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MOBILIZING PRODUCTION CREDIT FOR SMALL FARMER AGRICULTURE A 
DISCUSSION OF THE PROBLEM AND OF SOME POLICIES TO FACILITATE 
LENDING 

The dIfficulty of makIng small farmer credIt avallable, accessIble and affordable IS an Issued 
confronted m all of the developmg countrIes The source of the dIfficulty arIses from the fact that 
m almost no developmg country has a successful, sustamable agrIcultural credIt system been 
established All depend heavIly upon dIrect or mdirect SubSIdIes eIther to mterest rates and/or to 
cover the adnumstrative costs Almost all reqUIre penodic recapItahzatlOn Tllis IS true IrrespectIve 
of whether the govenunent IS a dIrect lender or supphes liqUIdity to commercIal banks whIch 
mtermedIate the "programmed" or "dIrected" credIt to small farmers 

The results of these programs over the last 30 years or so have shown that 

FIrst, almost all the agrIculturallendmg banks have operated at a loss 

Second, most have been supported by external resources, eIther m the form grants or loans 

ThIrd, almost all of the speCIalIzed agnculturallendmg banks are eIther m precanous straIts 
or are bemg closed Here m Latm Amenca, the lendmg banks of Peru and BolIVia have been 
closed The MeXIcan bank has been reduced to 1/5 ItS former SIze The agncultural banks 
of other countnes, such as Honduras and Venezuela, are In the mIdst of a severe finanCial 
CrISIS All have been recapItalIzed penodically 

Fourth, none have been capable of self-sustamed growth from the small, heavlly subSIdIzed 
base to a large mass market InstItutIOnal sources of credIt stIll reach a very small portIOn 
of the small farmers In the developmg countrIes 

In thIS atmosphere, there IS a generalIzed Intellectual ferment and a broad search both to 
understand the reasons for thIS SItuatIOn and for alternatIve polICIes that WIll gIve the agncultural 
credIt system sustamabilIty Numerous alternatIves such as mterest rate reforms and changes m 
bankmg practIce are WIdely dIscussed withm the lendmg banks themselves and m government 

OutSIde the banks themselves, development agenCIes and NGO's have up forward numerous 
"collateral enhancement" programs to help faCIlItate lendmg to (or more correctly, recovery from) 
small farmers Keenly aware that the recovery rates of small farmer lendmg programs have not 
produced recovery rates that would permIt them to operate WIthout sustamed SubSIdIes, these 
programs of collateral enhancement ImplICItly seIze upon the collateral constramt as the dIfficulty 
confronted by small farmers m obtammg loans and upon thIS same lack of collateral as the pnnciple 
dIfficulty of banks m collectmg these loans I These enhancements generally mclude 

lHowever, It may be the case that the borrowers have adequate collateral but the collateral IS unrealIzable 
Neither the legal nor pohtlcal systems of developmg countrIes are hkely to permit the Widespread realIzation of the 
collateral of defaultmg small farmers 
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1 SolIdarIty groups 

2 Agncultural Insurance 

3 Guarantee funds 

4 "Savmgs mobIhzatlOn"2 

Before turrung to the pollcy discusslOn, It IS useful to state what "collateral enhancements" 
cannot do 

They cannot fix the Internal and operational problems of a credit system They are 
"enhancements" to Improve a functioning credit system, not the "magic bullet" that 
wIll "fix" the conceptual, structural and operatIOnal difficulties of the agricultural 
credIt system They can be a useful part of an operationally and financially sound 
agricultural finance system, but are not the means to achieve It 

SOLIDARITY GROUPS 

In numerous countnes around the world, solIdarIty groups have been organIzed to act as a 
"grass roots" financIal mtennedlary These groups take a loan from a bank as a group Each 
mdIvIdual member then becomes a sub-borrower from the group The group 
Itself IS responsIble for repaymg the loan on tIme If a recalcItrant member does not repay, the group 
can brmg pressure to bear on hmvher to pay up If thIS pressure IS unsuccessful, the member IS 
expelled and the group as a whole has to respond to the bank for the loan 

ThIS IS perhaps the most promIsmg development m recent years and appears at thIS stage to 
hold the most promIse for both reducmg the admInIstratIve costs of makmg numerous small loans 
and for Improvmg the recovery rates In effect, lendmg banks have become second story operatIons 
and have moved the credIt supervlSlon and loan collectlOn responsIbIlItIes to a small group WhIle 
thiS strategy may work for small short tenn productIon credIt, It would appear to be problematIc m 
the case of more complex financIal transactIOns 

The dIsadvantage of solIdanty groups IS that many prove to be transItory When It IS tIme 
to repay the loan, they have often dIssolved, theIr members moved away or have Jomed other groups 
While certamly promIsmg, solIdarIty groups are VIable only when the underlymg busmesses that the 
group or the groups' members operate are profitable Loans to solIdanty groups WIth unprofitable 
bus messes WIll not make them profitable LIkeWIse, banks must mamtam some loan supervISIon and 
msure that the group does not dIssolve before the loan IS due 

2That IS, borrowers must save as a condition for borrowmg These programs usually require the borrower to 
depOSIt some of the funds at the passbook rate of Interest m return for a loan, whIch IS usually prIced far below the rate 
of mterest prevallmg m the mformal market Needless to say, small farmers qUIckly calculate the opportumty cost of 
these depOSIts by comparIng the bank's rate ofmterest to what IS obtamable In the mformal market and make a deCISIon 
to partICipate or not Keep m mmd that mformal markets are notJust lendmg markets, they also moblhze savIngs by 
paymg a substantially higher rate or mterest on small, short term quasI-depOSIts lent to the mformal sector mtermedlary 
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AGRICULTURAL INSURANCE 

Agncultural msurance may be the appropnate polIcy response when the dIfficulty confronted 
by small farmers IS natural events that destroy theIr crops and thus theIr abIlIty to repay theIr loans 
It IS a finanCIal mechamsm whose premIUm bUIlds "surplus" In good years and pay It to farmers m 
bad years 

.. The dIfficulty With agncultural msurance to date has been that 

The admInIstratIVe costs are high, often more than 30% of premIUm, and 

It IS dIfficult to bwld a large enough reserve to confront a major loss before that loss occurs 
It may well take a century to buIld a reserve adequate to confront the "drought of the 
century" but the drought may occur In any year, Includmg the first year of operatIOn Some 
remsurance maybe aVaIlable m mternatIonal markets to pemllt the transfer of some nsks, but 
usually not the truly catastrophIC rIsks 

The admmistratIOn of agncultural msurance companIes has not proved to be sIgmficantly 
dIfferent than that of agrIcultural banks 

GUARANTEE FUNDS: 

Guarantee funds eXIst mover 70 countnes around the world They are generally establIshed 
on the argument that a guarantee WIll enable a bank to make a loan that It would not otherwIse make 
to a pnonty or targeted sector Agam, the collateral constramt IS put forward as the pnnciple reason 
that banks are not lendmg and the guarantee IS a means of overcommg tills lack of collateral WhIle 
these funds, when they dIsburse, do m fact lower the default rate of a bank, they do not necessarIly 
lower the overall cost of credIt to the finanCIal system They do however redIstnbute It m a way that 
makes a comprehenSIve calculatIOn dIfficult 

