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PREFACE

This how-to manual guides managers of microfinance institutions (MFIs)

through the complexities of offering basic insurance products, either on their

own or in partnership with an insurance company. Insurance is one solution to

help low-income households and microfinance institutions to manage risks, but

it is not the only solution and it is not always the best solution. Written for senior

managers and directors of MFIs that offer insurance or are planning to do so,

this manual helps readers to determine whether it is appropriate to offer

insurance, which type of insurance product(s) to offer, and through what

institutional structure.

This bulk of this manual is dedicated to four aspects:

1) The fundamentals of the insurance business, including benefit design,

insurance terms, pricing and controls;

2) The design of five basic, short-term, credit-linked insurance policies, both

mandatory and voluntary;

3) Outsourcing part or most of the insurance responsibilities to a formal

insurance company or to skilled consultants;

4) The financial management and operational integration of an insurance

business into a microfinance institution.

While low-income households have many needs and vulnerabilities, the

contents of this manual are limited to basic life and disability products because

they respond to an important need while being less difficult for MFIs to offer.

The insurance business is highly complex and carries significant risk, thus

basic life insurance is a good starting point for an MFI.

This manual is also relevant, however, to organisations that want to offer other

types of insurance, such as health or property, because it provides a strong

introduction to insurance fundamentals and offers valuable advice on how to

design, negotiate and manage a relationship with an insurance partner. While it

may be possible for an MFI to offer basic insurance on its own, or with some

technical support from insurance experts, more complex products should be

offered in partnership with an insurer.

xiii
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INTRODUCTION

A risk is the chance or likelihood that an event will cause damage or loss.

Low-income entrepreneurs are particularly vulnerable to risks, such as illness,

injury, theft and death. Of these, death is among the most serious risks faced by

low-income households, especially the death of a breadwinner. Not only does

the household face a rise in short-term expenses for funeral or burial costs,

which can be quite large in some societies, but it also faces the long-term

problem of losing that person’s labour contribution to the household enterprise.

While the household may employ various coping strategies, such as

participation in burial societies and relying on the generosity of friends and

family, informal coping mechanisms are sometimes unreliable or inadequate.

Microfinance institutions (MFIs) lend money to low-income entrepreneurs, so

MFIs are vulnerable to the same risks as their clients. When a risk event strikes

borrowers or their family members, it often affects their ability to repay their

loans.

Coping with Death Risk

There are several ways that MFIs protect themselves from the death risks of

their clients. If a borrower dies, an MFI may follow one of the following five

paths:

1. Expect the group to repay: For MFIs that use a group lending

methodology, they may require the group to repay the debts of a deceased

member. This creates an incentive to the group, which is more likely to have

information about a prospective member’s health than a credit officer is, to

screen out members who are unhealthy and may die during the loan term. If

a member dies, however, the group is not always keen to repay the

member’s debts. When trying to collect from the group, some MFIs

encounter tension and resistance that may cause more costs—in terms of

client desertion and perhaps even additional loan losses—than benefits. An

MFI will have particular problems with this approach if multiple members in

the group die.

2. Try to claim from the estate: MFIs that use an individual lending

methodology do not have the group to rely on, so if a borrower dies they may

try to claim the debt from the estate or seize collateral. (Some borrower

groups also try this approach rather than repaying a member’s debts from

their pockets). Unfortunately, this claim on the survivors’ reduced income

(due to the death of a breadwinner) comes when the household has a surge

1
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in expenses (to pay for the funeral). Some MFIs find it unsavoury to claim

from the estate, which could also undermine the organisation’s public

image.

3. Write off the loan as a bad debt: MFIs that do not extract balances for

dead borrowers from their group or estate may write off the loan as bad

debt. Since the alternatives may produce bad publicity and tensions with

customers, this option is sometimes more cost-effective. One problem with

the write-off approach is that MFIs may not keep track of the loan losses that

are linked to death, so they may not know whether death-related costs are

increasing. If MFIs go upmarket and offer larger loans, they may find this

means of covering death risks expensive, particularly in regions with

worsening mortality rates. If a disaster or other covariant risk kills a number

of borrowers at once, this arrangement can cause a severe hardship for the

MFI.

