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PREFACE

Agricultural risks have a negative impact in the development of
the rural sector; and although farmers have traditional mechaniéms
to adjust to risks, many such mechanisms proof useless because of
the magnitude of the disasters. In those cases insurance should be
available to provide farmers a basic income and to allow then to

return to production.

Although insurance is recognized as an important component of an
agricultural risk management strategy, it has not been appropriately
manage to become self financed. In fact, because of its design,
coverage of all risks and allowance to pay indemnities for partial
losses, insurance has been too costly and hence it has required
strong subsidies. On the other hand, it must be recognized that
because of the complexity and the nature of the agricultural sector,
insurance is difficult to manage.

The awareness of these issues motivated IICA to undertake AID's
proposal of a joint project to evaluate the feasibility of
agricultural insurance. IICA agreed to support, with the financial
contribution of AID, the insurance program in Panama and to create
new programs in Ecuador and Bolivia, with the expectation that such
programs provide a case to analyze the managerial aspects and the
economic feasibility of crop insurance as well as its effect on
farmer's welfare, public finance and production. These country
experiences allowed IICA to test in situ, several hypothesis about
agricultural insurance in particular.
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This report offers a background to the agricultural Crop Credit
Insurance Project, a description of the administrative and financial
aspects of the Project operation and a comprehensive analysis of the
issues related with the viability and effects of crop insurance. It
pPresents the hypothesis, methodology of the research and provides it

results and conclusions.

Many of the studies and analysis have been published as internal
reports, Jjournal articles and research notes, but their main
conclusions are stressed here in a comprehensive report. This is
the result of a combined effort of IICA with several national
institutions, and it was possible by the participation of many
professionals. Their contribution allowed to define the problems
and to address the proper questionsy; to generated and to manage the
data and to apply methods for the analysis that provided the answers.

The research mandate of the Project, in accordance with the
contract with AID, required the design of a program that would
investigate the demand for crop insurance by farmers and
agricultural banks. This was thought so, because crop insurance is
conceived as a risk management device and hence as a way to
stabilize farm income. Furthermore, if implemented as credit
insurance, it would increase loan recovery of banks. On the other
band, the research had to address the factors that determine cost
and finance of crop insurance, and hence the nature of insurance
supply and the requirements of governments funds for such purpose.
Ag earlier studies indicated that most insurance programs were
strongly subsidized, the issue of  government costs and
distributional effects of insurance had to be addressed, hence the
need for a sector level analysis.






This report offers a comprehensive analysis of many important
isgues about crop insurance and its 1linkage with credit and
production; but by no means it exhausts the debate. The interaction
in the demand and supply of insurance should be carefully studied by
countries, which already have insurance programs and by those which
are considering insurance. In the case of this latter group, they
are well advised to analyse the nature of risks and the options to
manage them before they create insurers and §ive them a particular
design.

The results of this work have an important implication for the
action of IICA in the hemisphere as well as for many institutions
around the world. For IICA it represents' the achievement of an
understanding of the benefits of limitations of insurance, and hence
it strengthens IICA's capacity to serve the countries. For the
ingtitutions around the world it provides important information,
which ought to be kept in mind for the design and implementation of

crop credit insurance programs.






I. BACKGROUND TO THE AGRICULTURAL CROP CREDIT INSURANCE PROJECT






I. BACKGROUND TO THE AGRICULTURAL CROP CREDIT INSURANCE PROJECT

A. Introduction

Production risks in agriculture have long been recognized as one
of the most intractable problems of agricultural development. Flood,
droughts, frosts and uncontrollable pests have been, and continue to
be, the single most difficult problem, both for affected producers
and for the entire agricultural sector as a whole. At the indi-
vidual level, uncontrollable natural phenomena can wipe out years of
a producers’ investment, at the sectoral level, it can and fre-
quently does wreak havoc with public finances by forcing food imports
when tax revenues are reduced, by compelling government to institute
digaster relief programs and by reducing, and in some cases
destroying, the capacity of the agricultural credit system to

recover its loans from producers.

Production disasters in developing countries poise particularly
severe problems for several reasons: First, many are quite small in
geographical area, or production is concentrated in a small area,
thus a single phenomena (e.g. hurricane or drought) will affect the
entire agricultural sector. Second, many developing countries are
major agricultural exporters and the whole economy is affected by
natural disasters. Third, as a general rule, capital markets,
especially for the agricultural sector, are less developed and are
less able to bear a major losses in agriculture without a subsequent
reduction in 1lending volumes. Finally, most agricultural enter-
prises tend to be very thinly capitalized and thus, less able to
bear the nasty shock of a natural disaster without decapitalization.

In almost every other field of economic activity, insurance is
routinely used to affect intertemporal capital transfers. In the
modern sector, almost no productive investment is made without
insurance. In fact, many productive investments are contingent upon
the availability of various forms of insurance. In its essence,
ingurance is surprisingly uncomplicated. it su'bstitutes a regular






premium for losses of essentially unknown frequency and severity.
This risk transfer is a very straightforward management device from
the point of view of the insured. For a given sum he is relieved
from losses of a stated amount. The calculation of the insurer is
somewhat more complex; in exchange for a given sum he is liable to
pay a large indemnity for which he has created a reserve and has
accepted a spread of risks that will not suffer losses at the same
time. Thus, the insured is freed of the risk that an unforseen
event may interrupt the planned development of this activities by
transfering some of his risks to his insurers.

The uncontrollable vagaries of nature and the pervasiveness of
insurance in modern life quite naturally suggested that insurance
could be useful in managing agricultural risks. The idea of using
insurance to level the producers' income fluctuations is hardly new.
In the first half of the ninteenth century, '1£m1ted risk™ insurance
covers were offered in at least three German states to protect
farmers from hail damage. Livestock insurance emerged, again in
Germany, in the 1last half of the ninteenth century. In the
twentieth century, most European countries, United States, Canada,
Israel, and Japan among others have developed agricultural insurance
schemes, usually public "all-risk™ insurers. Seyeral developing
countries including Mexico, Costa Rica, and Brazil, have experi-
mented with and to gsome extent institutionalized agricultural insur-
ance. A special case, Puerto Rico, began a coffee insurance program

and grew gradually to insure numerous crops on an “all-risk" basis.

