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Executive summary

Risk pools offering climate-related insurance
have been operating for several years in Africa,
the Caribbean and the Pacific. All have benefited
from donor capitalisation and subsidisation of
premiums in the past. With growing climate
risks across all these regions, limited fiscal space
in low- and middle-income countries, and an
over-burdened humanitarian caseload, there is
increasing interest in using donor subsidies to
grow the risk pools and offer more reliable, more
cost-effective and faster support to disaster-
affected communities.

This report investigates the political economy of
country decision-making in relation to sovereign-
level climate and disaster risk finance and
insurance, and the role of premium and capital
support in these decisions. It also analyses the
political economy of donor decisions in relation
to the provision of premium and capital support.

From the analysis, affordability emerged as the
main barrier to insurance uptake, but it is one
among many factors. The most significant barriers,
after affordability, were lack of understanding

and technical capacity; availability of alternatives;
and perceptions of reliability,among others. The
balance of which factors are most important

will vary in each country, affecting the impact

of subsidies. Experience has demonstrated that
subsidies are not always attractive enough to
incentivise insurance uptake, as other barriers may
be more important to a country than affordability.

The design of subsidies has also proved a barrier in
the past - particularly that subsidies were required
to go to ‘new’ (previously unsubsidised) countries,
or cover new hazards, and that they sometimes

required multi-year commitments from countries
to co-finance premiums. Stakeholders argued
strongly that recipient countries should be much
more involved in the design of subsidies, so that
donor objectives can be carefully aligned with
country perspectives and priorities. They also
highlighted that information about the availability
of subsidies would need to be communicated to
countries much earlier in the insurance policy
subscription cycle, as a lack of clarity about

the extent of available support has previously
prevented some countries from effectively
negotiating policies and obtaining insurance
coverage.

Stakeholders were also adamant that donors
should focus on providing grant funding for
premium subsidies rather than capital support

at this stage. Whilst investment loans for capital
support are generally more available and in larger
quantities than grant finance within key donor
agencies, premium subsidies are now the priority
in order to ensure the growth and sustainability of
the risk pools.

Subsidies can help to grow risk pool membership,
but there are reasons why existing members could
also be considered for premium support. Many
countries who receive subsidies state that they
would need to reduce coverage or drop out of
the risk pool should the subsidy stop. Subsidies to
countries who have been loyal risk pool members,
paying premiums out of their own budgets,

could ‘reward’ strong risk ownership and ‘good
performance’. Furthermore, if governments use
the subsidy to expand their policies rather than
replace their own costs, it could lead to increased
coverage.
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Premium subsidies are considered to have few
negative impacts. In some cases, subsidy design
includes exit strategies to address concerns
around dependency and sustainability. There is
little evidence that premium subsidies contribute
to moral hazard or undermine risk reduction and
preparedness.

Subsidy allocation is complex and has used
different criteria in the past, supporting varying
objectives for the risk pools. Actors consulted
during the study had diverging views on the
importance of different factors in allocating
premium subsidies. Overall, ‘proportion of
vulnerable population in total population” and
‘climate and disaster risk profile’ were viewed

as the most important factors, particularly

by representatives from across the risk pools.
‘Country income level’ and ‘prior risk reduction
actions/policies’ were also highly valued, though
not universally.

However, donors seemed to prioritise and value a
range of other factors in making decisions about
subsidy allocations, particularly that the product
should be high quality; that there is a plausible
exit strategy; that the subsidy is for a new country
or product; and that the country is a priority

for them. Donors also had exclusion criteria;
most significantly, they would exclude countries
that were not ODA-eligible or were subject to
sanctions.

Subsidy design can support a donor’s objectives,
but there is little consensus on the appropriate
size and duration of premium subsidies. Most
stakeholders consulted felt that it was important,
at least after the first year, that recipient countries
made some contribution to ensure buy-in.

Views on the appropriate duraction of subsidies
ranged from two years to very long term - as

an alternative to humanitarian aid, and to help
address loss and damage in support of climate
justice. The majority of interviewees argued

that support should be multi-year, although it
was acknowledged that this can be unpopular
with some governments as it typically requires a
commitment for increasing levels of co-financing.
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1 Introduction

1.1 Background

This report is part of a broader study,
commissioned by the InsuResilience Global
Partnership (IGP) and led by ODI. The study aims
to further global understanding on the uptake, size
and value of premium and capital support (PCS).
It follows a call in the InsuResilience Evidence
Roadmap for follow-up work to explore the
macro-level factors that influence governments’
‘willingness and capacity’ to take out climate and
disaster risk finance and insurance (CDRFI), as
well as the incentives that could be created to
enable and promote this. The study also builds

on IGP’s previous conceptual work on SMART
PCS Principles (T6épper and Stadtmilller, 2022)
and a Monitoring and Evaluation (M&E) Guidance
Note (IGP, 2021) which examines the efficacy of
PCS solutions to support insurance vehicles and
increase CDRFI uptake.

Risk pools offering climate-related insurance
have been operating for several years in Africa,
the Caribbean and the Pacific. All have benefited
from donor capitalisation and subsidisation of
premiums in the past. With growing climate

risks across all these regions; limited fiscal space
in low- and middle-income countries; and an
over-burdened humanitarian caseload, there is
increasing interest in using donor subsidies to
grow the risk pools and offer more reliable, cost-
effective and faster support to disaster-affected
communities. This has been the topic of extensive
debate across humanitarian, development and
climate forums, including recent G7 summits,

COP26 and COP27, as a way of supporting loss
and damage and contributing to a ‘Global Shield
against Climate Risks." IGP has been leading work
to identify global standards and best practice in
relation to premium subsidies, to help inform a
likely increase in this kind of donor support.

This report specifically investigates the political
economy of country-level decision-making in
relation to sovereign-level CDRFI and related
premium and capital support. It also analyses the
political economy of donor decisions in relation

to PCS. The report covers premium subsidies,
investigating how these can shape governments’
incentives to purchase insurance as well as
considering how the allocation and design of
subsidies can affect their impact and effectiveness.

1.2 Methodology

The methodology for the study was developed by
the research team with support from an advisory
working group. The political economy analysis
(PEA) part of the overall study investigates two
central questions:

1. What factors shape governments’ decisions
around purchasing insurance - and how can
premium subsidies affect these?

2. What factors shape donors’ decisions around
allocating and designing premium subsidies and
capital support?

For both questions, the research covers both
actual experience and views on how support could

1 The Global Shield is joint initiative between the G7 and the V20 to further strengthen the global CDRF]I
architecture and make financial protection more systematic, coherent and sustained. Further details are

available here, here or here.


https://www.v-20.org/global-shield-against-climate-risks
https://www.bmz.de/en/issues/climate-change-and-development/global-shield-against-climate-risks
https://www.insuresilience.org/knowledge/global-shield/
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evolve in the future. Various elements of decision-
making were therefore under investigation,
including:

e decisions whether to buy insurance or not

e if buying, deciding how much insurance to buy,
what level of coverage, what thresholds, etc.

e if not buying, the decision to de-prioritise and
potentially to select other CDRFI instruments
over insurance

e if receiving a subsidy, deciding how best to use it

o if offering support, deciding whether to provide
premium or capital support

o if offering premium subsidies, deciding which
countries or risk pools to allocate them to

o if offering premium subsidies, deciding how to
design them to meet objectives.

The framework for analysing the political
economy of these decisions focused on the
following elements of decision-making:

1. Structural and contextual issues - how
do these factors shape decisions on CDRFI
(particularly on sovereign insurance)?

2. Stakeholders and their differing incentives
-who is involved in decision-making, what are
their different views and incentives in relation to
CDRFI?

3. Bargaining processes - what are the formal
and informal processes that govern decisions
that relate to CDRFI?

A mix of documentary review and key informant
interviews (KlIs) were used for data collection,
with a focus on African and Pacific stakeholders
knowledgeable of the African Risk Capacity
(ARC) and the Pacific Catastrophe Risk Insurance
Company (PCRIC). Different stakeholder

groups were identified for interview, including
representatives from country governments’

Ministries of Finance, donors and risk pools, and
other experts. Documents reviewed are listed in
the bibliography.

