information because of the
accounting methods they used for these products.

The findings are particularly remarkable because of the enormous range of
the results. While credit life is commonly assumed to be profitable for insurers
and lenders, these results illustrate that this is not universally true. Of the 12
institutions that reported their profitability in Table 9.2, eight were indeed
significantly above the 10 per cent target, but two were loss making and thus have
significant issues.
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Value for money of credit life programmes (ranked by claims ratio)

Type of Name
organization
Unsustainable

MFI Alpha
MEFI Beta
Value for clients
Broker/ Gamma
intermediary

MFI Epsilon
MFI Zeta
Takaful Theta
intermediary
Commercial Tota
insurer

(including

Takaful)

Self-insured  Kappa
MFI

Poor value for clients

Cooperative  Lambda
insurer

Commercial Nu
insurer

MBA Omicron
Self-insured ~ Pi

MFI

Self-insured  Rho
credit union

network

MBA Sigma
MBA Tau
Self-insured ~ Upsilon
MFI

Cooperative  Dsi
insurer

Model'

PA
PA

PIA

PA
PA
PIA

PA, PIA

SI-MFI

PA, PIA

PA, PIA

MBA
SI-MFI

SI-CUN

MBA
MBA
SI-MFI

PA

Cover

Family

Basic

Life and
disability
for borrower

Family
Family

Basic

Mixed
portfolio

Family

Mixed
portfolio

Mixed
portfolio

Basic

Basic

Basic

Basic

Basic

Commis- Admin

sion

%

n.a.

15

n.a.

n.a.
25
5—16

varies by
account

0-40
(varies)

10

25

12

10

n.a.

e}

Extended life 18

for borrower
and spouse

Mixed
portfolio

€x] p

%

n.a.

2.5

n.a.

10

21

I5
20

20

10

n.a.

89

Claims

ratio

%

119

95

70

65
64
60

60

57

30

28

25
24

22

18.5
13
2

11

Profit

%2

<0

2.5

approx.
16
average

25
average

42

20

n.a.
68

<0

63

Con-
tin-
gency
%3

n.a.
n.a.

n.a.

n.a.

n.a.

Life insurance

Comment

Not sustainable

High rate of HIV+

Priced for low
profit

Pricing, not actual

Profit is returned
to MFIs (80% for
conventional and

70% for Takaful)
Building up

reserves

Voluntary
participation

Very
uncompetitive

! PA = Partner ageng; PIA = partner-intermediary-agent; SI-MFI = self-insured MFI; MBA = mutual

benefit association; SI-CUN = self-insured credit union network.
2 For some, profit excludes interest earnings on reserves.
* Contingency reserve does not include unearned premium or claims reserves.

From the client’s perspective, if good value for money includes a claims ratio

of at least 60 per cent, only six of the 17 in this sample meet that criterion. It is

particularly striking that member-based delivery models (MBAs, cooperatives,

credit unions) ranked among the least valuable in the sample. The results suggest

that these cooperatives and MBAs do not face competition, and products are

often priced to generate additional surplus to build equity and reserves. Some
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organizations have limited technical capacity and prefer to price conservatively,
while some mimic other products in the market since they do not have the ability
to price correctly. Nevertheless, as these organizations are directly or indirectly
owned by the insured households, an “excess” surplus should ideally trickle back
to members in an indirect manner by way of expanded services and other benefits.
For example, CIC in Kenya uses its surplus on credit life to finance other services
for its members and clients (see Chapter 18).

Members of MBAs are typically required to buy a primary life and accident
product as a condition of membership, in addition to the basic credit life
required of borrowers. However, for many, this insurance cover is all that they
can afford to buy. This reduction in purchasing power illustrates a crucial point
about MBAs in the sample providing products with very low claims ratios. The
surpluses that client-members are supplying to the MBAs are crowding out the
client’s ability to acquire other, potentially more valuable cover.

A review of the products based on the type of cover shows that basic cover in
five of the cases falls into the “poor value” group. Though there are enhanced
products in each value group, five (50 per cent) of the enhanced products fall
within the “value for clients” group, compared to only one (17 per cent) of the
basic products. Clearly, in this sample, those offering enhanced products have a
stronger focus on providing value to their clients.

Providing balanced financial benefits across clients, lenders and insurers
helps to promote value in credit life. Schemes that carefully track their financial
results and are aware of the importance of providing good value to the market
will realize positive long-term effects on their brand name. A key means of
providing better value to clients is by including benefits that have a greater
impact on them.

Existing expanded products

The strategy of using credit life as a profit driver has been historically successful,
but recently, in several countries, the credit life market has become more com-
petitive, driving down premium rates and forcing insurers and lenders to rethink
their microinsurance strategy. This evolution is good for borrowers, who are
seeing a greater variety of benefits and covers offered in response to the suppliers’
desire to retain the business. Because of a desire to provide better value to clients
or improve competitive positioning, many organizations have expanded beyond
basic credit life in terms of enhancing the cover related to the client, covering
additional risks, and/or covering other family members in the borrower’s

household.



9.4.1

9.4.2

208 Life insurance

Enhanced life cover

Another common way of enhancing the value of credit life is by making the sum
assured the original loan amount instead of the outstanding balance at the time
of death. This is done for two reasons: a) to ensure that delinquent loans with
accrued interest and penalties are better covered, since death is often preceded by
a period of illness; and b) to provide some financial benefit to dependents. This
cover almost doubles the premium cost, since the fixed sum assured is about
twice that of the declining sum assured. The problem is that, while there is
almost always some benefit payable to beneficiaries, the amount is uncertain, and
therefore the borrower’s preference for a certain fixed benefit for beneficiaries is
not met. Some institutions have addressed this problem by combining a
declining sum assured with a fixed sum assured term life policy. This provides the
benefit of credit life cover with the confidence of a fixed benefit to the family on

death.

Enhanced risks cover

Another common enhancement is the addition of total and permanent disability
(TPD) of the borrower resulting from an accident as a condition for repayment
of the loan. This cover tends to be very inexpensive since it occurs so rarely, and
hence it adds little value overall, other than possibly providing a perception of
greater value. Accidents are somewhat rare, and it is even rarer for someone to
survive an accident and remain permanently unable to pursue a livelihood, which is
how accidental TPD is often defined. Usually, disability is assessed by a medical
professional 9o to 180 days after the accident. If cover is for TPD resulting from any
cause including sickness, the value and cost of the additional cover increases con-
siderably.

Although found in some commercial credit life products, temporary or
partial disability cover which triggers temporary loan repayments by the insurer
on behalf of the borrower is not a common feature with microinsurance. While
this type of cover may help people overcome a short-term financial difficulty,
controls to combat moral hazard and fraud are too difficult and expensive to
manage in view of the small amounts of the loan payments.

A unique variation on this approach comes from a South Asian microinsurer,
whose product covers only the borrower, but has the following additional features:

The sum assured is the disbursed loan amount, which is paid in the event of
natural death, accidental death, or total permanent disability due to accident.

An additional benefit equal to the sum assured is paid in the event of accidental

death.
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In the event of permanent partial disability due to accident, the benefit is 5o per
cent of the sum assured.

An educational cash grant amounting to a maximum of 10 per cent of the sum
assured is paid in the event of death by any covered event.

In the event of hospitalization for at least three days, hospital cash amounts to 0.5
per cent of the sum assured per day (with a cap) up to a maximum of ten days
during the term (the first three days of hospitalization are not covered).

For the medical portion, pre-existing conditions, maternity and circumcision
are excluded on top of the standard exclusions such as attempted suicide and
participation in a criminal activity. In the event of death or total permanent
disability, the outstanding loan amount is deducted by the MFI from the benefits
due.

Another example is provided by Opportunity Uganda Ltd. Opportunity
provides short-term loans to a large number of market vendors for purchasing
stock. The small shops are located in wet and dry market areas that are prone to
many risks, especially fire. Opportunity’s credit life insurance protects not only
against the death of the borrower but also against fire — if a fire destroys
a vendor’s shop the insurer will pay off the outstanding loan. Having
experienced the devastating economic impact of a market fire on a number of
its clients, Opportunity is exploring the possibility of extending fire cover to
protect the entire stock of the borrower, not just the outstanding loan. Such
cover could be easily added to the existing credit life product with the purpose
of protecting the vendor’s stock-based equity that has been built up over
months or years.

Other examples of cover enhancements include Microfund for Women in
Jordan, which provides daily cash assistance in case of hospitalization; Allianz
Indonesia, which allows borrowers to insure up to three times the value of the
loan; and PlaNet Guarantee, which provides indemnity in the event of death due
to road accident in Cambodia.

Enhanced family cover

Since the financial crisis for a borrower occurs when family members experience
insurable events, some lenders have pushed for credit life to cover other persons
besides the borrower. Most often the spouse is covered, and occasionally children
and parents. Sometimes, as with the AIG Uganda’s group personal accident
policy, benefits are graduated with the spouse and children being covered at a
reduced level, 50 and 25 per cent respectively, of the borrower’s sum assured in
addition to loan repayment.
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An enhancement for family cover usually involves full or partial repayment
of the loan if the spouse of the principal insured dies. This is valuable cover since
the spouse is often an important breadwinner. Sometimes the spouse is the
actual user of the loan proceeds, as in the case of a farmer who sends his wife to
attend group meetings as he must tend his fields. Additionally, many
households rely on two incomes and when one of the breadwinners dies this has
a dramatic impact on household well-being. Covering the other breadwinner
can help stabilize the household finances, or at least mitigate the economic
damage. Other benefits offered include funeral cover for spouse and children
(VisionFund in Cambodia), and disability for the spouse (MicroEnsure in
Philippines).

Once the family cover is added, however, a dramatic shift in information
asymmetry occurs because, although the client is known to the lender, the risk of
insuring the family and especially the spouse is less clear. Microfinance clients are
often women. Husbands of low-income women tend to have riskier work as well
as riskier lifestyles. Thus, the cost of covering spouses can be significantly higher
than covering the client. In two examples, the AIG product in Uganda experi-
enced a mortality ratio of one female client death to four spouse deaths (McCord
etal., 2005a), and CARD MBA experienced one client death to 3.2 spouse deaths
(McCord and Buczkowski, 2004). Often, to manage the added risk, the insurer
begins with a moderate cover for the spouse and increases it as experience builds
up and the true risk is better understood over time. Such cover, though poten-
tially challenging, is of great benefit to the client.

It should be understood that not all product innovation is successful. One
South-East Asian MFI initially designed its credit life product on the basis of
market research, from which it concluded that a savings component was impor-
tant. The product was offered on a voluntary basis and consisted of a death and
total permanent disability cover for the borrower amounting to the original loan
amount. From this, the outstanding loan at time of death was deducted and the
balance paid to dependents. The spouse and children were also covered, their
cover amounting to 5o per cent and 25 per cent of the borrower’s cover respec-
tively. The savings component was 5o per cent of the premium, which was
returned with interest when the client left the MFI. The main design problem
was that the entire premium was deducted up-front from the loan, which made
it unattractive to the market. Hence take-up was low. Eventually, to reduce the
premium deduction, both the savings component and the cover for children
were dropped. Sales of the product still remain too low for sustainability, mainly
because market awareness is low, participation is voluntary and the premium
remains payable up-front.
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Provider considerations

Insurers and intermediaries often offer several versions of credit life cover and
some have the capacity to develop a specific combination of features that their
distribution partners request. Lenders should be aware of this opportunity for
flexibility and innovation, and utilize it to ensure the evolution of products to
enhance value for their clients. Offering such a variety of products requires
flexible administration systems and actuarial capacity. Other insurers, such as
“lota” in Table 9.2, offer their partners a basket of pre-priced components and
allow them to choose a suitable combination.

Takaful credit life may be regarded as an added benefit since it permits cover
within the boundaries of religious beliefs and because it may result in additional
secondary services. Takaful principles require that much of the surplus from risk-
pooling be returned to the insured and, while partners have the ability to do this
directly, they may opt for indirect methods such as adding an additional service
or reducing the cost of existing services. One insurer, Allianz Indonesia, offers
both conventional and Takaful (i.e. Shariah-compliant insurance) versions of
credit life. In line with Shariah principles, it returns as much as 70 per cent of the
profits on completed business to its distribution partners.

Some MFIs prefer not to expand credit life beyond its basic form for a
number of reasons; some, like “Lambda’, have very well developed banc-
assurance distribution systems. Through a large number of MFIs, cooperatives
and bank branches, it retails a range of life and non-life products to those
institutions’ customers. In these cases, clients would still have the opportunity to
purchase the additional products, but would have more flexibility (at least as a
group) to select the most appropriate combination of products. The preference
of these providers is for simple credit life that insures only loans, and customers
are expected to voluntarily buy extra insurance products to suit their varied needs.

Equity Insurance Agency in Kenya employs such a strategy of offering a
variety of products to its clients and limiting its mandatory cover to basic credit
life. For Equity, this requires spending a great deal of its resources on educating
its target market to improve understanding and stimulate demand for micro-
insurance.

Operational aspects

Basic credit life cover can be simple to administer, especially once the operational
details are clearly structured. As innovations are introduced to offer value to
clients however, the level of complexity increases and additional operational
issues should be considered. This section looks at a number of operational issues
that should be addressed before a product is introduced.
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Period of cover

Microinsurers need to be careful with the maturity of basic credit life products.
Does the policy terminate at the scheduled loan due date? Not all clients are
punctual in delivering full payment. Some institutions offer two weeks or more
as a grace period to retain the cover when the client is late in making the final
payment. Some institutions charge a periodic (weekly or monthly) premium,
rather than a single premium up-front, which allows for cover regardless of the
actual repayment period. Others automatically require up to two extra months of
cover beyond the loan maturity date, possibly to bridge periods between loans.

Tying expanded benefits to credit life can exacerbate this timing problem
because there is a lack of parity between risk durations. Risk of credit default due
to death has a fixed term, as the loan has an expiry date by which it is expected to
be fully repaid. Yet the risk of financial crises due to breadwinner death or loss of
the business is continual. Thus, linking the period of cover to the loan can be a
problem, especially if people do not continually borrow.

What happens if a loan is repaid early and insurance covers more than the
outstanding loan? For some products, cover automatically ceases. For others with
enhanced benefits, cover continues to the end of the scheduled loan term. Some
organizations provide a partial refund of the premium. Given the small premi-
ums of even expanded credit life, the administrative cost of refunding a small
piece of a tiny premium might be excessive. CLIMBS in the Philippines lets its
distribution partner decide whether the premium should be partly refunded; if
no refund is due, then cover continues until the original expiry date. As
CLIMBS has good administration software, it is relatively simple to provide the
refunds but it must then claw back some reinsurance premium and commissions
as well, requiring some administrative effort.

Premium collection and financing

Premium collection can be effectively managed using several methods. For the
majority of schemes, the premium is paid explicitly by the client, typically with
a single premium at the start of the loan term. Collection from the client is
usually in the form of a deduction from the loan or is added to the loan amount
and amortized. These methods add interest expense to the cost of the credit life
cover for the client. Other methods include:

periodic withdrawals from a savings account (practised by some credit coopera-
tives)

premium payable with each loan payment

premium embedded in the loan interest rate
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monthly premium payable based on total value of the loan portfolio (bulk credit
life where the institution is the beneficiary and policyholder)

term insurance bought for clients by an MFI

self-insured through an internal fund sourced from MFI profits

Different methods have an impact on operational efficiency. Depending on
the level of automation, multiple premium payments may cause additional
operating costs. Payment methods also have an impact on marketing. When the
client requests a loan of a certain amount and receives less due to the premium
deduction, confusion can ensue. Furthermore, if the cost of insurance is fully
charged up-front, it can drive clients to competitor MFIs, especially if insurance
cover is not highly valued.

The majority of programmes base their premium rates on the loan amount or
sum insured (with enhanced and family products). This effectively links the pre-
mium to the financial risk and capacity to pay. A few schemes have a single fixed
premium for all clients irrespective of the loan amount or term. This arrange-
ment is easier to implement and explain, but it raises equity issues. If there is a
range of loan sizes, clients with smaller loans and shorter terms subsidize the
larger and longer loans. In one example, a self-insured MFI initially started out
with a single fixed premium but after a few years its members became more
aware of the inequity and many complained. Today it calculates premiums based
on the initial loan amount.

An interesting case from an actuarial viewpoint arises when the premium is
embedded in the interest rate. For example, VisionFund (Cambodia) offers fixed
funeral benefits for the family, but a monthly premium is charged on the out-
standing balance of the loan (loan repayments are made monthly). With infla-
tion and the improvement in the economic situation of borrowers, the average
loan sizes increase over time, and hence the base on which the premium is calcu-
lated continues to grow while funeral benefits remain fixed. This requires fre-
quent re-pricing and adjustment of the rate (at least every 12 to 24 months). The

organization collects very good data to permit accurate actuarial analysis.

Education and promotion

A very important distribution function is to educate clients about the credit life
product that they receive to ensure that the borrowers and beneficiaries under-
stand the cover, terms of cover, and what to do in the event of a claim. Most
information is provided verbally during the loan application process and many
institutions, especially those with enhanced and family cover, offer explanatory
materials such as brochures. Some, like MicroEnsure in the Philippines, use a
formal financial literacy training tool as well as educational comic books.
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The focus of insurance managers interviewed for this chapter appears to be on
promoting their products to their distribution partners. Other than Micro-
Ensure, it is not clear to what extent they assist their partners with developing
education methods. One intermediary complained that with a small commission
it is left to do everything on its own without any help from insurers.

One insurer in Ghana said that he did “not want to tell his clients that they
were covered because they will make claims”. If credit life is expected to be of
benefit to clients and serve as the foundation for an insurance culture, institu-
tions must make sure clients understand the benefit they have in working with
an institution that offers quality credit life cover. Demand for microinsurance
can only come if the market understands what it is buying and sees that the obli-
gations under that insurance contract are met.

Organizational capacity

Many organizations know what innovations their borrowers would like, but the
MFIs often do not have the capacity to change processes or systems to accommo-
date expanded versions of credit life. Capacity self-assessment is tricky in itself, as
institutions often think they have more capacity than they do.

MEFiIs typically have limited technical capacity in microinsurance and have
lictle interest in developing such capacity given that their core competency is in
credit and savings. Some have access to expertise through their partners (insurers
or intermediaries), while others source expertise from microinsurance technical
resource centres and actuarial consultants.

Capacity can be greatly enhanced with systems and software to track activity.
Those without capacity should develop these systems because even credit life
becomes complicated when it is enhanced with additional covers.

Institutions that have sufficient capacity sometimes face other challenges that
prevent them from making changes. One insurer with a successful Takaful prod-
uct notes that it has sufficient capacity, but finds it difficult to persuade share-
holders and management to prioritize the development of new microinsurance
products. Other reasons for limited expansion include:

Desire to focus on achieving much greater outreach before adding additional
products.

SICL in Sri Lanka remains conservative because there are only two actuaries in
the country, and neither has microinsurance experience. Thus product expansion
carries significant additional risk that it is unwilling to take on.

Some mutuals are still focused on building up a surplus and reserves before
venturing into new products.
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Some institutions claim their customers are satisfied with the basic offerings and
are not aware that there is demand for anything else.

Conclusions and recommendations

Borrowers enrolled in group liability models, those with relatively high-value
loans (which lenders are not willing to write off), and those in cultures that con-
sider leaving debt after death as taboo, may benefit from credit life insurance. In
most cases, however, credit life remains a product seen as benefiting the lending
institutions. The financial value to clients is often poor with credit life, especially
for cooperative-based programmes. For cooperatives, the reasons for poor value
include limited competition, a policy of building up surplus and contingency
reserves without infusing external funds, lack of focus on providing financial
value due to complacency, and cautious overpricing due to a lack of actuarial
expertise.

The involvement of many parties — lender, broker, insurer and reinsurer — can
add inefliciencies to credit life products. Cases where lenders manage the credit
life on their own have potential to keep costs much lower, but are frequently
focused on fee generation rather than value creation.

There is a demand from clients for innovation beyond basic credit life. The
value of credit life is significantly improved when there is enhanced cover availa-
ble and the loss of family members is added. Product expansion typically occurs
by adding cover of additional risk events (as with total permanent disability), an
increased cover amount (such as cover of three times the loan amount), other
insured persons (preferably the spouse), or insurance for other assets (such as the
home). Voluntary credit life insurance may also lead to improved products, as
they require a positive purchase decision from clients, but such products have
proved difficult to sell.

There are often constraints on expanding credit life products, such as techni-
cal capacity, financial capacity, management requirements, an unclear business
case and price sensitivity in the market. Front-line organizations may cede or
retain the insurance risk depending on their situation and their plans for micro-
insurance product evolution. Some strive to reduce cost and improve value, some
lack access to alternative options, and others seek to optimize their profit.

The structure of the product — credit life as a stand-alone product in contrast
to an enhanced product with family cover and/or cover for other risks — has a
considerable impact on operational issues. These issues include continuity of
cover, premium calculation and collection methods. They need to be considered
before the introduction of the product to ensure clarity and to minimize
conflicts. Product adjustments to include families, or at least spouses, need to be
carried out carefully and must factor in claims controls and pricing issues.
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Insurers and lenders may benefit from credit life premiums at first, but the
benefits should be utilized to create an array of products that could be subsidized
from the funds generated by the credit life product. However, the evolution com-
monly stops at basic credit life and does not continue to include products that
clients may value. Where this evolution progresses, insurers, lenders and borrow-
ers often benefit, though such benefits should not be assumed.

In conclusion, this chapter makes several recommendations about the devel-
opment and implementation of credit life products:

Credit life should be seen as a start and not an end. Clients across the globe can
benefit if insurers and lenders learn from the basic credit life products and use
that learning to expand options available to clients.

Basic credit life (including with spouses) should be treated as a stand-alone
product and priced relative to loan volume. Other products should be priced on
the basis of their specific risk. These are often priced together and because of the
different risk characteristics this makes little sense.

Administration of credit life products should be simple, with active effort made to
reduce costs. Savings should be passed on to clients either through lower premiums
or through an evolution of microinsurance products to provide greater benefits.

In most cases, basic credit life can be provided efficiently by lenders as an adjunct
to their “Reserve for Possible Loan Losses”. There should be no legal issues bar-
ring lenders from providing this, as credit life simply covers default in the event
of death. Where there are very large loans, significant potential for catastrophic
loss or a real expectation and active plan to enhance the credit life to respond
better to clients, there is value in passing on the credit life product to an insurer.
Otherwise, it is more efficient if the mortality risk of the portfolio is borne by the
lender.

Examples in this chapter demonstrate that credit life products can be flexible and
responsive to the needs of insurers, lenders and clients. The lender needs to assess
its role in providing valuable products to clients and should assume the responsi-
bility of representing its clients’ needs. Basic credit life is not sufficient for the
needs of low-income clients. Credit life offers insurers and lenders an entry point
to assist clients in managing their risks in an efficient and effective manner. This
opportunity should not be overlooked.
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This chapter considers the current and potential role and value of funeral insurance
for low-income consumers based on evidence from selected countries. Despite the
different experiences across countries, the following important themes emerge:

Funerals and related expenses are often prominent in the minds of low-
income households and, accordingly, many households place high priority on
finding ways to deal with funeral expenses and are willing to dedicate part of the
household income to funeral cover.

There is a strong link between funeral insurance and the underlying service,
namely the funeral. This link to a tangible service is an important driver of
demand as well as, in some cases, of the choice of distribution channel used.
Funeral insurance is provided in both formal and informal markets. In some
instances, funeral parlours self-insure — that is, informally act as insurers. Infor-
mal funeral insurance also occurs where groups of people pool funds to help cope
with funeral expenses. Funeral insurance is an important product in some formal
markets and is at the forefront of many commercial insurers’ drive to reach down
the income spectrum. As such, it has been one of the focus areas for alternative
distribution innovation.

Funeral insurers are challenged to deliver better value to customers. As section
10.3.1 indicates, the combination of strong demand for funeral cover and the close
association with funeral services may lead to consumer vulnerability. A number of
trends are, however, starting to emerge to counter abuse and provide enhanced value.

The sections below consider these themes in more detail.

Funeral cover matters

Funeral insurance is a term life insurance policy where the benefit is used to
cover funeral expenses. The benefit can be in the form of a funeral service, a cash
benefit that can be used to help pay for a funeral, or a combination of the two.
Outside credit life insurance (see Chapter 9), funeral insurance is the most pre-

valent form of microinsurance in a number of countries (see Box 10.1).
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Mapping funeral insurance

A survey of microinsurance practitioners in Africa found
that 14.7 million people in 32 African countries were cov-
ered by microinsurance products. South Africa, where
funeral insurance is by far the biggest microinsurance
product, accounts for more than half of this (8.2 million).
Survey respondents were providing life cover to 9.1 million

low-income persons, of which 6.2 million had funeral
cover (Matul et al., 2010).

Dercon et al. (2004; 2006) highlight the history, prevalence and social role of
informal group-based funeral insurance in Ethiopia and the United Republic of
Tanzania. Dercon et al. (2008) find that nearly 90 per cent of rural households
in a relatively representative sample of the rural Ethiopian population belong to
at least one iddir.

In Kenya, survey data show that up to four million adult Kenyans are part of
a society or group that fulfils a welfare function such as the provision of a funeral
payout on death in the family or payment of hospitalization costs (FSD Kenya,
2009).

The latest survey data for South Africa (FinMark Trust, 2009) show that 43.5
per cent of all adults have some form of life cover. Of them,

— 45 per cent indicated that they have funeral cover through a burial society; and
— 27 per cent indicated that they have funeral cover that was bought from a
retail store.

Eighty per cent of the South African Financial Diaries sample (Collins et al.,
2009) had at least one form of funeral cover and most of them had more than one:
— 26 per cent of households had a formal funeral plan;

— 57 per cent of households belonged to a burial society; and

— 24 per cent had some kind of policy with a funeral parlour.
A study on microinsurance in Colombia (Ciceres and Zuluaga,
2008) quoted 2006 data by the Colombian industry association
which estimates that 24 per cent of the 2.7 million microinsur-
ance policies are for funeral insurance. In addition, industry
sources estimate that the informal funeral cover market, pro-
vided through funeral service providers, could serve up to three
million clients.

Though no hard data is available on the reach of informal funeral cover pro-
vided outside of the insurance industry by funeral homes in Brazil, industry
players estimate that as much as 20 to 25 million people have funeral cover — the

bulk of which covers low-income persons (Bester et al., 2010).
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A similar study in the Philippines (Llanto et al., 2008) esti-
mated that about half of the members of the 22 000 active
financial cooperatives (or about 1.2 million adults) were
covered by informal, in-house funeral insurance, which
equated to roughly 41 per cent of the total microinsurance

market. In addition, informal funeral groups known as
damayan funds are widespread.!

Why is funeral insurance so popular in the countries reviewed? A number
of social, cultural and economic factors contribute to the demand for such
insurance.

Paying last respects. Some cultures attach great importance to a dignified
funeral. The risk of death and the need to find ways of providing for the related
expenses are constantly on people’s minds. In some cultures, funerals are seen as
essential to honour the dead. For example, in South Africa a dignified funeral is
given high financial priority as part of the cultural belief in the importance of
honouring ancestors. Expensive funerals that include food and transport for
those attending the funeral are the norm. Market research conducted by Alterna-
tive Insurance Company (AIC) in Haiti (Nabeth and Barrau, 2010) likewise
showed that Haitians believe that a dignified funeral is essential to ensure that
the soul of the deceased will look after them. As one focus group respondent
remarked, “I also want a brass band for my funeral. I won’t entertain the idea of
not having a brass band; when I'm in my coffin, I will take my leave to the
rhythm of a brass band!”

Funerals are also an opportunity for relatives to keep in contact and maintain
social ties. There may be social pressure to have an elaborate funeral ceremony,
just as in other cultures an expensive wedding ceremony — relative to the income
of the family — may be important. Even in cases where municipalities offer free
burials for those who cannot afford a private burial, some focus group respond-
ents indicated that the family’s pride would not allow a “pauper’s funeral”. The
cultural significance of funerals is an important driver of insurance demand but,
as discussed later in this chapter, it is also a driver of vulnerability.

“Damayan” is a Filipino word that means “to console”, “to empathize with the other” or “to be a part
of” a certain unfortunate or unforeseen event. This comes from the local practice of helping one’s
neighbour who might be in great need. In practice, each individual in a damayan fund voluntarily
pledges and contributes a certain amount to a fund that will be given to the aggrieved party, who is
likewise a contributor to the fund. Membership of the fund is voluntary and the benefits are not pre-
determined but contingent on the funds collected.
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Living in the shadow of death. Funerals are not only important culturally,
they are also a practical reality. Focus group discussions in Brazil, Colombia,
Haiti, Kenya and the Philippines indicated that the risk of death is a primary
concern for low-income households because of the serious financial implications.
Ethiopians often regard drought as the primary risk facing individuals. Focus
group participants, however, regarded drought as “in God’s hands” and instead
focused on the financial risks of death and illness in considering coping strate-
gies. In the Financial Diaries from South Africa, death affected more than four-
fifths of the households during the study year and funerals were by far the most
common financial emergency (Collins et al., 2009). In Zambia, when asked why
they are most concerned about death risks, one focus group participant remarked:
“It just comes suddenly. Even today a funeral can happen.”

This prioritization, however, is not universal. In India, the risk of death was
not emphasized in focus groups. Rather, health risks were the top priority. In
Uganda, likewise, the risk of death was not ranked highly. In some countries
such as Cote d'Ivoire there is a difference according to tribe and religion, and in
majority Muslim countries such as Senegal funerals are not considered important
at all.2 In such environments, where elaborate funerals are not the norm, there are
nevertheless other costs associated with the death of a family member that imply
that similar risk cover (even if not called funeral insurance) may still be of value.

Matter over mind. In some countries, people are reluctant to talk about
death. Buying funeral insurance may even be regarded as bad luck. As one focus
group participant in Brazil remarked, “I don't like to speak about death. It’s like
someone is cursing me. I immediately change the subject. Insurance! Don't even
think about it!”

Surprisingly, funeral insurance is sometimes even popular in countries where
people are reluctant to talk about death. This can be regarded as a feat of pragma-
tism over cultural taboos. Focus group research in Brazil revealed that people
tend to take out funeral cover on relatives to avoid the financial impact of a
funeral. They therefore have an insurable interest in the life of relatives for whom
they would be expected to make a funeral contribution. Funeral cover then
becomes an income-smoothing strategy. This holds true even for wealthier indi-
viduals. In Indonesia, McCord et al. (2005b) noted that wealthy people were
joining arisans, local multipurpose social assistance groups, so that funds from
the arisan could smooth the demands on them from others, and create a mecha-
nism whereby relatives and others are not demoralized by the frequent need to

approach the wealthy for help.

Source: Discussion with CGSI Consulting.
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A substantial financial impact. Though there is variation across countries, it
is commonly accepted that a funeral is a substantial expense:

— In Ethiopia, a funeral can cost up to a quarter of annual income (Dercon et al.,

2008).

— In Brazil, funeral insurer SINAF estimates that the average household spends

approximately one month of household income on just a regular funeral, increas-
ing to more than a month’s wages for more expensive options.

— In Haiti, market research? found that a mid-range funeral costs between US$1000

and US$1300, which is roughly equivalent to the GDP per capita (IMEF, 2010).

— Roth (1999) found that funerals in one South African township cost approxi-

mately 15 times the average monthly household income. The South African
Financial Diaries suggest that households spend about seven months” income on
a single funeral (Collins et al., 2009).

— In Zambia and Kenya focus groups confirmed that funerals are a very big

expense. The cost of the funeral feast and transport for the guests often exceeds
that of the funeral service itself, a phenomenon that is also borne out by the
South African Financial Diaries.

Not just the expense of a funeral. While the importance and cost of the
funeral is emphasized above, it is not the only cost stemming from a death in the
family. Debts have to be settled, day to day expenses have to be paid and visiting
relatives need to be fed, often resulting in a multilayered approach to managing
the costs (see Box 10.2). Where sickness preceded death, medical bills may already
have drained family savings or entailed taking out a loan. Where the deceased
was a breadwinner, the loss of income will furthermore present a major chal-
lenge. Even if the deceased was not a breadwinner, there can be significant lost
earnings during the mourning period, as organizing a funeral and hosting rela-
tives may result in inability to work for weeks.

Why have multiple funeral insurance policies?

“As a person you have needs, there is a hierarchy of needs. Socially you need to
have money should something happen — so you need the burial society, and then
you need the undertakers who will take care of the funeral. The money from the
insurance company takes time to pay out so whenever that money comes, you can
settle all your outstanding bills, so it is worth it. It’s for peace of mind in a way.”

Source: South African focus group participant.

3 By CGSI consulting, for Alternative Insurance Company Haiti.
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Coping with the cost. The financial shock of the funeral has to be managed
in some way. Market research indicates that people use a variety of coping mech-
anisms, including drawing on savings, taking out loans, calling on family and
friends for contributions or selling assets or business inventory — often, due to
the time pressure, at less than the asset or stock is worth. An extreme coping
mechanism mentioned in focus groups in Zambia was taking children out of
school to help in the business or collect money.

An example from the Financial Diaries research conducted in South Africa
illustrates the variety of coping strategies employed (see Table 10.1). When the
brother of one of the respondents died, she used numerous ways to cover the
expenses of the burial. While contributions from family and the community are
a reliable coping mechanism mentioned time and again in the market research, there
is also consensus that it is simply not enough. Generally, the market research
confirms that many of the coping strategies are either unreliable or will not be
sufficient by themselves and may plunge people (further) into debt. Furthermore,
where families and the community contribute, the net effect may be a reduction
in income for the whole community over time. Some form of funeral cover is
therefore often regarded as non-negotiable to respondents in market research.

Thembi’s coping strategies

Sources of funds US$ Uses of funds Us$
Payout from burial society 154 Undertaker 538
Contribution from relative 231 Tent 91
Contribution from relative 154 Pots 35
Contribution from relative 154 Food 649
Rental of cooking pots by relative 35 Sheep 100
Purchase of sheep by relatives 100

Borrow from aunt’s burial society (no interest) 154

Borrow from cousin’s savings club 92

(30 per cent per month)

Borrow from cousin (no interest) 108

Use income (social grant money) 92

Use deceased brother’s grant money 49

Total 1414 1413

Source: Collins et al., 2009.
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Key characteristics of funeral cover

Now that it has been established why people want funeral insurance, this section
considers the nature of funeral insurance in more detail. What makes funeral
insurance different from other types of microinsurance? What are the market’s
salient features?

One product, many providers

As illustrated in Table 10.2, funeral insurance is provided by a variety of risk
carriers, both cooperative and corporate, informal and formal.