These insurers have been state-owned and generally subsidized
for at least part of the administrative and/or indemnity costs.
Private sector involment, excepting hail insurance in United States,
Canada, and some European countries, has been confined to specific






(or limited) risk and has not developed a large market. Several
small 1livestock insurers also operate in United States and some

livestock insurance is sold in lhropo.l/

B. The Temper of the Times

The available information at the outset of the feasibility study
for the current project in 1976/77, seemed to indicate that agri-
cultural insurance had emerged as agriculture made the transitioﬁ
from a basically subsistence oriented peasant economy to a commer-
cial market oriented production system. Most of the developed
countries, as well as several developing countries with sophisti-
cated agricultural sectors (e.g. Mexico), had established agri-
cultural insurance programs. In one case, Japan, insurance appeared
to have been a major factor in developing self-sufficiency in a
critical staple grain, rice. The then available information cited
several important reasons for establishing agricultural insurance
programs. Among thg most frequently advanced reasons were:

- Stabilization of farm incomes through indemnity payments in
bad years.

- Stabilization and improvement of agricultural lenders'portfolio
by enabling producers to repay loans despite losses, thus pre-
venting decapitalization.

- Encouraging new lending to agriculture by reducing the riski-
ness of lending and producing higher recovery rates through
insurance indemnities.






= Encouraging technology adoption and :Lnnovgtion in production.
Farmers, it was argued, frequently are reluctant to adopt new
technology because of uncertainty and the risk that they will
expose substantial (usually borrowed) resources to losses
arising from natural hazards. They thus opt for a known sub-
optimal technology in the absence of insurance.

= Reducing the need to mount ad hoc disaster relief programs by
substituting a known 1liability which can be reserved against
for a politically sensitive, sometimes chaotic process of
trying to decide who gets paid and how much without any
orderly means of measuring the magnitude of losses actually

suffered.’

While there had been numerous call from the developing countries,
especially in Latin America, for agricultural insurance and some
Mexican sponsored conferences and technical missions in the 1960, it
wag not until the mid-1970's that a consensus began to emerge that
agricultural insurance was not only a nice idea, but could also be
made to work in developing countries. At FAO, P. K. Ray continued
his work. In Geneva, UNCTAD', ILouis Boul-3-/
explored the development potential of agricultural insurance.
Several people within World Bank also studied the feasibility of
agricultural insura.ncé/, USAID published several documents pro-
duced by its staff and contract employees.é/ Academics also took
a limited interest in the potential of agricultural insurance as a
development tool. The tenor of this work was quite optimistic and

and his associates

in general presumed that the problems of agricultural insurance were
largely technical in nature.






In addition to these works, several field studies on the effect
of risk upon fammers decision-making were carried out. The most
important of these was the Ciqueza Project (or Proyecto de Desa-
rrollo del Oriente de Cundinamarca, to use the full Spanish title).
This project, conducted by the Colombian government with assistance
from Canada's IDRC, contained a quasi-insurance scheme for output
sharing between the scheme and participating maize producers who
would use an improved technology package in return for the projeét
assuming the production risk. Farm incomes rose markedly among
participating farmers. There were strong indications that <the
removal of production risks accelerated technology ad.opt:ion.6

While this brief section is by no means a complete biblio-
graphical review of the work carried out in the 1960's and 1970's on
agricultural insurancell s+ it would be fair to say that by the
middle of the decade of the 1970's a consensus was developing in
international organizations and the scholarly community that some
form of agricultural, or crop, insurance would be beneficial.
Seldom was heard a dissenting®/ 22/ voice. This

congsensus, it should be noted was based primarily upon logical,

or a cautiou

economic, and sometimes emotional arguments. There was relatively
little empirical study of the few operating insurers and none on the
insurers which then existed in Latin America (Mexico, Puerto Rico,
and Costa Rica).

Almost everyone who touched the issue of agricultural insurance
admitted that it was both complex and highly' risky. There was
congiderable scepticism about transfering the insurance technology
developed in the U.S. and Europe, and some confusion as to how to
proceed to develop a situation-specific insurance technology in the
light of the conditions that prevail in most of the developing world.






Especially troublesome was the lack of usable data to determine
disaggregate yield variations, inadequate climatological data, and
extreme variability of yields due to microclimates, technology,
cultural practices and soils. PFinally, there was concern about
developing an adequate premium calculation methodology.

If the technical aspects were troublesome, they were thought to
be tractable and apparently subject to solution over time. The
catastrophic nature of a'gricultural risk made agricultural insurance
unlike any other class of insurance. Everyone lost at once. Fre-
quently over a wide area and occasionally within a given country,
all agricultural producers were affected by the same phenomena (i.e.
hurricanes and drought). Most writers held £Mt some form of a
multinational pool or a public sector reinsurance facility was
needed to provide for an adequate dispersion of risk (Maurice and
Boul for example)*. It was assumed that this pooling of national
rigks would provide an adequate "spread” to permit the pool to
survive over time. Little thought was given to phenomena that
affected very large areas.

While there was some disagreement over the specific way that the
j:nsnrers would operate and the type of coverage (crop or crop
credit) they would offer. there was, in retrospect, a surprising
unanimity of the underlying assumptions about the broad outlines of
how the programs should be structured and financed. From the
perspective of 1984, after five years of field experience, it is
remarkable how certain factors were given importance and other
totally neglected. And, more importantly for present purposes, it

*The former reversed his opinion on this matter, has we shall see
below.






should be noted that an intellectual theory of the late 1970's to a
substantial degree structured the operational program of the 1980's.
A true unity of theory ind practice, for better or worse, as we
shall see. '

Perhaps it is not going too far afield to suggest that the near
unanimity arose from a structuralist view of the economic world,
while the neglect of factors to prove critically important was due
to an absence of neo-orthodox economic analysis. As projects reflect
the beliefs and the "operational code” of the people and organiza-
tions that develop and implement them, it seems essential to expli-
cate the reasoning that underlay the idea and the practice of
attempting to use agricultural insurance for development purposes if
we are to understand how the subsequent project fared in the vicis-
situdinous world of developing countries.

