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This paper aims to contribute to the debate orighgibility of the provision of micro flood
insurance as an effective tool for spreading desastks in developing countries and examines
the role of the institutional-organisational franoekvin assisting the design and implementation
of such a micro flood insurance market. In Bangshda private insurance market for property
damage and livelihood risk due to natural disastees not exist. Private insurance companies
are reluctant to embark on an evidently unproféaldnture. Testing two different institutional—
organisational models, this research reveals blieaatiministration costs of micro-insurance play
an important part in determining the long-term wibof micro flood insurance schemes. A
government-facilitated process to overcome thestbfices observed in this study between the
non-profit micro-credit providers and profit-oriedt private insurance companies is needed,
building on the particular competence each paritygsrto the development of a viable micro
flood insurance market through a public—privateneship.

Keywords: Bangladesh, flood insurance, institutional desigtural disasters, viability

Introduction

Insurance has been referred to as an effectivéd@ooéducing, sharing and spreading climate
change-induced disaster risks in both developeddamdloping countries (Bouwer and Vellinga,
2002; Hoff et al., 2003; Mills, 2004; Botzen andaen Bergh, 2008; Brouwer and Akter,
2010). The institutional structure of insurance base to occupy centre stage in the debate
about financing disaster risks with proponentsudilig and private financial risk management

systems on either side.

Dworkin (2000) emphasises the important role afestaanagement of risks through the
provision of insurance, offering a model of egaiéa justice within the social welfare realm of
the economy. In contrast, Shiller (2003) arguegforate income insurance in an economy
without government intervention. He envisions theeggence of a private insurance market,
which would offer livelihood insurance, home equrtgurance and income-linked loans to share
the society-wide risks. The primary driving foroeghind Shiller’s (2003) thesis is the potential
financial gain from increased risk sharing withie society that could accrue to private

insurance companies and financial institutions.



Both theories of a public and private risk managamsgstem have been criticised by political
philosophers and financial economists. Farrely0@Claims that Dworkin’s (2000) theory of a
‘hypothetical insurance market’ is an ineffectibeadry of social justice because it is unable to
address practical trade-offs that arise in nontideaieties facing resource scarcity. Shiller’s
(2003) concept of livelihood risk sharing has besgacted on the grounds of lack of commercial
viability and effective demandowd (2003) argues that the implementation of ihabd
insurance or income-linked loans is constrained layde variety of different institutional risks
associated with private supply provision, includangdit or default risks and legal risks.
Similarly, Rose (2004) rejects the concept of livebd insurance or home equity insurance,
referring to the fact that existing markets do piavide such risk-sharing contracts for a reason:

markets for such contracts are incomplete, impractind unfeasible.

Against this background, this paper aims to contahlio the international academic discussion on
appropriate institutional-economic structures sk management. It assesses the financial
viability and institutional preconditions that netedbe in place for successful provision of a
micro-insurance scheme. Shiller's (2003) proposa@iréate a private insurance market serves as
a model to test the financial viability of a flootsurance scheme in Bangladesh where a large
proportion of the population confronts livelihoaddshouse property damage risks due to
catastrophic events. A mixed quantitative—qualitatesearch approach was followed. In a large-
scale rural household survey carried out betweegusiiand October 2006, 2,400 floodplain
residents were asked about their demand for diffdoems of insurance schemes: crop damage,
house property and unemployment insurance schetoeseholds’ willingness to pay (WTP)

was estimated and compared with expected indermpajguts by insurance providers, within the
framework of two different organisational modelswitro-insurance supply: a ‘partner—agent’
model (PA) and a ‘full-service’ (FS) model—whicleaxplained in the following sections. The
gualitative assessment is based on semi-structotediews and a workshop with decision-
makers in private insurance companies, micro-fieanstitutions (MFIs) and non-governmental

organisations (NGOSs) to investigate the viabilitypdvate insurance provision in Bangladesh.



The remainder of this paper is organised as folidkes second section presents a discussion of
catastrophe risk insurance in a developing cowtngext. The case study is presented in the
third section, followed by floodplain residents’achcteristics and attitudes towards buying micro
flood insurance and their willingness to pay insgeapremiums in the fourth and fifth sections,
respectively. The commercial viability of micro éld insurance schemes is addressed in the sixth
section. The results of the in-depth interviews enedworkshop are presented in the seventh

section. Finally, the eighth section contains saorclusions and policy recommendations.

Insurance against catastrophe risk in a developingountry context

With regard to long-term sustainability of micrasurance in effectively transferring and hedging
natural disaster risk, the existing literature ¢dess four key criteria: contribution to risk
reduction; commercial viability; affordability; argbvernance (ProVention Consortium/IIASA,
2005). Commercial viability and affordability oft@me considered the most challenging criteria
to be fulfilled in developing economies given ttaure of the environmental and financial risks

to the insurer and the financial constraints oninilsared.