Types of funeral insurance providers

Formal Informal
Mutual Cooperative insurers Community risk-pooling groups
Examples: Solidaria and Examples: Iddir, damayan funds, burial
La Equidad in Colombia societies, funeral associations
Corporate Commercial insurers Funeral undertakers

Examples: SINAF (Brazil), Examples: funeral homes in Brazil or Colombia,
Sanlam Sky, Hollard (South ~ undertakers in South Africa, certain pre-need
Africa), AIC (Haiti) companies in the Philippines

As part of the formal insurance market funeral insurance is provided by both
commercial insurers and mutual or cooperative insurers. Either mutual or corpo-
rate entities can also provide informal funeral policies:

Informal insurance provided by mutual entities includes the in-house funeral
cover provided by cooperatives in the Philippines that are not registered insurers,
or the informal risk-pooling groups found in various guises in different
countries: iddir in Ethiopia, funeral associations or funds in Zambia, damayan
funds in the Philippines, welfare societies in Kenya or burial societies in South
Africa.

Informal funeral insurance is corporate where funeral service providers, who are
commercial rather than member-based organizations, carry risk in-house. Even if
such undertakers are registered as a company or partnership (that is, are formal
entities), the funeral cover provided will be informal, and possibly illegal, if it is
not underwritten by a licensed insurer.
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Is it insurance or not?

Where funeral insurance provides in-kind benefits, namely a funeral service, such
benefits sometimes fall outside the regulatory definition of insurance. For exam-
ple, in Brazil, Colombia and Kenya, funeral assistance provided in kind is explic-
itly excluded from the regulatory definition of insurance.* The market is there-
fore not subject to insurance regulation or supervision. In other instances,
informal risk-pooling where there is no contractual guarantee for the benefits
provided, or where groups are smaller than a certain threshold size, is implicitly
not regarded as insurance. This is for example the case for burial societies in
South Africa or, until recently, damayan funds in the Philippines.’ It is therefore
legal for them to continue to operate informally.

Such intentional exclusion of certain activities from the formal insurance
market is known as regulatory forbearance. Regulatory forbearance can be in rec-
ognition of the low insurance risk posed by certain practices, or can come about
due to pragmatic concerns, for example a lack of supervisory capacity to enforce
insurance regulation across thousands of groups. It can even be the result of lob-
bying by strong industry groups. In Brazil, for example, recent attempts to incor-
porate funeral assistance into a microinsurance bill were thwarted by funeral
home lobbying of Congress.

Salient underwriting features

Funeral insurance is essentially an entry-level, simple and affordable life insur-
ance product. There are a number of common product design elements:

Group pricing. Funeral insurance is most often priced and adjusted on the expe-
rience of groups, even if sold individually. That means that there is limited or no
individual underwriting, which helps to make the premiums affordable.

Renewable. As with other microinsurance products, insurers” lack of experience
with the target market means that they may have limited actuarial data on it, in
turn implying that it may be difficult to get pricing exactly right. Due to this
uncertainty, insurers are generally (though not always) reluctant to commit to a
whole-life/long-term price guarantee or contract, preferring to opt for renewable

In Colombia, a 2006 opinion issued by the Financial Superintendence (based on a 2003 constitutional
court judgment) held that the policies provided by funeral service providers fell outside the definition
of insurance in the Fundamental Law of the Financial System. These providers therefore operate on
an unregulated and unsupervised basis. In Brazil, CNSP Resolution 102/2004 differentiates between
“insurance cover” and “assistance services” and allows funeral assistance services to operate outside the
definition of insurance as it entails in-kind benefits (assistance services) rather than monetary reim-
bursement in the event of a claim. In Kenya, the definition of insurance excludes all benefits in kind.
Funeral benefits are explicitly mentioned under this exemption.

Note that legislation passed in 2010 requires damayan funds to be registered. They may therefore no
longer operate informally with the sanction of the regulator.
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term cover. This gives the insurer the option of not renewing the contract when it
expires or adjusting the price on each renewal in line with the risk experience of
the group. Many funeral policies are therefore renewable monthly or annually.

— Waiting periods to counter anti-selection. Where there is no individual under-

writing, anti-selection may be a challenge. People may be prone to buying
funeral insurance on the life of a relative who is ill or dying. Such anti-selection is
typically countered by waiting periods. Waiting periods of up to six months are
common practice in the funeral insurance industry. For example, a policy may be
structured to cover only accidental death for the first six months, with no claims
for natural death allowed. From month seven onwards the policy will cover all
life risks. Another method to counter anti-selection may be to increase the
schedule of benefits over a period of, say, three to five years, for example by
paying only 10 per cent of the benefit in the first year, 25 per cent in the second
year and so forth.

Limited exclusions. Though some exclusions may apply, funeral insurers tend to
limit exclusions, for example for pre-existing conditions, as they are complex to
communicate to prospective clients and costly to enforce. Instead, to keep the
policy as simple as possible, insurers tend to price for the risk of anti-selection
associated with no exclusions, or to manage it through the imposition of a wait-
ing period.

The nail in the coffin

Perhaps the quintessential element of funeral insurance is its close association
with the underlying funeral service. In some cases, the benefit provided will be a
funeral service rather than a cash payout. Even where there is a cash benefit, it is
the need to pay for the underlying funeral service that drives the demand for
funeral insurance. The link with funerals matters on three fronts: tangibility, dis-
tribution and self-insurance.

Tangibility. The fact that benefits are often described in terms of a funeral
service of a certain standard makes funeral insurance very tangible in the eyes of
consumers. Low-income consumers place high value on tangible benefits. For
budget-constrained individuals the opportunity cost of paying insurance premi-
ums is high. Consequently, the promise of a sum of money that may or may not
be enough to cover the expenses at the time of need may be less enticing than the
assurance that their expenses will be covered or that certain necessities will be
provided in the event of a certain peril. Tangibility is also becoming popular as a
means of communicating value for other types of microinsurance. Apart from
funerals, tangible benefits include grocery baskets or coupons, discounts at cer-
tain stores, the replacement of an insured item, or payment of school fees or
other bills for a predetermined period. Increasingly, funeral insurers are adding
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such other tangible benefits to the funeral insurance offering to enhance the
clients’ perception of value. For example:

Hollard (South Africa) now offers a funeral insurance product that provides a
rental car for making funeral arrangements, a certain amount of mobile phone
airtime (once again for making funeral arrangements) and payments towards
groceries for six or twelve months after the funeral — all in addition to the lump-
sum cash payout for the funeral.

In Viet Nam, where talking about death is still a cultural taboo, a composite
product that combines funeral cover with hospitalization cover, the provision of
an ambulance for emergencies and the payment of school or pre-school fees
could be popular, according to focus groups led by Groupama Vietnam.

Distribution. Given the link to the funeral service, stand-alone funeral
insurance is often distributed through the funeral service provider in the markets
reviewed.® Distribution through the undertaker reduces distribution costs and
may facilitate take-up: people are clients of the funeral home and regard insur-
ance as a way of pre-funding the funeral. The flipside, however, is that an under-
developed funeral services market may undermine demand for funeral insurance.
Likewise, customers may not be happy with the level of service received in kind.

Self-insurance. As mentioned above, in some cases undertakers act as insur-
ers of their own book without being licensed insurers. Examples include some
pre-need companies in the Philippines that have their own chapels and cremato-
ria and provide life plans, “death care” plans or cremation plans without buying a
guarantee for the risk from an insurer. Another example is the funeral homes or
cemeteries in Brazil that sell funeral plans. Where this is the case, specific con-
sumer vulnerabilities may arise (see section 10.3.2).

Alternative distribution

The fate of funeral insurance is not solely linked to funeral service providers.
Funeral insurance is the source of much activity and innovation in the commer-
cial insurance sector’s efforts to develop viable products targeted at the low-
income market. Specifically, the funeral insurance market is seeing substantial
developments in alternative distribution channels.

Note that this phenomenon is found in some countries, notably Brazil, Colombia and South Africa,
but does not account for the bulk of the funeral insurance market globally. In most countries, funeral
insurance is simply sold by insurers through traditional or alternative distribution channels and bene-
fits are provided in cash rather than in kind. In such cases, funeral insurance may also be a rider on or
component of a broader insurance policy
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Mobile phone channel. Term life or funeral policies, being affordable and
simple, are one of the first insurance products introduced through mobile network
operators. For example, mobile operator Tigo in Ghana provides free funeral
insurance cover as an incentive for buying airtime (the more airtime you buy, the
more cover you receive). Not only does this instantaneously extend funeral
insurance to millions of customers, but it is hoped that it will provide an introduc-
tion to the concept of insurance that will enable the company to sell more
complex, voluntary insurance products to its customers in the future. The model
uses SMS and media campaigns to inform clients of the amount paid out in
claims and the fact that payments were made within 48 hours of receiving the
necessary documents. These campaigns aim to overcome negative perceptions of
insurance.

Another model involves offering mobile network customers the option to
buy insurance voluntarily, using their phones as a premium payment platform.
Besides using mobile phones to pay premiums, a number of insurers are also har-
nessing the mobile phone to communicate with clients, for example to inform
them that premiums are due (see Chapter 24).

A funeral off the shelf. Off-the-shelf funeral policies are another example of
alternative distribution. In South Africa, for example, funeral insurance is the
only product that the market is familiar enough with for it to have become com-
moditized. That means funeral insurance can be sold off the shelf through passive
sales techniques (see Chapter 22), relying on consumers to purchase it without
face-to-face, active sales by an agent (see Box 10.3).

Alternative distribution: Pep-Hollard, South Africa

Pep is the largest low-income clothing retailer in South Africa. It has teamed up
with innovative insurer Hollard to provide funeral insurance sold off the shelf at
premiums that start from around US$s per month for a funeral policy covering
the whole family, with a benefit of around US$1000 per person. The “insurance
starter pack”, as it is called, contains a policy card, the policy document and
other information. The cashier captures the buyer’s basic details and a call centre
then phones the client to activate the policy.

The customer is given the choice of a number of options with regard to the
benefit level and the number of people to include as lives assured. There is also an
option to cover just elderly parents. Each policy option pays out a cash amount
that can be used towards a funeral or for any other purpose at the discretion of
the beneficiary.

Source: Adapted from Smith and Smit, 2010b.
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“Sold, not bought”. Zuluaga (2010) highlights the use and potential of alter-
native distribution channels such as utility companies or retailers for funeral
insurance in Colombia. In contrast to the South African experience, one of the
main lessons from Colombia is the need for active sales. Even if clients find it
convenient to pay premiums through a channel with which they have an existing
relationship (e.g. at the cashier in-store, or through an add-on to a utility
account), they will initially need to be persuaded to purchase it through active
and often face-to-face sales techniques (see Box 10.4).

Alternative distribution: CODENSA Mapfre, Colombia

Bogota electricity utility CODENSA and insurer Mapfre have teamed up to
offer CODENSA’s two million clients a number of insurance options, among
them three family funeral plans that provide in-kind funeral service payouts at a
monthly premium starting from US$2. CODENSA sees the insurance products
as a way of providing additional services to its electricity client base, thereby
increasing client retention. It plays an active role in sales and marketing, as well
as in product administration.

Different marketing techniques are employed. Initially, a pamphlet with
insurance product information was included in the electricity bills sent out to
clients, but this passive form of marketing was not effective. Currently, market-
ing is conducted through a combination of call centre and face-to-face sales. The
customer database is used to identify prospective clients based on their income
strata and to locate them geographically. Prospective clients are then contacted
by telephone. If the call centre does not close the sale but generates interest, a
sales agent will be sent to the person’s home. The CODENSA sales force also
operates on a door-to-door basis (targeting specific neighbourhoods at a time) in
parallel to the call centre marketing drive.

Source: Zuluaga, 2010.

Delivering value

This section considers the value proposition of funeral insurance to its clients and
looks at ways in which insurers are starting to improve value.

Consumer vulnerabilities

The cultural importance of a dignified funeral found in a number of countries
may create vulnerability to abuse in the funeral insurance market. Such
vulnerability is exacerbated by the strong link between funeral insurance
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and the underlying service provider. Where benefits are provided by a
particular funeral parlour, it will create a captive market for that service
provider. This arrangement can lead to a number of consumer protection
concerns:

Geographical limitations. Where there is no cash-payout option, clients can
only receive the funeral service benefit in the geographical area served by the
funeral parlour in question. There is a problem if a client moves to a different
town or city. In some instances, clients may pay premiums for a long time, only
to find that they are unable to claim because they have moved outside the service
area of the funeral parlour.

Multiple cover. A person can only have one funeral. Thus, should different
family members insure the same life under different policies, they will forfeit all
but one policy’s benefits if the policy benefit is a funeral service with no option
for a cash payout. Over-insurance can be an issue even where the benefit is not
linked to the underlying service. To minimize sales costs, insurers often only
check the identity numbers of lives assured and beneficiaries at the claims stage.
It may therefore happen that more than one family member has insured the same
life under different policies. Where this is not permitted under the conditions of
the policy, it results in only one policy being paid out.

Inflated costs. The fact that the undertaker knows that the insurance will ensure
that people use its funeral service, thereby creating a captive client base, may
drive up the cost of the funerals provided.” There will be no effective competition
in the market, as the client cannot compare different service providers’ services
and prices at the time of the funeral.

Cost-benefit mismatch. Where consumers are promised a funeral service rather
than a cash benefit, they have no guarantee that the cost of the service will
actually be the stated monetary value. The “value” of the funeral offered may
therefore be inflated vis-a-vis the actual cost of the service rendered. Consumers
may be misled into paying inflated premiums in the belief that it will provide
them with a superior funeral,® resulting in a situation where clients are not happy
with the level of the service (e.g. finding the coffin to be inferior to the one
promised beforehand). In this way, unscrupulous behaviour by funeral service
providers could undermine trust in the funeral insurance industry.

See, for example, the findings regarding Indonesia noted by Hintz (2010a).

This was a striking finding of the South African focus group research. One respondent mentioned that
he was paying R3s0 (US$49) per month — or around 10 per cent of his total monthly income - for a
funeral parlour policy. He justified such a high monthly premium by the fact that he had been assured
that he would receive a very fancy coffin and the best service as part of the package. Respondents were
also asked about the details of their current policies. In most cases, the premiums of the policies used by
various respondents would differ substantially, but this information was never met with concern and did
not lead them to question the value of their own policies.
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While funeral parlours may, therefore, be a valuable partner for insurers in
distributing insurance, caution has to be exercised to avoid anti-competitive and
abusive practices and to ensure that the insurance provides value for the client
and not only for the funeral industry. In some cases this will require specific regu-
latory intervention.

Just a fancier coffin? Extending insurance cover under such conditions may
simply fuel further cost increases and serve to line the pockets of the funeral
industry. As the demand for funeral insurance is driven by the demand for the
underlying service, the danger is that the cultural or social pressure for a dignified
funeral may be exploited (intentionally or unintentionally) to push the price of
funerals to unnecessarily high levels. Even where the funeral service provider is
not the insurer or is not directly linked to the insurer, the fact that a funeral
expense benefit of a certain amount will be paid out implicitly caters for a funeral
costing the same amount or more. Should the insurance benefit increase, some
argue, it could lead to a more expensive funeral. In this way, insurance may fuel
higher funeral costs.

Yet it is not necessarily the case that funeral insurance just leads to fancier
funerals. As indicated in section 10.1, expenditure on funerals tends to be high
regardless of whether the person has funeral insurance. As the focus group
research indicated, people will “beg, steal or borrow” to pay for the funeral. They
buy funeral insurance in response to the reality of a funeral as an unavoidable
expense. Importantly, there is also evidence that, where families have the choice
and receive a cash payout, insurance benefits are not only used to pay for the cost
of a funeral, but deal with other financial effects of a death in the family (e.g. set-
tling debts, dealing with loss of income or paying for essential services and food).

The perils of informal risk management. Though insurers” practices do give
rise to complaints, consumers are particularly vulnerable where funeral insurance
is provided outside the regulated insurance market. Funeral service providers that
provide in-house coverage without an insurance licence do not comply with any
insurance regulation. They do not price products actuarially and generally do not
separate their insurance business from the funeral service business. Contribu-
tions collected are often not kept aside as reserves against future claims; instead,
funeral services are paid out on a cash-flow basis. When cash-flow problems arise
or mortality experience is higher than expected, providers that operate on a cash-
flow basis will no longer be able to honour their commitments. While the
absence of compliance costs and actuarial practices reduce short-term operating
expenses, the fact that risks are not adequately managed is to the ultimate detri-
ment of consumers.

Having said this, it is important to note that the informal market does offer a
number of advantages vis-a-vis the formal market. For example, it tends to pay
benefits more quickly and with fewer documentation requirements. It may also
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be less strict regarding aspects such as insurable interest.” Most importantly, the
informal market often serves communities where no formal products are availa-
ble, thereby extending access to insurance. These are some of the issues for insur-
ers to consider when designing products and business models.

Making funeral insurance better

How can funeral insurance provide better value to consumers and avoid con-
sumer protection concerns? To answer this question, it is important to know the
target market’s preferences and behaviours, and to tailor products and services to
clients’ needs. A number of insurers are already addressing these issues, as is
apparent from the examples below.

Portability. In some countries insurers are moving to de-couple the insur-
ance benefit from a particular service provider or, alternatively, the insurer seeks
to exercise increasing control over the services delivered by its network of par-
lours. Ultimately, it is the insurer who will bear reputational risk if the funeral
patlour does not deliver value. Such de-coupling increases insurers’ ability to
limit the possible abuse of customers in the funeral services industry as clients
will not be tied to any one funeral service provider. For example:

— AIC makes use of a network of accredited funeral service providers and clients

can claim the service at any one. Another option, for example provided by some
insurers in South Africa, would be to provide discount vouchers redeemable at a
range of accredited funeral parlours or specific funeral parlour chains.

— A number of South African funeral insurers are paying cash benefits that benefi-

ciaries can use at their own discretion to buy a funeral service from any service
provider or help cover any other expenses.

Pay when it’s needed. The payment of claims is when intangible insurance
finally becomes real, and it is a powerful marketing opportunity for insurers (see
Box 10.5). Yet rejected and delayed claims are the subject of recurring complaints
against the insurance industry. Swift claims processing is very important in the

Formal products tend to have strict rules on insurable interest to counter abuse. However, the “tradi-
tional” concept of insurable interest is not necessarily in line with the liabilities faced by the poor. For
example, the fine print of a policy may stipulate that only family members where there is some legal
relationship, proven by documentation, may be covered on a policy. A policyholder, faced with the
need to pay for funeral expenses for a number of relatives, may however decide to include a step-
mother, an unofficial foster child or a distant relative on the policy. At the claims stage, it may emerge
that these persons did not meet the insurable interest criteria. This then forms the basis for the repudi-
ation of the claim, even if the person in fact had a real insurable interest given the allocation of finan-
cial responsibilities within the community. Insurable interest is a valid concern and it may be difficult
for the formal market to be more accommodating in this regard. By contrast, insurable-interest condi-
tions are often less strict in the informal market.
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case of funeral insurance, as funeral expenses cannot be put off until the claim is
paid. Insurers are starting to focus on better claims service as a way of improving
the value of funeral insurance. Increasingly, promises are made for a maximum
number of days for claims settlement and in some cases, such as the Philippines,
this is even entrenched in regulation. MicroEnsure Philippines introduced a
product feature whereby the first 10 per cent of the benefit is paid within 24
hours without any need for proof of death. The remaining 90 per cent is then
paid later, after all documentation has been submitted. In South Africa, insurers
as a rule promise to pay claims within 48 hours of receiving all the necessary doc-
umentation. In other countries the promise is five or ten days. This is an area
where continuous improvement will be needed.

The importance of claims: Alternative Insurance Company (AIC), Haiti

During the devastating earthquake that struck Haiti in January 2010, claiming the
lives of more than 220000 people, AIC’s approach was to encourage claims — to
the point that it explicitly decided to pay claims even where there were valid con-
tractual grounds for repudiation. It embarked on an advertisement campaign to
inform potential claimants that they should claim and where they could do so,
sent text messages to all policyholders to the same effect, approved claims even
where policyholders used non-accredited undertakers, and provided full service
benefits to clients with lower cover in recognition of the important word-of-mouth
effect in the community of a successful claims experience. AIC therefore regards
successful claims not as a loss, but as an essential component of its business model.

Source: Nabeth and Barrau, 2010; discussion with O. Barrau, President of AIC, 2010.

There are a number of other ways in which formal insurers are seeking to
enhance the funeral insurance product and address some of the challenges noted
above: some are finding innovative ways of reducing the documentation burden,
for example by using a call centre to collect policy details from the client; some
make use of grace periods and other product design elements to provide flexibility
for clients who may not have a regular income. !

Business rationale for better value. The above measures are not implemented
for altruistic reasons; they make business sense for insurers to improve value and
overcome negative perceptions in the funeral insurance market. Through the

In South Africa, these factors have contributed to the dramatic increase in the share of the formal sector in
the funeral insurance market: survey data show that between 2003 and 2007 the number of people with
funeral cover in South Africa increased by roughly 10 per cent per annum; formal cover growth has exceeded
20 per cent annually. This means that the share of the formal market has risen significantly vis-a-vis the
informal market.



Box 10.6

Funeral insurance 233

power of word-of-mouth marketing, better value will lead to higher volumes, or
conversely poor value will soon undermine volumes. Furthermore, countering
abuse and focusing on speedy claims payment may lead to lower lapse rates.
Higher persistency is attractive because client acquisition represents a significant
cost that may take several months of premium contributions to recover.!!

The business case for better value may also lie in the distribution partnership.
The distribution partner, be it a retailer, mobile network operator or utility
company, may carry reputational risk should the insurance product sold under
its brand name provide poor value. It is therefore in insurers’ interest to con-
tinuously improve customer value, as this will strengthen the distribution
partnership.

Beyond the funeral. Since the cost of the funeral is not the only financial need
should a family member die, insurers are starting to move beyond pure funeral
insurance to design policies that provide a cash payout, part of which may be used
to cover the cost of a funeral. As discussed in section 10.2.4, they are also starting
to include innovative tangible benefits as part of the product suite. In this way, as
Box 10.6 illustrates, funeral insurance is starting to evolve into life insurance, which
in turn can form the basis for a bundled offering of life and other types of cover.

The role of market research in designing funeral-plus products

— Pep-Hollard, South Africa. One of the options of the Pep-Hollard Family
Funeral Plan (see Box 10.3) provides a monthly payout for a fixed number of
months rather than a lump sum benefit (Smit and Smith, 2010b). Even
though the product is still marketed as funeral insurance — as the market is
familiar with this product category — this way of structuring the benefits
explicitly recognizes customers’ need for an income stream rather than just
covering the funeral expense. It also addresses the phenomenon found in the
South African focus groups that participants tended to have more than one
funeral policy, each for a different purpose. This policy would look after the
on-going cash needs of the family.

— AIC, Haiti. As its name suggests, AIC takes a fresh approach to funeral insur-
ance. Before launching its funeral insurance product, Protecta, it undertook
extensive market research. Based on the resulting insights it gleaned about the
target market, AIC designed Protecta to offer four benefit levels (ranging
from around US$1125 to US$2500) and four plan options for each benefit
level (discussion with O. Barrau, President of AIC, 2010):

In an early study on the scope for microinsurance in South Africa (Bester et al., 2003), actuarial calcu-
lations showed that a decrease of 25 per cent in policy lapses in the lower-income life insurance market
would reduce the price of policies by 18 per cent.
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1. Protecta Classic: the full benefit amount is paid out in the form of a
funeral service from an accredited funeral parlour.

2. Protecta Plus: a funeral service plus a fixed cash component that the bene-
ficiary can use towards additional expenses. This benefit was included to
cater for the ancillary expenses related to the funeral, such as food and
transport, but also to allow for a small cash benefit to tide the family over
after a family member dies.

3. Protecta Cash-back: a proportion of the premium is reimbursed every
three years, provided that all premium payments are up to date. This option
was included to increase the value proposition to clients so that they do not
think that they pay premiums without getting anything back if there is no
claim. It is also a way for AIC to keep the renewal rate as high as possible.

4. Protecta Five Star: includes all of the above benefits. Experience has
shown that this plan is the most popular. This popularity has a lot to do
with the name of the plan, which recognizes the cultural significance of a
dignified funeral in Haiti.

UNACOOPEC, Ivory Coast. UNACOOPEC, a microfinance institution

with more than 800 000 clients, believes strongly in the role of market research.

In partnership with Allianz, the MFI developed an insurance product on the

basis of market research that indicated that people often take out loans to

cover the funeral expenses of a family member. This finding indicated a defi-
nite need for funeral insurance, which was confirmed by the rapid take-up of
the product during the pilot phase. Policyholders are given the choice of
spending the full benefit on a funeral, receiving a cash payout, or a combina-

tion of the two. In the case of the latter option, the beneficiary receives a

voucher to purchase the service at a funeral parlour. If the service costs less

than the voucher amount, the remainder is paid out in cash.

SINAF Brazil. SINAF is a formal funeral insurer in Brazil, a country where

funeral assistance is largely provided outside the definition of insurance by

unregulated funeral service providers. Based on its market research, it offers
clients a number of options for funeral and funeral-plus cover. Clients can
choose the premium and benefit level for the plan that best suits their needs.

The most basic plan covers just funeral expenses. Clients are then offered the

option to also include personal accident cover, i.e. to add a cash benefit in the

case of accidental death. The third option is to add an income protection
component that provides a monthly cash payout equating to a proportion of
the deceased’s monthly income for a specified number of months. Therefore

the policy provides protection against loss of income due to the death of a

breadwinner over and above the funeral cover.
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Pure funeral insurance already represents an intergenerational transfer by
avoiding expenses that may set the next generation back in their asset-accumula-
tion process. “Funeral-plus” insurance and extending benefits beyond funeral
costs will play an even larger role as a form of long-term saving for the next gen-
eration. In this way, funeral insurance can form the basis for the development of
a broad-based life insurance market.

Conclusion

This chapter has shown that funeral insurance is one of the most popular micro-
insurance products in a number of countries. While being part of the broader
microinsurance market, it also has a number of particular features. Funeral insur-
ance is not just insurance business as usual; it requires a dedicated understanding
of the dynamics driving funeral insurance markets. This applies both to insurers
seeking to target and distribute it effectively and to regulators seeking to find the
right regulatory approach to it. Often, these dynamics relate to the underlying
funeral service. The funeral service channel may drive demand, distribution and
underwriting of funeral insurance. The link to the funeral service creates a
tangible benefit for funeral insurance that engenders trust and provides real
value, but that can also cause vulnerability to consumer abuse. Increasingly,
insurers are starting to focus on ways to provide better value by adding on
elements beyond pure funeral insurance. In this way, funeral insurance is
evolving into life insurance that can form the basis for asset accumulation and
intergenerational transfers.

In conclusion, the experiences reflected in this chapter raise six key principles
for the delivery of value in the funeral insurance market:

Do not forget the importance of tangibility and providing for the immediate
needs of the client following a loved one’s death. Funeral insurance need not
entail an in-kind benefit (funeral service) to be tangible. Innovative ideas based
on consultation with the market can lead to improved take-up and retention,
and better client value.

Retain the focus on simplicity, even while adding additional components to
increase value (see Chapter 1s).

The funeral cannot wait for the payout — swift claims handling is key. Tardy
claims payment will undermine consumer trust. Product simplification and
minimization of exclusions that have to be assessed at the claims stage may
improve claims-handling efliciency.

While informal insurance may pose many risks, commercial insurers have much
to learn from the level of service delivered by informal players.
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It makes business sense to ensure good value. In the interest of creating a vibrant
insurance market characterized by high persistency, insurers have to ensure that
their clients derive value. In addition to considering their own product and per-
formance, insurers may have to delink insurance benefits from specific funeral
providers or exercise control over provider networks to ensure client value.

Think beyond the funeral. Funeral insurance may be the starting point to build a
life insurance market amongst low-income houscholds.
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Designed for development impact: Next-generation
index insurance for smallholder farmers

Michael R. Carter

This paper draws on collaborative work with Rachid Laajaj, Lan Cheng, Elizabeth Long and Alexander
Sarris. The author also acknowledges the critical review of previous drafis of this chapter provided by
Joachim Herbold (Munich Re), Ulrich Hess (World Bank), Anuj Khumbhat (Weather Risk), Florian Mayr
(Munich Re), Pranav Prashad (ILO), and Rupalee Ruchismita (CIRM).

Risk is economically costly in low-income agricultural economies, prompting
protective self-insurance strategies that keep small farmers poor as they eschew
remunerative, but risky, opportunities. To make matters worse, self-insurance
only partially protects small farm households against drops in consumption that
can irreversibly damage the long-term physical and cognitive development of
young children. These problems are further compounded because risk stunts the
development of rural financial markets, making it harder for small farmers to
capitalize on and move forward with new technologies and market opportunities.

Recent technological advances in remote sensing and automated weather
measurement open the door to innovative index insurance contracts that can
transfer the correlated or covariant risk out of small farm economic systems.
However, realizing the risk transfer potential of these advances and that of older
ideas like area yield insurance! is subject to both demand- and supply-side con-
straints. A number of recent projects have shown that the supply-side challenges
can be overcome. Index contracts based on area yields, weather and remotely
sensed vegetative growth data have all been designed and approved by regulatory
bodies, offered for sale by commercial providers and reinsured by international
reinsurance companies.

Despite this supply-side progress, contract demand and take-up have been
tepid, and there is little evidence to date that index contracts have helped small
farmers better manage risk, achieving higher incomes for themselves and securing
better human development for their children. In a review of experience with
weather index insurance, Hazell et al. (2010) observe that in order to be
sustainable, insurance contracts must resolve these demand-side constraints. This
chapter fleshes out this observation and proposes that the next generation of
index insurance contracts be designed for demand and development impact

through:

Area yield insurance measures average yields in a defined geographic area (e.g. a valley or administra-
tive district) and makes payments when these average yields fall below a specified “strikepoint” level.
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Intelligent design of contracts to reduce basis risk: Success in this area will
require moving beyond weather-based contracts and using either area yield indices,
vegetation indices based on satellite images or combinations of these information
sources. Choosing between these information sources and designing optimum
contracts that reduce basis risk will also require a demand-based approach,
rooted in data on actual farmer outcomes and livelihood strategies.

Systematic interlinking of insurance with credit: Risk is a development problem
precisely because it forces small-scale farmers into self-insurance strategies that
leave remunerative but risky economic opportunities unexploited. By explicitly
linking index insurance with the finance needed to take up these new opportuni-
ties, index contracts can overcome the constraints to insurance take-up created
by basis risk and contract loadings that make insurance expensive. Exactly how
this interlinking can be achieved depends on the nature of the existing property
rights regime and financial market environment.

Section 11.1 introduces basic concepts of agricultural risk and of index insur-
ance, illustrating both the strengths and the weaknesses of index insurance from
the perspective of the small farm household. Section 11.2 shows how micro
household data can be used to intelligently design contracts through choice of
signal and statistically optimal loss and indemnity functions. Section 11.3 then
shows how interlinking credit and insurance can be used to overcome problems
of uninsured basis risk and contract loadings in order to create a demand-worthy
index insurance contract designed for development impact. Section 11.4 con-
cludes the chapter.

Agricultural index insurance basics

This section introduces the index insurance problem from the perspective of the
small farm household, considering the potential effectiveness and costs of index
insurance relative to traditional mechanisms of self-insurance. These observa-
tions open the door to consideration of the options for improving the relative
desirability of index insurance and its development impacts.

Index insurance and the risks faced by agricultural households

The challenges of index insurance design are best understood by rooting the dis-
cussion in the outcomes at household level. Random or uncontrollable forces
that cause real, consumable household income to dip below its typical or average
value are of particular concern to households. The goal of insurance is to protect
households against such deviations.
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For reasons that are well described in the literature, agricultural index insur-
ance works not by insuring the household directly against shortfalls in its own
income or yields,? but instead by insuring a direct or predicted measure of the
average or typical yield losses experienced by neighbouring houscholds in a
region. An index insurance contract can be represented as an indemnity schedule
that links payments to an index that predicts typical losses in the zone covered by
the index. To avoid problems of moral hazard and adverse selection, it should not
be possible for the index to be influenced by the insured, nor should benefits
depend on which particular individuals choose to purchase the insurance.

Figure 11.1 illustrates the indemnity schedule that might accompany a zone-
level yield loss predictor function built around a rainfall signal. The horizontal
axis shows a rainfall index (perhaps cumulative rainfall measured in millimetres)
and the vertical axis shows indemnity payments. The contract is defined by a
lower and an upper strike level. When the rainfall index dips below (signalling
drought), indemnity payouts begin as shown by the dashed line in the figure.
Similarly, when rainfall exceeds the upper strike point (signalling flood condi-
tions), payouts to the insured farmers are triggered again.

A key question faced in index insurance is the extent to which household
yield shortfalls track the index of predicted shortfalls. If the index signalled
exactly a 100-kilo loss every time the yields were 100 kilos below the household’s
long-term average, then index insurance would perfectly cover all risks faced by
the houschold. The problem of course is that no index will perfectly correlate
with any individual’s losses in this way.

The index that predicts average losses will not perfectly track individual
households’ yield shortfalls for three reasons:

Pure idiosyncratic risk: A single farm’s crop may suffer damage from an idiosyn-
cratic factor such as animal or bird damage, or highly localized weather events.
Different levels of pure idiosyncratic risk characterize different agro-ecological
zones. In the Sahel, for example, rainfall is highly localized, creating significant
variation in yield losses between neighbouring villages, or even between house-
holds in the same village.

Noise created by the geographic scale of the index: As the geographic zone
covered by a single index increases in size, household losses will correlate less well
with the insurance index. For example, a weather-based index that only has to
cover households within 1 kilometre of the weather station will track household
outcomes better than an index that has to cover all households within 30 kilo-
metres of the weather station.

A myriad of experience has shown that trying to insure all sources of variation in agricultural out-
comes for small farmers is beset by a host of problems rooted in the costs of obtaining information on
small farm outcomes that render such insurance infeasible (see Hazell, 1992).
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Noise created by index prediction errors: The average loss within a defined
geographic zone can be measured directly with high precision (as with area yield
contracts in the United States where yields are measured to a tolerance of +/— 2 per
cent), or it can be predicted using weather or satellite information that is likely to
be cheaper to implement, but also likely to have a larger margin of error when
used to predict even the average loss.

Together, these three elements create what is called basis risk, yield losses
experienced by the household that are not correlated with the insurance index
and are therefore uninsured by the index insurance contract. As the second two
sources of basis risk are influenced by the design of the contract (geographic
scope and exact index used), we refer to them as “design effects” on basis risk.

The linear contract structure in Figure 11.1 is simple, and close variations of it
have been used in several index insurance pilots, including ones in Ethiopia,
India, Kenya and Malawi. However, implicit in this structure is the assumption
that losses are linear in the rainfall index. Empirical analysis of the sensitivity of
yields to rainfall like Carter’s (1997) West Africa work suggests that yield losses
respond in a non-linear way to rainfall shortages or excesses. If this is correct,
then these common linear loss contracts will have large design effects that unnec-
essarily increase basis risk.