A major limitation of the study was the short time
available for interviews and the availability of key
informants. Because of this, the research team
sought to include evidence from other relevant
studies and evaluations currently underway,
whose findings have not yet been published. This
includes an evaluation and ‘value for money’ study
of ARC, a cost-benefit analysis of ARC and a study
on PCRIC. Thanks go to the relevant research
teams who shared early drafts and preliminary
insights from their research and evaluations.
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2 Factors that influence insurance uptake

This section aims to set the context for premium subsidies by explaining the different factors that act
as barriers or enablers for sovereign-level climate insurance. It presents cross-country comparative

analysis on the different stakeholders involved in decisions around sovereign insurance purchase and
presents a range of structural and contextual factors that motivate (or undermine) insurance uptake,

using evidence from across the literature and key informant interviews.

Key points

e Little is known about exactly how countries make decisions regarding sovereign insurance, but the
process involves a multitude of actors with different incentives, perspectives and skillsets, each of

which can impact on insurance uptake.

e Macro-level factors that influence insurance uptake vary across countries and are not static.

The following factors influencing uptake were the most frequently cited during the research, roughly

in order:

—

Affordability of premiums and fiscal space
. Understanding and technical capacity
. Availability of alternatives
. Perceptions of reliability
. Relevance of products
. Government processes and bureaucracy
Political disincentives

O 00 N O U1 N W N

. Regional dynamics

Little is known, at a granular level, about
countries’ decision-making processes around
sovereign insurance. Interviewees and the
literature provide some generalised perspectives,
but information is missing on the full range of
different actors involved in decision-making,
their differing incentives and interactions, the
information they use and the informal and formal
processes that they follow. Governments are
made up of departments and individuals whose

. Desire to effectively finance risks and build resilience

thought processes, beliefs and working practices
inevitably vary, although the literature tends not to
reflect this. This study did not have the resources
to undertake in-depth country case studies, where
multiple interviews could be used to triangulate
information and piece together a coherent
narrative for how decisions were made across a
range of countries. Some of this information will
be confidential and is therefore likely to remain
undocumented.
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Formal decision-making processes differ

by country, with some common elements.
The process, and the length of time it takes,
depends on issues like the level of technical
expertise in government and whether a policy
has previously been purchased. However, the
following steps are common in countries initially
buying insurance:

e Assessments and forecasting of hazard impacts

e Estimation of required resources

e Consideration of fiscal constraints

e Negotiation of coverage, premium level and
possibly subsidies

For countries buying repeat insurance, the starting
point can be the previous year’s policy and an
assessment of whether the situation has changed
materially, either in terms of vulnerability or fiscal
position.

Multiple country-level actors are involved in
the decision to join a risk pool and agreeing the
coverage. The exact actors involved and the role
they play seems to vary by country, but typically
the Ministry of Finance (MoF) and the National
Disaster Management Unit are involved at the
decision-making level. The MoF tends to play a

key role, often signing off the policy, although in
Pacific Island countries (PICs), Cabinet approval

is usually required. Other ministries may also

be engaged - often the Ministry of Agriculture,
and (potentially) a Ministry of Social Welfare,
depending on the main hazards facing the country.
Technical support is often provided by the risk
pool; for example, ARC establish technical working
groups (TWGs) to help guide decisions around
the policy itself. Other national agencies such as
meteorological offices may also get involved in
providing data and technical advice. If subsidies

are being offered, then donors will also be
involved, potentially via a third party in charge of
administrating the subsidies.

These country-level actors all have different
incentives, some complementary and some
less so. For example, on one level, all actors will
want to protect citizens from disasters, but when
it comes to negotiating an insurance policy, they
may also be keenly focused on protecting their
departmental budget. The government receiving
a subsidy is likely to want as much as possible,
while the donor may want to limit the amount so
that more is available for other countries. These
actors also all have different skillsets and are likely
to approach a decision around insurance with
different priorities and concerns. A recent study
of ARC emphasised the importance of the specific
internal budget line that gets used for premium
payment, as it effectively means that insurance is
essentially free’ for some stakeholders, making
them much more likely to support the purchase of
a policy (Lee and Rusconi, forthcoming).

Country-specific situations can strongly affect
decision-making. For example, an upcoming
election, a new Minister of Finance or a huge
high-profile disaster can all have a large effect on
decisions about whether to purchase insurance
or not. There are different combinations of
motivating factors in each country, and these are
dynamic, not static. Below is a list of macro-level
factors which recur repeatedly in the literature
and which are reinforced in interviews. These
have been recorded roughly in order of perceived
importance, gauged by how often they were
mentioned by interviewees or in the literature.
Each one was mentioned by a minimum of

five independent sources. However, the exact
combination of these factors will vary depending
on the country.
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2.1 Affordability of premiums and
fiscal space

The most commonly mentioned barrier to
insurance uptake is lack of capital to pay
premiums. This has been a huge problem for
ARC and PCRIC in particular, both of which sell
to governments with lower incomes, smaller
economies and limited fiscal space. Both have
experience of countries dropping coverage due to
areported inability to finance the premiums, and
both report that the affordability of premiums is
the primary barrier they encounter - a problem
further exacerbated by the COVID-19 pandemic.
‘Affordability’ is not an objective measure, but it
is clear that resource-constrained governments
have a difficult challenge in managing conflicting
budgetary pressures and political priorities in
order to create sufficient fiscal space to pay
premiums.

Having a stable way to pay premiums helps
encourage countries to purchase insurance.
For example, several PICs have used IDA resources
to pay PCRIC premiums. Subsidies from donors
have also made a dramatic difference to insurance
uptake and risk pool membership (see section 4).
However, in many cases, countries are not given
clear information, early in the policy development
and premium negotiation process, as to whether
they can definitely access subsidies or not.

2.2 Understanding and technical
capacity

Many sources cited lack of understanding or
technical capacity as a significant barrier to
the uptake of insurance. Some countries show
a lack of understanding of the basic principles
of insurance, even presuming the instrument

is similar to a savings account and mistakenly
believing that money spent on premiums will

be available at a later date. Some interviewees
mentioned government officials who thought the
product on offer was car or health insurance. This
is not surprising - there is not a culture or history
of insurance in many countries, and climate risk
pools offer more innovative types of insurance
like parametric products. Insurance does require
technical capacity in actuarial skills, access to
reliable data and the ability to understand risk
models in order to negotiate coverage levels

and thresholds. These skills are missing in

many and low- and middle-income countries,

as are accurate data on vulnerability, potential
impacts and likely response costs. Insurance also
seems like a complicated option in comparison
with other options for paying for a disaster,

such as establishing a reserve fund, relying on
humanitarian aid or arranging a contingent loan.

In addition, countries sometimes do not
appear to fully appreciate or value the wider
benefits that insurance can bring. Even if an
insurance policy does not result in a payout,

the process of developing the policy offers
benefits - for example, increased awareness

and quantification of risk, demonstrable risk
ownership, and a contractual commitment to pay
out resources which can enable other economic
benefits. To what extent these potential benefits
translate into decision-making and improved
outcomes (e.g. to what extent they influence the
ways in which disaster risk is managed, beyond
insurance purchasing decisions) is unclear, and
requires further empirical research. One country
interviewee stated ‘We purchased but we didn’t
benefit from it, so what’s the use of joining?’ - a
case in which the payout was seen as the only
benefit of insurance.
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2.3 Availability of alternatives

Most countries have other potential sources
of risk finance, each differing in cost and
reliability, and therefore appeal. Countries
interviewed did not describe conducting lengthy,
in-depth, ‘value for money’ studies or formal cost-
benefit analyses as part of their decision-making
processes. However, they did show very keen
awareness of the other options available to them
to pay for climate disasters, and their respective
advantages. For some countries, there are
relatively few options available, and interviewees
stated that the risk pool was their only option.
However, other countries mentioned options
including using internal reserve funds, waiting for
humanitarian aid or accessing contingent finance.