Different kinds of economics define problems differently, pre-
scribe different policies, and sometimes, pursue different policy

goals.

A structuralist view of the development process, despite very
substantial differences among member of the school, tend to follow
the reasoning of writers such as, Ragnar Nurske, Raul Prebisch,
Gunnar Myrdal, W. Arthur lLewis and A. O. Hirschman. The world of
the structuralists tend to be inhabited by obstacles, bottlenecks,
and constraints. A major problem of development for the Less
Developed Countries (LDC's) is a lack of flexibility. Change is
difficult, resources get stuck and entrepreneurship is generally
lacking, especially in non-traditional fields. As a general rule,
the state is required to take an activist, interventionist and






frequently an entrepreneurial role. There is also the unspoken
assumption that with development, the LDC's will acquire institu-
tional and financial structures similar to those of the more
advanced countries (MAC's). Administrative elites in government
have the prime responsibility of creating of creating Hirschmanian
®"linkages®” through project and sectoral planning and “reform mon-
gering®”. When this process required bringing in outside talent and
development aid, it is usually in the form of specific project
assistance coupled with surveillance. The structuralists are
generally suspicious of the price mechanism, arguing that is rela-
tively inflexible and requires a quite large price change to achieve
small adjustment. A corollary of this argument was the state needed
to intervene to set the prices of certain key inputs (including
finances) and some cammodities (frequently foodstuffs).

Specifically in the agricultural sector, producers, especially
small and medium sized ones, tend to lack the attitudes, the entre-
preneurial skills, and the know-how to move from a traditional to a
more modern farming practice. The problem is particularly acute in
the area of agricultural finance, where a vicious self-reinforcing
circle of archaic production practices coupled with low levels of
capitalization in a disaster prone industry, disqualify the producer
from borrowing to modernize his operation. State or state-guaranteed
lending usually at subsidized interest rates is the policy solution
most frequently advanced to overcome this problem. In the 1960's
and 1970's some form of insurance was increasingly advocated to
protect farmers (and consequently lenders) against decapitalization.
Again, the argument was not only the state should offer insurance
but also needed subsidize it to facilitate its adoption as well as
manage the ingurer, as the private sector would not initiate
agricultural insuranqe.
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The structuralist took a rather benign and to some extent naive view
of the state's capacity for efficacious 1ritemntion. The
overlooked (or at least generally did not remark upon) the fact that
state institutions are frequently inefficient, inept, corrupt, and
more responsive to political pressures than to economic rationality.

Thus, it may be said that the shared assumption upon which the
crop credit insurance project was based, were an activist government
pursuing interventionist economics. The goals of this policy were
institution building, technology transfer (or technology modifi-
cation) to help modernize the small farm agricultural sector. The
method of reaching the small farmer “stuck in the mud” was through
project planning and financial and technical assistance coupled with
project management and surveillance. These shared assumptions were
never clearly enunciated as such, however; “in retrospect is clear
that they structured the approach to the problem of natural risk
management in agricultiural production. Some were in fact part of
the USAID mandate--to work with small farmers and to assist in
institutional buildingy others were part of USAID's modus
operandi--to work with governments by offering project aid and
technical assistance. Finally, the literature of the period shows a
consensus developing on the nature of tljne problems that the sector
confronted and the method to attack those problems--governments
intervening actively in broad sectors of the economy to achieve not

o:ily economic growth but also distributive justice.-];g/

C. The Project Paper:s Analysis, Implementation Plan, and

Recommendations

In the preceding section we summarized the then current debate
about agricultural insurance and the approach to problem solving
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which was viewed as the most likely to succeed. In this section we
shall focus upon the Project Paper itself, in order to elucidate the
arguments set forth and the reasoning used to justify the crop
credit insurance project. Thié discussion will also shed very
considerable light upon the subsequent organization and operation of
the project as it developed within the Interamerican Institute of
Agricultural Sciences (IICA)*.

The key section of the Project Paper (PP) is the analytical
chapter which cover the technical, financial, social, economic and
institutional viability of the project. This section alone covers
60 of the 86 pages of the PP and ‘reflects several man-years of
preliminary work both in Washington and in the field.

The technical and financial analysis sections, subtitled
"reaching small farmers" argued that crop credit insurance (that is,
insurance which protects the direct investment in crop production)
would protect both lenders and farmer borrowers.” The latter's
behavior would change under insurance. The small and poor farmer
would be willing to sow new crops or use new technology if he were
protected against loss. The insurance was conceived of as a
surrogate collateral which would help the farmer become "credit-
worthy” without having to take production risks that could leave him
both indebted and without sustenance for his family in case of a
crop failure. The insurance institution, it was argued, was capable

of helping to reduce loan delinquency due to dishonesty through the

*The name was later changed to the Interamerican Institute for
Cooperation on Agriculture, the acronym remained unchanged.
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inspection function to verify that the crop did indeed fail to a
degree that prevents repayment. The “non-serious farmers" are
eliminated gradually and lenders are left with a cleansed portfolio
of honest progressive farmers utilizing scarce loan capital in a

near optimal manner.

The cost of financing the agricultural insurance system was
based upon the assumption that govermments could transfer the sub-
sidy on credit inputs and extension services to the insurance pro-
gram., Additional revenues would be available from enhanced 1loan
collections, and consequentially less frequent recapitalizations of
lending institutions. Finally, general revenues would have to bear

any undistributed costs.

A strong argument was presented that the ‘additional investment
-if any-could be justified by the fact that insurance could be used
to "lever"™ private sector lending for production. Insurance would
provide the protection that private sector lenders required to

extend increasing loan volumes to agriculture.