Section 11.2 discusses ways to estimate statistically optimal predictor func-
tions that can be used to design more effective indices and contracts. The stylized
linear indemnity schedule represented in Figure 111 is highly unlikely to be the
contract structure that minimizes design effects.

A stylized rainfall index insurance contract

Indemnity payments

Drought Normal Flood

Indemnities

St SE Rainfall index
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Once an indemnity schedule is designed, historical information on the index,
such as rainfall data, can be used to calculate the probability distribution of the
index and the actuarially fair premium, which is simply the expected or long-
term average payment under the indemnity schedule. The market premium is
then defined as the actuarially fair premium plus mark-ups or loadings associated
with the costs of providing the contract (for example sales costs, capital costs and
reinsurance costs). Loading premia can vary based on the quality and quantity of
the data used to construct the probability distribution of the signal. For agricul-
tural index insurance contracts offered by the US Department of Agriculture, the
typical loading level is 20 per cent (Smith and Watts, 2009).

A number of pilot projects have shown that index insurance contracts in this
form can be defined and supplied by the commercial market (see Hazell, 2010).
In addition, recently introduced products that have also satisfied national and
international insurance supply standards include a satellite-based livestock insur-
ance contract in Kenya (see Chapter 12), and area yield contracts in Mali and
Peru.> While these supply-side achievements are absolutely critical, index insur-
ance will only have its desired development impact if the insured understand
how it works and choose to modify their behaviour, thus generating informed
demand and take-up.

Self-insurance compared to index insurance contracts without interlinking

As a prelude to thinking about how to create index contracts that are demand-
worthy, this section examines the demand for index insurance from the perspec-
tive of a typical small farm family that has a diversified livelihood strategy and
has options for self-insuring against agricultural risk. In contrast to the analysis
in section 11.3 below, this section assumes that insurance is not interlinked with
credit or other opportunities to improve average family income. Specifically, it
assumes that the household grows the same crops, with the same technology,
with or without index insurance. Section 11.2 argues that unless index insurance
is in fact interlinked with expanded economic opportunities, demand for the
insurance is likely to be low. Correspondingly, demand or take-up of credit and
new agricultural technologies is also likely to be low for small farm sectors unless
it is interlinked with low-cost risk management tools, such as index insurance.

As detailed in the appendix to this chapter, we analyse demand for index
insurance from the perspective of a small farm household that obtains 50 per cent
of its income from non-agricultural sources, and 50 per cent of its income on
average from farm production using a risky, but relatively safe, low input tech-
nology. For this analysis, we assume stylized levels of overall risk and a reasonable

3 Details on these and other projects are available at http://i4.ucdavis.edu.
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division of this risk between correlated risks (such as weather and insect inva-
sions) and idiosyncratic risks.

Under our assumptions, for half of the time this family would have lower-
than-average agricultural income and therefore lower-than-average household
consumption. For the other half of the time, the family would have higher-than-
average consumption. Despite its self-insurance strategy, 10 per cent of the time
the family would face significantly reduced consumption (less than 75 per cent of
its average consumption level) due to a poor agricultural crop (see appendix
Figure 11.4). In other words, the family faces “basis” risk that is not insured under
its self-insurance strategy. In addition, if the family eschews more productive
strategies (such as greater levels of fertilization of its crop) in order to reduce risk,
then it is also paying an implicit loading, meaning that self-insurance reduces its
average income. The challenge is whether index insurance — with its level of basis
risk and loading — can do better than the family’s stylized self-insurance strategy.

Index insurance gives the family the option of adding a new risk management
tool to its traditional risk management strategies. The analysis detailed in the
appendix assumes that half of all agricultural risk faced by the household is a
correlated risk that can be covered by the index insurance contract. The other
half is basis risk, resulting from either true idiosyncratic risk or from design
effects, that is not insured by the index insurance contract. The simulation analy-
sis assumes that the family faces loading costs of 20 per cent, meaning that after
insurance is purchased, average family consumption will fall slightly below its
pre-index-insurance average.

As shown in the appendix, under these somewhat conservative assumptions,
index insurance lowers the probability of extremely low consumption from
about 10 per cent to 3 per cent. While lower, this probability is not zero, reflect-
ing the reality of basis risk and the possibility that the family could have a low
outcome and still not receive any compensating insurance payment under the
index contract. In addition, because of loading costs, the contract presents the
household with a zero-sum game: the (imperfect) reduction in the probability of
low consumption is purchased at the cost of reduced average income. As ana-
lysed in greater detail by Carter et al. (2010), only the most risk-averse fraction of
the population (those who are most deeply worried about low consumption out-
comes) would find this kind of index insurance attractive. When combined with
the other factors that might inhibit the adoption of a new, relatively complex
contract (such as inability to understand it or lack of confidence that the insur-
ance will really pay out as advertised), this trade-off may explain the sometimes
weak demand for index insurance when it is not combined with measures to

simultaneously improve access to credit, improved technologies and new markets.
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Options for improving the demand-worthiness of index insurance

As summarized by Hazell et al. (2010), many pilot projects have met with weak
demand. While there are a plethora of reasons that might explain the sluggish
take-up of novel index contracts (including inability to understand and lack of
confidence in the contract), the fact that self-insurance, basis risk and loadings
compromise the desirability of the contract is surely also part of the explanation,
as evidenced by the discussion above. Recognizing this problem, Hazell et al.
(2010) suggest two things. First, it advocates better-designed contracts that have
lower basis risk. Second, it advocates combining index insurance with other agri-
cultural services, creating what it calls a value-added proposition. The remaining
two sections of this chapter build on these suggestions, expanding and combin-
ing them into a next-generation approach to index insurance for small-scale
farmers.

Designing contracts to minimize basis risk

Figure 11.1 uses a standard rainfall contract to illustrate the more general func-
tioning of index insurance. While index insurance is sometimes generically called
weather or rainfall insurance, the importance of the basis risk problem demands
that well-designed contracts consider options beyond weather-based indexes and
choose an optimum contract design that minimizes basis risk.

While rainfall contracts are typically based on expert advice on rainfall levels at
which crop damage occurs, the ad hoc linear loss and indemnity functions used in
some contracts are unlikely to be statistically optimal and minimize prediction
error — that is, the design effects on basis risk are likely to be large. Fortunately,
widely available micro data on farm households allows estimation of a statistically
optimal loss function for rainfall or any other candidate signal. The resulting con-
tracts, or hybrid combinations of them, can then be compared to see which one
offers the best value to the beneficiary population, taking into account the predic-
tive power of the signal* as well as the cost of obtaining it.

To illustrate these ideas and their implementation, this section summarizes an
analysis of West African grain crops that used micro data to compare the desira-
bility of rainfall, area yield and satellite-based index insurance contracts.

Minimizing design-induced basis risk for West African grain farmers

This section considers grain yields in six villages in Burkina Faso where the
International Crop Research Institute for the Semi-Arid Tropics (ICRISAT)

The remote sensing literature has already made substantial progress in identifying transformations of
satellite signals of vegetative cover that best predict farmer yield outcomes on the ground. The same
methodology can also be applied to other potential insurance indices.
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intensively interviewed farm households over the 1980 to 1985 period. Detailed
production data were obtained from 25 houscholds in each village for the three
crop years 1980/81 to 1982/83 (see Carter (1997) for details on the data). For the
analysis here, each household’s production is aggregated across all of its
sorghum and millet fields to create an annual grain yield figure for each house-
hold. The goal of a contract minimizing basis risk is thus to create an index that
can statistically explain as much of the yield fluctuation faced by households as
possible.

One possible index would be simply average village yields. A contract based
on this village yield index would provide a payout to farmers based on the
degree to which village yields deviate from the long-term average. Using the
ICRISAT data, we can replicate an area yield index simply by taking the aver-
age yield across all households in each village for each crop year. Within a
village, all farmers’ fields are at most a few kilometres apart. While the Sahelian
region from which these data come is famous for large idiosyncratic risk gener-
ated by highly variable local weather patterns, we would still anticipate that
each household’s yields would closely follow its village average yields. In this
case, a contract based on village average yields would be relatively effective, as
insurance indemnity payments would tend to correctly compensate households
for losses experienced.

The analysis detailed in Laajaj and Carter (2009) shows that about half of the
yield fluctuations experienced by households can be explained by average village
grain yields. The other half represents the basis risk that would be uninsured even
under a village-level area yield contract. While it is surprising that as little as half
of the risk may be common across villagers, note that it is precisely this correlated
risk that households would have trouble managing through traditional mecha-
nisms of social sharing and reciprocity.

While this village-level area yield index represents the basis-risk-minimizing
index insurance contract for this semi-arid environment of West Africa, it would
in all likelihood be impractically expensive to implement as it would require an
annual yield survey in each village where houscholds were covered.” We therefore
need to consider whether there are alternative, cheaper mechanisms that can
achieve similar predictive power to the area yield index.

The ICRISAT data includes rainfall information collected in each village.
Note that this rainfall information is extremely high-density as it is the equiva-
lent of having a weather station every few kilometres. In practice, such a high
density of weather stations is not economically feasible. Nonetheless, it provides
another useful benchmark against which to compare the performance of a third

It might also raise problems of moral hazard, as villagers might be able to collectively agree to under-
produce so that village yields would drop and everyone would receive an insurance payout.
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possible index, one based on satellite data on vegetative cover (NDVI). Because
this latter kind of data is less familiar, we present a brief overview of it before
comparing the performance of NDVI-based contracts with that of alternative
contracts based on more familiar measures.

The Normalized Difference Vegetation Index

The Normalized Difference Vegetation Index (NDVI) is a satellite-based measure
of vegetation density. NDVI is scaled to lie between zero and one, with low
values indicating very little vegetative growth and high values indicating dense
vegetation. Every 10 days NDVI is measured at a resolution of eight kilometres
by eight kilometres (that is, a unique NDVI measure is provided for each eight
kilometres by eight kilometres pixel). NDVI measures at this resolution are freely
available on the FEWS NET (Famine Early Warning System Network) website.
The availability of NDVI at this resolution is equivalent to having a separate
weather station (or an area yield survey) for each eight kilometres square. If
NDVI can be shown to have similar capacity to predict individual farmer yields
as meteorological or area yield data, then clearly it would emerge as the preferred
basis for an insurance index on simple cost and simplicity grounds. In addition,
NDVTI is available going back to 1981, meaning that the long-term data needed to
accurately price an insurance index are available.

Figure 11.2 illustrates how NDVI works. The diagrams on the left side of the
figure display actual NDVI data for West Africa. A brown to green colour spec-
trum has been used to graphically display the zero-to-one NDVI scale, with
browner colours signalling low NDVI values and greener colours high NDVI
values. The insert in each diagram shows the individual eight kilometres square
pixels for the region surrounding the village of Silgey, one of the six villages
included in the ICRISAT study in Burkina Faso. The dot on the insert is the
pixel where the village centre is located.

The first of the three charts on the right side of Figure 11.2 show 1981-1983
grain yields from Silgey as measured by the ICRISAT Village Level Studies dis-
cussed further below. The middle chart displays average NDVI for that time
period, while the bottom chart shows rainfall as measured by a village rainfall
gauge maintained by the ICRISAT study. Impressionistically, these figures show
that NDVT tracks village level yields. While this is encouraging, we need to eval-
uate more carefully the precision with which NDVI can predict village yields and
form the basis for a valuable insurance index contract.

¢ Higher-resolution data that measure NDVI for each square of 30 by 30 metres can be purchased.
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While the raw NDVI signal could be used as the basis for an index insurance
contract, there is a well-developed literature on remote sensing that has explored
the transformations of NDVI that best predict crop yields. For the analysis here,

we employ the transformation of NDVI information called the vegetation condi-
tion index (VCI). VCl is defined as:

VCI = 100+«(NDVI - NDVL,, )J(NDVI,,.. - NDVI,.)

For a given village, the VCI uses long term series of NDVI to relate present
NDVI to the extreme values observed since 1982 at this same time of the year.

Figure 11.3 plots the VCI measure for the year 1983 for the village of Kolbila,
another of the ICRISAT study sites. Also shown on the graph are the historical
minimum and maximum values of NDVI for Kolbila. As can be seen in Figure
11.3, the VCI for Kolibila was close to zero in April 1983, but around a half in Sep-
tember 1983. An advantage of the VCI transformation is that it relates absolute
NDVI values to a local context and therefore facilitates the use of NDVI data
coming from heterogeneous places.

So how much basis risk would exist under an index insurance contract written
on the village-specific VCI? Laajaj and Carter (2009) estimate the statistically opti-
mal (basis-risk-minimizing) predictor function that can be obtained for the VCL
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Conducting a similar exercise using rainfall data at village level, they find that
the VCI index achieves 89 per cent of the variance reduction of the village yield
index. The rainfall measure achieves 75 per cent of the risk reduction of the vil-
lage-level area yield contract. Interestingly, when the VCI and rainfall measures
are combined into a hybrid index, no additional variance reduction is achieved
beyond that obtainable with the VCI-based index alone.

While it may be possible to improve the predictive power of rainfall data
through further analysis, it is important to note that an insurance scheme is
unlikely to be able to afford to have the village-level weather measurements that
are available in the ICRISAT data. Even the most ambitious proposals for
weather station construction suggest that each station would have to cover a cir-
cle with a radius of 25 kilometres. By way of comparison, some 30 separate
NDVI measurements would be available within a circle of that radius, meaning
that a high-density NDVI-based contract should have a further design advantage

over weather-based contracts.

Calculation of VCI using maximum and minimum NDVI
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While analysis of the ICRISAT data for West Africa suggests that NDVI can
not only offer lower basis risk, at lower cost than rainfall-based indices, this finding
should not be generalized for other agro-ecological environments. In some situa-
tions remote sensing may provide a cost-effective index, as is the case with live-
stock mortality predictions in Kenya (see Chaprer 12), while in other situations it
may prove to be an unreliable predictor of agricultural yields (as was discovered
when satellite information was found to be a poor predictor of cotton yields in Mali).
These findings show that designing a cost-effective index insurance contract that
minimizes basis risk should consider a variety of index options by using micro
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data to ground truth and select the optimal index. At the same time, the analysis
also shows that there are limits to the elimination of basis risk, even through opti-
mal contract design. In the extreme case of the Sahel, it would appear to be diffi-
cult to use index insurance to eliminate more than half of the agricultural risk
faced by farmers. Given these technical limits to the quality of index insurance,
the next section explores the possibilities for further improving the development
impact value and sustainability of insurance by interlinking it with credit.

Interlinking insurance and credit

The analysis in section 11.1 assumed that the small-scale farm household had
access to only one traditional agricultural activity. While the risks associated with
such activities are important, development economics has long been preoccupied
with the notion that one of the biggest costs of risk is that it induces farm house-
holds to shy away from riskier, new technologies and economic opportunities
that offer improved average incomes over a period. In addition, risk stunts the
development of rural financial markets, compounding the adoption problems
for liquidity-constrained farm households. This section argues that explicitly
connecting index insurance with these kinds of activity will not only solve the
development problem that makes risk so costly, but will also resolve the problem
of tepid insurance demand.

High-return economic activities and small-scale farm households

High-return economic activities typically require significant up-front investment
in purchased inputs of improved seeds and fertilizers. This factor alone increases
the risk exposure of the family as a drought year means negative, not just zero,
net income. In addition, the yield variance of high-return activities also tends to
be higher, in part because these activities are less well-adapted to climatic stress
than are traditional activities that have evolved in the farm’s specific agro-ecologi-
cal system. Finally, the increased cash costs of production may simply exceed the
liquidity available to the household, making access to capital through financial
intermediaries or value-chain operators indispensable.

To explore the performance of index insurance in combination with new,
higher-return technologies, we return to the stylized household model detailed in
the appendix. We now assume that with significant investment in seeds and ferti-
lizer equal to the household’s non-farming earnings, the household can use an
improved technology that increases average net agricultural income by 25 per
cent over the traditional crop activity.

This high-return technology offers the household the prospect of having
higher income and therefore higher consumption. However, given the input
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costs and the riskiness of the new technology, this higher average consumption
comes at the cost of increased risk.

Under these additional assumptions, our simulation analysis shows that the
probability of household consumption falling below 75 per cent of its long-term,
traditional-technology average rises from 10 per cent to nearly 20 per cent if the
new technology is adopted without insurance (see Figure 11.5 in the appendix). In
addition, it raises a non-trivial probability that consumption could fall to as little
as 5o per cent of its old long-term average. Even assuming that the household
had the savings to finance the high-return activity, this stark trade-off between
risk and return would discourage many farmers from adopting the new
technology,” keeping them safe, but also perpetuating a low standard of living.

The decision to utilize the traditional technology when the high-return
activity is available and financially feasible can be examined as an insurance-like
decision. From this perspective, practising self-insurance by continuing to utilize
the traditional technology carries a very high loading as it reduces expected
household income from agriculture by 25 per cent, while reducing overall average
household consumption. As discussed above, this self-insurance strategy also
carries uninsured or basis risk, as the self-insured household still faces positive
probabilities of low consumption outcomes. When seen from a development
perspective, to improve houschold economic well-being, the challenge of index
insurance is not to eliminate all basis risk and loadings, but simply to do better
than the costly self-insurance that is available by relying on traditional techno-
logies. As the next sections describe, the mechanisms for doing this depend
critically on the nature of the financial market.

Index insurance and adoption of the high-return activity when loans are

fully secured

The discussion here and in the following section assumes that small farm house-
holds lack the savings to purchase the new technology even if they wanted to. To
explore how insurance and credit might interact in this environment, we assume
that agricultural loans are offered by a competitive lending sector on terms that
yield lenders expected profits exactly equal to the economy-wide opportunity
cost of capital. We also assume that borrowers repay loans to the extent possible
using all realized agricultural income and any security required for the loan.
When loans are fully secured — meaning that the security is sufficient to repay the
loan in full even if there is a crop failure — the lender bears no risk. Under these
terms, a loan functions much like self-finance, as the farm household is fully

When analysed from the conventional economic perspective of expected utility theory, only house-
holds with very low degrees of risk-aversion or higher-than-average stores of wealth would adopt the
technology (see Carter et al., 2010).
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liable and bears the full risk associated with adopting the high-return activity. It
may be possible for loans to be fully secured in economies where there are indi-
vidual titles to land.

As fully secured loans function like self-finance, only the least risk-averse
households would be willing to accept the probability of very low outcomes in
return for the prospect of higher incomes. This case, in which small-scale farm
households have access to a loan to finance a high-return activity, but turn it
down and decline to adopt the activity, corresponds to what Boucher et al.
(2008) describe as risk-rationing. These authors show theoretically that risk-
rationing is most likely to affect lower wealth households and, empirically, may
constrain the choices and income of up to 20 per cent of small-scale farmers in
Central and South America.

With a fully secured loan, the benefits of index insurance will accrue directly
to the household, which carries all of the risk. The simulation results shown in
the appendix indicate that when combined with a loan and an index insurance
contract, the new technology can be undertaken with almost no risk of con-
sumption falling below 50 per cent of its long-term average. However, even with
interlinked credit and insurance, the household would still face some increase in
the risk of consumption falling to less than 75 per cent of its long-term average
relative to the self-insurance strategy. Beyond that level, the interlinked contract
strongly dominates the self-insurance strategy as for most of the time it offers
higher household consumption than would the self-insurance strategy. While
this interlinked contract still presents the household with a trade-off (higher
returns at some increased risk of low outcomes), the trade-off is much less severe
than that offered by the high technology without insurance. Analysis by Carter et
al. (2010) shows that while this interlinked contract is still characterized by a
trade-off, all but the most risk-averse agents would prefer the interlinked con-
tract to the low-technology, self-insurance strategy.

The trade-off that remains even with the interlinked contract can be reduced
or even eliminated completely if basis risk can be reduced under the index insur-
ance contract. The discussion so far has assumed that index insurance can cover
half the risk faced by the farm household and that the other half remains as basis
risk. This is roughly the quality of the insurance that can be obtained using satellite
signals for Sahel grain producers or other contracts that have minimized design
effects. However, in environments where more of the risk is insurable (say two-
thirds rather than a half), or where intelligent contract design can further reduce
design effects on basis risk, it is possible for interlinked contracts to completely
dominate self-insurance strategies (see Figure 11.5 in the appendix). That is, com-
pared to the self-insurance strategy, when adopted with an interlinked credit and
insurance contract the high-yielding technology offers less risk of low consump-
tion outcomes and a much greater chance of high consumption outcome. Even
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the most risk-averse agent would be expected to prefer the interlinked arrange-
ment to the self-insurance of low technology (conditional on understanding and
having confidence in the contract).

It is important to note that there are still basis risk and loadings under this
interlinked contract. While it is thus inferior to a perfect insurance contract
offering full cover, such an infeasible option is not an especially interesting point
of comparison. The more interesting comparison is with the extant self-insurance
strategy with its degree of basis risk and high loadings. Interlinking credit and
insurance is important precisely because it opens the door to dominating self-
insurance and crowding-in technological change.

Index insurance and credit supply in environments where high levels of
security are available (“high-collateral environments”)

The discussion so far on interlinking has assumed that loans are fully secured, so
that the houschold bears all the direct risk of a production shortfall that leads to
default. While lenders do not directly bear any immediate risk if their lending is
fully secured, they do potentially face what might be termed political economy
risk. In the event of a major covariant shock that leads to crop failure and results
in the security provided by small farm households being realized, lenders might
well anticipate political pressure and forgive outstanding debt rather than cause
farmland to be reposed. As described by Tarazona and Trivelli (2005), this sce-
nario took place following the 1998 El Nifo event in Peru. Note that this politi-
cal economy risk is directly tied to covariant shocks, as the political possibility for
this kind of debt forgiveness exists where large numbers of farmers can point to
an easily observable event.

The magnitude of this political economy risk depends on the lender’s loan
portfolio. As modelled by Carter et al. (2010), lenders will react at the market
level by increasing the rate of return required on uninsured agricultural loans as
the proportion of the loan portfolio in agriculture increases. An increase in the
number of small farms taking up loans (induced by the availability of index
insurance contracts) would thus be expected to provoke an increase in the cost of
capital to the agricultural sector, a force that would tend to choke off the
increased take-up.

Explicitly interlinking loans and index insurance contracts would be expected
to resolve this problem. While index insurance contracts do not cover all risks,
they do cover the covariant risks that power the political economy problem faced
by lenders. The next section discusses interlinking more thoroughly in environ-
ments in which little security is available, where it is potentially of even greater
importance.
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Index insurance and adoption of the high-return activity in environments
where little security is available (“low-collateral environments”)

It is unlikely that loans will be fully secured, especially in many smallholder areas
in sub-Saharan Africa. If a loan is not fully secured, the lender carries some of the
risk of low yield. Even if lenders are willing to grant loans with a low level of
security, they will need to charge higher interest rates in order to achieve a given
expected rate of return. In addition, because defaults on agricultural loans are
likely to be correlated, lenders are likely either to severely limit the amount of
agricultural loans in their portfolio (Tarazano and Trivelli, 2005) or, if they
increase them, to require an ever higher rate of return to compensate for the
additional risk on their balance sheets (Carter et al. 2010).

In this context, supply of credit to finance new technologies is likely to be
restricted and expensive. Moreover, simply offering index insurance to farmers is
unlikely to have much impact, as the benefit of the insurance will accrue prima-
rily to the lender, who bears a substantial portion of the risk where little security
is available. Neither credit nor insurance markets are likely to emerge independ-
ently in low-collateral environments, and agricultural technologies and income
are likely to stagnate.

Interlinked insurance-credit contracts are one possible way out of this conun-
drum. An index insurance contract that covers the covariant risk faced by lenders
should be sufficient to relax the constraints that restrict the supply of credit to the
small farm sector. At the same time, if lenders face competitive pressure, the loan
rates will drop and reduce the cost of credit to the small farm household, creating
yet more demand for capital and increased take-up of the high technology.

While these mechanisms are somewhat different from those considered above
where a high level of security is available, according to the analysis of Carter et al.
(2010), the net result is almost identical in terms of the overall impact on farm
incomes and levels of well-being. Index insurance contracts interlinked with
credit and take-up of improved technology can dominate the high basis risk and
implicit loadings that small farm households pay when they self-insure by adopt-
ing traditional technologies.

Marketing interlinked index insurance

While compelling on its own terms, the interlinking of intelligently designed
index insurance contracts and credit also potentially offers important marketing
advantages. In low-collateral environments, in which most of the direct benefits
of index insurance will accrue to lenders, it may make sense to market it directly
to lenders as portfolio or meso-level insurance (see Chapter 4). While in a per-
fectly competitive loan market the benefits of this portfolio insurance would
trickle down to borrowers, in the real world in which rural loan markets are far
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from competitive, an approach to insurance oriented towards development impact
will need to consider a contractual mechanism that ensures that the benefits of
the insurance are indeed passed on to borrowers. In high-collateral environ-
ments, interlinking may still offer marketing advantages, as a single contract can
offer both credit and insurance.

Conclusion: Designed for development impact

Small farm agricultural insurance is not an end in itself. Its importance comes
from its ability to relieve a fundamental problem of economic development,
namely the economically costly self-insurance and coping strategies that can
make and keep smallholders poor. Approaching the insurance problem from this
development impact perspective suggests a demand-centric approach to contract
design, rooted in data on small farm households and their production techno-
logies and constraints.

As explored in this chapter, this approach allows evaluation of alternative
insurance indices — area yield, satellite-based, weather-based and hybrid combi-
nations — and selection of a statistically optimal contract design that reduces
uninsured basis risk in a cost-effective fashion. In addition, this approach opens
the door to context-sensitive interlinked credit-insurance contracts designed to
simultaneously deepen financial markets and facilitate small farm technology
take-up by operating on both the demand and supply sides of the agricultural credit
market. As argued here, it is the combination of intelligently designed contracts
and interlinking that will allow index insurance to dominate small farm self-
insurance strategies, sustain demand and, ultimately, achieve the desired develop-
ment impact, both on small farm incomes and on human development outcomes.

Appendix — Simulation analysis index insurance versus self-insurance

This appendix provides additional detail on the simulations discussed in sections
1.1 and 11.3. A complete discussion of these simulations, as well as further analy-
sis of the degree to which there would be a demand for index contracts is given in
Carter et al. (2010).

Index insurance with traditional technology only

Figure 11.4 illustrates the risk faced by a stylized farming household both with
and without index insurance, assuming the opportunity set is unchanged. The
horizontal axis shows the income available for family consumption as a percent-
age of the family’s average consumption without insurance (100 per cent would
thus be the family’s average consumption level). The vertical axis shows the
cumulative probability of different consumption outcomes for the family. The
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green line shows these probabilities when the family does not have an index
insurance contract. For 5o per cent of the time the family will have consumption
levels at or below its average, and under the assumptions made for the simula-
tion, for 10 per cent of the time the family will need to make do with consump-
tion at or below 75 per cent of its normal level.

Insuring the traditional technology

Cumulative probability (%)
100

Low technology
== Low technology, insurance

8o

60

. 4

20 /

o 50 100 150 Household consumption
(% of low technology average)

The grey line shows the consumption probabilities if the family’s agricultural
production is insured by an index contract. For illustration purposes, we have
assumed that half of the yield variation faced by the family is covered by the
index contract and that the other half is uncovered basis risk. We also assume
that the premium charged for the contract has a loading of 20 per cent, meaning
that the household pays 20 per cent more in premiums than it expects to recover
from indemnity payments. Finally, we assume that the strike points are set in
such a way that pay-offs are triggered whenever measured or predicted zone
yields fall below their average level.

Careful examination of Figure 11.4 shows both the strengths and weaknesses
of index insurance. First, the probabilities of extremely low outcomes drops sub-
stantially. With insurance, there is only a 2 per cent chance of household con-
sumption falling below 75 per cent of its normal level, down from a 10 per cent
chance without insurance. While lower, this probability is not zero, reflecting the
fact that the contract does not cover all risks. Complete insurance cover without
basis risk would stabilize household consumption at its mean level (less mark-up
or loading costs). As can be seen from Figure 11.4, substantial basis risk remains
relative to this idealized (but infeasible) complete insurance.
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This factor, along with the fact that premiums are marked up by 20 per cent
means that even with insurance, the family’s consumption can still fall below its
pre-insurance average of 100 per cent. Household average income is also reduced
by 1 or 2 per cent because of the loadings charged to the insurance. The partial
reduction in the probability of low outcomes is purchased at the cost of reduced
average income.

Index insurance and high-return economic activities

Figure 11.5 illustrates the cumulative distribution function for the stylized high-
return activity described in section 11.3 above. Compared to the traditional activ-
ity (shown here as the dark green line), the high-return activity has mean returns
that are 25 per cent higher than the traditional agricultural activity and requires
the purchase of significant cash inputs. The light grey line in Figure 11.5 shows
the probability of different household consumption outcomes under the high-
return activity when the cash costs are either completely self-financed by the
household, or, equivalently, financed by a fully secured loan.

As can be seen, under the high technology the household faces almost a 10
per cent chance that its total consumption will be less than so per cent of the
average income it can obtain under the low technology. However, some 40 per
cent of the time household consumption will be at least 25 per cent higher than
average income under the low technology.

Interlinking insurance and credit for technology take-up

Cumulative probability (%)
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The dark grey line in Figure 11.5 shows the impact of index insurance when
interlinked with credit and technology take-up in a relatively unfavourable agro-
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ecological environment in which only 5o per cent of the risk faced by households
can be covered by a well-designed index insurance contract. Despite this dis-
advantage, this interlinked insurance arrangement pushes the risk of low con-
sumption outcomes back towards the levels under the traditional, low-returning
technology. At the same time, the interlinked adoption of the new technology
outperforms self-insurance strategy 70 per cent of the time. While this inter-
linked contract still presents the household with a trade-off (higher returns at
some increased risk of low outcomes), the trade-off is less severe than that offered
by the high technology without insurance.

Finally, as shown by the light green line in Figure 11.5, interlinked adoption of
the new technology can completely dominate self-insurance if more (two-thirds)
of the overall risk faced by households is insurable, covariant risk.
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Livestock accounts for 40 per cent of global agricultural output and supports the
livelihood and food security of over one billion people (FAO, 2009). A livestock-
related livelihood represents a way out of poverty for a significant number of the
world’s poor. However, the poor still face a number of risks when they strive to
access the benefits of the growing and vibrant livestock sector.

Reducing the inherent vulnerability of people dependent on livestock in
smallholder production systems has been the central motivation of livestock
insurance targeting poor or vulnerable populations. While some countries, such
as India, have significant experience with livestock insurance for the poor,
improvements in the provision of insurance products, as well as innovations in
their design, are fuelling interest in the potential of insurance to reduce the
vulnerability of the poor to the risks associated with a livestock livelihood. A
growing recognition of the importance of risk management as a key pillar of any
poverty-reducing strategy (Pica et al., 2008), coupled with a complex, evolving
livestock economy that offers opportunities for the poor, provides a foundation
upon which livestock insurance may flourish.

This chapter highlights experiences that have offered valuable lessons on the
potential benefits of livestock insurance, analyses the reasons for the failure of
some insurance products and examines the conditions required for the successful
implementation of a livestock insurance product. Section 12.1 illustrates the sig-
nificance of the livestock economy globally and discusses the importance of man-
aging the livestock risks to improve well-being in rural environments. Section
12.2 draws attention to a sample of livestock insurance experiments across the
globe and summarizes the experience gained with them. Section 12.3 underlines
the common challenges that many livestock insurance pilots face. By highlight-
ing new innovations in insurance design and provision, section 12.4 discusses
various opportunities that can help counter the obstacles to livestock insurance.

Why livestock insurance?

Livestock plays an important role in the livelihood of the poor. It serves as
both a source of income and a source of productive wealth that the poor can
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expect to rely on for future income flows. It is also one of the few assets readily
available to the poor, and especially to women, who have greater difficulty
accessing other productive livelihood opportunities (FAO, 2009). It is
estimated that close to one billion people, or about 70 per cent of the world’s
1.4 billion people living in extreme poverty, depend on livestock for their liveli-
hoods (Delgado et al., 1999).

Although the livestock revolution represents a powerful vehicle for channel-
ling pro-poor growth (IFAD, 2004; Thornton et al., 2008; FAO, 2009) a major
hindrance to the poor’s engagement in livestock production is their high degree
of vulnerability to the many sources of mortality, morbidity and other risks that
pervade the livestock production and marketing chain. Any disease, accident or
theft of livestock leads to a substantial loss for the household. In addition, huge
production risks associated with dairy activities render animal husbandry a risky
proposition for low-income households. The production risks can relate to a
scarcity of input such as fodder or water for the animals, the high morbidity of
individual animals or an epidemic (see Table 12.1). The tropical climate and poor
hygienic conditions pertaining in many developing countries are some of the fac-
tors that trigger or aggravate diseases such as mastitis, foot and mouth disease
(FMD) and haemorrhagic septicaemia.

Types of risk in livestock livelihoods

Production risk Price risk

Death, accidental and natural Weak rural infrastructure, e.g. roads,
temperature-controlled supply chain

Disease: Fluctuations in cost of livestock and products
— High morbidity due to epidemics and

variable risks
— Stoppage of milk production due to

diseases such as mastitis and FMD

Problems in input supply:
— Lack of dry and green fodder for animals
— Lack of water during droughts causing stress

Animal death is the biggest risk for poor cattle owners. Since animals often
represent a major asset for a low-income household, perhaps even its most valua-
ble asset, their death can cause a significant decline in the household’s net worth,
not to mention a fall in income and productive output. If the animal has been
purchased through a loan, the household may have a debt on an asset it no
longer owns.
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Depending on the context, other risks are also important. Heffernan et al.
(2003) conducted a survey of 3000 households across Bolivia, India and Kenya
and found that livestock diseases are the most significant problem for approxi-
mately 20 per cent of all producers. Others (Perry et al., 2003; Pica-Ciamarra,
2005) have argued that in low-income countries across Africa, Asia and Latin
America animal diseases are a major factor in limiting meat and milk production
and depressing livestock incomes. Moreover, for a majority of livestock liveli-
hoods, especially in semi-arid areas, climate-related shocks that result in water
and fodder scarcity constitute the most significant risk. Most of the production
systems the poor engage in — agro-pastoral, pastoral and smallholder crop-live-
stock systems — are rain-fed, with severe shortfalls often resulting in productivity-
reducing morbidity and, in many cases, widespread mortality.

The initial consequence of the growing water and fodder scarcity is a reduc-
tion in lactation rates, which lowers daily income. The calving frequency of
weakened animals is also likely to be adversely affected, with consequences for
the expected income stream from a future herd. In addition, emaciated livestock
have impaired immune systems and are more likely to succumb to diseases, fur-
ther perpetuating the cycle of morbidity. In extreme cases, severe shortages of
water and forage lead to mortality.