Natural disasters result in systematic losses lader@ across clients and geographical regions.
Therefore, insurers face the risk of having to cengate large losses due to a disaster event that
affects clients in an entire community or regios. dAresult, the standard principle of paying
damage compensation to affected clients only byipgoesources from non-affected clients
typically does not apply (Duncan and Myers, 206Qixthermore, the scope of reinsuring disaster
insurance schemes is limited or the costs of reamae are very high (ProVention
Consortium/lIIASA, 2005). Due to these obstaclesjgbe insurers have been reluctant to offer

policies that cover flood and other natural hazards

From the perspective of the insured, insurance ddrnralow-income economies frequently is
low due to limited financial resources and thus len found insufficient to ensure risk pooling
even within the community or region. Householdsaseual to the risk of natural catastrophes in
developing countries usually are part of the posegyments of society (IPCC, 2007). Previous
work in one of the most flood-prone areas of Badgn shows that poor households are more
exposed to the risk of flooding than wealthier rehads, which are able to cope better with



preventing damage costs (Brouwer et al., 2007 $tudy also revealed that poorer households
suffer relatively higher damage costs becauseoofiihg. Another study conducted in the same
floodplain area revealed that 60 per cent of issdents are willing but unable to contribute
financially to the construction of a protective eankment in the region because of insufficient
financial means (Brouwer et al., 2009). These figdiimply that, even if an insurance provider
exists, poor households in Bangladesh probablyataafford commercial insurance due to

income constraints.

Nevertheless, disaster risk insurance programmes lgen introduced in many developing
countries (Mechler, Linnerooth-Bayer and Pepp06). Although experiences and available
information are too limited to draw general coneuas about such schemes, disaster risk
insurance has not been very successful overall f@smmercial standpoint. Nearly 30 years
ago a multi-peril crop insurance programme wa®dhiced by the Government of Bangladesh,
covering the crop damage risks of more than 15{@6fers (Miah, 1992). The initiative was
commercially unsuccessful as claims consistentteesled premium revenues. In 10 of its 17
years of operation, the loss ratio was more th&ahp# cent (Rahman, 2007). The government-
operated National Agriculture Insurance Scheme @A India also operates at a substantial
loss. During its five years of operation, premiwswanues have covered only one-third of
indemnity claims (Raju and Chand, 2008). Taking @tcount the administration costs, the
premiums only covered 12 per cent of programmesdoghe southern Indian state of Karnataka
(Kalavakonda and Mahul, 2005).

In some instances, providers offer micro-insurgmoelucts together with other financial
services. For example, micro-credit providers oifisurance products jointly with micro-credit
loans or savings schemes. Proshika, one of thedangicro-credit providers in Bangladesh, has
offered compulsory group-based insurance since .198der this programme, clients are
required to deposit two per cent of their savimgan insurance fund. In the event of any loss
incurred by the clients due to natural disastevige the amount of the accumulated savings in
the insurance fund is returned to them. Bundledsdés insurance schemes have three key
advantages. First, the system enables the insutbversify risks by adding other risks to the

portfolio that are uncorrelated across clientso8d¢adverse selection is reduced if clients are



obliged to purchase the insurance, including tliaseg low flood risk. Third, if the insurance is

offered jointly with other products, transactiorstare lower than if they were sold separately.

Despite these advantages from the provider’s viewipthere is a real risk that bundled
insurance affects the affordability of micro-insuca provision as it adds to the clients’
purchasing costs. Compulsory insurance schemearbiundled with micro-credit or savings
schemes may become a barrier to low-income houdelwlaccess credit facilities as such
schemes increase the costs of borrowing or red&ceeturns from savings. Therefore, insurance
holders usually are averse to compulsory insurgnegrammes, as is evidenced for example in
the case of the Self-Employed Women’s Associat®EWA) in India discussed in a review of
existing micro-insurance programmes in developimgntries (Mechler et al., 2006). The SEWA
initially offered a mandatory life insurance polimgether with micro-credit, but the scheme was

changed to voluntary provision after complaintsrirdients.

Case study

In the context of both low demand and supply otirdtdisaster insurance schemesyodel was
constructed to test the commercial viability ofls@n insurance scheme in Bangladesh. Weather-
related risk is a major cause of rural income flations in Bangladesh. Impact assessments
carried out by the Intergovernmental Panel on Gien@zhange (IPCC) identify Bangladesh as

one of the world’s worst victim countries in terofsthe negative impacts of climate change.
Those expected to be hardest hit by natural disaate the poorer segments of society, which
lack adequate means to take protective action aue litle capacity to cope with the loss of

property and income (IPCC, 2007).