Reinsurance from the commercial market was discounted from the
outset as it was recognized that the reinsurer would be exposed to a
"social hazard”. In its place a pool of national governmental
insurers would offer reinsurance. This pool, denominated ALARA
(Asociacidén Latinoamericana de Reaseguros Agricolas), would gradu-
ally build a loss adjusting systems sufficiently strong to attract

commercial reinsurers.*

*This "social hazard" was never discussed but from the context it is
clear that the committee realized that one or more governments might
decapitalize the fund that backed ALARA. This argument was never
applied to the proposed public sector insurers; and, this turned out
to be a critical factor.
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‘The strategy put forward for creating this new development
linkage was a carefully weighed, incremental 15 year plan that
offered several “go--no-go" points at which results to date were
measured. The first of three stages was to establish three pilot
projects and develop them to the "“take-off point", as well as to
plan ALARA. These goals were embodied in the present grant. Sub-
sequent stages of five years_each were to expand the number of pro-
grams, "graduate" existing programs and to fund and "graduate" ALARA.

As envisioned, the insurance cover would be ™all risk" (except
moral hazard), marketed through 1lending institutions with the
lending institutions receiving the indemnity payment. The insurance
would be obligatory for all borrowers who meet the basic conditions
of eligibility set by the insurer.

Insurance involves two costs. The administrative costs to be
paid by AID were estimated (as it turned out with reasonable
accuracy) at slightly over $2 million for four years. The contin-
gent or loss cost to be borne by the host governments were assumed
to be costs already borne as the "“government has to replace losses
from public banks anyway". Additional technical assistance costs of
about $2 million were also funded by AID. Both of fhese costs would
be absorbed by the host government at the end of the pilot stage.

The social analysis section cited three groups as project bene-
ficiaries of the program: 1,500 highland Bolivian farmers, 1,000
Ecuadorian farmers on both the coast and in the mountains, and 1,000
farmers on Panama's agricultural frontier. These groups were viewed
as encompassing the range of 1living conditions and characteristics
of the target group. The target group, although poor, was far from
the “"poorest of the poor", but instead those farmers who
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possessed certain prerequisites, in this case between two and ten
hectares of land of sufficient quality to permit a move into the
cash economy through technical innovation and a switch to higher
value but riskier crop options. Again, the basic argument was that
insurance which protected farmers against losses by guaranteeing a
minimum income (which was in fact zero but with no bank debt) would
serve as a lubricant for both credit and technology to small poor
farmers with adequate land for market production.

The PP's economic analysis section argued that these benefits
would be "substantial" although very difficult to quantify, as they
were associated with credit which made possible the adoption of
modern technology, which in turn produced the higher yields. As
there was no empirical data from which to work, it was impossible to
analyse an existing program (e.g. Mexico). Instead a linear pro-
gramming model developed by Robert M. House for small farmers in
Guatemala's highlands, was reworked by Robert R. Nathan Associates
to estimate the farmers' income stream over time under various
assumptions as to the loosening of the risk constraint by insur-
ance.n' The guarded conclusion was that crop credit insurance's
potential benefits were economically quite high, if they could be
realized within the existing and known institutional constraints. A
further caveat was that it was possible that the benefits could only
be realized at unacceptably high social costs. Likewise tight
credit policies could obviate part or all of the benefits. With the
substantial benefits shown by the model and with these reservations
in mind, a small scale experiment to develo'p further data and
analysis and to test operational and institutional arrangements
appeared “eminently justified”. It was clearly a calculated risk
whose potential return outweighed the difficulties in realizing it.
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These analyses led the project committee to recommend to AID the
funding of a four year pilot project. The recommendation however
was tempered with a considerable amount of realism, arising from the
long experience of the committee with AID project work. While crop
credit insurance appeared a promising mechanism,, the committee was
keenly aware that the existing agricultural services upon which the
insurance depended, the lack of data for rate making, difficulty of
comprehension on the farmers' part and land tenure patterns, among
other problems, could sharply reduce benefits and raise costs to
unsustainable 1levels. Learning, training and communications were
viewed as essential if these problems were to be overcome. The
processes were structured within a cautious, experimental, carefully
monitored project of limited duration which was designed to generate
data and analysis which would in turn serve as-.the basis for future
decision making.

The choice of IICA to execute the project was according to the
PP based upon IICA's supervision by its member states, its entree to
Latin American governments, its large, well qualified staff and the
potential to institutionalize and manage complex and far-flung

projects.

To summarize, the newly created insurers were to be public
sector institutions serving as a linkage between the public agri-
cultural lending banks on the one hand and small farmers on the
other. The mandatory insurance would serve as collateral while the
surveillance function of the insurer would vouchsafe the correct use
of recommended technology. This system of guaranteeing the farmer
that he could pay his loan (but not necessarily feed himself) was
thought to help modify his behavior and make him more disposed to
adopt more producti\}e technology and/or to modify his cropping
pattern. Initial administrative and technical assistance costs of
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about $4 million were borne by USAID. The 1loss costs, it was
argued, were paid already in the form of bank recapitalizations. At
the end of the pilot project all costs were to be absorbed by the
host governments and could be paid in large measure through a redis-
tribution of existing subsidies, especially those on inputs and
credit. The international risk spread would be managed by ALARA, an
intergovernmental pool to be funded by USAID at a later stage of the
15 year project. 1ICA was chosen as the implementing agency because
of its strength in agricultural disciplines and its structure which

facilitated access to host governments.

From the perspective of almost $5 million (plus substantial
local counterpart funds) invested in 40 man-years of work, of trial
and error, of research and learning, it is surprising how precient
the committment was. As we shall see; they identified the basic
issues as well as a great many of the problems that the project
would encounter, although they did not give sufficient weight to
some and overemphasized others. Their assessment and subsequent
recommendation of the project as highly experimental with the poten-
tial for producing substantial benefits proved to be correct. Their

evaluation of the riskiness of the project was also on target.