Uninsured risks, particularly for valued productive assets, leave poor house-
holds exposed to serious losses from negative shocks. The welfare costs due to
forgone investment opportunities and ineffective coping methods are consider-
able (Dercon, 2005; Dercon et al., 2005; Barrett et al., 2006; Carter and Barrett,
20006).

Mortality due to the key sources of vulnerability — starvation and disease —
has generally been the most amenable to insurance, and comprises the set of risks
that a majority of livestock insurance programmes cover. However, not all risks
are insurable, and therefore it is important to build an overall risk management
strategy that also includes reducing risk through preventive measures such as better
feeding, vaccination, breeding and de-worming.

Livestock insurance provision to the poor

In the few examples of livestock insurance schemes in developing countries, gov-
ernments and the public sector have often been the pioneers. As an extension of
the agricultural support that governments may provide, including the guarantee
of minimum prices for agricultural commodities, re-financing, extension services
and subsidies for inputs, insurance covering the inherent risks of agricultural
production is a complementary method to boost agricultural production and the
economic welfare of rural households.
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India, which holds the largest stock of livestock in the world and boasts one
of the largest government-supported insurance programmes for agriculture in
the developing world, has offered various livestock insurance schemes since 1971,
when nationalized banks, through the Small Farmers Development Agency,
began to finance the purchase of cattle and offered mandatory insurance to pro-
tect their loans (Sharma, 2010). Table 12.2 describes the various programmes
started by the Government of India since then.

Chronological events in the insurance history of India

Year  Implementing agencylprogramme — Note

1971 “Cattle Insurance Scheme” by Nationalized banks began to finance the purchase
Small Farmer’s Development of cattle and agreed to collect premiums from
Agency beneficiaries. Cover was for one year and the pre-

mium was collected annually.

1983  “Cattle Insurance Policy” under  Livestock and asset insurance was extended to the
Integrated Rural Development  poor along with the IRDP subsidized loans (5o per
Program (IRDP) cent subsidy). Compulsory product with loan.

The premium amount was 2.25 per cent (death)
+0.85 per cent for permanent total disability and
the product had no age limit for the cattle.

1983  Livestock insurance under market  Voluntary product and no subsidy. For animals
agreements not covered under IRDP. Premium: 2.85 to 4.00
per cent. Age specified: two to eight years for milk
cow, three to eight years for buffalo.

2006 “Livestock Insurance Scheme” The insurance premium is subsidized 50 per cent.
implemented by State Livestock ~ Competition increased between public and
Development Boards and State  private players; premium not to exceed 4.5 per
Animal Husbandry Departments  cent for annual policies and 12 per cent for three-

year policies.

One salient similarity between these programmes is that even where private
players have underwritten the risk and provided the agency and distribution
services, the Government of India has subsidized these efforts, mostly by paying
5o per cent or more of the market premium. Despite this, product take-up has
been relatively low, with less than 8 per cent of total insurable cattle covered
(indiastat.com, 2010). Among the reasons cited for such a performance are poor
implementation and limited distribution, inability or unwillingness to pay, and
limited awareness of the product.

This pattern of government support is mirrored in other developing countries
with livestock insurance programmes. In Eritrea, the National Insurance Corpo-
ration of Eritrea (NICE), established in 1993, offered a range of subsidized insur-
ance products ranging from medical and asset accident insurance to various agri-
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cultural policies, including livestock losses (Mohammed and Ortmann, 200s).
NICE’s livestock insurance policy, limited to dairy cattle, indemnifies the
insured for death due to accidents, illness, diseases and epidemics. With a subsi-
dized premium of 4 per cent of a cow’s value, indemnification is limited to 75 per
cent of the sum insured.

Despite the high asset value of cattle in Eritrea and the considerable mortality
risks faced, almost 10 years after the product was offered only 4.4 per cent of
dairy farmers have used its services (Mobae, 2002). Studies indicate that such a
low demand is due to poor NICE cover, lack of farmer understanding of the
product, and an ineffectively tailored product (Mohammed and Ortmann, 2005).

In the Islamic Republic of Iran, where agriculture accounts for a quarter of
the nation’s GNP and 85 per cent of the agricultural workforce is employed in
livestock production (Naecemi Nezam Abadi, 1999), livestock insurance is offered
through the state-owned Agriculture Bank. While the product is subsidized and
target clients claim strong demand for livestock insurance, take-up has been
quite weak (Chizari et al., 2003). The cost and unfavourable terms of the policy,
as well as slow and uncertain claims payments, have been highlighted as the
cause of the poor acceptance level (Chizari et al., 2003).

Viet Nam has had a more varied and comprehensive experience with live-
stock insurance than Eritrea and Iran because the role of the state has been more
pronounced and livestock insurance has been offered as a stand-alone product.
In Viet Nam, much like in India, the logic behind livestock insurance is driven
by the demand for credit for livestock purchases. Sixty per cent of houscholds
currently take out loans for livestock production and s4 per cent of all formal
loans in the rural areas of northern, central and southern Viet Nam are for live-
stock (Duthues et al., 2004; Duong and Izumida, 2002). As such, there is a dem-
onstrated need for livestock insurance to protect lenders from default risk.

Duthues et al. (2004) investigated the constraints and potential of livestock
insurance schemes in Viet Nam by looking at four different types of insurance
providers: a credit-linked insurance product within a state-owned company; a
credit-linked insurance product offered through a development project; a pure
livestock insurance contract offered by a state company; and finally, a private
insurance company. These efforts faced several challenges, including the collapse
of the state-owned company offering pure livestock mortality contracts, and
large losses met by the state-owned company and the development project offering
credit-linked products. Dufhues et al. (2004) conclude that the lack of mortality
data available to determine premiums accurately, as well as political pressure to set
low-level premiums, have been the biggest problems facing the development of a
sustainable livestock insurance market for smallholders in Viet Nam.

The progress made in Viet Nam, however, is promising. The private, strictly

commercial initiative was driven by Groupama, one of Europe’s leading multi-
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line insurance companies with a strong emphasis on agricultural insurance across
the world. In September 2002, Groupama began to offer livestock insurance in
Viet Nam. After the first several years in which Groupama made losses on this
product, the company has expanded its extension infrastructure, opened comple-
mentary veterinary shops to assist with monitoring and verification, carried out
data collection exercises to improve its understanding of the risks, and revised its
product terms.

Similar experiments have been conducted by BASIX and IFFCO-Tokio in
India. BASIX’s successful implementation of the product has constantly led to
lower mortality and morbidity in the area and more widespread livestock insur-
ance (Box 12.1). Preliminary results from the Indian insurer IFFCO-Tokio’s tech-
nology-driven product give hope that livestock insurance can be commercially
viable (see Box 12.2).

Livestock risk management strategy by BASIX, India

BASIX, a livelihood promotion institution, offers a full range of financial and
non-financial services to assist poor households. Bundled with preventive
veterinary care, its livestock insurance product underwritten by Royal Sun-
daram covered 26129 cattle as at 31 March 2008. One of the main process inno-
vations was that the certification of animal value and health was delegated to
BASIX field staff. It reduced transaction costs as no veterinarians were involved,
so the product could be offered at a lower price. The lack of technical
knowledge was overcome by staff training. It was also assumed that even if the
BASIX staff made some errors, the benefits of this solution would outweigh
costs, which were previously generated by low-quality and fraud-prone
veterinary services.

To reduce mortality risk, field staff provide preventive veterinary services to
policyholders. Other product features included a 10-day waiting period from the
date of tagging, 100 per cent sum insured, underwriting by the insurance
company based on submission of electronic data by BASIX, and a discount on
premiums for multiple animals (5 per cent for two animals, 10 per cent for three
or more). These features have enhanced the value proposition to farmers, and
reduced fraud and moral hazard.

Source: Adapted from BASIX, 2011.
Before introducing some of the innovations in processes and policies that can

unleash the promise of livestock insurance, the next section describes in greater
detail some of the difficulties that must be overcome.
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Difficulties in providing livestock insurance

Livestock insurance is a relatively small segment of the market, accounting for
4 per cent of the total agricultural insurance premiums written worldwide (Itur-
rioz, 2009). Observations indicate the huge potential but very low penetration of
this market, which implies that livestock insurance is either too costly or is not
designed to meet the specific needs of the target clientele. These problems — high
cost of premiums or poorly designed products — are the result of a series of
hindrances across the supply chain.

Like many other insurance products, livestock insurance is plagued by the
twin problems of moral hazard and adverse selection, which are based on asym-
metric information between the insurer and the insured. Ineffective identifica-
tion techniques, costly claims verification methods, and a lack of standard valua-
tion considerably facilitate the rampant fraud in the industry. In parts of India,
insurers fear that a substantial portion of livestock insurance claims are fraudu-
lent, as indicated by the high mortality rate in insured areas (Sharma, 2010). To
curb losses due to moral hazard and adverse selection, insurers resort to tighter
controls which not only increase the costs of premiums but also make it difficult
to comply, thereby discouraging take-up. There is a serious need to improve veri-
fication and monitoring processes to break the perpetuating cycle of fraud and
low take-up.

Livestock insurance, particularly those products targeted at smallholder pop-
ulations in rural areas, is considered a transaction-heavy product for the follow-
ing reasons:

Monitoring and verification: To combat fraudulent claims, insurers must appoint
their own veterinarian, or other relevant agent, for tagging, valuation and risk
calculation. Verification of a loss in remote rural areas for one to two insured ani-
mals is a considerable transaction cost relative to the revenue stream drawn from
the particular client.

Valuation of animals: The value of livestock is closely correlated with their age,
health and production capacity. Due to the range of breeds in different geo-
graphical areas with different feeding patterns, insurers find it difficult to assess
the correct value and are therefore hesitant to enter this market.

Identification of animals: Insurers obviously need to know which animals they
are insuring; however, poor identification techniques substantially increase the
moral hazard problem and consequently affect product pricing.

High operational cost: Operational processes associated with issuing policies
and settling claims can be labour-intensive, and hence expensive.

High incidence of fraudulent claims: Fraudulent practices are rampant in live-
stock insurance due to fragile identification methods.
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— Absence of actuarial pricing: It is difficult to produce an effective design in an

environment lacking in data to make credible probability assumptions and to
price insurance products appropriately. Consequently, underwriting becomes
difficult when the policyholder is unable to or does not disclose the correct
health status and history of animals.

Complementary systems for risk reduction: Most livestock support services
such as artificial insemination or natural service, vaccination and de-worming are
time-sensitive. Government institutions are not always able to deliver on time
due to both financial and bureaucratic constraints. Though the government
understands that there is a compelling need to improve the dairy and animal
husbandry sectors, efforts can be so thinly spread that the desired positive effects
are not achieved. Therefore, many obstacles remain unchallenged, probably due
to the public nature of animal health interventions.

While supply-side obstacles present the biggest hindrances to a sustainable
livestock insurance market, demand considerations must also be taken into
account. Demand-side challenges for livestock insurance are not much different
from those for other insurance products. Inability or unwillingness to pay, cou-
pled with a limited knowledge of the product, hinder the growth of livestock
insurance.

Catalysing the market: Innovations to make livestock insurance viable

Despite these significant challenges to achieving viability and scale, some innova-
tions are emerging that enable the obstacles identified to be circumvented. As
explained below, some recent developments in product design, identification
methods, operational processes, institutional models, technology and subsidies
may pave the way for the expansion of viable livestock insurance.

Expansion of product risk cover

There is a need for more comprehensive cattle-care covers. Most livestock prod-
ucts cover mortality and its various causes, but insurance may be more attractive
if it addresses more than death risk and tries to graduate towards “productivity
cover”. Productivity (e.g. lactation rates or calving frequency) can be affected by
disease, climactic extremes and other factors that lead to considerable income
shocks for the poor. While greater risk cover means higher premiums and thus
lower demand from households with limited liquidity, premiums for such
products could be made more attractive by bundling them with risk-reduction
strategies to contain overall risk and help households benefit from the arrange-
ment.
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Improved identification methods

Various identification methods have been tested in the market with interesting trade-
offs between costs and effectiveness (see Table 12.3). As shown by the IFFCO-Tokio
example (see Box 12.2), the rapid improvement in technology for the identification and
tracking of livestock may help overcome one of the biggest difficulties for livestock
insurance. Radio frequency identification (RFID) not only facilitates identification,
but also has other important applications, such as the ability to gather and store
appropriate data easily. Once RFID technology has enabled sufficient data to be
generated and recorded it will become easier to implement risk-reduction measures
and to track diseases than it has been in the past. Technologies that can help identify
and track the physiological characteristics of animals need to be further analysed so
that their costs and benefits can be assessed. In time, cost reduction, greater efficiency
and the information-provision capacity of technology-based livestock identification
and tracking systems will reduce the expense of monitoring and bring down the
incidence of fraud. This should permit a considerable reduction in premiums.

Comparison of different techniques for identification of livestock

Issuelstrategy Read distance  Ease of reading Retention Ease of application Cost
Metal tag Inches Varies Low Easy < US$o.01
Branding Feet Good (while Fades over time Difficult Cheap
still visible)
Tattoo Few metres ~ Low Fades over time  Difficult Cheap
Ear notch Feet Difhicult Long Difficult Cheap
Colour pattern ~ Metres Difficult Long n.a. Cheap
Bar-code Inches Varies Good to Easy Cheap
moderate
RFID (implant) Inches to feet Easy Good to Slightly difficult US$1to US$4
moderate (depends on volume)
RFID (external) Inches to feet Easy Good to Easy US$1 to US$4
moderate (depends upon volume)
DNA testing n.a. Lab testing ~ Lifetime Test takes time Very expensive
Retinal imaging Inches to feet  Easy Lifetime Equipment set-up Not used extensively
Muzzle identifi- Inches Requires Good Precautions to take  Still in experimental
cation expertise muzzle imprint stage

Source: Adapted from Comparison of animal identification devices and numbering systems, 2010.

Improved processes

Both the BASIX and IFFCO-Tokio examples described in this chapter empha-
size the importance of redefining the involvement of veterinarians in the live-
stock insurance processes. There is a high risk of collusion between veterinarians
and farmers and even other intermediaries involved in the value chain, such as
lenders. Therefore, both schemes employ their own veterinarians and use their
front-line staff to take over some of the veterinary tasks.
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Improving the viability of livestock insurance at IFFCO-Tokio

[FFCO-Tokio is testing a livestock insurance model to reduce fraud by using an
identification device based on RFID technology. In the period from August
2008 to March 2010, almost 15000 cattle were insured. While the project is still
in its pilot stage, the lower claims ratio (42 per cent), which is less than a fifth of
the claims ratio with traditional ear tags, suggests that the new technology is
working.

Perhaps even more important than the technology is the change in process
that IFFCO-Tokio initiated because of the technology. IFFCO-Tokio now over-
sees the tagging of each new animal, reducing the possibility of claims being filed
for uninsured animals. There is still visible resistance to the new technology from
bank staff and veterinarians as it is no longer possible for them to make fraudu-
lent claims. Contrary to previous concerns, the RFID-driven cattle product is
well accepted by clients. By and large, the cattle owners accept the new technol-
ogy as the enrolment and claims processes are clear, and the technology does not
increase stress for cattle. Some have even indicated that they prefer RFID to the
external tag because it protects their privacy, as neighbours do not know that
they received a loan to purchase the animal.

Source: Adapted from the ILO’s Microinsurance Innovation Facility, 2011a.

Index-based insurance

Index-based insurance is a promising innovation that has gained attention over
the past decade and given rise to many pilot products across the world (see Chap-
ter 11). Index-based insurance products might be particularly relevant given low-
income households’ growing exposure to climate-related risks (see Chapter 4).
The creation of insurance markets for events that can be precisely calculated and
linked to a well-defined index is increasingly being championed as a way to make
the benefits of insurance available to the poor (World Bank, 2005; Skees, 2008;
Hazell et al., 2010).

Although typically associated with crop insurance, index-based insurance
can also be relevant for livestock cover (see Table 12.4). This technology sharply
reduces transaction costs and hence may help to make a product profitable.
Index-based insurance also helps to reduce the moral hazard and adverse selec-
tion problem. However, all this comes at the cost of basis risk, whereby there
may be a discrepancy between the insurance payout and the farmer’s actual
losses.
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Index-based insurance experiments for livestock insurance

Country Scheme or type of insurance  Salient features Service provider

Mongolia Death cover Index-based product for Risk-layering by cattle
migrating population dur-  rearers, insurers and govern-
ing harsh winters based on ment
historical mortality rates

Kenya Cover for catastrophic Index-based product against Pilot by private insurers
events like drought, which  drought and other weather ~ with the support of the
impacts fodder phenomenon using NDVI  International Livestock

Research Institute

Mongolia was the first to pilot an index-based insurance product for
livestock that covered substantial losses due to extreme winters (see Box 12.3). In
January 2010, the second index-based livestock insurance product was launched
in the Marsabit district of northern Kenya and was aimed at providing insur-
ance cover for livestock mortality due to a prolonged lack of forage (Mude et al.,
2010). The Marsabit index is derived from a satellite-based normalized differ-
enced vegetation index (NDVI) series that summarizes the state of rangeland
forage availability. More than 1000 livestock were insured during the period to
May 2011.

Both of the projects are still in their experimental phase and need datasets to
substantiate the success stories. Moreover, index-based livestock insurance might
be effective in semi-arid zones but its application to areas with more complex,
multi-activity agricultural production might not be possible. The jury is still out
on the effectiveness of this solution if no subsidies are received from the Govern-

ment.

Community-based model

While there are few experiments around the globe to test and verify commu-
nity-based models for livestock, their potential benefits cannot be neglected.
The Livestock Protection Scheme (LPS) running in Andhra Pradesh, India is
one example. The programme was successful in reducing fraud through com-
munity supervision and vigilance (Sharma and Shukla, 2010). The programme
managed to keep the total delivery costs down and achieved significant out-
reach (see Table 12.5). Close monitoring with strong community ownership
resulted in reduced fraud, helped to build trust among community members
and was instrumental in increasing enrolment. However, the scheme is self-
insured, which might become a problem if mortality increases and, as with
many community-based schemes, it might run into governance problems
when a larger scale is achieved.
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Index-based livestock cover in Mongolia

In 2005, the World Bank was invited to assist the Government of Mongolia with
a livestock insurance programme. Since it was clear that it would be impossible
to implement a traditional scheme that performed a loss assessment on animals
in the vast space of Mongolia in harsh winter conditions, alternative methods for
measuring livestock losses were sought. Mongolia had been conducting a census
of animals every December since the early 1920s, which provided estimates of
mortality rates of animals by species and by soum (rural districts). It was pro-
posed that these data be used as the basis of premiums for a new insurance pro-
gramme. Policymakers and others understood that premiums based on soum-
level mortality rates would retain the incentives for herders to work hard to save
their animals in severe winter conditions.

The goal of index-based livestock insurance (IBLI) is to provide cover for cat-
astrophic livestock mortality events within a region, recognizing that smaller,
individual livestock mortality risks are better addressed through appropriate
household-level risk management strategies. The IBLI pilot involves a public—
private partnership with a commercial insurance product, the Base Insurance
Product (BIP), and a Disaster Response Product (DRP) to compensate herders
when major livestock losses occur. The BIP pays when soum livestock mortality
rates exceed 6 per cent. Losses beyond 30 per cent are managed by the DRP and
currently paid with a contingent loan from the World Bank, with the intention
that they will be financed by the Government of Mongolia after the pilot ends.
Thus, the commercial exposure (BIP) is for the layer between 6 and 30 per cent
mortality and the social component (DRP) is for losses exceeding 30 per cent
mortality. Herders can select their sum insured based on an aggregate value of all
their animals for the specific species. Typically, herders have been insuring about
30 per cent of the estimated value of their animals.

In general, IBLI has exceeded the performance goals that were developed
when the project started. Four insurance companies are currently participating.
In 2006, 2 400 policies were sold; over 3700 policies were sold in 2007; and 4100
policies were sold in 2008, representing 14 per cent of herders in the pilot
provinces. In 2008, following high livestock losses, US$340 000 was paid out to
1783 herders. All financing systems worked as planned; a small amount was
drawn from the contingent debt facility. Lenders have offered lower interest rates
and better terms for loans to insured herders, and the National Statistics Office
has successfully implemented a mid-year census to facilitate timely payments as
most losses occur in the first five months of the year.

Source: Adapted from GlobalAgRisk, 2009.
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Parameters of performance for LPS, Andhra Pradesh, India

2006 to 2007 2007 t0 2008 2008 t0 2009 2009 to 2010
Enrolment 3519 4756 48 675 90 035
Claims received 96 120 327 =
Percentage of claims ~ 2.73 2.52 0.67 -

Source: LPS, DRDA, State Government of Andhra Pradesh, India, 2011.

Smart subsidies
As transaction costs are high and capacity to pay is low, governments may need
to intervene to catalyse livestock insurance. This has often been accomplished
with the provision of blanket subsidies to state-owned insurance companies or
even as discounted premiums paid to private insurers. While a strong case can be
made for the need for subsidies to support nascent ideas that may result in social
welfare gains, their application has often been ad hoc, dampening incentives for
innovation, and has been blamed for many failed attempts to provide livestock
insurance. In addition, as mentioned above, various government programmes
have shown that direct subsidies have not helped to increase coverage, instead
leading to stagnation in product development.

There is a strong case for well-targeted “smart” subsidies that could help to
accelerate the development of livestock insurance based on the principles of a
competitive market:

At producer/farmer level: Subsidies can be used as premium discounts for live-
stock keepers who practise risk-reducing husbandry. It will help to achieve the
objectives of inculcating good risk-reducing practices by rewarding those who
engage in them with discounts, and reducing overall premiums by minimizing
the actual exposure to risk.

At intermediary level: Where aggregators help to pool risks and reduce transac-
tion costs, subsidies could be in the form of the fixed costs to set up the necessary
business processes. Intermediaries can also be encouraged to provide data or
other services that can help insurers operate more efficiently at lower cost.

At insurers’ level: Premium subsidies could be given to insurance companies,
but they should regularly bid for these subsidies in an open and transparent sys-
tem that allows new competitors to enter. The provision of premium subsidies
could also come with conditions that insurance companies must adhere to, such
as performance contracts, to retain the business.

The provision of subsidies can reduce premiums, stimulate demand and
improve innovation in contract design by increasing information, reducing the
leakage due to fraud and allowing the provision of premium discounts to clients
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who take other risk-reduction measures. However, as the PICC case study shows
(Box 12.4), even if subsidies can make the product more affordable, it might not
be enough to stimulate demand for it.

Paying the premium after the term?

PICC, a state insurer in China, in collaboration with the Government’s agricul-
ture extension services, has been piloting a voluntary swine insurance product
since 2005 in Sichuan province. The local government pays a 40 per cent subsidy
for the premium, which is set at an affordable rate of RMB 10 (US$1.50) per ani-
mal. Demand for insurance remains low even when premiums are heavily subsi-
dized. Sales stagnated at the level of 200000 pigs covered annually, or 20 to 25
per cent of the total market.

Liquidity constraints and a lack of trust in insurers play important roles in
the low take-up of microinsurance. To overcome these problems, researchers
from the Beijing-based International Centre for Agricultural and Rural Develop-
ment (ICARD) and the US-based International Food Policy Research Institute
are testing an alternative premium collection arrangement in which farmers will
be allowed to defer paying until the end of their insured period. Farmers who
enrolled in the pilot programme in 2011 were provided with an insurance
voucher that identified them as having the swine insurance cover. This arrange-
ment enables farmers to benefit from insurance despite the trust issue and
liquidity constraints they face. Default on premium payment is expected to be
limited by eligibility to access insurance in the next period, as well as by the
involvement of government extension services in the scheme.

Source: Adapted from the ILOs Microinsurance Innovation Facility, 2011c.

Conclusion

Livestock production offers a credible way out of poverty for many smallholder
livestock keepers. However, for them to effectively participate in the livestock
revolution and share in its expected benefits, they must have access to methods of
managing the various risks involved in livestock rearing and marketing.

Livestock insurance has the potential to help many livestock keepers manage
the production risks they face. Despite its promise, however, the implementation
of livestock insurance poses many challenges. The supply of livestock insurance is
hampered by difficulties in identifying and tracking insured livestock and the
substantial cost of making sales to smallholders in remote areas. This naturally
creates disincentives for the design of intelligent policies. Catalysing supply would
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require tapping into innovations in new information technologies that reduce
fraud and the costs of delivery. It is important to point out that in the current
distorted market, demand also remains a big problem due to lack of awareness
and unwillingness to pay the premium.

Solutions can be developed to improve the livestock insurance markets
throughout the world. The application of index-based and community-based
models to livestock insurance is definitely worth further exploration. Better mar-
keting strategies and motivating insurance sales agents to sell livestock insurance
products will certainly help to boost demand. New technologies such as RFID
and NDVI are being tested. Finally, the livestock insurance sector can aim to
build strong livestock management systems. Risk reduction and risk transfer sys-
tems should be integrated so that the overall performance of the livestock sector
can be improved.

Despite early failures in livestock insurance provision, a more favourable
institutional and infrastructural environment, technological improvements in
design and delivery, and growing demand, not to mention insights gained from
previous experiments, offer hope for commercially viable and welfare enhancing
livestock insurance. Even where subsidies may be necessary, the case for subsidized
livestock insurance as a productive safety net to facilitate the entry of the poor
into livestock production and marketing could be compelling.
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Anyone who has struggled to meet a deadline, stay on a diet or save for a large
purchase knows how difficult it can be to translate intentions into actions. Many
of us struggle when temptation is near, tomorrow’s problems seem distant and
choices are complex. These realities drive the field of behavioural economics, the
branch of research that incorporates lessons from psychology and economics to
enrich understanding of how people make decisions.!

Ideas from behavioural economics are transforming understanding of finan-
cial decision-making. One important lesson is that small changes in the design of
products and marketing can sometimes make a surprising difference to how and
whether financial products are used.

This chapter draws on behavioural economics ideas and results from labora-
tory and field research to describe new insights into how households think about
losses and gains, weigh present and future trade-offs, struggle with self-control
and are influenced by the way choices are framed. These insights may help insur-
ers to improve product design, marketing, insurance education, pricing and take-
up. This chapter articulates possibilities and describes examples, from microin-
surance and broader contexts, to show practical ways in which behavioural ideas
might be deployed to expand access to insurance.

Small changes can make a surprising difference

The microinsurance sector has grown in the last few years, but significant
demand- and supply-side challenges remain. Suppliers are seeking ways to lower
transaction costs, develop suitable distribution channels, adopt new technologies
and improve organizational structures. These suppliers also realize that increasing
demand and creating a culture of insurance in vulnerable communities will require
changes in attitudes and beliefs, which can be a slow process (see Chapter 14).

For a broad introduction to behavioural economics, see Thaler and Sunstein (2008); for critical
perspectives see Rubinstein (2006) and Giith (2007).
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This chapter is a discussion of simpler changes, small adjustments that insur-
ers and delivery channels can make that can have a meaningful impact on how
people understand insurance, whether they buy it, and how they use insurance
products.

To influence decisions, organizations must: 1) understand how decisions are
made; 2) understand the context and “construals” under which poor households
operate; and 3) evaluate the factors that prevent action (Mullainathan and Shafir,
2009).

The choices we make are a function of both our personal characteristics and
the contexts in which we operate. Traditionally, economists have not paid much
attention to the power of context, focusing instead on the internal, personal
characteristics of decision-makers. However, experimental research shows that
situational factors can influence a person’s action in important ways — people
sometimes behave very differently when external circumstances are modified.

Another overarching lesson from behavioural economics is the role of “con-
strual”. People do not always process information and choices in an “objective”
manner. Rather, information is construed, interpreted and processed, based not
on the actual state of the world but on our mental representation of the options
(Mullainathan and Shafir, 2009). As a consequence, the way choices are framed
can matter greatly. Simply providing information is not enough — it is important
to understand how that information will be processed.

Strategies

This section reviews eight situational adjustments that can influence behaviour

and explores how framing can influence people’s decisions to buy and use insurance.

Keep it simple

When people make decisions, they evaluate the available options and choose the
one they like best. Economists have long believed that “rational” people therefore
welcome having options — the more alternatives they have to choose between, the
better off they are. In traditional economic theory, that is the whole story, but
behavioural economics offers a different view.

First, behavioural economics research has shown that adding choices can do
more than just increase options; it can change the nature of choice-making itself.
This puts a focus on “choice architecture”. Choice architecture is the context in
which a decision is made and, especially, how options are presented, or framed.
The focus is on which options are available and, critically, on how the available
options are perceived.
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Differences in framing can be subtle, but they matter. Options can be pre-
sented alone or in comparison to something else, and the nature and the number
of available alternatives for comparison matter.

Consider an example from magazine sales that has parallels to insurers selling
a range of bundled products. Ariely (2009) reports on an experiment in which
people were offered magazine subscriptions. Individuals were presented with two
lists of subscription options. The first list included three items: online only for
US$59, print only for US$125, and the combination of “print + online” for
US$125. The second list included two items: online only for US$59, and print +
online for US$125. In the first list, the choice of “print only” is irrelevant from the
point of view of traditional economic theory: it costs the same as “print + online”
but the latter provides more value. It so happens, however, that including the
“irrelevant” option strongly influences the choice made by individuals: 84 per
cent of those asked to choose a subscription option in the first list chose the
expensive “print + online” option, but only 32 per cent of those choosing in the
second list did. In other words, including an irrelevant item in the list of sub-
scription options increased take-up of the expensive product by more than 160
per cent.

It is not the point of the example to show how to manipulate customers into
buying expensive products. Instead, it shows how different combinations of
options can shift the focus of customers, often inadvertently. Insurers can test
menus of options to keep customers focused on the most meaningful options.

Second, new evidence shows that when people face an excess of options, they
can experience feelings of conflict and indecision that can lead to procrastination
or inaction. This phenomenon, called “choice overload”, can be a real problem
when it stands between people and the important decisions they want or need to
make. The solution is not to eliminate all choices, but to recognize that providing
too many choices can lead to inaction, counter to the desired outcome. In micro-
insurance, it should be borne in mind, typical choices are not simply between no
insurance cover and formal microinsurance products, but may also include a
range of informal mechanisms that poor households use to protect themselves
against risk (Collins et al., 2009).

The existence of a choice overload effect is supported by experimental evi-
dence. The best-known example is an experiment in a California grocery store.
Shoppers were presented with a selection of jams to taste. Among those who
stopped to taste the jam, shoppers were much more likely to purchase a jar when
they were presented with six choices than when they had 24 jams to choose
between (Iyengar and Lepper, 2000). The idea of choice overload has been chal-
lenged (e.g. Scheibehenne, 2008; Greifeneder, 2008), but the relevance to finan-
cial choices remains worthy of concern. The choice overload idea shows up, for
example, in decisions to save. In the United States, many individuals can save for
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retirement through partially tax-exempt savings accounts available through their
employer. Enrolling in such accounts, however, can be complex: it involves
choosing what percentage of one’s salary to save and how to allocate the money
saved among many financial products with different risk profiles and returns.
Researchers implemented a Quick Enrolment™ mechanism that allows employ-
ees to sign up for a savings account with pre-set contribution rates and asset allo-
cations. The choice is greatly simplified: it becomes only about whether to save or
not, omitting choices about how much to save and how. As a result of the simpli-
fied Quick Enrolment™ mechanism, participation rates among new employees of
an actual firm tripled (Choi et al., 2009).

Another example comes from a randomized field experiment in South Africa.
Bertrand et al. (2010) sent former clients of a consumer lender direct-mail mar-
keting letters for a loan. They randomly varied different elements of the letter,
including the interest rate advertised, reference to the interest rate as special or
low, suggestions for how to use the loan proceeds, a large or small table of exam-
ple loans, and a comparison with a competitor’s interest rate. Overall, the authors
found that advertising content had a significant effect on loan take-up. In partic-
ular, the number of examples presented in the letter influenced people’s decision
to apply for a loan. Potential borrowers who received a loan marketing letter with
one example of principal, interest rate and maturity were more likely to apply for
loans — not necessarily with the amounts and rates advertised — than those who
received letters with several examples. For the lender, this was a small, no-cost
detail of its advertising content, but it made a real difference: the estimated effect
on take-up was the same as that of a 25 per cent reduction in the interest rate.

Simplicity is important in microinsurance marketing as well. Products that
provide various cover options or opt-out/opt-in features can be so complicated
that potential customers turn away — even if on paper the design makes sense.

Frame the loss

Another aspect of framing is the kind of message attached to a decision. Options
can be presented with a positive message: “Take advantage of this once-in-a-life-
time opportunity”; or a negative message: “Don’t miss out on this once-in-a-life-
time opportunity”.

An example of positive and negative messages is gain and loss frames. Insur-
ance marketing can convey the same basic information by drawing attention to
the positive benefit of cover in the face of an adverse event or by highlighting the
loss incurred by an uninsured person facing the same event. Theory suggests that
negative framing is more powerful than positive framing, and there is some evi-
dence that loss-framed messages induce demand more powerfully than gain-
framed messages (e.g. Ganzach and Karsahi, 1995). For example, messages like
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“Don't lose your property or the money you put aside, buy insurance to be cov-
ered in case of emergencies” could lead more people to sign up for insurance than
a positively framed message, such as “Increase your peace of mind, buy insurance
to be covered in case of emergencies”.

The explanation for the power of loss frames is that invoking potential losses
triggers “loss aversion”. Loss aversion is well-documented in the behavioural eco-
nomics literature. A battery of experimental evidence has shown that the per-
ceived loss associated with giving something up is greater than the perceived gain
associated with obtaining it (Kahneman and Tversky, 1979; Tversky and Kahne-
man, 1991). The imbalance leads to an “endowment effect”, or a preference for
what one already has. In other words, when we own something we think it is
more valuable than other people do.

List (2003) looked for evidence of the endowment effect. He randomly
selected research participants to receive a mug, a candy bar, both, or neither, and
then surveyed them about their preferences over the two goods. Participants
who did not receive anything were asked which of the mug and candy bar they
would like to receive. Overall, they did not have a strong preference for either of
these two low-value, common items — they were as keen on the mug as the
candy bar. Participants who received either the mug or the candy bar, however,
were much less likely to subsequently trade what they had for the other item —
they were about four times more likely to leave the experiment with the item
they initially received. The “endowment” mattered. Accordingly, in the case of
insurance, suppliers often achieve success when stressing the potential loss of
existing assets.

Facilitate self-control

Insurance, like savings, can be seen as an investment that yields future cash-
flows. In a perfectly rational world, households would consider their present and
future needs and optimally balance current consumption against saving and
investing for the future. However, this is not the case. The temptation to spend
our money now often gets between us and our most strategic investment goals.
Behavioural economics offers an explanation for problems with self-control
and temptation. The notion of “time inconsistency” yields one of the field’s most
important insights for financial decision-making. Time inconsistency captures
situations in which people have preferences at different points in time that con-
flict with each another. For example, experimental data shows that some people
are particularly impatient with regard to meeting their present needs. So, even if
these people genuinely value saving regularly in the future, that plan will be hard
to sustain since, as time goes by, the future becomes the present and the prefer-
ence to consume will prevail. If given the chance, some people will change their
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minds about saving. The tension is sometimes called “present bias” and it can
similarly reduce the demand for insurance.

