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CONTRIBUTION OF AGRICULTURAL INSURANCE TOWARD ECONOMIC DEVELOPMENT
by José Ripoll

1. Let me start with 2 broad definition of what an "insurance programme"
means in the context of this exposé: some kind of arrangement by means of
which farmers (individually or as a group) agree with an insurance insti-
tution that the latter will indemnify them for financial losses they may
suffer as a result of an agreed set of meteorclogical or natural unavoidable
and uncontrollable hazards. In return for this promise, farmers pay a
premium. They may also undertake to follow certain rules (e.g. adoption

of loss prevention measures or specified cultivation practices).

2. The eodnomics of an insurance programme involve, therefore, a flow of
3 finanolal resources, from farmers .to the insurance agency (premivms) and
frém the lafter to farmers (indemnities). It. does not matter, for the
time belng, whether this reciprocal .flow balances over a given period of
time, whether it leaves some profit for the insurance agency or whether

it needs some financial injections from the outside (e.g. subsidies from
the Government). ﬁ$ a first stage of the analysis, what really matters
is that the farmer is given a promise that he will get an indemnity when

! ﬁnexpected and unavoidable losses occur and that the very existence of

| this promise is expected to yield, in itself, some economic effects. For
example, the farmer may in this way be encouraged to engage in c¢ultivation

of a rlsky single crop, while he would otherw1se feel more prudent to
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diversify his production into a series of different crops less sus~

ceptible to be hit by a single hazard.

3. Similarly, when the farmer is supplied with an insurance pelicy, he
may be induced to invest more in his land, or to resort to heavier mechani-
zation; with this purpose in mind, he may tend to hoard less or to resort
to credit more. Better and more advanced agricultural practices may also
be the outcome of the insurance policy. The econcmic effects of an
insurance contract start, therefore, much before any loss occurs and these
effects are expected to be reflected in the agricultural output of the
country as a whole. This is the first point I should like to develop to
some extent: the effects of an insurance programme before it has been

given the opportunity to meet its purposes and pay indemnities,

4. A second point of my exposé will concern the economic effects arising
from the peyment of indemnities to farmers. These payments will permit
them to continue their rural exploitation. Thanks to indemnities, for
ingtance, they will be able to buy new seeds, to repay loans and get new
credits, to pay wages to laborers, and so on. In this way, it can be
expected that disruptions in national economic life that generally go along

with a natural calamity, can be staved »ff, at least partially.

5. Indemnities, and administration expenses of the insurance programme,
entail costs for the country. To say that an insurance organization pro-
vides for the indemnities does not reveal much about where the indemnities
really originate, The insurance agency collects prémiums; It may also’
get State subsidies or benefit from indirect taxes collected through
marketing boards from the consumers. In this way, consumer prices, or

the farmers' profi%s, or the amounts from taxpayers, may change as a result.
These changes may, therefore, affect economic and social sectors other than
rural and a new allocation of resources may result from the existence of the

insurance programme. I should like to say also something on this subject.




6. Before concluding these introductory remarks, I should like to point
out that there is no single "insurance programme' but, in fact, many |
different programmes, according to the different shapes they ‘each can take.
Each of the conceivable programmes will produce different economic effgcts.
It would be necessary, therefore, to make a selection among the difféféht
alternatives that a programme can take according to the different general
economic options and priorities that have been set in the country where(
the insurance programme is to be established. Answers to questions like fhe
list of ‘agricultural products to be covered, the geographical baéé te which
the insurance should be extended, the percentage of risk which should be
insured, the kind of insurance institution which should administer the pro-
gramme, and so on, should be made in harmony with some ba81c obgectlves,
which are generally drawn in national development plans. In addltlon,

account should be taken of the fact that some of the results which oan nor-

mally be expected from a fully operatlonal insurance programmo may be out
of the reach of some countries because technical, flnanCLal, structural or'
administrative constraints do exist. The lagt words of this exposé will '

T refer to these constraints.

M#T\. (a) The Insurance Programme as a Means of Promoting Increased and

Selected Agricultural Producticn

7. .An insuranece programme is meant to increase and orient specialized
agricultural production mainly because it promotes: -

(i) higher specialization in single cash cropsj”'

(ii) more intensive investments in rural development and better credit
facilities; ‘ |

(iii) higher land prodyctivity through the use of more advanced technlques and

agricultural practlces.