Access to very cheap contingent loans and
contingent grants can be a much more
attractive option for countries than paying for
insurance, and can provide larger amounts than
typical insurance payouts, triggered when the
government chooses and with few conditions.
For example, in the Pacific, the availability of
contingent finance from the World Bank and
Asian Development Bank (ADB) (often actually
as grants rather than loans) has reportedly
significantly reduced uptake of PCRIC insurance.
Some interviewees (including donors, risk pools
and independent experts) spoke strongly about
how products like the World Bank’s Catastrophe
Deferred Drawdown Options (CAT DDOs)

were ‘completely undermining the market’ for
sovereign-level climate insurance. There was a

sense from several sources that ‘there are too
many competing products, which isn’t allowing
risk pools to actually mature’.

Relying on humanitarian aid to help if a
disaster occurs is another option available

to governments, although the likelihood of
getting support varies by country. West African
countries tend to receive less post-disaster aid
than other African countries, and have been

the most loyal ARC members (Martinez-Diaz

et al.,, 2019). In contrast, humanitarian aid is

seen as relatively reliable in the Pacific - which
undermines the desire for insurance, particularly
if the economy is big enough to cover immediate
liquidity needs following a disaster, before aid
arrives. As one government official, from a country
that has not bought insurance, stated: ‘As soon

as there’s any major disasters, we’ve always had
help. Insurance payouts are also typically small
compared to humanitarian needs, meaning that
they can often only function as an immediate
source of liquidity anyway, until larger amounts of
humanitarian funding arrives.

2.4 Perceptions of reliability

There is a general lack of trust in insurance in
many countries; lack of faith in the reliability
of the risk model was a repeated concern

for many countries. Several interviewees

cited examples of unmet payout expectations,
across all regions, and explained how these had
had ‘spillover effects’, dissuading neighbouring
countries from joining the risk pool. Sometimes
these situations were apparently examples of
basis risk, but sometimes they were situations

2 The InsuResilience Solutions Fund, with others, have commissioned a study - Smart Policy Support for
Integrated Climate Risk Management (SMARTSUPPORT) - which looks at the most suitable CDRFI instruments
for a country based on economic risk modelling. For further details see https://iiasa.ac.at/projects/smart-policy-
support-for-integrated-climate-risk-management-smartsupport.


https://iiasa.ac.at/projects/smart-policy-support-for-integrated-climate-risk-management-smartsupport
https://iiasa.ac.at/projects/smart-policy-support-for-integrated-climate-risk-management-smartsupport
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where a country had had expectations of a payout,
even though the disaster arose from a different
hazard than the one covered by their policy, or the

threshold for a payout had evidently not been met.

Regardless, these situations where a payout was
expected but did not materialise appear to be very
damaging to risk pools’ reputations.

Conversely, a belief in the reliability of the
product can act as a catalyst for insurance
uptake. Some interviewees clearly valued this
assurance, particularly in contrast to humanitarian
aid. As one PCRIC client commented: ‘| think the
most comforting thing about a PCRIC payout is, |
know a payout is coming’ Malawi is an example of
a country which dropped out of the ARC risk pool
following a basis risk event, but which has recently
been persuaded to re-join as their faith in the

risk model improved. They were able to ground-
truth the satellite data the ARC model used
against information collected themselves and,
having found that the two were well aligned, and
having accessed premium subsidies, they started
purchasing insurance again.

2.5 Relevance of products

Understandably, uptake will be higher if
insurance products are available for hazards
that are viewed as a priority risk in a country.
For example, ARC only have a limited set of
products, focused on drought, with tropical
cyclone available in a few cases. However, many
countries have expressed a desire for flood
coverage as well as, or instead of, drought
(OPM, forthcoming). There is also evidence
that countries value flexibility of products,

so that they can be suited to specific country
dynamics and concerns.

2.6 Government processes and
bureaucracy

Both the decision-making process and the
flow of funding can be slow and complex.

Even once a decision to purchase insurance has
been made, the actual flow of money through
government systems to pay for the premium can
be just as arduous as the decision-making process.
As mentioned above, many different government
actors, spread across departments, are involved
in the purchase of an insurance policy. Turnover
of personnel is a significant problem in many
governments, from the ministerial to technical
level, which can also delay progress as new
people have to be brought up to speed. Premium
subsidies can help with generating political
support for insurance, but it will still be necessary
to engage with government bureaucracy to get
apolicy in place. This is particularly the case for
ARC, who require a number of preparatory steps
to be complete, including issuing a Certificate

of Good Standing and the production of a
Contingency Plan, which can take years.

Several interviewees mentioned timing as
acommon problem, and emphasised that
conversations need to ‘start early’, because of
the set budget cycles on which governments
operate. Many complained that the process took
too long and was made worse when subsidies
were involved, as the timelines of donors, risk
pools and governments were not always aligned,
and it was often not clear until late in the process
what subsidy was being offered. This issue came
across more strongly in interviews than it is
reflected in the literature. One interviewee stated:

This year we are not insured because we
received the policy information from ARC
too late, and the time available to review the
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contractual and technical arrangements and
to implement the premium payment was too
short. There are often very short timeframes for
subscription and delays in the administration....
Usually, the information comes around April,
and we have to sign and make the payment

by July, but this year we only received the
information in June, so the decision to
subscribe was taken, but the payment didn’t go
through quickly enough. ARC apparently had
some delays on their end with the reinsurer.

However, as well as creating barriers for
insurance uptake, excessive bureaucracy can
also create an incentive for insurance which,

in return, provides very quick payouts. For
example, a recent cost-benefit analysis of ARC
identifies this as a major motivation for one
African country with a large economy - a large
part of the appeal of insurance being that a payout
can arrive in a government bank account within
hours of a disaster, whereas arranging internal
budget reallocations would take much longer and
be more onerous (Lee and Rusconi, forthcoming).

2.7 Political disincentives

Risk management tends to be a ‘back-room’
activity that does not attract as much media
attention for politicians as disaster response
does, and which carries a risk of being
perceived as ‘wasted’ expenditure if the risk
does not materialise. These are serious concerns
for a politician, particularly when operating in
aresource-constrained environment, and they
create incentives to wait and see if a disaster
happens, rather than pro-actively purchase
insurance. This is exacerbated as insurance is
most cost-effective when used for low-frequency
events, but politicians have short timeframes -
insurance provides no certainty of a benefit within
the political timeframe of the leaders making the

purchasing decision. Politicians typically prefer
high-frequency coverage to increase the likelihood
of a payout, but this reduces the overall value
proposition of insurance (OPM, forthcoming).

Governments have competing priorities,

and money for premiums could be spent
addressing pressing needs such as health or
education, where a new hospital or school

can be a useful way of gaining popular
support. In addition, government priorities are
constantly changing, and a change in leadership
can reverse spending priorities and de-prioritise
insurance. Elections create a particular moment
of vulnerability, as priorities can shift radically

and displace funding earmarked for premiums.
This has been noted for Mauritania, Senegal,
Kenya and Fiji (Martinez Diaz et al., 2019; e-Pact,
2017; interviews). As one interviewee described
the situation: given upcoming elections, should
the government buy insurance which benefits an
insurance company based outside the country, or
would it be better to take that money and use it to
support local businesses?

2.8 Desire to effectively finance risks
and build resilience

Governments are looking for ways to better
manage their risks and build resilience,
increasingly using risk transfer alongside

a combination of financial instruments.

Again, this is infrequently mentioned in the
literature but was communicated in several
interviews — possibly, it is a factor that has become
more important in recent years as countries’
capacities in relation to disaster risk finance have
grown. Notwithstanding the powerful political
disincentives against purchasing insurance noted
above, several country representatives described
a desire to improve their country’s resilience by
having robust risk financing instruments in place.
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A government official from an insurance-
purchasing PIC stated: ‘There’s nobody [within
government] who says we shouldn’t be investing
in ourselves; nobody says that’ - adding that their
country sought to be a role model in the region
for resilience and self-reliance. In addition, one
interviewee noted that buying ARC insurance

Iso brought wider resilience benefits, including
‘effectiveness gains and gains in transparency
and accountability’ through the contingency
planning process.

