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Presentation

As part of its ‘Ingtitutional Program to Strengthen Microfinance and its
Environment’” (PRIME — Programme de Renforcement Institutionnel de la
Mircofinance et de son Environnement), the French Ministry of Foreign and
European Affairs (MAEE — Ministere des Affaires étrangeres et européennes)
wished to set up an informal body for exchange, consultation and capitalisation
among French microfinance players: the French Microfinance Network (RFM
— Réseau Francais de la Microfinance).

The RFM is made up of:

- donors. the MAEE, the AFD (Agence Francaise de Dével oppement),
and the French banks involved in the sector;

- practitioners. NGOs and consultancy firms;

- universities and research centres (involved in the sector); and

- resource people.

Epargne Sans Frontiere (ESF — Savings Without Borders), the PRIME
programme manager, provides the network’s secretariat and is in charge of
running this network and providing it with technical supervision.
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Note on the Method

As no head manager emerged naturaly in this sub-committee, we entrusted
Lamis Aljounaidi, who had worked on micro-insurance issues for the AFD, to
conduct this study based on long interviews with members of the RFM, resource
people, and a bibliography specificaly chosen to reflect the indispensable
international experiences in this field. The document is destined for MFIs that
wish to offer any type of micro-insurance product. It allows institutions to ask
crucia questions before rolling out products, notably in regards to operationa
and financial management and regul ation issues.

Executive Summary

The formal insurance sector is relatively inexistent in developing countries,
especialy in Africa, where barely 10% to 15% of the population has formal
insurance. However, a historical correlation can be seen between the growth of
insurance and human development. Indeed, the spiral of economic insecurity is
one of the primary vicious circles of under-development. It is a cause of poverty
that inhibits development capabilities. Insurance can be seen as a socia service
that aims to reduce the uncertainties of loss and risks by pooling a large number
of similar uncertainties and spreading their weight over the largest possible

group.

Based on this observation, a large number of actors (NGOs, donors, etc.),
notably French actors, are working to develop the insurance supply in
developing countries. The heightened vitality of microfinance and the attainment
of significant size by some institutions have been an incentive to establish links
between microfinance and micro-insurance.

In fact, microfinance ingtitutions (MFIs) have numerous advantages. the
geographic scope of their networks alows them to reach rural areas and the
informal sector; some of the financial know-how acquired when practicing
microfinance can be useful for the provision of insurance; and finally, MFls
have acquired knowledge of the field that is highly appreciated when creating
and developing micro-insurance products.

Microfinance institutions are, in this way, increasingly pushed to offer insurance
services to their clienteles. Numerous institutions are tempted to follow a fad at
the risk of exposing their primary activity.

Therefore, it would seem more prudent to examine in depth the costs and
advantages of micro-insurance products for MFIs prior to launching this
activity.



This document offers an analytic framework that MFIs can use to quantify the
activity’s interest and above al the risk to which it would expose them in
function of their position in the field and know-how. Three areas are examined
in depth: financial risk, operational risk, and the regulatory context.

There are two primary reasons that may push MFIs to diversify their activity by
adding a micro-insurance product: improving the quality of their loan portfolios
by lowering non-payment risks due to death or illness, and improving their
attractiveness in a competitive environment.

But, MFIs face a certain number of difficulties when developing such an
activity: some are inherent to insurance, and others are unique to the
microfinance/micro-insurance link.

MFIs must therefore take into account the numerous difficulties involved in
providing insurance services, difficulties that are often poorly known by finance
professionals. Indeed, they must determine a price that covers the cost of the
products while remaining attractive for low-income households. The search for
an optimal price leads to the search for reliable databases that make it possible to
guantify risks. Yet, these databases must often be elaborated by the insurer.
Finally, one of the mgor hindrances to developing micro-insuranceis the target
population’s poor knowledge-or even superstitious mistrust-of this type of
product.

Given that the vast mgority of products developed by French overseas aid are
micro health insurance projects, it is appropriate to examine in addition the
difficulties involved in these products which often concern the health care offer:
the existence of a satisfactory health care offer is not automatic and, what is

more, insurers must be aware that the link to health care providers is a
profession in its own right.

A second set of difficulties that MFIs must take into account is specific to the
microfinance/micro-insurance link. These difficulties involve above al the
financial risk to which MFIs offering micro-insurance products expose
themselves—a risk with which these institutions are not familiar and that is very
different from the risks that they manage in the framework of their primary
activity. Secondly, these difficulties involve the operational risks engendered by
diversifying their activities. Finally, they involve the regulatory framework in
which these institutions operate, which rarely allows them to provide micro-
Insurance.

These risks are more or less strong according to the model adopted for the
activity. It iswhen the MFI develops its own insurance product and carries al of
the associated risks that providing insurance is most dangerous for the
institution. The partner-agent model in collaboration with (private or public)



insurance companies is the simplest to implement. However, few insurers are
ready to take an interest in disadvantaged populations. Experience has shown
that the products offered are often too expensive for the populations concerned.
The group contract model is another variation of the partner-agent model that
allows procedures to be simplified.

Today, there is a general consensus among both French and international actors
that the most interesting model is a network structure that allows a group of
micro-insurance providers to pool production and technica management costs
for products through a shared technical interface.



Introduction

At the G8 Summit in 2006, the President of France Jacques Chirac announced
that a conference would be held on covering health risks in developing countries
(DCs) in Paris. This conference took place in March 2007. At the following
summit, the decision was made to establish the “Providing for Health” initiative
to assist five to ten countries with establishing coverage of health risks. With
this aim, the French Ministry of Foreign and European Affairs turned to micro-
insurance as a mechanism that could be envisaged, among others, to cover
health risks. In addition, in light of the vitality of the microfinance sector in
numerous developing countries, alliances are now being forged and links
between microfinance and micro-insurance are being lauded as serving
populations lacking both financial and insurance services.

The various French development aid organisations have been active for
approximately thirty years, primarily in sub-Saharan Africa, setting up,
supporting and financing mutual health insurance systems. This model has had
greater or lesser success depending on the context: some mutual insurance
schemes have been able to attain critical size, or have pooled their resources to
attain financial balance, while other mutual insurance schemes have failed due
to insufficient members. In parallel, Anglo-Saxon institutions have been
supporting micro-insurance experiments for approximately fifteen years. The
heightened vitality of microfinance and the attainment of significant size by
some ingtitutions have been an incentive to establish links between microfinance
and micro-insurance.

Numerous French actors now support more or less recent experimentsin linking
microfinance and micro-insurance. Feedback on their experiences and a review
of international experience make it possible to establish a typology of the links
between micro insurers and microfinance institutions. This link isfirst envisaged
from the point of view of MFIs that wish to set up micro-insurance products.
The principal questions and major difficulties to envisage are reviewed and
partia responses and solutions are provided. Then, the interest of involving
MFIsin the establishment of micro-insurance programmes is examined.
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II. MFIs: The Questions to Ask When one Aims to Offer Micro-
insurance Products

2.1 The Interest of Micro-insurance for MFIs

2.1.1 Improving Portfolio Quality

Generaly, MFIs have excellent repayment rates, but iliness is the primary cause
of non-repayment’. MFls therefore take an interest in health insurance to cover

them. They also take an interest in property and casualty insurance to protect
their clients' production tools and thereby protect the quality of their portfolios.

2.1.2 Improving the Institution’s Attractiveness in a Competitive Environment

In competitive environments, MFIs may aso be tempted to offer attractive
services. Micro-insurance allows MFIs to diversify their products and be more
attractive to clients.

The Example of AMRET in Cambodia

In 1997, the MFI EMT, now called AMRET, asked itself the question of the link
between micro-insurance and microfinance, and ultimately opted to separate the
two. Indeed, a that time, the microfinance sector was in full consolidation
phase, and EMT was facing considerable operational and internal challenges. In
addition, micro health insurance was little known and surrounded by uncertainty
as to its potential and profitability. Finally, micro-insurance was a new
profession—very different from microfinance—with different dynamics, client
relations and necessary skills than those in microfinance.

Today, the microfinance sector has become professiondl; it is more mature.
MFIs such as AMRET are facing new challenges (increased competition,
reflections on product diversification, etc.) and micro health insurance could be
of interest.

2.2 The Constraints Connected to the Activity

A few failed attempts to establish links between microfinance and micro-
insurance show that certain conditions directly connected to MFIs are necessary
for projectsto succeed.

! Several studies conducted in various institutions show that health risks are among MFI’s one
of the largest portfolio risks.
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2.2.1 The MFI’s Involvement

Setting up a micro-insurance operation requires a great deal of involvement by
the MFI. It must be aware of this. The project must above all be at its initiative.
The MFI’ s receptivity to and interest in the experience are capital for the success
of the projects, as considerable effort is required.

2.2.2 The Reputation Risk

Micro-insurance exposes MFls. Firgt, it can financially weaken these institutions
since they are called on to manage a new risk?. Above al, it exposes MFIs
confidence capital: in the case of failure to pay or misunderstood services, MFls
run the risk of shattering the positive image that they had spent time building.

2.3 The nature of the Link between MFIs and Micro-insurance Products’

MFIs can choose between severa solutions to provide their clients with micro-
insurance products. develop a product and manage it internally (become
insurers), offer a product developed by a private insurer (be distributors, this is
the partner-agent model), or join with other field actors (network structure).

