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Abstract

In this thesis we focus on weather index insurance for agriculture risk. Even though such an
index insurance is easily applicable and reduces information asymmetries, the demand for it
is quite low. This is in particular due to the basis risk and the lack of knowledge about it’s
effectiveness. The basis risk is the difference between the index insurance payout and the
actual loss of the insured. We evaluate the performance of weather index insurance in different
contexts, because proper knowledge about index insurance will help to use it as a successful
alternative for traditional crop insurance. In addition to that, we also propose and discuss
methods to reduce the basis risk.

We also analyze the performance of an agriculture loan which is interlinked with a weather
index insurance. We show that an index insurance with actuarial fair or subsidized premium
helps to reduce the loan default probability. While we first consider an index insurance with
a commonly used linear payout function for this analysis, we later design an index insurance
payout function which maximizes the expected utility of the insured. Then we show that, an
index insurance with that optimal payout function is more appropriate for bundling with an
agriculture loan. The optimal payout function also helps to reduce the basis risk. In addition,
we show that a lender who issues agriculture loans can be better off by purchasing a weather
index insurance in some circumstances.

We investigate the market equilibrium for weather index insurance by assuming risk averse
farmers and a risk averse insurer. When we consider two groups of farmers with different risks,
we show that the low risk group subsidizes the high risk group when both should pay the same
premium for the index insurance. Further, according to the analysis of an index insurance in
an informal risk sharing environment, we observe that the demand of the index insurance can
be increased by selling it to a group of farmers who informally share the risk based on the
insurance payout, because it reduces the adverse effect of the basis risk. Besides of that we
analyze the combination of an index insurance with a gap insurance. Such a combination can
increase the demand and reduce the basis risk of the index insurance if we choose the correct
levels of premium and of gap insurance cover. Moreover our work shows that index insurance
can be a good alternative to proportional and excess loss reinsurance when it is issued at a low

enough price.






Zusammenfassung

In dieser Dissertation betrachten wir Wetterindexversicherungen fiir landwirtschaftliche
Risiken. Auch wenn eine solche Indexversicherung leicht anwendbar ist und Informations-
asymmetrien reduziert, ist die Nachfrage nach ihr recht gering. Dies liegt insbesondere an
dem Basisrisiko und dem mangelnden Wissen iiber dessen Effektivitit. Das Basisrisiko ist die
Differenz zwischen der Auszahlung der Indexversicherung und dem tatsdchlichen Schaden des
Versicherten. Wir evaluieren die Leistungen von Wetterindexversicherungen in verschiedenen
Kontexten. Dieses Wissen iiber die Indexversicherung kann helfen, sie als erfolgreiche Alterna-
tive fiir die traditionelle Ernteversicherung zu nutzen. Dariiber hinaus schlagen wir Methoden
zur Reduzierung des Basisrisikos vor und diskutieren diese.

Wir analysieren auch die Performance eines Agrarkredits, der mit einer Wetterindexver-
sicherung verkniipft ist. Wir zeigen, dass eine Indexversicherung mit versicherungsmathema-
tisch fairer oder subventionierter Pramie dazu beitragt, die Kreditausfallwahrscheinlichkeit zu
reduzieren. Wihrend wir zunichst eine Indexversicherung mit einer der iiblicherweise ver-
wendeten linearen Auszahlungsfunktionen fiir diese Analyse nehmen, entwickeln wir spéter
eine Indexversicherungs-Auszahlungsfunktion, die den erwarteten Nutzen des Versicherten
maximiert. Dann zeigen wir, dass eine Indexversicherung mit dieser optimalen Auszahlungs-
funktion besser geeignet ist, um sie mit einem Agrarkredit zu biindeln. AuBerdem hilft diese
optimale Auszahlungsfunktion, das Basisrisiko zu reduzieren. Zusitzlich zeigen wir, dass in
manchen Fillen eine Indexversicherung auch fiir den Kreditgeber lohnenswert sein kann.

Wir untersuchen auch das Marktgleichgewicht fiir eine Wetterindexversicherung unter der
Annahme risikoaverser Landwirten und eines risikoaversen Versicherers. Wenn wir zwei Grup-
pen von Landwirten mit verschiedenem Risiko betrachten, erkennen wir, dass die Gruppe mit
geringem Risiko die Gruppe mit hohem Risiko subventioniert, wenn beide die gleiche Primie
fiir die Indexversicherung zahlen sollen. Durch eine Analyse der informellen Index-basierten
Risikoteilung in einer Gruppe von Farmern zeigen wir ferner, dass die Nachfrage nach In-
dexversicherung steigen kann, da diese unerwiinschte Auswirkungen der Risikoteilung auf das
Basisrisiko reduziert. AuBerdem analysieren wir die Kombination einer Indexversicherung
mit einer Gap-Versicherung. Eine solche Kombination kann die Nachfrage erhohen und das
Basisrisiko der Indexversicherung reduzieren, wenn wir die richtige Hohe der Pramie und
des Gap-Versicherungsschutzes wihlen. AuBerdem zeigt unsere Arbeit, dass eine Indexver-
sicherung eine gute Alternative zu einer proportionalen oder Exzedenten Riickversicherung

sein kann, wenn sie zu einem ausreichend niedrigen Preis angeboten wird.
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Chapter 1
Introduction

Agriculture insurance has a long history. As outlined in Reyes et al. (2017) in the late 19th
century many European countries and the United States had crop insurance schemes. The
agriculture sector requires insurance due to its uncertainty. Uncertainty of agriculture mainly
depends on the nature of the weather. Nevertheless, the traditional crop insurance, which is
based on actual losses may not be a good crop insurance. One of the major reasons for that are
information asymmetries arising due to the complicated nature of agriculture risk.

Index based insurance is an alternative way to cover agriculture risk. Basically there are two
types of index insurance and those are area yield index insurance and weather index insurance.
The weather index insurance insures the harvest against natural catastrophes and weather events
(e.g., floods, earthquakes and hurricanes). In this work we basically focus on the weather index
insurance. As defined in World-Bank (2011), "the weather index insurance is a simplified
form of insurance in which indemnity payments are based on the values obtained from an
index that serves as a proxy for losses rather than upon the assessed losses of each individual
policyholder". Further, it is independent of the information asymmetries, because it depends
on some well known index which does not have an influence from the farmers.

In order to design a successful index insurance, it is very important to identify the relationship
between the variable of interest and the underlying index. As explain in World-Bank (2011), in
order for the underlying index to be a good signal for loss, it should be based on an objective
measure such as rainfall, temperature, which is strongly correlated with the variable of interest
(crop yield for weather based agriculture index insurance).

The weather index insurance became a good replacement for the traditional crop insurance
due to it’s favorable features that cannot be seen in traditional insurance. However, the basis
risk is the most unfavorable feature of index insurance. As defined in World-Bank (2011) it is
the difference between the payout as measured by the index and the actual loss of the farmer.

There is no loss assessment done and the payout is exclusively based on the corresponding
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index. As a result of that, the payout can be either higher or lower than the actual loss. More

details about the advantages and disadvantages of an index insurance are given in Table 1.1.

Table 1.1: Advantages and Disadvantages of Index Insurance

Advantages Disadvantages

Reduces risk of adverse selection Basis risk

Reduces moral hazard Data availability

Field loss assessment is eliminated Integrity of weather station
Reduces information requirements Need for farmers’ capacity building

Facilitation of reinsurance
Transparency

Facilitating access to financial services
Source: World-Bank (2011)

Weather index insurance is still not a well established insurance scheme among farmers,
specially due to the basis risk and the poor knowledge about its performance. This may be
one reason that researchers try to explore index insurance further to identify its performance in
different contexts. With the same motive, in this work we investigate selected interesting aspects
of the index insurance. We believe that deeper analysis of the index insurance is important to
realize its appropriateness and effectiveness as a crop insurance. Since index insurance is easy
to handle, cheaper and has some other good features, if one can ensure that the index insurance
performs well as a crop insurance it become a good alternative for crop insurance for both
insured and insurer. Our main aim in this thesis is to identify the circumstance and conditions
under which the index insurance performs as an effective insurance for agriculture risk. In order
to achieve our goal, we consider many settings which are already analyzed by the researchers
such as interlinked loan and index insurance. But also, we focus on some areas, which are not
deeply discussed in the literature such as market equilibrium of weather index insurance.

Different aspects of the agriculture index insurance are vastly studied in the literature. The
work done by Clarke (2016) is one of the most cited papers about weather index insurance. He
builds up a mathematical model to study the demand of weather index insurance. We consider
the same model setup with slight changes in several sections of our work to discuss different
facts about index insurance. One of the emerging topics in this area is how index insurance
affects an agriculture loan. Due to the uncertainty of the agriculture, it is difficult for farmers to
obtain credit, such as bank loans. Because of that, the farmers need a collateral to increase their
credit worthiness. Since an index insurance leads to an increase of the wealth of the farmer,

an index insurance for agriculture risk can act as a collateral. Miranda and Gonzalez-Vega



(2011), Farrin and Miranda (2015) and Carter et al. (2011) build up mathematical models to
study the performance of interlinked loan and index insurance. Miranda and Gonzalez-Vega
(2011) numerically show that an index insurance with subsidized premiums makes a positive
impact on the borrowers by reducing the loan default probability. In this work, we directly
analyze the combination of index insurance and agriculture loan. In addition to that, we discuss
this combination in other contexts such as market equilibrium. Another interesting aspect of
index insurance is addressed in Zhang et al. (2018). They develop a numerical procedure to
derive the optimal payout function of an index insurance. In addition to these areas there are
lots of other works which analyze and discuss different aspects of index insurance (Breustedt
et al. (2008), Carriquiry and Osgood (2012), Collier (2020), Dercon et al. (2014), Elabed et al.
(2013), Golden et al. (2007), Doherty and Richter (2002)).

This thesis is organized as follows: In Chapter 2, we explain the basic mathematical concepts
we use throughout our work. Then in Chapter 3, we discuss the performance of interlinked
credit and index insurance similar to Miranda and Gonzalez-Vega (2011). We develop three
mathematical models to analyze the interlink between credit and index insurance under three
scenarios. In Chapter 4, we design optimal index insurance by following the procedure in
Zhang et al. (2018) with some modifications. As an extension we build up an optimal index
insurance for a lender who issues agriculture loans. Chapter 5 is about the market equilibrium
with index insurance. In order to build up the equilibrium model for weather index insurance
we consider the idea in Shen and Odening (2013), in which area yield index insurance is
considered. Also, we develop an equilibrium model for a market with farmers in two risk
groups and a single insurer. We follow Sass and Seifried (2014) in order to build up and
analyze the market equilibrium for two groups. In Chapter 6, we study an index insurance in an
informal risk sharing environment. We basically consider three different informal risk sharing
methods given in Boucher and Delpierre (2014), Dercon et al. (2014) and Santos et al. (2021).
We discuss how index insurance together with informal risk sharing affects the farmers and the
demand for index insurance in an informal risk sharing environment. Chapter 7 is about another
two aspects of index insurance. Since Clarke (2016) suggests that gap insurance is a possible
option to increase the demand of an index insurance, first we examine how a gap insurance
influences the demand for index insurance. Then we discuss the performance of the index
insurance as a reinsurance. We consider the index insurance as an alternative for proportional
reinsurance and excess loss reinsurance. Our work is related to Zeng (2005), but in contrast
to that we consider an expected utility framework instead of a mean-variance framework. In
the Appendix we state the proofs of some theorems, propositions and lemmas. In addition we

provide additional information and figures.






