Which form of crop insurance for central and eastern european agriculture?
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Summary:

This paper analyzes the development of crop insurance in the Czech Republic and Russia. Both countries had compulsory state-subsidized multiple-peril/all-risk crop insurance systems before the reform, but have chosen different reform strategies. The Czech Republic has abolished subsidized crop insurance altogether, letting private crop insurer restructure crop insurance in such a way that only a limited number of perils can be insured. Russia has retained all-risk crop insurance, though on a voluntary basis. The developments in both countries are compared and a theoretically based argument is developed that the Czech approach is more suitable for the reform of crop insurance than the Russian approach.

Anotace:

Tento příspěvek analyzuje rozvoj pojištění úrody v České republice a Rusku. Obě země měly před reformou povinný státem subvencovaný systém pojištění úrody proti mnoha nebezpečím a všem rizikům, ale vybraly si různé reformní strategie. Česká republika zrušila úplně dotované pojištění úrody a ponechala na soukromých pojistitelích úrody, aby restrukturalizovali pojištění úrody takovým způsobem, aby se pojištění vztahovalo pouze na omezený počet nebezpečí. Rusko si ponechalo pojištění úrody proti všem rizikům, ale na základě dobrovolnosti. Rozvoj v obou zemích je srovnatelný a na teorii založené diskuse uvádějí, že český přístup je mnohem vhodnější reformou pojištění úrody než ruský.
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Introduction

Crop insurance in the Central and Eastern European countries before transition took a multitude of forms. In Hungary crop insurance was voluntary. In Poland there was a mixed system, with compulsory cover for some perils and voluntary cover for other perils. In the USSR and Czechoslovakia, crop insurance was compulsory and provided multiple-peril cover (in Czechoslovakia) or all-risk cover (in the USSR) (FAO 1991, pp.46-49,122-125,145-147,192-194,226-227; (esk( Poji((ovna 1990, pp.21-23.).

Multiple-peril crop insurance is insurance which in a single policy insures a crop against a multitude of natural hazards that are explicitly named in the insurance contract. All-risk insurance goes one step further, even covering perils that are not explicitly mentioned in the insurance contract.

All-risk crop insurance and multiple-peril crop insurance, though distinct, are closely related. The former provides quasi-universal yield insurance, whereas the latter comes very close to this ideal. The institutional starting point for the reform of crop insurance in Russia and in the Czech Republic was therefore similar, making it interesting to compare the experiences made in these two countries.

Crop Insurance in the Czech Republic and Russia in the Process of Economic Reform

Two steps of reform were identical in both countries: the termination of compulsory insurance on 1 January 1991 and the privatization of agricultural insurance (Zadkov 1997, pp.45-46; (esk( Poji((ovna 1990, p.21; (esk( Poji((ovna 1993, p.6.). But here the similarity ends. Czech and Russian crop insurance have since evolved in completely different ways.

In the Czech Republic privatization has also meant the end of subsidized agricultural insurance including crop insurance.
 The former state insurer (esk( Poji((ovna that to the present day is the main supplier of crop insurance with a market share of over 90% ((esk( Poji((ovna 1996, p.21.) has restructured its crop insurance business in the following way.

The first measure (or rather set of measures) has been to limit the number of insured perils and to establish a system comprising hail insurance with territorially differentiated rates and natural-disaster insurance offering insurance against perils other than hail (Vilhelm 1996, p.75; (esk( Poji((ovna 1994, p.26.). The second measure has been a thorough review of the portfolio of contracts to improve the loss ratio, i.e. the ratio of indemnity payments and premium revenue. Insurance for insolvent and problematic clients was reduced or cancelled completely ((esk( Poji((ovna 1992, pp.20-21; (esk( Poji((ovna 1993, p.24.).

These measures, together with the falling demand for agricultural insurance which was due to decreasing agricultural production in the first years of the transformation period, has led to a sharp decline in premium revenue, but also to an improvement in the loss ratio ((esk( Poji((ovna 1992, pp.20-21; (esk( Poji((ovna 1993, pp.23-24.). Equally important is the change in the structure of (esk( Poji((ovna’s crop insurance business. In 1995 63% of (esk( Poji((ovna’s crop insurance premium revenue came from hail insurance. This relatively high share of hail insurance is not unusual, since hail insurance accounts for roughly 70% of crop insurance business all over the world (Vilhelm 1996, pp. 75-76.).