The Indian Example: A Diversity of Models

The partner-agent model in India is often discussed. But other models are
developing: mutualism, ‘in house’" with informal insurers. There are aso other
programmes based on health care provider insurers (by membership). And even
free hedlth care providers financed by the government (everywhere in India) and
high-performing (only in certain regions). In some cases, the government itself
plays the role of agent.

Thus, the government of the Indian state of Assam, among others, has insured
the state’'s entire population through a private insurance company: ICICI for
health risks. This made it possible to increase the number of insured people by a
few million in only one year. This operation cost 10 million euros. In the end,
the claims-to-premiums ratio was 5%: the totality of the premiums was captured
by the insurer.

2 Cf. Paper by J.-Y. GOURVEZ [2007], “ The Financial Management of Micro-insurance
Products by Microfinance Institutions’, pg. 39.
3 Cf. Paper by B. GALLAND [2007], “The Operational Management of Micro-insurance
Products by Microfinance Institutions’, pg. 26.

12



2.3.1 Be an Insurer

In thisfirst case, the MFI manages the risk. It can carry all therisk or sell part of
it to a reinsurer”.

— Technical Management
Microfinance Institution

e Product Design (coverage and
premiums)

A

¢ Contracts Management and
Monitoring

_* Risk Management: monitoring

claims, price evolution and coverage
! \claims — Client Relations

\ e Promotion & Distribution

e Administration (enrolment and
premium collection)

“. o Claims Processing (registering the

A

declarations and monitoring claims

payments)
premium

= Managing and carrying of

. Financial Risk

MFIl as Insurer

Even if MFIs have developed technical proficiency managing savings and
deposits, they have not developed the specific micro-insurance skills, which
remain a distinct profession. The specificities of insurance management can
greatly hinder the proper development of this activity. Launching micro-

insurance products would, what is more, require consequentia investments over
and above consolidating technical skills®.

4 Cf. Paper by J.-Y. GOURVEZ [2007], “The Financial Management of Micro-insurance
Products by Microfinance Institutions’, pg. 39.

> Cf. Paper by B. GALLAND [2007], “The Operational Management of Micro-insurance
Products by Microfinance Institutions’, pg. 26.
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2.3.2 Be a Distributor: The Partner-Agent Model

Carrying of Financial

RISkTechnical Management

¢ Product Design
¢ Risk Management

Client Relations

e Promotion &
Distribution

o Administration
o Claims Processing

h
crien I8

Client

Clien t

!
|

The Partner-Agent Model

MFIs therefore have decisive advantages for micro-insurance, but are poorly
equipped to be micro-insurers. They are often seen as vectors for micro-
insurance. The partner-agent model with its variations is the best-known mode!.

In this model, MFIs act as relays between insurers (private companies, mutual
insurance schemes, etc.) and clients. Under an optimal organisational scheme,
they must not only relay premium collection, administration and claims
payments, but also client complaints. Finally, MFIs must pressure insurers to
adapt their products and procedures. Insurers must elaborate tools to monitor the
performance of the various distributors.

The Model’s Interest and Constraints

For MFls, the partner-agent model is the ssmplest and fastest way to offer micro-
insurance services to their clients. However, establishing this model runs up
against the near absence of insurers ready to enter this little-profitable market
and MFIs hesitations about some insurance products. Indeed, some MFIs
establish internal self-guarantee funds and do not see the interest in outsourcing
credit insurance. Finally, insurers often overestimate MFIS contributions in
terms of economies of scale, or underestimate the organisational consequences
for MFls of absorbing this new activity; profitability may be overestimated.
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2.3.2 Network Structure

Carrying of Financial
V. Risk
Shared Technical Interface

Technical

¢ Product Design
¢ Risk Management

Client Relations

e Promotion &
Distribution

o Administration

Ciient

i
i
Client Client J§ Client

Network Structure

When one wants to provide micro-services, one seeks to optimise costs, and
micro-insurance aone would have excessive fixed costs. It is therefore
important that these associations form networks to obtain greater efficiency in
the field by setting up shared technical interfaces®, such as the Uplift interface in
Pune (India), or the Opportunity International network’s interface, or by creating
an insurer to serve their clienteles.

Networks can use a reinsurer to carry some of the risk; they can pool al or part
of the risk over the entire network; or each institution can carry its own risk.

An Alternative Preferred by Field Actors

For several MFIs, network structure is the response to insurers' lack of interest
or to their expensive costs. Networks have been developed in Togo by
Mafucecto, in Burkina Faso by the Fédération des caisses populaires, in
Guatemala by the Guatemalan National Federation of Credit Unions

6 Cf. Paper by B. GALLAND [2007], “The Operational Management of Micro-insurance
Products by Microfinance Institutions’, pg. 26.
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(FENACOACQC), in Benin by a group of MFls supported by PlaNet Finance and
the ILO/STEP programme, and in India.

Others, such as the “Communities Cooperating for Social Security” project in
India and CIDR are studying the roll out of micro-insurance products by field
actors organised in networks.

How to Move to Meso-Insurance

CIDR is elaborating a new mutual insurance model that has decision-making
bodies with elected members. These decision-making bodies will receive long-
term support in the areas of management that require skills and know-how.
Professionals (mutual insurance agents) will be trained to ensure a certain
number of functions. governance support and training of elected members.
These agents will at first support the elected members of several mutual
insurance schemes and then provide delegated management. Each mutua
insurance agent will have a portfolio of a certain number of mutual insurance
schemes. They will be remunerated from the premiums.

This model implies the creation of regional (regions of a country) networks of
mutual insurance schemes. In this way, the meso level is attained so as to lower
structural costs.

For example, 50 mutual insurance schemes organised as a network will have
one technical support service: a medical advisor, arisk manager, and a technical
coordinator that will supervise all the mutual insurance agents. This schema will
be adopted in the ingtitution-building phase.

2.3.3 Carrying and Managing Risk

Who Manages the Risk?

One must distinguish between carrying and managing risk, even though the two
are related. Risk management consists of determining the amount of risk linked
to the proposed coverage and ensuring that it is covered by the premiums. For
example, if one proposed to insure clients for domestic accidents, one would
attempt to determine the frequency of such accidents, either by looking in
existing tables or by creating these tables by questioning potential beneficiaries.
These tables would then be kept continuously up-to-date to take into account
initial errors and changes in lifestyles, risks, etc. Simultaneously, one would
determine the cost of covering these accidents. If a specific accident has a
frequency of one out of ten and costs 100, the share of the premium allocated to
cover this accident will be 10.

16



Risk management is a profession that requires grest technical skill”. The better
these technical skills are mastered, the more the risk is controlled, and the lower
costs are. The more sophisticated the coverage proposed, the more one should
make this aspect of management professional, notably by outsourcing it to a
specialised platform.

Who Carries the Risk?

Risk management therefore consists of modelling risk as best as possible in
order to determine costs. The larger the number of insured, the closer the model
will be to redlity. However, there will aways be gaps. These gaps create a
financial risk. Indeed, if one plans for afrequency of ten out of ahundred but the
frequency is really twelve out of one hundred, coverage costs increase by 20%,
and must be covered one way or another. The entity that carries the financia
risk coversthis gap.

Generaly, insurers pass on all or part of their risk to areinsurer. They keep the
part of the risk that they know they control and resell the remainder. For MFls,
severa mechanisms to pass on risk exist. The best known is to use reinsurance,
as PlaNet Finance's Death and Disability Insurance project does. However,
reinsurers rates are often too high in relation to micro-insurance premiums.
Micro insurers can therefore group together to carry their risk collectively, asis
the case with CIDR'’s project in Benin that transferred surgery risk to a mutual
insurance group, or in Kenya where the same risk was transferred to a solidarity
fund. Therisk can aso be transferred to a partner. In the SKY project, therisk is
carried by health care structures via a capitation mechanism. Finally, some of
the risk can be carried by clients: in the shantytowns of Pune, participatory
governance makes it possible to face risks by calling on solidarity among
members.

II1. The Major Difficulties to Anticipate

3.1 Issues Inherent to Micro-insurance

3.1.1 The Difficulties Specific to Health Insurance

Out of the thirty-eight micro-insurance projects examined for this report,
twenty-two cover heath and eleven cover death, eight of which as loan
guarantees.

! Cf. Paper by J.-Y. GOURVEZ [2007], “The Financial Management of Micro-insurance
Products by Microfinance Institutions’, pg. 39.
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Health coverage has the reputation of being difficult to set up. Yet, French
actors have not hesitated to favour it. There are two reasons for this. First, when
it comes to development, health insurance is very important—it is a solution to
populations’ primary problems. Second, illnessis the largest cause of default on
loans.

Micro health insurance deals with high risks, thus requiring a larger pool.
Beyond the risk, health insurance must rely on a relatively satisfactory and
geographically accessible health care supply. Finally, when there is a health care
supply, one must adequately manage the link to the health care system.

The Existence of Health Care

When there is a supply of health care, as in Pune, India, the insurer can select
the best performing providers and sign contracts with them. In Pune, the insurer
was able to negotiate a 40% reduction in fees. However, in many places, the
health care supply is inexistent and insurers are often tempted to internalise
health care (see CIDR in Mopti). Yet, setting up a health care centre is a
completely different profession from that of insurer.