Chapter 2

Preliminaries

In this chapter we discuss about the mathematical concepts, theorems and definitions which are

used to develop our work.

2.1 The Indemnity Payment of the Index Insurance

We can define the indemnity payment of the index insurance as a function of the underlying
index. Let x be the realized value of the underlying index and k be the threshold level or the
strike of the index. Some of the possible forms of the indemnity function are given in Martin
et al. (2001). We describe them as follows.

0 if x > k,
Ak —x) ifx <k,

Indemnity =

where A is some predetermined value per unit of index. Itis called the tick of the insurance
contract. In Wollenweber et al. (2003) and Conradt et al. (2015) A is normalized to unity.

if x > k,
Indemnity = L
) Tiability  if x < &,
where liability is a choice variable that establishes the maximum possible indemnity.
Here the insured receives a fraction of liability depending on the realized value of the

index.
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0 if x > ky,
Indemnity = { A(k, —x) ifk; < x < k,,
liability  if x < kg,

where &, and k; are the upper and lower triggers of the contract and A is the tick. When

we consider that liability=A(k, — k;), then it is the maximum possible payout.

2.2 Utility Theory

Utility theory is one of the most frequently used concepts throughout our work. Therefore,
here we state some important details on utility theory. It is a frequently used assumption that
individuals have preferences over monetary values, such as level of wealth. That preference
under certain conditions can be represented as expected utility by a von-Neumann-Morgenstern

utility function
u:R—R.
As given in Pablo and Cosimo (2017) we assume the following properties,
* y is twice continuously differentiable,
* u is strictly increasing, i.e. u’ > 0.

Some commonly used utility functions are given below.

« Exponential utility u(x) = 1=¢= x e R,y > 0
* Power utility u(x) = ’{i—j, x €(0,00),y>0andy # 1

* Logarithmic utility u(x) = log(x), x € (0, c0).

Based on the expected utility the attitude towards the risk of individuals on their wealth can be

categorized in to three types (Autor (2016)). Those are given below.
e E[u(X)] < u(E[X]) = Risk Averse,
* Elu(X)] > u(E[X]) = Risk Seeking,

* E[u(X)] = u(E[X]) = Risk Neutral,
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where E[u(X)] is the expected utility on wealth and u(E[X]) is the utility of expected wealth.
Jensen’s inequality gives a major result about expectations and concave functions (Pablo and
Cosimo (2017)).

Proposition 2.1. (Jensen’s Inequality)

e Suppose u : R — R is concave. Then E[u(X)] < u(E[X]) for every random variable X
with B[|X|] < oo.

e Suppose u : R — R is continuous and satisfies E[u(X)] < u(E[X]) for every random

variable X with B[|X|] < oo. Then u is concave.

From the above proposition it is easy to see that an individual is risk averse if and only if u is
concave. The three utility functions given above are concave. Therefore, those utility functions
represent the utility of risk averse individuals. As given in Levin (2006) the different ways to

measure risk aversion are defined below.

Definition 2.2. (Certainty Equivalent) Let u be a given utility function. The certainty equivalent
CE of is defined by
u(CE) = E[u(X)].

Definition 2.3. For any twice differentiable utility function u, the Arrow-Pratt coefficient of

absolute risk aversion is
u// (x)

S w(x)

A(x) =

Definition 2.4. For any twice differentiable utility function u, the Arrow-Pratt coefficient of

relative risk aversion is

2.3 Fixed-Point and Function Iteration

In our work we use a function iteration method to solve a Bellman equation to find the fixed

point. Burden and Faires (2011) define a fixed-point as follows.

Definition 2.5. (Fixed-Point) x* is a fixed-point of a function g if g(x*) = x*.

Burden and Faires (2011) state a theorem about the existence and uniqueness of the fixed-

point which we repeat in the following.
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Theorem 2.6. (Existence and Uniqueness)

(i) If g is continuous on [a,b] and g(x) € [a,b] for all x € [a,b], then g has a fixed-point in

[a, b].

(ii) 1If, in addition, g'(x) exists on (a,b) and a positive constant k < 1 exists with

lg’(x)| < k, forall x € (a,b),

then there is exactly one fixed-point in [a, b].

Proof.

@

(ii)

If g(a) = a, or g(b) = b, then g has a fixed point at the endpoint.
Otherwise, g(a) > a and g(b) < b.

Define a new function A(x) = g(x) — x. Then h(a) = g(a) —a > 0 and h(b) =
g(b) — b < 0. Also h is continuous.

By the intermediate value theorem, there exists x* € (a,b) for which A(x*) = 0.
Thus g(x*) = x™.

|g’(x)] < k < 1. Suppose we have two fixed points x| and x.
By the mean value theorem (MVT), there is & between x| and xJ with g'(§) =
g(x)-g(x3)

xj—x;
Thus [} = x31 = g(x]) — ()l = [8/@)llx} — x31 < klx} = x31 < [x; — x3], which

is a contradiction.

This shows the supposition is false. Hence, the fixed point is unique.

O

The function iteration is a simple technique which can be used to find the fixed point. As
explained in Burden and Faires (2011) and Miranda and Fackler (2004), it starts with an initial

guess xo and a sequence of values {x,} | generated by iterations x, = g(x,-1). If the sequence

converges to x*, it is the fixed point of g, that is g(x*) = x*. Burden and Faires (2011) state the

following theorem about the conditions which guarantee the convergence of function iteration,

Theorem 2.7. (Fixed-Point Theorem) Let g be continuous on [a,b] and g(x) € [a, b] for all

x € |a,b]. In addition, assume that g’'(x) on (a,b) and a positive constant 0 < k < 1 exist with

|g’(x)| < k for all x € (a,b). Then, for any xq in [a, b], the sequence defined by x,, = g(x,-1)

converges to the unique fixed point x* in [a, b].
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Proof.

Xp = X" = |g(x-1) — g(x7)]
= [g(&)l|xp—1 — x| by MVT

< k|xn_1 - x*|

(since k < 1, the distance to fixed point is shrinking every iteration). Keep doing the above
procedure:

X0 = X*| < k|xpot — X7 < KX — X7 < Lo < KMo — X7,
and hence

lim |x, — x| < lim k"|xo—x"| =0.
n—+oo n—-+oo

Figure 2.1 graphically shows how to find the fixed point by function iteration.

L4 = ggmi::::::::::::::::::::::::::::::::::::::::::::::::: """"
T3 = g(T2

Ty = gy )

xy = gl

T Ty Ty T3 x*

Figure 2.1: Function Iteration.
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2.4 Optimality Conditions for Unconstrained Problems

In our work we solve several optimization problems to derive our results. Therefore, it is

important to discuss optimization problems. Consider the following optimization problem.

min  f(x)

st xeX,

where x = (x1,x2,...,%,) € R, f(x) : R" — R and X is an open set. f is differentiable on X
if f(x) is differentiable for all x € X. The gradient vector is the vector of partial derivatives. It

is given by
af(x) af(x)  9f(x)

ox; ~ Oxp 7777 Ox,

f is twice differentiable on X if f(x) is twice differentiable for all x € X. The Hessian is

Vf(x) =

the matrix of second partial derivatives. The ij" element of Hessian matrix H is given by

9’ f(%)
6xl~6xj '

H(x);; =
A theorem which explains the sufficient condition for local optimality of the above opti-

mization problem is given in Freund (2004). We repeat that theorem in the following.

Theorem 2.8.  Suppose that f(x) is twice differentiable at x. If Af(x) = 0 and H(X) is

positive definite, then X is a strict local minimum.

Note: If Af(x) = 0 and H(X) is negative definite, then X is a strict local maximum Freund
(2004).

2.5 Correlation Coefficient

Let X and Y be two random variables with means ux and uy, with standard deviations o > 0
and o, > 0, respectively. The correlation coefficient of X and Y, denoted Corr(X,Y) or pxy is
defined as

_ Cov(X,Y)
ooy

PXY
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where Cov(X,Y) is the covariance of X and Y. It is defined as:

Cov(X,Y) = E[(X — ux)(Y — py)]
= E[XY] - puxpy.
The correlation coefficient of a sample of data is defined as follows
Y (xi = B (i = 9)
Vi G = B2 B (i = )

Pxy =

- X oo Ui Vi ; ;
where x = ——,y === and n is the sample size.
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Chapter 3

Interlinked Index Insurance and Multi

Period Loan

Smallholder farmers always have financial issues for farming. As a solution to this matter
farmers can take agriculture loans. But at the same time it creates some difficulties due to
the loan repayment at the end of the period. Also, it may be difficult for farmers to take loan
due to low creditworthiness. These difficulties can be managed successfully by purchasing
an insurance, because then the insurance works as a collateral to the loan and it increases the
creditworthiness of the farmers (Mahul and Stutley (2010), Tadesse et al. (2015), World-Bank
(2011)). We know that the borrower of an agriculture loan or any other loan is obliged to repay
the loan at the end of a given period. Generally, when the borrower is in a good wealth state at
the end of the period he is willing to repay the loan, specially because of maintaining a good
relationship with the lender for further loans. But sometimes the borrower may default on the
loan due to lack of money (Miranda and Gonzalez-Vega (2011)). As explained in Miranda and
Gonzalez-Vega (2011), when the borrower is unable to repay the loan at the end of the loan
period, rather than going for costly legal actions against the borrower the bank can restructure
the loan allowing to pay later when the farmer is in a good financial state. In this chapter
we analyze this kind of multi period loan for farmers which is interlinked with weather index
insurance. Here we basically consider three models. The first model or the model without
savings is similar to the model in Miranda and Gonzalez-Vega (2011). The other two models,
namely a model with savings and a model for the extreme weather events are two extensions of
the first model. In addition to that we discuss the effect on the lender’s wealth by issuing loans

which are interlinked with index insurance.

13
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3.1 The Model without Savings

As explained in Miranda and Gonzalez-Vega (2011) in this model the borrowers or the farmers
face common systemic shocks and idiosyncratic shocks. A systemic shock has an effect on the
amount of the yield by some weather event while an idiosyncratic shock is uncorrelated with the
systemic shocks and uncorrelated across the borrowers. At the beginning of each period each
borrower decides whether to repay the loan or to default on the loan. Due to the heterogeneity

across the farmers at the end of each period some farmers repay the loan and some not.

Table 3.1: Description of the Notations

Notation | Description
[ Loan amount.
h Cost of high technology. Where i > [ (Farrin and Miranda (2015)).
gy, for high technology and g; for low technology.
&h- 81 Typically g; = 1 and g;, > 1 (Miranda and Gonzalez-Vega (2011)).
¥ Systemic shock or weather index realization.
Where xin < X < Xpax With pdf f(x).
Y Idiosyncratic shock with pdf g(y).
u Unit price of the harvest.
0 Periodic interest rate.
Jol Periodic interest rate on the loan.
1(X) Indemnity payment of the index insurance.
o Insurance cover.
m Premium load/ Insurance pricing multiple.
Utility function of the farmer. It is twice differentiable with
(. u' >0andu” <0.

Now we consider an infinitely lived individual who borrows a fixed amount / at any period.
Here we assume that the main purpose of borrowing is investing high technology for farming.
This loan is interlinked with a mandatory index insurance. Therefore, whenever the farmer
takes a loan he should purchase the index insurance which is bundled with the loan. The main
notations we use in this chapter are given in Table 3.1.