Traditionally, the management of flodasaster risks in Bangladesh has focused on
infrastructural engineering measures, such as eknamts, and ex-post flood relief measures,
such as post-disaster credit facilities. In regemirs, the concept of ‘pro-active adaptation’ has
attracted more attention among poverty alleviagoygrammes in Bangladesh to deal with
natural disaster risks. While the use of micro-rasge to cover life and health risks is prevalent
to some extent, its use to hedge against natwsastdir losses in rural areas is still in its infanc

The National Adaptation Programme of Action, prepdoy the Ministry of Environment and



Forests (2005) of Bangladesh, suggests exploritigregfor spreading natural disaster risks by

investigating the potential of a flood insurancerkea

To explore the demand for flood insurance, a hoolse$urvey was conducted. Five districts
located along the three major rivers in Bangladdaimuna, Meghna and Padma) were selected
on the basis of damage intensity levels observeidglthe 2004 disaster flood (Figure 1). The
selection of households in each of the village®tetd a systematic random sampling method.
The questionnaire was based on focus-group dismssaind pre-tests with approximately 40
individual household heads in different parts & $tudy area. In total, 2,400 household heads
were interviewed during the main survey from thedtiveek of August until the first week of
October 2006 by 15 trained and experienced intesetis. The survey questionnaire consisted of
about 50 questions and was divided into three @estil) socio-demographic household
characteristics (gender, age, occupation, educdtaomly size, sources of income, assets, and
standard of living); 2) the type and extent of etifig due to annual and incidental disaster
flooding (flood frequency, flood duration, inundatilevel, type and extent of flood damage and
level of preparedness); and 3) attitudes to ankihgiiess to pay for micro flood insurance. In
this third and final part of the questionnaire p@sdents were presented with a hypothetical

insurance programme.

Figure 1 Geographical location of the case study area

A series of focus-group discussions was conductetktermine the features of the hypothetical
insurance product. During the sessions, the autleamynised respondents’ vast unfamiliarity
with a standard insurance contract. Participantgygted to comprehend any complex issues
associated with insurance schemes, including parsarance coverage and bundled insurance
contracts. As a result, offering a standalone msce scheme, involving full coverage of the
damage bill, appeared to be the only plausible feayard. During the household survey, the
hypothetical ‘flood insurance product’ was offetedhe respondents in the following form:

I would now like to ask you a number of questiogistied to the potential of introducing a flood irece

scheme in this area. The principle of the propdssarance scheme is as follows: you pay a fixedwuarmo



of money for the next five years—an insurance poemi-every week, two weeks or month depending on
your preferred payment frequency. Only in the a#san officially acknowledged disaster flood, littee

one in 2004, will you receive compensation for fygses suffered. If there is a disaster flood andglaim
compensation, an independent survey or will visit gnd assess the extent of the damage you suffered
Based on the surveyor’s independent assessmentiifdae compensated. The terms and conditions of

your insurance scheme are protected by law.

After a detailed description of the insurance sohemspondents were asked three questions.
First, whether or not they would be willing to peigate in principle in an insurance scheme to
reduce the risk of various forms of flood damagesondents who replied positively to the first
guestion then were asked how frequently they waadt to pay for their most preferred
insurance scheme and who they would prefer to haveprovider. Hence, they were able to
choose their preferred payment frequency, insuran@ader and insurance product(s).
Subsequently, a total of six different startingshidpresenting insurance premiums, ranging
between USD 0.07 (Taka 5) and USD 0.71 (Taka 56)ewsed for the third valuation question.
The bid levels were assigned randomly across rekgs to avoid starting-point bias (Mitchell
and Carson, 1989). The weekly premiums were basedpwevious large-scale survey to test
household’s willingness to pay for a flood protentembankment in one of the study areas and

thorough pre-testing in the pre-tests.

Respondent characteristics and attitudes to micrddod insurance

Table 1 compares the general demographic and smeiomic characteristics of the sample with
the national population statistics. The averagedaddiee respondents was 44 years, whereas the
national average was slightly lower (42 years). isgpnately one-half (50.7 per cent) of the
respondents were unable to read and write. Slightye than one-quarter (26.8 per cent)
finished primary school and only 14.0 per centsliv@d high school. Around one-third (35.0 per
cent) of the sample households were involved falktin agricultural activities to support their
livelihood. In addition, 16.4 per cent of the saepbpulation consisted of agricultural day
labourers. Trade (15.0 per cent), transport (feakyMvorker) (5.5 per cent), service
(administrator) (6.5 per cent), construction (32 gent) and fishery (2.1 per cent) were other
sources of livelihood in the study areas. Averagaual household income (related to the past 12
months) was around USD 1,291, while one-half ofsddwaple population earned USD 846 per



year. Dividing the median annual income by avertagésehold size and 12 months reveals that
per capita income equals USD 14 per month, whiax&tly the same as the national average

rural per capita income (Bangladesh Bureau of Siesi, 2005).