The Link with Health Care Providers

The link with the health care providers is aso a separate profession. Indeed,
health care centres are often prompted to overcharge for their services or
encourage patients to receive excessive health care. It is therefore necessary to
establish solid contracts with health care providers. Three types of contracts can
be signed with health care structures. First, one can reimburse hedth care
centres per act. This method avoids transferring risk to health care structures,
which are not always able to carry the risk, but does not solve the problem of
over-consumption and over billing. Next, payment can be made by patients who
are reimbursed afterwards. In this way, patients are given responsibility for their
health care behaviours. However, they are also weakened because they do not
aways have the funds to pay for care. Finally, a capitation system can be set up.

18



The Capitation Mechanism

Health Care Provider Health Care Provider

Capitation

Health Care
Headth Care

Client

Capitation Mechanism

This type of system was adopted by the SKY project in Cambodia. Every year,
the monthly capitation amount is calculated (actuarial base plus a supplement)
and validated by SKY and the hedth care structures. The first year, SKY
“secures’ the health care structures by covering excesses—the health care
structures cannot therefore lose. This support makes it possible to obtain claims
frequency data on which “fair” capitation can be built. That is to say, it allows
fair distribution of premium resources between SKY and health care providers.
Every month, this sum is paid to the health care institution concerned when the
month'’s activity isreviewed. This allows health care providersto anticipate their
income and invest to improve the quality of care and reception for patients. In
addition, the insured pay monthly premiums to SKY and their heath care
expenses are fully covered when they need care.

The capitation mechanism has a number of advantages. the health care
structures carry the risk and are therefore pushed to not spend more than they
have been alocated. In addition, as capitation payments are cal culated on an
actuarial basis, hedth care structures have every interest in ensuring that quality
care is offered so that patients receive effective patient care from their first visit
(limiting over-consumption).
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New Opportunities

The issue of the link with the health care supply could evolve with the drop in
communications system and IT costs. Indeed, new telecommunication systems
will offer new control and monitoring possibilities that will have a positive
impact on the growth of insurance.

3.1.2 The Mode of Governance: A Degree of Mutualisation

In mutual models, the share of self-management is intended to lower costs and
foster “social ownership”. It is uncertain whether this “economy” offsets the
accompanying governance problems. Indeed, the beneficiaries of these systems
are not necessarily managers and do not have experience managing insurance.
There istherefore a more or less lengthy learning period during which new skills
are acquired. This period can hinder proper management of the mutual insurance
scheme. In addition, the mutual model is based on a democratic model that
implies relatively frequent changes of managerial staff. The logic of improving
management skills through experience runs counter to the logic of democratic
aternation inherent to the mutual model.

The proposal is therefore to keep a model with a degree of participatory
governance—since without dialogue and shared management one cannot make
clients accountable or improve their behaviours—while entrusting systems
management to rigorous professionals.

3.1.3 Pricing®

Premium amounts must take into account the population’s insurance needs, the
cost of covering clams and their frequency, and households ability to pay.
Prices are often a limitation for micro-insurance products. premiums either do
not reflect real costs or are too high for households.

Some practitioners opt for a smplified system, such as the TYM project
(Vietnam) whose prices are affordable and flat-rate, independent of clients or
loan amounts, which allows greater member enrolment. However, such prices
on life insurance products do not reflect the risks encountered and therefore do
not cover thisrisk.

Other actors decide on cross-subsidisation between coverage areas. The SKY
project’s premiums are five times higher in urban areas than in rural areas. Of
course, this difference takes into account the difference in quality of servicein
the two zones and the cost of care. But, above al, urban areas should make it
possible to cover technical costs, direct operating expenses, and back office

8 Cf. Paper by J.-Y. GOURVEZ [2007], “The Financial Management of Micro-insurance
Products by Microfinance Institutions’, pg. 39.
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costs for both rural and urban areas. Urban areas cover these costs because
ability to pay is higher there. In addition, a large percentage of the premium (up
to 75%) may be paid by employers or partner NGOs.

3.1.4 Households’ Ability to Pay

In micro-insurance, one finds the paradoxical gap between rea needs and ability
to pay that permeates microfinance. The categories most exposed to risks in
frequency and relative severity are the poorest and therefore the least able to pay
premiums that correspond to the economic coverage of the risks supported. One
must be aware of the fact that micro-insurance, while it can address the poorest,
is limited to households that can take advantage of this opportunity. It does not
concern the poorest of the poor. Finaly, because of the low incomes involved,
demand-side price elasticity is very limited. The amount that households are
ready to pay is fixed: if supply and price increase, the number of policies taken
out by a household falls.

3.1.5 Existence or Development of Databases

Premium calculation depends on the incidence and average cost of the events
covered. These data are often little known. And, the more difficult intervention
contexts are, the less actuarial databases are available.

When intervening in a new context, micro insurers quantify these frequencies
through surveys and focus groups. Then, they do not rule out using tria and
error to calibrate rates. To do so, they need to track changes in the frequency of
covered events and thelr cost so as to continuously adapt premiums to fit
coverage.

In the SKY project, the care received by members is referenced (by client and
by health care structure) in a database that is then used in actuarial studies. The
project in Pune (India) set up a monitoring tool to alow efficient management
and the evolution of the study of various parameters.

3.1.6 Social Engineering and Cultural Stakes

The social engineering aspect is very important in micro-insurance projects
(except when the product is linked to credit). Indeed, products attempt to reach
populations that do not necessarily know insurance. Three mgor challenges
need to be overcome: convincing populations to pay for a service that they
might not use, extending the relatively limited sphere of solidarity, and
overcoming superstitions. In India and Africa equally, some people believe that
taking out an insurance policy will trigger the misfortune in question.

21



Solutions Brought by Field Actors

To convince populations to pay for an insurance service, Inter Aide proceeds by
example. In its project in the Pune shantytown, the insured members' claims are
paid out during claims settlement meetings. Elected members and NGO staff
attend these meetings. Open to the public, these meetings make it possible to
demonstrate insurance practices and prove that such products are useful. Of
course, this mode of governance imposes a high cost for claims settlement. But
this modality has incontestable advantages. raising households awareness and
Increasing community accountability.

In the SKY project, quarterly meetings are held with representatives of
intervention villages. This alows them to share their views of the insurance
system and their suggestions on how to ater the product. One person is in
charge of welcoming members and accompanying them in each heath care
centre. This person aso monitors their satisfaction and is regularly included in
reflections on how to improve SKY’s modes of intervention.

Extending the Sphere of Solidarity

To extend the sphere of solidarity, it is recommended that one set up a mutual
system that individuals join via their communities, which join viatheir villages.
After which, there is regional and then national mutualisation. This system is
based on an information system “feeding” local governance in a precise and
contextual manner to foster ownership of services and financial balance at the
lowest level.

Simplifying the Relationship Between the Insured and Coverage

Generally speaking, the recommendation is to first “educate’ insurance agents,
who will relay the product in the field. It is aso advised to design smple
products that clients can easily understand and in which claims can be submitted
easly. Finally, it isimportant to listen to clients throughout the process.

3.1.7 Subsidies, Viability and Profitability: What Population to Cover?

The viability of any insurance scheme depends on the number of clients, these
clients' ability to pay, and the incidence of claims. The more a product targets a
well-off population, the more likely it is to be viable and profitable. Similarly,
the more it targets a vulnerable population, the greater the risk, the lower the
ability to pay, and the greater the weight of fixed costs. The issue of the viability
and profitability of micro-insurance productsis central.

While some actors demand a medium-term viability horizon to participate in
projects, others believe that this demand is truly aberrant.
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For the first group, micro-insurance must prove that viability is a prospect, even
if this means focusing first on least poor among the poor—a necessity for
viahility. For these actors, if micro-insurance appears to be a vital new market,
like microfinance, it will be offered various back office services (such as
information and management systems) at increasingly competitive prices.

For the second group, micro-insurance must not loose sight of its role among the
most vulnerable. Speaking of viability will oblige micro insurers to refocus on
the most solvent populations. That said, it is not impossible that micro insurers
can attain critical mass and therefore become viable when targeting vulnerable
popul ations.

3.1.8 Model Replicability

The geographic specificities that express themselves in terms of regulatory,
socia and economic specificities have a strong impact on micro-insurance.

Local Contexts Heavily Influence Insurance Activities

First, the political context influences the health policies on which micro health
insurance depends. Next, cultura specifics influence health behaviours and
views of risk and risk prevention. Then, the difference between urban and rura
areas expresses itself in micro-insurance, which is growing more in rura areas.
Indeed, rura clients are less financially solicited than urban clients for other
products. In addition, it is easier to establish contact with rural people, who are
often organised in groups. Ownership is also stronger in rural areas. Finaly,
popul ation density, staff, wealth and economic vitality facilitate the implantation
of micro-insurance programmes. For instance, when one compares West Africa
and India, one can see alarge difference on the human scale (70 million in West
Africa vs. 1,150 million in India) and disproportionate qualifications among
available human resources.

And Make it Difficult to Industrialise Micro-insurance

In this context, and even though product standardisation (which allows
industrialisation and considerable cost reduction) is a stake, one cannot speak of
model replicability. However, some of the techniques devel oped—processes and
mechanisms for contracting with health care providers, risk monitoring and
premium calculation, promotional techniques and satisfaction monitoring, links
with public policies, definition of an economic model, etc.—can be reused in
different contexts.
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3.2 Issues Specific to the Link Between Microfinance and Micro-insurance

3.2.1 Regulatory Constraints®

Today, regulatory uncertainty surrounds micro-insurance. This uncertainty
hinders its development. Indeed, the insurance framework is poorly suited to
micro-insurance: provisioning and reserve standards, reporting modalities, and
the bodies authorised to provide these services must adapt to micro-insurance.