Self-control problems, for example, make it hard to accumulate the lump
sums needed to make large, up-front premium payments. In fact, the size of pre-
miums is frequently mentioned as an obstacle to buying insurance. One way to
accommodate self-control problems is therefore to make it easier to pay insur-
ance premiums by allowing customers to pay in small instalments rather than
insisting on one large payment. This approach is modelled on other financial
tools already used by the poor. Both microcredit contracts and informal saving
schemes use small and frequent payments to help the poor create larger sums.
There are, of course, sometimes economic reasons for up-front premium pay-
ments in the microinsurance context, but it is no surprise that practitioners are
increasingly introducing small and frequent payments.

Another way to address self-control problems is with commitment devices.
Traditional economic theory argues that people always value liquidity, or the
option to spend money at any time, in the present or in the future. Behavioural
economics research, however, shows that people who exhibit a present bias may
prefer products that offer structure and impose discipline, such as a contractual
savings account or an endowment life insurance policy (see Chapter §), which
restricts access to funds until a certain date or the achievement of a savings goal.

Experimental evidence on contractual savings accounts shows that they can
be powerful. Ashraf, Karlan and Yin (2006) conducted a field experiment to test
the efficacy of a contractual savings product offered by Green Bank of Caraga in
the Philippines. They randomly divided clients into three groups and offered the
contractual savings products, called SEED, to one group. Another received noth-
ing extra. A third group received promotional material on the value of saving
(but no contractual savings product). All groups also had access to a standard
savings product without any commitment feature, and the SEED account
offered the same interest rate as Green Bank’s standard savings accounts; the only
difference was the impossibility for its holder to withdraw the funds until reach-
ing his/her goal. What appears to many people as a limitation of the account was
valued by others: women identified as having potential self-discipline problems
were 15 percentage points more likely to sign up for the SEED account than
other women. No difference existed for men. In addition, the commitment fea-
ture had a clear impact on savings balances. After a year, the average bank
account savings increased by 81 per cent for customers offered SEED accounts,
which was substantially higher than the savings in the other group.

This type of commitment mechanism can help people with self-control prob-
lems buy insurance. For example, insurance providers could offer an option to
pre-commit during a lean season to buying insurance during the next harvest
season. The lean season is when the need for insurance is felt the most, because
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farmers cannot afford expensive emergencies, but it is also the time when farmers
might not have the funds to buy insurance. Pre-committing to buying insurance,
like the example tested by ICARD in China (see Box 12.4) could help some
households who want to buy insurance but cannot avoid spending the money
they would like to reserve for paying premiums.

In many ways, insurance itself is a commitment device, which requires indi-
viduals to make sacrifices in a structured manner in the present to qualify for a
future benefit. Insurers can take advantage of this feature when marketing by
highlighting the commitment nature of insurance products.

Make it salient

Poor households are faced with low and irregular income flows which they use to
meet present needs. One of the main reasons poor households struggle to invest
in the future — through either savings or insurance — is that future needs are not
“salient”. Salient ideas are those that are most prominent among the many
thoughts that compete for our attention. In other words, salience means being
present at the front of our minds.

For future needs to be salient, they must be recognized and seen as priorities
relative to present needs (Armenddriz and Morduch, 2010). People might not
fully attend to future needs because they give them limited attention (Karlan et
al., 2010). As a result, some future needs might end up being completely ignored
and not factored into decisions. Making future needs salient at the point in time
when people are making investment decisions can help with planning ahead.

Like comparisons and framing, timing is an element of choice architecture
that can influence decisions. This may be particularly relevant for people with
irregular or seasonal incomes. Duflo et al. (2009) illustrate this point. The
researchers found that farmers in West Africa were more likely to purchase ferti-
lizer at the time of harvest. One explanation is that farmers have funds available
at harvest time and choose to invest the money to counter self-control problems,
as discussed above. Marketing insurance to people when they have money to
spend — during the harvest season, for example — seems intuitive. Another expla-
nation is that farmers are most likely to see the benefits of the fertilizer at the
time of the harvest, which makes fertilizer salient.

The problem of salience is particularly important for insurance. Insurance is
often bought for unexpected, unpleasant events that people prefer not to think
about. If people make their expense allocations based on needs that are most sali-
ent, these unexpected events are the lowest on their list of priorities, even though
they might have the largest impact on their well-being,.

Organizations that promote saving encounter similar challenges. Fortunately,
new evidence from experimental research is encouraging. It shows that the poor
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can and do save, and the results point to strategies insurers could use to make
their products more salient.

Through a series of randomized field experiments in Bolivia, Peru and the
Philippines, Karlan et al. (2010) tested whether text message reminders (trans-
mitted by mobile telephone) helped people to save by overcoming the limited
attention problem. In each experiment, a bank offered a savings product and sent
text messages to clients that reminded them to save. The researchers found that
reminders increased savings: they led to a 6 per cent increase in the total amount
of money saved, and a 3 per cent increase in the proportion of individuals that
met their saving goals.

In the same way that text messages encourage regular savings, insurers that
collect premium payments over time could encourage payments with reminders
that make risk management actions more salient. When asking people to pay
their premiums, messages could remind people of the benefits of insurance dur-
ing the adverse events that can affect their household.

By making adverse effects more salient, reminders can help overcome the lim-
ited attention that people typically pay to unpleasant, future events. For exam-
ple, CARE’s microinsurance programme in India organizes community-wide
celebrations when it pays out insurance claims. Public payments of claims pro-
vide an opportunity to positively make adverse events more salient, and remind
people — insured and uninsured — that insurance is helpful when these events
occur.

People also exhibit “availability bias”: whether an event is easy to recall affects
how people plan for it. The ease with which an event can be brought to mind
influences its “subjective probability”, or how likely its occurrence is perceived to
be. Recent events are more readily available, so people tend to overestimate the
probability that they will happen again. Similarly, witnessing something makes it
more salient than simply learning about it. Availability bias can explain the spike
in property insurance sales after a natural disaster, such as the increase in demand
for earthquake insurance in California after the 1989 Loma Prieta earthquake
(Palm, 1995). Regulators and insurers should be aware of this bias when educat-

ing people in disaster-prone areas.

Undermine overconfidence

Another bias that influences subjective probabilities is overconfidence. People
tend to give overly optimistic estimates of the likelihood of experiencing both
positive and negative events (Weinstein, 1980). The issue is not merely misper-
ception, however. Overconfidence holds even when people are aware of probabil-
ity statistics for the population as a whole. The bias is manifested in a widespread
tendency to consider oneself above average — for instance, 90 per cent of drivers
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in New Zealand ranked themselves as safer-than-average behind the wheel
(Walton and Bathurst, 1998). As a result, people may systematically underesti-
mate the risks they face.

This kind of miscalculation could cause people to under-invest in proactive
risk management relative to what they would invest if they were taking actual
risk probabilities into account. People may overestimate their healthiness, for
example, and underestimate the actual risks they face. In other words, when
people do not have a good understanding of how likely they are to experience a
hardship, they may undervalue protective measures like insurance.

Access mental accounts

Traditional economic theory assumes that money is fungible — it has no labels
and households” wealth can be collapsed into a single lump sum (Mullainathan
and Shafir, 2009). Insights from behavioural economics, however, have shown
that people do not always think about their money that way. Instead, they
compartmentalize their wealth into separate “mental accounts” tied to specific
spending goals (Thaler, 1990). Individuals might have different mental accounts
for expenses related to rent, education, food and emergencies. Mental
accounting might also be literally enforced by saving through different mecha-
nisms and vehicles: a ROSCA (rotating savings and credit association), asking a
friend to hold money, or a savings account in a microfinance institution. Individ-
uals maintain these accounts separately, stick to the spending goals of each
account, and are reluctant to dip into these accounts for outside expenses. This
practice partly explains the difficulty in “dis-saving”, where households are will-
ing to borrow money even though they have savings.

However, mental accounting can also be used to create an association
between the label and a future need. If individuals can create a mental association
between an income stream and the future need, then this association could make
that need salient (Karlan et al., 2010). And because mental accounts are not fun-
gible, creating this association could prevent present needs from superseding
future need.

In the text message reminder experiments discussed above, Karlan et al.
(2010) tested the effect of mental accounts by associating reminders with per-
sonal savings goals set up by clients. Some clients randomly received messages
which focused on their individual savings goals. While the associations with sav-
ing goals alone did not have a significant impact on savings, reminders that men-
tioned both particular saving needs and an incentive to save — a higher interest
rate as a reward for making every scheduled deposit, for example — increased
saving by nearly 16 per cent.
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Most people tend to have a mental account for emergencies such as a rainy-
day fund. Insurers could connect their product to this mental account to encour-
age people to see the insurance policy as an emergency fund. Referring to this
pre-existing mental account could have a powerful effect on how people view the
insurance product.

Realize the value of zero

There is something about a price of zero that people find compelling. Experi-
ments show that items given away for free are strongly (and perhaps irrationally)
preferred to alternatives with a positive cost and a higher net benefit, and that
people’s preferences suddenly change when zero enters the equation. Shampanier
et al. (2007), for example, gave research participants the option to buy either a
US$10 or a US$20 gift certificate for Amazon.com at a discount. In the first
experiment, the researchers offered the US$10 gift certificate for a discounted
price of US$s, and the US$20 gift certificate for just US$12. Most people chose
to buy the US$20 gift certificate for US$12. In the second experiment, the certifi-
cates cost US$1 and US$8, respectively. Again, most people chose the US$20 cer-
tificate. But the decision changed sharply in a third experiment. This time, the
US$20 gift certificate cost US$7 and the US$10 certificate cost US$o. Given that
choice, 100 per cent of participants chose the US$10 certificate. The gift certifi-
cates’ relative value did not change — the US$20 gift certificate always cost US$7
more than the US$1o0 gift certificate. The only thing that changed was the intro-
duction of zero, and the effect speaks for itself.

As regards insurance, people generally prefer zero-deductible/co-pay policies
to policies with cost-sharing mechanisms. The trick, though, is to take advantage
of this preference without undermining the role of cost-sharing in mitigating
moral hazard and adverse selection. One option may be to offer a health insur-
ance policy with a limited number of free outpatient visits per year, and a normal
deductible or co-payment for all covered expenditure after that.

Eliminate obstacles to action

While the focus has been on marketing insurance, behavioural economics can
also identify steps to improve the use of microinsurance. When analysing deci-
sion-making, economists often emphasize the influence of internal, personal
characteristics of the individual and focus less on the power of external, contex-
tual factors. In practice, people’s actions are influenced, sometimes dispropor-
tionately, by seemingly inconsequential “channel factors” (Mullainathan and
Shafir, 2009). The idea is that certain behaviours can be facilitated by small
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nudges. When designed properly, channel factors can be effective in translating
intentions into actions, but if ignored, they can lead to inaction.

An experiment by Leventhal et al. (1965) illustrates the role of channel
factors. Participants were educated in the risks of tetanus and the value of
vaccination, and provided with information on where to obtain the injection.
Follow-up surveys showed that the education changed participants’ beliefs and
attitudes to tetanus. The education failed, however, to change their behaviour:
only 3 per cent of the participants had themselves vaccinated. The situation
changed when channel factors were added to the education. The vaccination rate
rose to 28 per cent when participants were also provided with a map to the
nearest infirmary and were encouraged to think about an actual appointment
time. These additional channel factors were needed to translate intentions into
action.

Channel factors can have an effect on whether people buy insurance. Insur-
ance education that includes topics such as risk management and insurance con-
tracts might be useful to change households’ perception of the value of insur-
ance, but the knowledge might not translate into behaviour change if obstacles
to action are not removed. Making the purchase of insurance convenient
through on-site insurance representatives after training sessions is one example of
a channel factor.

Channel factors can also affect how people utilize the insurance. Consider the
case of a health insurance scheme with an established network of hospitals. The
insurer has screened each network hospital based on quality, and established a
pre-determined price schedule. Now all the insurer needs to do is make sure that
people use the hospitals. The first requirement is for people to know the hospitals
on the list, which can be accomplished by providing them with a map of the hos-
pitals. However, in emergency situations, people often do not have access or the
presence of mind to search for the map. Some insurers, such as Uplift in India,
have instituted a hotline for people to call during emergencies that can direct
patients to network hospitals. All the cost and effort of building a network of
providers could be wasted if patients are not guided there properly, and hence a
minor intervention can have a huge impact on how policies are utilized.

Conclusion

New evidence from research at the intersection of psychology and economics
highlights how small details can have big effects. One important conclusion is
that the context in which individuals make choices, including whether to pur-
chase insurance, strongly influences their decisions. Table 13.1 summarizes several
small-scale strategies that microinsurers can use as they aim to increase the take-
up and use of microinsurance.
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Summary recommendations

Issuelstrategy Short description

Keep it simple Offering more choices to consumers
is not always best. “Choice overload”
can lead to inaction.

Frame the loss Individuals react differently to the
ideas of gain and loss. The risk of
losing something that one already
has is a stronger motivation for
action than the possibility of gaining
something.

Facilitate self-control Many people are impatient — yet also
value the future and worry about
losses. Some recognize their incon-
sistency and seek products and serv-
ices that impose discipline and self-
control.

Make it salient Future needs, as well as uncommon
and uncertain events, are usually
not at the front of people’s minds.
Present desires and needs are usually
much more salient, and much more
likely to influence behaviour.

Undermine Insurance offers protection against

overconfidence uncertain events. Behavioural evi-
dence shows that people are typically
overconfident and think that these
events are less likely to happen to
them than to the rest of the popula-
tion.

Access mental accounts  Even though money is fungible,
people often reserve certain amounts
for specific uses. They might be able
to afford a microinsurance policy
but not buy it because, in their
mind, their money has already been
assigned to be spent on another item.

Realize the value of zero A price of zero has a unique ability
to attract people’s interest, even
when a positive price provides more

net value.
Eliminate obstacles Translating intention into action is
to action not easy. Behavioural evidence sug-

gests that “channel factors”, or small
nudges, have a surprising power to
create action.
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Implications for microinsurance

Microinsurance may be difficult to understand
for its target clients. Take-up could be increased
by reducing the number of options available in
microinsurance policies or simplifying target
clients’ choices in other ways, such as by offering
composite insurance products.

Take-up of microinsurance products could be
increased by appealing to individuals’ fear of
losing (e.g. their property, their health) rather
than advertising the benefits of insurance.

Buying an insurance policy means spending small
amounts of money in the present to receive larger
benefits in the future. Insurance can impose dis-
cipline and help people with self-control issues
accumulate lump sums. Advertising this feature
to impatient potential clients can therefore help
increase take-up.

Making future and uncommon adverse events
more salient can trigger action in the present to
protect oneself against those events, notably by
buying insurance. Paying insurance claims pub-
licly, for example, is a good way to make adverse
events more salient.

Microinsurers can increase take-up of policies by
undermining potential clients’ overconfidence,
for example by providing data about the actual
frequency of occurrence of insured risks.

Microinsurance can take advantage of mental
accounts: associating microinsurance with a spe-
cific income stream can increase the likelihood
that individuals will actually purchase a policy.

In insurance, zero-deductible/co-pay policies are
generally preferred by low-income consumers,
but cost-sharing is very helpful in counteracting
moral hazard and adverse selection. Finding ways
to exploit people’s likeness for zero could help
increase take-up of microinsurance.

Channel factors can have an effect on whether
people buy insurance, and how they utilize it.
They can be used to bridge the gap between
recognizing the need for insurance and actually
purchasing a policy, or to direct insured patients
to network hospitals where costs are lower.
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Consumer education in microinsurance involves a systematic effort to teach risk
management strategies and the role of insurance in order to promote better risk
management practices amongst low-income households. The goal of consumer
education is to provide households with knowledge and skills that enable them
to make informed financial decisions. Consumer education can be delivered by
microinsurers, outsourced to partner organizations such as distribution channels
or specialized training institutions, or be part of a collaborative national effort by
government or industry bodies.

Consumer education is often considered to be an integral part of microinsur-
ance schemes; it is intended to benefit both microinsurance practitioners and
their clients. It is supposed to help low-income households make sound choices
and practitioners stimulate demand. The current lack of academic and business
research, however, makes it difficult to prove whether consumer education can
keep its promise. New evidence from a host of on-going evaluations in Brazil,
Colombia, Ghana, India, Kenya and South Africa will be available in the coming
years to shed light on this question. Until then, lessons based on the experiences
of practitioners serve as the best guide for those designing new consumer educa-
tion programmes.

Given the growing number of consumer education programmes and the huge
demand for capacity building, the Insurance Education Working Group of the
Microinsurance Network decided to compile a list of emerging practices that
microinsurance practitioners should consider when designing education pro-
grammes. This note summarizes feedback from more than fifty practitioners who
were early implementers of consumer education schemes. Their feedback is doc-
umented in three studies (Dror et al., 2010; Burns and Dalal, 2010; Smith et al.,
2010b) supported by the ILO’s Microinsurance Innovation Facility and the
Microinsurance Network.
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The experiences of practitioners reviewed in these studies demonstrate that a
long-term, integrated approach is needed to improve risk management capacity
and increase the use of relevant financial tools. A programme that delivers ad
hoc, stand-alone education, which is not linked to access to appropriate micro-
insurance products, is often not sufficient to realize these objectives.

This chapter highlights key design features for content and delivery of the
education, and in the next two sections provides examples of organizations that
have implemented these features. In the final section, the chapter reviews the
challenges of sustainability and monitoring and evaluation that are especially
relevant for practitioners who want to integrate education into their business
models.

Content of consumer education

Focus on risk management and insurance; layer other financial concepts
where possible

The foremost question for practitioners trying to design an education programme
relates to the breadth of the content. Should the programme cover generic finan-
cial education concepts such as money management and budgeting? Should it
cover broad risk management topics, such as the nature of risks and differences
between insurance and saving? Should it focus primarily on product-specific
details such as premium payment, benefits, exclusions and claims procedures?
The breadth of the content depends on a number of factors, including resources
available, the amount of time the educator has with the community, prior knowl-
edge and experience of the community, and the mandate of the practitioner.
Some practitioners surveyed argue that it is useful to begin with basic financial
education before getting to risk management and insurance content. Starting
with concepts like budgeting is important because it allows households to under-
stand how current resources are being used and appreciate the impact of losses.

With limited resources, microinsurance practitioners may not be able to offer
a comprehensive financial education programme. In such instances, the focus
should be on risk management and insurance. The content could be designed to
give low-income households the ability to identify household risks, tackle reser-
vations about the concept of insurance, compare different risk management
strategies including insurance and plot a strategy to prioritize and optimally
manage their risks. If focused only on product benefits, the programme is more
about marketing the specific product and can hardly be classified as consumer
education.
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Below are two examples of programmes that have cleverly layered insurance
and risk management education.

CARE India, in partnership with insurer Bajaj Allianz, designed a
comprehensive education programme (see Table 14.1) that included four
components: 1) risk education; 2) insurance education; 3) product education;
and 4) product logistics and practicalities. CARE India considered all of these
topics indispensable in creating a culture of insurance and was deliberate about
including all of them in the design of its Insure Lives and Livelihood (ILAL)
programme targeting poor and vulnerable rural communities in Tamil Nadu,
India.

Content areas for CARE India

Risk education Insurance education — Product education Product logistics

— What are risks? — What is micro- —Introduce CARE, - How to pay

— Risk management insurance? Bajaj Allianz premiums
mechanisms — Principles of — What is ILAL? — When should

— Risk mechanisms insurance — Explain life and premiums be
in practice — Why micro- general products collected?

— Difference between  insurance? — What is premium, - How to file claims
savings and insur-  — What are life claim, exclusion, — Documentation
ance and general inclusion? requirements

insurance?
— What are

premiums,

claims?

In Kenya, the Swedish Cooperative Centre and Microfinance Opportunities
developed a ten-session financial education module, shown in Box 14.1, which
focuses on risk management and insurance and also includes relevant financial
education concepts. The content is delivered using a study circle approach
whereby one member of the group serves as the facilitator, leading a discussion
about the key topic for the day.
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Content areas for Swedish Cooperative Centre and Microfinance Opportunities

1. Introduction to study circle methodology: How adults learn, choosing a
leader, role of participants, planning learning sessions.

2. Risks: What is a risk? How can risk affect you? Which risks pose the greatest
challenges?

3. Risk management tools: What is protection? Identify protection (before) and
reaction (after) measures.

4. Savings: How to save more money. Where can you save? Use savings or
credit?

5. Introduction to insurance: Myths about insurance, welfare associations and
pooled risks; compare welfare association and insurance.

6. How insurance works: Insurance terms, cost-benefit analysis, frequently
asked questions (FAQYs).

7. Different types of insurance products: Basics of health, life and property
insurance.

8. How to submit a claim: Terms for submitting a claim; practice and advice to
complete a claims form.

9. How to find the best insurance products for you and your family: Choosing
the best insurance product, questions to ask the insurance provider, good and
bad techniques for communicating with family members and making deci-
sions together, developing an action plan to purchase insurance

10. How, when and why to renew: What is a renewal? Consequences of not
renewing your insurance policy, what to consider before renewal, to renew or
not to renew your policy.

Source: Smith et al., 2010b.

Base education on what people know, and relate to their previous risk exposure

The content of a programme should always be framed in the context of what the
households already know about insurance and how they think about their risks.
When information is wholly new — as is often the case with insurance — house-
holds do not have an existing frame of reference. Thus, the programme should
make explicit connections between insurance and the risk management strategies
like savings and credit that are already being used by the households.

The content should be salient to capture households’ attention and encourage
retention. A simple way to make content salient is to talk about risks. Talking
about risks might seem too obvious and basic, but it can be crucial for success.
Lessons from the field of behavioural economics show that people often underes-
timate the probability of adverse events occurring (see Chapter 13). Hence, to
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make the education relevant, it is useful to remind them of the most prevalent
risks in their communities and lives.

The educational material on risks can be followed immediately by a discus-
sion about how households currently manage those risks, how informal risk miti-
gation strategies can be improved, and how informal strategies can be comple-
mented by formal insurance. The goal is to place the value of insurance along
other formal and informal arrangements to deal with risk.

For instance, Weather Risk Management Services (WRMS), which offers
insurance against adverse weather conditions across India, reminds farmers of
past crop failures, and explains the weather conditions that lead to such failures
in order to provide farmers with concrete reminders of potential risks. With
existing data on past crop failures, WRMS is able to show the amounts of pro-
duce a farmer had lost during the crop failures and how much a policy would
have saved him.

Another example of providing relevant risk education comes from Hollard
Insurance Group of South Africa, which organizes three-hour workshops in
which participants are introduced to a “conversational map” that represents a
community with houses, shops, factories and hospitals. The map, shown in
Figure 14.1, features a number of insurable events. The trainer explains the bene-
fits an insurance policy would provide in each event, as well as the rights and
responsibilities of both the insurer and the insured.

Hollard’s conversational map
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Delivery of consumer education

When designing the delivery of their education programmes, practitioners need
to decide on the tools they want to use, and the channel and frequency of deliv-
ery. Practitioners should remember that education should be about more than
just transferring information. Good education programmes aim to promote
proactive risk mitigation. For this to happen, the education needs to be delivered
in a learner-centric manner — the more engaging and participatory the better.
Practitioners should think of consumer education as a long-term process. Educa-
tion can be most effective when it is delivered through a variety of channels and
when it is on-going and integrated with access to valuable microinsurance prod-
ucts. Stand-alone, one-off training is not sufficient.

Mix of channels and tools

Practitioners should consider using a combination of channels (e.g. workshops,
radio and TV) and tools (e.g. brochures, flip charts and games) in their pro-
gramme delivery because each channel and tool can serve a specific purpose.
Mass media and performing-arts channels are useful in raising awareness
amongst a wide audience, while targeted channels like workshops and classroom
training allow for greater participation and interaction, and potentially increased
understanding. Diversifying tools helps to respond to varying learning styles and
make the education interesting for different target segments. Using multiple
channels also reinforces the messages.

CARE India and its community-based partners use cultural programmes like
songs, drama and puppet shows to generate interest amongst households. The
field officers create songs on insurance themes and set them to recognizable tunes
borrowed from films. Dramas are performed for larger audiences by small teams
of local self-help group members. Field officers reported that these cultural pro-
grammes were more effective in generating interest than simply talking to clients.
However, they felt that while cultural programmes create broad awareness, the
audience did not generally retain the details of the presentation and needed more
opportunities to discuss insurance principles and product features in small groups.

CNSeg, the Brazilian Insurance Confederation, has actively engaged commu-
nity members in its education programme by using mass media (videos and radio
soap opera) to disseminate educational material. The videos and radio soaps are
based on a simple script that highlights important messages around the value of
insurance for low-income households. They are produced in the community and
include local vendors and community members as actors. By soliciting commu-
nity feedback to develop new scripts, CNSeg is using a participatory approach
intended to develop trust within the community and encourage members to take
note of and retain messages.
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The Micro Insurance Academy (MIA) uses interactive games to help commu-
nities recognize their risks, learn about proactive risk management, and understand
the value proposition of health insurance. One game, CHAT (Choosing Health-
plans All Together) is designed to help poor communities manage trade-offs when
considering healthcare benefits. The game, shown in Figure 14.2, allows members
to jointly define the benefit package that covers their most relevant needs.

CHAT game

Individual participants are provided with a CHAT board, which displays
different forms of insurable risks, along with a number of stickers representing
the available funds. The participants then place the stickers on the board accord-
ing to which risks they want to be insured against. Then, participants draw
events cards which simulate real life risks, and discuss the judiciousness of their
choices. In the second round, the exercise is conducted in a group of approxi-
mately 15 participants. Through discussions, the participants reach a consensus
on the particular risks against which the community wants to be insured.
Another game, called the Treasure Pot, helps community members understand
the notion of insurance and risk-pooling. The game involves a simulation of real-
life risks using cards that represent health events, and sweets that symbolize
money. The game demonstrates the shortcomings of using credit or savings as risk
management tools and how risk-pooling can benefit a community. The MIA uses
such tools as part of a comprehensive insurance education programme that also
includes workshops, brochures, mass media (radio and films) and street plays.
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Delivering on-going education

Consumer education should not be a one-time activity but an on-going facilita-
tion effort that uses consistent messages delivered by multiple channels in an
integrated way. Ad hoc efforts are rarely effective.

The experience of the South African Insurance Association (SAIA) provides a
useful reminder of why one-time activities might not effectively deliver insurance
education. As part of its financial education initiative, SAIA supported a project
that provided financial literacy workshops in rural and communal areas through
community and labour organizations. Its objective was to empower low-income
rural communities by providing basic financial literacy. While conducting a
programme assessment, SAIA found that only 57 per cent of the participants
interviewed ever remembered participating in the workshop. The poor retention
rate could be because education was delivered in a stand-alone workshop, rather
than in a continuous learning process facilitated by refresher messages in various
forms.

Nevertheless, workshops can be an effective channel if shorter sessions are
spread over a period of time, and if messages are strengthened by other channels.
Freedom from Hunger in partnership with Sinapi Aba Trust of Ghana provides a
series of workshops around “learning conversations” to help families understand
how to obtain and use health microinsurance. The workshops consist of short,
technical learning conversations that use stories, role plays and visual aids to
explore how insurance works, how to save for premium payments, what the
insurance covers and how to utilize available healthcare options paid for by the
insurance. To reinforce the main messages, Freedom from Hunger plans to offer
shorter “refresher” sessions prior to product enrolment campaigns.

CARE India and its community-based delivery partners found that certain
topics, such as risk-pooling and claims conditions, needed to be emphasized and
repeated on a continuous basis. Field officers also reported that explaining the
value of life insurance in India was more difficult than talking about other kinds
of insurance, because clients did not see the tangible benefits of life insurance.
Field officers needed to focus on how life insurance helps the beneficiaries more
than they had anticipated.

Link education and products

Improving risk mitigation and increasing access to insurance are complementary
activities. On the one hand, the full potential of an education programme can
only be realized when households have the option to apply their new knowledge
and skills to select appropriate risk management tools. At the same time, insur-
ance education can lead to greater product take-up, reducing costs of reaching
households in the informal sector, and increasing the size of the overall risk pool.
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When possible, consumer education should be linked to insurance products.
Otherwise, people have little opportunity to change their behaviour. When
education is tied to products, the content should also include a discussion on
product-specific details. The question here is not whether marketing messages
can or should be a part of wider education initiatives, but how they are inte-
grated and if the education helps people make more informed choices.

ICICI Prudential provides life insurance with a long-term savings product to
workers through tea estates in north-east India. Since most of the target group
had never heard of insurance, the insurer organized an awareness-raising and
education campaign. Stand-alone evening sessions run by trainers recruited from
a community were accompanied by a movie initiative run by a community
NGO. Video Volunteers taught and assisted selected youngsters from under-
served communities to produce short movies on pressing issues such as health,
sanitation, education and the importance of savings. During movie screenings,
key features and benefits of the ICICI Prudential’s microinsurance product were
further clarified. The trainers found that they needed to use social issues (such as
alcoholism) that intimately affected the lives of many in the community to reach
the hearts of the clients, then introduce security topics such as financial manage-
ment, savings and insurance. Delivery of evening sessions, screening of the mov-
ies, and background work by sales staff were all integrated into one coherent
process to build trust and enable communities to make informed financial
decisions.

Sustainability and business model for consumer education

Consumer education can be provided through different business models with
varying funding arrangements that have implications for sustainability and out-
reach. In the most common model, the microinsurance practitioner (risk carrier
or delivery channel) provides the education as part of its promotion strategy.
These programmes typically have a short-term focus with a goal of raising aware-
ness of insurance and specific products, so the education activities are integrated
with marketing. These activities are typically timed to coincide with the enrol-
ment period and, though the programme is connected to specific products, the
content can be expanded to include broad risk management topics. The educa-
tion programme is typically self-funded (through premium income for instance),
and it thus becomes important for the organization to have a clear strategy for a
sustainable business model from the beginning.

CARE India’s partnership with Bajaj Allianz is an example of a slightly differ-
ent business model where an external funder (Allianz SE) provides the seed fund-
ing required to develop the programme’s infrastructure, including education
materials and training capacity. In such programmes, it becomes important for
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practitioners to create a business strategy to make the scheme sustainable so that
the content can continue to be delivered once the initial funding runs out.

Old Mutual’s “On the Money” in South Africa provides a different example
of an insurer providing general financial education that is funded by its corporate
social responsibility arm. This programme has a longer-term goal and a broader
mandate than the previous examples, as its goal is to improve the financial
practices of low-income South Africans; it is not focused only on insurance. The
initiative has provided general financial education to over 50000 South Africans
since inception through workshops on how to manage finances.

Make use of existing institutions and pool resources

An improvement in a community’s understanding of insurance is a public good,
which means that many institutions could benefit from it. It may be difficult for
one insurer to justify investing in a broad programme when competitors might
equally benefit from the expense. If so, insurance associations, governments,
donors, or non-profit organizations might be better suited to deliver broad pro-
grammes.

One approach is to pool industry resources at national level and have the
education programme administered by an independent agency such as an insur-
ance association. South Africa has adopted this approach. The South African
Financial Services Charter requires all insurance companies to spend 0.2 per cent
of post-tax profits on financial education. SAIA took this opportunity to pro-
mote a collaborative effort. It pooled the resources from various insurance com-
panies and oversaw the consumer education efforts for the industry. The pro-
gramme achieved impressive scale. However, the Charter placed limitations on
insurers since it promoted generic education to the lowest income segments and
did not allow insurers to build on the programme with their products. These
constraints prevented insurers from thinking about education as a business
opportunity and threatened the effectiveness of the scheme.

When a programme is delivered by an independent agency or insurance asso-
ciation, it is important to define its objective to ensure that all parties agree and
guarantee continuous support. After four years of operations, SAIA changed its
strategic direction to encourage its members to continue contributing resources
while still pursuing a broader mission to educate consumers. SAIA re-evaluated
its approach mostly because some insurers were concerned that the programme’s
design would not meet their commercial goal — educating potential clients in
insurance to the point where they can make informed insurance decisions and
thus promote insurance take-up. An evaluation of SAIA’s programme also raised
questions on whether it made sense for SAIA to focus on generic content, as
other institutions may be better positioned to address this category of financial
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education, for example the Department of Education or financial-sector regula-
tor (Smith et al., 2010).

SAIA is looking for ways to link education to the marketing efforts of indi-
vidual insurers. This is not easy, as an insurance association cannot promote the
products of just one company. Approaches that have been tested by other associ-
ations include introducing a basket of products from different insurers, provid-
ing insurers with the details of various activities and opening an opportunity for
them to be creative in building on them, and introducing vouchers with price
discounts and promotions by different insurers (and distributing them ran-
domly) (Smith et al., 2010). Most SAIA members now believe that it makes sense
to pool resources for financial education as they can together create an insurance
culture more effectively than through individual, uncoordinated actions.

FUNDASEG, the foundation of the Colombian insurance federation
(Fasecolda), provides another example of an insurance education campaign with
along-term focus. FUNDASEG’s education programmes are targeted at improv-
ing financial literacy among low-income houscholds. The content includes a
strong risk management and insurance component that is aimed at improving
awareness of insurance amongst the low-income population. The programme is,
however, not linked to specific products.

Each setting provides a different landscape of potential partnerships and
options to deliver consumer education. Links to social programmes, government
financial education initiatives, school education and consumer protection initia-
tives need to be explored. Consumer education should be delivered by multiple
stakeholders, who should focus on their responsibilities vis-a-vis society and
exploit their strengths to improve welfare. When a strong industry or govern-
ment initiative exists, practitioners should explore partnerships with these initia-
tives. In the absence of broad initiatives, microinsurance practitioners can start
individual programmes that demonstrate success to encourage broader consumer
education initiatives. The private sector is well placed to pioneer consumer edu-
cation as in the SAIA and FUNDASEG examples above. Yet, private collabora-
tion is not common practice in most microinsurance markets, leading to the
question of whether and how governments and donors can play a more active
role in facilitating the creation of such public goods.