It should also be mentioned that, despite the decline in premium revenue, crop insurance in the Czech republic is not a quantité négligeable. In 1995, 32% of cultivated land was insured against hail. This share is relatively low, compared to a share of about 70% in Germany (Vilhelm 1996, p.77.). But it is high when one compares it to the situation in Russia.

In Russia, as in the Czech Republic, crop insurance is offered by the private sector. In contrast to the Czech Republic there is no dominant insurer. Several large and small companies have specialised in the provision of insurance services to the agrifood sector (Zadkov 1997, pp.45-46.).

But unlike in the Czech Republic, crop insurance (and agricultural insurance in general) in Russia continues to be highly regulated. State authorities still decide on the perils to be covered by crop insurance, on the premium rates and all other relevant terms of insurance contracts. As a result, the Soviet all-risk crop insurance system has survived to the present day. The only major change is that nowadays crop insurance is voluntary. To induce participation, the state pays a premium subsidy of 25% to those enterprises that purchase crop insurance (Wildermuth 1997; Zadkov 1997.)

This 25% premium subsidy notwithstanding, crop insurance has become insignificant in Russia. In 1995 only 1500 farms had crop insurance (Zadkov 1997, p.46.). This figure is tiny compared to the number of farms in Russia. At the end of 1994, there were 30500 large- and medium scale agricultural enterprises and 279200 family farms in Russia (Goskomstat Rossii 1995, p.48.).

The observed decline of crop insurance has several causes, some of which explain the decline of agricultural insurance in general and others which are specific to crop insurance.

The first cause of the decline of agricultural insurance in general is inflation. In an environment of high inflation (in particular up to 1993), insurance contracts which do not provide for an indexation of the sum insured and indemnity payments are unattractive to agricultural enterprises. But this was often the case. The introduction of new contracts that provided for the indexation of indemnity payments did not fundamentally change the situation, because the premiums demanded for these contracts were very high (Zadkov 1997, pp.46-47.).

In the meantime this factor has lost in importance, since hyperinflation has been brought under control by macroeconomic stabilization. Today the main cause of the low demand for agricultural insurance is the bad financial situation and the high indebtedness of the majority of Russian agricultural enterprises, especially those producing for the market. The strong deterioration in the terms of trade of agricultural enterprises, widespread delayed payment for agricultural produce by traders and manufacturers, rationing on credit markets, inefficient allocation of resources within agricultural enterprises - these are the reasons why agricultural producers often simply lack the liquidity to purchase insurance (Zadkov 1997, p.46; Vorogaev 1996, pp.63-64,67.).

The two reasons mentioned above have caused the decline of agricultural insurance in general, including crop insurance. But agricultural enterprises have reduced demand for crop insurance more strongly than demand for other forms of agricultural insurance (Zadkov 1997, p.46.). This particularly strong decrease in demand for crop insurance has several reasons.

The most important one is adverse selection: crop insurance is unattractive for good risks. Since state authorities have so far failed to differentiate premiums within oblasts and krais, the system of regional differentiation of premium rates to account for differential risk is still as crude as it was during Soviet times. But since crop insurance is voluntary now, the good risks that in Soviet times had subsidized the bad risks took the opportunity to leave the risk-sharing pool (Zadkov 1997, p.52.).

Another important reason why crop insurance has lost its attractiveness for agricultural enterprises has been the lack of reinsurance facilities for primary insurers. As a result indemnity payments were often delayed when the crop in a certain region was bad and indemnity payments were due (Zadkov 1997, p.47.).

An additional reason that has made crop insurance unattractive for agricultural enterprises are those provisions in insurance contracts that allow the insurer not to pay indemnities in the case of a loss, if the agricultural enterprise has not met certain requirements for the use of agricultural techniques. In the present state of Russian agriculture, producers find it extremely difficult to meet these requirements and thus often have difficulties being indemnified when a disaster has struck (Zadkov 1997, p.52.).

The Reform of Russian Crop Insurance: Should Russia Follow the Czech Example?