Let X € [Xmin, Xmax] be the systemic shock with probability density function f(x). Then

the premium of the index insurance with the indemnity payment /(X), insurance cover « and
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premium load m is given by

am xmax

T=17% I(x)f(x)dx, 3.1

Xmin

where ¢ is the periodic interest rate. The individual can repay the loan and the interest as a single
payment within N € Z* periods. He cannot take a new loan until he repays the outstanding
loan. If the individual does not pay back the loan within N periods he will be blacklisted and
he cannot take any loan in the future. In this model we assume that the individual has no access
to savings facilities, therefore he consumes all of his disposable wealth. Also we assume that
the farmer does not purchase any insurance other than the index insurance which is interlinked
with the loan and that insurance is only valid for the first period of the loan. Figure 3.1 briefly

explains the model.

Yes

Take

a loan Use high
and an technology
insurance

No loan
and
insurance

Use low
technology

t>N

Figure 3.1: The Model without Savings.

At the end of the first period the borrower decides whether he will repay the outstanding
loan or not. The borrower compares the expected present value of his current and future
consumption in two cases. In the first case he repays the outstanding loan at the end of the
period and in the second case he does not repay the outstanding loan at the end the period. If
he does not repay the loan at the end of the first period he can again make a decision about the
loan repayment at the end of the second period and he can continue like this up to N periods.
We assume that whenever the farmer repays the loan within N periods he takes a new loan
and an index insurance. By assuming a risk averse insured with utility function u, we state the

insured’s optimization problem by Bellman equations. For ¢ = 1,2, ..., N and wealth w > 0, let
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zw)=w+Il—-h-I(1+p) —n.

max {u(zt(w)) + ﬁE[m(Wl)],u(w) + ﬁE[le(Wm)]} if zz(w) 2 0
vi(w) = (3.2)

u(w) + ﬁE[Vl+l(Wt+l)] if z;(w) <0,

subject to the boundary condition

i) = uw) + Blu(Wy)]. (3.3)

Here

ugn XY +al(X) t=1
L=
ugi XY t=273,...N+1,

and p is the periodic interest rate on the loan, Y is the idiosyncratic shock of the farmer, yu is
the unit price of the harvest and g; and g; represent high and low technology respectively. For
t =2,3,...N, v, is the value function if the individual has a ¢ period old outstanding loan. vy

is the value function if the individual has no loan and no insurance.

Remark 3.1. Note that we have stated directly the Bellman equation in (3.2) without specifying
the underlying processes depending on time before. The index "t" rather denotes the time
since taking the last loan. However, that the Bellman equation describes the optimal strategy
(choosing whether to pay back the loan or not) requires that we have an underlying Markovian
structure. This is true when assuming that the shocks and the yields are serially independent
as we did. Then indeed v;(w) provides the optimal discounted expected utility of consumption

when having capital w and taking a loan.

3.1.1 Performance of the loan

It is important to evaluate the performance of the loan which is interlinked with an index
insurance. Miranda and Gonzalez-Vega (2011) use the loan default probability and the expected
internal rate of return (IRR) of the bank to measure the performance of the interlinkage between
the loan and the index insurance. We define the loan default probability of this model as
the probability that the individual does not repay the loan within N periods. Let p; be the
probability that the individual repays the loan at the end of period ¢+ when he did not repay the
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loan previously. Let Z, = W; + [ — h—I(1 + p)' — n. Then

1 1
Dt :P(u(Z,) = (1+0) E[viW)] > u(Wy) + ——— (1+9) E[vis1(Wes)), Z; 2 O)- (3.4)
Now the probability of loan default is given by
(1 =p)(L =p2)...(1-pn). (3.5)

Let i be the expected internal rate of return of the bank. We can derive it by setting the expected

net present value (NPV) to zero, i.e. by stating

I(1+ p)N
(1—Pl)P2+~--+w(1—Pl)--~PN=0-

I(1+ p) N I(1+ p)?
(1 + l)N (36)

BINPV] = =1+ 55 Pl 1+ i?

3.1.2 Solving the Optimization Problem

We need the values of E[v,(W,)] for r = 1,2,3,... N + 1 in order to calculate the loan default
probability and the expected IRR. Let EV, = E[v,(W;)]. Then by Equation (3.2) we can compute
EV; as

1 1
( 6)EV1,M(Wt) + ( 6)

BV )Lz, (3.7

EV, = E[max {u(Z,) + EVz+1} 1(z,>0)

1
+ \u(W;) +
(u( 1) (1+0)
forr = 1,2,3,...,N. We can state the boundary value EVy.; by taking the expectation of
Equation (3.3) and it is given by

1+6
EVyi1 :( )

Elu(Wn+1)]. (3.8)

According to the form of EVjy, it is clear that we can compute it without any knowledge
about rest of EV;’s. Then starting from ¢+ = N, each EV; can be written in terms of EV;.
When ¢ = 1 we can solve the problem by computing the fixed-point of, EV; = g(EVl) of a

function G from R to R, since G is differentiable with respect to EV; and G’ = for some

- (1+6)"’
n>1,G < 1. As aresult of that, by Theorem 2.7 there exists a unique EV; which satisfies
Equation (3.7). We can use the function iteration method to find the fixed-point, see Miranda
and Fackler (2004). But in this model the function G is not a simple function of EV;. Therefore

some further explanation about the model is required to solve the problem.
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Forw >0, zz(w) > 0,and r = 1,2,3,..., N, let

Hi(w) = u(zi(w)) +

EV; — u(w) — (3.9)

1+ 140y Vet

At period ¢ the individual repays the loan if H;(w) > 0 and defaults if H;(w) < 0. Due
to the properties of u, H;(w) is continuous and strictly increasing for z; > 0 (that is w >
(I + p)'l + 7+ h—1). Thus, it is possible to find unique w; such that when w > w; the
individual repays the loan. It can be obtained as follows. H;(w) is always negative in some
cases (for an example when EV,,; > EV}), then w; is equal to the maximum possible wealth
level. Otherwise there exist a unique root w; > (1 + p)'l + 7 + h — [. At wealth level w; the
individual is indifferent between repaying and defaulting the loan at the end of period 7.

As given in the model for any given systemic shock X = x and idiosyncratic shock ¥ =y
the level of wealth at time t = 2,3,...,N is given by w; = ug;xy. Then fort = 2,3,...,N, at
any given level Y = y, w; is increasing on x. Therefore at any given level of Y = y there exist
a unique x;, such that w; = sg;x;y and the farmer repays the loan at the end of period 7 if
x> X/

When ¢ = 1, deep understanding about wy as a function of x is required to identify the range
of X in which the farmer repays the loan. Since most commonly used indemnity functions of
index insurance are linear monotonically decreasing functions of x, now we assume that /(x) is
linearly monotonically decreasing in x. Also the insurer makes a payment only at small levels
of X.

By considering an indemnity function which works as above, we can find the range of X
in which the farmer repays the loan as follows. We can divide Y into two subsets ¥; and Y>
(1 UY, = Y) such that when y € Yj, w first decreases and then increases as X increases
and when y € Y, wy increases as X increases. (More details about ¥; and Y, are given in

Appendix B). Then we can show that

* Alsoatagiven y € Y there exist unique x}*, xj € X and the farmer repays the loan at the

end of the first period if x < x{* or x > xJ.

*

* At given y € Y, there exist unique x|

y € X and the farmer repays the loan at the end of

the first period if x > xj .
Y

%

More details about finding x’l“’y, xy" and xy are given in Appendix B. By considering x;, xj

and x;*, now we state EV; as follows.

EVi = E [Elu(ugnXY +al(X)+1-h—(1+p)l-m)+

i L (g hoestes)
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+ Elu(ugnXY + al(X)) + EVall (e <x<ai)]

1
(1+90)

+ ]EY [E[u(,ughXY +alX)+1-h-(1+p)l-m)+ ]EVI]]I(X>X )
yern - x

1
(1+9)

+ @[u(yghxy +al(X) + =——=EV]lx<x; Bk (3.10)

1
(1+9)
Fort=2,3,...,N

EV, =E|[E[u(ugiXY +1 - h— (1 + p)'l = 7) + ——=EVillixsx,)
y X

1
(1+9)

+ Elu(ugi XY) + BVl k< ] (3.11)

1
(I+6)
Then we can state the probability of loan repayment at each period, which is given in Equa-
tion (3.4) as

p1= [1 + F(xy") = Foxy)ly, (y) + E[l — F(xiy)y(y), (3.12)

and forr =2,3,...,N
Dt = ]%[1 = F(x/y)]. (3.13)
We build up the following numerical scheme to compute EV, the loan default probability

and the expected IRR based on the function iteration method and the facts which are discussed

above.

Step 1: Chooi;’: nil suitable indemnity function /(X) and then calculate the premium
= mE[l (X)].

Step 2: Calculate EVy,; = E[u(Wy41)] + %E[M(WNH)].

Step 3: Choose an initial guess for EV;. It is denoted by ]EVIO .

Step 4: Find x
Find x7}

1’(, Then use EVy41 and EVO to compute EVy by Equation (3.11).
N_1,+ Thenuse EVy and EVIO to compute EVy_; by Equation (3.11).

Ly

Find x;"y, xy and x3*. Then use EV; and EVIO to compute EV| by Equation (3.10).

Step 5: Verify whether | EV| — EVIO] |< €, for a given tolerance e.
If yes, go to step 6.
If no, set EVIO = EV; and go back to step 4.

Step 6: Fort = 1,2,...,N calculate p; by Equations (3.13) and (3.12).
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Step 7: Calculate the loan default probability by Equation (3.5) and the expected IRR by
Equation (3.6).

3.1.3 Numerical Results of the Model without Savings

We consider a rainfall based index insurance and assume that the rainfall index is gamma
distributed, see Sharma and Singh (2010). Let /(x) = max{A(k — x),0}, where A is the tick
value and k is the strike value of the index insurance. Similar to Conradt et al. (2015) we
assume that the insurer considers that there is a loss when the income from yield is below 80%
of the expected income from yield. Therefore let k = 0.8 - E[X]. Also A should be chosen such
that it is equal to the increment in the income from yield per one unit increase in the rainfall
index. Since Y is a random variable we consider A = ug,E[Y]. For simplicity of the model we
assume that Y is a discrete variable with only two values, y;, > 1 and 0 < y; < 1. Under this
setting when Y = y; the actual loss is greater than the indemnity payment and when ¥ = yj
the actual loss is less than the indemnity payment. This leads to basis risk, but it is a common
feature of index insurance. Where basis risk is one of the major disadvantages of the index

insurance and it occurs when the insurance payout is different to the actual loss.

(1-7)
Wl—y ’
where w > 0,y >0andy # 1. Let N = 5,1 = 25,h = 25 and k = 30. Also we consider index

We consider that the farmer’s utility is given by the power utility function, u(w) =

insurances with three different premium loads. Those three cases are subsidized insurance
(m < 1), actuarial fair insurance (m = 1) and unsubsidized insurance (m > 1). In addition
to that we consider the case where the loan does not interlinked with an index insurance. We
choose some fixed amount « for all the cases by assuming that there is only one index insurance
contract available in the market. The loan default probability and the expected IRR are given
in Figure 3.2 against the interest rate on the loan.

As shown in Figure 3.2 it is clear that the subsidized and the actuarial fair insurances always
give lower loan default probabilities than the no insurance case. But unsubsidized insurance
gives lower default probability than the no insurance case only for low interest rates. When
the interest rate is below 15%, in the subsidized and actuarial fair cases the bank can reach
quite low loan default probabilities. For considering the IRR it is clear that subsidized and
actuarial fair cases always have high IRR compared to the no insurance case. But unsubsidized
insurance gives higher IRR than no insurance case only for low interest rates. It is clear that
high premiums and high interest rates lead to high loan default probabilities and low expected
IRR. Even though the insurance helps to cover some losses, at high interest rates when the
premium is high the possibility of repaying the loan is lower than in the no insurance case. This

may be the reason for the above mentioned situation. However, around 15% interest rate the
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— m=0.75 — m=1 m=1.75 — No Insurance
(a) Loan Default Probability (b) Bank Expected IRR
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Figure 3.2: Loan Default probability and Expected IRR — No Savings.

lender can obtain significantly low loan default probability and considerably high IRR under
the subsidized and actuarial fair insurances.