Development work is always characterized by the "too 1little"
pPhenomena, too little time, too little trained personnel, too little
knowledge and too little money. Given the knowledge available in
1977 on crop insurance, the project logically appeared to be a
reasonable and calculated risk whose potential developmental bene-
fits were as large as they were long-term and difficult to realize.
It was the classic type of project that AID has been willing te
undertake. '

On Augﬁst 31, 1978, the grant between IICA and USAID was signed
and the experiment was underway.
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End Notes

la brief history is found in P. K. Ray, Agricultural
Insurance: Theory and Practice and Application to Developing
Countries. Pergamon Press, 2ed., 1981. A very good though somewhat
dated survey of the types of crop covers offered around the world is
found in Crop Insurance: Types and Problems, Munich Reinsurance
(Mlinchener Riickversichesungs Gesellschaft) 1973. :

27ypical of the line of reasoning used to justify agricultural
insurance is the following passage taken from a description of the
program published by the Insurance Fund for Natural Risks in Agri-
culture Ltd. (INFRA) of Israel. Similar arguments are found in
almost all of the insurers' descriptions of their purpose. This one
is cited for its succinctness.

“Farmers' crops are subject to many natural hazards
over which they have no control. As result of
weather, these crops are totally or partially de-
stroyed even in good years. In many cases, the
loss of a crop results in financial difficulties.
When crop failures or heavy losses come in a series
of years, financial distress is general for those
involved.

Insurance is a device designed to meet the problem
of risks and to give the farmer a solid method of
managing his risks. The insurance spreads the
losses among many farmers exposed to those risks
and over many regions and years. It enables the
farmer to substitute payment of a regular annual
premium cost for irregular and damaging losses.

The farmer has a major investment in his crops.
With modern commercial methods of farming, costs
are high. Most of the farmers are borrowing money
to invest into each year's crops. Loss of that
investment often means inability to repay the loans.
The insurance improves the credit position of the
farmer as it stands as additional security and he
uses it to pay off his loans in case of crop failure.

Insurance may also be looked upon as stabilizing
farmers' income, as it assures their purchasing
power every year.

It is wrong to assume that insurance is needed cnly
where losses are frequent, but of little need where
losses are infrequent. It is not the frequency of
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the loss that counts, but the amount and the impor-
tance of the amount risked. Where losses are infre-
quent, the insurance coverage is desirable because
it makes the premium cost low. Even in areas of low
risk, spot losses and widespread catastrophes do
occur.

The benefits of insurance extend beyond the farmer,
as also others are dependent upon farm income. If
the farmer can repay his loan, his financial posi-

tion is better and he can spend more money. Agri-

cultural income is a major factor in the national
income and any stabilizing instrument as insurance
has its effect on the prosperity of the country as
a whole.

Crop catastrophes often necessitate Government
grants, loans or other forms of assistance to af-
fected farmers. The insurance eliminates the need
for such relief measures, which put an heavy burden
on the State's budget.”

Insurance Fund for Natural Risks in Agriculture Ltd. (INFRA),
Description; September 1977. Mimeo, Tel Aviv, Israel.

3p. K. Ray, op. cit.

Iouis P. Boul, "UNCTAD's Special Program on Insurance", Best's
Review, November 1975, pp. 56-59.

4clive Bell, "Reducing the Risk of Innovation on Small Farmss
Experience with a Pilot Crop Credit Insurance Scheme in Northeast
Bihas," World Bank, Mimeo, 1974, Vincent R. McDonald, "Crop and
Livestock Insurance: An Aid to Small Farm Development,” World Bank,
Mimeo, 1975, and Bernard Oury, "Crop Insurance, Creditworthiness and
Development”, September 1970. Reprinted in Development Digest,
April 1971.

S5Nelson Maurice, "Exploiting Crop Credit Insurance for Devel-
opment Purposes in Developing Nations.” Paper presented at the
Fertilizer Association of India. December 1977.

Karl Wilson, ®"A Preliminary Report on the Feasibility of Crop
Insurance in the Dominican Republic.” Report prepared for the
Agency for International Development, June 1976.
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Robert R. Nathan Associates, Inc., %“An Economic Assessment of
Crop Insurance for Small Farmers in Latin America." Report prepared
for the Agency for International Development, August 1977.

6Development Alternatives, Inc., Strategies for Small Farmer
Development: An Empirical Study of Rural Development Projects,
Vol.ll. Report prepared by the Agency for International Development,
May 1975. This report summarizes project results.

7ndditional bibliography' is found in Paul R. Crawford, Crop
Insurance in Developing Countries: A Critical Appraisal. Ms
Thesis, University of Wisconsin, Madison; 1977. And in World Bank,
“Agricultural Policy Note No. 5", Mimeo March 25, 1983. Prepared by
J. D. Von Piscke. The research section of this report also contains
an annotated bibliography.

8James Roumasset, "The Case Against Crop Insurance," Agri-
cultural Development Council, May 1979 protested vigorously that
insurance was unnecessary and perhaps pernicious. The attack un-
fortunately was first published in an obscure journal, The Philippine
Review of Business and Economics, March 1978. The article may have
been a reply to Roumasset's ADC Collegue, V. M. Dandekar, who pub-
lished a favorable report, Crop Insurance for Developing Countries,
ADC; September 1977. Orest Koropecky, "Risk Sharing, Attitudes and
Institutions in the Rural Sectors A Critique of a Case Against Crop
Insurance in Developing Countries,” Robert R. Nathan Associates,
Inc., September 1980, undertook to refute Roumasset's arguments.
The Philippine government despite Roumasset's specific argument
against insuring paddy rice proceeded to institute a scheme based on
its Project Feasibility Study. The Philippine Agricultural
Insurance System, Land Bank of the Philippines, 1976.

9Paul R. Crawford, op. cit. It is enlightening to cite from
Crawford's conclusions to illustrate the arguments frequently used
to argue against agricultural insurance as a development tool.