In the dozens of guarantee funds observed m developmg countnes, there are several notable 
factors 

FIrst, they usually are establIshed WIth a grant of funds from the state or abroad These 
funds are deposIted at mterest and the mcome IS most often used to cover expenses and 
dIsbursements The fundts cost of capIta1Is zero, but the cost to the finanCIal system IS the 
OPPOrtunIty cost of capItal That cost IS never accounted for, thus understatmg the cost of the 
scheme 

Second, the guarantee fees (the operatmg mcome) only rarely cover the actual costs of the 
defaults prud to the banks by the funds and the adm1ll1stratIve charges of the fund These are 
prud out of the fund and ItS mvestment earnmgs, most often decapltalIzmg the fund (m real 
terms) and Impamng ItS future abIlIty to wnte addItIonal coverage 
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ThIrd, they tend to be quIte costly admInIstratIvely ThIS cost anses from the fact that If a 
fund IS to func..tIOn as a gomg busmess It must "underwnte" the loan and assign a vanable 
premlUm based on the nskmess of the loan To the extent that they assIgn a vanable 
premlUm, the fund m effect raises the cost of the loan to the final borrower to the level that 
would have been charged by a bank If ItS mterest rate were not capped or If the bank had to 
pay the costs of gathenng mformatIOn necessary to make a lendmg decIsIOn The costs of 
recovenng the collateral also raIses the operatIOnal costs, although collateral realIzatIOn IS 
relatIvely rare Few funds are able to develop a volume of bUSIness sufficIently large to 
lower the admInIstratIve costs per UnIt (number of loan guaranteed or aggregate volumes of 
guarantees) to a level that can be passed on to the borrower at an acceptable cost 

Guarantee funds frequently act as a back door SUbSIdy to banks whIch are not able legally 
to charge an adequate Interest rate m the first Instance or are obbged to lend to a targeted 
sector In tIme, almost all guarantee funds decapItahze due to the mIsmatch of revenue and 
expenses 3 

FInally, the funds are subject to the same catastrophIc nsk as IS msurance A major event 
may cause a massIve call on the guarantees As the fund IS hIghly leveraged (guarantees are 
a multIple of capItal), It may not have the reserves to meet the guarantees These losses may 
anse from natural dIsaster, but equally frequently they arIse from the economIC cycle Itself 
or even government economIC and monetary pohcy4 

STANDING DISASTER RELIEF PROGRAMS 

These have been the least successful of almost all the polICIes used to confront natural 
dIsasters They reqUIre that a large fund be created and maIntamed ThIS IS almost never the case 
In France, a natural dIsaster fund was created but when France was hIt by hUrrIcanes, the fund was 
empty The resources had long ago been used for other purposes The second problem arIses m 
IdentIfYIng the reCIpIents of the fund After a dIsaster there IS masSIve pohtIcal pressure for a 
transfer of resources Often the funds are transferred In a CrISIS atmosphere, and not necessanly to 
the groups that suffered the most loss, but mstead to those that can mobIlIze the most polItIcal 
pressure The natIOnal budget generally takes the hIt 

The great advantage of a standmg dIsaster relIef program IS that It has almost no 

3A few funds have protected their capItal by slowly dIsburSing the guarantees A good example IS NIgeria where 
the Central Bank compels banks to lend to agrIculture (or Increases theIr legal reserves to prohIbItIve levels) The 
guarantee fund delays dIsbursements for years untIl inflatIon has severely eroded the prinCIple 

4A good example of this dIfficulty IS the U S Fanners Home Admtnlstratlon which guaranteed loans to U S 
producers DUring the 1970's, when commodity prices were hIgh, fanners expanded their operations, takmg on heavy 
debt loads WIth government encouragement When agrIcultural prices fell m the 1980's, fanners were unable to service 
theIr debts and the agrlculturallendtng banks made massIve calls on the guarantee fund The ensumg "agricultural 
cnsls" cost the U S Treasury an enormous amount of money The collateral of the fanners was never realized, and m 
fact, the Congress enacted legislatIon permlttmg fanners to write down the value of the loans to the value of the 
underlymg collateral--that IS the loans were partIally forgIven 
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adlmrustratlve costs until the dIsaster occurs In the sectlOn below, we Will outhne a means by which 
a dIsaster rellef scheme can be deSIgned to aVOid the twm penIs ofbemg decapltahzed and bemg 
unable to Identify the target groups that should recelve the funds 

MANAGING AGRICULTURAL PRODUCTION RISKS IN NICARAGUA A DISCUSSION 
OF THE ISSUE AND SOME ALTERNATIVE POLICIES 

RIsk m agnculture arIses from numerous sources Some nsks anse from the market pnces 
that make a crop unprofitable, others arIse from management faIlure when the producer IS not able 
to produce the qualIty of the product that the market IS prepared to buy at profitable pnces 
Technology sometlmes falls and frequently m the developmg countrIes, farmers lose money because 
of mstltutlonal fatlures to delIver the credIt or mputs on tIme Often the mfrastructure or the lack 
of It contrIbutes to the faIlure of farm enterpnses Farmers cannot get crop to market due to poor 
roads or lose crop due to poor storage and processmg facIhties Often the loss to the farmer occurs 
at the market level The farmers do not have assured markets or those markets are not able to 
process and sell the volume of product that the producers delIver Fmally, If these nsks were not 
challengmg enough, agncultural producers also face clImatologIcal nsks Floods and droughts are 
the most common of these m the tropICS 

Each of these obstacles has to be approached wlth a set of polICIes tatlored to the 
CIrcumstances of the country and to the speCIfic nature of the nsks faced by agncultural producers 

In the case of natural hazards, such as floods and droughts, there IS a range of pollcy optlOns 
from WhICh a nsk management polIcy can be developed In many cases, a "hardware" approach IS 
preferable to a "software" approach If drought IS the problem, often lfngatlOn IS the most cost 
effiCIent SolutIon If floods frequently ravage crops, dIkes, dams and dramage systems may resolve 
all but the most severe problems 

Often crop or crop credIt msurance IS put forward as a pohcy to deal With the natural hazard 
WhIle It IS one polIcy that can be useful m some CIrcumstances, It IS but one of several alternatIves 
In some cIrcumstances, an msurance product IS mdlcated, m other cases It IS not an appropnate 
pohcy response In all cases, It should be conSIdered as one of many pOSSIble polIcy alternatIves to 
solve a speCIfic problem m the natIonal and agncultural context m whIch It WIll operate 

For the present purposes, we want to conSIder only the "software" responses to natural nsk 
m agnculture but WIsh to remmd the reader that after careful analYSIS, It stIll may be the case that 
mfrastructure IS more responSIve to the problem of natural hazard than any of the followmg 