Also according to Figure 3.2 it is clear that at a given interest rate the loan default probability
and expected IRR change with the premium load. Therefore it is important for the insurer to
choose a proper level of premium load which leads to low level of default probability and high
expected IRR. In order to get an idea about this, the loan default probability and the expected
IRR for different premium loads are given in Figure 3.3. The loan default probability and the
expected IRR of the no insurance case are included in the figure for comparison. We use 15%

interest rate on the loan for the numerical computations. According to Figure 3.3 it is clear

— No Insurance — Index Insurance ‘

(a) Loan Default Probability (b) Bank Expected IRR
0.1 \ 0.16 \ \
2 0.08 1 0.14| |
z =
P§ 0.06 | . < 0.12} )
e +
= 0.04] 12 01
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e £a)
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Figure 3.3: Loan Default probability and Expected IRR vs Premium Load.
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that the loan default probability increases and expected IRR decreases as the premium load
increases. Let us denote the premium load at the intersection point of the default probability
(or expected IRR) with and without insurance as m*. m* is in between 1.5 and 1.6. If the
insurer imposes a premium load which is above m™, then the loan default probability is higher
than in the no insurance case and the IRR is lower than in the no insurance case. Therefore that
kind of index insurance is not a good choice to be better off by interlinkage. According to this
numerical example we suggest that the lender should choose a premium load which is below

m* in order to get some benefit from the interlinkage of the loan with index insurance.

3.2 The Model with Savings

Now we consider that the individual has access to the savings facilities and he saves some
amount of money for the future. Then at the end of any given period in addition to the income
from farming the farmer may have some more money from the savings that he has done at the
beginning of the period. At the end of each period after the farmer makes the decision about the
loan repayment he makes a decision about savings, that is the amount of savings. We assume
that the individual saves some fraction 0 < 6 < 1 of his remaining wealth.

We state the insured’s optimization problem by Bellman equations. For t = 1,2,..., N and
wealthw > 0, let z;(w) = w + [ — h — (1 + p)'l — 7 as before and

max{u(z;(w) — s;) + UTI(”E[Vf(Wl +5:(1 +9))],
_ 1 - .
Vi) = u(w = 51) + g B, (Wi + 5,1 +6)1} it zz(w) >0 (3.14)
u(w = §) + “Tl(s)E[V;s(WHI +5:(1+9))] if z(w) <0,
subject to the boundary condition
K - 1 K -
VN+1(W) =u(w —Sy41) + mE[VNH(WNH + 5n+1(1 + )], (3.15)
where
st = 0z,(w),
Et = 6w

and as before
ugn XY +al(X) t=1

t =

ug1 XY t=23,...,N+1.
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In this model for ¢ = 2,3,...,N, v is the value function if the individual has a ¢ period
outstanding loan and can do savings. vy, is the value function if the individual has no loan,
no insurance but can do savings.

As we discussed above the model without savings can be solved by function iteration method,
because we can write E[v;(W))] as a fixed point of a function. In this model the value function
does not only depend on the time but also on the amount of savings. The amount of savings
changes from period to period. Therefore we cannot express E[vi(W; + s1(1 + 6))] as a fixed
point of a function. Due to this complicated nature of this model, we cannot apply function
iteration method. Therefore, we consider a simplified version of the model with savings. In
this simplified model a fixed level of savings (sq) is considered. At the end of the period if the
remaining wealth after savings is at least equal to the minimum level of consumption c, then
the individual continues with savings and otherwise continues with no savings.

We state the optimization problem of the insured’s with savings by Bellman equation. For
t=1,2,...,Nand wealthw > 0,let zz(w) =w+ 1 — h— (1 + p)'l — x.

max {u(z(W)=5:) + g BV (Wi + so(1 + )T 5,20} + BV (WD 5,20),
”(W_Et)+(1}__5)(E[V:_?_1(Wt+1 + 50(1 + ) 15,250} *E[v,0, (Wi )L 5,-0)}

vo(w) =] if 2:(w) 2 0
u(w—st)+(1_{—5)(E[ngl(Wm + 50(1 + O 5,250) +E[v)?, (W11 5,20y
if z;(w) < 0,
(3.16)
subject to the boundary condition
S0 - 1 S0
VN+1(W) :M(W - SN+1) + M(E[VN+1(WN+1 + SO(I + é‘))]]1{51\/“:»?()}
+E[vy, Wy DL i5y,,=0p)- (3.17)
Where
so z(w) = so+c¢
St =
0 z(w)<so+ec,
B so w=s9+c¢
St =

0 w<sp+ec,
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and as before
ugn XY +al(X) t=1

t
ugi Xy t=23,...,.N+1.

We can compute E[vy), ,(Wy+1 + so(1 +6))] and E[vy, ,(Wy.1)] by direct calculations. At
a given level of E[va(Wl)] we can compute E[va(Wl + so(1 + 6))] by the fixed-point iteration
method. Similarly at a given level of E[vio(Wl + so(1 + 9))], E[v‘fo(Wl)] can be computed
by the fixed-point iteration method. Then by considering an initial guess for E[vf"(Wl )] and
E[vf"(Wl + so(1 + 9))], the problem can be solved iteratively. But at a given value of y finding
the range of X in which the farmer repays the loan is more complicated than in the no saving

model. But it is still possible by considering similar arguments as in the no savings model.

3.2.1 Numerical Results of the Model with Savings

We compute the loan default probability and expected IRR of the simplified model with savings
and the obtained results are given in Figure 3.4. In the figure the dotted curves give the loan

default probability and expected IRR of no savings model.

— m=0.75 Savings = —m=1 Savings m=1.75 Savings = No Insurance Savings
- m=0.75 No Savings- - m=1 No Savings- - m=1.75 No Savings- - No Insurance No Savings
(a) Loan Default Probability (b) Bank Expected IRR
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Figure 3.4: Loan Default Probability and Expected IRR — with Savings.

According to Figure 3.4 it is clear that the loan default probability of the model with savings
always below the corresponding loan default probability of the no savings model. Similarly
the expected IRR of the model with savings is always above the corresponding IRR of the no
savings model. This numerical example shows that savings of the farmer makes a good impact

on the lender in terms of the loan default probability and the expected IRR. We can suggest that
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one of the possible reason behind this effect is the increment of the farmer’s wealth due to the

savings in bad periods and thus it may help to repay the loan.

3.3 The Effect of Extreme Weather Events

The above two models are applicable for the crops in which the harvest increases with the
corresponding weather index value. Also those models are compatible for the regions with
no or very low probability of high values of the corresponding weather event. Then there is
no considerable effect to the harvest from the excessive size of the weather events. But there
are some crops which need only moderate level of some weather events and when there is an
excessive amount of those weather events the crop will be destroyed and it will lead to low
yield. For example, excessive rainfall leads to low maize yield in the United States, see Li et al.
(2019).

In this section we build up a model for a crop which is destroyed due to very low levels
and also to extreme high levels of some weather event. Here we assume that the yield of the
crop first increases as the value of the underlying weather index increases up to a certain level.
Then the yield keeps unchanged until the value of the weather index increases up to another
level. Finally the yield decreases as the value of the weather index increases up to it’s maximum
level. As a result of that the income of the farmer first increases then keeps unchanged and
then decreases as the value of the weather index increases. Because of this the farmer will get
less income not only for low values of the weather index but also extreme high values of the
weather index. Then the insurance company makes a payment in both cases where the level of
the weather index is extremely low and extremely high.

We modify the above model with no savings to fit it to the situation discussed above. Let
the yield increase up to the level of weather index x; and then keep unchanged until x,. Also let
Xmin and X, be the minimum value and the maximum value of the weather index respectively.
For the simplicity of the model we assume that the yield at the minimum and maximum levels
of the index are the same. The farmers receive a payment from the insurer when the value of
the weather index is below ki (x,,;,, < k1 < x1) and above k> (x2 < ko < Xpay). The yield at ky
and k, should be equal. The behavior of the yield at a specific level of Y and with respect to

the value of the weather index is given in Figure 3.5.
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Yield

Tmin kq T1 2 ko  Tmaz Index Value

Figure 3.5: Yield vs Weather Index Value.

We can formulate the model similar to the model without savings by Equations (3.2)
and (3.3). We restructure the form of W; and I(X) as follows.

ugh XY +al(X) t=1
ugi Xy t=23,...,N+1

L =
where X is a function of X given by

X X < x;

o
Il

X1 x1<X<x

aX+b X >x

fora < 0 and b > 0, where

X1 =~ Xmin
a=——
X2 = Xmax
and
b= (M)xm o
Xmax — X2
Further,
max{A;(k; — X),0} X <x
1(X) = {A1(ky = X),0} o
max{/lz(X - kz), 0} X > x
where 47 > 0 and A, > 0. With similar argument as in Section 3.1.2 for t = 2,3,..., N for

any given Y = y there exist unique x;, < x; such that the farmer repays the loan at the end of

period 7 if x > x;',. Then we can find x;§ > x, such that wealth at x;7} is equal to the wealth
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of period ¢ if x;‘jy <x< xl*; If x,’fy = x1 (that is xt*; = x,) then the farmer defaults on the loan

at x;,. AtagivenY =y if x;;, < x; (then x; > x;) then the farmer repays the loan at the end
at time ¢ for any given level of X. When ¢ = 1 by similar arguments as in Section 3.1.2 and by
the arguments above we can find the intervals for X in which the farmer repays the loan. Based
on these facts we compute the loan default probability and the expected IRR. The numerical

results are given in Figure 3.6.

— m=0.75—m=1 m=1.75—No Insurance

(a) Loan Default Probability (b) Bank Expected IRR
0.2 ‘ :
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0 0.06 01 015 02 025 0 005 01 015 02 025
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Figure 3.6: Loan Default probability and Expected IRR — Extreme Weather Events.