Each of the business models has specific strengths and challenges, as shown in

Table 14.2.
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Business models — strengths and challenges

Provider Funding Examples Strengths Challenges
Risk carrier, distri-  Self-funding ICICI — Integrated with access to - Typically limited content
bution channel (e.g. premium  Prudential products leading to limited impact
income) (India) — Potential for sustainabil-
ity of clear cost-benefit
established
Risk carrier, distri- ~ Donor funding, CARE-Bajaj, = —Integrated with access to - Difficult to sustain
bution channel public funding  SCC (Kenya) products programme after initial
— sometimes — Can serve as a demonstra-  funding ends
limited to initial tion case —a way to assess
set-up costs and benefits

— Broad content, ability to
test channels

Risk carrier CSR funding Old Mutual — Broad content, ability to  — Limited ability and inter-
(South Africa) test channels est amongst insurers to
—Can serve asa demonstra-  run such programmes
tion case —a way to assess — Not integrated with
costs and benefits products
Insurance associa- Fee-based mem- SAIA, — Broad content, ability to - Difficult to link to prod-
tion ber funding, FUNDASEG test channels ucts because of neutrality
public funding,  (Colombia) — Some potential to inte- concerns
mandated grate with access to prod-  — Difficult to pool resources
contributions ucts of companies in competi-

— Potential of sustainability ~ tion with each other
and professional manage-
ment when members
continue to see benefits

Government agency Public funding  Financial — Broad content, ability to  — Challenging to monitor
(e.g. Department of Services test channels impact on risk manage-
Education, financial- Authority — Ability to reach youth ment behaviour
sector regulator) programme through school pro- — Subject to political
(United grammes change
Kingdom) — Potential to address needs  — Weak incentives need to
of different segments be well managed

Incorporate monitoring and evaluation activities

Careful monitoring and evaluation are needed to track the costs and benefits of
education against the stated objectives of the education programme in order to
understand which mix of content and delivery strategies is the most cost-effec-
tive. The monitoring and evaluation activities can be designed to measure how
the programme affects households’ knowledge, skills, attitudes and behaviours,
and their eventual impact on the household and practitioner. Table 14.3 provides
examples of indicators that could be measured.
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Examples of monitoring and evaluation indicators

Knowledge Skills

— Knowledge of the purpose of insurance — Ability to calculate cost of risk events

— Knowledge of typical risks covered by insurance and the ~ — Ability to compare insurance policies and select
impact of these events on families appropriate policy

— Understanding of how insurance works generally — Ability to calculate premium costs and benefit

— Knowledge of insurance terms such as premium, claims payouts
and benefits — Ability to outline premium collection cycle

— Knowledge of product details such as price, claims-filing  — Ability to complete application process
process and policy exclusions — Ability to file a claim

Attitudes Behaviours

— Belief that insurance is suitable for low-income people ~ — Creation and adoption of a risk management plan

—Trust of insurance providers — Use of debt, savings or insurance during emergencies

— Belief that planning for a risk invites the risk — Act of making timely premium payments

— Likelihood of purchasing an insurance policy in the next —Purchase of insurance policy in last twelve months
twelve months — Renewal of insurance policy in last twelve months

Most current monitoring and evaluation activities are ad hoc and limited to
client satisfaction surveys or product take-up analyses. These activities provide
important information but are often not enough to understand the effect of
education on attitudes or behaviour, or the resulting social and economic impact
on clients and practitioners. To measure the effect of the education on client
behaviour the evaluator must isolate the effect of the education programme from
the product and other external factors.

Important information on use and effectiveness can be extracted through
qualitative research based on client interviews, focus-group discussions and
financial diary analyses. However, assessing the impact on behaviours and well-
being requires practitioners to apply experimental research methodologies such
as randomized control trials that measure the impact of the programme using
treatment and control groups. This type of research might seem challenging (not
least due to the financial implication of conducting such rigorous research), but
it is possible, and often necessary, to understand the effectiveness of different
education approaches and convince stakeholders of the wisdom of investing in
consumer education.

Conclusion

Creating an effective consumer education programme requires careful content,
delivery design and strategic partnerships between various stakeholders. Moni-
toring and evaluation activities, while challenging, are critical to developing an
effective education programme. This chapter presents preliminary lessons drawn
from practitioners that can be replicated and tested in new contexts. More inno-
vation and research in consumer education is clearly needed to understand what
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it can and cannot do to improve the value and reach of microinsurance products.
The key lessons that have been identified thus far are as follows:

Focus on risk management and insurance; layer other financial concepts
where possible: In the context of limited resources an approach that tackles all
financial issues might not be feasible. In such instances, the focus should be on
risk management and insurance.

Base education on what people know, and relate to their previous risk expo-
sure: The content of the programme should always be framed in the context of
what the community already knows about insurance and how it currently man-
ages risk. An easy way to make content relevant is to start the conversation by
discussing the current risks facing the community.

Use a mix of channels and tools: It is useful to use a mix of delivery channels,
such as group-based training or mass communication, because each channel
serves a different purpose, is geared to various learning styles and helps to rein-
force key messages.

Deliver on-going education: Financial education is not a one-time activity but
an on-going effort that should deliver consistent messages through multiple
channels in an integrated way.

Link education and products: Linking education to insurance products pro-
vides an incentive for households to act and change their risk management
behaviours. It also provides an opportunity for practitioners to strengthen their
marketing interventions.

Make use of existing institutions and pool resources where possible: Linkages
to social programmes, government financial education initiatives, school educa-
tion and consumer protection initiatives (see Chapter 26) need to be explored.
When strong industry or government initiatives, such as social programmes,
government financial education or consumer protection initiatives exist, organi-
zations should explore partnerships with these initiatives. In the absence of
broader initiatives, the private sector seems to be well placed to pave the way for
consumer education.

Incorporate monitoring and evaluation activities from the start: Careful
monitoring and evaluation is needed to understand which delivery strategy is
most effective, create a business model behind consumer education and measure
the impact of education on household well-being.
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In microinsurance, there is considerable emphasis on ensuring that the target
market is receiving good value for its premiums. Microinsurance providers aim
to improve their products to attract and retain their clients. Governments and
donors are searching for effective ways to incorporate microinsurance into their
development strategies. They all ask the same questions: Are clients really bene-
fiting from microinsurance? How does one measure those benefits? And how do
we improve the value proposition for the poor?

This chapter contributes to this discussion by focusing on improving client
value rather than proving it.! It presents results from PACE (product, access, cost
and experience), the ILO’s client value assessment tool, which looks at the added
value for clients from insurance products by comparing them to alternative
means of obtaining protection from similar risks.

Section 15.1 briefly describes the PACE tool and its components. Based on an
analysis of 15 microinsurers in India, Kenya and the Philippines, section 15.2
takes a practical look at opportunities to create value by expanding member ben-
efits, facilitating access, lowering costs and enhancing client experience. Often
these small improvements can make big differences in the way clients perceive
and respond to microinsurance products. Section 15.3 illustrates the value of
microinsurance in relation to informal mechanisms and social security initia-
tives. The final section provides a country-level analysis that compares the rela-
tive value of products in the same market, illustrating the importance of product
and market maturity.

Client value assessment framework and tool

As summarized in Box 15.1, value creation is a complex process that can be ana-
lysed at many stages and from different perspectives. The PACE client value
assessment tool deals primarily with the first stage of value creation, when the

See Chapter 3 of this book as well as Dercon and Kirchberger (2008), and Magnoni and Zimmerman
(2011) for literature reviews on the impact of microinsurance.
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products are developed or refined (zone one in Figure 15.1). It caters to the needs
of practitioners to develop a better value proposition to protect clients against
specific risks. The PACE tool does not measure the impact of microinsurance,
nor does it attempt to assess client satisfaction or purchase decisions. It is not a
substitute for rigorous impact studies, which are needed to measure the effect of
microinsurance on client well-being.

The PACE tool provides an initial analysis of the product and processes
that can be complemented by market research or impact studies. It provides
insights for practitioners that can support decision-making and can help
instil a client-centred approach to microinsurance, at the same time
providing information useful for the design of more rigorous studies or policy
debates.

Client value definition and value creation process

Client value is defined from the client’s perspective rather than the seller’s per-
spective. The definition of client value used in this chapter combines the view-
points from the development and marketing literature (Sebstad and Cohen,
2000; Dercon, 2005; Woodruff, 1997; Kotler, 1994; Plaster and Alderman, 2006).
From a development perspective, the ultimate question is whether, and to what
extent, the product enhances the welfare of policyholders, their families and their
communities. In the context of insurance, client value is about reducing vulnera-
bility due to improved risk management practices that then contribute to
improved well-being. This client-focused approach is in line with a cornerstone
of marketing: valuable products are a means to accomplish clients’ goals and sat-
isfy their essential needs. The marketing perspective brings into the picture the
analysis of purchasing behaviours, product use and client satisfaction. If there is
no demand, the product may be poor, but it can also mean that buyers do not
perceive the value offered.

Creation of value in microinsurance is a process that starts with developing a
product and setting up its distribution. Value is created when clients use the
product and are satisfied enough to renew their policies. Using insurance does
not mean that the clients need to make claims, as they can also get non-insurance
or indirect benefits such as access to productive inputs. This client value creation
process is outlined in Figure 15.1. The steps are building blocks and by separately
analysing each stage of the value chain it is easier to highlight value creation
opportunities.



302

Figure 15.1

Client value creation model

4) Impact
To what extent
and how does micro-
insurance improve
risk-management and
reduce vulnerability?

3) Product use
What are client satis-
faction and loyalty
levels and how is

feedback used

Insurance and the low-income market

1) Product and
process design
How do products
meet client needs in
relation to alternatives?

2) Demand
What factors influence
the choices of
low-income

households?

to improve
products?

The PACE client value assessment tool is anchored in the current knowledge
available on low-income households™ preferences for insurance products. Cohen
and Sebstad (2005) list some key issues that need to be considered when developing
risk management solutions for the poor. The underlying assumption behind the
PACE analysis is that microinsurance products can deliver value only if they are:

appropriate: match the most important risk management needs of the target
population.

accessible: provide easy access, and products are explained in simple language
and delivered in the vicinity of the target groups.

affordable: provide good value for money at a price that the target clientele can
afford.

responsive: provide a timely response to shocks through prompt claims settle-
ment and accurate answers to client queries so that the poor do not need to resort
to expensive coping mechanisms such as borrowing from moneylenders.

simple: are simple to understand and use; this is a fundamental principle given
the low literacy levels of the target population.

The PACE framework is designed around the five principles mentioned
above and is structured into four main dimensions. As illustrated in Figure 15.2,
simplicity is a cross-cutting characteristic that is relevant for four aspects:
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Product: describes appropriateness by reviewing cover, benefit level, eligibility
criteria and availability of value-added services.

Access: focuses on accessibility and simplicity by investigating choice, enrol-
ment, information, education, premium payment method and proximity.

Cost: measures both affordability and value for money, while looking at addi-
tional costs to keep down overall costs of delivery.

Experience: assesses responsiveness and simplicity by looking at claims procedures
and processing time, policy administration, product tangibility and customer care.

Although all four dimensions are important for clients, it can be argued that
under certain circumstances some dimensions are more important than others
for a specific market segment. However, from the client’s perspective the ideal
solution is a balanced value proposition, a product that scores well on all four
dimensions. Given this assumption, and for the sake of simplicity, the dimen-
sions are treated equally. Moreover, while PACE is assessed from the clients” per-
spective, it assumes that reviewed products are either financially viable or that
there is a clear strategy for achieving viability. Unsustainable products provide
poor value to clients in the long term.?

PACE added value analysis framework

1. Product

1. Cover, service quality,
exclusions, waiting periods

2. Sum insured to cost of risk

3. Eligibility criteria

4. Value-added services

appropriate

4. Experience 2. Access
1. Claims procedures ‘ 1. Choice and enrolment
2. Claims processing time 2. Information and

and quality of service responsive — simple  ~  accessible understanding
3. Policy administration 3. Premium payment method

and tangibility ‘ 4. Proximity
4. Customer care

affordable

3. Cost

1. Premium to benefit

2. Premium to client income
3. Other fees and costs

4. Cost structure and controls

The scoring uses a five-point scale and criteria on all 16 sub-dimensions. Whilst it is plausible to
assume that all four main dimensions are almost equally important, not all 16 sub-dimensions carry
the same significance. For example, one cannot compare the importance of claims processing with
that of policy administration. Therefore, under each main dimension, two sub-dimensions are allo-
cated higher importance and contribute 70 per cent of the total score for the dimension, while the
two other sub-dimensions contribute the remaining 30 per cent. More on PACE scoring criteria and
weighting can be found in Matul et al. (2011).
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The PACE analysis presented in this chapter relied mostly on available sec-
ondary data and a limited number of staff interviews. Key data sources were
product specifications, performance data, manuals and process flowcharts,
reports and staff feedback. The data collection approach is similar to an audit, for
which answers to specific questions are validated on the basis of data from differ-
ent sources. This analysis provides greater insight when it is compared to similar
products (see section 15.4). Client value cannot be analysed in isolation because
microinsurance often complements existing risk management mechanisms such
as informal savings and credit groups or tax-funded government safety nets (see
section 15.3).

An important facet of this tool is that it looks at both product specifications
and related processes. By evaluating current processes from the clients’ perspec-
tive, PACE can identify opportunities for improvement. Part of the problem
with some microinsurance products is that processes put in place to facilitate
access or to service claims are often poorly designed and undermine the value of
the products.

Value-creation opportunities

Based on the application of this tool in India, Kenya and the Philippines,
and analysis of 15 microinsurance providers, this section provides some
preliminary insights into efforts to enhance value under each of the four PACE
dimensions. In each country, analysts considered similar business lines — life
products in the Philippines, health products in India, and health and
composite products in Kenya (see Table 15.1). Consequently, the list of value
creation opportunities presented below is based on the experience of
these insurers and does not cover innovations in other microinsurance product

lines.

Improving product features to expand member benefits

Life insurance is the most developed microinsurance product, and ways to make
it more valuable are well documented. Churchill et al. (2003) and Wipf et al.
(Chapter ¢ in this book) argue that to make the products more attractive to poten-
tial clients, it is important to extend benefits beyond basic credit life and to
include death cover for additional family members and/or other benefits. As pre-
sented in section 15.4, the life products in the Philippines provide an example of
how, in a mature market, providers have incorporated best practices to deliver
value to their clients.



Tablersr  Products included in the testing of the client value assessment tool'
Country Insurer, product name Product type Delivery model ~ Start date  Outreach (lives)
Kenya National Hospital IP health Government 2007 na.
Insurance Fund (NHIF),
informal sector cover
Cooperative Insurance Company [P health, AD&D,  PPP, 2007 8300
(CIC), Bima ya Jamii funeral partner-agent (June 2010)
Pioneer Assurance, Faulu Afya IP&OP health, Partner-agent 2010 11000
term life, AD&D, (Sep. 2010)
funeral
Britak, Kinga ya Mkulima Whole life, IP health  Partner-agent, 2007 78000
broker (Oct. 2010)
Jamii Bora Trust (JBT), Jamii IP health Community 2001 600000
Bora health based (Oct. 2010)
India  Government of India, IP health PPP, government 2009 45 million
Rashtriya Swasthya Bima (Dec. 2010)
Yojana (RSBY)
ICICI Lombard, Health [P&OP health prp 2005 5.5 million
Insurance Scheme (HIS) for (Dec. 2010)
weavers
Yeshasvini Trust, Yeshasvini IP health PPP 2007 2.7 million
Scheme (Nov. 2010)
Bharti Axa, Palmyrah IP health Partner-agent 2010 16000
Workers Development Society (Dec. 2010)
(PWDS)
VimoSEWA, Sukhi Parivar and ~ IP health, life and Partner-agent 1992 100 000
Swastha Parivar assets; IP health (Dec. 2010)
Uplifc Mutuals, Uplift Health IP health Community- 2003 100000
based (Feb. 2011)
Philip-  First Community Cooperative Term life, AD&D Regulated MBA 2007 330000
pines  (FICCO), mutual benefit asso- (Nov. 2010)
ciation (MBA)
Centre for Agriculture and Term life, AD&D Regulated MBA 1994 4 million
Rural Development (CARD), (Nov. 2010)
mutual benefit association
(MBA)
Coop Life Insurance and Term life, AD&D, Partner-agent 2004 135000
Mutual Benefit Services funeral and fire (Nov. 2010)
(CLIMBS), Microbiz Family
Protector
MicroEnsure, Family Life with Term life, AD&D, Partner-agent, 2007 1 million
Taytay Sa Kauswagen (TSKI) funeral broker (Nov. 2010)

Improving client value

! More details on the products and their performance can be found in section 15.4.
IP = in-patient; OP = outpatient; AD&D = accidental death and disability. MBA = mutual benefit
association, PPP = public-private partnership
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One of the few remaining issues with the value of life microinsurance is with
accidental death and disability (AD&D) covers. Often the client value from
those covers is questionable due to inappropriate pricing (high premiums for a
very low frequency risk), exclusions and waiting periods, which, in principle, are
not necessary to control adverse selection for accidental covers.

Given low-income households’ high exposure to accidents and the difficulty
they have in coping with unexpected expenses, it is important to continue to
improve the value of AD&D products. Some providers in the Philippines, like
CLIMBS, have simplified the list of exclusions and introduced no-waiting peri-
ods for accidental covers. Similarly, CARD and MicroEnsure provide accidental
cover soon after enrolment, while natural death benefits increase incrementally
over time. Another good feature of the CARD product is that disability benefits
are paid out in monthly instalments rather than as a lump sum, so that for the
insured it is similar to receiving a monthly wage.

As discussed in Chapter s, designing valuable, sustainable health products is
inherently more complex than other types of microinsurance. Many providers such
as the Self Employed Women’s Association (SEWA) and Uplift in India integrate
preventive healthcare services in their hospitalization products, which is a good way
to boost value (also to non-claimants) while lowering hospitalization claims costs.

Another relatively easy way to enhance benefits is a hospital-cash feature or a
cover for loss of income due to hospitalization. This can be useful when clients
need to pay (informally) for drugs or for services due to under-financed public
health systems. In addition, it can also provide protection for informal workers
who are not compensated for loss of income by social security systems. For exam-
ple, CIC in Kenya pays out KES 2 000 (US$22) per week for up to 25 weeks dur-
ing the hospitalization period. SEWA health workers come to the hospital on the
first or second day of hospitalization to provide an advance on a claim that is
reimbursed in full later on.

Lastly, eligibility criteria and mechanisms for choosing additional members or
appointing beneficiaries for health and life products require careful monitoring,.
As noted in Chapter 16, and observed for some products in India and
the Philippines, letting the principal member select other members for health pol-
icies can lead to gender discrimination, as it may result in much lower enrolment
for female family members. Consequently, products that cover the whole family
tend to be preferred, as they have the advantage of lowering adverse selection.

Facilitating access

Choice and enrolment
Intuitively, offering a choice between products or specific features should be ben-
eficial. However, too much choice can complicate decisions and discourage cli-
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ents from buying an otherwise valuable product (see Chapter 13). In addition,
mandatory products that offer no choice are usually less expensive, as they enable
insurers to reach scale faster and avoid adverse selection. The merits and down-
sides of mandatory compared to voluntary products can be more usefully dis-
cussed if all client value dimensions are considered at once (see the Kenyan
examples in section 15.4).

Some providers are experimenting with hybrid approaches. In the Philip-
pines, MicroEnsure offers a mandatory product to borrowers of the microfinance
institution (MFI) Taykay Sa Kauswagan, Inc. (TSKI), with an opt-in feature for
clients who want cover to continue after their loans have been repaid, as many
clients also save with TSKI. The basic idea is to control adverse selection through
a mandatory product delivered with superior service that allows clients to appre-
ciate the product and buy it voluntarily, or upgrade to a higher option in the
future.

Clients’ needs vary, yet many products have been standardized to reduce
transaction costs. Although too much customization might be expensive to
administer, giving clients some choice seems to be a valid solution. Among the
insurers reviewed, only Pioneer Assurance and VimoSEWA offer such choice. As
insurance literacy levels increase, it should be possible to let clients choose from a
limited set of riders or even decide on a combination of composite products
offering protection for health, life and/or property risks in one product. For the
moment, the composite products available to low-income clients are rigid and
expensive to deliver (see Kenya’s experience in section 15.4).

The enrolment process matters, especially the timing and length of the enrol-
ment period. VimoSEWA enrols after harvest in rural areas to overcome liquidity
constraints and reach farmers when they are flush with funds from the harvest.
Some Indian health schemes include a single, short enrolment window during
the year. While a one-week enrolment period may mitigate adverse selection and
reduce marketing costs, it is not enough to capture all interested households and
it can create major operational challenges.

Information and understanding
Low levels of insurance literacy make it difficult for clients to understand policies
and use them properly. They need to be provided with easy access to information
on the product and educated in its use while taking account of other available
risk management solutions. The latter usually involves broad financial education
and various channels need to be used to relay educational messages and change
consumer behaviour.

Chapter 14 outlines various strategies and tools used by practitioners. The cli-
ent value analysis revealed some additional insights from providers, such as
MicroEnsure, VimoSewa and Uplift, which run systematic educational pro-
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grammes on risk management concepts that go beyond basic information trans-
fer. MicroEnsure’s education programme, for instance, is based on three pillars:
1) using comic books, songs and CDs to improve clients” financial literacy and
enable them to compare savings and insurance products; 2) explanation of prod-
uct benefits and logistics; and 3) education of MFI staff in the same issues with
an emphasis on claims administration.

These comprehensive efforts are worth evaluating further, but given the costs
it is unlikely that providers will be able to organize such broad programmes with-
out support from donors, government or industry bodies. Hence, providing clear
information on the product is a good start for microinsurers. FICCO in the Phil-
ippines and ICICI Lombard in India provide useful examples, with the former
providing a very simple policy document that conveys the key benefits and logis-
tics of the policy, and the latter including a list of exclusions on the back of the
insurance card. In general, the providers studied in the Philippines outperform
their counterparts in India and Kenya with the simplicity of forms and clarity of
language used during the enrolment process.

Education seems more important when clients either do not decide to buy
the product themselves (mandatory products) or pay little for subsidized prod-
ucts. In these circumstances, use by clients is often lower than expected (or
claims rejection rates are higher), because clients do not fully understand the
benefits and claims processes. More education is required for complex products,
which probably explains why MicroEnsure conducts a broad educational pro-
gramme and Britak in Kenya confines itself to information transfer.

Premium payment

Collins et al. (2009) draw a detailed picture of how poor people all over the world
live on small and irregular incomes. Paying for insurance is difficult for low-
income households struggling to meet a multitude of needs with scarce resources.
Microinsurers recognize that this problem is hampering access and are trying dif-
ferent ways to overcome it.

Greater flexibility in premium payment is required. Low-income households
appreciate paying in small instalments (irregular, if possible) at their doorstep
and having their payments spread over time. Mobile payments, albeit not prac-
tised by the schemes reviewed, can provide a breakthrough, provided transaction
costs are affordable (see Chapter 24). Reasonable grace periods to avoid policy
lapses are also desirable. It is not always possible to add flexibility though, as
insurance regulations may limit the ability to introduce more flexibility to adjust
certain product features. For example, for health policies, annual premiums paid
in a lump sum are often required.

In developed countries, automatic deductions from salary provide an easy,
client-friendly option. This option is rare in the context of microinsurance as
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low-income households often work in the informal economy. Among the
reviewed products, only Britak in Kenya, which works with the Kenyan Tea
Development Authority, offered automatic deductions to small-scale tea growers,
who were paid a regular monthly wage and an annual bonus.

Another solution to make payments more convenient involves linking micro-
insurance to other financial services. For example, of CIC’s Bima ya Jamii poli-
cies, almost 90 per cent are bought with a loan from savings and credit coopera-
tive organizations (SACCOs). This is also practised by other providers in Kenya.
The issue is delicate as there is a fine line between increasing client value and
cross-selling credit services, which might lead to excessive debt or to an increase
in premiums.

For this reason, using savings and remittances to finance premiums should
provide clients with better value, but such solutions still need to be developed
(see. Chapter 17). VimoSEWA had mixed results with two savings-linked pre-
mium payment mechanisms. Automatic deduction from savings accounts did
not work when the account balance was insufficient, and it was difficult to edu-
cate clients properly given the mandatory nature of the product. VimoSEWA cli-
ents also have an option to make a deposit into a special SEWA bank account,
for which they receive cover instead of earning interest. While this mechanism
reduces transaction costs, it does not overcome liquidity constraints, as clients
need to make a deposit that is 20 times the annual premium. Previously, a quar-
ter of SEWA members had used the fixed-deposit payment method but this pro-
portion had been declining steadily (McCord et al., 2006).

Proximity

Given the limited and often expensive transport options, low-income houscholds
need an accessible point-of-sale network to enrol in insurance schemes and avail
themselves of their benefits. This requirement is embraced by most of the insur-
ers reviewed, especially VimoSEWA, Uplift and PWDS, whose staff are present
in the community for the enrolment process. It is also the case for the life insur-
ers in the Philippines that often invest significant resources in training the front-
line staff of delivery channels, who are situated close to the clients, as well as
developing a network of their own agents to support the distribution partners.

Lowering costs

Value for money

Value for money can be measured by the ratio of all insurance and non-insurance
benefits to the total premium paid. Of the reviewed schemes, it is not surprising
that the subsidized products provide the best value for money. Products with
many value-added benefits, such as Uplift or VimoSEWA, also score well on this
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dimension. Interestingly, in the Philippines, where there is a mature market for
life products, all products provide similar value for money.

The value for money analysis helps to identify overpriced products compen-
sating for inefficient processes. For example, in Kenya neither a relatively cheap
product from Britak nor the most comprehensive scheme from Pioneer Assur-
ance seem to provide the best value for money. Both products have claims ratios
of between 80 and 120 per cent, which means that members get more for their
premiums. However, such a high ratio is also indicative of a problem with the
programme, which ultimately can be bad for both the provider and the client. It
seems that other Kenyan providers have more efficient processes or better cost
controls, because even with lower claims ratios they offer clients better value.

Affordability

Many of the products reviewed seem to be affordable, especially in the Philip-
pines, where all the products are within a range of PHP 20 to PHP 30 (US$0.44
to US$0.66) per year. As described in section 15.4, the only ones that do not
comply with the affordability dimension are composite products in Kenya from
CIC and Pioneer, which might explain their slow growth.

Again, a subsidy can be used to make products affordable as long as it is permanent
or designed in such a way that it does not undermine the long-term viability of a specific
product. This is becoming more prevalent in countries with sound government poli-
cies, especially for health and agriculture insurance products. Three of the reviewed
health schemes in India are subsidized by either central or state governments.

Other costs

In most of the cases reviewed, products do not require clients to pay extra costs.
However, receiving healthcare benefits, and family visits to a sick person, can still
involve travel costs, especially in rural areas. Schemes such as RSBY provide a
travel allowance, which removes barriers to access and should significantly
improve the value of microinsurance in rural areas.

Many health schemes have co-payments of 10 to 20 per cent. As the PWDS
example illustrates (see Box 15.2), if members are given a choice they intuitively
select an option with co-payment and thus lower premiums. This is in line with
the high discount rate that is often reported for low-income households, giving
rise to the notion that households value cash in hand more than cash in the
future (Chapter 13). Some of the Indian schemes offer co-payments for expensive
surgery or hospitalization following an accident. This kind of co-payment should
have limited impact on controlling moral hazard but can significantly increase
vulnerability for those who are exposed to the catastrophic risks. It seems that
client value can be significantly increased if co-payments are eliminated for rare
but expensive events, while still used for more frequent, low-cost incidents.
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Preferences for higher co-payments (and lower premiums) at PWDS in India

Palmyrah Workers Development Society (PWDS), an NGO in Tamil Nadu,
offers in-patient health insurance to its self-help groups in collaboration with two
insurers. PWDS wanted to involve community groups during the development
of the product to understand their requirements and gain early buy-in. Two
product options were discussed with the community: one with full payment of
the claim and a higher premium, and the other with a 20 per cent co-payment
and a lower premium. When the product was rolled out, four out of five com-
munity federations opted for the co-payment option. Members felt that a co-
payment would reduce false and excessive claims since a portion of the cost had
to be borne by the claimant. Their decision to opt for the co-payment option was
probably driven by the lower price, but also illustrated that they understood the
requirement for self-regulation and were willing to try it.

Cost structure and controls

As explained in the “value for money” analysis above, effective cost controls
should result in better-value products that will provide access to services in the
long term. This is also the case for cost structure and efficiency, because consumers
do not want to pay for providers inefficiency. Detailed analysis of cost structure
and controls goes beyond the scope of this chapter, but it is interesting to see vari-
ous cost-reduction strategies among the participating organizations: eliminating
intermediaries (MBAs in the Philippines), making use of staff from delivery
channels (CLIMBS, Pioneer Assurance), involving specialized brokers (Micro-
Ensure) or third-party administrators (TPA), maintaining adverse selection and
fraud controls and monitoring costs at the healthcare provider level (Jamii Bora
Trust, Uplift, RSBY). Lastly, technological advances should result in efficiency
gains, though it is yet too soon for these cases to have provided evidence of this.

Enhancing experience

Claims processes and timeliness

Microinsurance becomes tangible for clients when a claim is settled and this pro-
vides an opportunity for insurers to build trust and increase loyalty. Claims pro-
cedures need to be convenient and claims need to be paid in a timely manner to
provide a service that is better than the informal ways in which low-income
households manage risks.

Quick payouts on funeral riders of the life policies in the Philippines are good
examples of client value enhancement. CLIMBS, CARD (see Box 15.9), and Micro-
Ensure pay the funeral benefit component of life insurance within 24 hours, while
the rest of the life benefit is paid slightly later and is subject to more documentation.
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CARD’s 1-3-5 claims settlement model

At the Center for Agriculture and Rural Development (CARD) in the Philip-
pines, the 1-3-5-day procedure for claims settlement ensures that members have a
positive experience with the insurer. Verified by the CARD branch manager or
CARD MBA staff, claims are settled within:

— 24 hours of notification: a claim for indemnity must be settled if the dead
body is not yet buried at the time of validation.

— three days of notification and with complete documents: a claim for indemnity
must be settled if the dead body is already buried at the time of validation.

— five days of notification: definitive action will be taken in respect of difficult claims.

Source: CARD MBA website, 2011.

As discussed in Chapter 6, health microinsurance providers are increasingly
offering a solution to access benefits through “cashless” claims. Instead of advancing
their own money and being reimbursed later by an insurer, a member can access
healthcare services free. Most health microinsurance players, including ICICI
Lombard, RSBY, PWDS, CIC, NHIF, Pioneer Assurance, Jamii Bora Trust and
Britak, have moved to “cashless” solutions, though the approach has its critics. Uplift
strongly believes that a reimbursement basis creates a stronger sense of ownership
amongst clients and avoids inflated costs (because of unnecessary treatment, for
example) from healthcare providers. Uplift believes that a reimbursement system
is more efficient in keeping overall claims costs down.> VimoSEWA practises
something in between, by advancing part of the payout when the client is in the
hospital and paying the balance after the documentation is submitted.

Despite these positive examples, many microinsurers can improve their han-
dling of claims. The process can be cumbersome, especially for AD&D and some
non-cashless health covers. Turn-around times of more than a month undermine
value, as beneficiaries may resort to costly alternatives to generate the lump sum
needed. High rejection rates for some schemes suggest that claims procedures are
not clear or well communicated. The list of required documents for some prod-
ucts, especially in Kenya, is too long. It is uncertain whether the additional
paperwork makes any contribution to the insurer’s controls, but it definitely
makes the clients’ experience worse. MicroEnsure’s commonsense approach to
accident and death certificates is an example of a small change that improves the
clients’ experience (see Box 15.4).

Uplift tested cashless solutions and argues that the rates charged by healthcare providers were almost
double those for clients paying cash.
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Process of improving client value at MicroEnsure

MicroEnsure started its partnership with Taytay Sa Kauswagen, Inc. (TSKI) in 2007,
in the Visayas region of the Philippines, where the MFI was already self-administer-
ing a life insurance product to cover its members. The existing cover was used as a
starting point to design an added-value product using the partner-agent model with
support from MicroEnsure, a microinsurance intermediary (see Chapter 23), for
product development, marketing and claims administration. Different features have
been modified over time.

As a first step, the sum insured was increased from PHP 100000 to PHP
120000 (US$2222 to US$2666) so that the loan amount (on average PHP 30000,
US$666) and funeral costs would be fully covered and an additional amount would
remain for the beneficiaries. Benefits between life and burial were separated and
pre-existing diseases were included in the burial benefits, resulting in quicker bene-
fit payments. To simplify the cost structure and enable clients to understand the
product better, a community rate was introduced, so that there was no differentia-
tion in the premium for age group. The enrolment of family members then became
compulsory and a family rate was introduced, ensuring all members were protected,
although at different benefit levels. The definition of dependents was also reviewed
several times to adapt the policy to the family situations in the Philippines.

To simplify claims processing, MicroEnsure made the MFI a trustee on the
policy. The documentation required for the claim process was reduced, including
the possible use of village head certificate and affidavits. Furthermore, an increas-
ing-with-time benefit table was introduced to limit verifications linked to exclu-
sions and pre-existing conditions. Thanks to these adaptations, the claims turn-
around time had decreased from three months to 44 days as of November 2010,
which is significant progress, but it can still be improved.

Sources: Data collected from MicroEnsure; Microinsurance Innovation Facility, 2011.

Policy administration and tangibility
Policy administration is less of an issue than claims handling because most insur-
ers reviewed — especially FICCO, CARD and CLIMBS — excel at delivering pol-
icy certificates or insurance cards to their members quickly. RSBY uses technology
to issue membership cards on the spot during its enrolment campaigns. However,
in other cases clients wait three to four weeks for the cards. Many providers do
not provide any policy document or tangible proof of insurance. It is hard to
defend the cost reduction arguments, as the proof of insurance can be as simple as
the card used by ICICI Lombard with some key policy information on the back.
For clients to have a positive experience, it is also important to make insur-
ance tangible for the vast majority who have been fortunate enough not to make
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a claim. The efforts by Uplift and VimoSEWA described in Chapter 5 are good
examples of providing value to clients who do not submit claims, but providing
additional services might be costly and for product lines other than health insur-
ance might be of less direct benefit to insurers. Providing tangibility can be as
simple as offering a membership card and sending follow-up text messages with
information on the insurance policy.

Customer care

As products and distribution models become complex, the role of customer care
in microinsurance has become more important. In the past, this consideration
has been largely neglected and many microinsurers had not provided clients with
a way to contact them in the event of a problem or if they needed information.
Recently, however, insurers have been making a greater effort to provide support
to clients before, during and after a sale.

With advancements in telecommunications, call centres are being tested in
microinsurance and the clients of some schemes (CIC, Pioneer, ICICI, RSBY,
Uplift) have access to a toll-free number. It enables clients to understand the
basic features of the product at the time of purchase, establishes a feedback and
grievance mechanism, and allows them to check their policy status.

Customer care goes beyond call centres and just being close to the client. It is
about having an institutionalized process to provide satisfactory answers to cli-
ents queries, mechanisms for responding to grievances, and a system to monitor
and act on individual requests and complaints. For example, CLIMBS, CIC,
Uplift and VimoSEWA, among others, have made an effort to put in place struc-
tures for customer care. This is often not the case with many community-based or
partner-agent schemes, which assume that being close to the client is sufficient.