(i) Higher crop specialization

8. As I pointed out before, the mere existence of an insurance policy

‘ against some or all natural perils might have a serious bearing on agri-

cultural production - in both gquantity of the output and the kind of crop




which is produced. Empirical evidence suggests that where insurance is

not available, farmers tend to protect on their own by either hoarding,
br'by diversifying the éultures, or both. Hoarding involves a withdrawal
of sévings from investmé@t, a factor resulting often in 1esé production than
that which would have been possible. (I shall come to this point further
on). Diversification of cultures often results in a shift from intensive
specialized cash crops to more diversified subsistence production. It
especially happens in areas where the former crops (e.g. coﬁton? jute, etc.)
are grown in land which can be used for other purposes (vegetables and
other food), particularly products for self-consumption or those which can -
be marketed within a restricted local area. Farmers rightly reason that
planting different crops ithhe various ecological settings réduces the
probability of a complete loss through some unforeseen disaster.  There-
fore, this tendency towards diversification into several goods takes place
not because a market stimulation dictates the decision, but because diversi-

fied production is believed to carry the least amount of risk.

9. Diversification of cultures and lack of interest in certain specialized
cash crops because they involve too much risk may be detrimental to national
interests or may result in a waste of potential national resources.
Development plens oftensrunderline thé importance of more efforts to Bé put
on this or that crop and they are also explicit on the comparative advan-
tages over'ﬁfaditional crops being grown in the ccuntry. For example, it
may be felt that it is desirabie to produce a given kind of food for
increased protein in-take or some given agricultural eommoditiés for
export or for import substitution. However, much resistance is being
put up against those guidelines only because adhering to them often results
in a crop specialization and hence in excessive'risks_for the producer.,
This is why Sucoess&in agricultural development planning is offen depen-

dent on a successful insurance programme.




10. My contention; therefore, is that insurance indirectly promotes
higher specialization in cash crops and, consequently, a more raticnal
use of land, labour and cther resources through modified crop patterns.
The question as to how the risk of physical destruction that prevents the
farmer from engaging in a particular crop deoes not necessarily mean a
risk for the whole country to lose that crop, is a matter.which belongs
to the fundamentals of insurance technigques.

Let me put this in the following way: . the insured farmer is l}kelyuﬁo
grow something at the expense of more diversified crops carrying less
risk, but the fact remains that if ‘the new crop is actually destroyed, ...
this physical destruction is lost for good to the country, whether the
farmer is indemnified or not. In this sense, more risk for the farmer.
would involve more risk for the country. However, the existence «f an
insurance programme may -induce many other farmers, in different ecologi-
cal settings, toc take the same course of acticn and grow that particular
erop, so the loss to which I was referring must be weighted against the

increase in production that the country as a whole may have experienced,

11. In other words, while it is true that weather conditions, insects,
diseases, plagues or fires bring about losses and that these losses may. -
be higher, on an individual scale, with specialized crops than with -hore
divergified patterns of production, it is also true that what applies to
the individual farmer does not necessarily apply to the country as a whole.
We have contended that if the farmer knows that he is protected, he will be
inclined to engage in cultivationg which would otherwise be progressively
abandoned. On a national scale, the more decisions of this kind are
taken, the less fluctuations for the individuwal farmer will be translated
into fluctuations. for ghe country as a whole. Some of the. individual
crops.will be lost but,son average, national production will rise. -  There-
fore, although all too often. large national catastrophes put a strict .
limit to this contention,.it can be said that the individﬁalfrisk-free.u‘
decisions to cultivate, taken by meny and spread over a large territory,

are the only cres which make it possible to achieve a rising or regular




national preduction. In addition, it should be borme in mind that,
as I am going to discuss now, natural hazards often have a less severe
impact on production if the farmer has enjoyed for some time an insurance

protection, mainly because this protection hag permitted higher invest-

ments and infrastructure which render crops less vulnerable to external -

negative factors.

(ii) More intensive investments and better credit facilities

12. The effects of new investments (preparation of new sgcils, new
irrigation systems, fertilization, housing, storage facilities, etc.) on

the level of production and on the productivity rate dees not need to be

"underscored.. -Although mechanization and capital-intensive practices are
not alwayg considered as being necessarily beneficial to develcping
countries - particularly where vigorous action is needed to expand
employment opportunities — there seems to be a correlation between
investments and crop yields. However, investment in the”égricultural
gector means an allocation of financial reésources which are thus fore-
gone for other economic sectors. The intensity with which this
reallocation will take place depends not only on the financial returns
which might be expected from the amcunts so invested but alsc on the
different degree of risk and uncertainty agsociated with it. Other
alternative use of investments (e.g. industry, building) are generally
insured, the risk factor being, therefore, & matter of less importance
in the decision to invest. If crops are alsey insured, the balance is
re~established and only the return factor would then play a r8le in such

a decigion to invesst.