Table 1 Summary statistics of respondent (household) deapdgc and socio-economic characteristics

Approximately one-half of the sample householdsriiewed in this study agreed in principle to
participate in the proposed disaster insurancerprogie (n = 1,160). The two main reasons why
respondents refused to participate in the insuranheme were ‘limited financial income’ (45

per cent) and ‘dislike of the terms and conditiohthe proposed flood insurance scheme’ (32
per cent). Around seven per cent (n = 81) of tispaadents said that they were unable to assess
the usefulness of the proposed hypothetical ing@raoheme while another five per cent did not

believe that they would be compensated by the @msur

Less than two per cent of the sample respondedt®ver bought an insurance policy and more
than two-thirds were unfamiliar with how an insurarcontract works. This finding is consistent
with existing empirical evidence presented in otstedies (Gine, Townsend and Vickery, 2008;
Mechler et al., 2006), which document cases wheserance clients in developing countries
were found to be widely ignorant of the technicsphects of an insurance contract. The current
study furthermore detects a significant positivéatrenship (Chi square = 23.28, p<0.001)
between respondents’ level of insurance familiaatyd their decision to participate in the
insurance scheme (see Table 2). Respondents whe mere familiar with how an insurance
scheme helps in pooling risk among communities weoge willing to participate than those
who were less familiar. There is a significant pwesi correlation between education and
insurance familiarity (r = 0.216; p<0.001), whicidicates that respondents with a higher level of

education are more familiar with insurance.

Table 2 Cross-tabulation results between insurance fantjtiand the decision to participate in

an insurance scheme



The group of respondents refusing to participatdéninsurance scheme due to income
constraints earned USD 822 per year whereas thragevannual income of the group of
respondents who refused to take part for otheoresagas USD 1,601. The difference in mean
yearly income between the two groups of respondsrgtistically significant (Mann—Whitney
=-10.20; p<0.001). The most unpopular featurthefproposed insurance scheme is that the
insured will not receive a monetary return in threrg of no disaster occurring. This was
mentioned by 65 per cent of respondents, who spdcdislike of terms and conditions’ as their
main reason for non-participation. The group opoeglents that refused to participate due to
income constraints was also less familiar withabecept of insurance than others (Chi square =
81, p<0.001), whereas respondents who did not tegpérticipate in the insurance programme
because they disliked the terms and conditions wene familiar with insurance than other
respondents (Chi square = 11, p<0.001). No sigmtidifference was observed between
insurance familiarity and respondents’ lack of iépilo assess the usefulness of insurance and

respondents’ mistrust of insurance providers.

Respondents who agreed in principle to buy miaodlinsurance were given the opportunity to
choose from different types of products. One-h&the respondents wanted to insure their crop
yield against flood risks while slightly more thane-quarter wanted to buy insurance for house
property damage, followed by another 20 per cerd prieferred unemployment insurance.
Around two-thirds of the respondents who wantepauicipate in the flood insurance
programme preferred central government as the geowdf the scheme. More than 80 per cent of

the sample believed that the central governmemsigonsible for the management of flood risks.

Public willingness to pay for micro flood insurance

A double-bounded dichotomous choice format was tsedicit respondents’ willingness to pay
for flood insurance. Respondents were asked twetmuns: do you accept a start bidedf; and
do you accept a follow-up bid bf? Based on their answers, four possible intenaal$WTP

were constructed:

 WTP = 1: rejecting both the start bid)(and the follow-up bidkf);
WTP = 2: rejecting the start bid but accepting the follow-up bidb{;



* WTP = 3: accepting the start bid)(but rejecting the follow-up bid);
WTP = 4: accepting both the start bgg @nd the follow-up bidd).

Using the statistical assumptions underlying irdéregression (Hanemann, Loomis and
Kanninen, 1991; Alberini, 1995), three intervalmegsion models were estimated for the three
most preferred insurance schemes. Mean WTP valaes @erived from a simple model where
the intervals are regressed on the starting bichéHeann and Kanninen, 1999), following the
conventional procedure for binary WTP response (fda@memann, 1984). The results are
presented in Table 3. Floodplain residents’ WTRighest for crop insurance, followed by
property insurance and then unemployment insurdviean WTP for crop insurance is USD
0.60 per household per week, USD 0.45 per weekdase insurance and USD 0.43 per week
for unemployment insurance. Although the differeheeveen mean WTP for property and

unemployment insurance is small, it is statisticaignificant.

Table 3Mean WTP of the sample population for three inscessthemés

The estimated mean WTP amounts were treated &xpieeted premium to be received by the
insurer. Given that the insurer receives a prenflam until the disaster event strikes at some
point in the future, future values of the expeqteeimium income needed to be calculated in
order to make a comparison with one-off damage @msgtion payable to the insured. The
future values of the average premium were calcdlasing the following formula for a future

value of an annuity:

3 @+r)"-1
P _WTPi*f (1)

Where:
P, = future value of the revenues from insurance puemsi(per insurance contract);
r = nominal interest rate;

n = number of years;

2 The exchange rate used here is 63 Taka per USD.



WTP, = average willingness to pay per insurance scheanggar; and

i refers to a specific insurance scheme.