"In reviewing case studies of crop insurance, it be-
comes apparent that the problems faced by developing
countries in operating crop insurance programs seri-
ously limit their possibility of success. The lack
of education of the farmer, small and fragmented land
holdings, vaguely defined tenure patterns, and the
absence of land records greatly increases both the
costs and administrative difficulties of a crop insur-
ance program. - The heterogeneity of agriculture, in
terms of input availability, cultivation practices,
farm size, production costs, yields, and levels or
risk increases the administrative complexity of a
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crop insurance program and makes it difficult to
elicit farmer cooperation. The lack of social and
economic infrastructure makes operation of crop insur-
ance more difficult and costly, as well as increasing
the risk involved in extending insurance to the
farmer. A general bias exists in crop insurance
programs towards the benefit of the larger, more
progressive farmer, and this bias is exacerbated by
the reluctance of the peasant to participate in such
programs. This reluctance is due, in part, to his
suspicion of any government action, as well as to his
lack of an understanding of the crop insurance con-
cept. Further, the existence of self-insurance and
the ability of peasants to moderate the adverse
impact of crop failure by altering their consumption
and production patterns, decreases their need for
crop insurance.

Many of the problems facing crop insurance programs
involve institutional constraints which manifest
themselves as an inability to perform needed opera-
tional tasks (such as inspecting crops, processing
applications and claims, and maintaining coverages
at adequate levels over time) within the time con-
straints set by agricuture and within the resource
constraints set by agriculture and within the
resource constraints faced by the government and the
farmer. These institutional problems, though they
are as diverse as the programs themselves, have a
common thread of causality in that they are the in-
evitable result of targeting crop insurance at
peasant farmers within the context of traditional
agriculture.. Since many of these obstacles are in-
herent in peasant agriculture,they will not be elim-
inated until the agriculture in these countries has
reached some, as yet undefined,level of development.
Moreover these problems are most acute for crop in-
surance programs attempting to serve large numbers of
small farmers within the context of traditional agri-
culture.

Crop insurance is not a cost-free endeavor. 1In
contrast to what some writers imply, it is not self-
financing, nor even remotely so. Rather, for it to
be successful, crop insurance requires a massive
commitment of resources on the part of the govern-
ment and the agricultural sector. In some ways crop
insurance in developing countries may be little more
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than an income support and redistributive mechanism.

The question which must be answered is whether crop

insurance is more effective and equitable as a redis-
tributive mechanism than alternative measures.

In the absence of more extensive empirical research,

the main conclusion to be drawn from this thesis is

that crop insurance, as a means of increasing rural

incomes and promoting agricultural development,spec-

ifically with regard to the small farmer, has been

exaggerated by those who have written on the subject.
The practical experiences and severe problems faced

by developing countries in operating and financing

such programs do not bear out the enthusiasm of these
writers. Crop insurance, while seemingly a theoret-
ically justifiable option, suffers in actual practice
from severe institutional constraints."

After observing operating programs, another University of
Wisconsin-Madison scholar came to different conclusion. See Andrew
James Hogan, The Role of Crop Credit Insurance in the Agricultural
Credit System in Developing Economies, Ph.D. Dissertation,
University of Wisconsin-Madison,, 1981.

10This discussion draws upon several of A. O. Hirschman's
works, particularly A Basis of Hope, Yale University Press, 1971,
and The Strategy of Economic Development, Yale University Press,
1958, as well as an M.D. Little, Economic Development, Theoxy,
Policy and International Relations. Basic Books, 1982.

llRobert M. House, "A Linear Programming Analysis of Small
Farms in the Central Highlands of Guatemala",; USDA, ERS/FDD/SAIDG,
November 1975.

Robert R. Nathan Associates, Inc., "An Economic Assessment of
Crop Insurance for Small Farmers in Latin America". Report prepared
for USAID under Work Order No. 17 AID/afr-c-1134, 1978.
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II. PROJECT ADMINISTRATION AND FINANCES

A. Staffing and Organization

The Crop Credit Insurance Systems Grant between IICA AND USAID
was issued on August 31, 1978. IICA extended a contract to the
project "coordinator" on September 5, 1978 effective as of October
2, 1978 when he reported to work in San José.

The first task was to begin the operational design of the
project and initiate interviews for staffing. The basic outline of
the project was set forth in the grant document. However, the
design of the administrative mechanisms was left largely to the
project leader in consultation with the Washington-based AID project
officer. Several important decisions which were to affect the
future of the project were made during the initial months. Several
other factors which proved to be equally critical to the future of
the project arose logically and as a matter of course from the
institutional structure and operational system of IICA. A brief
analysis of these design decisions made within a preexisting insti-

tutional context will be useful to the understanding of this project.

When the project coordinator arrived, he was given a free hand
to structure the project within the operational noxms of IICA.
Initial consulting work had made clear that the structure of the
project would be a critical variable. Of special importance, given
that the project was funded in Washington, supervised and
coordinated from Costa Rica and operating in Panama, Ecuador, and
Bolivia would be the project management ability to control personnel
and finances. The design that emerged had several salient features
to strengthen management's hand against the desintegrative

tendencies inherent in a project streching from Washington to La Paz.
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First, all finances were to be centrally allocated and disbursed.
The first structural decision was for the project coordinator and
his recently contracted financial specialist to control, monitor and
supervise all cash and capital goods expenditures. The central
staff prepared its own budget, and in consultation with technicians
in each country, a budget for the advisors' work. These funds
flowed through the normal IICA channels. More importantly, all sub-
grant disbursements were to be initiated by the central project
staff based upon a request and adequate documentation from the
countries. Funds were disbursed to cover the cost of carrying out
an agreed upon plan of insurance. By setting up this control and
monitoring system, the project developed the ability to 1link the
technical assistance to the funds provided under the grant for
administrative support. Furthermore, agreements with the host
country's insurer were to be made for qnly one year at a time and
the budget was made part of this agreement. Thus, the insurers would
submit to the country advisor and the central staff on a monthly
basis the expenses incurred and would be reimbursed. This system had
several advantages. It proved a very useful lihkage between grant
financing and technical assistance. There is a tendency to accept
advice and technical assistance (TA) when it is convenient and
ignore it when it is not. Advisors are frequently marginalized. To
avoid this TA was packaged with the AID provided grant funds. The
involvement of the country advisor and the project staff in the

important internal operations of the insurers was thus strenghtened.