In Figure 3.6 (a) and (b) there are two jumps in the curves of no insurance case and the shape
of the curves for unsubsidized insurance suddenly changes at 20.8% interest rate. We explain
the reason behind these jumps and shape changes in Appendix B. As shown in Figure 3.6
similar to the other models the loan default probability increases as interest rate increases and
also as the pricing multiple increases. The loan default probability of subsidized and actuarial
fair cases are below 0.01 when the interest rate is below 15%. For the unsubsidized case, the
loan default probability is below 0.01 when the interest rate is below 10%. In contrast to the
previous models the loan default probability of the no insurance case is greater than the loan
default probability of the unsubsidized case for most of the interest rates. Therefore the loan
default probability can be reduced even by interlinking index insurance with m = 1.75 when
interest rate is below 18.8%. But the loan default probability of the no insurance case is less
than for the actuarial fair case for high interest rates. We see the corresponding features in the
figure of expected IRR. The expected IRR of the subsidized and the actuarial fair cases have
their the maxima around 20% interest rate. For the unsubsidized insurance the maximum is

around 15% interest rate.
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3.4 The Wealth of the Lender

Here we discuss how index insurance effects the wealth of the lender. The income of the
lender from the loan repayment might change when the borrower purchases an index insurance
compared to the case with no insurance. We compute the wealth of the lender at the end of a
given period by a similar method as in Miranda and Gonzalez-Vega (2011). We assume that the
number of borrowers is large enough to apply the law of large numbers across the idiosyncratic

shocks. Now the ratio of the borrowers who repay the loan of age r = 1,2,..., N at a given x is

given by
i} wi —al(x)
q1(x) = P(ugnxY + al(x) > wi) = P[Y > W , (3.18)
and fortr =2,3,...,N
: wy
qi(x) = P(ugixY > w/) = PlY > sk (3.19)

where wy is the wealth level in which the farmer is indifferent between repaying the loan and
defaulting on the loan of age r = 1,2,..., N. Now let M; be an N X 1 vector whose tth element
is the number of borrowers who hold a loan of age ¢ at the end of period i = 1,2,... (before
making the decision of loan repayment). Let n; be the number of new borrowers at time i

(beginning of period i + 1). Then

M = O(x)M; + n;v, (3.20)
where
q1(x) @) ... gn-1(x)  gn(x)
1- 0 .. 0 0
o =| "M 0 . |
0 0 ... 1—-gy-1(x) O

and v is a N X 1 vector whose first element is 1 and all the other elements are 0. We assume
that the lender invests all his wealth in loans starting from initial wealth Ey. That is initially
the lender issues E(/l number of loans. Therefore the wealth of the lender at time i is the total

amount repaid by the borrowers at time i and it is given by

N
Ei= ) = Mygi(x)I(1 + p)'. (3.21)
t=1
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The borrowers who repay the loan take a new loan for the next period. Then the remaining
wealth of the lender is used to issue loans for new borrowers. Now the number of new borrowers

at time ¢ is given by
N
ni= ) Migi(x)((1+p) = 1). (3.22)
=1

We compute the wealth of the lender after 10 periods by assuming four cases. Those are that
the borrowers purchase index insurance with on of the three levels of premium loads 0.75, 1
or 1.75 or that the borrowers do not purchase any insurance. We randomly choose the weather
index value of each period from the corresponding distribution of X. Then we compute the
ratio of the borrowers who repay the loan based on those weather index values. We assume
that initially 1000 loans are issued. We generate 10000 random samples of 10 periods weather
index values and then compute the wealth of the lender after 10 periods under all the samples.
Then we compute the average wealth. This average wealth of the lender after 10 periods under

all four cases for different interest rates on the loan from 0 to 25% is given in Figure 3.7.

100
—111:0.75
1201
g m=1.75
’g 1H—No Insurance
3
e 0.8}
-~
o
©0.6f
=
=
a
& 0.4f
=
0.2}

0 0.05 0.1 0.15 02  0.25
Interest Rate

Figure 3.7: Wealth of the Lender.

As shown in Figure 3.7 the wealth of the lender is always higher when the loan is interlinked
with subsidized or actuarial fair insurance compared to the no insurance case. But the wealth
of the lender when the loan is interlinked with unsubsidized insurance is higher than the no
insurance case only for small interest rates. In the case with subsidized insurance the wealth of
the lender first dramatically increases and then slightly decreases as the interest rate increases.
Also in the case with actuarial fair insurance the wealth of the lender first increases nearly
as fast and then slowly increases as the interest rate increases. As discussed earlier, the loan
default probability increases as interest rate increases. Then for the high interest rates the

lender receives less money from the borrowers. This may be the reason for the above mentioned
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pattern of the wealth (flattering of the curve for high interest rates) of the lender.

3.5 Summary

The main findings of this chapter are:

* The loan default probability can be reduced and expected IRR can be increased by

combining index insurance with an agriculture loan.

* Not only the subsidized or actuarial fair insurance, but also the unsubsidized insurance
with proper level of premium load (not very high) is a good choice to combine with

agriculture loans.

* The lender’s wealth increases when the agriculture loans are interlinked with index

insurance.



Chapter 4
Optimal Index Insurance Design

The most commonly used indemnity functions of weather index insurance are piecewise linear
functions of the corresponding weather event (Conradt et al. (2015), Martin et al. (2001), Stoppa
and Hess (2003)). But there is a possibility that the payment based on the chosen indemnity
function does not properly cover the actual loss. This leads to high basis risk. Therefore it
is important to choose the correct form of the indemnity function to design a proper index
insurance. Zhang et al. (2018) develop a method to find the optimal indemnity function for an
index insurance. They have shown that the designed optimal index insurance performs better
than index insurance with a linear indemnity function by reducing the basis risk. In this chapter
we use the procedure in Zhang et al. (2018) to derive an optimal index insurance with some
modifications and extensions.

The model in Zhang et al. (2018) consists of the initial wealth, insurance premium, insurance
payout and loss of farming. In the numerical results they compute the loss by deducting the
maximum detrended yield from the detrended yield of the considered 20 years. This leads to
a loss (no profit) in each year. Since in practice both loss and profit are possible, instead of
loss of farming we use the income from farming. We derive the optimal indemnity function for
this slightly changed model by using the method in Zhang et al. (2018). This does not make
a significant difference to the model and the analytical expression of the optimal indemnity
function in Zhang et al. (2018). We consider a special case by assuming the income from
farming has the same form as the model in Chapter 3. Also we compute the optimal indemnity
by assuming the farmer’s preference on wealth is given by power utility function, which is not
addressed in Zhang et al. (2018). In addition to that we discuss the impact on the repayment
of a loan which is interlinked with the optimal index insurance. Motivated by Collier (2020)
here we discuss the optimal index insurance for the lender as an extension. An index insurance
against El Nino for the lender is discussed in Collier (2020).

31
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4.1 The Optimization Problem

Most of the parameters are similar to the parameters of the model in Chapter 3.1. Let X denote
the value of the corresponding weather index with the support [X,in, Xmax ] and the probability
density function f(x). Then I(X) be the indemnity function with 0 < I(X) < M, where M
is the maximum payout of the index insurance. Let Z denote the income from the yield. We

consider the following two cases based on the nature of Z.
* General case : X and Z are correlated but the relationship is unknown.
* Special case: Z = ugpXY.

For the general case we assume that Z is a continuous variable with the support [ Zin, Zmax |
and probability density function 4. We also assume that X and Z are correlated. Let p be the
joint density function of X and Z. In the special case we use the form of income from farming
in Chapter 3.1 by assuming the farmer uses high technology for farming. Then the income
Z = ugn XY, where u is the unit price of the yield, g, is the high technology parameter and Y
is the idiosyncratic shock with probability density function g. It is assumed that X and Y are
independent. Depending on the nature of Y this special case also has two cases. Those two

cases arc,

e Case 1: Y has only two states, bad shock (y;) and good shock (y;) with P(Y = y;) = p
and PY = yp)=1-p. Where 0 < p < 1,

e Case 2: Y is a continuous random variable with support [Ymin, Vmax] and probability

density function g.

Below we state the optimization problems for all those cases. We assume that the premium
of this insurance is the expectation of the indemnity payment, discounted and multiplied by the

premium load. So it is given by

m Xmax

T=17% I(x)f(x)dx. 4.1

Xmin

where m > 1 is the premium load and ¢ is the periodic interest rate. Our main focus in this
work is to design an index insurance which maximizes the expected utility of the wealth of
the insured. An insured with utility function u is assumed, where u is a strictly concave and

non decreasing strictly concave function (u’(.) > 0, u”(.) < 0) and ©”’(.) is a continuous function.
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First the optimization problem in the general case is given by
sup E[u((wo— (1 = 0)m)(1 +0) + I[(X) + Z2)]
1

Xmax

I(x)f(x)dx. 4.2)

Ns = —
ST

Xmin

where wy is the initial wealth of the farmer. 0 < 6 < 1 is the subsidy rate on the premium
which is provided by the government or another party. When the premium of the insurance is
7, the insured should only pay the amount (1 — 8)x and the rest of the premium, 67 is paid by

the subsidy provider.

Now the optimization problem of the special case is given by
sup Efu((wo — (1 = 0)7)(1 +6) + I(X) + ugnXY)]
I

m xmax

st = T3 I(x)f(x)dx. 4.3)

Xmin

4.2 Uniqueness and Existence of the Optimal Solution

We discuss the uniqueness and existence of the optimal solution of problem (4.2) similar to
Zhang et al. (2018). A proposition regarding the uniqueness of the optimal solution is given in
Zhang et al. (2018) (Prop.1), which we repeat in the following. It is based on the strict concavity

of the utility function.

Proposition 4.1. The optimal solution to problem (4.2) is unique up to equality almost every-

where if it exists.

We introduce the Lagrange multiplier A to problem (4.2) in order to discuss the existence

of the optimal solution and solve problem (4.2).

K(I,A) = E[u(w + I(X) + Z)] + /1(7r - % / :" 1(x) f(x)dx)

m

E[u(w + I(X) + Z)] + A / mm (n - 51(x)) F(x)dx

= /XWX/ZMX u(w+ I(x) + z)p(x, z)dzdx+ /xmax /1(7r— LI(X))f(X)dx

1+06

Xmin Zmin Xmin

min

/Z " u(w+I(x)+z)p(z|x)dz+/l(Jr—IT—él(x))] F(x)dx 4.4)

min
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where w = (wg — (1 — @))(1 + 6) and p(z|x) = p(x,z)/f(x). In the following we slightly
restructure a lemma from Zhang et al. (2018) (Lemma 1) in order to discuss the optimal

solution to problem (4.2) by the maximizer of K(I,A).

Lemma 4.2. Let I, denote the maximizer of K(I, 1) defined by Equation (4.4) for every A € R.
If there exists A* such that BE[I}<] = n(1 + &)/m, then I* = I+ solves problem (4.2).

Based on the idea of Lemma 4.2, first we investigate the maximizer of K(/, A1) with respect
to I for a given A. According to Equation (4.4) it is sufficient to consider the pointwise

maximization in x € [Xin, Xmax] of
Imax m
H(I(x), x, 1) = / u(w+ 1(x)+ 2)p(z|x)dz + /l(ﬂ— ml(x)). (4.5)
Zmin

The derivative of H(I(x), x, 1) with respect to I(x) is given by

H(I(x),x, ) = G(I(x), x) - Al’f—é, (4.6)

where

Glivx) = / "t i+ Dp(el0)dz

Zmin

=E[u'(w+i+ Z)|X = x]. 4.7)

Since u is strictly concave, v’ is strictly decreasing. Therefore G(i, x) is strictly decreasing
in i. Then G(i, x) attains its maximum value at i = 0 and its minimum value at i = M. Based

on this and similar to Zhang et al. (2018) we define the following three sets.

A _ , m
st = {x € Domins Xar ]| G0.) < A 6}. 4.8)
Y . m
Sz = 1X € [Xpmin» Xmax]l G(M, x) > /lm . 4.9)
§h = {x € [Xnims Xman ]| G(M, %) < /l% < G(o,x)}. (4.10)

Since G(i, x) is strictly decreasing in i for a given x, there is no common x which satisfies
the conditions in both Sf and SZA. Then Sf N SZA = (. Thus Sf, SZA and S:f are three disjoint
subsets of [ Xin, Xmax] and Sf U Szﬂ U Sgl = [Xmins Xmax |- So they form a partition. The nature of
H(I(x), x,A) in the above three sets may help to show the existence of an optimal solution. We

observe the following results regarding H(/(x), x, A).

* For any x € S%, H(I(x),x,4) < 0. Therefore H(I(x), x, A) is decreasing in I(x) € [0, M].
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* For any x € S%, H(I(x),x,4) > 0. Therefore H(I(x), x, A) is increasing in I(x) € [0, M].