Three different flood probabilities were used toaswae the number of years (n): high; medium;
and low. These flood probabilities refer to floamurring once every five years (high), eight
years (medium) and 10 years (low), respectivelyo Thfferent market interest rates were
employed to represent market conditions in Banglad#ve per cent and 10 per cent. Table 4
presents the estimated future values of expecsdance premium revenues. These future
values vary positively with estimated WTP and thteriest rate and negatively with flood
probabilities. A higher value of estimated avers®#§eP and a higher market interest rate result in
a higher future value of the expected insurancepne, ceteris paribusHowever, a higher

flood probability generates a lower value of ‘n’Eiguation 1 and therefore the future value of
the expected insurance premium decreases. Condbgespected future values of the
insurance premium are high when a low flood prolitgths assumed and low when a high flood

probability is assumed.

Table 4 Future value of expected insurance premium foediifit insurance schemes (in USD)

Commercial viability of micro flood insurance

The condition for a financially viable insurancentract can be written in the following form
(Hazell, 1992):

A+ |
P

<1 (2

Where:
A = average administration costs per insuranceraont
| = average indemnities paid; and

P = average premiums paid.



According to Equation 2, the premium collected anrsurance scheme must exceed the
expected value of the average payout (indemnitgyder to ensure the viability of the insurance
contract and the administration costs per insuraoogract. The term ‘indemnity’ refers to the
amount of financial transfer payable by the instwethe insured. A proxy for expected
indemnity payments for different insurance schemas established using average damage costs
incurred by households in the disaster flood yé&004. Administration costs are the costs to
the insurer of managing and operating the insurbnseess, and include salaries, legal fees,
utilities, and depreciation of office space, equiminand supplies. Administration costs also
commonly include the cost of reinsurance premiuntti¢ insurer. These costs vary depending
on the type of risk, the kind of provider and timef their client base. Table 5 presents an
overview of the range of administration costs inedrby some mainstream insurance providers
as well as by MFIS/NGOs. The costs vary from USR®per client per yedrThe financial
viability of a new micro flood insurance contracasmMested using the highest (USD 22) and the

lowest (USD 6) administration cost per contract.

Table 5Comparison of administration costs for differergurance providers (in USD)

Two different micro-insurance organisational mode¢se applied: a ‘partner—agent’ (PA) model
and a ‘full-service’(FS) model (Cohen and McCord)2). The basic difference between them
arises from the organisational structure, whictdpo®@s a substantial difference in the
implementation and administration costs. In a F8lehdnsurers provide all kinds of services,
such as risk bearing, design of the insurance mtodistribution, premium collection, damage
assessment and compensation disbursement. In aoB&l,nmsurance companies and micro-
credit providers collaborate to offer the insuraackemes jointly. Generally, insurance
companies bear the full risk, while micro-credibyiders carry out most of the field-level
operational and administration work through theiablished client network. The administration
cost of offering, distributing and maintaining imance contracts under such a scheme is
expected to be reduced to a negligible amountnserrance contract. A case study of micro-

insurance and micro-finance institutions in Indocdments an administration cost of USD 1.8

3 Through interviews and study of annual reporteas found that no MFIs/NGOs or private insurarm@ganies currently hold
reinsurance for their existing micro-insurance plan



per insurance contract per year under the PA m@th et al., 2005). In some cases, the
administration cost has been found to be as loWw3 0.5 (ILO, 2006). An administration cost
of USD 2 per insurance contract is assumed heoedier to test the commercial viability of

micro-insurance supply under the PA model.

Table 6 presents the commercial viability test itssaf different insurance schemes under a PA
model assuming an administration cost of USD 2. ildemnity—premium ratio [(A+1)/P] for
crop insurance is below one in a PA model wheodlprobabilities are low and the market
interest rate is high (10 per cent). For all ottmmnbinations of flood probabilities and interest
rates, the indemnity—premium [(A+1)/P] ratio foloprinsurance exceeds one, implying that the
expected average premium that households are gyiftippay is too low to cover the expected
indemnity and administration costs. However, tiet[j/P] ratios for the two other insurance
schemes, property and unemployment, are less thefoo all combinations of flood probability
and interest rate. This suggests that in a PA madeaberty and unemployment insurance are
financially viable since the expected revenues eddhe expected indemnity and administration

costs.

Table 6 Financial viability of three micro-flood insurancentracts under PA model

Changing the organisational design from a PA t&arfodel results, as expected, in a
substantially different outcome in terms of commreiability of flood insurance contracts.
Table 7 presents the ratio of expected averageupayo expected premium revenues [(A+1)/P]
for different insurance contracts assuming a FSehdtr crop insurance, the [(A+I)/P] ratio
exceeds one for almost all combinations of flooabgbility, interest rate and administration
cost (except in one case where both the flood fmbtygand administration cost are low and the
market interest rate is high). If the insurancevmter incurs a low supply cost per insurance
contract per year, property and unemployment imsigachemes are financially viable in a
medium flood probability scenario. In the eventadfigh administration cost of 22 USD per year
per insurance contract, the financial viability gpects of these two insurance schemes become
gloomy. Both are financially viable only in a low-tnedium flood probability scenario and when

the administration cost is low.