4. Self-insure: To keep track of losses associated with death, and to pass on

the additional expenses to clients in the form of a higher interest rate or a

fee, some MFIs self-insure. They may, for example, charge a small

additional fee, which they place in a reserve fund. If a client dies, the

balance is written off and deducted from the fund. This arrangement helps

an MFI to reduce loan losses. It also creates a mechanism to monitor

defaults due to death and to charge for them. Some MFIs even extend the

purpose of this fund to cover loan losses associated with other risks, such as

businesses destroyed in a market fire or flood. Typically the pricing for

self-insurance tends to be somewhat arbitrary or roughly determined. A

possible downside to this approach is that clients may be charged more

than necessary, resulting in a competitive disadvantage, and yet the MFI

may still be vulnerable to covariant risks.

5. Partnering with an insurance company: The fifth coping mechanism that

MFIs use to deal with borrowers’ death risk is to offer credit life insurance

as an agent for a regulated insurance company. This outsourcing

arrangement has the advantage of taking the risk completely off of the MFI’s

books. A partnership between an MFI and an insurance company

partnership also has challenges, including finding appropriate partners and

negotiating a mutually beneficial relationship.

None of these options are perfect. This manual focuses on maximising the

advantages and minimising the disadvantages of the latter two

options—self-insurance and partnering. Instead of thinking of these two

options as discrete, they are presented as an insurance range. At one extreme,

an MFI insures death risks completely on its own; at the other, the MFI avoids

2
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exposure to death risk entirely by serving as a distribution agent for an

insurance company. Depending on the level of risk the MFI is willing to accept,

in between there are a variety of insurance activities that an MFI can consider

outsourcing to insurers or consultants.

When is Credit Life Insurance an Appropriate Option?

Most of these options are reasonable and practical in certain circumstances.

Expecting the group to repay, for example, may be appropriate for lenders

offering small loans with a compensating savings requirement through large

borrower groups like a village bank. After liquidating the savings, the surviving

group members can usually cover the remaining balance without undue

hardship since it is a small amount divided among 20 or 30 people. At the other

extreme, in a smaller solidarity group, without a compensating savings

balance, group members may find it difficult to repay the debts of their

deceased colleague, especially as loan sizes get larger or if the loan was

recently disbursed.

For smaller MFIs who only experience a handful of client deaths per year, the

efforts involved in creating and offering insurance may be hard to justify,

especially if they offer small loans. Indeed, insurance might be a cumbersome

way to deal with bad debts. If these organisations find it inappropriate to collect

the deceased’s payments from the group or claim from the estate, then it might

be simpler to write off the loans rather than going to the trouble of creating

insurance. In these circumstances, it is recommended that they

carefully track the losses associated with death to ensure that these

costs are kept at reasonable levels that are covered by the interest

rate.

The use of insurance to reduce vulnerability to death risk may be

most appropriate for medium to large MFIs, particularly those that

offer larger loans or are operating in environments with volatile

mortality rates due to natural disasters, AIDS and other epidemics.

The conditions of when insurance is more or less appropriate are

summarised in Table 0.1.

3
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Table 0.1 Conditions for Developing Insurance to Cope with
Death Risks

Conditions for Credit

Life Insurance

Conditions for Other Responses

to Death Risks

� Medium and large MFIs

� MFIs with larger loans (or whose loan

sizes are increasing)

� Environments with volatile mortality rates

and/or experience frequent occurrences

of covariant death

� Individual lenders who do not require

collateral (or do not want to seize

collateral from the estate)

� Organisations that want to offer additional

insurance products in the future

� Smaller organisations

� MFIs with small loan sizes

� Regions with small and predictable

mortality rates

� Use of large borrower groups

� Lending methodologies that require

compensating savings balances

Increasing Customer Value

The discussion thus far has focused on the use of insurance to protect the MFI

from the risk of borrowers dying. For MFIs, reducing the risk of death-related

default is not the sole or even the primary motivation for offering insurance.