 For any x € S, H(0,x,1) > 0 and H(M,x,A) < 0. Therefore H(I(x),x,A) is first

increasing in /(x) € [0, M] and then decreasing.

According to the above observations we can easily understand that

0 for x € Sf
Iy(x) = argmax H(I(x),x,d) =M for x € SZA (4.11)

1(x)e[0.M] A
I(x) forx e S4,

where H(f;(x),x,1) = 0, that is,

m

G(f/l(X), .X) = ﬂm

(4.12)

4.2.1 Uniqueness and Existence of the Optimal Solution for Special Cases

The form of Z does not matter for the uniqueness of the optimal solution discussed in Proposi-
tion 4.1. Therefore, Proposition 4.1 not only discusses the uniqueness of the optimal solution
of general case but also the special case. Nevertheless, we require some modifications in order
to discuss the existence of the optimal solution and solve the optimization problem for special
case.

Now we introduce the Lagrange multiplier to problem (4.3). Then we modify K(/, 1) in
Equation (4.4) for Case 1 and Case 2, which we state in the following as K;(/, 1) and K»(I, 1)

respectively.

K0 = [ [atrr G sugieps a1 g1 - p) 44 (n- 1) | fa
" (4.13)

K>y (1,A) = /xxfmlx [‘/yy.max u(w+1(x)+,ughxy)g(y)dy+/l(7r—ﬁ—dl(x))]f(x)dx. (4.14)

By considering pointwise maximization, we modify G(i, x) in Equation (4.7) for Case 1 and

Case 2 as G(i, x) and G»(i, x). Those are given by

Gi(i,x) =u'(w+i+ pgnxy)p + u' (w+i+ ugpxyn)(1 - p), (4.15)
Ymax
Galivx) = / o (vt i+ pugnxy)g()dy. (4.16)
VYmin
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Now we can define the modified versions of the three sets Sf, Szﬂ and S3A for Case 1 and
Case 2 based on G (i, x) and G,(i, x). We can easily understand that, /,(x) of Case 1 and 2 have
the same form as /,;(x) in Equation (4.11). But instead of Equation (4.12) I;(x) of Case 1 and 2
satisfy G1(I(x), x) = A7 and Go(Iy(x),x) = A1 respectively. The uniqueness and existence
of the optimal solution is discussed in details in Zhang et al. (2018).

4.3 The ODE Method

It is important to derive a closed form expression for the optimal solution. In order to do that
we need the form of S1', S, S7" and I;+(x), where A* is given in Lemma 4.2. [;-(x) is only
defined on the set Sél* and solved by Equation (4.12). Zhang et al. (2018) develop a method to
derive the optimal solution. Since it is based on an ordinary differential equation, they named
it as ODE method. That method is also based on the fact that the analytical form of [-(x) can
be extended to the whole interval [x;in, Xmax]. Lemma 2 in Zhang et al. (2018) is about the
extension of I(x) from Sgl to the whole interval [ X, Xmax] is true for this model and which

we rewrite in the following.

Lemma 4.3. Let A be a constant such that Sgl # 0 and assume that a solution I,(x) from

Equation (4.12) exists on | Xmin, Xmax)- Then the optimal solution to maximize K(I, Q) is
Li(x) = [(11(x)) VO] A M. 4.17)

According to the above lemma we do not require to determine the set Sgl to derive I (x).
Because when we obtain the analytical form of /;(x) by solving Equation (4.12), then we can
derive the optimal solution 7,(x) by Equation (4.17). As suggested in Zhang et al. (2018) we
can transfer problem (4.2) into an ODE problem by using Lemma 4.3. In the ODE method
first we derive the analytical form of Iy-(x) in Sgl* and then we extend it to the whole interval
[Xmin> Xmax] @s explained in Lemma 4.3, where A" satisfies E[1<(X)] = n(1 + ¢)/m. Therefore
non-emptiness of Sf is important. We slightly change Proposition 3 in Zhang et al. (2018)

regarding the non-emptiness of Sgl* and provide it in the following.

Proposition 4.4. Sf is a non empty subset of [ Xpmin, Xmax ], Wwhere A* is any constant such that
E[L+(X)] = (1 +6)/m.

The following theorem explains how to solve the optimization problem (4.2) by the ODE
approach.
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Theorem 4.5. Suppose that the derivative (%p(zlx) exists and is continuous on |Xmin, Xmax |

X[ Zmins Zmax ), and a function L: [Xmins Xmax] > R which solves the following ODE problem:

j—i = F(x,L)
m
m = T—E[(L(x) v 0) A M], (4.18)

where the function F : [ Xuin, Xmax] X R = R is defined by

S w (wo= (1= 0)m)(1+ )+ L+ 2) £ p(z|x)dz
Z 4.19)

F(x,L) = ——— .
S wr(wo— (1= 0)m)(1+ )+ L+ 2)p(zlx)dz

Then L* = ((L(x))V) A M is the solution to the optimization problem (4.2).

4.3.1 The ODE Method for Z = ug, XY

One can expect that when Z = ug, XY, one can use a classical linear indemnity function.
Then the optimal indemnity function can be derived by estimating the optimal values of the
parameters of the considered linear indemnity function which maximize the expected utility
of the insured. But even if the relationship between Z and X is known, it is still convenient
to use the ODE approach given in Zhang et al. (2018) without predetermining the form of the
indemnity function.

Lemma 4.3 and Proposition 4.4 are valid for Case 1 and Case 2 under the special case.
Therefore we can use the ODE method to solve problem (4.3) for Case 1 and Case 2. We state
the ODE approach to solve the optimization problem (4.3) under both cases in the following

two theorems.

Theorem 4.6. Assuming Case 1, there exist a function L: [Xmins Xmax] = R which solves the
following ODE problem:

dL
a = F(.X, L)
m

where the function F : [ Xuyin, Xmax]| X R = R is defined by

_ Hgn(W”(wa)(1 = p)yn +u” (Wi)py1)

F(x,L) = w”(wp)(1 = p) + u”(wi)p

(4.21)

and wp = (wo — (1 = 0)m)(1 + 6) + L + ugpxyy and wy = (wo — (1 — 0)m)(1 + 6) + L + ugnxy;.
Then L* = ((L(x))V) A M is the solution to the optimization problem (4.3).
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Theorem 4.7. Assuming Case 2, there exist a function L: [Xmin> Xmax] > R which solves the
following ODE problem:

dL
E = F(X, L)
m
T = mE[(L(X) \% 0) A M], (422)

where the function F : [ Xyin, Xmax] X R = R is defined by

pgn [ u(wo = (1 = 0)m)(1 +6) + L + pgnxy)yg(y)dy

[ wr(wo — (1= O)m)(1 +6) + L + pgxy)g(v)dy

F(x,L)=-

(4.23)

Then L* = ((L(x))V) A M is the solution to the optimization problem (4.3).

4.4 The Optimal Indemnity under Different Utility Functions

As discussed above the optimal indemnity depends on the utility function of the insured. In
this section we discuss the nature of the optimal indemnity for some commonly used utility
functions. We consider all the above mentioned cases in order to derive the optimal index

insurance under different utility functions.

4.4.1 Exponential Utility

We suppose the insured’s preference on wealth is given by an exponential utility function, i.e
1—e™ "

u(w) = , where v > 0. We derive the optimal index insurance for different cases by

Theorem 4.5, 4.6 and 4.7. We state them in the following propositions.

Proposition 4.8. In the general case suppose that the derivative ;—x p(z|x) exists and continuous
-

on [ Xmins Xmax| X [Zmins Zmax)- If the insured’s utility function is u(w) = , where y > 0,
then the optimal index insurance is given by
1
I*(x) = [(—an[e—VZ|X = x|+ n*) v 0] A M, (4.24)
Y
where n* is determined by
* 1 —vZ * ﬂ(l + 6)
E[I*(X)] = E [(—lnE[e YZ|X] + 1 ) vo] AM| = .
Y m
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e v

Proposition 4.9. In the special case, if the insured’s utility function u(w) = I_T, where
v > 0, then the optimal index insurance is given by
1
I*(x) = [(—an[e—wgth] + n*) v 0] AM, (4.25)
Y

where n* is determined by

n(l +9)

E[I*(X)] = E[ [(%an[e-wghXY] + n*) v o] AM —

In the two cases under the special case, E[e 7#*Y] can be computed according to the

corresponding case.

4.4.2 Power Utility

Now we suppose the farmer’s preference on wealth is given by a power utility function, i.e
u(w) = Wl(%), where w > 0,y > 0 and y # 1. Due to the nature of the power utility function, it
is difficult to simplify F(x, L) to derive a closed form solution of the optimal index insurance.
But it is possible to state the ODE problem which leads to the optimal solution. This means that
we can derive the function F(x, L) which is given in Theorem 4.5, 4.6 and 4.7. Then we can
compute the optimal solution numerically. We state the form of F(x, L) in all cases for power

utility function in the following three propositions.

Proposition 4.10. In the general case suppose that the derivative ;—x p(z|x) ex(fst;v and continuous
on [ Xmins Xmax] X [Zmin> Zmax]- If the insured’s utility function is u(w) = %, where w > 0,

v>0andy # 1, then F(x,L) in Theorem 4.5 is given by
S (wo— (1= O)m)(1+ 8)+ L+ 2)77 & p(z]x)dz

o . (4.26)
Y /ZmT:X((Wo— (1 = 0)m)(1+ 8)+ L+ )~ p(z]x)dz

F(x,L) =

Proposition 4.11. In the special case with discrete Y (Case 1), if the insured’s utility function

is u(w) = Wl(l;w, wherew > 0, v > 0andy # 1, then F(x, L) in Theorem 4.6 is given by

Y

—y-1 -1
pgn(w,” " (L=p)yn +w, "™ pyr)
—y-1 >

-y-1
Vvhy (1 —'p)'+1Vl p

F(x,L) = 4.27)

where wy, = (wog— (1 — ) m)(1+ 8)+ L+ ugpxy, and w; = (wog— (1 — O)m)(1+ 8)+ L+ ugpxy;.
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Proposition 4.12. In the special case with continuous Y (Case 2), if the insured’s has utility

(

function u(w) = WIIT;Y) where w > 0,y > 0andy # 1, then F(x, L) in Theorem 4.7 is given by

g [ (Owo= (1= O)m)(1+ 6)+ L+ pgny) 7~ yg(y)dy

F(x,L)=- s —
L (wo= (1= 0)m)(1+ &)+ L+ pgnxy) ' g(v)dy

(4.28)

Remark 4.13. Due to the unavailability of closed form solution to ODE problems for some
utility functions Zhang et al. (2018) develop a numerical scheme. It is based on 4th order

Runge-Kutta (RK4) method. We state that numerical scheme in B.

4.5 Numerical Computation of Optimal Indemnity

We consider the special case with Z = ug, XY for all numerical computations. We assume
that X is gamma distributed and Y is also gamma distributed in Case 2. Let 6 = 0 and m = 1
for all the computations unless otherwise specified. We compute the optimal indemnity for
both Case 1 and Case 2 under the exponential utility and power utility. Let M = 30. The
obtained results are given in Figure 4.1 for the exponential utility and in Figure 4.2 for the
power utility. We choose different levels of premiums in order to show the different structures
of the optimal indemnity. Therefore for Case 1 we consider 7 = 2,3,4,5 and for Case 2 we
consider 7 = 3,5,7,9,11.