A CROP OR CROP CREDIT INSURANCE 

Crop or crop credIt msurance (when the msurance attaches to the productlOn credIt) IS a 
finanCIal mechamsm for collectmg a premIUm m a good year and transfemng It to a bad year or, 
alternatlvely, transfemng resources from a zone or crop that IS unaffected to one that IS affected It 
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IS at ItS root a financIal mecharusm to move resources from one group to another group of producers 
In all cases, msurance wIll have a net financial cost to the msured (unless offset by SubSIdIes), 

although that cost wIll be realized m years wIthout a loss, and presumably wIth better YIelds and 
partially recovered m loss years Insurance IS a zero sum game, the premIUms paid eIther equal the 
mdemmtIes plus the admmistrative cost or the msurer loses money (leavmg aSIde for the moment 
mvestments that the msurer may make WIth the funds held for future payments) Even If the 
msurance program breaks even (premIums equal mdemmtIes), there WIll be a net cost to be paid due 
to the adminIstratIve cost of the system Tlus adminIstrative cost IS borne eIther by the farmer as part 
of the premIum, the msurer m the form of losses, or by the state m the form of a subSIdy There are 
only two players and all the costs are dIVIded between them EIther the farmer pays the 
admimstratIve cost or It IS charged to the msurer, and perhaps transferred to the state VIa a subSIdy 

The premIUms WIll vary WIth the seventy of the nsks that are covered and WIth the 
admInIstratlve costs of operating the system Thus, the premIum paid by a farmer WIll vary 
dependmg upon the estlmated mdemmty costs of the msurer and the admimstrative costs necessary 
to Issue and servIce the poliCIes The SImplest statement of the Break Even pomt of an msurer IS 

PREMIUMS=INDEMNITIES + ADMINISTRATIVE CHARGES 
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A somewhat more complete statement of the Break Even pomt IS 

PREMIUMS = INDEMNITIES + ADMINISTRATIVE CHARGES--INVESTMENT 
INCOME 

where mvestment mcome IS the financIal product generated by the premIUms held 10 reserves to pay 
future losses 

The pomt to be kept 10 mmd 10 considermg an msurance program IS that the costs of the 
program are unYIeldmg WhIle management can certamly reduce admmistratIVe charges and can 
to some extent affect the mdemruty payments, the charges must be paId and any plannmg of an 
msurance program must a pnon IdentIfy the sources of funds to meet the 1Osurers' oblIgatlOns 

ADVANTAGES The advantages of crop or crop credIt 10surance IS that It IS a legal 
contract between the farmer and the msurer that attaches to a smgle msured and hIS fields 
It IdentIfies the 1Osured, the crops covered, the nsks that WIll be mdemmfied, and the terms 
and condItIons under whIch the 10demmty payments wIll be made Both the 10surer and the 
Insured know under what CIrcumstances a payment WIll become due ThIs type of 10surance 
can be taIlored to a Wide varIety of CIrcumstances and the premIum can be set to reflect the 
nsks of a small reglOn and theoretIcally even an 10dividual producer On an 10dividual basIS, 
It transfers nsk, 10 thIs case productlOn nsk, from the producer to the 10surer On a portfolIo 
basIS, It can be used to spread nsks amongst groups, reglOns, crops, agncultural cycles, and 
can In some cases be remsured abroad, thus spreadmg the rIsks outSIde of the country 

DISADV ANT AGES The chIef dIsadvantage of thIS type of 10surance IS two fold 

Crop Insurance 10 both the developed and develop1Og countnes has proved to be qUIte 
expensIve AdmImstratIvely, It IS costly, often prohIbItIvely so An Insurer must act 
prudently to aVOId antI-selectIon and fraud ThIS requIres a field staff to VISIt the fields 
before the polIcy IS Issued, usually dunng the cycle and when loss adjustments are reqUIred 
From Peter Hazell's reVIew of programs around the world and my study of the US, MeXICO, 
and Costa RIca, we can see that these costs can be qUite hIghS These adm10IstratIve costs 
have to be borne eIther by the premIUm paId by the farmer or by a state subSIdy 
Furthermore, none ofthe crop 10surance schemes establIshed to date has been able to operate 
WIthout a government premIUm subSIdy 10 additlOn to the admimstrative subSIdy As a 
general rule, one can expect the overall cost of YIeld guarantee small farmer Insurance 
programs to reqUIre resources of 15-25% of the total sum 10sured It has been the practIce 
to charge 5-10% of thIS amount to the farmer and to pay the rest through subSIdIes 

SFor example, even m the U S whIch has nearly optunal condItIons m tenns of ease of access to farms and large 
farm SIZeS, the subSIdIes are qUIte large The admmlstratlve subSIdy IS about 35% of the premIUm paId by farmers the 
government pays a subSIdy about 40% of farmers' premIUm and losses about 40% m excess of premIUm income ThIS 
program costs about $650 mtlhon per year and reaches about 25-30% of the farmers, who despIte the heavy subSIdy 
are not prepared to buy the insurance 
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Second, farmers know their nsks better than Insurers There IS asymmetncal InfOrmatIon 
Farmers are often successful In selectmg agaInst Insurers This antI-selectIOn may be 
fraudulent, but usually IS not An Insurer offers a product at a given pnce and the farmer 
makes a rational calculation of whether he can profit from that product at that pnce on hIS 
fields sown to a specific crop at a given time USIng a specific technology If he sees an 
opportUnIty to collect an IndemnIty, he WIll lIkely buy the product, otherwise he may not 
The result IS that the nsklest farmers are Insured Put the other way around, the premIUm 
either must nse to meet the nskIness of the Insureds or the Insurer must suffer the losses of 
madequate premIUms Unless the program IS oblIgatory for farmers, the msurer IS forced to 
raIse the premIUm, further pncmg the better nsks out of the scheme The usual results IS that 
voluntary partiCIpation IS lImited to lugh nsk farmers, thus Insurers have a small volume of 
hIgh cost and hIgh loss farmers Even In hIghly SUbSIdIzed schemes, the agncultural 
Insurance has never reached more than a small portIOn of the farmIng populatIon 

A FRAMEWORK FOR DECISION 

The lustory of small farmer Insurance In LatIn Amenca IS not bnght Some countnes have 
tned and have closed the operatIOns when the government was no longer prepared to bear the 
admInIstratIve costs and the premIUm SubSIdies needed to keep the program afloat These mclude 
Ecuador, Venezuela, BolIVia, and Clule Several others have mamtamed very small operatIOns that 
may not long survive, mcludIng Panama, Costa RIca, and the DOmInICan RepublIc MeXICO IS a 
speCIal case where a large and very costly msurer was closed and a smaller verSIOn was set up, whIch 
despite the downsIzmg stIll reqUIres both a premium and admInIstratIve subSidy 

OutSIde Latm Amenca, small farmer crop msurance has not proved to be a successful polIcy 
The PhIlIppInes IS currently considenng clOSIng or radIcally restructurmg ItS small farmer msurer 
CompanIes m Nigena and India are sustamed by large government SubSIdIes The U S program was 
recently overhauled to gIve farmers a catastrophic Insurance cover Farmers have to partICipate In 
the Insurance program as a precondItion for access to the ad hoc dIsaster relIef program 

Although far from conclUSive, the research to date does not suggest that crop Insurance has 
any Impact upon the ablhty of farmers to confront losses from natural events over and above the 
transfer of resources that could be reahzed through a WIde range of programs, some Implemented 
at lower costs than Insurance This tentatIve conclUSIOn owes as much to the fact that the effects of 
crop msurance cannot be separated from the effect of other vanables as It does to the usually very 
high adminIstrative costs of the msurance system which erode these benefits 