Most organisations want to offer insurance to fulfil their social mission to

alleviate poverty and reduce the vulnerability of low-income persons.

Providing insurance to cover the outstanding balance of a loan largely protects

the MFI without providing tangible support to the beneficiaries. While survivors

might appreciate the fact that they do not have to pay for the debts of the

deceased, this type of coverage does not bestow meaningful assistance during

their time of need.

Credit Life insurance, which covers the outstanding balance of the loan, is

however a useful starting point for an MFI. Once the organisation develops

effective systems and procedures for offering Credit Life, then it can build on

that foundation by offering benefits that more effectively reduce the

vulnerability of low-income households.

4
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Besides Credit Life (and Credit Disability for which the benefit is also limited

to the outstanding balance of the loan), this manual includes detailed

descriptions of three insurance products that offer greater customer value:

1. Additional Benefit: This term life product provides designated

beneficiaries with a payout that assists them to cope with their hardship.

2. Additional Lives: When a member of a borrower’s household dies, it can

adversely affect the client’s ability to repay. A policy that provides payouts if

a borrower’s dependant dies will enhance the protection for both the client

and the MFI.

3. Continuation: Clients are only eligible for the policies described above

when they have a loan, but people do not typically like remaining in

perpetual debt. To provide death coverage to persons who prefer not to

borrow again (at least not right away), former clients can purchase a

Continuation policy.

Another factor that influences the value that customers derive from an

insurance product is whether the person chooses to purchase the product. It is

assumed that voluntary products offer greater customer value than

mandatory ones, but they are more difficult, risky, and costly to provide. Of the

products highlighted in this manual, the two that provide coverage for the

outstanding balance of the loan (Credit Life and Credit Disability) are

mandatory, the Additional Benefit product can be either, and the Additional

Lives and Continuation policies are voluntary.

It should be noted that all of these products are designed for borrowers (or

former borrowers, in the case of the Continuation policy) of a microfinance

institution. These products are not intended for the general public. They are

also only available for short terms, either the length of the loan term or one year,

which ever is shorter. These two conditions significantly increase the

manageability of the products, and decrease the risk associated with providing

them.

Although these products are designed for the clients of an MFI, and

they are intended to be delivered concurrently with loans to

maximise efficiencies, it is critical that the finances and

management of the insurance business are separated from the

MFI’s savings and credit activities. The rationale for this separation

is summarised in Box 0.1.

5
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The Separation of Banking and Insurance

During the late 1920s and 1930s, many banks all over the world went

bankrupt, including more than 10,000 in the United States alone. Many of

these banks had invested deposits in the stock market and when it

crashed in 1929 they were unable to repay their depositors. Some banks

had provided loans that borrowers used to speculate on equities and real

estate in the hope of cashing in these rapidly expanding markets. When

these markets crashed, borrowers were unable to repay their loans.

When a few banks were unable to repay their deposits, panic ensued

among many depositors who rushed to banks to withdraw their savings.

Unable to repay the deposits at such short notice, banks closed at a rapid

rate. Vast numbers of people lost their savings. As a result, banks

became unpopular and, for a short period, bank robbers like John

Dillinger and Bonnie and Clyde became folk heroes.

Banks were seen to have behaved recklessly with people’s savings. To

improve public confidence in the financial system, two US legislators,

Carter Glass and Henry Steagall, developed regulations that prevented

banks from investing in the stock market. The Glass-Steagall Act of 1933

also created the system of deposit insurance whereby the Federal

Government guaranteed the savings up to a ceiling amount in federally

insured banks. Congress regulated further separation in 1956 with the

passage of the Bank Holding Company Act, which created a barrier

between banking and insurance. While banks were allowed to sell the

insurance products of insurers, they were not permitted to assume the

risk of underwriting insurance policies.