What is more, numerous micro-insurance experiments have developed within
MFIs at the edges of regulations. Indeed, when microfinance regulations exist,
they rarely allow microfinance institutions to offer micro-insurance products.
For instance, the PARMEC law shared by WAEMU member states only allowed
MFIs to diversify their activities (with micro-insurance products, for example)
for up to 5% of their turnover. In the new version of the law, al activities other
than savings and lending are forbidden. Until 2006, in Morocco, MFIs could
only offer micro lending products; today, they can also distribute micro-
insurance products. In Cambodia, micro-insurance has developed thanks to a
specific agreement from the ministries concerned, until specific regulation can
be promul gated.

3.2.2 An Often Underestimated Technical Aspect: Accounting Standards

The major part of insurers work concerns the modalities of managing insurance.
Numerous failures by micro-insurance systems set up by MFIs or NGOs whose
profession is not insurance are attributed to poor management policies. In
addition to the problems of pricing, household ability to pay, and risk
management shared by micro insurers, microfinance institutions must ensure
that they keep the accounts for the two activities separate.

Indeed, they need to identify each activity's real costs™ so as to know whether
one activity is being subsidised by the other. Relying on existing distribution
networks, MFIs calculate distribution costs to be nil even though they generate
structural costs supported by the microfinance activities. Once these costs are
identified, MFIs can decide whether or not to subsidise their insurance activities.

In addition, insurers are subject to strict obligations in regards to reporting and
provisioning. Today, micro-insurance operates in a regulatory grey area, which
means that micro insurers are not subject to such constraints. NGOs or MFIs
who jump into micro-insurance without preparation may often poorly manage

% Cf. Paper by K. SAMANTAR [2007], “Microfinance and Micro-insurance Regul ations:
What Possibilities?’, pg. 52.

10 Cf. Paper by J.-Y. GOURVEZ [2007], “ The Financial Management of Micro-insurance
Products by Microfinance Institutions’, pg. 39.
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their product due to alack of knowledge of the rules and thus expose themselves
to asystemic risk of bankruptcy.

The Effects of Poorly Mastered Management: The Example of a Beninese
MFI

A Beninese MFIl developed a micro health insurance product for a low-income
population and sold it through its network. After six months, it had three
thousand members thanks to much lower premiums than the going market rate.
At the end of the period, the MFI asked Horus Devel oppement Finance to assess
its activities. The assessment revealed difficulties in its relationship with health
care providers. the MFI had signed contracts with forty providers but did not
have the means to monitor them. Because of this, the claims-to-premium ratio
appeared low to headquarters, as some bills remained blocked at care provider
level. In addition, the MFI had failed to grasp the fact that not all the premiums
were available for the current year.

3.2.3 The Size Effect

Intermediation costs can weigh heavily in premiums. And, the fewer members
(500 to 1,000 for village mutua insurance schemes in Africa) there are, the
more heavily it weighs. The viability line is often around one hundred thousand
members, whereas the vast majority of micro-insurance projects operate with a
few thousand members.

For MFIs, this problem is exacerbated by their difficulty reaching clients outside
their usual clientele. The number of insurance policyholders will be limited by
the size of the MFI’s clientele. For optional products, the penetration rate is
approximately 20%, which means that the micro-insurance product will have
barely one fifth of the MFI’s clients. However, when the product is linked to
credit, the penetration rate is 100% and the MFI is guaranteed a large number of
members.

IV. The Interest and Limits of Microfinance Institutions as a Channel
for Micro-insurance

4.1 Interest

4.1.1 The Network

In many contexts, it is not easy to reach the rural world and the informal sector.
To grow, micro-insurance must use the same networks as MFIs, NGOs, field
organisations, unions, village city halls, etc., which are still the best way to reach
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these populations rapidly and inexpensively thanks to their networks, knowledge
of target populations, and penetration rates.

4.1.2 Financial Know-How

Field organisations can bring people into groups, do the administrative work,
and collect funds. On this last point, MFIs have an advantage over other field
actors because their financial management skills can facilitate transactions.

4.1.3 Knowledge of the Field

MFIs specific capacity to base their approaches on prior studies of ther field of
action (socio-economics of their development area, analysis of target
populations’ needs, supply suitability, impact assessment etc.) is also a magjor
advantage. Indeed, creating and developing micro-insurance products must,
even more than microfinance products and services, rely on this type of accurate
and detailed feasibility study—especialy as the very concept of insurance is
harder for the targets to assimilate than that of using financial products (savings
and loans), and as the approach must rely on well-adjusted communication
actions.

4.2 Limits

4.2.1 The Confines of Coverage

MFIs adso have a few limits: it can be more difficult to expand the product to
clients that are not micro entrepreneurs when one had started work within the
confines of an MFI. The product therefore remains captive and has limited
viahility prospects: the number of insurance policyholders will be limited by the
number of microcredit clients. Of course, this weakness is not one when the MFI
has a very large number of clients (hundreds of thousands).

4.2.2 The Stakes of the Insurance-Savings Link

Furthermore, it seems more relevant to bring insurance and savings closer
together, rather than insurance and credit. Indeed, microcredit draws a younger
and stronger than average population; doing business with this population is
equivalent to selecting clients. In addition, savings and insurance often play the
same role of safety net. Finally, savings and insurance are permanent services,
unlike credit, whichislimited in time.
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Appendix 5 — Technical Paper by Bruno GALLAND on “The Operational
Management of Micro-insurance Products by MFIs”?, Center for
International Development Research (CIDR - Centre International de
Développement et de Recherche)

Introduction

For various reasons, MFIs are called on to diversify or take the initiative of
diversifying their activities in the micro-insurance sector. The apparent
similarity between the two activities encourages them to do so. To cover their
risk of late payments or default, many develop in-house life insurance products
(payment of the balance owed by a deceased borrower and a settlement to the
family, for example). Responding to their clients demands and the desire to
improve the quality of their portfolios steers them more and more frequently
towards micro health insurance.

Insurance activities effectively share certain common points with microfinance:
clientele management, operational and institutional risk management, and
financial management.

But, the specificity of micro-insurance product management at the heart of the
Insurance profession must not be underestimated.

To be able to make the most suitable decision in light of the constraints and
advantages of their organisations, MFl directors must know the specificities of
managing micro-insurance products.

The first part of this paper describes the principal functions in the operational
management of micro-insurance products. MFIS advantages and constraints
when it comes to fulfilling these functions are discussed. Because it is less
known, the technical management of micro health insurance will be developed
more fully in this section.

In the second section, three management models with various degrees of
management internalisation are presented and discussed.

A — Reminder of the Operational Management Functions for Micro-
insurance Products

Micro health insurance product management contains four functions, each of
which calls on specific skills
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Health Insurance

Management Functions Activities slallo A].)tltudes
Required
Product Design Describe potential Statistical data use.
clients. Insurance risk control

Determine guarantees. |and pricing.
Estimaterisk and set | Strong understanding of
the premium amount. | clients needs.

Product Sales and Client |Advertising. Communication and
Relations Marketing and client | marketing skills.
information.

Sales: registration and
premium collection.
Informing the insured
of their rights.
Product Administration |Claims settlement. Accounts management.
Monitoring payment of | Control and audits.
premiums.
Policy renewal.
Technical Product Verification of rights | Process control.
Management and billing.

Client coverage.
Monitoring the
insured’ s consumption.

Micro health insurance introduces a specific function: third-party payer
management and health care provider monitoring. This requires use of specific
skills—those of a medical advisor to perform medical audits.

MFIs that wish to offer their members micro-insurance products must chose
between internalizing these operational product management functions or calling
on a partner (an insurer or other) who would be better able to fulfil these
functions.

We will examine each of these functions so as to allow MFI directors to
determine whether or not it would be appropriate to internalise these functions.
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I. Product Design

This activity has two dimensions. a marketing dimension for which an MFI's
good knowledge of its clients can be a great advantage, and a technical
dimension that will determine the product’s viability and that requires specific
skills—selection of guarantees and control measures, calculation of premium
amounts or prices, for example.

Micro-insurance product design, while it follows technical rules, is aso a
guestion of experience in contexts of insufficient information where actuaries
contributions are often very limited. Yet, it is difficult to control the cost of a
poorly designed product.

The more complete the micro insurer’s database is, the greater his capacity will
be to design suitable products. MFIs must be involved in designing products for
their clients but they will not be able to elaborate these products alone.

They can call on either outside experts or a private insurer.

For micro health insurance, the decisions pertaining to enrolment modes, levels
of coverage, health care provider selection, and client care modalities are
decisive for uniting product attractiveness and product control.

I1. Product Sale and Customer Relations

The first thing that comes to mind is that credit agents are in an ideal position to
distribute micro-insurance products.

It istrue that their knowledge of the clientele and the trust that they have usually
earned are non-negligible advantages for product distribution.

The possibility of generating economies of scale by integrating loan distribution
or recovery operations and micro-insurance product sales and premium
collection operations is tempting.

Nevertheless, it would be prudent to consider that one will need to obtain the
credit agents' adhesion to this new product. During the launch phase, credit
agents that encounter a weak propensity to join will need to have powers of
persuasion—not necessarily a skill they already have.