Table 7 Financial viability of three micro-flood insurancentracts under FS model

Potential insurance providers’ attitudes towards mero flood insurance

Following the household survey in 2006, in-depti ikdormant interviews and a workshop were
conducted in 2007 with 20 representatives of theeganent, private insurance companies, and
micro-credit providers. The objective was to gaioreninsight into the opportunities for and
threats to micro flood insurance provision in Baagsh. The key informants selected for the
survey were all high-profile decision-makers. Beftre interviews, they were informed about
the research aims and the questions. A limited rurabpreliminary questions were asked to
ensure that the key informants came prepared. iBsetview lasted at least one hour and was

based on a semi-structured questionnaire format.

Besides discussing necessary conditions and eritelated to the potential for setting up a micro
flood insurance market in Bangladesh, financiabneenic, social and legal motivations and the
driving forces of organisational actors in thisteeevere addressed. Specifically, questions dealt
with: governance and regulatory barriers to impletagon of a micro flood insurance product;
perceptions of the commercial viability of a midl@od insurance product; and views on who
should be the provider of such a product and piisgder collaboration between private

insurance companies and MFIS/INGOs. The key findargssummarised below.

Institutional context

It was discovered through the interviews that MIRGGOs and mainstream insurance providers
are governed by different agencies. For MFIs/NGBs main governing body is the Microcredit
Regulatory Authority (MRA), under the Ministry ofrfance. With respect to issuing insurance
policies, the governing MRA Act (2006) stipulatbaitt micro-credit institutions have the
authority and responsibility to offer different ggof insurance services to loan recipients and
members of their families. Yet considerable unaetyaemains regarding the implications of the
MRA Act for the provision of micro-insurance and—taé time of this study—no specific micro-

insurance rules and laws have been establishddFs/NGOs.



Unlike MFIS/INGOs, mainstream insurance providersrafe under the Ministry of Commerce
and the Bangladesh Insurance Act (1938), whichlaggsithe insurer’s business. The Central
Rating Commission, established under this Act,qrers the actuarial function for the industry,
fixing premium levels for each type of insurancedurct offered.

Perceptions of commercial viability

Table 8 summarises key informants’ perceptionfiefdommercial viability of micro flood risk
insurance. Most interviewees either did not beli#nat micro flood insurance would be

profitable or were unsure about its commercial peats. An executive of a private insurance
company said that although he did not expect fdt-cecovery, the social objectives of such
plans are more important than profits. Surprisingpresentatives of both mainstream insurance
companies and micro-finance organisations stat@kiiey would be interested in and willing to
implement a crop insurance scheme even if thereavgassibility that it might not be financially

viable in the short term.

Table 8 Responses to some of the commercial viability qolest

Organisations demonstrated different motivatiorgedeing on the nature of their operations.
Micro-credit providers pointed to social concersdlair prime motivation in considering micro-
flood insurance. Several micro-credit providersighat they had been thinking about providing
micro-insurance for crops in order to fulfil thewcial objectives regarding the agricultural and
rural development of the country, even though ff@@able premium rate for such insurance is
too low to ensure financial viability. In contragte mainstream private insurance companies
pointed to a classic motivation of profit maximisat which does not come as a surprise
considering that such companies are owned by sblaesis who scrutinise financial performance
as it relates to share price. Although the tariients of insurance providers include both rural
and urban poor, mainstream insurance companieggiveaty to clients with regular income

flows, thus precluding individuals with irregular ®easonal income (see also Hasan, 2007).

Prospects for collaboration



The in-depth interviews revealed that the majasitthe key informants from both mainstream
insurance companies and micro-finance organisatignsed that neither entity should offer
micro-insurance on their own (Table 9). When askdtie interviews about the prospect of
collaboration, mainstream insurance company reptasees were positive, affirming that they
would consider delivering flood insurance in parsg with micro-finance organisations.
Respondents from micro-finance organisations wese positive about potential collaboration,
highlighting that mainstream insurers do not cdreua poor people and that they only seek to
maximise profit (Table 9).

Table 9Responses to some of the collaborative insurarmegion questions

The issue of collaboration was further addresseshgihe workshop at which the administrative
heads of leading micro-credit organisations andabei insurance companies were invited to
participate. Both micro-credit providers and maieam insurers were identified as having a
stake in the outcomes and holding significant powéerms of the structure of a future market,
albeit in a different manner. Mainstream insurexgehfinancial power whereas the micro-credit
providers have access to a large client base. Gongpihese two strengths may result in a win—
win situation (Mechler et al., 2006; Hasan, 206¥wever, disagreement over the type of stake
in outcomes (either for financial gain or to acl@goverty-reduction objectives) may imply that
the two players are unwilling to cooperate. In ttege, provision under the PA model may be
impossible. For instance, the invitees at the wwsksentered into a heated debate about their
respective commitment to poverty eradication ardasaevelopment in the country.
Furthermore, significant disagreement emerged lextvlee two parties over the type of stake in
outcomes. Finally, it appeared that the two playe¥se unwilling to cooperate with each other.
One of the key informant interviewees summed up pndoblem as follows: ‘collaboration sounds
like an interesting idea, however insurance corgsaare mostly profit-seeking, hence goals are

different and the plan, therefore, would suffer enplartnership’.