The subgrants were budgeted for specific purposes and so
utilized. It was a check on a tendency fo overstaff, concentrate
staff at the central office and to purchase more capital goods than
required. Although unforseen at the time, this system was useful to

protect the insurers from a certain degree of unsound decisions.
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It may be argued that this system was so tight as to stifle
local managerial autonomy and created substantial paperwork. In
operation, the initially tight controls were gradually relaxed and
management was given increasing autonomy as the insurers developed
adequate accounting systems and as management gained experience.
However, the “tight fit" between the monthly disbursements and the
realization of the agreed upon plan remained a key élement of the

project. Chapter 4 contains a detailed financial analysis.

A second structural decision was to centralize the research and
technology development component in San José instead of decentral-
izing it to the field level. A full time San José~based researcher
was contracted to develop research programs designed to meet the
scope of work contained in the grant. Mexico, then thought to be
rich in data which could be utilized at low cost, was the first test
site. The research section reports on this work in considerable
detail. However, to anticipate that section, it was quickly dis-
covered that the Mexican data had systematically overstated expected
yields (and thus insurance coverages). Thus, the first source of
data proved to be of limited and questionable value and the research
had to be refocused on the only other existing insurer, Panama's
Instituto de Seguro Agropecuario (ISA). Inevitably, the research
effort "overrepresents” Panama, as it was not until the middle years
of the project that research could begin in Bolivia and even later

still in Ecuador due to the late creation of the insurers.






- 26 =

At the outset, the research effort focused upon the design of a
theoretical framework and a methodology to ~shed 1light upon the
research agenda set forth in the grant document. As work progressed,
that focus had to be modified to include a substantial effort to
develop agricultural insurance technology. The answers to many of
the issues in the research agenda presupposed and depended upon a
functioning agricultural insurer possessing an adequate 1level of
technology. This technology we quickly discovered was nowhere well
developed (contrary to expectations about Mexico) and not easily
transferred due to different local circuqlstances. The research as
it evolved became a complex mix of theoretical work combined with

agricultural insurance product development.

Notwithstanding minor problems, the project organization and
staffing was adequate to permit a fair test of the concept and via-
bility of agricultural insurance. By -1.ate 1979 the pieces were in
Place to launch the operational phase of the project. The staff
recruited was highly professional and showed dedication to the
project <that was admirable. IICA provided’ an institutional
structure which permitted thev staff to work almost from the moment
of their recruitment in the countries where they were assigned, as
well as providing a legal framework to permit subgrant agreements to
be signed expeditiously. In addition the IICA administrative system
enabled money to flow quite rapidly as soon as the conditions prec-

edent to subgrant disbursement had been met.

B. Control of Sub-Grant Agreements with the Insurers

The funds budgeted and allotted to the sub-grants for the

development and strengthening of national crop insurance programs
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were disbursed in accordance to contractual agreements between IICA
and the insurers. The first agreement was signed on March 17, 1979
with the Instituto de Seguro Agropecuario (ISA) of Panama. Table 1
shows the dates of signature and validity of all the contracts and
their renewals. In the case of ISA and Compafila Nacional de Seguros
Agropecuarios (CONASA) of Ecuador, one year or shorter extensions
were signed, and with Aseguradora Boliviana (ASBA) the contract
duration is four years with expiration on January 21, 1984, subject
to the submission and apbroval of an annual budget.

Once the contract terms and the budget were discussed and agreed
upon by the insurer's management and Project's technical staff, it
was submitted for revision to the Project Director and IICA's Legal
Advisor before sending the authorization to sign it to the IICA
local director. AID's "standard Provisions for Non-Profit
Organizations- Other than Educational Institutions" are included as
part of every sub-grant agreement with the alterations specified in
Grant Amendment No. 9.

The basic framework to establish a limit for the annual
expenditure for each crop insurers was the AID Grant Modification
Letter itself, which assigned a sub-grant amounts for each country.
Although transfers among budget line items were authorized, the
total Grant amount set the upper spending limits.l

The annually negotiated budget was conceived of as a tool to
oblige management to make an early study of its problems and to
instill the habit of careful study of operations. It also provided
the project staff a yardstick to measure crop insurer's efficiency
and to control expenditure. It must be said that at least in the

first year it was not easy to build an accurate budget, so some






TABLE 1. Sub-Grants Contractual Agreements

TYPE VALIDITY
FROM TO

ISA - PANAMA

CONTRACT MARCH 17, 1979 MARCH 16, 1980
CONTRACT MARCH 17, 1980 MARCH 16, 1981
CONTRACT MARCH 17, 1981 MARCH 16, 1982
CONTRACT MARCH 17, 1982 MARCH 16, 1983
ADDENDUM MARCH 17, 1983 DEC. 31, 1983
ADDENDUM JANUARY 1, 1984 MARCH 31, 1984
ASBA - BOLIVIA
CONTRACT JANUARY 21, 1980 JAN. 20, 1984
ADDENDUM JANUARY 21, 1984 JUNE 30, 1984
CONASA - ECUADOR
CONTRACT OCTOBER 15, 1980 OCT. 14, 1980
ADDENDUM OCTOBER 15, 1981 DEC. 31, 1981
ADDENDUM JANUARY 1, 1982 APRIL 30, 1981
CONTRACT MAY 1, 1982 DEC. 31, 1982
ADDENDUM JANUARY 1, 1983 DEC. 31, 1983
ADDENDUM JANUARY 1, 1984 AUG. 31, 1984

Notes The signatory for ISA is the Minister of Agri-
cultural Development and foxr ASBA and CONASA
their General Manager.
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transfers were necessary. Nevertheless, gradually experience in
operations and financial management permitted the project team to
establish budgets that accurately reflect the financial needs of the

insurers.

The most disturbing variation affecting expense behavior with
respect to the budget was by far the accelerated currency devalua-
tion which occurred in Bolivia and Ecuador. During the life of the
Pilot Projects, in Bolivia the dollar rate of exchange went from
24.50 pesos to near 2,000 pesos and in Ecuador rose from 25 sucres
to around 90 sucres. These rapid fluctuations distorted the budget,
as since some expenditures, like vehicles and office equipment,
maintained their dollar value, while others such as salaries tended
downward local currency, at least in the short term. As an example,
ASBA monthly payroll in mid 1980 totaled around $5,400 for twelve
employees, while in mid-1983 it cost dropped to $830. It must be
said that although ASBA peoples' welfare deteriorated significantly
due to inflation and devaluation, compared with the general
situation of office workers in La Paz, they were probable somewhat
better off; 1less drastically the same occurred with CONASA in
Ecuador.