There IS no empmcal eVidence that crop Insurance has any effect on the recovery rates of 
lendIng bank In fact, some eVIdence seems to suggest that banks often loosen already slack lendmg 
diSCIplIne when Insurance IS offered as a guarantee Neither IS there any eVidence that crop msurance 
expands the total volume of lendmg to the sector As most formal credit for the small farm sector 
IS programmed credit and commercial lenders seldom partiCipate voluntanly, due to finanCial 
repreSSion, such as artifiCially low mterest rates, and the very lugh urnt costs of makmg small loans, 
the presence of crop Insurance does not offset the cost and nsk of commerclallendmg Bear m mmd 
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that crop Insurance covers only the productIOn nsks, not the market nsk or moral hazard These are 
often more Important In the recovery rates of banks than are natural hazards 6 

Thus, the dIscussIOn of the creatIOn of agrIcultural Insurance should focus upon the 
management of natural rIsks and not upon the supposed collateral benefits that make the costs of the 
scheme seem more palatable on the surface These benefits have to date proved elUSIve 

Wlnle there are numerous cases where agrIcultural Insurance IS the preferred polIcy tool to 
attack a problem of natural hazard, the hIStOry to date suggests a cautIOns approach and a sound 
financIal analysIs of how the Insurer WIll meet ItS financIal obhgatIOns before launchmg the program 
To date, the programs that have succeeded have been run by pnvate sector compames on a for-profit 
baSIS, selling a voluntary cover to larger farmers who want to use Insurance as a means to a 
predIctable cash flow 

ThIS IS not to suggest that small farmers do not confront severe chmatoiogical hazards or that 
they do not reqUIre asSIstance m recovenng from a masSIve natural catastrophe QUIte the contrary, 
It IS small farmers who have the most dIfficulty bearing the hardshtp of a drought or flood WIthout 
external asSIstance Frequently, they are the most numerous part of the rural populatIOn m the 
developmg countnes These farmers have few resources and cannot easIly recapItalIze theIr 
operatIons In many cases, small farmers were forced to sell land andlor mIgrate as the results of a 
drought and theIr inabIlIty to return to farming when the rams returned The CItIes of the developmg 
world are full of the dIspossessed dnven from the land by drought and an inabIlIty to return to 
farming due to a lack of resources 

In the present CIrcumstances, establIshing an Insurance mechanIsm In NIcaragua reqUIres a 
demandmg financIal analYSIS If the costly errors of other countrIes are not to be repeated 

Several precondItIOns must be met 

First, there IS a legal reqUIrement that an msurance company Issue the polIcy That 
company should have adequate capItal to cover the start up admmistrative costs untIl the 
premIUm Income can offset these costs At present, INISER IS a legal monopoly and would 
lIkely be the admmistrator of the program It IS doubtful that INISER would agree to put ItS 
own resources at rIsk and thus would adminIster the program and would depend upon 
external resources for the reserve and to cover losses In excess of premIUm Income 

Second, a staffhas to be recrUIted and trained to operate the field component of the 
crop Insurance program Insurance IS a management-intensIve bUSiness and the Insurer must 
qUIckly develop the capaCIty to manage the field staff and schedule the field VISIts to 

6Reports from bankers and others familiar With rural credit m Nicaragua suggest that the "culture of non­
payment" IS very strong mdeed, espeCially amongst the politically mfluentlal 
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comcide wIth the crop cycle and the need to do timely mspectlOns OtherwIse, losses wIll 
result for acceptmg poor nsks 

Third, the msurer has to have sufficIent funds to pay losses ThIS IS more dIfficult 
m the case of catastrophIc nsks The nature of drought and flood losses are dIfferent than 
other nsks When a drought occurs, all the msureds are affected WhIle over a long span of 
years, an msurer may create an adequate reserve, It must be prepared to meet the "drought 
or flood of the century" m the first year of operatIOn Furthennore, droughts are often multI­
year events LIke earthquakes, the msurer must bUIld and mamtam a large reserve for many 
years, often decades That reserve needs to be mvested so that It retams Its value m real 
terms 

A PRO FORMA BREAK-EVEN ANALYSIS FOR A NICARAGUAN 
AGRICULTURAL INSURANCE PROGRAM 

For the purpose of c1anfymg the finances of a small farmer msurance program, a break-even 
analysIs IS useful FIrst, we wIll do a statIC smgle-year analYSIS and then a mUltI-year analYSIS m 
wruch assumptIOns are made about the loss ratios across the span of years to Illustrate the financIal 
condItIOns under wruch an msurance program can succeed m NIcaragua and the pnncipal dIfficulty 
of an msurance program exposed to catastrophIc rIsk ThIS analYSIS also Illustrates the condItIOns 
under wruch a program could operate at a reasonable cost to small fanners It IS m some respects, 
perhaps overly optImIStIC, especIally as to the assumptIOns about the avaIlabIlIty and cost of 
remsurance 

To estImate the funds necessary to estabhsh and operate an agncultural msurance program 
m NIcaragua, some assumptIOns are necessary Based on these assumptIOns, some rough estImates 
of the amount of resources reqUIred for a successful program launch can be denved 

A recent USDA survey shows that about 460,000 hectares of corn were planted and only 
280,000 were harvested For beans, the figures were 125,000 planted and 77,000 harvested These 
numbers show the effects of the recent drought on agncultural productlOn These numbers are far 
above those estImated by other sources whIch put corn productlOn at 280,000 Ha whIle bean 
productIOn was 172,000 Ha from CONAGRO 

Recent Banco Central data suggests that agncultural credIt m NIcaragua IS both qUIte lImIted 
and IS declmmg m real terms In part thIS IS due to the agreement WIth the IMF and World Bank to 
cease recapItahzmg the state banks WIth pubhc funds and m part, It IS due to a removal of the 
pohtlcal reqUIrements to make loans than had httle chance ofbemg recovered to pohtlcally Important 
groups 

Through the end of October 1994, pnvate commercIal banks lent about 400 mIllIon Cordobas 
to short term agrIcultural lendmg The state bankmg system channeled an additlOnal 215 mIllIon 
Cordobas to short term agnculturallendmg Most oftrus amount came from BANADES Thus, on 
an annual basIS, It IS hkely that total short tenn agnculturallendmg m 1994 WIll come to around only 
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750 mIlllon Cordobas, or Just over $100 mIlllon at the current exchange rate 7 

The Importance of the volume of short term agncultural credIts to the msurance IS that Latm 
Amenca farmers seldom voluntanly buy a polIcy and even If they wanted to, there IS no sales 
network to sell them msurance Thus, the msurance almost perforce has to attach to the bank credIt 
There sImply IS no other way to move the product 8 

There IS no firm data on the number of hectares financed, but the scarcIty of credIt suggests 
that only a small portIOn of the land m productIOn IS financed by the bankmg system 

For the purpose of thIS exerCIse, we shall assume that the Insurance program wIll begIn wIth 
50,000 hectares m year one and grow to 200,000 hectares In year 5 We shall further assume that 
the cost of productIOn IS set at $300 per hectare 9 ThIs IS In fact consIderably more than IS currently 
lent for productIOn, but for the present exerCIse we assume that the NIcaraguan economy Will recover 
and that credIt amounts and volumes WIll apprOXImate those of other countnes m the regIOn 