4.5.1 Exponential Utility
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Figure 4.1: Optimal Indemnity under Exponential Utility.
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In Figure 4.1 (a) all the optimal indemnity functions monotonically decrease and go to zero at
index values between 20 and 30 and then stay at zero for rest of the index values. In Figure 4.1 (b)
the optimal indemnity functions go to zero at index values between 25 and 45. For Case 1
index values are given up to 35 and for Case 2 up to 55. Because the rest of the index values
up to x4 do not give any particular information since the indemnity payment is zero for those
index values. The optimal indemnities decrease linearly (according to the appearance). For
high premium levels the optimal indemnity is equal to the maximum level M = 30 for very
small index values and then strictly decreases. Therefore the insured receives the maximum
indemnity payment when the weather index indicates a very small value and then the insured

receives indemnity payment less than M.

4.5.2 Power Utility
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Figure 4.2: Optimal Indemnity under Power Utility.

According to Figure 4.2 (a) it is clear that the optimal indemnity functions for the insured with
power utility function is mostly similar to the the optimal indemnity functions for the insured
with exponential utility function under Case 1. But under Case 2 for 7 = 2,3,4,5 the optimal
indemnities are equal to the maximum level M = 30 for small index values and then strictly
decrease and then become zero. This feature can be seen under exponential utility only for
high premium levels (7 > 7). Further, for Case 2 the optimal indemnity under power utility
becomes zero at a smaller index value compared to the corresponding optimal indemnity under
exponential utility. This implies an index insurance which pays less within a wider range of

index values is optimal for a farmer with exponential utility function while an index insurance
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which pays more within a smaller range of the index values is optimal for a farmer with power

utility function.

4.6 Effectiveness of the Optimal Index Insurance

In this section we discuss the effectiveness of the optimal index insurance in terms of the basis
risk. It is a well known fact that basis risk is one of the major problematic features of an
index insurance. Therefore we can measure the effectiveness of the optimal index insurance
by computing the basis risk of the insurance. The basis risk arises when there is a difference
between the actual loss and the indemnity payment. Here we need to obtain the loss of farming
in order to compute the basis risk. We consider that there is a loss when the income of farming
is below 80% of the expected income of farming, see Conradt et al. (2015). That is, when the

actual income is Z, the Loss is given by,
Loss = max{0.8 - E[Z] - Z,0}. (4.29)

Now, similar to Zhang et al. (2018) we calculate the basis risk as the standard deviation
of the residual risk, that is the standard deviation of [Loss — I*(X)]. As per the definition of
the loss in Equation (4.29) when the actual income is above 80% of the expected income the
loss is set to zero instead of considering it as a negative loss (or profit). Because in order to
compute the basis risk we only require the amounts which are underpaid and overpaid. At a
given x if there is a profit (Z > 0.8 - E[Z]) but the insured receives an indemnity payment then
the overpaid amount is 7*(x) regardless of the amount of profit. Because of that the overpaid or
underpaid amount at x can be simply given by [Loss — I*(x)].

We consider the expectation of the income as E[ g, XY | by assuming Case 2. We simulate a
data set to represent the actual income by considering a discrete set of values for X in [ X5, Xmax |
and generating a random value y for each x from the corresponding distribution of Y. Then we
calculate the basis risk as explained above for the different levels of premium in the interval [0,
10] and the different levels of M in the interval [10, 55]. We consider the power utility function
for the numerical computation. The obtained results are given in Figure 4.3.

According to Figure 4.3 when the premium is equal to zero, that is, there is no insurance,
the basis risk is around 3.86 for all the levels of M. In that case, since there is no index
insurance, the basis risk simply equal to the standard deviation of the Loss. The basis risk
of all the other cases are below that level. This already shows that there is a positive impact
from this index insurance in terms of the basis risk. The basis risk monotonically decreases as

the maximum indemnity level increases. Also when M > 20, the basis risk decreases as the
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Figure 4.3: Basis Risk for Different Levels of Premium and Maximum Indemnity.

premium increases. For small levels of M (e.g M=10,15) the basis risk first decreases and then
increases as the premium increases. In the cases where M is small and the premium is large,
the index insurance pays more than enough for small losses as a result of the high premium,
but it still does not properly cover the large losses since M is small. Therefore the basis risk is
high. Not only for small M but also for large M when the premium is very small, the basis risk
is high, because in those cases the insurance does not properly cover even a small loss due to
the very small premium. When M is small, a moderate level of premium works better, because
it does not leads to too much underpaid or overpaid small losses. The insurance with high
levels of M and high premium levels are the most effective in terms of reducing the basis risk.
In those cases the M is high enough to cover the large losses in other hand the high premiums
allows to cover the losses properly. Then the effect of overpaid and underpaid are very low.

As mentioned in Zhang et al. (2018) this kind of figure helps governments to determine the
premium subsidy amount according to M. For an example let us assume that the government
is willing to provide an amount of 3 as premium subsidy. The farmer has only amount 4 to pay
the premium. With the premium subsidy now the farmer can purchase an index insurance with
m ="7. Now let M = 30. In this case the premium subsidy helps the farmer to take an insurance
with less basis risk compared to the insurance he can purchase without subsidy. Because the
insurance with M = 30 and = 7 has lower basis risk compared to the insurance with M = 30

and 7 = 4. Now let M = 10. In this case the basis risk of the index insurance with 7 = 7 is
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greater than the index insurance with 7 = 4. In this case the premium subsidy of 3 does not
help the farmer go for a better insurance. But the premium subsidy of amount 1 let farmer to
go for a index insurance with less basis risk. In this manner the results in Figure 4.3 help to

choose an appropriate subsidy level for a given M.

4.7 Comparison between Optimal and Linear Indemnities

We make a comparison between the optimal indemnity function which is calculated by the
ODE method and a linear indemnity function. We consider the linear indemnity function
I(x) = max{A(k — x),0} with k = 30 and A = 1. The actuarial fair premium of the index
insurance with this linear indemnity is approximately 4.5 and the maximum indemnity is 27
since X, = 3. Therefore we compare it with the optimal indemnity function which is derived
by ODE approach with 7 = 4.5 and M = 27. We compute the optimal indemnity for both
Case 1 and Case 2. The obtained results are given in 4.4.
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Figure 4.4: Comparison between Optimal Indemnity and Linear Indemnity for M = 27.

Figure 4.4 shows the difference between the optimal indemnity and the linear indemnity.
Under Case 1 the optimal indemnities of both exponential and power utilities are mostly similar.
But the linear indemnity is different to them up to some extent. Under Case 2 the linear indemnity
and the optimal indemnity of exponential utility are mostly similar, but the optimal indemnity

of power utility is somewhat different to them. According to Figure 4.4 (a) under power utility
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or exponential utility in order to maximize the expected utility of the insured’s wealth more
payment is required for low index values (x < 20) and less payment is required for high index
values (x > 20) compared to the linear indemnity. In Figure 4.4 (b) similar comparison can be
seen between the optimal indemnity under power utility and linear indemnity. But those facts
are totally different when comparing the optimal indemnity of exponential utility and linear
indemnity under Case 2. Because those two indemnity functions are mostly similar.

The results in Figure 4.3 shows that high premium and high M lead to low basis risk.
Therefore we make a comparison between the optimal and the linear indemnities for high
premium and high M. Now let 4 = 2 and keep k = 30. Then the premium of the insurance
with this linear indemnity is 9. We compare it with optimal indemnity with 7 = 9 and M = 54.

The comparison is given in Figure 4.5.
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Figure 4.5: Comparison between Optimal Indemnity and Linear Indemnity for M = 54.

As shown in Figure 4.5 under Case 1 all the cases are mostly similar. It implies that a
linear indemnity with high maximum payment (it leads to high premium) is a good choice of
indemnity function when the farmers have either exponential or power utility. But under Case 2
the linear indemnity with high maximum payment is a good choice when the farmer has power
utility. But it is not a good choice for the farmers with exponential utility, because the optimal
indemnity under exponential utility is considerably different to the linear indemnity.

Now it is clear that there are situations in which the optimal indemnity is different to the
considered linear indemnity. The linear indemnity does not differ based on the utility function

of the insured. But the results in Figure 4.4 and 4.5 show that even the optimal indemnity
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function has a certain linear form, it can differ according to the utility function of the insured.
We can do further comparison to find which indemnity is more effective. Again we use the
basis risk for the investigation. We compute the basis risk of the optimal and linear indemnities
as explained earlier for different levels of premium and two levels of M. We consider the same
linear indemnity function, max{A(k — x),0} and the optimal indemnity function under power
utility. We choose the values of A and k such that the premium and the maximum indemnity is

equal to the given levels. Figure 4.6 shows the obtained results.
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Figure 4.6: Comparison between Optimal Indemnity and Linear Indemnity.

According to Figure 4.6 the basis risk of the linear indemnity is greater than the basis risk of
the optimal indemnity for both M = 15 and M = 25 for all the given premium levels except 0.
In both cases the difference between the basis risks are bigger for the high premiums compared
to the low premiums. However there is no considerably big difference between the the basis
risks of two indemnity functions. When M = 15 the basis risk of both optimal and linear
indemnities first decrease and then start to increase as premium increases. But when M = 25
both indemnities decrease as premium increases. Therefore small basis risk can be achieved
for both indemnities with M = 25 compared to M = 15. Since there is no significant different
between the optimal indemnity under power utility and linear indemnity as per the previous
results, we cannot expect a big difference between the basis risk under two indemnity functions.

Nevertheless we see, that the optimal indemnity clearly reduces the basis risk.
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4.8 Effectiveness of the Optimal Index Insurance for Loan

Repayment

Now we consider that the farmer takes a loan to use high technology for farming. We assume
that the index insurance is interlinked with the agriculture loan of the farmer. In Chapter 3 we
already discussed the loan repayment behavior of a farmer when the loan is interlinked with an
index insurance. Since a linear indemnity function is considered there, now it is interesting to
discuss how the optimal indemnity of interlinked index insurance affects the loan repayment
behavior of the farmer. In this section we compare the loan repayment behavior of the farmer
under the index insurance with the optimal indemnity function and a given linear indemnity
function. We analyze the loan repayment behavior in terms of the loan default probability. Here
we assume that the farmer defaults on the loan when his terminal wealth is not large enough to

pay the total outstanding loan. Therefore the loan default probability is given by

Loan Default Probabiity = P(Terminal Wealth < Outstanding Loan)
= P((wo— (1 = O)m)(1+ 8)+ I(X)+ ugn XY < I(1 + p)), (4.30)

where [ is the loan amount and p is the interest rate on the loan. For simplicity of the numerical
computations we consider Case 1 (discrete Y)). We assume that the farmer’s preference is given
by a power utility function. We also assume that the index insurance with actuarial fair price
of 5 (E[I(X)]/(1 + 6) = 5 ) and the maximum payout of 20 (M = 20). We consider the linear
indemnity function max{A(k — x),0} and we choose A and k such that actuarial fair price and
the maximum payout are equal to the above given values. Also we consider three different types

of index insurance based on the nature of the premium and those are listed below.
* Type A : Insurance with actuarial fair price (m = 1) and subsidy rate of 25% (6=0.25).
* Type B: Insurance with actuarial fair price (m = 1) and no subsidy (6=0).
* Type C: Insurance with premium load of 1.5 (m = 1.5) and no subsidy (6=0).

The premium of Type A, B and C are 5, 5 and 7.5 respectively. But the amounts that the farmer
should pay to the insurer are 3.75, 5 and 7.5 respectively. The comparison of the loan default
probability is given if Figure 4.7.