13. Therefore, the absence of insurance protection often results in a
disincentive for rural investment. This is mcore so as these invest-
ments can often only be effected with the help of loans. Now, without
insurance, farmers may be reluctant to borrow, while credit institutions
may be reluctant to lend. On the farmers' side, the fact that their
income may fall or rise depending on natural hazards, while payment of

debts incarred by the invegtments effected remain stable, tends to




accentuate the variance of their net income; the smaller the invest-
ment the smaller alsc the risk. ff,.as.pointed oﬁt before, invest-.
ments play a major role in agricultural productivity, avoidance of
risk as a normal attitude of the producer will have a negative bearing

on the level of that production.

14. Similarly, the credit system will obvicusly be more encouraged to
lend when, thanks to insurance, there is some kind of guarantee for the
borrower's income. Interest rates are expected to go down as a rssult
of the insurance programme. More credit outlets may be set up. This
ma&-create new incentives for investment with concommitant effects on

productivify and output.

15. Promotion of infrastructure in rural areas would alsc become more
attractive if it were knoWn that those investments could be financed out

of a steady and regular agricultural income. Provision feor transport
facilities, flood control, power and water supplies, public health and
education, would be betier facilitated in this way. In turn, these

public investments are a major compcnent of agricultmial ocutput and of

its regular production. In addition, the enhancement of public facilities
in the rural areas may help to ease the problem of emigration of population

from rural to urban areas.

16, Therefore, whercas agficultural insurance helps prqyide increased
investments in the agricultural sector, it generates at the same time
the mechanism through which its functioning is made easler and its
costs less considerable. In this regpect, it has been pointed cut that
the major improvementkof the Japanese insurance programme's position,
from 1954 onwards, " was probably because of the increasing use of ...
inﬁestments in land improvement, which have tended to reduce the losses
due to natural calamities”. Thus, there seems to exist a mutual re- .
inFQﬁciné.ﬁfocess between insurance and investments in the sense that
insurance encourages investment and this, in turn, lowers the rate of
damage and permits the insurance programme to function better and to

amplify its séope.




(iii) Advanced techniques and practices ’ '%

17. Most developing ccuntries depend heavily on agriculture and yet are
not the besgt users of advanced agricultural technology. On the con— 1

trary, farming in most develcping countries sticks to practices which

are below the optimal cnes. At least itwo plausible explanations could

be given for such a state of affairs: one is that techniques were developed

for other countries and the search for tailor-made cnes is too costly to
be undertaken by individual small production units. The other éxplanation
is that the risk aversion of the farmers is larger the closer their in-

comes are to subsistence level, as seems to be the case in many developing

countries, and thus farmers will hardly experiment with a new practice

which involves a good chance of being supericr than the cneg they use
presently if it also carries a small chance (which may be only due to an
improper adoption) of being worse. The dis—utility attached to the -
latter result is such that the farmer is better off not swi%ching tech-

niques. This high risk aversion is very understandable if cne considers

that a poor move could mean gtarvation.

18, Removal of the risks inherent in the adoption of new techniques may,

therefore, contribute tc higher prcductivity and can again have an impact
on the country's self reliance process. Agricultural insurance can alsc

help in other respects: first the programme is in a better position than

individual farmers tc absorb the cost associated with conducting experi-
ments aiming at finding techniques suitable to local conditions. The

practices which are found to be the best ones cculd later be spread out

by providing better insurance conditions to farmers who adcpt them.

e r oot

4
19. Agricultural insurance can also help indirectly tcwards the same

objective by providing equipment and materials which are necessary to the
control of diseases and by advising the farmers on how tc protect their
crops. In this way, the insurance programme not only contributes to
increasing naticnal agricultural preductivity, but alsc protects the
ingurer from incurrrng claims which, in the absence of those measures and

advice it may be bound to indemnifly. This role of the insurer is,




thereforé, within ite strict compétence. In the performance of this
role, the insurer should be given possibilities to rely on the services
of agricultural extension programmes and other interested government

agencies.

(b) The Insurance Programme as a Means for Re-allccation of Economic

Resources and Thus Ensuring a More even Natjonal Develcopment

20, Indemnities paid to farmers when a loss occurs result in a financial
injecﬁioh\to the national economic system that weuld nct exist in the
absence of'an insurance programme. The indemnities also entail costs.
feor the country, which the insurance programme distributes among different
national interests. Let me briefly examine these two different aspects

of what indemnities involve for the national economy.