In year 5, 200,000 hectares represents 26% of the planted area planted to beans and com, 
accordmg to the USDA survey and 44% of the planted area accordmg to the Mmistry of Agnculture 
data The sum msured on the 200,000 hectares, $60 mllhon, IS about 60% of the total volume of 
short term credIt at present 

The nsks covered are restncted to flood, wmdstorm and drought and the cost of productIOn 
Pests and dIseases are excluded as they are usually controllable by the grower and are almost always 
excluded from remsurance cover The premIum rate IS set InItlally at 8% 10 

7ThIS IS the BANADES annual loan volume The stock of loans outstandIng for agrIculture IS 711 mIllion 

Cordobas, of which 188 millIon are claSSIfied as "overdue" (en mora) One banker suggested that the actual amount 
recovered may be conSIderably less than the 40% overdue figure and that In real terms the recoverIes may be almost 
InsIgmficant 

6The Issues around compulsory Insurance have been heatedly argued One school holds that farmers should not 

be compelled to buy an msurance product that they do not want Others argue that If farmers are usmg state resources 
they have to be dIligent to msure that they are able to repay the loans and thus should msure Even when the loans come 
trom private banks, the argument IS that they often have Inadequate collateral and Insurance enables them to borrow 
when collateral-based lendmg would not be pOSSible 

9The actual amount of finance per manzana IS radlculously small BANADES only finances about 45 Cordobas 

per manzana of com and about 100 Cordobas per manzana of beans I would doubt they could Issue and service the 
loan for thIS amount For the purposes of plannmg an Insurance product, I have used a much hIgher figure that In many 
countrIes would represent a reasonable amount of productIOn finance, In Nicaragua, It IS much closer to the value of the 
crop 

lOThe chOIce of an 8% rate IS arbItrary, It could be either hIgher or lower However, It IS about the average for 
the small farmer programs In Latm AmerIca In addItIon, the USDA study mentIoned above shows a 40% difference 
between plclIlted and harvested hectares An 8% premIUm rate would be suffiCIent to meet such a shortfall every 5 years 
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Insurance regulatIOn usually reqUIres a 4 or 5 to one relatIOnshIp between the premIUm 
wntten and the reserves aVailable to support thIS msurance As agnculture IS a catastrophIC loss 
busmess, a 2 or 3 dollars of premlUm to one dollar of reserves would be more prudent In thIS case 
the premlUm volume would be around $48 millIon (the $60 millIon sum msured tIme the 8% rate) 
To wrIte $4 8 mIllIon of premIUm, reserves of about $2 mIllIon or more would be prudent 

The total sum msured would be about $60,000,000 The lIkelIhood of a total loss, whIle 
remote, IS stIll pOSSIble More lIkely would be a Maximum Probable Loss (MPL) of 50% of the sum 
msured Thus, a prudent msurer would have reserves and remsurance to enable It to meet losses of 
$30 millIon 

Remsurance to cover the dIfference between the MPL and the premlUm mcome would be 
reqUIred to make the msurer VIable and to protect Its reserve II Mamtammg the reserve IS cntical 
to the on-gomg abIlIty of the msurer to contmue to wrIte busmess 

Thus, remsurance would be bought to protect the reserve In remsurance termmology, the 
company would need remsurance for $25 2 mIllIon m excess of $4 8 mIllion The cost of the 
remsurance would reduce the net premIUm mcome to the msurer, thus, a somewhat lower "excess" 
pomt (the pomt at wruch the remsurer begms to pay) and a somewhat larger amount of remsurance 
would be reqUIred One may safely assume If remsurance were avaIlable for thiS class of nsk, It 
would cost not less than 40% of the gross premIum, leavmg the msurer WIth a net premIum of$2 9 
mIlhon and the need to purchase $27 1 mIllIon of remsurance excess of $2 9 mIllIon There IS a 
strong lIkelIhood that remsurer would not partICIpate m the rIsks of a new company untIl It has 
several years of successful operatIOns 

The admInIstrative costs of operatmg the program can be reasonably accurately estImated 
Assummg that the msurer does adequate field work and runs an effiCIent back office, probably an 
office staff of four or five people would suffice Office eqUIpment, a small computer and 
telecommUnICatIOns are the eqUIpment costs The field staff would probably be one field 
mspector/supervlsor per 5,000 hectares msured Thus, the field staff would be about 40 people when 
the full volume of busmess IS reached An agronomIst With benefits, travel expenses, and vehIcle 
costs (unfortunately high m a rugged rural settmg) probably run around $25,000/year WhIle salary 
costs may be lo\\-, benefits are usually equal to the salary Vehicles, expenSIve m the first mstance, 
usually only last about 3 years WIth the hard use of constant field work Thus the admmlstratlve 
costs would lIkely be about $1 2 mIllIon per year for the central office and the field staff of a very 
effiCient operatIOn 

for corn and about every 4 years for beans 

11 I have slmphfied reinsurance In order not to over burden thiS document With lots of techmcal Jargon Here 
what IS proposed IS a type of non-proportional remsurance called "stop-loss" ThiS type ofremsurance IS deSigned to 
protect the reserves of the Insurer from decapltahzatlOn by provldmg cover In excess of net premIUm Income There 
are hterally hundreds of vanatlOns and other types of reinsurance 
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These admlmstratlve costs are perhaps possIble but do not characterIze any of the eXlstmg 
programs where admmlstratIVe expenses are approxImate 30% ofthe premIUm m efficIent operatIons 
and may even exceed the premIUm mcome In small Insurers If thIS low level of expenses were to 
characterIze the program, the admlmstrattve expenses would be around $1 4 million 

Based on these numbers, we can now calculate the break-even loss ratlO for the company 
when It reaches a full-scale operatIon The loss ratIO IS the comparIson of Income (premIUm) to 
expenses For present purposes, we wIll use the "pure" loss ratto which excludes Interest earned on 
Investments 

ASEGURADORA AGRICOLA NICARAGUENSE 
(MILLIONS U S $) 

PREMIUM INCOME 48 

REINSURANCE (1 9) 

ADMINISTRATION (1 2) 

NET INCOME 

Thus, the new company has a net Income of about $1 7 mIllIon WIth whIch to pay WIthout 
clalmmg on reInsurance or Without dlppmg mto reserves Therefore, the break-even pomt m a gIven 
year IS a loss ratio of35% That IS, to break-even, the msurer can pay fanners no more than 35 cents 
on each dollar of premmm paId to the company At thIs POInt, the msurer IS meetIng ItS oblIgattons 
and neIther profitmg or lOSIng, neIther capItalIZIng nor decapltahzmg the reserve It IS however 
creatIng an Imphclt credIt m ItS reInsurance account 

When losses exceed net premIum mcome, fanners are paId theIr mdemmttes The msurer 
recovers from the remsurer However, remsurer would qUIckly adjust the cost of the remsurance to 
recoup the loss m the follOWing years For our purposes, remsurance can be conSIdered as a small 
net cost to msurers across a span of years If remsurer do not realIze some profit, they do not remam 
on the nsk The other SIde of the com IS that If the msurer has no remsured losses, he can dnve down 
the pnce of the remsurance 