The dire state of Russian crop insurance is one aspect of the crisis in Russian agriculture, and particularly in the Russian system of financial intermediation for the agricultural sector. As is well known, both the financing of crop production with short-term credit and the financing of investment with long-term credits are a major problem in Russia. Since crop insurance can reduce the default risk of agricultural credits and therefore be a partial substitute for collateral (Binswanger 1986, pp.74-76.), the design of crop insurance is one of the important topics in the design of a viable system of financial intermediation for Russian agriculture.

The Russian insurance economist A.Zadkov (1997) has recently developed a proposal for reforming Russian agricultural insurance including Russian crop insurance. For the latter Zadkov proposes that the present state-subsidized all-risk crop insurance scheme should be retained but that its present deficiencies should be removed in order to increase participation. Among other things, he proposes state-subsidised reinsurance for primary insurers, stronger differentiation of premium rates and an arbitration procedure for loss adjustment.

That Zadkov wants the system to be subsidized is no accident since all-risk crop insurance and multiple-peril crop insurance are types of insurance which - as experience in many countries of the world has shown - require tremendous premium subsidies to elicit significant voluntary demand from agricultural enterprises and farmers. This is clearly shown by the example of the Federal Crop Insurance in the United States and similar schemes in other countries. (Knight and Coble 1997, p.130; Wright and Hewitt 1994, pp.76-84; Roberts and Dick 1991, pp.8-16.)

One should therefore seriously consider the question whether Russia is best advised to retain a type of crop insurance that virtually no agricultural enterprise in any country of the world would purchase voluntarily if the insurer charged cost-covering premiums. Would it not be more useful for Russia to abandon subsidization and tight regulation of crop insurance, and to allow insurers to restructure their crop insurance business in a such a way that it can cover its cost, as has been the case in the Czech Republic? Or should the state intervene and subsidize, though not necessarily in the form of establishing a subsidized all-risk or multiple-peril crop insurance scheme? These questions will be addressed in the next section.

Basic Issues in the Economics of Crop Insurance

In the scientific literature there is an extensive discussion on the pros and cons of multiple-peril and all-risk crop insurance. To simplify the discussion in this paper we have chosen not to make a distinction between these types of insurance, because they are very similar if the list of perils covered by multiple-peril crop insurance is exhaustive. The discussion in the literature revolves around a positive and a normative issue. The former addresses the question why unsubsidized multiple-peril/all-risk crop insurance has failed to emerge in the market. The latter, whether the state should offer this risk-management tool if the market fails to do so and whether its subsidisation can be justified.

Let us turn first to the positive issue. There are basically two lines of argument regarding the causes of the non-existence of unsubsidized multiple-peril or all-risk crop insurance.

The first line of argument (e.g. Chambers 1989; Skees and Reed 1986; Nelson and Loehman 1987; Quiggin 1994; Miranda and Glauber 1997) implicitly or explicitly assumes that there are gains from trade from multiple-peril crop insurance and all-risk crop insurance and argues that these gains from trade cannot be exploited because of the imperfection and incompleteness of markets. The problems that according to this line of argument can prevent the emergence of unsubsidized multiple-peril and all-risk crop insurance are twofold. On the one hand there is the problem of asymmetric information (adverse selection and moral hazard) on the crop insurance market. On the other hand there is the problem of imperfect reinsurance markets which do not allow a spreading of risks such that the crop insurer can reduce the risk loading to a level that makes unsubsidized all-risk or multiple-peril crop insurance acceptable to agricultural enterprises.

According to the second line of argument (e.g. Wright and Hewitt 1994; Wildermuth 1997), there are no gains from trade in the first place if transaction costs of organizing insurance markets and alternative risk-management tools are taken into account.

The normative consequences of these two lines of argument are straightforward. If the second line of argument is right, then the non-existence of all-risk or multiple-peril crop insurance is not a problem, because alternative ways of dealing with crop yield risk are more efficient. If the first line of argument is right, then there might be a case for state intervention: the state could offer reinsurance facilities or introduce compulsory insurance to deal with problems of adverse selection and to simplify monitoring procedures to combat moral hazard. But this market failure view provides no rationale for a persistent subsidization of crop insurance on the scale that has been observed in the USA or elsewhere.

The fact that high subsidization is invariably a concomitant of multiple-peril and all-risk crop insurance therefore suggests that the second line of argument is right. This can be made clear if one compares multiple-peril/all-risk crop insurance with hail insurance, the standard product of crop insurance which in many countries is available at unsubsidised rates.