Some countries viewed insurance as a
necessary instrument that complemented
other risk financing approaches they were
using. For example, one African government
representative mentioned how it fitted into their
wider Disaster Risk Financing strategy, developed
in collaboration with the World Bank, and
enabled them to transfer risk in order to better
protect the development budget. Similarly, one
representative from the Pacific mentioned how
insurance provided them with ‘another option’ for
post-disaster finance, while another stated that
insurance fitted into their layered approach to
DRF: ‘We generally look at the products that are
available to us and try to build a layered approach
to financing. So each financing instrument
complements the other. We look at how much
money we have got, for example in trust fund or
in surplus, over budget which can be invested

in building financial resilience by purchasing
insurance.

2.9 Regional dynamics

Some interviewees expressed a desire to
support the risk pools because they are
regionally-led initiatives. They valued the
risk pools as regionally owned, with regionally-
based staff, and wanted to see them succeed.
For example, studies have shown that African

governments value ARC’s status as an initiative of
the African Union (e-Pact, 2017). Similarly, multiple
interviewees from PICs mentioned the importance
of having people from the region as senior staff
and Board members. In particular the new PCRIC
Chief Executive Officer (CEO) is an Islander and is
credited with having driven new levels of country
engagement, created higher levels of trust and
improved regional understanding,

Some interviewees also mentioned a level of
‘regional peer pressure’ encouraging uptake,
as countries saw their neighbours buying
insurance and, sometimes, benefiting from
payouts. Some countries were viewed as being
particularly important in this regard; for example,
one interviewee argued that if Fiji were to join the
PCRIC risk pool it would be particularly influential
with other PICs, given their size and strategic
importance in the region.

However, regional dynamics may also
undermine insurance uptake. Some studies have
mentioned regional politics being a hindrance; for
example, ARC being viewed as primarily focused
on West Africa and, therefore, of less interest to
countries from other regions (Martinez-Diaz et al.,
2019; OPM, 2022).

2.10 Lesser factors

There are a wide range of additional factors
that appear to influence insurance uptake,
albeit to a lesser extent than the factors
listed above. All the factors listed above were
mentioned by interviewees or in the literature at
least five independent times. However, a handful
of other motivations were mentioned by two or
more independent sources. They are presented
below, as the literature in this area is very limited;
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note that a different sample of interviewees may
have given greater prominence to a different set
of factors.3

Payouts - experiencing a payout makes a
country more likely to buy insurance in future
(OPM, forthcoming), just as not getting a
payout appears to increase the chance of a
country dropping out of a risk pool.
Technical support from the risk pools - a
recent evaluation states that ARC capacity
building is universally valued by member
countries (OPM, forthcoming). Similarly,
PCRIC’s country engagement and participation
in a number of regional working groups was
viewed as beneficial.

Recent experience of a high-impact disaster
- for example, one interviewee reflected on
how CCRIF was born in the aftermath of a major
hurricane, with sixteen countries immediately
willing to join.

Climate justice - this was mentioned as a
barrier to uptake, particularly in the Pacific
where loss and damage debates resonate
strongly with governments, making them less
inclined to use their own resources to pay
premiums (Martinez-Diaz at al., 2019).

Need for quick liquidity - some countries
noted that their alternative sources of post-
disaster finance were primarily development
partner funding or budget reallocations,

both of which are very slow. Insurance

offers a quick payout that can fill the gap
while other resources are being mobilised.
Interestingly, speed of payouts did not

3

appear to be a motivating factor to the same
extent in the Pacific as in ARC-participating
countries, possibly because PICs have smaller
governments and are therefore able to mobilise
budgetary resources more quickly themselves.

In particular, this research conducted a very limited number of interviews with people based in the Caribbean,

instead focusing on Africa and the Pacific.
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3 Premium support versus capital support

This section provides analysis of donor decision-making and incentives in relation to providing capital

support and premium subsidies, and reflects views from across all types of stakeholder on how this
could and should evolve in future. It therefore provides a basis for understanding what drives levels of

donor support for premium and capital support and briefly explores stakeholder views around future

prioritisation of premium subsidies.

Key points:

e Donors are predominantly driven by the availability of loan versus grant finance within their
institutions when deciding whether to provide capital support or premium subsidies. This access is

driven by a range of factors.

e Generally, investment loans, which can be used for capital support, are more easily available and in
larger quantities than grant funds, which are used for premium subsidies.
e Other factors that shape donor decisions about whether to provide capital or premium support

include the stage of the risk pool’s development; existing levels of capitalisation; and demand from

countries and the risk pools.

e Stakeholders expect donor support in this area to grow and unanimously supported more

premium subsidies.

e There is strong evidence that premium subsidies should be prioritised over capital support at the

current time.

Donor decisions on whether to support

risk pools through the provision of capital
support or premium subsidies are complex
and multi-faceted. Donor agency staff face
numerous constraints in how they provide
support to risk pools — unfortunately, they are not
always at liberty to choose between using funds
for premium subsidies or capital support. The
reality is much messier and more complicated,
with various operational and political factors
driving the decision. This creates a risk that a
good balance between capital and premium
support is not being achieved and donors would
be well advised to review and sense-check their
approaches.

The primary consideration in whether to give
capital or premium support is the availability
of loan versus grant funding within the donor
institution. Most donors now have an investment
instrument as well as grant funding streams. These
are not interchangeable - a set amount is available
for each in a given spending cycle, and officials
have to pitch for it based on a combination of
factors (for example, their assessment of need
and likely allocation to their department), often
using technical as well as political arguments.
Although capital support has been provided in the
past using grant funds (for example, to both CCRIF
and PCRIC), for ARC it was provided as loans, and
this trend of using loans for capital support is
expected to continue. By contrast, best practice
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suggests that premium subsidies should be paid
for using grant funding, not loans, given that
premiums are not designed to generate future
returns that can be used to service the debt and
hence raise questions around debt sustainability
(Martinez-Diaz et al., 2019).

Grant funding, which typically pays for
premium subsidies, is much less available than
loans. The main donors supporting the risk pools
have been the United Kingdom (UK) and Germany,
and grant funding is much harder to access for
both. Investment loans, which ultimately have to
be paid back, understandably carry more benefits
for adonor agency and therefore tend to be more
available than grant finance, which does not have
to be repaid.

In general, therefore, larger amounts of capital
investment are available compared to grant
funds. This has not always been the case; it is

part of a wider trend in development finance. For
example, in the UK there was a big shift to capital
investment from around 2010, meaning that much
larger amounts of finance are now available as
capital from the UK than as grant funds. This can
be clearly seen in the UK’s capitalisation of the
Caribbean Catastrophe Risk Insurance Facility
(CCRIF) with £3 million in grant funding, compared
to ARC who were later capitalised with a £33
million long-term loan.

Access to loan or grant finance is also driven by
operational issues and personal connections.
There can be windows of opportunity when grant
funding or capital becomes available within a
donor agency, and officials can try to access it at
that point - for example, at year end, if there has
been an unexpected underspend. The COVID-19
pandemic provided another such opportunity,
when grant finance suddenly became available
within KfW Development Bank as emergency

support was activated. Working relationships can
also shape access to the different types of finance;
for example, the department you sit in, or the
connections you have, can mean you get easier
access to one type of finance over the other. One
interviewee also noted that the particular type

of finance you have previously accessed is likely
to stay more accessible to you in future, as you
already have the necessary relationships, have
built trust and understanding, and are familiar
with the process.

Other factors driving donor decision-making,
beyond availability, include the following:

e The stage of development of the risk pool.
Capital support is more likely to be given in
the early stages of a risk pool, when capital is
needed to establish the initiative. Equally, if
there has been a period of rapid growth, or
one is anticipated, then more capital may be
required to enable more risk to be underwritten
and ensure the financial stability of the pool.

e Existing levels of capitalisation and
subsidisation. One donor representative
discussed being mindful of not wanting to over-
capitalise a risk pool because of the opportunity
costs - this would not be a cost-effective use of
funds. For example, the UK’s original business
case includes £90 million to capitalise ARC,
but this has not all been given as there has not
yet been a clear need for the full amount. All
donor stakeholders recognised that there was a
shortage of premium subsidies available at the
moment.

e Demand. Donor representatives spoke of
seeking to respond to countries and risk pools’
preferences and requests, where these were
supported with evidence of need (in the case
of additional capitalisation). One interviewee
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noted that climate justice arguments made
within global forums like the G7 summits and
COP26 have helped create political support
and generated increased calls for premium
subsidies.