Across a span of years, the remsurance cost Will be largely recovered through mdemmties 
Let us suppose that the reInsurer would want a 10% profit on the remsurance premium Income 
ReInsurer would be prepared over a span of years, especIally If they were able to buIld up a reserve 
m the first years, to see most of the remsurance premIum returned If the net cost of reInsurance 

121 have assumed a zero net tax rate for the mo;urance company 
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were only 10% of premIUm prud to the remsurer, the msurer would pay back. to farmers m loss years 
most of the premIUm that they had paId m good year!:l Thus, lfwe assume that the admmIstrative 
costs are fixed at $1 2 mIllIon and the remsurer are prepared to return all but 10% of the premIUm, 
the total deductIOns from gross premIUm would be Just over $1 4 mIllIon or 29% However, keep 
m mmd that remsurance mdemmties are prud only when losses exceed premIUm mcome, they are 
paId through the msurer to the msureds, and thus do not mcrease the msurers reserves 

Assummg that the entlre 71 % were returned m the form of mdemmtles, the net cost to the 
farmer (mdemmtles - premIUms) would be 29% of the 8% premIUm he paId, or 23% ThIS would 
certamiy be a reasonable charge for transfemng nsks to an msurer, If It could be reached m realIty 

The 8% premIUm rate IS over and above the present mterest rates on agncultural loans 
NIcaraguan farmers are charged mterest rates of 18% ThIs msurance program would push financIal 
costs to 26% However, m bad years, If the company operated at break even, the company would 
return all but 23% of that 8% to farmers, reducmg theIr net cost of credIt and msurance to 20 3% 
WIth the msurer operatmg at break even 

The dIfficulty of agncultural msurance IS that It covers catastrophIC nsks The fact that 
droughts are largely random events Imposes some speCial constramts on thIS class of busmess, 
espeCIally If they occur before a long span of profitable years has allowed the msurer to buIld hIS 
reserve 

In the attached table, a five year cash flow projectIOn has been set up In thIS exerCIse we 
have assumed that the average pure loss ratIO IS 30% and m year five of operatIOn, a drought has 
produced a loss ratIO of 200%, two tImes the premIUm mcome For the purposes of thIS exerCIse, 
we have assumed that the remsurance begms m year two and cost 40% of gross premIum and cover 
100% of losses m excess of 100% of the gross premIUm mcome 

Startmg WIth a reserve of $2 mllhon, the company has four years m whIch after mdemmtles 
and expenses It makes a net contnbutlOn to ItS reserve In year 5, we have assumed a drought loss 
that IS twice premIUm mcome The prermum m that year IS $4 8 whIle the expenses and remsurance 
deductIOns are $3 1 ml1hon Indemmties however soar to 200% of gross premIUm or $9 6 mIllIon 
The company IS responsIble for $48 mllhon of these losses whIle the remsurer pays the remamder 13 

However, a loss of thIS magmtude has to be funded by the msurer from the reserve The 
Impact of thIS loss on the reserve IS catastrophIC It dechnes from nearly $3 4 mIllIon to some 
$260,000 WIthout a recapItalIzatIon The followmg year, the msurer can only wnte about $520 000 
ofpremmm (or $6 5 milhon ofmsurance at an 8% rate and a 2 to 1 relatIOnshIp between premIum 
mcome and reserves) GIven the smaller capItal base, the growth to the former level Will be slowed 

13The remsurer also loses money over the five year period but breaks even In real terms, as mterest on the 
reserves durmg the first three years offsets the loss In year five 
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The company wIll also have to dramatIcally reduce Its overhead costs for the newly downsIzed 
company 

Lest a loss of thIs magmtude be thought exceSSIve, bear m mmd that the "loss cost" (the 
Indemmty dIVIded by the total sum Insured) IS only 16% The USDA clted above data reflects a 40% 
dIfference between hectares sown and hdrvested tlus year Drought losses of thIS magmtude are 
frequent Had the loss been much larger, It would have completely WIped out the capItal and 
bankrupt the company Without an InjectIOn of new capItal Thus, thIS loss IS on the low end of the 
spectrum of drought losses, yet Its effects are devastatmg to a small company wIth a hIghly 
concentrated portfolIo 
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SUMMARY FOR CONDITIONS FOR ESTABLISHING A SUCCESSFUL 
AGRICUL TURAL INSURER IN NICARAGUA 

From the above dlscusslOn, we can set out some of the basIc elements for a successful 
msurance program m NIcaragua 

1 An msurance company to Issue the coverage and manage the back office busmess Imttal 
discusslOns With INISER were posItIve INISER could both serve as an admmistrative home 
for the techmcal team that carnes out the crop msurance program, as well as assummg some 
of the remsurance, thus savmg hard currency that would otherwIse be paId abroad However, 
agncultural msurance IS a hIghly spectalIzed busmess and INISER would need some scarce 
and relatIvely expensIve techmcal aSSIstance to set up and learn to run the busmess 
Agnculture IS an unforgIvmg lIne of msurance and mIstakes can be very costly mdeed, thus 
the techmcal aSSIstance program IS very Important both to aVOId costly errors and to aSSIst 
the company m placmg remsurance m the very few markets prepared to underwnte thIS class 
of busmess m the developmg countnes 

2 A field team of about agronomIsts, about 10m number at the outset and growmg to about 
40 by year five, eqUIpped With Jeeps for the reqUIred field work The msurer would have to 
have the capabIlIty to orgaruze, control and program the actIVItIes of thIS team The trammg 
m underwrItmg and loss adJustmg would lIkely have to be funded as part of the technIcal 
aSSIstance effort 

3 A reserve of about $2 mIllIon to begm a reasonable SIzed project The reserve need not 
necessanly be m cash, It could be composed of guarantees from mternatlOnal donors to 
enable the program to begm However, the guarantees would have to be firm and would 
have to be dIsbursed qUIckly m case of a major loss 

4 AdmmIstrative start up expenses cover the admmistrative charges m the first year untIl 
premIum mcome IS avaIlable from operatlOns Funds to cover the capItal budget, mcludmg 
the vehIcles and the other eqUIpment would be needed 

5 The means to sell or otherWIse place the polICIes Latm Amencans m general and farmers 
m partIcular have no expenence buymg msurance The msurance would hkelv have to be 
attached to the credIt 

6 Remsurance or contmgent guarantees of around $30 mIllIon from donors to cover losses 
m excess of premIUm mcome Remsurance almost certamly would not be avaIlable In the 
first years 
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B INCOME STABILIZATION AND ECONOMIC REACTIVATION PROGRAM 

The condltlOns for a successful msurance program are relatIvely demandmg There however 
may be other alternatIves to confrontmg nsk and catastrophIc losses ansmg from natural events 
Here I would lIke to explore one for a catastrophIc msurance product that eases somewhat the 
demands of a small farmer credIt msurance program 