Balancing trade-offs in a continuous improvement process

Many of the products include value-enhancing elements, though it is rare for one
product to score well on all of the client value dimensions as there is often a trade-
off between affordability and enhancements in benefits, access and experience.
Client value improvements, however, do not always require an increase in pre-
mium. They can also be achieved through efficiency gains, as many processes can
be streamlined. In fact, continuous improvement of client value was observed in
several schemes, including MicroEnsure and Uplift (see Boxes 15.4 and 15.5).

Client value enhancements should be strategic. There are intrinsic trade-offs
between client value and business considerations. A “balanced” value approach
across all four dimensions of PACE makes perfect sense for a client, but this
might not be the best choice for a microinsurer in a competitive environment
that wants to differentiate its offering.
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Process of improving client value at Uplift

Uplift Mutuals started its health insurance scheme in 2003 with a maximum
cover of INR 5000 (US$111) for an annual premium of INR so (US$r.11) per
person. The cover included full reimbursement for in-patient treatment at public
hospitals and 80 per cent at private providers. In 2007, outpatient discounts on
consultations and medicines were added and day-care procedures and accidents
were included in the cover, while pre-existing conditions were excluded for two
years (previously only one year), and the premium was increased to INR 60
(US$1.33) per person. At the same time, Uplift recruited fully dedicated field staff
to improve customer care. In 2009, Uplift raised the sum insured to INR 15000
(US$333) for a premium of INR 100 (US$2.22) per person.

Uplift had to address three problems during its early years: 1) a high claims
rejection ratio; 2) an increase in the cost of claims; and 3) an increase in out-of-
pocket expenses. Due to lack of awareness, many claims were submitted for
excluded cases. The scheme was unable to control healthcare costs because it
relied on a small network of empanelled providers, so it could not monitor (com-
pare) costs. Uplift realized that its members valued access to information on
health services as much as the financial benefit of insurance. To improve access,
Uplift developed a network of more than 300 quality health providers offering
price discounts of 10 to 50 per cent, and instituted a 24/7 helpline to point mem-
bers to an appropriate health provider. To increase value for all members, even
those with no hospitalization claims, Uplift also expanded its health initiatives to
include drug discounts, monthly health camps, free check-ups and health educa-
tion to prevent seasonal illnesses.

Uplift’s efforts to improve client value seem to be paying off. As of early 2011
the scheme covered more than 100000 people, the claims rejection ratio was 2
per cent, the loss ratio had increased to 47 per cent, the services ratio (proportion
of members accessing outpatient or in-patient health services) was 56 per cent,
out-of-pocket spending had decreased by 22 per cent, and the renewal ratio had
increased from 48 per cent in 2008 to over 60 per cent in 2010. Uplift is currently
not fully sustainable. Premiums are enough to cover insurance operations, but
are not yet sufficient to sustain the value-added benefits, which are subsidized by
a donor. Uplift management estimates that a tripling of the current outreach
should generate economies of scale to sustain the full programme.

Sources: Data collected from Uplift; Microinsurance Innovation Facility, 2011.
Lastly, client value is contextual. Not all the enhancements that work in one

country can be replicated or are needed in another. Clients’ preferences might be
different, availability of technology or distribution partners vary, and the land-
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scape of informal mechanisms, national security schemes and microinsurance
providers might make it necessary to find a niche for a specific product. The next
section of this chapter compares various products at country level and illustrates
the importance of looking at a product in relation to its alternatives.

Setting benchmarks: Informal mechanisms and social security schemes

Informal mechanisms and social security schemes provide benchmarks to assess
the value of microinsurance in the context of other risk management options.

Low-income households use a multitude of informal mechanisms such as bur-
ial societies, savings or self-help groups to manage life, health and property risks.
Through group risk-sharing mechanisms, households participate in an important
social function nested within well-defined communities that allow risk-pooling
without much fraud, moral hazard or adverse selection. However, as described by
Dercon (2005) and Morduch (1999), they have many weaknesses. They can only
handle idiosyncratic risks, and not covariant risks that affect entire communities
(e.g. flooding). They are best suited for small disbursements for frequent events.
Only well-structured groups, often managed by a remunerated committee, are
able to respond to larger losses, but these are rare and found mostly in urban areas.

Low-income households tend to patch various strategies together because
none can provide enough funds on their own to cover large losses. Households
compensate by participating in multiple group schemes, or, in the event of an
emergency, they deplete their savings, sell assets at low prices, or take one or
more small loans from moneylenders or MFIs. These activities often involve high
costs (Cohen and Sebstad, 2005; Collins et al., 2009).

The PACE client value assessment in Kenya on the use of informal risk man-
agement arrangements (see Box 15.6) confirms that they offer partial cover at a
high price. Informal risk-sharing mechanisms in Kenya score low on product
benefits and cost, high on access, and medium on experience.

Client value from informal risk-sharing mechanisms in Kenya

In Kenya, “welfare groups” of 20 to 60 members are a popular, self-managed way
to respond to life, and to a certain extent, health risks. They are better organized in
urban areas, where members regularly contribute KES 200 to KES 400 (US$2.20 to
US$4.40) per month to receive a KES 20000 to KES 50000 (US$222 to US$s55)
payout in the event of the death of the member or a family member. In the event of
major illness, members are requested to contribute ex-post from KES 100 to KES 500
(US$1.10 to US$s5.50), which results in lump sums of KES 5000 to KES 30000
(US$ss to US$333) to cover health bills. In rural areas the ex-ante collections are
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rare, so members are requested to contribute during the funeral and sometimes
groups organize special events to collect funds to help members respond to major
health shocks (Cohen et al., 2003; Smith et al., 2010; Simba, 2002).

Since the cost of a funeral can vary from KES 150000 to KES 200000
(US$1666 to US$2222), risk cover from one group is insufficient. Many people
belong to between two and five welfare groups at the same time or combine mem-
bership with other strategies such as borrowing or selling assets to generate the
required amount. So even if regular contributions to one group may seem affordable
(and are close to the premiums collected for similar microinsurance products), the
cost-to-benefit ratio is low. Moreover, each membership incurs transaction costs
in the form of time, fees and in-kind contributions, so relying on several informal
group-based mechanisms can be a costly strategy for coping with shocks. Lastly,
these groups do not have any reinsurance arrangement that could provide cover
in the event of excessive claims, so the groups are financially vulnerable as well.

The welfare groups in Kenya are accessible, but seem to provide poor service to
their members. Johnson (2004) reports that 40 per cent of households in one rural
area belonged to at least one group. In most cases rules are simple, and groups are
within the close community and have convenient ways to collect contributions in
frequent but small instalments. Claims settlement procedures are also easy and
quite flexible, but seem to work only for ex-ante schemes that provide good service
in urban areas for life risks. In the event of a funeral, urban groups usually pay the
benefit to the family instantly, but prompt payment is rarely the case in rural areas
and in general for health risks. There is some evidence to suggest that ex-post con-
tributions are provided with long delays, if at all. Simba (2002) says that collecting
contributions from members can take many weeks after a funeral.

The other useful benchmark for analysing client value for microinsurance is
social security schemes. Despite the emergence in many countries of social security
schemes that go beyond the formal sector, their outreach is low and they rarely
offer comprehensive protection, most often covering health shocks or catastrophic
events, or aiming at reducing the vulnerability of children and elderly people
(ILO, 2008).

The National Hospital Insurance Fund (NHIF) in Kenya is a good example of
a government effort to protect a poorer stratum of the population. Originally
available for formal-sector employees and funded by their contributions, in 2007
NHIF was opened to include informal-sector workers for an annual premium of
KES 1920 (US$21) for the whole family, which is approximately 0.8 to 1.2 per
cent of a low-income household income, well within the willingness-to-pay range
identified in Chapter 7. The cover can be bought by anybody at NHIF offices, but
given the limited public awareness, few people have enrolled. It offers close to full
hospitalization cover at government hospitals and limited reimbursements for
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services from private health facilities. As the cover is reasonable for the price, NHIF
scores well on cost, moderately on product and experience, mostly because of the
low service quality at government hospitals, and poorly on access. Government
schemes in India obtained similar scores, which suggests that while social security
schemes might solve the cost problem (mostly through subsidies), better solutions
are needed to enhance access, establish efficient processes and control quality of care.

As shown in Figure 15.3, in Kenya in the broader risk management picture
there appears to be an opportunity for microinsurance products to add value. To
do so, microinsurance should emulate the informal ways of providing access and
complement the benefits of social security schemes, while at the same time offer-
ing superior service.

PACE evaluation of informal risk management and NHIF in Kenya

Product = [nformal mechanisms
NHIF

Experience Access

Cost

Relative value from products at the country level

This section presents a country-level analysis of the three markets: life micro-
insurance in the Philippines, health microinsurance in India and composite
products in Kenya. It shows the importance of a client value assessment of a
product in relation to alternatives in the same market to identify advantages, dis-
advantages and opportunities for product improvement.

Unveiling weaknesses of composite products in Kenya

Low-income households in Kenya rank risks to health and life as their biggest
concerns (Cohen et al., 2003), and this demand perspective is consistent with the
supply of informal risk management arrangements and microinsurance schemes
that often cover both health and life risks. The Kenyan PACE analysis compares
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three composite products by CIC, Pioneer Assurance and Britak, and two in-
patient health products by Jamii Bora Trust and NHIF (see 7zble 15.2).* One may
argue that this is comparing apples to oranges. However, as health risks are a
greater concern for low-income households, a comparison of a health and life
product with a health-only product is a valid exercise from the clients’ perspec-
tive, as both address their highest priority. Additionally, the products are compa-
rable as they target broadly similar market segments: CIC and Britak serve the
same populations in rural areas and CIC and Pioneer in urban areas, while Jamii
Bora Trust targets the slightly lower-income market of urban slum dwellers.
None of the Kenyan schemes, however, has a business case at this point (see

Chapter 18 for results from CIC).

Products included in the PACE analysis for Kenya

CIC, Bima ya Jamii Pioneer Assurance, Faulu  Britak, Kinga ya Jamii Bora Trust (JBT)
Afya Mleulima
Start date 2007 2010 2007 2001
Product IP health, AD&D, IP&OP health, term Whole life, IP health, IP health, credit life,
type funeral, voluntary, life, AD&D, voluntary, voluntary, stand-alone  mandatory, credit-linked
stand-alone stand-alone
Cover KES 340000 (IP), KES 200000 (IP), KES 100000 (life), Unlimited IP, outstand-
KES 50000 (hospital ~ unlimited OP, including 20 per cent  ing loan cover
cash), KES 100 000 KES 100 000 (life), for IP health
(AD&D), KES 30000  Disability on tables
(funeral)
Annual KES 3 650 for family KES 6995 for family KES 1860 for member  KES 2 400 for family
premium' and spouse
Distribu- SACCOs and MFIs MFI Employer (KT'DA) MFI
tion
Targeted ~ SACCO members Urban micro Small-scale tea growers ~ Urban slum dwellers
segment’  and MFI clients entrepreneurs KES 10 to KES 15000  KES 10 to KES 20000
KES 10 to 15000 KES 15 to KES 30000
(rural)
KES 15 to 30 000
(urban)
Perform- 8300 lives (06.2010) 11000 lives (09.2010) 78000 lives (10.2010) 600000 lives (10.2010)
ance 40 per cent claims ratio > 100 per cent claims 80 to 100 per cent 80 to 120 per cent

for life; 120 per cent for
health

25 per cent renewal ratio

ratio

claims ratio
1 per cent lapse rate

claims ratio

! Premiums do not include the cost of taking a loan to purchase insurance, which is very common for
all the products reviewed except Britak.

2 Average monthly household income based on estimations from the providers, on-going impact
study of the CIC product conducted by EUDN and Oxford University, and Ana Klincic’s study on
Jamii Bora Trust clients (unpublished).

Note: US$1 = KES 91.

CIC product sells NHIF in-patient cover and bundles it with life benefits underwritten by CIC.
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According to the PACE analysis, Jamii Bora Trust’s microinsurance product is
the only one that adds significant value (Figure 15.4). This product mimics infor-
mal mechanisms in terms of access, fulfils social functions and provides superior
service, while providing more comprehensive cover than NHIF at a similar price.
The relatively good value for money stems from the fact that adverse selection is
limited due to the mandatory nature of the product, as well as the adequate con-
trols that are in place to reduce fraud and moral hazard by healthcare providers.
The mandatory, credit-linked feature lowers the ranking for access as clients do
not have any choice and in most of the cases use loans to finance premiums.
However, this is counterbalanced by product simplicity and the proximity of
Jamii Bora branches. The possibility of giving the members more choice is now
being discussed, but it seems that making the product voluntary for all Jamii
Bora Trust members might reduce value for money, as adverse selection and
administration costs will increase substantially.

Britak’s is the most accessible product because of its simplicity and its very
convenient delivery channel that allows automatic premium deduction from
monthly wages. However, the relatively small benefits undermine its develop-
ment potential. Moreover, the slightly lower value for money puts this product at
risk when markets become more educated and less fragmented.

Bima ya Jamii has been a sound attempt by CIC to enable people to access to
NHIF cover, while at the same time improving cover and service at a reasonable
price. However, it has not worked well in practice and requires readjustment, as
NHIF in 2010 announced its intention to include outpatient services in its cover,
which will result in a substantial increase in premium. Therefore, CIC and
NHIF are contemplating whether to stop offering the product in its current
form. Despite improvements in proximity and client awareness, CIC and NHIF
have encountered difficulties in streamlining the enrolment process, document
requirements and synchronizing their information systems. CIC was also obliged
by regulation to collect an annual premium up-front, which made it more diffi-
cult for people to afford or access the product.

Pioneer’s composite product received a low ranking for different reasons. On
the one hand, it is the most comprehensive product on the market and as such
merits attention, but it is hard to explain to clients and difficult to maintain high
service standards for a multiple cover, resulting in lower scores for access and
experience. Moreover, the product struggles with adverse selection and there is a
need to improve administrative processes to better manage the providers’ net-
work. Lastly, low-income markets are sensitive to price; a premium equivalent to
2.9 per cent of monthly income puts the Pioneer product above the limit of
affordability. Nevertheless, it is the least mature of all the products and its value

proposition is likely to improve over time.
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Client value PACE analysis, Kenya

Product == Informal mechanisms
NHIF
CIC
== Dioneer
eee Britak
JBT
Experience —— Access
It
\
Cost
Informal mechanisms NHIF cic Pioneer Britak JBT
Product 2.3 2.6 3.3 4.4 1.9 3.3
Access 4.3 2.2 2.3 2.7 3.7 3.3
Cost 2.2 4.2 3.4 2.4 3.2 3.8
Experience 3.3 3.0 2.7 3.1 2.9 4.0

The jury is still out on the client value from Kenyan microinsurance products
as many of them are new; with their limited maturity, there is room for improve-
ment. However, the PACE analysis raises a question as to the client value pro-
vided by composite products, at least in the rigid form used in Kenya. In theory,
there are strong arguments in favour of composite products given the high acqui-
sition costs in microinsurance. However, one needs to be conscious of their
drawbacks. Inherent complexity makes it difficult to explain benefits to clients
and to maintain high-quality service and expensive-to-administer policies, result-
ing in barely affordable products. From the client value perspective, the lack of
choice is an issue as it cannot be assumed that one-size solutions fit all. All these
factors have resulted in low take-up.

Comparing various models for health insurance in India

Over the last decade, a number of health microinsurance products have been
developed in India, making it the most mature market for the provision of health
covers to low-income households. As shown in Table 15.3, the PACE analysis cap-
tures this diversity by looking at six hospitalization products bundled with addi-
tional benefits. These products are delivered by a community-based scheme
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(Uplift), by NGOs in partnership with insurers (PWDS, VimoSEWA), by an
insurance company in collaboration with the Ministry of Textiles (ICICI Lom-
bard), by a state Government in collaboration with cooperatives (Yeshasvini),
and by the Government with various private insurers (RSBY).> The RSBY and
weavers schemes are subsidized and the latter is the only one offering full outpa-
tient cover. It may seem unfair to compare subsidized schemes to market-priced
ones, but those comparisons make sense from the clients” perspective, which is
the essence of the PACE assessment. The products serve similar target groups,
but are sold in different locations (with the exception of RSBY, which has been
rolled out across India).

The government-sponsored schemes score similarly to their Kenyan counter-
part NHIF (see Figure 15.5). Although they can provide better products at a lower
cost due to subsidies, as large-scale schemes they underperform on both access
and experience dimensions. For RSBY, access is limited to the population below
the poverty line (BPL) as identified by the ration card. More importantly, enrol-
ment numbers are suppressed by the fact that enrolment is often done within a
specific window of time and all family members need to be present in person.
Limited information provided to the public and limited effort to educate mem-
bers are likely explanations for low usage rates. In the case of ICICI Lombard,
access to its scheme is constrained by limited member education for a relatively
complex product. Low usage rates may suggest inadequate claims procedures,
but an emerging “cashless” system should improve service quality in the near
future. The Government of India and the insurers involved are investing
resources to make the RSBY and other government-sponsored schemes work for
low-income populations.

Improvements in the access and experience dimensions might make it diffi-
cult for market-priced schemes to compete with RSBY and other government
schemes, at least for the poorest clients. Some households are currently still
enrolled in RSBY and other health microinsurance plans, but it seems that
schemes will in future align themselves with RSBY and reposition their products.
Organizations like Uplift, VimoSEWA and PWDS can improve access to RSBY
and make sure that their members benefit from the government system.

Various public and private insurers deliver RSBY; premiums vary slightly, but the product design and
core processes remain the same. For the PACE analysis, the RSBY delivered in collaboration with
ICICI Lombard is taken as a reference. For more information on RSBY and health microinsurance in
India, see Chapter 20, section 20.2.4.
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Figurerss  Client value PACE analysis, India

Product == RSBY

== [CICI
Yehasvini

== PWDS

ese SEWA

++« Uplift

Experience Access
RSBY ICICI Yeshasvini PWDS SEWA Uplif

Product 3.2 3.8 3.0 2.9 2.4 3.6
Access 2.6 3.0 2.7 3.4 4.4 4.3
Cost 4.9 4.3 2.6 2.3 2.7 2.9
Experience 2.7 3.1 3.3 2.7 3.7 3.6

Interestingly, as with Kenya, the most “balanced” client value is provided by a
community-based scheme. As described in Box 15.5, Uplift scores well on the
PACE framework mostly because of value-added services, quality care manage-
ment, systematic client education efforts and outstanding customer care.
VimoSEWA is very close to Uplift in several dimensions except for product, as
benefits are the lowest among the Indian schemes. At the same time, VimoSEWA
has been financially viable for several years now,® while Uplift is still dependent
on donors, which suggests that the value-added benefits provided by Uplift
might not be realistic for a market-based scheme. Premium increases might be an
option to improve viability as most of the schemes reviewed in India are below
the willingness-to-pay threshold for health insurance.

¢ But performance has not been validated with insurers carrying the risk for the scheme.
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Yeshasvini and PWDS products add slightly less value, but they serve their
captive markets and provide decent cover at a fair price. Access seems to be an
issue for Yeshasvini, while PWDS, the least mature of the Indian schemes, needs
to improve claims administration and quality of service. If adverse selection and
moral hazard problems are solved, there might be room for further improve-
ment, resulting in higher client value.

To summarize, the PACE analysis for India draws an interesting picture of
the value delivered by different models. Each model has different strengths that
can be exploited to create better health insurance products for low-income
households. Private-sector players and NGOs should align their products with
large public schemes (provided that service quality improves) through integra-
tion or by targeting different market segments.

Enhancing value from life insurance in the Philippines

Just as India is one of the most mature markets for health microinsurance, the
Philippines is for life microinsurance. Compulsory life covers with disability
and funeral benefits were selected for the PACE analysis. The different models
represented include CARD and FICCO, which are large mutual benefit
associations (MBAs), CLIMBS, a regulated, cooperative insurer working in
a partner-agent model with MFIs and cooperatives, and MicroEnsure,
a specialized broker that develops and administers products delivered in a
partner-agent model.” The four products are similar and the microinsurers
broadly target the same market segments (7zble 15.4), which makes the PACE
analysis easier than in the other countries where the presence of social security
schemes and the complexity of health insurance made comparison more

difficult.

7 The MicroEnsure product with TSKI is taken as a reference for the PACE assessment in the
Philippines.



Table 15.4

326

Products included in the PACE analysis, Philippines
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FICCO, MBA CARD, MBA CLIMBS, Micro-biz MicroEnsure,
family protector Family Life with
TSKI
Start date 2007 1994 2004 2007
Product Term life, AD&D Term life, AD&D Term life, AD&D, Term life, AD&D,
funeral, fire funeral
Cover PHP 40000 (natural PHP 50000 (natural PHP 30000 (natural PHP 90000 (natural
death, principal), PHP  death, principal), PHP  death, principal), 10- death, principal),
10000 for others, same 10000 for others, same ~ PHP 15000 for others, ~ PHP15 to 30 000 for
AD&D AD, disability up to same AD&D, burial others, PHP 70 000
PHP 100 000, PHP benefit PHP 2 500 to (AD&D, principal),
10000 hospital cash PHP 10000, PHP PHP 10 to 20000 for
due to motor vehicle 40000 for fire others, benefit PHP
accident 5000 to PHP 20000
Monthly PHP 90 PHP 6o PHP 87 PHP 78
premium
per family'
Distribution FICCO MFI CARD MFI MFIs and cooperatives ~ TSKI MFI
Targeted Microentrepreneurs,  Women microentrepre-  Members of creditand ~ Women micro-
segment’ fishermen, farmers neurs, trade, services, savings cooperatives entrepreneurs,
and formal sector agriculture PHP 5 to 20000 working poor,
workers loans from PHP 5 to 20000 mostly in rural areas
PHP 13 000 to PHP PHP s to 20000
2M
PHP s to 20000
monthly average
family income
Performance® 85000 members 1 million members 135000 lives 1 million lives

(330000 lives insured)
30 per cent claims ratio
Retention rate >80 per
cent

decide to leave the scheme.

)

(4 million lives insured)
15 to 25 per cent claims

ratio

Retention rate >80 per

cent

45 per cent claims
ratio

Half of the premium for MBAs goes to a guarantee fund and is reimbursed to members when they

As all schemes target a population that is just below or just above the poverty line, the estimated
income range for all schemes is PHP sooo to PHP 20000, with average monthly household
income at PHP 11000. These calculations are based on the following sources: 1) PhilHealth (2010):
low income threshold at PHP 246109 annually, approximately PHP 20000 monthly; average
income in low-income group PHP 7500; 2) National Statistical Coordination Board (2011) official
poverty statistic: monthly poverty threshold for a family of five at PHP 7 o17.

Claims ratio for MBA:s is calculated on premiums collected. In reality, the ratio doubles as it should
be based on the non-refundable portion only.

Note: US$1 = PHP 45.

w

All the schemes in the Philippines provide better value to low-income
households than similar informal risk mechanisms (Figure 15.6), despite the fact
that in the Filipino culture community support to help bereaved families is well
established. The main limitation of informal mechanisms is that they only
cover funeral costs, which still leaves families vulnerable when a breadwinner
dies. Otherwise, informal mechanisms to deal with life risks are accessible, not
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costly and quite responsive, especially when compared to the same arrange-
ments in Kenya.

The fact that the life microinsurance products reviewed add value in
the Philippines therefore merits attention, as it is hard to provide better value
than the informal practice of @buloy® In fact, the origins of microinsurance
in the Philippines comes from the formalization of abuloy by some
cooperatives that required members to contribute ex-ante PHP 2 to PHP 5
(US$0.04 to US$o.11) per month for a death benefit of PHP 20 to 35000
(US$444 to US$777), which is close to the price people paid to be part
of abuloy. As regulated MBAs such as CARD and FICCO emerged, they
then built on the cooperatives’ semi-formal schemes and fully formalized
them.

All four products reviewed score almost the same on the four core dimen-
sions of the PACE framework. As described in section 15.2, the products have
various strengths and weaknesses, but offer good cover and service at a reasona-
ble price. According to Rimansi (2002) the price is within the willingness-to-
pay range declared by low-income households. There remains concern over
value for money as all of the products are very profitable, suggesting that there
is an opportunity to raise benefits or reduce premiums.

It is interesting to see such a convergence in an environment where there is
not much competition, since most of the insurers (especially those that are
member-based associations) serve captive markets. However, with increased
activity by CLIMBS and the recent entry of MicroEnsure, competition has
begun and the clients seem to have benefited. The life products in the
Philippines built on informal mechanisms and have continued improving their
features to provide better value, providing evidence that maturity does matter
and that client value improves over time. There are still improvements to be
made and with increased competition there should be further benefit to the
client.

Within damayan, a broader term for community support, relatives and friends contribute abuloy
(informal support for funeral) to a family who lost a member.
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Client value PACE analysis, Philippines

Product == [nformal
FICCO
CARD

es« CLIMBS
Microensure

Experience Access

Informal FICCO CARD CLIMBS MicroEnsure
Product 2.3 3.3 3.6 3.7 43
Access 4.3 4.0 3.6 3.8 4.0
Cost 3.4 4.0 4.4 3.9 43
Experience 3.2 3.8 4.3 3.3 3.5
Conclusions

Client value is a complex issue, yet it needs to be understood for practitioners to
succeed in their business and for other stakeholders to support the development
of microinsurance markets effectively. The PACE tool can be used to compare
microinsurance to its alternatives through an audit-based system supported by
secondary information sources. It fills a gap between key performance indicators,
which can only indicate successes or problems, and full-fledged client studies,
which are expensive and longitudinal in nature. The PACE framework looks at
products through the clients’ lens in a holistic way by taking into consideration
the dimensions that are important to consumers. Hence, it can be used by practi-
tioners to improve the value of their products and contribute to strategic man-
agement processes. The PACE results even seem robust enough to engage gov-
ernments, donors and regulators in debates at the policy level.

The initial analysis in India, Kenya and the Philippines shows that there is a
place for microinsurance to add value on the top of informal risk-sharing prac-
tices and existing social security schemes to protect low-income populations
against life and health risks. The findings presented in this chapter confirm the
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limitations of informal risk management arrangements and further explore how
microinsurance should complement social security systems.

The three-country analysis points to the correlation between client value and
maturity of markets. In the Philippines, where for more than a decade micro-
insurers have been continuously improving life products, the value of all the
products reviewed appears beyond doubt. In Kenya, where innovation in com-
posite products, such as health and life, has just started, the client value of most
products is open to question as they are not much better than informal mecha-
nisms and do not complement the social security scheme well either. Indian
health microinsurance products seem to be half-way in their journey to deliver-
ing client value, with interesting interaction between valuable products delivered
by community-based or NGO-run schemes and government-sponsored initia-
tives, which are growing in importance.

In the on-going value creation process, the competitive environment, market
orientation and/or social commitment can lead to significant improvements.
Enhancements have often been small adjustments that made a significant differ-
ence for low-income consumers. However, it is rare for an offering to excel in
product, access, cost and experience. Hence, there remains room for improve-
ment because clients are looking for value across the four dimensions. There are
many trade-offs in this process, but if improvements lead to greater efficiency, a
balanced proposition may be possible.

The examples described in this chapter are inspiring, but client value is con-
textual and not all ideas can travel across the borders to markets with different
client preferences, social security set-ups, competitive landscapes and availability
of technology or distribution channels. And yet, while context matters, some
client value drivers seem sufficiently universal to be put on the global micro-
insurance agenda to further improve client value. This includes exploring:

improvements in claims processing, customer care, consumer education and
enrolment processes;

translation of efficiency gains (through process improvements and use of tech-
nology) into better client value;

the value of mandatory compared to voluntary product designs;

the balance between simplicity and cover (simple covers compared to more com-
prehensive, appropriate covers) in the context of marketing, demand and acqui-
sition costs;

ways of structuring public-private partnerships for health and agriculture micro-
insurance;

opportunities to build on informal mechanisms and ensure better coexistence
with microinsurance.
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Lastly, in microinsurance, as in any other retail business, client value should
drive business viability. Better products mean reaching economies of scale, a pre-
requisite in microinsurance, more quickly. Some life products reviewed in this
chapter show that it is possible to strike the right balance between client value
and business viability. There is no simple answer on which business strategy is the
most effective, but it is difficult to come up with a good strategy without under-
standing clients’ needs and without a tool that will link market intelligence into
the strategic planning process. To understand clients’ needs, microinsurers need

more client data.
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Microinsurance that works for women

Anjali Banthia, Susan Johnson, Michael J. McCord and Brandon Mathews

This chapter is adapted from Microinsurance Paper No. 3, published by the ILO’s Microinsurance Innova-
tion Facility (2009), which was co-funded by Swiss Development Cooperation. The authors thank Inez
Murray (Women's World Banking), Anna Gincherman (Women’s World Banking), Raven Smith (Zurich)
and Jonathan Tin (Zurich) for providing invaluable support for this paper. They also thank Naila Kabeer
(Institute of Development Studies, University of Sussex), Gabriele Ramm (consultant) and Patricia Richter
(ILO) for reviewing the paper.

For millions of women around the world, microinsurance cover can mean the
difference between life and death. Having effective coping mechanisms is crucial
for poor women, who not only face a heightened vulnerability to risk for them-
selves, but who also shoulder the burden of managing their families’ risks. Over
the course of a woman’s lifetime, these risks can include health problems for her-
self and family members, the loss of a breadwinner’s income due to death or
divorce, vulnerability in old age, worry over the care of children in the event of
her own death, domestic violence, job-related risks and natural disasters, as
shown in Figure 16.1. Any one of these risks can deliver serious and often devas-
tating financial shocks to poor women and their households, potentially intensi-
fying poverty, instability and vulnerability.

Lifecycle events and risks for poor women

Business start-up

Education Marriage
Birth
Childbirth
Death
Old age Business investment

Lifecycle events

Poor men are confronted with many of these same risks. However, the impact
on poor women is far greater. Globally, women account for 70 per cent of the
world’s poor (UNIFEM, 2010). They face disproportionate levels of physical vul-
nerability and violence. They earn less income, often from informal sector
employment, with less ownership and control of property (Mayoux, 2002).
When these vulnerabilities are combined with the responsibility of ensuring the
welfare and security of their families, it is clear that women not only have a
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unique and pressing need for appropriate means to manage risk, but also serve as
agents for the risk management of their entire families.

Poor women have traditionally coped with risk using approaches that offer
moderate protection, but are frequently limited, inefficient, unreliable, or even
harmful. Microinsurance offers a promising solution for poor women if it is
designed and delivered effectively. Women form a significant segment of the
emerging microinsurance market because they seek cover both for themselves
and their families, serving as risk managers for entire households. Nonetheless,
millions of poor women are uninsured.

This chapter highlights the importance of understanding the specific risks
that poor women face and the influence of household dynamics on the ways
those risks are managed. With those insights, the chapter explores how
microinsurance can be better designed and delivered for women. It also serves as
a call to action to MFIs' and other delivery channels, as well as to donors,
insurers and the research community, to develop gender-sensitive microinsur-
ance schemes.

Findings for this paper are primarily drawn from qualitative market research
studies conducted by Women’s World Banking (WWB) from 2003 to 2008 in
eight countries spanning Africa, Eastern Europe, Latin America, the Middle East
and South Asia and the existing literature on savings and microinsurance.

Gender and risk in poor households

How do risk management decisions and strategies differ between women and
men? Although there are differences across cultures, in general men often fill the
roles of provider, authority figure and head of household, and are usually respon-
sible for making major financial decisions. Women often fill the roles of
caregiver, homemaker, and increasingly, income earner and household financial
manager. Inherent to caregiving is the responsibility of coping with risks — such
as health problems, deaths in the family and emergencies — to maintain the secu-
rity, health and stability of the home.

These roles give rise to different risk management strategies for women and
men, which can be explored from three perspectives described below. First,
women’s attitudes to savings, risk-aversion and financial management often differ
from those of men. Second, there are some risks that arise for women as a result
of intra-household relations. Finally, women have a heightened vulnerability to
risks due to their physiology and position in the household and society.

This chapter focuses primarily on microfinance institutions as delivery channels.
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Women’s attitudes to risk management

Women are keen savers and risk managers. Women typically utilize their earn-
ings to improve the care and standard of living in their households by either
spending business profits on household expenses or saving them to draw upon in
case of need. This behaviour relates to women’s role as caregivers and suggests
that, if women are providing for the day-to-day needs of the family, it frees up
men’s resources to invest and expand their businesses. In this sense their roles are
interdependent. A Pakistani man reveals: “Women use [their income] in the
house, they think about the children. They save money for the dowry or the
education of the children. That is what women do. Men want to expand their
business” (WWB, 2008c).

Evidence from developed countries suggests that women are more risk-averse
than men in investment (Jianakoplos and Bernasek, 1998). However, differences
in risk-aversion may not be biological or innate but rather arise from the tradi-
tional roles within the household and the different degrees of risks that women
and men face. Whether these differences arise from innate preferences or from
gendered contexts, women and men do manage risks differently, and this has
implications for microinsurance product design.

Intra-household relations and risk management

Some households operate with significant joint decision-making and negotia-
tion. In others, there may be a strong separation of roles, with little discussion or
collaboration, or there may be latent or overt conflict in which some members,
usually women, feel that they are seeking to fulfil their responsibilities in spite of
their spouses. In the latter cases men may offer little assistance, withdraw their
contributions when women earn their own income or make demands on
women’s savings and incomes for their own purposes. In the worst cases, conflict
may lead to domestic violence and divorce.

How a household operates significantly impacts resource allocation to saving
and insurance. Where cooperation is strong, joint decisions to mobilize funds for
insurance may be made more easily. In households where roles are clearly
separated or where there is conflict, these decisions are more likely to be
problematic. In these cases, women who desire to purchase policies that respond
to the needs ascribed to their role — for example, health care for children — may
have to draw on their own, usually lower, levels of income and savings. The very
existence of household conflict may also increase a woman’s desire to buy
insurance and affect the features she chooses. Awareness of such intra-household
gender dynamics will enable the design and delivery of microinsurance products
to be improved.
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Heightened vulnerability to risk for poor women

Women’s risk management needs are shaped by the specific and unique risks they
face due to their physiology and position in the household and society. The key

risks facing poor women are:

Health: Health shocks are among the biggest and least predictable risks that poor
households face. Mounting medical costs and lost wages can push otherwise stable
households into poverty (Chen et al., 2008). Women face a dual challenge when it
comes to health risks: they are more susceptible to health problems and more likely
to be responsible for caring for others” health problems. Examples of greater sus-
ceptibility to illness for women include issues in reproductive health, as seen by the
estimated 300 million women suffering permanent health damage resulting from
pregnancy and childbirth (Ahmed and Ramm, 2006). Women are also more sus-
ceptible to sexually-transmitted diseases such as HIV/AIDS, as they are often in
weaker positions to negotiate safe sex (UNAIDS, 2008). Women’s health can also
be threatened through increased exposure to unsanitary water while cleaning their
homes and to harmful firewood or charcoal fumes while cooking (Ahmed and
Ramm, 2006). Poor women may be less likely to use their limited resources for
treatment when they are sick, preferring instead to use resources to treat sick fam-
ily members, especially children (Kern and Ritzen, 2002).