21. VWhen crops afe hit by natural pe;ils, farmers may find thelr incomes
reduced to levels which may cause bankruptcy. Bankruptcies, or near
bankruﬁtcies, are accompanied by loss of assets, inferruption of pro--
duction and unémployment. The insurance protection supplies the farmers
with resources in otherwise hard moments and, in this way,.helps

stabilize the purchasing power, not only of the groups uirectly linked
with agriculture (e.g. farmers and their employee., Put of a series of
indirect dépeﬂdents of the agricultural process (e.g. suppliers, shop-
keepers, traﬁsportatién industries, and so on). Existing insurance
programmes éﬁggest that indemnities paid in some years amounting to 30
percent or moré of the average incomes of a village are not an exception. .
Therefore, indemnities:are spread over the whole qpoﬁomic 1life which |
would otherwise coilapse. (By the way, this consideration has apparently
played a major role in the establishﬁent, in_1938; of the "Federal.Crop
Insurance Corporaticn', in the U.S.A.). When the crops covered by a
~programme are quantitatively significant to the country's economy, as is

the case in many developing countries which depend on two or three basic
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crops, the income stabilizing potential of crop insurance is vital.

22. In the absence of a formal system of insurance, farmers severely
affected by agricultural hazards turn for direct help from the Government,
which sometimes provides some kind of financial assistance out of the
general budget. This help, hcwever, is given more on grounds of charity
than as a watter of right; it is not only uncertain as to the extent the
Government is capable of supplying, but it is usually insufficient to
indemnify the farmer.  Farmers, therefore, Pprefer nct to depend on such

a compensation scheme, no matter how geood is the intention which accom-
panies it. They rather prefer to enjoy a iight to being indemnifiéd thaﬁ

a hope to being assisted.

23, Indemnities, however, involve a.cost for the country. To say that
this cost is borme cut of the funds owned by the insurance.organization
would gloss over the real final bearer. The insurance organization,
presumably set up by the Government for the administration of the programme,
distributes the cost, i.e. it indemnifies the losses and collects con-
tributions. This results in a redistribution of national wealth, and

this operaticn may carry effects upon consumer prices, taxation, national

budget and balance of payments.

24. Let me explain'thié with some more detail: in a coﬁntry where no
insurance is available, losses are borne by the fammer. As I have said
before, the risk aversion attitude of the farmers (likenthat of any other
kind of entrepreneur) will prompt them to plan their industries under a
particular pattern of producticn and they will take a number of measures
aimed at risk minimi%ationr - They may alsoc exbect that subsidies‘will
come by in case of lérge national catastrophe. By and large, however,

they will anticipate major ups and downs in their future incomes.
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25. To what extent this expectation will affect the prices for agri-
cultural production it is difficult to evaluate. This wainly depends

on the specific conditions cof the ccuntry concerned, including the type

of crop, the land tenure system, the marketing system, the extent and
volume and gecg&raphical spread of past lcsses, whether these losges affect
the production of one year's crop (e.g. wheat) or of several years!' crbp
(e.g. orange trees), the degree and extent of market competition, the
existence of Governemnt farm price stabilization policy, and other factors. '
However, although no ready and general answer is &vailable, one of the

most likely outcomes is that prices for many agricultural products would
not account, to a sufficient extent, for the loss of production broughﬁ
about by scme major natural hazards. In other words, the consumer would
pay more-if the mezjor losses were included in the market price during
normal years. On a longer run, however, relatively low prices and decapi-
talization.of farmers, due itc natural leosses, will likely be regponsibie
for a discontinuation of the production, cr for lack of investments, or for
agricultural practices under optimum levels. This coften results in a
built-in system of high prices for consumers, withcut a corresponding
profit for the farmers. These high prices are no longer associated with

the particular loss that the farmer might have sustained that year.

26. At the other extreme of the spectrum, let me examine the case where
an insurance programme covers every risk in full, The farmer pays a
regular annual premium to the insurance agency. It is also plausible

to assume that the Government subsidizes the programme with important:
annusl centributions from its budget. In this case, the concept of
"logs" is made independent from the concept of M"accident" and of "random.
ness". In other-wordé; lcsses occur then every year for every one,
because the programme invclves payment of premiums and subsidies. Thus,
the conc :pt of loss becomes more and more akin to that of a regular pre-

duction ccst and this conceptual shift permits losses tc be better

incorporated into the market pricés and to amounts otherwise contributed

by the national economy. Market prices may not necessarily be higher,




however, as a result of the existence of the insuranée programme if,
as suggested before, the programme brings about increased and better

oriented production.