Over time, they will not easily accept that the efforts demanded of them are not
compensated by a significant pay increase.

Finally, one must not underestimate the time spent by credit agents selling the
product. It can interfere with agents credit activities and lower their
performance.

While their microfinance product distribution networks are one of MFIS
advantages, the difficulties mentioned above must be anticipated. If this option
Is chosen, one must plan on implementing appropriate support measures.

29



involving agents in product design, sharing objectives, training staff in the
products, remunerating additional work, etc.

The constraints mentioned above express themselves in different ways,
depending on the type of risk. They express themselves strongly when it comes
to micro hedth insurance. Agents presumably little informed on heath issues
will also have to master the complexities of the products (selecting services,
providers, enrolment conditions, etc.) and manage the insured's inevitable
frustrations whether in ther relationships with providers or because of the
selective nature of their coverage.

II1. Product Administration

For this function as well, MFIs have precious know-how that allows them to
easly integrate the administrative operations of member registration, policy
writing and premium collection. However, it is often vital to have access to
operational management software when the number of policyholders increases.
Integrating management operations in the back office will necessitate an exact
eva uation of the additional workload so as to determine whether or not it can be
done with the same staff.

For micro hedth insurance, MFIs can aso settle client clams or pay care
providers, but a priori they are not equipped to verify billing as this requires
medical expertise.

IV. Technical Product Management

This is the function furthest from microfinance know-how that MFI directors
must understand clearly. Technical management is at the heart of the insurance
profession. It combines all the measures that alow insurers to control the risks
they cover: selecting the covered risks, selecting policyholders, containing costs
(waiting period, excluded coverage, etc.).

Among the micro health insurance products offered to poor publics, micro
health insurance is seen as the most technically complex due to the frequency
and diversity of policyholders’ claims, the prevaence of mora hazard and
adverse selection, and the difficulty mastering relations with care providers. It is
also one of the most difficult to make profitable.

This observation, shared by insurers and micro insurers, has its origin is the
nature of the risks covered that determines the types of micro-insurance products
offered.
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Risk Characteristics

The nature of the risks is what determines the degree of complexity managing
them. They each have their own characteristics (management of short and long
risks, exceptional and disaster risks) and variable levels of complexity: it is
simpler to provide MFI members with life insurance than it is to provide them
and their families with health insurance.

The risk of possible death or disability during a limited period of time is the
easiest to insure. Based on this criterion, the ILO recommends five insurance
products for MFIs' covering all death (or disability) risks: credit life insurance,
credit disability insurance, “additiona lives’ insurance, additional benefit
insurance, and policy extension.

For micro health insurance, health risks are highly diverse and do not al have
the same constraints. Insuring pregnant women for delivery complications, for
example, is easy. Offering health insurance that covers common illnesses in an
untargeted population is more risky.

Micro health insurance can be exposed to exceptional risks, endemics (AIDYS),
epidemics (meningitis and typhoid are two of the most frequent), an accident
involving several people (transportation, fire, etc.). Experience has shown that,
In response to these situations, assistance mechani sms take a long time to set up.
This exposes micro-insurance institutions, at least temporarily.

The Technical Risks of Micro-insurance

In order to agree to manage a micro-insurance product, MFIs must give
themselves the means to control the classic risks common to all micro-insurance
activities. These are: adverse selection and moral hazard. The risk of fraud is the
best known policyholder risk for which micro insurers must introduce strict
control measures.

Unchecked, adverse selection can draw an MFI into a spiral of anti-selection
requiring it to raise the price of these products and thereby encouraging the
popul ations most at risk to take out insurance.

Mora hazard (or moral risk) incites policyholders to use the services offered
more to take advantage of the premiums they pay.

When it comes to health insurance, moral hazard is particularly present since the
demand for careis difficult to regulate.

Another characteristic of micro health insurance is that it introduces a third
party—the health care provider—between the insurer and the policyholders.

" Making Insurance Work for Microfinance Institutions: A Technical Guide to Developing
and Delivering Microinsurance, I1LO, Craig Churchill ez al., 2003.

31



When the insurer’ s intervention is not flat-rate, the insurer is obliged to track the
expenditures decided by the provider in compliance with his or her
commitments.

The freedom providers claim to determine the nature and cost of care creates an
additional constraint for insurersif they are not able to contain them.

Complicity between the insured and care providers is not to be ruled out a
priori. This possibility makes the daily monitoring of billings by policyholder
and by care provider and the recourse to medical audits necessary.

The insurer must therefore arbitrate between policyholders desire to be covered
with several care providers and the constraints of the additional verifications
required by the multiplication of providers.

Finaly, it is habitually admitted that the information imbal ance between insurers
and the insured when it comes to private health deprives the former of an
accurate assessment of the risks they face.

These different phenomena explain the frequent care consumption excesses,
especially in urban areas where the health care supply is diverse.

Risk Control Measures

There are technica solutions to master these phenomena that weigh on the
profitability of micro health insurance.

Some are to be applied when designing products. Other measures concern
product monitoring and control after roll out.

Whatever the product, identifying policyholders and verifying their right to care
are two prerequisites in the fight against insurance fraud. Depending on the
nature of the risk, micro insurers can chose from among the following measures:
waiting (or observation or probation) periods, co-payments (deductibles, patient
contributions, or co-pays), coverage caps (per claim or per policyholder).

Once a product has been rolled out, its technical control necessarily implies
procedures to monitor policyholders and care providers.

Product Monitoring

The basic principle is to monitor the frequency and average cost of claims by
policyholder and by group of policyholders.

This operation is more or less complex depending on the incidence of claims. It
Is easier to monitor a product relating to the risk of death than a health insurance
product covering health care that is needed very frequently.

Experience has shown that the health care demand that determines the level of
health expenditure is very dynamic and changing. Under the effects of learning
to seek health care, policyholders will tend to increase the frequency at which
they seek care. Care providers may also modify their therapeutic behaviour
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because of either staff changes or changes in their protocols or billing practices.
Thisiswhy product monitoring is particularly important.

Micro insurers must have a computerised database that allows them to track in
real time the care received by each policyholder and the prescriptions of each
care provider.

They must also have the skills that allow them to negotiate with care providers,
audit their prescriptions, and intervene in the event of disputes. Recourse to a
medical advisor is absolutely necessary.

V. Conclusion

Our experience has shown that, when the choice isleft up to them, MFI directors
are afraid to launch new activities and disappoint their clienteles if they do not
control the parameters of the activities in question. The prospect of acquiring
new know-how is attractive.

For these reasons, it is very tempting to internalise the technical management of
micro health insurance.

Although it is now acknowledged that the professions of banker and insurer are
two distinct professions, most MFIs in West Africa have chosen to manage
micro health insurance products themselves®. Admittedly, they have little
aternative.

This rapid overview of the constraints should push MFI directors to show
considerable prudence before deciding to do so.

B. The Possible Micro Health Insurance Management Options

Warren Brown and Craig Churchill distinguish between three standard insurance
management models (ref. #2).

I. The “Full-Service” Model

In thismodel, the four operational functions are carried out by the MFI.

An MFI managing health insurance under the full-service model will be
responsible for designing the product, distributing it to its members, managing
it, and taking responsibility for the operating profit or loss. In this case, the MFI
promises its members that it will cover them under the terms it has set.

12 Assef in Benin, NyéaMusow in Mali, PAMECAS in Senegal.
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This model is the one chosen when an MFI decides to take on the financial
management of micro-insurance products.

Full -Service Model

Product
/ Sales \
Product \

elaboration, Policy-

technical and holder
financial

management

of products

\ Product /
Administration /

Adapted from Churchill and Calmeadow.

II. The Partner-Agent Model

In this model, the partner and the MFI split insurance management duties
between themselves. The partner takes on the insurance-specific functions. It
el aborates the products and technically manages them.

The agent, here the MFI, sells and administers the product: collecting premiums,
paying claims, entering data and transmitting them to the partner. Normally, the
partner pays the agent a commission for selling and administering the product.

In the partner-agent model, the partner, who is often a private insurer or a
mutual health insurance scheme, takes on financia risk management and
commits vis-&vis the clients. Nevertheless, the MFI that “introduced” the
insurer and that collects premiums on its behalf remains at least partialy
responsible.



Partner-agent models of this type exist in India and South Africa. They are not
very developed in West Africa.

Partner-Agent Model

MFI = Agent
Partner
Product / Product
Elaboration Sales
Policy-
Technical and holders
Financia =
M anagement \ Members
of the
Activity Product.
Administration

III. Group Insurance Model

An institution that wants only to insure its members without getting involved in
product management buys a group insurance policy from an insurer. It fulfils no
managerial functions and carries none of the risk from managing insurance. It
pays the premium for the group(s) and transmits coverage requests from its
members to the insurer. The insured group does not verify coverage (unless this
Is planned in the contract). The MFI brings the insurer a group of policyholders
(from among its staff or members), which alows the insurer to not search for
buyers for its product(s). The MFI can group premium payments. This lowers
premium collection costs and reduces the risk of non-payment.

35



Group Contract Model

MFI
Insurer Product

Product Policy-
Elaboration hol der

Technica
and Financial
Product
M anagement

O
—O
g
g
- O
- O

Adapted from Churchill and Calmeadow.