Both capital and premium support are
expected to increase in the future. Donors
anticipate giving more to the risk pools, both as
capital and premium support. For example, at
COP26, the UK announced that both investment
and grant financing would be made available for
the risk pools in the coming years. Interviewees
unanimously expect funding to the risk pools

to increase, and several different donors were
mentioned as likely to start support imminently,
including non-traditional donors. Several
interviewees mentioned a hope and desire that
the global climate funds will start to provide
premium subsidies - this is seen as a route to
larger amounts of funding over the long term.
However, alongside the optimism, some actors
mentioned that this will all depend on there being
sustained good performance amongst the risk
pools and noted that a high-profile basis risk event,
for example, could reduce donor appetite.

There is strong evidence that premium
subsidies should be prioritised over capital
support at the current time. Capital investment
can help sustainability, enable rapid payouts

and, indirectly, lower premiums. However, both
the literature and many interviewees argued

that the risk pools are already well capitalised
and were designed not to need more capital
unless they grew significantly, which is unlikely to
happen without more premium subsidies. This is
particularly the case for ARC and PCRIC, both of
which have been the subject of recent analytical
studies that argue that they are already soundly
capitalised and could, in fact, support a good deal
more in sales without requiring additional capital
(Lee and Rusconi, forthcoming; OPM, 2022).4
Most interviewees argued that donors should
focus on providing premium support; some stated
that both were important (though capital was
often argued for as an indirect way of reducing
subsidies) and premium subsidies were generally
acknowledged as most needed at this stage.
Nobody supported the idea of capital support
without premium subsidies. This suggests that
donors should proceed with premium subsidies
as their priority, and only provide capital support
after careful analysis of its likely cost-effectiveness,
and with consideration of the lending terms and
what incentives and additional costs they may
create.

4  Some interviewees and literature discussed the case of ARC, where the capital has been provided as repayable
loan that can be recalled with three months’ notice - asserting that this arrangement results in its being
protected more than would be expected, leading to higher levels of reinsurance being purchased so that the
capital is not put at risk. This therefore generates higher reinsurance costs for the risk pool, which potentially
undermines some of the anticipated benefits of the capital. This demonstrates that it is important to get the
terms of donor capital investment right, not just the overall amount.
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4 Theimpact of subsidies

This section provides analysis from across the literature review and the key informant interviews on
the actual impacts of subsidies where they have been offered. It also collates views on the potential
impacts subsidies could have - both positive and negative. It aims to provide clarity on the likely

benefits and risks of providing premium subsidies.

Key points:

e Premium subsidies can help the initial take-up of insurance, and can dramatically increase the size
of a risk pool. However, uptake is not guaranteed and, if subsidies are removed, there is a risk that

some countries will discontinue coverage.

e Subsidies are used by countries to both reduce government expenditure and to increase coverage.
It is unclear what drives the decision about which of these routes to choose, although it seems

likely to be affected by region and income level.

e Premium subsidies are considered to have few negative impacts. Incorporating exit strategies into
design can overcome concerns around dependency and sustainability. There is little evidence that
premium subsidies contribute to moral hazard or undermine risk reduction and preparedness.

There is broad consensus that premium
subsidies support the uptake of insurance

by improving affordability, offering a useful
initial impetus to countries. All the risk pools
have used premium subsidies as a way of growing
their membership. Senegal is an example of a
country that received subsidies, from Japan, for
the first year of their ARC membership, and then
integrated premium costs into their national
budget for subsequent years (they also received
an early payout, which helped to build political
support). This was an excellent example of
donors’ original expectation for how premium
subsidies would catalyse government ownership
of risk. Malawi presents a similar example - having
dropped out of the ARC risk pool over concerns
around basis risk, premium subsidies are thought
to have been instrumental (although not the sole
motivator) in them re-joining the pool several
years later. One report acknowledges the success

of premium subsidies as a strategy for growing risk
pools: ‘For sovereign insurance, evidence suggests
that premium subsidies facilitate or increase
uptake particularly for countries that would
otherwise be unlikely to take out insurance’ (Vivid
Economics et al., 2016: viii). As an official from

a country that has not yet taken out insurance
phrased it: ‘At the very least, [premiums] will
entice the government to take up insurance and
try it out’

Many view premium subsidies as essential for
much-needed growth across the risk pools,
particularly at this time. Risk pools need broad
and diverse membership to function effectively.
Yet fiscal space in many countries remains very
tight - following COVID-19, and as governments
struggle to address cost-of-living increases — which
reduces the likelihood of new countries joining.
PCRIC’s membership is very small, and needs to
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grow for the company to be sustainable into the
future (OPM, forthcoming). Experience with ARC
demonstrates the dramatic effect that premium
subsidies can have on a risk pool’s membership: a
recent cost-benefit analysis of ARC assessed its
historical levels of business at around $5 million
without subsidies, $15 million with some countries
accessing subsidies and $25 million if subsidies to
humanitarian agencies (via the Replica product)
are also included (Lee and Rusconi, forthcoming).
One key informant underscored this point,
commenting: ‘Either you put premium subsidies in
or you don’t have a risk pool’

Countries use their subsides in different ways,
both to displace government costs and to
enable increased coverage, and this appears
to differ by region. CCRIF offers countries

the option to use subsidies to reduce their own
contribution or to increase their coverage, and
reports that both approaches get taken up. For
ARC, it seems that countries are more likely to
use premiums to reduce the contribution from
their national budget for that fiscal year. Given the
relatively small sample size, and the complexity
of decision-making around insurance purchase,
more empirical research is needed to understand
under what circumstances subsidies are most
likely to lead to increased coverage rather than
displacing government spending. However, it
seems likely that the country’s income level

and fiscal situation play a part - if a country is
extremely fiscally constrained then they are more
likely to want to use a subsidy to reduce pressure
on their budget. As an example, the Cook Islands
- currently a high-income country, though their
tourism-based economy was badly impacted by
COVID-19 - stated that they would like subsidies
for PCRIC insurance and would use them to
increase coverage rather than reduce their own
contributions.

Countries do not always accept premium
subsidies, even of 100%. For example,
Mozambique was offered 100% premium subsidy
foran ARC product and chose not to proceed.
One involved stakeholder believed this was
because there were concerns about the level of
development of the risk model. This is perhaps
surprising, but demonstrates the complexity

of decisions around insurance purchase and
that affordability is only one of the barriers

to insurance uptake. The impact of premium
subsidies will therefore be lessened in situations
where the key barriers to uptake are issues such
as lack of data or technical capacity, rather than
affordability.

Many countries state that they would have to
drop out of risk pools without subsidies. For
example, a CCRIF survey discovered that 61%

of countries would likely discontinue coverage

if their fiscal position changed. ‘As of 2021/22,

the EU, the World Bank (MTDF), and Canada all
continue to provide funds to significantly reduce
the costs of premiums to Caribbean countries’
(Lee and Rusconi, forthcoming: 27-28). The
situation is similar with PCRIC: ‘In consultations
conducted after the pilot program, four countries
suggested that they would not have been able

to participate without premium subsidies. They
indicated that they would “seriously evaluate their
ongoing participation if the premium ceases to be
subsidised” (Martinez-Diaz et al., 2019). However,
this is not always the case. As stated above, there
are examples, within ARC and CCRIF, of countries
graduating successfully from premium subsidies.