These regulations were repealed in 1999, however there remains much

wisdom in the separation of banking from investing and insurance,

especially in developing financial markets, especially for microfinance

institutions, for the following reasons:

Portfolio volatility: MFIs typically maintain large portfolios of unsecured

loans that are prone to delinquency volatility. A spike in bad loans can

have a contagious effect, making the loan portfolio an inappropriately

risky place to invest insurance premiums.

New industry risks: Microinsurance is a new industry that serves a

market that traditional insurers have considered too risky. Without a long

history of well-documented claims patterns, it is prudent for

microinsurance providers to maintain large reserves.
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Covariance: Many of the same risks affect an individual’s loan

repayment will also result in insurance claims. When those risks strike a

number of borrowers at the same time, portfolio quality will plummet

while claims will skyrocket. The combined effect on an organisation that

mixes its credit and insurance risk could be devastating.

Temptation: An MFI experiencing portfolio quality problems may be

tempted to use its insurance reserve to cover loan losses. Similarly, a

microinsurer with unexpected claims might consider paying benefits

from deposits. Such actions will lead an organisation quickly down the

slippery slope to financial ruin. By using deposits or premiums to cover

losses instead of investigating and solving the root cause of the loss, one

is simply shifting deck chairs on the Titanic.

Pricing: A clear separation of all the costs associated with the delivery of

savings and credit from insurance is necessary to price products based

on their actual costs. An organisation that commingles its banking and

insurance activities is unlikely to disaggregate the income and expenses

associated with each business, and therefore may be generating

unidentified losses.

Mentality: Finally, banking and insurance services require very different

attitudes and tolerances toward risks. Unless these two businesses are

clearly separated, an MFI will not be able to develop an appropriate

insurance culture.

Organisation of this Manual

This manual is divided into seven chapters. The first chapter introduces

fundamental insurance concepts that are critical to understand when designing

an insurance product, particularly short-term life insurance policies. Chapter 2

describes the prerequisites that need to be in place for an MFI to offer

insurance, including the institutional capacity, confirmation that there is indeed

demand for insurance, and assurance that the provision of insurance is

acceptable to regulatory authorities. The third chapter presents the five

insurance products covered in this manual and uses the framework presented

in the first chapter to outline the product design. Chapter 4 explores operational

issues involved in managing an insurance product, including human resource

management, internal controls, research and development, and insurance

sales techniques. Chapter 5 introduces the concept of outsourcing and

explains how MFIs can collaborate, partner or contract technical expertise and

administrative functions to offer insurance efficiently and with less risk. The

final two chapters provide detailed guidelines on the integration of an insurance
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product into an MFI, including accounting, financial management and

performance monitoring (Chapter 6), and product pricing and experience rating

(Chapter 7).

Although this manual looks long, it is in fact highly simplified. Whole manuals of

greater length and complexity exist on pricing insurance products, accounting,

marketing insurance, etc. Insurance provision is a complex activity. Seemingly

small errors (like minor price adjustments or changes to waiting periods) can

place the entire MFI in jeopardy. Sound assessment of institutional capacity is

vital before entering the insurance business. A conservative approach to the

insurance business is important. If the MFI has any doubts about its capacity, it

should outsource.

� Bank Holding Company Act

� Contagious delinquency

� Covariant risk

� Credit life insurance

� Customer value

� Death risk

� Estate

� Mandatory and voluntary
insurance

� Outsourcing

� Public image

� Risk

8


	New Table of Contents
	Table 0.1: Conditions for Developing Insurance to Cope with   Death Risks

	00.pdf
	Page 1

	12.pdf
	Page 1