If the problem of natural dIsasters IS defined as one of offsettmg the mcome shortfall due to 
the loss of crops, there are other polICies that may assist m helpmg the sector to recover The 
tradltlOnal approach has been to set up natIonal disaster relIef funds These funds were supposed to 
be aVaIlable to finance dIsaster reheffollowmg a masSIve catastrophe All are decapltahzed and are 
SImply accountmg deVIces There are no funds avaIlable and any dIsbursements have to be drawn 
from the current budget 

TypIcal of these programs IS the US dIsaster relIef program Followmg a major loss m the 
farm belt, farmers mobIlIze and Congress appropnates a pot of cash to be doled out ThIS program 
coeXIsts With both the Federal Crop Insurance Program and the Emergency Loan Program The fact 
that crop msurance IS avaIlable does not offset the pressure for grants and emergency loans (many 
ofwhtch are never repaId) Congress recently "fixed" the crop msurance program and IS mOVIng to 
make dIsaster relIef a standmg program whose payouts are avaIlable only to msureds and not 
determIned after a loss when polItIcal pressure IS greatest 

The major advantage of these programs IS that they almost ImmedIately relIqU1fy farmers and 
reactIvate the local economy by mJectmg cash The dIsadvantage IS that they are Widely conSIdered 
subject to abuses due to theIr ad hoc nature and the fact that the benefits are not predetermmed 

A MODEL FOR THE REACTIVATION OF THE NICARAGUAN SMALL FARM 
SECTOR STABILIZING INCOME FOLLOWING NATURAL DISASTERS 

Followmg a natural dIsaster, not Just farmers but the entIre rural economy IS Impacted 
Merchants see sales declme, buyers and processors are Impacted, truckers don't have loads and banks 
cannot recover loans, and thus cannot contmue lendIng WhIle farmers may be at the base of the 
pyramId, the effects of the dIsaster are felt throughout the rural economy and mto the CItIes 

The pohcy problem IS therefore to reactIvate the rural economy Enablmg farmers to 
contmue to plantmg the same surface benefits the entIre farmmg communIty The multiplIer effects 
of rehqU1fymg the farmer spread through the entIre rural economy 

THE NATURAL DISASTER SMALL FARMER 
ECONOMIC REACTIVATION SYSTEM: 

Tlus program IS based upon an admtmstratIvely uncomplex regIster of farmers and a reserve 
held m the Central Bank andlor composed of pledges by Donors The basIC elements are the 
followmg 
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1 Each farmer would be allowed to regIster a specIfic number of hectares of gram 

and coffee productIOn III the regIster set up specIfically for thIS purpose The number of 
hectares open for regIstry would correspond to the mruomum number of hectares farmed by 
small farmers Large land holders would not be speCIfically excluded, but could not regIster 
more than the maXImum number of hectares permItted Farmers would SIgn up at the 
mumcipallty or some other government office, such as the Mmistry of Agnculture He 
would state how many hectares he farmed and what he planted on thIS land He would 
proVIde a sketch map of hIS farm and would descnbe the boundanes and the neIghbors who 
border rus land ThIS would permIt the statement to be venfied eIther on the ground or by 
aenal photography 

2 Each farmer would pay an annual regIstratIOn fee per hectare whIch would entItle hIm to 
partICIpate m the dIsaster relIef program The fee could be umform or could vary by crop 
and zone If there IS mformatton that mdicates these crops or areas are more exposed to loss 
or more easIly damaged In pnnciple, each partICIpant would pay a umform fee per hectare 
Each farmer would pass through a photo I d system whIch prOVIdes hIm WIth a plastIC 
encased photo and the regIstry mformatton on the number of hectares and theIr locatIon 
ThIS regIstry card would be the documentatIOn to be presented when a dIsaster occurs A 
fingerprmt would make It more dIfficult to defraud the system 

3 The program would be mostly a good faIth program m whIch farmers are trusted to 
declare the correct number of hectares and truthfully descnbe theIr locatIOn However, the 
Mmistry of AgrIculture or other organIzatIOns could selectIvely venfy the farmers' 
declaratIOns by field VISItS and by usmg the local mformatIOn network to ask about 
SUSpICIOUS filIngs As catastrophIC losses are relatIvely rare events the staff could work year 
around to refine the regIster and could over several years VISIt and map all the regIstrants 
Aenal photography IS qUIte IneXpenSIve on a per hectare baSIS and could elImInate some of 
the fraudulent entrIes SInce catastrophIC losses are by theIr nature unpredIctable, there 
would be lIttle mcentive to try to "tIme" the system Farmers would hkely pay mto the 
regIstry each year If the fee were not onerous and If they belIeved they would get paId m a 
bad year That IS, the same mdependent orgamzatton and trustworthy management that 
would attract savmgs to a finanCIal mstItutIon needs to be m place to achIeve large scale 
voluntary partICIpatIOn 

4 As the purpose of the system IS to reactIvate the dIsaster struck area, lIttle concern need 
be paId to creatmg an actuanally fair system that wIll bUIld up adequate reserves over time 
However, Ifluck IS on the SIde of the program, It may buIld a sIgmficant pIle of cash that WIll 
need protectIOn from the sharp knIves of the polItIcal system unlIkely to leave It "unused" 
As above, the mdependence and mtegrIty of management WIll be a sIgmficant factor m 
protectmg the reserve 

5 The "trIgger" would be a predefined set of events m a gIven geographIcal area One 
could, for example, define a drought as a 50% declme m average ramfall dunng the growmg 
penod coupled WIth a 50% declme m the average area YIeld 
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6 The ramfall would be venfied by some "protected" ram gauges m the safest sIte possIble 
In fact, for several hundred dollars one can buy "tamperproof' ram gauges that are mounted 
on telephone poles and connected by telephone hne to a mIcroprocessor To tamper With the 
gauge, a person first, has to chmb the pole and second, has to pour water mto the gauge very 
slowly mdeed, as the gauge measures the mOIsture by the hour Thus, to tamper WIth the 
gauge, someone would have to spend several days on a telephone pole If the gauges were 
redundant WIth gauges placed every 5-10 Km or so, then It would reqUIre a faIrly large 
conspIracy of patIent pole clImbers 

7 In addItion, the tngger would be partIally composed by some sample cutt10gs The 
MImstry of Agnculture or other groups, even pnvate groups speCIally contracted, could carry 
out sample cuttmgs or pIck10gs to determ10e the YIeld 10 the affected area When both 
condItIons are met, the system IS "tnggered " 

8 Once tnggered, the funds are transferred from the Central Bank or from the accounts of 
the Donors to commerCIal banks 10 the area Each farmers WIth a current regIStry card would 
go to any local bank, present hIS card and would receIve the payment to WhIch he IS entitled 
accord1Og to the detaIls on hIS regIstry card The card would be 10validated by the bank 
perhaps by cuttmg It and would be retaIned and forwarded to the program's adm1OIstratIOn 
for audIt10g purposes 

The system would have a very low admImstratIve cost paId for out of the annual regIstratIOn 
fees It probably could be operated WIth a few employees that travel from area to area sIgmng up 
farmers and venfy10g some of the detaIls of the regIStry The raIn gauges reqUIre only occaSIOnal 
routIne mamtenance The payment mechanIsm would be through commerCIal banks, thus no claIms 
process1Og back office would be needed 14 