Less is understood about the impact of new
subsidies to existing member countries. While
it is clear that subsidies can support expansion to
new members, it is less clear what the impact of
subsidies for existing members could be. A recent
study on ARC proposes a theory that ‘subsidies
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for more countries would produce more demand,
whereas a higher level of subsidy for existing
participants would not increase demand much

at all’ (Lee and Rusconi, forthcoming). During

this research, representatives of countries with
existing ARC policies stated that they would be
more likely to use subsidies to expand coverage
to different hazards or try out new products
(particularly for flooding) rather than expand their
current policy. However, this was not unanimous
- one country representative said they would

use additional resources to expand geographic
coverage, while another said they would extend
coverage to more frequent droughts. More
empirical research is needed in this area.

Premium subsidies are viewed extremely
positively, with few concerns over negative
impacts or risks. Interviewees were
overwhelmingly positive about, and supportive of,
premium subsidies. An official from one African
country said: ‘l don’t see risks to premium subsidy
provision. Insurance is only one component of
alarger package of interventions ... it’s part of

the puzzle, and we’re preparing government in
different areas, because disasters will always be
there, and insurance helps cover the high impact
event layer’

Some interviewees noted that subsidies

have to be designed well so that they do

not undermine sustainability. \When asked
specifically about the negative impacts of
premium subsidies, some interviewees noted a risk
that they could create dependency and undermine
sustainability. However, all then went on to note
that this could be overcome by designing subsidies
so that there was a clear and agreed exit strategy
(see section 6).

There is little evidence that premium subsidies
for climate insurance contribute to moral

hazard by reducing incentives to invest in
disaster risk reduction (DRR). The theory that
climate insurance disincentivises government

to prepare for, or invest in, the management of
climate risks - because they know they will receive
a payout - was roundly debunked by interviewees.
There was a strong consensus that this theory has
not played out in practice, with one interviewee
describing it as a ‘false narrative’. The amounts

of money for both subsidies and payouts were
viewed as simply too small to drive a significant
change in attitudes around risk reduction.
Vulnerable countries are painfully aware of the
risks they face and are very strongly incentivised
to manage, rather than ignore these. Some also
suggested that the theory credited governments
with a more joined-up approach to disaster risk
management than is usually the case in reality,
noting that DRR was typically dealt with by one
department, with insurance being organised and
purchased by a completely different ministry.
Interestingly, only one interviewee felt they had
seen cases of moral hazard; this was in the Pacific,
where government is notably much smaller

and potentially more integrated than in larger
countries.
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5

Allocating subsidies

This section provides analysis of donor perspectives and incentives in allocating premium subsidies
to countries, and reflects views from across all types of stakeholder on the most important criteria
for allocating future subsidies.

Key points:

Subsidy allocation is complex and has used different criteria in the past, supporting varying
objectives for the risk pools. Some criteria negatively affect uptake and more transparency and
learning is needed.

The main donors providing premium subsidies have some criteria that cannot be changed,
particularly that countries must be ODA-eligible and that subsidies are not offered directly to
countries under sanctions.

Donors have a longer list of preferences for allocating subsidies, particularly that the product

is high quality; there is a plausible exit strategy; the subsidy is for a new country or product; the
country is a priority for them; and there is demonstrable need.

‘Proportion of vulnerable population in total population” and ‘climate and disaster risk profile’
were selected by interviewees as the most important criteria for allocating premium subsidies
from a pre-defined list of potential criteria presented in interviews. Respondents from risk pools
particularly selected these criteria.

‘Country income level’ and ‘prior risk reduction actions/policies of a country’ came a close second
in stakeholders’ perceptions of important criteria for allocating subsidies.

There was a divergence across interviewee types as to which criteria they prioritised and several
other criteria were suggested, particularly around value for money and cost-effectiveness of the

policy.

Allocating subsidies across countries, risk
pools and products is clearly a difficult
process. To date, different tranches of premium
subsidies have all used different criteria for their
selection of countries and products to receive
support, with donors often choosing to work
through an intermediary, such as the African
Development Bank (AfDB)’s Africa Disaster

Risk Financing Programme (ADRIFi), to make
allocations. The criteria used have not always
been clearly articulated or applied within a
transparent, rules-based system, leading to a view

that subsidy allocation has been too opaque and
uncoordinated. Countries themselves have often
been unsure whether they are eligible or not until
very late in the policy purchasing process.

Whilst there is clearly room for improvement,
the international community is still at an early
stage in allocating subsidies, suggesting that
some flexibility, experimentation and learning
is required to understand how subsidies can
be most effectively allocated. Very different
approaches have been used; for example,
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Germany’s first set of subsidies for ARC products
were paid for by emergency COVID-19 funding
and, as such, had very few criteria attached. The
second set was part of a longer-term approach
where more criteria were applied, most notably
that it had to involve a country that was not an
existing customer, or relate to a new product.
This condition appears to have significantly
reduced uptake, and ARC have reportedly
struggled to allocate the full amount of subsidies.
There therefore needs to be a balance between
allocation criteria and country demand.

The overarching objective for the donor
providing the funding shapes the allocation
criteria. For example, if the ultimate aim is to
grow the risk pool membership, it makes sense to
only allocate subsidy to countries who have not
previously purchased insurance. However, if the
aim is to increase coverage generally, a case can
be made to also provide subsidies to countries
who are already members, or in support of new
products. If the primary concern is to speed up
emergency assistance, it may be best to allocate
subsidies primarily to humanitarian agencies
purchasing a Replica product.

Individual donors have ‘red lines’ in allocating
premiums to countries that cannot be
dismissed. Donors often insist that countries are
ODA-eligible, thus ‘baking-in’ a poverty dimension
to the allocation of subsidies. In addition, bilateral
donors cannot give subsidies directly to countries
that are subject to sanctions. For ARC this has
affected subsidies to Mali, Sudan and Zimbabwe,
some of which were already under negotiation at
the time of sanctions being applied.

Donors also have a diverse set of internal
preferences as to how they allocate premiums,
both to countries and across risk pools. These
differ by donor agency, making it hard to establish

an international list. Interviewees mentioned the
following donor priorities in recent rounds of
subsidies:

High quality product

Donors are keen to use subsidies as a way of
driving best practice in the CDRFI sector. For
example, KfW Development Bank commissioned
independent quality-assurance reviews of each

of the insurance policies they were considering
subsidising using COVID-19 funding. This was

not a formal condition of the subsidy, but it

helped in the design and advocacy for their larger
subsequent subsidy programme. The UK’s Foreign,
Commonwealth and Development Office (FCDO)
also prefer to subsidise products that incorporate
examples of best practice; for example, embedded
monitoring and evaluation, integrated contingency
planning and a focus on vulnerable people.

Exit strategy

Some donors have historically wanted to see an
exit strategy before providing CDRFI support to
countries. This concern over the sustainability

of premium payment continues. FCDO, for
example, have purposely channelled their
premium subsidies for ARC products through

the AfDB’s ADRIFi programme, so that there can
be an explicit link with longer-term concessional
financing. The aim is that governments will be able
to gradually shift to paying a greater percentage
of the premium using their African Development
Fund (ADF) envelope via AfDB or using their

own budget. Using premiums to build rather than
undermine long-term sustainability is a primary
concern for donors. For example, one interviewee
complained that donors to CCRIF have actually
undermined sustainability, explaining that the
scheme had been self-sustaining (with countries
paying their own premiums), but that it has taken a
step backwards since over a quarter of premiums
are now subsidised.
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New countries and hazards

As mentioned above, some recent ARC subsidies
from Germany could only be allocated to
countries who are new to the risk pool or who are
purchasing insurance for a new product covering
a different hazard. This criterion was driven by a
desire to stimulate longer-term demand, which
was expected to come from including a broader
set of countries in the risk pool and a more diverse
set of products. This carries some logic - and it
would also help to diversify the risk pool, thereby
improving financial sustainability. Unfortunately,
it has ultimately reduced demand, possibly
because ARC only has a small set of products,

and the subsidies have not been fully taken up. It
also, unfortunately, creates a situation in which
countries who have been repeat customers

of the risk pool are actually penalised for their
loyalty and past proactivity in risk ownership and
management.