One factor that makes hail risk relatively easy to insure is its relatively easy poolability. Hailstorms are localized events and problems of covariate risk are therefore less severe than with other perils (Binswanger 1986, p.78; Hildebrandt 1988, p.279.). But it should be noted that the problem of covariate risk for perils such as drought, flood etc. is no real obstacle to crop insurance, as long as these risks are not systematic undiversifiable risk on a world-wide scale. There are numerous examples of unsubsidized crop insurers that offer cover against perils like flood, hurricanes etc. and that manage the covariate-risk problem by reinsurance with international reinsurers and prudent management of reserves (Roberts and Dick 1991, ch. 3, 7,11.). The covariate-risk problem is therefore not the reason why unsubsidised multiple-peril/all risk crop insurance is virtually impossible. It is other factors that count.

The first important point is that the operating costs of hail insurance are considerably lower than the operating costs of multiple-peril/all-risk crop insurance. For premium calculation a hail insurer only needs information about the regional probabilities of hailstorms and their effects on the insured crops. The all-risk or multiple-peril crop insurer faces a much more daunting task. To avoid severe problems of adverse selection, he has to estimate yield distributions for a large number of agro-climatic regions. These yield distributions depend on a multitude of climatic and meteorological factors. Procuring the data and performing the actuarial calculations for this is quite expensive. Premium calculation for all-risk and multiple-peril crop insurance is therefore much more expensive than for hail insurance (Binswanger 1986, p.77-78; Hildebrandt 1988, p.281.).

A second important point is that hail damages occur less often than the loss events of multiple-peril/all-risk crop insurance; they are also easily verifiable and measurable. With all-risk or multiple-peril crop insurance, there are perils for which it is more difficult to verify that a loss has occurred and to measure the size of the damage. As a consequence, regulating damages is less costly for hail insurance than for all-risk or multiple-peril crop insurance (Roberts and Dick 1991, p.31; Meier 1997.).

All in all one can conclude that operating costs are much higher for an all-risk or multiple-peril crop insurer than for a hail insurer. An unsubsidized all-risk or multiple-peril crop insurer who would have to charge cost-covering premiums would therefore have to include in his premiums operating-cost loadings that are much higher than in the case of hail insurance.

Things are precisely the other way round when it comes to the benefit that agricultural enterprises can draw from insurance. In the case of hail insurance, this benefit is high (provided of course that there is significant hail risk), because it is either impossible or extremely expensive to protect a crop from hail damage (Quiggin 1994, p.121; Roberts and Dick 1991, p.46; Frohberg 1997; Siemer 1997.). Given the comparatively low cost of hail insurance it is therefore possible to organize cost-covering hail insurance.

Things are different with all-risk or multiple-peril crop insurance. Multiple-peril/all-risk crop insurance that covers yield risk in general (or comes quite close to doing so) covers risks against which agricultural enterprises can insure themselves, e.g. through crop diversification or technological means such as irrigation systems. The fact that - maybe few exceptions apart - no agricultural enterprise seems to be ready to pay a cost-covering premium for all-risk or multiple-peril crop insurance is a clear indicator that these on-farm risk-management tools are economically more advantageous than all-risk or multiple-peril crop insurance that is offered at cost-covering rates. In other words: multiple-peril/all-risk crop insurance is worth less than it costs (Wright and Hewitt 1994, pp.90-95.).

Implications for the Design of Crop Insurance in Russia

Our discussion implies that there are no convincing economic reasons for retaining the Soviet all-risk crop insurance system in a reformed form. The already moribund system should be abolished and, as in the Czech Republic, replaced with a system of crop insurance that restricts its coverage to those perils for which cost-covering crop insurance is part of the optimal risk-management strategies of a considerable number of agricultural enterprises. This is most likely to be the case for perils that can cause high losses and for which self-insurance technologies are unavailable or ineffective. Subsidization can only be justified for operating-cost subsidies if the bad state of transport and communications infrastructure drives up operating costs, making otherwise beneficial insurance too expensive for agricultural enterprises. But one must be careful to ensure that these subsidies do not become one of the many avenues to subsidize agriculture.
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� None of the Annual Reports of (esk( Poji((ovna for the years 1991-1996 mentions state subsidies for crop insurance.


� The discussion in this section draws heavily on Wildermuth (1997) where the argument is more rigorous and extensive.