The following table summarises the roles that MFls can play in micro-insurance
product management i n function of the models presented.
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Health Insurance

Full- Partner- Group
Management . ol .
Functions Activities Service  Agent Insurance
Model Model Model
Product Elaboration |Determining coverage MFI Partner Partner
and setting premium with and MFI
amounts outside
Estimating risk expertise
| dentifying potential
clients
Product Sale and Advertising MFI MFI MFI and
Customer Relations |Marketing and client Partner
information
Sales: registration and
premium collection
Informing policyholders
of thelr rights
Product Reimbursing MFI MFI or Partner
Administration policyholders or paying Partner
providers
Monitoring payment of
premiums
Policy renewals
Technical Product | Verification of rights MFI Partner Partner

Management

and billing

Client coverage
Monitoring of client
care received and care
provider prescriptions*

* For micro health insurance.

Discussion

Technical product management generates fixed costs (hiring risk managers and
medical advisors) that may not be covered if the MFI does not have a sufficient
number of policyholders.
An MFI agent’s capacity to devote the necessary time to enrolling clients is
limited. In order to develop the activity, it may be necessary to hire additional
agents specifically for micro-insurance.

The Center for

International Development Research (CIDR — Centre

International de Développement et de Recherche) conducted a detailed analysis
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of the integrated management costs in micro health insurance for WAGES, an
MFI based in Lomé, Togo (Ref. #4%).

Summary of the Conclusions of the Feasibility Study on the Integrated
Management of a Micro-insurance Product for the WAGES MFI, a
Solidarity Lending Institution in Togo

The MFI had decided to entrust savings collectors with selling micro-insurance
products.
At WAGES' s request, two options for selling the products were studied:

Option 1. Sales function managed by insurance agents hired for this purpose
Option 2: Sales function managed by savings collectors

The financial analysis showed that management costs were comparable for the
two options. Savings collection agents would not be able to enrol enough people
among their clienteles. The sales system would need to be supplemented with
Insurance agents selling to clients in other market segments.

Conclusion

Of the three options presented, the full-service model is not a priori the one to
recommend. It requires a strong organisation capable of absorbing the
institutional changes brought about by the introduction of micro-insurance. It
also requires the MFI to have a sufficiently large number of insurance clients to
finance the costs of the specialised operationa management functions in micro
health insurance.

Currently, however, at least in the West African context, MFIs have little
aternative. Private insurers have yet to invest in a sector rightly seen as risky
and little profitable. They are not very familiar with MFIS' target populations.
They must adapt their health insurance product management know-how to this
public.

13 The document is available on F3E’s website: www .f3e.asso.fr
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Prospects and Recommendations

Setting up technical interfaces, which could take the form of specialised
management centres, created at the initiative of a pool of MFIs or private
Insurers, is one option that is imposing itself on both insurers and MFIs to allow
the latter to offer profitable micro health insurance services.

These specialised management centres offering their services to different
insured groups, MFIs and others, could more easily be profitable.

Concentration and pooling of technical means and human resources are aso
guarantees of efficiency and potential reductions in operational management
costs for products destined for MFIS' target publics. They would aso increase
their bargaining power and provider verification abilities—a major stake for the
activity'sviability.
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Appendix 6 — Technical Paper by Jean-Yves GOURVEZ on “The Financial
Management of Micro-insurance Products by Microfinance Institutions”,
Caisse Nationale des Caisses d’Epargne (CNCE).

The present technical paper addresses the second line of research, athough it
should be understood that these three dimensions (Operational, Financial and
Regulation) of the management and organisation of any insurance activity are
fully interdependent in many aspects.

As a prior observation, it must be emphasised that, generaly, at most MFIS
current stage of development, financial steering and the associated risk
management strategies do not pose any very significant technical difficulties.
Indeed, the heart of the activity (lending with subsidised and/or bank refinancing
and/or members' savings) is fundamentally based on a short-term financial
cycle. Loan terms range from a few months to two years maximum (personal
loans), with an average maturity of approximately four months. The issue of
rate, liquidity, solvency and counterpart risk control, which implies mastery and
monitoring of assetg/liabilities and resources/uses management is therefore
relatively simple to implement. And, generaly, it can be implemented in a
relatively empirical manner, without endangering potential financial balances.
What is more, the very nature of the resources mobilised, in the form of lines of
refinancing ultimately over several years, generates a structural situation that
one could call “anti-transformational”, as the maturity of funds alows several
credit cycles to be covered. In these conditions, liquidity and rate risks can only
be very small.

It is therefore logical that today MFIs financial management is relatively little
detailed and somewhat rudimentary. In most cases, the organisation on site in
regard to this point meets the needs and stakes when it comes to the daily
operation and development strategies of pure microfinance.

In this context, the policy decision by an MFI to develop insurance activities
cannot ignore the objectives and financial constraints specific to insurance,
regardless of the sectors considered (personal insurance, savings insurance, life
or non-life insurance, etc.). Asis the case with operational management, beyond
the apparent similarities in approaches to balance sheet management, risk
control and profitability for insurance products present highly marked
professional specificities, which would aways be very dangerous to
underestimate.
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1. FINANCIAL MANAGEMENT OF INSURANCE: KEY ELEMENTS

The insurance products towards which MFls spontaneously turn are those that:

- are directly related to their lending activities: credit insurance, hedlth
insurance, disability, insurance of the goods financed, etc. out of a
concern to guarantee the repayment of loan principal and interest owed in
case of aloss during the life of the loan,

- or can cover risks that weigh particularly on their members or potential
clients and that can in time hinder the MFI's capacity for economic
development in its local market (death/funeral benefits insurance, illness,
production goods, etc.).

Most of these activities fall under the “non-life’ sector according to “insurance
regulations’, and thereby are a matter for the “short-term” management of
coverage of commitments. But some can be similar to life insurance with longer
management horizons. Some experiments in savings insurance products (with
capitalisation) clearly follow this logic. In any event, the financial management
of operations must take into account the universe of risk and uncertainty specific
to the field of insurance—which is not the same as that of “bank” operations,
MFIs' basic profession.

In a crosscutting manner, the key points in the financia management of
insurance are as follows.

1.1.Reporting System and Financial Reports

Accounting standards and the standards for the production of applicable
financial reports for insurance activities are the subject of ad hoc legd
provisions in most countries. They are considerably different from those in force
for banking activities from which, logicaly, all or part of the instructions
targeting MFIs on the subject take their inspiration.

Beyond the regulatory aspect, implementing a reporting system that records
Insurance operations as such in a perfectly suitable manner is a fundamental
stake for the practitioner, not only to monitor and steer costs and profitability but
also to control the financial risks of these operations.

Thus, internationally, accounting standards are being harmonised in the
framework of IFRS 4 standards, which contain specific accounting and
evaluation rules and procedures for insurance assets and liabilities and for the
various types of technical provisoning and the vauation of assets. These
standards are dowly spreading into regulatory frameworks on al five
continents.
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Insurance practitioners, whether companies or mutual insurance schemes, are
monitored by insurance supervisory authorities based on financial reports
(balance shests, profit and loss statements, etc.) established on the basis of these
standards in each country.

In this context, MFIs that create an integrated insurance product generally have
no position in relation to the framework regulating insurance companies and
mutual insurance schemes and take even less of an interest in the subject when
the product sold is somewhat margina and carries few financial stakes in their

eyes.

However, once the financia flows linked to insurance operations (premiums,
claims settlements, provisions, etc.) reaches a certain volume, and the offered
product lines diversify, establishing an accounting and financia information
system (AFIS) that is completely independent and suitable becomes an
Inescapabl e stake for risk containment and steering the various product lines.

One can undoubtedly consider that the separate and specifically documented
AFIS deployed by micro-practitioners can without any major inconveniences
contain a number of simplifications compared to the standards imposed by the
insurance code. Nevertheless, the general logic and specific evauation
procedures unique to insurance institutions must be respected.

1.2.Provisioning Mechanisms

The constitution of technical or mathematical reserves from the premiums
received, calculated based on an actuarial analysis of the projected occurrence of
covered events is one of the basic rules of financial management for insurance
activities. These reserves are formed to guarantee the practitioner’s capacity to
cover its commitmentsin the future and are invested as regul ated assets.

The level and invested share of these reserves are low for short horizon
operations (non-life) and high for activities classified as life insurance.

The reserve methods and procedures are based on professional know-how that is
rarely present in MFls.

1.3.Investments
The reserves formed to be sure to meet commitments made to policyholders (the
consumption of which is uncertain in volume and in consumption date over the

short and long term) are listed on the institution’s balance sheet as assets and
invested to produce financial income and optimise their valuation over time.
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The choice of investments, which is limited by both regulations for registered
institutions and by regional opportunities on financia or rea estate markets, isa
matter for highly specific methodologies and skills, which today arelittle seenin
MFIs. Ongoing asset management and the balancing of the various types of
existing supports (which present different combinations of profitability and risk)
must not move away from the principles of minimal security (counterpart risk),
sufficiency, diversification, maintaining adequate liquidity, optimising yields,
maturity congruency, etc. The results must be consolidated frequently at the
highest level of the institution, as a very large share of the financial risk it carries
islocated in the investment portfolio.

1.4. Assets and Liabilities Management

The financia risk incorporated in the portfolio essentially pertains to possible
changesin asset valuation.

Beyond this, it is the ingtitution’s job to verify in a recurrent fashion its balance
projections for its structure and the yield of its liabilities (resources) and assets
(uses), with the aim of steering the inherent rate and liquidity risks and making
the necessary adjustments in atimely manner.