27. The digtribution of losses go effected is then not cnly a matter

of social justice - a meost important cbjective but which clearly falls
beyond the scope of this expusé. The distributicn so achieved is going
td exert an influence cover the whole econcmic life of the national commu-
nity as well. Indemnities which, in a final analysis, will regularly
be raised from the consumer and, more p rticularly, from the wealthier
classes of the population, including that of the rural secter, may bring
about modified consumption patterns. If, as a result of the insurance
programue, farmers are able to undertake higher rural investments in
their lands, then the credit system and the outlets for the local agro-

industry may underge new avenues for development.

28. The balance of payments could also experience some changes as a
result of the new allocation of insurance costa. I have already referred
to the possibility that the insurance programme promotes the production of
apecific food or 0. agro-industrial exportable prcduction or of pro-
duction aimed at import substitution. I would now like tc underline the
impact of price stabilization brought about by the insurance programme on
exports. This stabilization is most important for the economies of

many developing countries. Among other factors, proper account should

be taken of the fact that price instabilities resulting from production
upheayals spur the search for synthetic substitutes in the importing
countries or stimuléﬁe industries in these countries to adapt plants and
equipments to the use of other materials. Even when the prcduction is
back to normal levels, the market situation may not be the same as before,
to the detriment of the exporting country. The price stabilization

that an insurance programme would help bring about would surely palliate
these negative effects.
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Conclusicn

29. If I may sum up, I think that a demonstration is made that an
insurance programme is expected to yield very positive fruits and be
of strong help in the process of economic plamning and development in
developing countries. I mean by that that resources allocated tc a
well designed agricultural programme are expected to produce more posi-
‘tive benefits than if they were allocated to many other fields and .
gectors. This could be the conclusion of the arguments I have just
developed. The guestion arises, therefore, as to how it is that the
programmes are so scarcely spread in the developing world and alsc how
some of the existing programmes have been less successful than they

were expected to be or even have failed altogether.

30. To my mind, the discrepancy between a theoretical analysis of the

kind I have tried to develop here and the current practices arises

because important constraints are inevitébly glosged ovér when thosge
analyses are carried out. Por example, I ﬁyself have implicitly ad-
mitted all along in my éxposé that farmers are able to pay reasonable
premiums for the risks transferred tc the insurance organizétion, and
you all know that the cash position of peasants in many developing
countries would not permit tlat, I have algo implicitl:- admitted that
future indemnities and administration costs cf an insurance programme
may be evaluated in advance, so that sufficient premiums and subsidies
are readily available when the loss or t e catastrophe occurs, and you
all know that natural catastrophes or meteorclogical adve;sities can be

g0 devastating that such an evaluation may be far from realistic in many

countries. On the other hand, collection of premiums and subsidies on
a realistic actuarial basis may involve huge amounts of money to be set

aside and invested by the insurance agency, which the country could not

afford or which would be withdrawn from other econcmic gsectors. Another
constraint, among many others, is the necessity of setting up an efficient
insurance organization endowed with efficient and ftrained personnel an.d

with the many administrative and technical elements that it needs.
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This may not be available in many develpping countries, The "moral
hazard" that the existence of an insurance programme may generate - i.e,
the risk that the protected'farmer creates artificial claims or that he
does not look after his crop with the same care when. the production isu
insured as when it is not - is also a heavy obstacle for the successful
running of an insurance programme. 411 these and other factors add

2., P |
up to a situatiocn where the setting up of an insurance prografime is not. 3

r?

the clear issue that it is suggested by a superficial examination oft

the economic benefits it provides for the country as a whole.

3l. It is to be expected that lectures and discussions which will take

place at this seminar will help clarify some of these issues. We all
indeed look forward to heéring from you as to how, in a specific situation
and under concrete circumstances, these constraints have been dealt with
and what the results have been. Whether the results have Yeen positive
or negative, I am sure we will learn much more from consideration of
concrete cases and specific experiences than from abstract considerations
like the one I wanted toc present to you. Therefore, it is time for me

to 1eave_the floor and request my colleagues to take over. Before that,
however, if anyone would like to ccmment on the points I have raised, or

would like me to elaborate further, I encourage him or her to do so.
Thank you.

.
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