Priority countries

Donors tend to have priority countries which they
prefer to support, often for political or historical
reasons. This inevitably shapes the list of countries
that get prioritised for subsidies. These bilateral
preferences can get passed on to multilateral
programmes, too; for example, ADRIFi is a multi-
donor trust fund and has its own list of priority
countries.

Desire to reduce the protection gap
Interviewees spoke about wanting to prioritise
countries where there was the greatest need,

with one respondent involved in the allocation of
subsidies stating: ‘l was trying to be as needs-based
as possible” Exactly how ‘need’ is determined is

not always clear, though it seems that donors
often tried to target the poorest people through
support to particular risk pools or instruments
that focused on the most vulnerable (for example,
ARC’s contingency planning process, that targets
the most vulnerable), rather than by using a
quantifiable metric such as a country’s GDP.

Most stakeholders interviewed felt that
‘proportion of vulnerable population in total
population’ and ‘climate and disaster risk
profile’ were the most important criteria that
should be used for allocating future premium
subsidies. All stakeholders were shown a pre-
defined list of possible criteria to use in allocating
subsidies and were asked for their reflections on
the most important ones, selecting up to three
criteria that they felt should be used for subsidy
allocations.5 Across all stakeholder groups, these
two criteria came joint top of the selection.

5 The full list of possible criteria were: (1) country income level (e.g. GNI per capita); (2) proportion of vulnerable
population in total population; (3) country debt accessibility constraints; (4) level of insurance penetration; (5)
climate and disaster risk profile (e.g. high-risk countries); (6) prior risk reduction actions/policies of a country;

(7) other (with respondents asked to specify).
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Figure 1 Possible subsidy allocation criteria | Number of times selected by interviewees

Prior risk reduction actions 8

Climate and disaster risk profile 10

Level of insurance penetration 2

Country debt accessibility constraints 2

Proportion of vulnerable people in population

Country level income 8

10

‘Country income level’ and ‘prior risk reduction
actions/policies of a country’ came a close
second in stakeholders’ perceptions of
important criteria for allocating subsidies.
These two criteria were the joint runners-up
across all stakeholder groups. However, these
were more controversial. Some interviewees
argued that ‘country income level’ was misleading,
particularly given how much COVID-19 impacted
all countries, and suggested a multi-dimensional
vulnerability index would be a better choice of
criterion. Similarly, ‘prior risk reduction actions’
was rejected by one interviewee who felt that
climate justice perspectives made this an
inappropriate criterion, with affected countries
expected to carry too much of the burden of
responding to climate change before being eligible
to subsidies that should be rightfully theirs.

Very few stakeholders felt that ‘country debt

accessibility constraints’ or ‘level of insurance
penetration’ were the most important criteria
for allocating subsidies. One respondent argued

that using debt accessibility constraints set up
debt and insurance as on the same level (i.e. if
you can access debt, then choose that instead),
whereas insurance should be viewed as much
more preferable. A few stakeholders argued that
‘level of insurance penetration’ should not be
used at all as it is not relevant to sovereign-level
insurance (it is only applicable to micro-level
insurance) and is more a proxy for income level,
which is better captured by other measures.

Several other criteria were suggested,
particularly around ‘value for money’ and

the cost-effectiveness of the policy. Other
suggestions included ‘the existence of viable
alternatives and markets for sovereign insurance’,
‘the strength of money-out systems’ (although

it was noted that ARC already have a stronger
money-out process via their contingency planning
process than other risk pools), and ‘economic
stability’. One stakeholder, from a small country,
suggested that country size should be a factor.
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There was a fair amount of divergence
between the stakeholder types. Countries
clearly had their own bias in selecting criteria; for
example, countries with higher incomes appeared
to be less happy with ‘country income level’ being
used as a criterion. Donors were keener than
other groups for ‘prior risk reduction actions’ to
be included as a criterion. This raises an interesting
question as to whose priorities should be reflected
when attempting to select a list of criteria with
global relevance.

The risk pools showed strong consensus in
their selection of criteria, with clear preference
going to ‘proportion of vulnerable population
in total population’ and ‘climate and disaster
risk profile’. As risk pools work across countries,
they potentially carry less bias. Their preferences
matched the overall sample, suggesting that these
two criteria are particularly relevant and should be
prioritised in allocation of premium subsidies.
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6 Improving the design of subsidies

This section focuses on how subsidies have been designed in the past and synthesises stakeholder
views on how design could be improved in the future to maximise benefits and minimise risks.

Key points:

e There is little public information or empirically-informed debate on the important issue of how
best to design premium subsidies to meet country needs and donor objectives. Much of the

information on ‘who gets what subsidies’, and the terms of agreements, are not publicly available.

e Donors, governments and intermediaries arranging subsidies likely all have different incentives that

will play out during the negotiation process.

e Many interviewees argued that premium subsidies must be flexible and designed in collaboration

with the national government, to best reflect their needs and economic situation.

e Subsidy design can support a donor’s objectives, but there is little consensus on the appropriate
size of premium subsidies. Most felt that it was important, at least after the first year, that recipient
countries made some contribution to ensure buy-in.

e There were also divided views on the appropriate duration of subsidies, ranging from two years

to very long-term as an alternative to humanitarian aid. Most interviewees argued that support
should be multi-year, although it was acknowledged that this can be unpopular with some
governments as it typically requires a commitment for increasing levels of co-financing.

There is scope to improve the design of
subsidies, and more critical reflection on the
topic is needed. A sliding scale has often been
used to determine the sizes of subsidies, starting
with a higher percentage of the premium cost
being covered in earlier years, reducing to zero
over time. This design was based on the premise
that countries needed to experience a quick ‘proof
of concept’in relation to insurance, and that after
a subsidy had been provided for a short time (e.g.
three years), countries would then be convinced
of the value of insurance and be willing to pay
premiums using national budget. This theory has
not proved universally true - there are several
examples of countries who state they would need
to drop their coverage if subsidies were to end,
and, in addition, examples of subsidies not being

taken up even when 100% support is initially

on offer. This all suggests that there is scope to
improve the design of subsidies to better meet
the needs of countries as well as donor objectives.
One respondent suggested that it is ‘too early

to tell’ for sure how to improve the design of
subsidies and that more experimentation and
research is needed.

Many interviewees argued that the design

of subsidies should be highly flexible,
depending on the specific country context,
with government actors fully engaged in the
design process. As one respondent stated: ‘It’s
not a “one-size-fits-all”, it’s an approach that is
country by country. Of course, there could be a
large bucket with some overarching structure and
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criteria, but when it comes down to the country
level, it has to be custom-designed really to
respond to the specific needs of the country’ This
speaks to the need for detailed country-level work
in order to agree terms of the subsidy depending
on the specific financial and economic situation of
the country. Clearly then, government actors need
to be fully engaged collaborators in the design of
the subsidies. On all sides, there needs to be an
appreciation of the longer-term objectives of the
subsidy, clarity around the country’s needs, and
honest discussion around the necessary subsidy
amount and duration given the country’s financial
position and economic outlook. One interviewee
noted that, in some countries, prior capacity
building will be required to arrive at this point.

The complex process of agreeing a subsidy

is best conceived as a negotiation between
actors with differing incentives, and little is
reported publicly. These discussions are (and
will be) sensitive and private: often not taking
place directly between donors and countries,

but mediated through third parties, such as the
risk pools themselves, who have their own set

of incentives. This introduces complexity and
mixed incentives between the different public-
and private-sector actors. Some interviewees
emphasised the element of negotiation that
comes in purchasing an insurance product - for
example, negotiation around agreeing the level of
coverage. Agreeing a subsidised policy is therefore
best characterised as a process of intense
negotiation and managing trade-offs, involving
different actors driven by potentially competing
interests. There needs to be better understanding
of what the incentives of these actors actually
are, and how they interrelate to shape the

design and uptake of subsidies. However, gaining
clarity is difficult, as the donors, countries and
intermediaries interviewed were often unable (or

reticent) to share the exact details of subsidies,
or otherwise requested that the information
remained confidential.