The challenges of this exercise are al the greater when the maturities of its
resources and uses are longer (life insurance).

It should be noted that, for institutions with access to financial markets, the
actualization of a risk a a given moment has a direct impact on their
profitability (expeditious recourse to an expensive resource), but for
practitioners not or little eligible such as MFIs, the consequences can be
substantially more serious (cessation of payment, etc.).

1.5.Bottom-Line Steering

The formation of the bottom line in insurance follows a different logic from that
of a“bank” practitioner. The table below gives a summary presentation of how
the bottom line calculation is broken down.



Bottom Line for a Line of Insurance Products

Gross premiums issued 100
- Reinsurance premiums paid -5
Net premiums 95
- Variation Unearned premiums reserve (UPR) (1) -5
Net premiums received 90
- Claims settled - 50
- Variation Operational reserves (CICS, IBNR, CR) (2) -5
(3) (4)
- Total cost of claims -55
- Operating expenses - 30
- Total expenses - 85
Technical Profit (or Loss) 5
+ Financial profit (or loss) (product reserves invested) 15
Operating profit (or loss) before taxes 20

(1) UPR = Unearned Premium Reserve

(2) CICS — Claims in Course of Settlement
(3) IBNR = Incurred But Not Reported Claims
(4) CR = Contingency Reserve

The ratios for immediate analysis are:

- Cost-of-claims ratio:
Total cost of claims over net premiums received = 61%
- Operating expense ratio:
Operating expenses over net premiums received = 33%
- Overal combined ratio:
Ratio 1 + Ratio 2 = 94 %
- Technical profit (or loss) ratio:
Technical profit (or loss) over net premiums received = 6%

The practitioner’s information system must be able to produce recurrently
(monthly or quarterly) monitoring reports for each of the lines that contribute to
determining the bottom line and that represent the major factors of action in the
activity’s economic evolution. The primary arbitrations to be made to “improve”
profit (or loss) management deal with:

- increasing premium collection (but care is needed: premiums generate

future expenses),
- containing operating expenses, and
- steering claims expenses versus the cost of reinsurance.



1.6.Reinsurance Contracts

The recourse to reinsurance contracts on part of one's portfolio of policies is
above al an instrument to manage the technical risks incurred. Reinsurance
makes it possible to pool risk a a higher level, notably those that carry higher
than average amounts or that could arise from local contamination processes
(disasters, etc.).

It is also atool to steer the practitioner’s expenses and profit and loss insomuch
as it allows one to be exonerated of the cost of clams in exchange for the
payment of a premium to the reinsurer.

1.7.Prudential Ratios and the Solvency Margin

Insurance ingtitutions are supervised on the basis of the observation of severa
types of ratios that are well -targeted and specific:

- The solvency ratio or margin: evaluation of the capacity to amortise the
actualisation of the primary risks incurred on ones own resources.
Thisratio is expressed by the relationship between equity (accrued hidden
reserves in the investment portfolio) and the yearly volume of premiums
received.

- Minimum equity in absolute value (license).

- Liquidity coefficient: short-term commitments over short-term cash-in-
hand.

- Coverageratio for regulated commitments by eligible investments.

- Investment portfolio structural ratios.

Prudential ratios are being harmonised internationally by the Solvency Il
process, which is analogous in its method to the Basel 11 process in the banking
area, the first elements of which will be implemented in 20009.

2. MFIs AND THE FINANCIAL MANAGEMENT OF INSURANCE:
THE HANDICAPS OF DIVERSITY

The economic stakes of the necessities related to carrying and controlling the
financial risks inherent in insurance operations are more or less cumbersome
according to the type of services deployed. However, to the contrary of what
MFIs that “naturally” and experimentally enter the field of health or disability-
death insurance as an extension of their credit activities, for example, may think,
these stakes still exist.
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The direct production of insurance by an MFI under the full-service model for
example is, on the financia level, clearly to be avoided completely for the
following reasons.

- The sustainability/viability of operations, especialy in contexts of rapid
expansion, must be based on an initial allocation of equity (solvency). The
confusion of an MFI's existing equity destined to secure its purely
banking activities with the equity that must be allocated to the insurance
activity is unacceptable.

- The rigour of the financial management of insurance operations implies
an insurance-type reporting system (even ssimplified) that is substantially
different from the one used in “bank” management. Simultaneous
implementation of both information systems introduces a complexity that,
while technically possible, islittle desirable.

- The insurance operating cycle implies, in all cases, that receving
premiums triggers a technical provisioning procedure the counterpart of
which is the systematic investment of the accumulated premiums
according to rules specific to each type of service provided. This method
of provisioning/investment well isolated for each product line, in relation
to the institution’s banking balance sheet, and in compliance with a body
of precise rules (notably on type of investment) is not easy for most MFIs
to implement.

- The mgor danger in this areais MFIS “natural” and “implicit” reflex of
using technical reserves as refinancing for loans granted to members. By
doing so, MFIs put the entirety of their balance sheets at financial risk.

- More generaly, the “mixing” of “banking” and insurance activities on the
balance sheet leads to overall assets and liabilities management (ALM)
for the MFI that increases medium-term risk-taking on liquidity and rate
risks equally.

- Concretely, poor insurance risk management, linked for example to a
deficient pricing policy or to a poor assessment of the probable
occurrence of claims or to arandom poli cy on the constitution of reserves,
can very rapidly contaminate the banking part of the MFI’ s balance shest,
notably for liquidity risks.

- Steering the costs/revenues balance (profitability) of the insurance activity
Is not possible if the MFI does not operate with a chart of accounts and
procedures specific to insurance, which obliges them to use a complex
accounting framework that contains both banking and insurance
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operations. This investment is rarely within MFIS reach, and the
complexification of accounting procedures increases the risk of error and
the constraints of interna and external audit.

The danger of a poor evaluation of the insurance activity’s operating
expenses is very present, as the breakdown of production costs between
“bank” and insurance costs is tricky unless one can rely on detailed and
rigorous analytic accounting.

The insurance activity must be the subject of close monitoring in terms of
performance indicators and prudential ratios. Although, in most countries,
the obligations of MFIs or other operators that do not have insurer status
when it comes to reporting to the supervisory authorities are absent or
minimal for insurance production, a concern to control risks must be
present. To this aim, the regular and frequent production of a battery of
indicators on the solvency margin, liquidity coefficients, coverage of
invested reserves, etc. isindispensable.

Recourse to reinsurance is an important parameter in modulating financial
risk-taking. Integration of insurance production makes this recourse
difficult. First, all reinsurers need to establish the terms of the reinsurance
contract for a given product line on the basis of precise information on the
life of the policies and their financial balance—something that is little
accessible if the MFI’s insurance information system is not sufficiently
separate and rigorous. In addition, the MFI’s in-house elaboration and
negotiating skills are generally inexistent or weak. The risk in this case is
that the MFI could obtan excessively costly reinsurance terms
(commissions).

In al, the full-service model under which insurance is entirely incorporated in
the MFI’ s financial management had inconveniences that seem prohibitivein all

aspects.

What is more, the modalities by which “bankinsurance” and “assurbanking” are
developing in all countries with significant bank access and/or insurability rates
backs up this analysis. In al known cases, banking institutions, whether classic
or mutua in nature, have organised their insurance production in the framework
of partner-type contracts with existing companies or have set up specialised
subsidiaries with insurer status.
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3. WHAT FINANCIAL MANAGEMENT OF INSURANCE MODELS
FOR MFIs?

Starting from the principle that the totality of the financial risk cannot
reasonably be managed and carried entirely on the balance sheets of MFIs
offering insurance services, the development paths involving MFIs are,
therefore, to be found rather in the following directions.

3.1.The Pure Partner-Agent Model

In this configuration, MFIs act above all as insurance solution distributors, and
insurance production is fully supported by the insurer partner. The distribution
agreement can contain the MFI's negotiation capacities on product
characteristics, marketing targets, pricing for members, etc. It aso contains the
MFI’s remuneration margin (calculation methods, level, etc.), and the technical
procedures for transferring the premiums received, unpaid premium reminders,
transfers relating to covering claims, etc.

MFIs balance sheets are very little affected:
- no mobilisation of specific equity,
- low operationa risk on treasury operations between the MFI and the
partner,
- arisk that the costs incurred by the MFI (promotion, agents sales and
after-sales time) may not be covered by the volume of the commissions
negotiated with the partner.

In regard to steering profitability, MFIs may be tempted to reason, for credit-
related insurance (disability, death, illness), on an overal basis. From this
standpoint, even if the commissions received do not fully cover real distribution
costs, it remains that the product is supposed to ensure that the loans granted are
repaid, and avoided losses on unpaid loans can be significant.

Reasoning in this fashion for credit insurance may be relevant, but demands to
be widely explored and verified prior to any commitment in each concrete case.
For the credit targets focused on by most MFIs (informal economic activities),
late payments or unpaid loans are often the consequence of the borrowed capitd
being used for non-income-generating purposes that do not result directly from
borrowers' health problems. It is therefore indispensable to ask oneself what
share of portfolio deficiencies could effectively by covered by the related
insurance and attempt to answer this question based on empirical experiments™.