Conclusions and policy implications

In the context of a growing body of economic litera on the appropriate institutional

framework for risk management and insurance promigiis study aimed to test the practicality



of insuring poor livelihoods and property damagsiresulting from catastrophic events in
developing countries. The results can be summasaséado key findings. First, the research
reinforces the scepticism envisaged by Shiller 8@bout potential low effective demand for
new insurance products. Only one-half of the samgdpondents agreed to participate in the
hypothetical flood insurance programme. Shiller0@0rightly contends that most people do not
appreciate the possibilities inherent in new tetbgies and, therefore, the process of initiation
of such innovations is difficult. It appears frohetstudy results that the introduction of a
financial instrument like insurance could be evarder in a developing country where potential

buyers are characterised by large-scale illiteeaywidespread poverty.

Second, the research identified some importantlgtgipe obstacles associated with private
provision of insurance overlooked by Shiller (20681 many of his critics. The quantitative
analysis demonstrates that a PA model as a specganisational structure may help to reduce
substantially the administration cost of insurasgpply and thus some insurance contracts may
turn out to be financially viable with respect heir cost-recovery levels. However, in the
gualitative part of the analysis, the study ideatifstructural problems hindering potential
collaboration under a PA model. The key playerthexmicro-insurance market in Bangladesh
vary in terms of their motivations, degree of powed type of stakes they pursue in such a
market. These differences make collaboration uadelh an organisational framework less likely
and a potential collaborative agreement unstaliies implies that the political economic context
of the financial market in a country plays an intpat part in determining the prospects of risk-

sharing instruments.

Both the quantitative empirical results and themmaitcome of the in-depth interviews indicate
that the outlook for a micro flood insurance maikeBangladesh is not very positive. One of the
key challenges facing policymakers in this regaras expected, financial viability. Especially
for the most preferred insurance product, croprensce, a financially viable market can exist
only under a PA organisational framework that miises administration costs. Given the
importance of profits among private insurance camgzmand the gap between the expected
premium and the indemnity amount, it seems unlikiedy private micro flood insurance can be

introduced in Bangladesh at present. However, tigrécal investigation only touched on the



important issue of risk and transaction cost-slgginndetermining the financial viability of a
flood insurance market. Institutional and financradtivations and the driving forces of the two
main players in the micro flood insurance marketehi@ be reconciled for such a mode of

provision to become a reality.

An important question remains as to whether sudnsurance programme stands more chance
of survival and whether it could become more viabiewas implemented through a public—
private partnership. Brown and Churchill (2000) gest that when determining the appropriate
institutional—-organisational model, one should oxly look at the availability of partners, but
also at available human resources and informaapalgilities, motivations, and the goals
underlying plans. In addition, it is important tonsider in the organisational models access to
clients, access to reinsurance, and, last buteast,| access to subsidies and donors. An
examination of several annual reports of mainstreeurance companies and micro-credit
providers that are currently offering some kindvo€ro-insurance products revealed that the
latter receive a large amount in donations in tienfof direct financial transfers. Such transfers

affect the affordability of insurance schemes ay ttan be used to ‘top up’ premiums.

Given that micro-credit providers expressed intieiresffering an affordable insurance scheme
and the large inflow of foreign donations in thes®r, they may be able to play a key role in
developing a micro flood insurance market. Micreett providers, furthermore, have a
competitive advantage in that they have more adoethe client base, have better infrastructural
facilities across even the most remote parts ofgiatesh, enjoy a greater degree of trust and
credibility among clients, and have pre-existinfpimation on client portfolios and risk history.
This study also found indications that potentigurance clients prefer public provision of micro
flood insurance, possibly because they considedfltsk protection a government responsibility
or have a higher degree of trust in the publicaetttan the private sector. However, one should
not underestimate the importance of sound actuamialysis in providing a viable insurance
scheme in the long term. This expertise is onlylalke in private insurance companies. A
government-directed and -facilitated process tdesahd overcome the differences observed in

this study between the non-profit micro-credit pdevs and profit-oriented private insurance



companies is needed, building on the particularpmisnces that each party can lend to the

development of a viable micro flood insurance matkeough a public—private partnership.
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Figure 1 Geographical location of the case study area
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Source: Geographic Information System (GIS) cell, Deparitred Local Government

Engineering , Dhaka, Bangladesh.