The design of subsidies will likely be shaped
by donor objectives. As with the allocation of
subsidies, subsidy design can support a donor’s
longer-term objectives. For example, if a donor
is concerned with increasing uptake or coverage,
they may be willing to pay 100% subsidy for
several years. However, if their primary concern
is building government ownership, they will

likely want to see some funding coming from the
national budget as soon as possible.

Most interviewees were of the view that

100% subsidy was not appropriate, except
perhaps in the first year of a subsidy. People
spoke of needing to ensure that there was some
government awareness and ownership that would
best come by making a small contribution to
premium costs. Respondents also mentioned that
very cheap goods are often not properly valued
by those who receive them and that making a
contribution ensures that governments have
some ‘skin in the game’. One study also notes that
‘countries should continue to cover some portion
of the premium, even if minimal, as allocating
budgetary funds to pay premiums generates a
regular process through which finance and other
ministries must review national risk exposure.

It also prompts a regular dialogue between
ministries and legislatures — which must approve
the budget - about disaster risk insurance and
disaster risk finance more generally’ (Martinez-
Diaz et al,, 2019).

There is no clear consensus on what
percentage of premium costs should be
covered, over what period of time. One
respondent noted that it is ‘tricky to get right and
will change over time’ as the economy changes
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and different actors move in and out of decision-
making roles in government. A recent cost-benefit
analysis of ARC considered the impact of 50%
subsidies, finding that ‘evidence from ARC’s
experience shows that this level of subsidy does
seem to make a substantial difference to demand,
although this is not a robust statistical result, just
an impression from the data. Probably this subsidy
would not increase demand from countries that
were already purchasing unsubsidised insurance’
(Lee and Rusconi, forthcoming: 25-26).

There is some consensus that premium
subsidies should be multi-year rather than
one-off annual offers, although this is
unpopular with some countries because of
the requirement for co-financing. Donors,

in particular, are keen for multi-year subsidies
with increasing levels of cost covered by the
government in order to offset the risks of
dependency and lack of sustainability. Multi-year
arrangements also appeal to donors and risk
pools given ‘churn’ within government, bearing

in mind that a new Minister of Finance may

not be as supportive of insurance as the last.
However, countries appear to find multi-year
arrangements less appealing and find it difficult to
commit to funding increasing amounts of subsidy
into an uncertain future. There exists also the
added challenge of how to actually enforce such
arrangements, especially for vulnerable countries
who may experience a shock that radically impacts
on their fiscal position. Some respondents
argued that because multi-year arrangements

are unpopular with countries, they have not been
strictly applied to countries receiving subsidies.

There are a wide range of views on the
appropriate duration of subsidies. Interviewees’

suggestions ranged from two years to ‘indefinitely’.

One respondent suggested that around five
years would be an appropriate duration, on the

basis that most risk pools are insuring risks that
are expected to occur every 4-10 years,soina
five-year period there is a fairly good chance of
receiving a payout and experiencing the benefits
of insurance. An alternative view was voiced by a
few interviewees who viewed premium subsidies
as an alternative to humanitarian aid, making the
argument that they should continue indefinitely,
over a very long time horizon (for example, 30
years) or until a country graduates from ODA
eligibility. These respondents recognised this was
contrary to donors’ concerns about dependency
and sustainability, but felt it was a more realistic
future for CDRFI, particularly in light of climate
justice and ‘loss and damage’ debates.

There is some support for embedding
conditionalities into the design of subsidies

to ensure best practice, although this needs
to be done with consideration of how it may
affect uptake. As noted in section 5 on allocating
subsidies, donors are keen to use premium
subsidies to incentivise best practice. One way of
doing this is to only allocate premium subsidies to
risk pools or products that incorporate elements
of best practice. Another option is to incorporate
specific practices into the design of individual
subsidies as required conditions. For example, this
could include requirements to develop payout
contingency plans that prioritise vulnerable
people; not use payouts to fund food transfers if
cash is a viable option; or insist that specific risk
reduction activities take place as pre-conditions
for the subsidy.

Some interviewees noted that that subsidies
should carry the ‘normal requirements of aid’;
for example, that there is an impact on poor
communities, that monitoring and reporting
is routinely done, or that gender dimensions
are considered. These are all ‘hard-won’ areas of
best practice in development programming that
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have not always been reflected in how subsidies
have been designed. As one respondent said, ‘If
it’s going to be called “development insurance”,
then you need to hardwire-in developmental
outcomes.” However, there may well be a trade-
off to be made, where some conditionalities
could reduce demand. This should be carefully
considered in consultation with recipient
countries. Donors will also need to consider how
adherence to conditionalities could be monitored
and reported, and would need a credible

mechanism for withdrawing subsidies if necessary.

Subsidies can be packaged as part of broader
programming, in order to raise their profile
and support sustainability and capacity
building. Some interviewees noted that subsidies
are likely to work best if they are part of a broader
benefits package; for example, if they are linked
with a broader technical assistance or capacity-
building programme. This kind of ‘bundling’
improves the visibility of the subsidy and links

it with a greater endeavour in the country.

Linked capacity building would also have the
added benefit of ensuring that there are people
embedded in government who really understand
the model and the policy, and who are therefore
better placed to negotiate coverage in future.
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7 Conclusions

This political economy analysis is part of a wider
study seeking to investigate how premium

and capital support can best be provided to
countries. The overall aim of the study is to
further thinking on what the basis should be

for prioritising countries for, or excluding them
from, subsidy support. There are many relevant
findings in this report.

Stakeholders argued strongly that donors
should focus on providing grant funding for
premium subsidies rather than capital support.
Whilst finance for capital support is generally
more accessible within key donor agencies,
premium subsidies are now the priority in order to
ensure the growth and sustainability of the

risk pools.

Subsidies can help to grow risk pool
membership, but there are also reasons why
existing members could also be considered
for premium support. Evidence demonstrates
that subsidies help encourage new countries to
purchase insurance. However, many countries
who receive subsidies state that should the
subsidy stop, they would need to reduce coverage
or drop out of the risk pool. There is also a difficult
question as to whether countries who have been
loyal risk pool members, paying premium out

of their own budgets, should be excluded from
subsidies or not. Including them could send a
positive message to other countries about the
availability of long-term support; it is a good way
of ‘rewarding’ strong risk ownership and ‘good
performance’; and it could lead to increased
coverage if governments use the subsidy to
expand their policies rather than replace their
Oown COosts.

Affordability emerged as the main barrier to
uptake, but it is only one among many factors
that influence the uptake of insurance. The
most significant barriers, after affordability, were
lack of understanding and technical capacity;
availability of alternatives; and perceptions of
reliability. However, the report provides a much
longer list of influential factors, the balance of
which will vary in each country, affecting the
impact of subsidies. This is complex, and not well
understood due to the lack of research in this area.
For example, a country lacking technical capacity
and understanding of insurance is less likely to
purchase a policy. Even though providing a subsidy
to that country may help to overcome that barrier,
the barrier may prove too significant and the
country may decline to accept the subsidy.

Experience has demonstrated that subsidies
are not always attractive enough for them

to be taken up. Previously, certain elements of
the design of subsidies have acted as barriers

to uptake - particularly that they had to go to

new countries or cover new hazards, or where
countries have to commit to a multi-year
arrangement in which they increasingly co-finance
premiums. Stakeholders argued strongly that
recipient countries should be much more involved
in the design of subsidies, so that donor objectives
can be carefully aligned with country perspectives
and priorities.
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Finally, actors have diverging views on the
importance of different factors in allocating
premium subsidies. Overall, ‘proportion of
vulnerable population in total population”and
‘climate and disaster risk profile’ were viewed

as important factors for allocating subsidies,
particularly by representatives from across the
risk pools. ‘Country income level’ and ‘prior risk
reduction actions/policies’ were also highly valued,
though not universally. However, donors seemed
to prioritise a range of other factors, placing
particularly value on the product being of high
quality; the inclusion of a plausible exit strategy;
the subsidy being for a new country or product;
and the country being a priority for them. Donors
also had exclusion criteria; most significantly, they
would exclude countries that are not ODA-eligible
or which are subject to sanctions.
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