14The author was unable to identify, in the time allowed, any research/assessment work
conducted by MFIs on the real impact of credit insurance on repayment rates. This line of
work would clearly deserve to be pursued by the operators involved with concerned MFls
(donors, CGAP, NGOs, etc.).



Among other things, the operating deficit on insurance product distribution must
be rigorously measured and analysed as such as a credit production cost.

For insurance products not linked to credit (life or non-life), this standpoint is
obviously not to be adopted: the distribution commission must at least cover the
related expenses or it will harm the institution’s overall profit.

3.2.The Partner-Agent Model with Sharing of Financial Risk

In this configuration, the MFI’s insurer partner is not satisfied with a simple
distribution agreement, but seeks to involve the MFI in carrying the financia
risk (and the profitability linked to this risk) with a concern to involve the MFI
more fully in the product development strategy at its level. One possible
technical modality for this sharing is, for example, to create an ad hoc product
management structure in which the MFI is a shareholder in addition to the
insurer partner (provision of equity).

The choice of this type of system, undoubtedly accessible more to large, well-
consolidated MFI networks, deserves rigorous anaysis and monitoring by MFI
directors. Deficient financial management of the subsidiary can considerably
impact the financial situation of the MFI that takes a clear risk on its equity
contribution and possibly on the liabilities of the shared structure.

3.3.The Group Contract Model

In this configuration, the MFI acts as the insurer’s “client”, its function being to
bring together its members and represent them vis-a-vis the insurer to establish
the terms of the contract.

The MFI carries amost no financia risk insomuch as the partner takes on the
near totality of operational and technical management as well as the totality of
financial management.

In terms of profitability, the logic of operational balance from distribution
commissions is the same as in the partner-agent model. The stakes are
nevertheless lesser insomuch as the distribution expenses attributable to the MFI
are lower in this case since client relation management functions are smaller.

49



3.4. The Mutual/Financial Solidarity Model

The possibility of pooling operational management of insurance products
proposed by MFIsin the form of specialised management centres on the scale of
countries or sub-regional groups has been evoked (and studied concretely by
some practitioners —cf. CIDR).

In the same logic, one could examine financial mutualisation solutions for MFIS
insurance operations. This type for formula is currently being tested in France,
in the legal framework of Mutual Insurance Group Companies (Sociétées Groupe
d’Assurance Mutuelle) established by the edict of 29.08.2001.

The economic logic is apparently that of a structure doted with capital by the
member MFIs pooling the financial resources necessary to develop their
respective insurance products in good management and risk control conditions
under a system that makes it possible to exceed the necessary critical size in
terms of means and skills.

The institutional coupling of technical (management centres) and financial
pooling is obviously something to consider very closely.

The limitations of this exercise are relatively clear from MFI’ s standpoint:

- They ultimately continue to carry the financia risk on insurance
operations because, as participants in the structure, they must take on its
eventual losses. That said, the confinement in an ad hoc structure can be a
guarantee of proper monitoring mastery of the process.

- All participants in the structure must agree on a level of consistency of
action when it comes to developing their insurance operations (similarity
of products and distribution methods, etc.), which allows the structure to
optimise its procedures and management. Consensus will not necessarily
be easy to obtain, as participants are often competing in the field.

CONCLUSION/SUMMARY

In summary, controlling the economic and financia risks inherent in
implementing insurance operations at the level of any entity in charge of this
type of production requires the following five considerations to be fully
incorporated in the entity’ s institutional and technical organisation:

1. Thefinancial management dimension of any insurance portfolio follows a
specific logic and specific methods that are not “naturaly” within the
reach of most MFIs. Any MFI tempted to establish an insurance offer
must be fully aware of this reality.
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2. Separation of accounts is the primary key to the minimal necessary
control of the financial risk associated with insurance. And the accounting
framework that applies to the insurance part of the activity, whatever the
form of insurance, must follow very specific standards that are different
from those that apply to banking activities. Implementing two different
sets of accounting standards within one financial institution is a source of
non-negligible “operational” risk and of additional AFIS management
expenses. Investing in the design and implementation of an insurance
AFIS (handbook, training, computer equipment and software) must
therefore come before the launch of the activity, and the solutions
adopted must be validated in practice.

3. The financial steering of any insurance activity, and especialy
operations with a large long-term component (life/death), requires close
monitoring and constant mastery of asset and liability management (rate,
liquidity and solvency risks), and the implementation of an explicit and
relevant technical provisioning policy (actuarial skills, etc.) and of a well
thought out and clearly defined investment strategy. It must also be based
on a body of strict and “intangible” management rules for operationa
decision-makers. The investment to be made therefore covers not only
specific methods and procedures but equally the culture of in-house
discipline and decision control.

4. The prudential steering of insurance activities, the purpose of which is
to ensure that the policyholders are protected and also to supervise
managers compliance with viability risk limits, must be fully integrated
into the design and deployment of the AFIS adopted. In this way, even
though the application conditions for the prudential standards on
Insurance operations have not been clearly established for microfinance
institutions and mutual insurance schemes in many developing countries,
the concern to secure management must lead promoters to institute
and rigorously apply standards on the matter that take their
inspiration from the regulatory framework that applies to insurance
companies.

5. The economic steering of the profit and loss account is a tricky
exercise in the field of insurance operations and follows a different logic
than that in banking activities: actuaria pricing, provisioning techniques,
investment mode, and a clearly identified reinsurance policy based on an
operational and profession-specific approach. In this regard, it is also
fundamental that any institution taking on insurance production
obtain in-house the corresponding culture and managerial skills. If it
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does not, it runs the risk of generating heavy medium- and long-term
economic hazards.

These fundamental observations clearly lead to orienting the support provided to
MFIs that wish to become involved in developing insurance operations of any
kind towards solutions based on institutional and organisational forms that fully
comply with the constraints of financia and economic risk management. Their
viability, the effective meeting of the needs detected among the targeted
population groups, and therefore the sustainable attainment of the hoped-for
socia impact undoubtedly come at this price.
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Appendix 7 — Technical Paper by Kulmie SAMANTAR on “Microfinance
and Micro-insurance Regulations: What Possibilities?”, Fédération
Nationale de 1a mutualité francaise (FNMF)

For MFIs, the issue is more intense given the extent to which their activities fall
under a particularly regulated sector whose access and supervision conditions
depend on national (or sub-regional) rules that are, moreover, heavily influenced
by international rules (Basel Committee, IASB* and anti-fraud and anti-money
laundering mechanisms).

The distinction is made, one is obliged to note, in relation to existing markets
and thus in relation to banking regulations or the management of existing credit
institutions.

The lega nature of the practitioners can play a role in some situations, as some
legislation may restrict this or that structure’s access to an activity (for example,
cooperatives or mutual insurance schemes).

Cooperatives are still one of the most widespread legal forms for savings and
credit activities.

Regulations:

- Specific to MFI activity

- General or sui generis rules

- Regulation and supervision measures

- Changesin the international context (importance of the MFI phenomenon,
and the importance of international bank regulations)

a) Analysis of different types of regulations: a geographic area, that used by
the sub-committee’ s working group, must be chosen;

b) for this geographic area, one must identify the elements that make it
possible to define operating rules, the authorised legal forms, and other
subjects;

c) Control and supervision (acrucia point with important devel opments);

d) Theimpact of international bank regulations on existing regulations:

- solvency

- thefight against money laundering

- market conduct.

' | nternational Accounting Standards Board.
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Regulation and Supervision:

Initial analysis of some MFI regulations and some contexts has identified four
types of control and supervision.

Legidators, under the influence of regulators, insist on defining either a rules
approach (based on strict rules) or a principles approach (based on generd
principles of operation). The latter is more frequent in middle-income countries
and in countries with solid market conditions. It relies on very strict and
supervised activity access conditions in which activity is regulated based on a
set of rules of conduct in which the players themselves may act.

Responsibility of regulators and supervisory authorities:
- Central banks (or central regional banks in the case of economic and
financia integration),
- Joint regulators (banks and insurance),
- Markets.

Supervision models:
Four types of supervision are commonly identified, and they fall into specific
legal, economic and market transparency contexts.

- Direct regulation: this is the mode of regulation by a national authority
whose remit aims at ensuring the safety of borrowers and savers. The
remit of these authorities aims to protect institutions themselves from
professional risks and other management errors through scrupulous
compliance with professional rules.

- Delegated regulation: \WWhile remaining under the regulation of a national
or professiona authority, some institutions—very frequently unions or
federations—set up inspection bodies. These inspection bodies function
Isto work with external audit mechanisms.

- Self-regulation: In this case, institutions obey the law without necessarily
any strict controls but with an obligation to belong to professional groups
(federal, for example) that impose standardised regulation and
management procedures. The role of these organisations is to define
modes and types of prudential rules in compliance with the regulations in
force.

- Auxiliary regulation: This model is one in which membership in a
federal structure serves to ensure an initial level of interna control,
sometimes accompanied by technical assistance from the group structure
(union or federation) to its individual members.



Under what conditions are micro-insurance activities part of MFIs:
-  The MFI’sown insurance on its activity and for professional protection,
- Product insurance for borrowers themselves (borrowers' insurance), and
- Servicediversification (open to all branches).

The present discussion will cover service diversification.

Micro-insurance does not have as precise a definition as microfinance, and
micro-insurance is not as heavily regulated as MFIs. There are no supervisory
bodies or activity supervision given how vast thefield is.

There are few definitions of micro-insurance. The latest in date is that proposed
by the Interna