Death of husband: In most countries, women tend to outlive their husbands.
The likelihood increases in communities where women are likely to marry older
men, and where male life expectancy is shortened by violence, unsafe working
conditions or military participation. For poor women, the death of a husband can
be devastating — not just emotionally, but also financially and legally. Widows
who may have depended on their spouses for financial support must learn to sur-
vive independently, with few opportunities to remarry. The risk is magnified for
women with young children to support and educate. Widows may also face sig-
nificant legal and cultural battles to retain property upon their husband’s death.
The loss of property can leave them without a home to live in and can threaten
income and food security. Insurers might play a positive role in such situations by
requiring that insured assets be in the woman’s name (Ahmed and Ramm, 2006).
Old age: Old age exerts substantial pressure on poor households through the
need for financial support and living assistance, and increased healthcare costs.
Traditionally, women have primarily coped with this risk by relying upon their
adult children to support them. Increasingly, however, women are worried that
their children will be unable or unwilling to provide this support. This break-
down of traditional roles leaves many women vulnerable, particularly widows.
Divorce: WWB research reveals that many divorced women are under intense
financial pressure — a pressure that is heightened if they have children to care for.

As in the death of a spouse, divorced women face the loss of financial support
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from their husbands, a cost that is heightened in countries where alimony is
either not required or not enforced, and are often confronted with significant
legal battles to retain property after divorce. These financial risks become even
more difficult when combined with the cultural barriers and social ostracism that
divorced women may face. While “divorce insurance” may not be feasible, insur-
ers and delivery channels can encourage women to have their name on the legal
titles of assets being insured, to protect them in the event of divorce or the death
of a husband. MFIs and other delivery outlets could also help divorced women
by providing links to affordable women’s legal services that can help them retain
their property after divorce.

— Own death: Many women worry that their children, especially their daughters,
will not be properly looked after in the event of their own death. Women also
worry about burdening their families with funeral costs and outstanding debt,
and those that earn income fear that their family may not have the resources to
survive without their contribution. Microinsurance is an obvious tool for provid-
ing financial support, including repaying outstanding debts and providing finan-
cial benefits to children, yet some women fear that their spouses, if declared the
beneficiary of the life insurance policy, may spend part or all of an insurance pay-
out for unintended purposes. To work around this problem, delivery channels
might offer culturally-sensitive counselling to help women think through their
options for naming a beneficiary. Microinsurance can also be designed to provide
practical benefits directly, such as groceries or vouchers for school fees, to better
ensure that women’s needs are met even after their death.

— Domestic violence: Domestic violence not only puts women’s physical and
mental health at risk, but can also threaten their financial security. Women who
suffer from domestic violence can incur serious financial costs for care and reha-
bilitation, which has implications for health insurance (Ahmed and Ramm,
2006). They may also find that their ability to earn an income is curtailed if their
work subjects them to abuse or if abuse has rendered them unable to work. For
poor women who do not own property, this risk is exacerbated. Research in
South India found that 49 per cent of married women who owned neither land
nor a house suffered from domestic violence, whereas that figure dropped to 10
to 18 per cent for those who owned either land or a house (Murray, 2008). Thus,
MEIS efforts to encourage asset ownership through savings and credit can also be
an important risk management tool for women.

— Job-related risks: Poor women face a range of job-related risks that are often not
covered by available insurance products. Traders who work on streets or in mar-
ketplaces may be vulnerable to theft and physical violence. Sex workers are
highly susceptible to sexually-transmitted diseases, rape and abuse. Women in
home-based businesses are vulnerable because they lack the safety measures
which may be in place in factories and because they are physically isolated from
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others, decreasing their opportunities to join unions and seek equal pay for their
work. Since women typically get paid less for their work than men and are more
likely to work in the informal sector where they receive less legal protection
against job-related risks, their ability to prevent or cope with these risks is more
constrained.

Natural disasters: The effects of natural disasters on poor people can be espe-
cially acute, yet rarely is this covered by insurance (see Chapter 4). A significantly
larger proportion of disaster victims in many recent natural disasters have been
women. This gender disparity results from various gender differences: as care-
givers to children, women may be physically closest to dependents in a disaster
situation and may therefore need to try to rescue them, reducing their ability to
quickly evacuate. Cultural restrictions on the ability of women to leave their
homes without male permission may also impede timely evacuation. Even if
women survive the disaster itself, they suffer a second wave of risk as the threat of
physical and sexual violence against women has been shown to increase, espe-
cially in shelters and relief camps, during the recovery phase (Dimitrijevics,
2007).

Traditional risk management and coping strategies

The mechanisms poor women traditionally use to deal with risk fall into two
categories: 1) risk management or ex-ante strategies, actions taken to limit risks
or prepare for the occurrence of a risk event; and 2) strategies for coping with risk
or ex-post strategies, actions taken to deal with the consequences of shocks after
they have occurred. This section discusses non-microinsurance risk management
and coping strategies. Microinsurance as a risk management strategy is covered
in section 16.3.

Ex-ante: Risk management strategies for poor women

Savings: As discussed earlier, women use savings to pay for financial shocks asso-
ciated with their caregiver role, including health, education and emergencies.
Poor women employ a variety of savings strategies, including saving at home, in
assets, in rotating savings and credit associations (ROSCAs) and in savings
accounts held at banks, MFIs or cooperatives.

Making risk-averse business decisions: With limited access to capital and edu-
cation and significant constraints on their time due to caregiving responsibilities
in the household, poor women often have little choice but to crowd themselves
in undifferentiated, low-value-added, low-risk, low-profit business activities,
such as tailoring or cooking that are extensions of their household duties. When
profits are earned, women often avoid reinvesting their profits back into their
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main business and opt instead for more risk-averse choices. This behaviour
avoids large losses but also limits large gains, and is indicative of a preference for
security and risk management over risky, but potentially more profitable, busi-
ness decisions.

Investing in property: Many poor women view owning property as an impor-
tant strategy for managing the risks of divorce, widowhood or old age. With their
name on the land title, they can avoid complicated and costly legal battles over
property if divorced or widowed, thereby securing their place to live. Owning a
home allows women to pass it on to their children, creates a place to live in their
old age and gives them an option to rent either all or part of the house as a source
of income, which is particularly vital for elderly women.

“Investing” in children: Women often view investments in their children’s edu-
cation and businesses as investments in their old-age security. “The biggest
investment you can make is to educate your kids, to give them money to go to
the university,” says a Dominican woman (WWB, 2008b). The hope is that well-
educated children will have well-paid jobs that provide them with sufficient
resources to care for their ageing parents and a sense of responsibility to “pay
them back” for supporting them while they were young.

Participating in informal reciprocal social relationships: Women in many
cultures invest in informal reciprocal social relationships to prepare for various
lifecycle events, such as the birth of a child or the death of a spouse. Risk man-
agement relationships, like munno mukabis (which translates to “friend-in-need
associations”) in Uganda, provide an opportunity for members to collect funds
over time to amass sufficient resources to aid their members should a specific
financial need, such as a death or a wedding, occur (CGAR 2000).

Ex-post: Risk-coping strategies for poor women

Slashing household expenses: After a financial shock occurs, poor women often
respond by cutting household expenditure. Depending on the financial need,
these cutbacks can include a reduction in day-to-day expenses such as food and
medical expenses, and/or longer-term cost reductions such as moving into less
expensive housing or pulling children, especially daughters, out of school (World
Bank, 2009).

Borrowing money: Many poor women resort to taking out loans to cope with
financial shocks, either from family, friends, MFIs, or high-cost moneylenders
and pawnbrokers. Women may also divert funds previously borrowed for
another purpose (i.e. business investment) into managing immediate risks.
When loans have already been taken, a last-resort strategy for coping with the
risk may be to default on the loan if the money is needed elsewhere.
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Selling assets: Another strategy for coping with risk involves selling assets, such
as gold, land and housing, or income-generating assets, such as business equip-
ment or livestock.

Starting or increasing income-generating activities: Members of poor house-
holds may also take up or increase income-generating activities to earn extra
money to cope with financial shocks (Ezemenari et al., 2002). Frequently it is a
severe financial shock that pushes women, and in some cases their children, into
the labour force. A recent study of women sex workers in western Kenya disturb-
ingly reveals that they are nearly 20 per cent more likely to supply riskier, better-
paid sex on days when a family member, particularly a child, falls sick as a way to
cope with health-related expenses (Robinson and Yeh, 2009).

Participating in informal reciprocal social relationships: Informal social rela-
tionships can also help poor families cope with financial shocks. In Kenya,
women use harambees (which translates to “pool together”), where women come
together to cover the cost of financial shocks, such as a death in the family.
Similarly, a study in Nepal found that when someone dies, community members
typically donate small amounts of money and food, which families use during
the 13-day mourning period (Simkhada et al., 2000).

Consequences of risk strategies

Though many risk strategies that poor households use provide some protection,
even together they are often inadequate to fully cover the costs associated with
financial shocks (Dercon and Kirchberger, 2008; Cohen and Sebstad, 2009).
Moreover, these strategies often have adverse secondary implications for women
and their families.

Inadequacies
While WWB research suggests that poor women are keen to save and can save
around 10 to 15 per cent of their net monthly income, the amount is rarely
enough to cover more than basic emergencies and some health-related costs. Sav-
ings can also be ineffective when the security of those savings is in question, as is
often the case with informal savings where the threat of theft, fraud or pressure
from other family members to spend counteracts their ability to serve as an effec-
tive coping mechanism. Research in Uganda found that 22 per cent of savings are
lost in informal savings schemes compared to a loss rate of just 3.5 per cent in the
formal sector (Wright and Mutesasira, 2001). Since women are more likely to use
informal savings mechanisms, this risk affects them disproportionately (WWB,
2003).

Furthermore, saving through ROSCAs can be unhelpful when a number of

members require money at the same time or when a member facing a financial
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shock is not due to receive her payout (WWB, 2006d). Other informal recipro-
cal social relationships are also unable to provide full cover for many risks. In the
earlier example from Nepal, contributions from community members were
found to cover only 25 per cent of the costs associated with the death of a family
member (Simkhada et al., 2000). Social relationships may also provide little pro-
tection from covariant risks, such as natural disasters or health epidemics,
because others may be facing similar problems, limiting their ability to help.

Adverse secondary implications

Several risk strategies, while sometimes effective in the short term, can lead to
enduring adverse secondary implications, perpetuating a cycle of poverty for
poor women and their households. Allocating business profits to savings instead
of investment, for example, is one of the main reasons for women’s businesses
failing to grow to the same extent as men’s businesses (Murray, 2008). Accumu-
lating precautionary savings can also limit expenditure on other vital needs such
as housing or education. Other risk-averse business practices, such as diversifica-
tion into a number of smaller businesses, may reduce the impact of any one busi-
ness failing, yet limit each businesss chance of succeeding. These risk-averse
choices cause poor women to forgo some profitable opportunities that might
have helped them break the cycle of poverty (Dercon and Kirchberger, 2008).

When a woman copes with shocks by selling productive assets such as live-
stock or equipment, she may be forced to accept a below-market price out of des-
peration. Regardless, she wipes out her ability to earn income from the assets in
the future. Similarly, pulling children out of school may reduce immediate
household costs and free up children’s time to work, but it causes a serious loss to
children’s development and severely curtails their long-term earning potential.
Reducing food intake and medical expenses similarly can have a serious health
impact on the household. Research from the recent economic crisis indicates that
women and girls suffer disproportionately from these cutbacks (Institute of
Development Studies, 2009).

Borrowing may help to smooth financial needs in the short term, but may
lead to long-term indebtedness (Simkhada et al., 2000). Defaulting on existing
loans may free up short-term cash, but may result in a future loss of access to
finance. Figure 16.2 illustrates how many of the aforementioned risk strategies
can fail the woman who employs them (Dercon and Kirchberger, 2008).
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Examples of risk strategies and implications

Risk Adverse . . Adverse
Uninsured management implications Shock e coping implications
risk strategies ol [Pl ¢ == strategles Bl ool
used in ST and LT use in ST and LT
Example: — Savings Business suffers Death of — Use of savings — Long-term
Risk of — Investing in due lack of husband — Sale of assets business
widowhood property reinvestment, — Funeral costs — Increase work slowdown
and children’s causing income — Loss of bread- hours and —Long-term
education loss winnerincome put children health risks
to work — Heavy

— Take high cost indebtedness
loans

Adapted from Dercon and Kirchberger, 2008.

The inadequacy and harm associated with many commonly used risk strate-
gies suggest a strong need for more robust options that can provide more ade-
quate and long-lasting cover without negative side-effects.

Gender-sensitive microinsurance

Microinsurance can provide adequate, long-lasting cover against shocks for poor
women if properly designed and marketed to address their needs. While a diverse
array of microinsurance products are becoming available, including schemes to pro-
tect against crop failures, property damage, natural disasters, unemployment, disa-
bilities and the costs associated with women’s roles as caregivers, this discussion will
focus primarily on health and life microinsurance because those risks are typically
reported to exert the most financial pressure on poor women (Roth et al., 2007).

Successful microinsurance programmes must strike a balance between providing
cover that meets the needs of poor women, minimizing operating costs for the
delivery outlet and insurers and keeping premiums low to foster affordability and
accessibility (Churchill, 2006). There are several useful examples in the market. The
Micro Insurance Academy presents clients with a “menu” of benefits, allowing them
to pick and choose attributes depending on their needs and ability to pay. Others
have offered clients other financial products such as savings accounts or emergency
loans to supplement gaps in their microinsurance programmes. The boxes presented
in this section provide some examples of gender-sensitive microinsurance.

Design attributes

Affordable women’s health and maternity benefits
Health microinsurance for women must go beyond the coverage of basic health
needs to cover women’s lifecycle health risks, including reproductive health issues,
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such as pregnancy, prenatal and well-baby care, contraception and menopause, as
well as preventive care such as regular health screenings, vitamins, education on
disease prevention, and immunizations and vaccinations for themselves and their
children. Comprehensive health microinsurance should also cover various types of
care, such as primary care, specialist care, mental health care, outpatient treatment,
hospitalization, surgery and prescription drugs, as well as access to women
physicians.

Many health microinsurance products lack comprehensive cover or offer it
at a cost which is unaffordable to most women. Several schemes exclude
pregnancy, citing the high costs for insurers and customers. When the Indian
NGO Shepherd tried to negotiate the price for a health microinsurance
programme that included maternity benefits with the state-owned United
India Insurance Company, the premiums were roughly double the maternity-
excluded amount, too expensive for Shepherd’s low-income clients (Ahmed
and Ramm, 2006). Others offer limited pregnancy cover. Delta Life in Bangla-
desh, for example, excludes coverage of women in their first pregnancy due to
the higher risk of complications (Ahmed and Ramm, 2006). Other pro-
grammes have a nine-month waiting period for health cover to prevent women
from enrolling in insurance upon discovering that they are pregnant, or restrict
benefits to just one or two births per client (Herbas, 2009). Thus, the challenge
is to find a way to provide comprehensive cover at an affordable price. Box 16.1
provides an example of how the Bolivian MFI BancoSol dealt with this
problem.

Bolivia’s BancoSol negotiates to deliver better benefits to women

While many microinsurance programmes exclude maternity benefits or impose
waiting periods of nine months or longer to prevent pregnant women from enroll-
ing, BancoSol offers a uniquely comprehensive health microinsurance product to
women in conjunction with Zurich. The programme provides full maternity cover
with a seven-month waiting period, giving pregnant women a two-month window
to purchase insurance to cover child birth. As Bolivia’s top-performing MFI with
nearly 200000 clients in 2009, BancoSol was able to exercise its bargaining power to
negotiate these women-friendly terms with Zurich, and quickly demonstrated the
viability of such a programme through a pilot test. In the two years since that pilot,
BancoSol’s health microinsurance programme has reached over 14000 clients. Sixty-
two per cent of these clients are women, compared to just 45 per cent of borrowers,
underscoring the high value of gender-sensitive microinsurance programmes for
women.

Source: Authors.
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Health microinsurance cover for the whole family
As caregivers, women strongly value health microinsurance that allows them to
cover their whole family. However, high incremental costs for adding family
members often make family cover unaffordable, or force women to pick and
choose whom to insure. The latter response raises serious issues for women and
girls because they are often the ones left out (Ahmed and Ramm, 2006).

In other cases, the choice to insure multiple family members is not available,
as in the case of employer plans, which sometimes only cover employees. A
woman in Jordan who faces this situation says, “My husband is insured alone for
the company he works for. They take 7 dinars (US$10) per month from his sal-
ary. He can go to private hospitals, but we are not covered. He would have to pay
more to include us [and we cannot afford it]" (WWB, 2006¢c). The Self-
Employed Women’s Association (SEWA) in India has mitigated this problem by
offering clients pre-packaged family health microinsurance plans which automat-
ically include all family members. While the packages are more expensive than
insuring one individual, SEWA found that they were able to keep incremental
costs low by insuring a larger population. The product proved to be popular: the
programme tripled in volume in 2005 (Chatterjee, 2005). This example suggests
that it may be possible to offer low-cost family plans and highlights the multi-
plier effect for insurers when the women’s market is targeted as a conduit for fam-
ily health cover.

Life microinsurance cover for husbands

A critical aspect of life insurance for women is to make cover available to both
themselves and their husbands, yet in many schemes only women are covered.
This is often the case with loan-linked cover, one of the most common forms of
life microinsurance, which protects only the life of an MFI borrower (see Chap-
ter 9). Since MFI borrowers are usually women, basic credit life leaves them
unprotected if their husbands die. This situation has been called “one of [micro-
insurance’s] great ironies”, suggesting that offering cover only on a woman’s life
effectively means that “for a woman to ‘benefit’ from insurance, she would have
to die first” (Ahmed and Ramm, 2006). CARD in the Philippines recognized
this need and modified its product to cover spouses. This created an added
benefit for CARD’s loan portfolio because the death of a spouse can impact a
woman’s ability to repay a loan (Ahmed and Ramm, 2006).

Protection for women’s children: Option to designate beneficiaries and practical child-
Sriendly claims

While many microinsurance schemes assume that husbands will be the benefici-
aries of their wives’ life insurance claims, many women want the freedom to
choose another beneficiary if they feel that their husbands would not provide
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suitable protection for their children in the event of their death, or if they worry
that their husbands might use the insurance payout for unintended purposes,
such as a second wife or personal consumption (Ahmed and Ramm, 2006).
Given the option to designate a beneficiary, many women would choose friends,
relatives or adult children over husbands, yet many products do not allow this
flexibility (Cohen and Sebstad, 2006).

Another way to protect children is to structure claims to offer maximum
long-term protection and incentives to avoid harmful strategies for coping with
risks, such removing them from school. The All Lanka Mutual Assurance Organ-
ization (ALMAO) in Sri Lanka has introduced a life microinsurance plan that
pays staggered benefits to children over a period of four years (20 per cent upon
the death of a parent and 20 per cent each year for the following four years). See
Box 16.2 for a description of the innovative approach that La Equidad in Colom-
bia uses to encourage the children of a deceased parent to stay in school.

Colombia’s La Equidad structures life insurance benefits to protect children

In Colombia, an unfortunate yet common response to the financial shock of los-
ing a parent is remove children from school. This decision cuts education costs
and frees up the child’s time to do paid labour, yet profoundly endangers a child’s
learning, development, and long-term income potential. To prevent this, La
Equidad, a mainstream insurer of more than three million people, structured the
benefits of its Amparar life microinsurance product to protect children. Besides a
lump sum payment for death and funeral support, the policy pays monthly ben-
efits that can only be used towards education for the two years following the
death of a parent and also provides families with a monthly payout for food for
one year. This programme is explicitly designed to prevent families from having
to cut children’s education or calorie intake to cope with the financial shock of
the death of a parent.

Source: Adapted from Almeyda and de Paula Jaramill, 2005.

Delivery attributes

Availability for borrowers and non-borrowers

Many MFIs do not offer insurance to women who are not current borrowers. A
Jordanian woman expresses her concern over this policy: “It should not be for
[borrowers only]. Now I am a [borrower], but if my circumstances improve, I
may not renew my loan. So insurance should be a different product from the
loan. If I want a loan, I can buy a loan. If I want insurance, I can buy insurance”
(WWB, 2006¢). Unbundling life microinsurance and loans could be an effective
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way to ensure more complete coverage for clients and raise the number of poli-
cies sold through MFIs to non-borrowing members, although this raises adverse
selection risks.

Voluntary enrolment

Poor women often express dislike for mandatory life microinsurance pro-
grammes, particularly when cover does not meet their needs and when they are
not fully aware of the benefits. The latter problem was observed in Uganda where
women paid mandatory premiums without being aware of the cover, resulting in
a misconception that premiums were actually loan-processing fees (Young et al.,
2006). With limited information on how to use the policy, women did not reap
any benefit from it.

Nevertheless, mandatory life microinsurance programmes are common.
MFIs value the protection they offer on their loan portfolios and/or are moti-
vated by the revenue potential from commissions. They also may not want to
invest resources into convincing clients of the wisdom of buying the products
voluntarily. These products, however, do feature an important upside for clients:
because administration costs are kept low, the premiums tend to be significantly
lower than for voluntary schemes. It is thus critical for MFIs and other delivery
outlets to closely examine their clients’ willingness to pay, in order to assess
whether voluntary products are appropriate in the local context. SEWA in India
and BancoSol in Bolivia both found that their clients were willing to pay for vol-
untary microinsurance if they valued the benefits and found the premiums good
value (Chatterjee, 2005).

Gender-sensitive client communication
Effective gender-sensitive microinsurance programmes must contain an
educational element to explain how microinsurance works and how it can offer
valuable benefits to women and their households. Microinsurance will be a new
concept for most and many may be reluctant or suspicious of it. They must be
provided with easy-to-understand information on costs, eligibility, claims
processing, cover, and long- and short-term benefits (see Chapter 14).

Communications must address the most common misunderstanding about
microinsurance, expressed by a Jordanian woman when she says, “I joined an
insurance scheme. We paid an amount for three children and my husband. The
year finished [and] we did not benefit. So we saw we did not benefit from it and
left the scheme. We paid s0]D (US$70) per year for each individual” (WWB,
2006¢). Educational messaging can help convince women that there is a benefit
from microinsurance even if they do not claim.

Messaging for women should also take into consideration the tendency, in

many cultural contexts, for women to require more information than men before
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making a decision to purchase insurance, and the high rates of illiteracy
amongst women in many countries (McCord, 2007a). As women must be fully
convinced of the product’s function and benefits if they are to enrol voluntarily,
the most successful gender-sensitive communication strategies ensure frequent
contact with women clients by helpful staff (Chatterjee, 2005). Tata-AIG found
it useful to hire and train women sales agents from local communities as a
means of ensuring that the agents were approachable and accessible to local
women. These agents were encouraged to sell first to people they knew in their
community and then to branch out from there (Churchill and Leftly, 2006).
These interactions must be also handled in a way that is sensitive to women who
are living in difficult or abusive relationships who may require additional sup-
port to negotiate the purchase of microinsurance with their husbands. Box 16.3
provides a description of SEWA's approach to women’s microinsurance and dis-
cusses the strategies SEWA uses to maintain frequent and approachable com-
munication with its clients.

India’s SEWA Bank: A pioneer in gender-sensitive microinsurance

With a tagline of “Our lives are full of risks, VimoSEWA makes our life secure!,”
India’s SEWA Bank offers its clients — all self~employed poor women — a choice of
three bundled microinsurance schemes designed to provide unique “cradle to
grave” cover for many of the key lifecycle financial pressures faced by poor women.
Available at various price points to ensure affordability, the schemes cover the
death, health and assets of women, with options to also cover husbands and chil-
dren for a lower incremental fee. The children’s cover provides protection for all the
children in the family, to avoid parents having to choose which of their children to
insure. Starting with 7000 clients in 1992, in 2009 VimoSEWA covered nearly
200000 women, men and children. The products are uniquely integrated with
SEWAs fixed deposit savings accounts, giving clients the option to pay insurance
premiums with the interest accrued from their savings account.

SEWA uses a variety of communication strategies to promote the products and
educate clients about microinsurance. It has found that regular face-to-face
interactions are highly valued by women clients, who appreciate the feeling of
involvement and the opportunity to ask questions about their policies and discuss
broader family issues relating to risk. VimoSEWA has used both small and large
client meetings to provide comfortable women-only forums to discuss issues such
as what can happen when a woman or a poor family is confronted with a major
risk and how they can protect their families from those risks by using microinsur-

ance.

Source: Authors.
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Simple insurance policies and claims processing: Suitable processes for less-educated
women

Insurance policies should be simple and easy to understand. Exclusions and com-
plex provisions should be kept to a minimum and payouts should be straight-
forward and clear, which will make it easier for potential enrolees to understand
how microinsurance works and what the benefits are for them. Insurance policies
must also feature clear and simple claims processing if the programmes are to be
successful. This means that the delivery outlet (i.e. an MFI) must provide suffi-
cient and easy-to-understand information on how to process the claim and offer
support to clients who need assistance. Clear information and proper support is
especially crucial for new customers who may not be familiar with the process.
Without an easy-to-use claims process accessible even to illiterate customers,
women may not only fail to receive the full benefits of microinsurance, they may
also effectively forfeit money spent on premiums which could have been used for
other risk strategies (Mayoux, 2002).

Conclusion: A call to action

Poor women face a range of potentially catastrophic risks. The traditional risk
strategies at their disposal are diverse, but often inadequate. Microinsurance,
when effectively designed to meet the unique needs of poor women, can offer
compelling benefits to this target market. Yet, with extensive demands for
comprehensive cover and pressure to keep costs low, the execution of successful
gender-sensitive microinsurance products represents a serious challenge. This
chapter has attempted to raise many of the gender issues related to the provision
of microinsurance, and proposes an urgent call to action to donors, insurers, the
research community, MFIs and other delivery channels.

MFIs and delivery channels

Many MFIs are in touch with the financial needs of poor women, and therefore
have an opportunity to go beyond the provision of loans to offer gender-sensitive
microinsurance. Other delivery channels may have less access to the women’s
market, but still offer large opportunities for reaching poor women.

We encourage all delivery channels, including MFIs that already reach many
women with loans, to learn about women’s risk management and coping needs
through localized gender marker research. We encourage these organizations to use
research-driven customer insights to develop new or improve existing gender-sensitive
microinsurance products. After a product has been launched, impact-assessment
studies are critical to ensuring that the scheme responds to women’s needs in the
local context. Developing gender-sensitive microinsurance offers both direct
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and indirect benefits to delivery channels, from commissions on policies sold to
the effects of having clients with healthier and more financially secure house-

holds.

Insurers

We encourage insurance companies to seize this opportunity to work with MFIs
and other delivery channels to provide gender-sensitive microinsurance. For insur-
ance companies that primarily serve higher-income people in the developing
world, reaching out to poor women opens up a market of millions of new
clients. In 2010, Swiss Re estimated that the potential market for microinsur-
ance was four billion people (Swiss Re, 2010b), yet Roth et al. (2007) found
that just 78 million low-income people in the world’s 100 poorest countries
had insurance cover. This leaves a significant opportunity for insurers to tap
into high volume sales, estimated to be US$40 billion (Swiss Re, 2010b).
Furthermore, by marketing microinsurance to women, insurers may enjoy a
multiplier effect due to many women’s preference to enrol husbands and
children as well.

The research community

There is a vital need to better understand gendered responses to risks and how
risk strategies such as microinsurance can help alleviate the financial burden of
risks on poor women. We encourage the research community to investigate the fol-
lowing research questions:

How do the cover and benefits of microinsurance compare to those of traditional
risk strategies used by women? How do poor women combine microinsurance
with other risk management strategies?

Does microinsurance free up resources for women in poor households? How are
these resources used? Does microinsurance affect women’s rates of business
investment, savings behaviour and/or levels of household consumption? How
does this impact household economic security?

How can secure savings accounts and microinsurance programmes complement
each other to affect a poor women’s ability to manage and cope with risks?

What are the best practices in gender-sensitive microinsurance marketing,
distribution and product design, including market education, pricing and claims
servicing?
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Donors

We encourage donors to use their resources to invest in developing microinsurance for
women. With vast resources and missions to support poverty reduction, the
donor community is in a unique position to provide critical support in develop-
ing microinsurance for women. Donors can fund research and consumer educa-
tion, and can also provide critical technical assistance and capacity-building sup-
port to MFIs and other delivery channels seeking to develop microinsurance
programmes (Latortue, 2008). As the costs associated with the initial research
and development of microinsurance programmes can be quite high, and where
commercial insurers may be reluctant to initially get involved, early donor sup-
port can be crucial to kick-start gender-sensitive efforts. At a higher level, donors
can promote an enabling policy and regulatory environment for microinsurance,
which considers the specific characteristics of women.

The future of microinsurance for women

Microinsurance is a new frontier of development, and there is much work to be
done to create a gender-sensitive microinsurance industry. It is crucial to further
develop an understanding of how women combine microinsurance with existing
risk management strategies, how their attitudes to risk differ from those of men,
and how microinsurance affects their rates of investment into businesses, savings
behaviour and household consumption. Donors, researchers and practitioners
each have an important role to play in creating a coordinated effort to further the
development of gender-sensitive microinsurance.
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In our increasingly global economy, the financial impact of migration has played a
growing role in contributing to the financial flows across borders, in particular to
developing countries. This migration is most commonly motivated by a desire to
increase income and provide a better life for one’s family. Over the past 20 years, the
number of people living outside their country of origin has increased by nearly 40
per cent, from 155 million in 1990 to 214 million in 2010 (UN DESA, 2009).

Diversification of income and geography can help migrants and their families
mitigate some risks, especially those related to large financial shocks in their
home or host countries. For the families back home, the migrant often serves as
informal insurance when an adverse event occurs. When there is an emergency
that requires a significant cash outlay, the migrant is often called upon to send
funds to cover the expense. Many migrants also find themselves in positions of
extreme vulnerability in their host country, often working in the informal econ-
omy and unable to access basic social safety nets, or in dangerous jobs that
increase the risk of accidents.

Insurance could be a useful tool for transnational households to manage
some of these risks. However, traditional insurance is often too costly, complex
or difficult to access for the low-income households of many migrants’ families.
These households require simple products that can be delivered inexpensively
and conveniently, characteristics common to microinsurance. While there are
significant obstacles to offering migration-linked insurance to migrants and their
families, the opportunity to tap into the social capital created by migration and
the money transfer channels that are already working with this population may
help insurers overcome both the distribution and cost issues. In 2010, the inter-
national remittance flow was estimated at US$437 billion, three times more than
the amount of aid flowing to developing countries (Ratha, 2010). The majority of
this money goes directly to the families of migrants to support basic household
needs such as rent, food and school fees. Mechanisms that allow transnational
families to use a portion of these funds to purchase insurance could go a long
way to reducing their vulnerability and risks.
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In many host countries, migrants make up a large portion of the population
that is generally not well served by the financial sector and especially by insurers,
presenting an opportunity for insurers to reach out to a relatively untapped mar-
ket. In home countries, linking microinsurance to migration may help to over-
come some of the challenges of regular microinsurance sales because migrants
tend to have a higher ability to pay than those in the home country and multiple
motivations for wanting to protect their families back home (GTZ, 2009).

A range of insurance schemes could be linked to migration, including: 1)
products aimed at mitigating the unique risks faced by migrants in their host
countries, such as accident or repatriation insurance; 2) products to cover the
unique risks of migrants’ families in their home countries, such as protecting the
flow of remittances; 3) products that tap into remittance flows or the distribution
channels and networks created by migration; and 4) products that tap into the
migrants’ desire to protect their families in their absence by formalizing the
informal insurance provided by migrants.

This chapter uses desk research and a series of interviews with key migration
and remittance experts, microinsurance practitioners and money transfer agents
to explore existing and potential links between migration, remittances and insur-
ance.! Section 17.1 illustrates how migration may affect the preferences and
demand for insurance of migrants and their families. Section 17.2 provides a
framework for migration-linked microinsurance products and an overview of the
existing products. Sections 17.3 and 17.4 consider the opportunities for and chal-
lenges to developing migration-linked microinsurance, including the legal and
regulatory challenges, and those related to marketing, sales, payments and opera-
tional processes. Finally, section 17.5 provides preliminary recommendations for
stakeholders, especially microinsurers, as they seck to address the risk manage-
ment needs of migrants and their families.

Demand considerations for migration-linked insurance

Microinsurance initiatives could provide cost-effective tools to shift some of the
burden of mitigating risks from the migrant to a third party. The increased
capacity to pay as well as the unique risks faced by transnational families may
contribute to increased demand for insurance. In addition, the migrant’s desires,
both to control how remittances are spent and to transfer risks to a third party,
can influence demand.

A limitation of this research is that many schemes are in their nascent stages of development, so it is
difficult to draw definitive conclusions. Another limitation is that most of the programmes identified
seek to tap into international migration flows, not domestic migration flows. The demand challenges
to developing domestic programmes are likely to be similar, although operational challenges are likely
to be quite different.
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Most studies have found that the bulk of remittances are used for consump-
tion, basic household needs (Orozco, 2003; Alvarez Tinajero, 2009; Asfar, 2003;
de Bruyn and Wets, 2006) and health care (Amuedo-Dorantes et al., 2007).
Migrants’ families typically make the spending decisions.> However, when the
preferences of migrants and their families on how to spend remittances diverge,
the migrant may wish to have greater control over how funds are spent. Studies
have also found that if given full control over how remittances are spent,
migrants would spend money differently, allocating less to daily consumption
and more to savings (Ashraf et al., 2010).

A study on formal funeral insurance in South Africa indicates that convinc-
ing migrants’ families that it is sensible to spend remittances on insurance may be
difficult, even when their income levels are sufficient (Crayen et al., 2010).
Migrants, on the other hand, may have an interest in purchasing insurance for
their families to protect their loved ones as the migrants are the ones who often
pay the bills in a crisis. A study conducted by SegurCaixa, an insurance company
providing insurance to migrants in Spain, found that migrants would like cover
for themselves when visiting their home country as well as cover for their family
members. A survey of Haitian migrants in the Turks & Caicos, conducted by
AIC, a Haitian insurance company, also found that migrants were interested in
transferring some risks and responsibility for their families back home to more
formal channels.? Similarly, in focus groups with Guatemalan and El Salvadorian
migrants, the Microfinance International Corporation (MFIC) found that they
were interested in cover for their families, although less interested in protecting
themselves, with the exception of repatriation and accident insurance.

Demand by migrants or their families for microinsurance is likely to vary
depending on income level, degree of assimilation, documentation and other
factors. SegurCaixa’s study finds a strong correlation between income, assimila-
tion and insurance demand. Take-up among immigrants was concentrated
among those with higher incomes and those who had been in the host country
longer. Magnoni et al. (2010) also showed that insurance take-up was more lik