Notwithstanding these problems, the annual system was a useful
tool for insurer's management and permitted the Project's staff to
control costs and operations by inducing better planning and

coordination.

Controlling actual costs incurred by the insurers and the cash
disbursements to them in compliance with the agreed upon budget is

done by following procedure:
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The insurer prepares a detailed list of all cash transaction
eligible for repayment which is send to the Project Coordina=~
tion in San José, having previously been revised and approved
by the Project's resident technician. The 1list is accom-
panied by a copy of the corresponding checks and vouchers
and by an itemized statement showing each account's budgeted
and actual expenses and disposable balance. These documents

all together constitute the reimbursement request.

Once received, the reimbursement request is analyzed. If it
is correct, an internal memorandum is send to IICA's Finan-
cial Division soliciting reimbursement to the insurer. This
is done through IICA's office in -the respective country,
except in Panama where the funds are send directly to ISA/
IICA Agreement bank account {p the Banco Nacional de
Panama. A confirmation 1letter is send to the insurer

advising them of the reimbursement.

When clarifications are required, a deduction is made for
those transactions being questioned as being permisible under
the terms of the agreement or due to insufficient supporting
documentation. An explanation of each deduction is included
in the confirmation letter. When the Insurer sends the
request information, and if approved, the deducted amount is

included separately in the following reimbursement.

The reimbursement documentation is kept in fire proof files
in San José and the original vouchers and other information
is stored on the Insurer's premises, where according to the
agreement terms, they are ‘ready for inspection by the

Project's personnel and AID auditors.
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At the begining of a Pilot Project a cash advance to establish a
revolving fund was given to start operations. At the end of the
Project, actual expenses incurred in accordance with the sub-grants'
terms will be charged against the revolving funds. Any unutilized
funds must be turned back to IICA for return to AID. Briefly, it
could be said that in accordance with the above procedures. IICA's
accounting system controlled the overall cash disbursements to
insurers, while the Project Staff had the supervision and control of
how the funds provided through the sub-grants agreements were being

used by the insurance institutioms.

C. Overall Project Costs

During the Project life nearly by $4.7 million were expended.
Table 2 details te use of these funds with the latter showing the

amounts disaggregated by year.

Operations were spread over four countries and were of a multi-
disciplinary and multifunctional nature. Under these circumstances
it was of great importance to achieve an efficient use of financial
resources, which in turn requires adequate budgeting and expense
control procedures. The information exhibited in ihis section shows
how the financial resources were expended to procure the basic

objectives assigned to the Project.
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A reduced and well balanced staffing, from the point of view of
covering the disciplines required in an insurance program with
relatively few permanent personnel supported when required by
short-term consultants, was a key element to achieve the most

efficient use of Project relatively limited funding.

The total cost of the sub-grants shown in Table 3 displays the
actual expenses as of December 31, 1983 and the estimated disburse-
ments for year 1984. Only in the case of ASBA in Bolivia did the
Project finance all the operating expenses. In Panama, where the
Project contributed to strengthen the existing Crop Insurance
Program, the expenses £financed by the sub-grants represented
approximately one third of ISA's operating costs, the larger part
being financed by Government subsidy. In Ecuador, the Banco Central
made a contribution of 2.5 millions Sucres annually to cover
CONASA's operations costs, which at the beginning of 1981 represents
$100,000 dollars, but in 1983 it was reduced by devaluation to less
than 30 percent of the original value.
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TABLE 3. Sub-Grants: Cost Analysis

(thousands of dollars)

Total Panama Bolivia Ecuador s
(Isa) (ASBA) (CONASA)
Personnel costs 1,058.2 428.3 348.6 28l1.4 49.0
Operation Costs 719.8 354.2 221.8 143.8 33.3
Office space and
Equipment 381.9 168.5 135.6 77.8 17.7
Total 2.160.0 951.0 706.0 503.0 100.0







Table 4 shows the total costs by couxitty, including the
operational cost of the IICA Project in San José and the three
countries as well as the funds channeled thr.ough the subgrants to
the pilot projects in Panama, Bolivia, and Ecuador. Pilot
operations absorb nearly $3.1 millions, or 68.4 percent of the
total; of these, the largest share represents the sub-grants which
amounts to nearly $2.2 millions, or 70.4 percent of the $3.2 million
assigned to the pilot projects.Bear in mind that the $1.5 millions
representing the Project cost in Costa Rica include not only the
Project administration but also the research activity based in Costa
Rica as well the financial supervision And control of sub-grants

funds.

The larger amount absorbed by the operations in Panama is due to
the early beginning of the sub-grant there (March 1979) since ISA
was already operating when the Crop Ins.urance Project started. On
the other hand, an extensive period in Bolivia and Ecuador was
devoted to the creation and organization of the institutions before
insurance operations commenced. ASBA was legally organized on July
1979, the General Manager appointed in November of the same year,
and the insurance operations started only in mid-1980. CONASA was
organized in October 1980, after almost eighteen months of
preparatory work and negotiations 'with govérnmental authoritiesz

field insurance operations began in mid-1981.

During the negotiation and organization period in Bolivia and
Ecuador the only cost incurred were those of the IICA Project under
the responsibility of the resident technician. The sub-graxit
disbursement began only after the agreements were signed on January

21, 1980 with ASBA, and on October 15, 1980 with CONASA.
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TABLE 4. Project Costs by Countries

(thousands of dollars)

Total Coordination PILOT PROJECTS

Cost Costa Rica Panana Bolivia Ecuador
A. IICA PROJECT
Personnel Costs 1,240.0 753.5 111.7 193.9 180.9
Operation Costs 990.0 68l1.4 98.1 96.9 113.6
Administration 290.0 174.5 26.5 46.0 43.0
TOTAL _IICA
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