Table 1 Summary statistics of respondent (household) deapdgc and socio-economic characteristics

Respondent (household) characteristic Sample Natial
average
(for rural areas)
Male-headed household (%) 99 90
Respondent average age (median value) 44 (42) 42
Literacy rate respondent (%) llliterate 50.7 61.0
Primary school 26.8
High school 14.0
Respondent occupation (%)
Agriculture, forestry and fishery 53.5 .67
Self-employed farmer 35.0
Self-employed fisherman 2.1
Day labourer 16.4
Non-agricultural 30.2 41.3
Trade 15.0 16.6
Ferry/taxi worker 5.5 8.5
Service 6.5 5.9
Construction worker 3.2 3.2
Households with sanitary latrine facility (%) 25.3 20.6
Households with electricity connection (%) 45 31.2
Tube-well as main drinking water source (%) 98.8 5.89
Main sources of household energy (%) Twigs/leavesigdung 82.8 N/A
Average number of family members (min—-max) 5@~ 5.2
Average household income (USD/year) (standard 1,291 (1424) 1,044
deviation)
Median household income (USD/year) 846 -
Average per capita income (USD/month) (standard 14 (20.3) 14
deviation)
Median per capita income (USD/month) 12.4 -
Households owning agricultural land (%) 58.4 65.6

Notes:

a. National statistics considers farmers owning tean 0.5 hectare firm land as ‘landless’.



Source:Bangladesh Bureau of Statistics (2005).



Table 2 Cross-tabulation results between insurance farityliand the decision to participate

in an insurance scheme

Willing to buy insurance (%)

No Yes
Familiarity with Not familiar at all 78 22
insurance Not familiar 70 30
Somewhat familiar 40 60
Familiar 30 70

Completely familiar 25 75




Table 3Mean WTP of the sample population for three inscessthemés

Insurance scheme

House property Crop Unemployment
Mean WTP 0.46 0.60 0.43
(USD/week)
95% confidence 0.43-0.47 0.57-0.62 0.41-0.46
interval (Cl)

* The exchange rate used here is 63 Taka per USD.



Table 4 Future value of expected insurance premium foediffit insurance schemes (in USD)

Flood probability High Medium Low
Interest rate 5% 10% 5% 10% 5% 10%
Insurance product Crop 173.3 1915 2995 358.7 3945 4999

House property

132.3 146.1 228.6 273.7 301.1 381.5
Unemployment

127.7 141.1 220.7 264.3 290.7 368.3




Table 5Comparison of administration costs for differerduirance providers (in USD)

Delta Life Insurance

Company

Microinsurance Mutual
Entity (MIME) Pilot
Project

Green Delta
Sadharan Bima Insurance Company

Corporatiorl Limited®

A private life
insurance company

offering micro life

A collective of
MFIs/NGOs offering

The Bangladesh  An example of a

public general private general

insurance life insurance insurer insurer
Administration
costs per client
per year 5 162 14 22

Notes:
1. Source: McCord and Churchill (2005).
2. Source: INAFI Bangladesh (2007).

3. Source: Sadharan Bima Corporation (2005)

4. Source: Green Delta Insurance Company Limit€@%2

aThesecosts do not include the cost of reinsurance.



Table 6 Financial viability of three micro-flood insurancentracts under PA model

Flood probability High Medium Low
Interest rate 5% 10% 5% 10% 5% 10%
(A+D/P (A+D/P (A+D/P (A+)/P (A+D/P (A+1)/P
Insurance Crop 2.24 2.03 1.32 1.12 1.02 0.82
product House property 0.97 0.88 0.60 0.51 0.47 0.39
Unemployment 0.77 0.71 0.48 0.42 0.39 0.32
Notes
A=USD?2







Table 7 Financial viability of three micro-flood insurancentracts under FS model

Flood probability High Medium Low
Interest rate 5% 10% 5% 10% 5% 10%
Administration cost 6 22 6 22 6 22 6 22 6 22 6 22
(USDlyear)
(A+D)/P (AP (A+)/P  (A+)/P  (A+)/P  (A+)/P  (A+)/P  (A+)/P  (A+)/P  (A+)/P  (A+)/P  (A+l)/P
Insurance Crop 2.37 2.88 2.16 2.67 1.26 1.96 1.24 1.75 1.15 661 0.95 1.46
product House property
1.14 1.80 1.05 1.72 0.81 1.43 0.68 1.35 0.64 131 560 1.23
Unemployment
0.59 1.28 0.56 1.25 500 1.19

0.95 1.64 0.88 1.57 0.71 1.35




Table 8 Responses to some of the commercial viability qolest

Mainstream insurance Micro-finance organisation

Interview question Company representatives representatives

Do you think there is potential for flood insurancefor poor farmers to be profitable?

Yes 50% 14%
No 50% 29%
Unsure 0% 57%

Would your organisation be willing to implement a cop insurance scheme even though there is a

possibility it might not be financially viable in the short term?

Yes 100% 83%
No 0% 17%
Unsure 0% 0%




Table 9Responses to some of the collaborative insurarmagion questions

Micro-finance
Mainstream insurance organisation

Interview question company representatives representatives

Should private insurance companies offer micro-instance on their own?

Yes 0% 33%
No 100% 50%
Unsure 0% 17%

Should microfinance institutions offer micro-insurance on their own?

Yes 33% 11%
No 67% 89%
Unsure 0% 0%

Would you deliver flood insurance in a partnershipbetween private insurance companies and micro-

finance organisations?

Yes 100% 33%
No 0% 67%
Unsure 0% 0%