The cont1Ogent lIabIlIty of the system and the means of finanCIng the reactIVatIon costs are 
more problematIC TheoretIcally, the scheme could lose 100% of the entIre amount covered 10 the 
first year ReahstIcally, the aVaIlable records can be reVIewed to try to determme frequency and 
seventy of the drought and floods to determme the "moo{lmum probable loss" and to buIld a reserve 
of contmgent guarantees around tills amount WhIle thIs would be no absolute guarantee, preparIng 
to meet the maXImum probably loss would meet the cntena of reasonable no prudent finanCIal 
management 

Meet10g the oblIgatIOn under the program does not necessanly Imply that the "maXImum 
pOSSIble loss" has to be funded Indeed, It would be undeSirable to do so, as It IS doubtful that 
the reserve could be kept mtact agamst the numerous and mevltable pressures to use the funds 
for other pressmg purposes Instead, the program has to have the means to obtam the reqUITed cash 

14The registry would probably appeal to medIUm and larger Sized farmers but would have to be promoted 
amongst the smaller farmers One POSSlbIhty to help stImulate mterest 10 the registry would be to hold annual draw10gs 
and give the wmners a small tractor or other farm Instruments 
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Fundmg could, for example, be P L 480 funds held m the Central Bank, thus sterIlIzed and 
not Impactmg the money supply and mflatIOn Donors could supply guarantees to dIsburse m the 
case of a natural dIsaster The donors do not dIsburse cash untIl a dIsaster occurs thIS IS not unlIke 
countnes' other contmgent habllitIes, both for domestIC and mternatIOnal oblIgatIOns The same IS 
true of mternatIOnal banks All the multIlateral banks have callable capItal whIch IS a contmgent 
lIabIlIty for the member-countnes Both World Bank and the Inter-Amencan Development Bank 
have dIscussed expandmg thIS concept and makmg contmgent loans for whIch the country pay only 
a small commItment fee to reserve the nght to borrow at prenegotlated terms 

Under the loan condItions, NIcaragua would be entitled to borrow when a natural dIsaster 
occurs The same process usually occurs on an ad hoc baSIS WIth countrIes suffenng large losses 
rushmg off to Washmgton and Europe to try to find donatIOns and emergency loans The major 
dIfference IS that under thIS system, the benefiCIarIes are clearly IdentIfied and the amount of the 
mdemmtles clearly determmed Furthermore, the double trIgger mechanIsm would give 
mternatIOnal donors confidence that theIr funds are gomg to needy and affected small farmers 

The program could begm m a smgle area on a pIlot basIS and gradually expand as the reserve 
bUIlds up both from the regIstratIOn fees and from donor guarantees Over tIme, It could reach a 
natIOnWIde level as addItIOnal guarantees were made avaIlable 

INSURING AGROINDUSTRIES, GOODS IN PROCESS OR IN TRANSPORT 
AGAINST VANDALISM AND CIVIL COMMOTION 

In parts of NIcaragua, the agromdustnes and theIr goods are destroyed by elements operatmg 
outSIde the law These elements, stIll armed after the end of the CIvIl war, attacked the coffee, 
lIvestock, and sugar mdustnes eIther as a means of demonstratmg theIr pohtIcal relevance or perhaps 
as a means of extractmg a "war tax" from the owners 

From an msurance pomt of VIew, the solutIOn to compensatmg these losses IS qUlte SImple 
and probably qUIte easy to Implement The same problem was encountered m EI Salvador dunng 
the war US AID asked me to develop an msurance program to cover these losses, m additIOn to the 
nsk of burnmg of buses 

The program was qUlte SImple m ItS structure A "terronst" nder was developed WhICh 
attached to the fire msurance poltcy (WhICh excluded these losses) m the case of agromdustnes' 
plants and eqUlpment, goods m storage or bemg processed and to the transport pohcy m the case of 
the buses The owners had to have a fire or transport poltcy and then bought a very low cost nder 
to cover the losses caused by polItIcally motIvated destructIOn or CIVIl commotIOn 

From the pomt of VIew of the msured, he SImply claImed lus losses and was paId, IrrespectIve 
of whether It was a fire loss or a polItIcally motivated act 

20 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

Once the claIm was processed and the cause detemuned, the Insurer paId the claIm eIther 
from hIS own account In the case of a fire loss or a transport accIdent or from a special account 
establIshed by USAID In the Central Bank In the case of a pohtIcally motIvated loss 

The program worked qUIte well and losses were surpnsmg low However, the agromdustnes 
reported that they could proceed WIth normal operatIons WIthOut overmuch fear of suffenng losses 

There were some cases of fraud, many of whIch were dIsallowed by the requuement that 
InternatlOnally recogmzed loss adjusters be used to process adjustments that exceeded $10,000 
Several cases were SUSpICIOUS enough that payment was Withheld for a substantial tIme whIle the 
claIm was InvestIgated and was conditlOned upon the Insured replaCIng the damaged goods when 
It was belIeved that the Insurance was bemg used as an eXIt strategy 

In NIcaragua, It IS dIfficult to estImate the SIze of a reserve reqrnred for tlus class of bus mess 
My ImtIallmpresslon IS that It could be qUIte small The problem appears to be declImng and may 
be largely ehmInated through the remtegration of the ex-combatants and the mcreased pohcIng of 
the area 

SInce thiS IS a class of bUSIness that IS charactenzed by a rather slow budd-up of claImS, a 
small reserve of perhaps $1 mIllIon would allow INISER (at present the only msurer) to wnte a very 
subStantIal volume of coverage for these nsks If one were to assume a premtum rate of 5 per mIl 
(0 5%--a rather hIgh rate) and a 5 to one premium to reserve ratto, INISER could wnte $200 mtllion 
dollars of coverage agaInst the reserve InternatIonal remsurance usually has a "war exclUSIOn" 
clause although some "war mcluslon" cover IS avatlable It IS rather hIgh pnced and m tlus case, 
probably unnecessary In thiS case 
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AÑO HECTAR SUMA TOTAL 
ASEGUR ASEGURADA 

CA) 

1 $50000 $15000,000 

2 75,000 22,500,000 

3 100,000 30,000,000 

4 150,000 45000,000 

5 200,000 60000000 

TOTAL $575,000 $172500000 

ASEGURADORA AGRICOLA NICARAGUENSE 
ENUS$ 

TASA PRIMA GASTO INDEM REASEGUROS 
BRUTA ADMTVO PRIMA INDEM 

(B, (C, (D) (E) (F) 

8% $1,200000 $150000 $360,000 $0 $0 

8% 1,800000 250000 540,000 720000 O 

B% 2,400,000 600,000 720,000 960,000 O 

B% 3,600,000 800000 1080,000 1,440,000 O 

B% 4 BOO 000 1200000 9600000 1920,000 4800000 

S13800oo0 $3000000 $12300000 S5040000 $4800000 

GASTO GANANCIA BALANCE 
TOTAL O DE 

(G, PERDIDA RESERVA 
(C+D+E) 

$510000 $690000 $2690,000 

1510,000 290000 2,980000 

2280,000 120000 3,100 000 

3320000 280,000 3,380,000 
12720000 (3120000 260000 

$20340000 '$1740000 $260,000 
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