According to Figure 4.7 the default probability of the loan which is interlinked with Type A
insurance is O for the interest rates below 10% under both optimal and linear indemnities. Also
the default probability of the loan which is interlinked with Type B insurance is O for the interest

rates below 5% under both indemnities. But loan default probability with Type C insurance is
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Figure 4.7: Comparison of Loan Default Probability.

always positive. The loan default probability under all types of optimal indemnities are below
the loan default probability under the corresponding linear indemnity (except the cases with
0 default probability). The loan default probability is high when the portion of the premium
which should be paid by the farmer is high. The premiums of both Type A and Type B
insurances are the same but the loan default probability under Type A insurance is less than
Type B insurance, because the amount paid by the farmer as his portion of the premium to the
insurance company is smaller for type A compared to Type B. As the interest rate on the loan
increases the gap between loan default probabilities under the optimal indemnity and the linear
indemnity increases. Therefore when the interest rate is high the optimal indemnity makes a
better influence on the loan default probability compared to the situation with a low interest

rate.

4.9 Lender Level Index Insurance

In Section 4.8 we discuss about an index insurance which is interlinked with an agriculture
loan. Motivated by the work in Collier (2020), in this section we focus on a lender who issue
agriculture loans and we discuss a weather based index insurance for the lender. We assume
that the income of the farmers varies based on a certain weather event. Obviously the loan
repayment behavior of the farmers depends on their income. Since the lender’s income is the
amount of loan repayment, the underlying weather event indirectly affects the lender. Therefore
it is reasonable to discuss weather index based insurance design for the lender.

We consider that at the beginning of the period the lender issues N agriculture loans to the
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farmers each with amount /. The periodic interest rate on the loan is p. The loan repayment
rate at the end of the period is €. Since the income of the farmers depends on a certain weather
event, € also depends on that weather event. Similar to the previous model, X denotes the value
of the underlying weather index, then € : X — [0, 1]. Then the income of the lender at the end
of the period is NI(1 + p)e. We assume that the lender purchases an index insurance which is
based on the underlying weather event to cover the risk of defaulting loans. ;(X) denotes the
indemnity function of the lender’s index insurance. Further 0 < I;(X) < M;, where M, is the
maximum payout of the index insurance. The lender pays the premium of the index insurance

m; at the beginning of the period and it is given by

mj

1+6

=

/Mmmwﬂmw,

Xmin

where m; is the premium load of the index insurance and ¢ is the periodic interest rate. By
assuming that the lender is risk averse and expected utility maximizer with initial wealth wy we

focus on solving the following optimization problem.

sup Efu;((wo — m)(1 +6)+ NI(1 + p)e + [;(X))]
I

my
1+6

s.t m=

/ " LG f()d, 431)

Xmin
where u; is strictly concave and non decreasing function with u;(.) > 0, u}(.) < 0 and u}/(.)
is a continuous function. In order find the optimal index insurance for the lender we solve
problem (4.31) in a similar way as we derived the optimal index insurance for the farmers.
Remember that, that procedure is adopted from Zhang et al. (2018).

Now we introduce the Lagrange multiplier A in order to solve the above optimization

problem.

K(1;, )

—E[u(wo — 7)(1 + 8) + NI(1 + p)e + L(X))] + A(m - 1?5 / " L) f(x)dx)

Xmin

—E[u(wo — 7)(1 + 8) + NI(1 + p)e + L(X))] + A / " (m - I’T 611(x)) F(x0)dx

:/ ’nuxul((wo —m)(1 +6) + NI(1 + p)e + [;(x)) f(x)dx+ / b Al lﬁléll(x))f(x)dx

Xmin Xmin

my
1+6

) /xmax (m((wo —m)(1 +8) + NI(1 + p)e + I)(x)) + A(m;—

Xmin

1(x) f(x)dx.

4.32)
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According to Equation (4.32) it is sufficient to consider the pointwise maximization of the

integrand.

m

Hi(I}(x),x,1) = uj(wo — mr;)(1 + 8) + NI(1 + p)e + I;(x)) + A(m;— léll(x)). (4.33)

1+
The derivative of H;(I;(x), x, A) with respect to [;(x) is given by

mj

Hl(ll(x), x,A) = Gi(I)(x),x) — /11 1o

(4.34)
where
Gi(i,x) = u)((wo — m;)(1 + 6) + NI(1 + p)e + ). (4.35)

It is clear that G, (i, x) is strictly decreasing in i for a fixed x due to the strict concavity of u;.
Similar to the previous model we can define three disjoint sets based on G;(0, x) and G;(M;, x).
Then we can discuss the nature of optimal indemnity in those three sets similar to the previous
model. Proposition 4.1 and Lemma 4.2 which discuss the uniqueness and the existence of the
optimal solution of Problem (4.2) are applicable for this model. Also Lemma 4.3 regarding
extension of the optimal solution to the interval [ X,,in, Xmqx | and Proposition 4.4 regarding non
emptiness of Sgl* are true for this model. Therefore we can solve problem (4.31) by the ODE

approach as given in the following theorem.

Theorem 4.14. Let the function I [Xmins Xmax] — R solves the following ODE problem:

dl de
= NI+ p)— 4,
P NI( +p)dx (4.36)
m A
m = +16E[(I(x) v 0) A M.

Then I'* = (I(x) V 0) A M; is the optimal solution to problem (4.31).
The solution to the ODE problem in Equation (4.36) is given by

I(x) = =NI(1 + p)e + ¢, (4.37)
where c is a constant which satisfies E[/*(X)] = lle‘sm.

4.9.1 Rate of Loan Repayment

According to the optimal solution it is clear that the loan repayment rate is one of the important

ingredients to derive the optimal solution. Here we assume that the farmer repays the outstanding
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loanif his income is greater than the outstanding loan. By assuming that the number of borrowers
is sufficiently large to apply the law of large numbers, the loan repayment rate is defined as
the probability that the farmer’s income is greater than the outstanding loan. More specifically,
here we consider that the income of a farmer is similar to the special case of farmer’s income

in the previous model, that is Z = ug, XY. Then by applying law of large numbers across the

idiosyncratic shocks Y the rate of loan repayment at a fixed value x is given by

e(x) = P(ugrxy > 1(1+ p)) = P(y >

where G is the cumulative distribution of Y.
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4.9.2 Numerical Computation of Optimal Indemnity for the Lender
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Figure 4.8: Optimal Indemnity of Lender for p = 0.15
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We numerically compute the optimal indemnity of the lender level index insurance for different
values of M; and ;. Let N = 100 and / = 25. The numerical results are given in Figure 4.8.
In order to compute the optimal indemnity, for different levels of M; we consider different
levels of premiums. When M; = 300, we choose the premiums from 20 to 70 but when
M; = 500, we choose premiums up to 100. When M; = 300 we cannot consider the high
premium levels like 100 as the premium of the index insurance. Because in this case maximum
payout is not large enough to impose high premium. As shown in Figure 4.8 in all four cases
for all premiums the optimal indemnity is first equal to the maximum payout M; and then it
decreases to zero as the index value increases and finally no payout is provided for the rest of
the index values. By paying attention to the decreasing part it is clear that for small levels of
premiums it decreases linearly (approximately) and as premium increases the decreasing part
becomes non linear. Therefore we can suggest that a linear indemnity is not always the best

indemnity function for the lender level index insurance.

4.9.3 Wealth of the Lender

Here we discuss the wealth of the lender for the cases where the borrowers take index insurance
and the lender takes index insurance. When the borrowers take index insurance it may increase
the loan repayment rate and as a result of that, the lender’s income may be increased. On the
other hand when the lender takes an index insurance even the loan repayment rate is lower but
the lender’s wealth may be increased due to the insurance payment. In order to analyze these

situations we compare the expected utility of the lender’s wealth under the following four cases.

1. The borrowers insured (EU1).
2. The lender insured (EU?2).
3. The both borrowers and lender insured (EU?3).

4. Neither borrowers no lenders insured (EUO).

Let I, and [; are the optimal indemnity functions of the index insurance of the borrowers
and the lender respectively. €] and €, are the loan repayment rates when the borrowers are
insured and uninsured, respectively. A borrower pays the premium 7, and the lender pays the

premium m; for the corresponding index insurance. Where

e1(x) = P(ugnxy + Ip(x) > I(1 + p))
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and
e(x) = P(ugpxy > I(1 + p)).

Then the expected utility of the lender’s wealth under above four cases can be given as

EU1 = Elu(wo(1 + 6) + NI(1 + p)e(X))],
EU2 = E[u((wo — m)(1 + 6) + NI(1 + p)er(X) + [;(X))],
EU3 = Elu((wo — m)(1 + 6) + NI(1 + p)e1(X) + [;(X))],
EUO = E[u(wo(1 +6) + NI(1 + p)ex(X))].

The expected utility of the lender’s wealth for all four cases for different interest rates on the
loan are given in Figure 4.9.
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Figure 4.9: Expected Utility of the Lender’s Wealth

According to Figure 4.9 it is clear that the expected utility of the lender’s wealth is higher
when the borrower or lender have an index insurance compared to the case when both are
uninsured. Also the expected utility is higher when the borrower insured than the lender
insured. Another important results is the expected utility in the cases, where only the borrower
is insured and where the both are insured, are very close to each other. This reveals that if
the lender can bundle the loan with a mandatory index insurance for the borrower, then the
lender does not need to take an index insurance, because the lender’s insurance does not help

to increase the expected utility further.



54

CHAPTER 4. OpTIMAL INDEX INSURANCE DESIGN

4.10 Summary

The main insights of this chapter are:

An index insurance with optimal payout function has a lower basis risk than the index

insurance with a linear payout function.

It is important to choose the proper level of premium and maximum payout for the index

insurance to reach small basis risk.

A lower loan default probability can be obtained when the agriculture loan is interlinked

with index insurance with optimal payout function instead of a linear payout function.

An optimal index insurance for a lender who issues agriculture loans helps to increase

the lender’s wealth.

But when the loans are interlinked with index insurance, index insurance for the lender

is not needed.



Chapter 5

Equilibrium Pricing Model for Index

Insurance

There are many studies about different aspects of index insurance for agriculture risk. But many
of those works only consider either the side of the insurance buyer or the insured. There are
several studies evaluating both the demand and supply of the insurance market in an equilibrium
framework (Lin (2005), Rothschild and Stiglitz (1978)). Also, there are some works on market
equilibrium of traditional crop insurance (Aase (1999), Duncan and Myers (2000)). But only
a few studies discuss the index insurance in an equilibrium framework. Shen and Odening
(2013) discuss the market equilibrium by considering both demand and supply of an area based
index insurance. Duncan and Myers (2000) discuss the existence of the crop insurance market
equilibrium. Their model is similar to the model in Rothschild and Stiglitz (1978). They
consider risk averse farmers and risk averse insurance firms and the demand and supply are
characterized by mean variance preference functions.

Shen and Odening (2013) analyze the feasibility of an area based index insurance by means
of the equilibrium model. In addition to that they analyze two strategies to manage the systemic
risk of the area based crop insurance, where systemic risk occurs when some natural disaster
affects a large number of farmers simultaneously. Those two strategies are first by regional
diversification and second by catastrophe (CAT) bonds. They develop an equilibrium pricing
model based on the model in Duncan and Myers (2000) for a single region and later extend it
to multiple regions. Risk averse farmers and an insurer are considered and the effects of basis
risk and systemic risk are investigated. They also address premium subsidies to increase the
participation for the index insurance.

Motivated by Shen and Odening (2013), we investigate both demand and supply sides of a

weather based index insurance by means of an equilibrium pricing model. We also consider

55
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the case where the index insurance is interlinked with an agriculture loan. Then we investigate
the market equilibrium in that model. In addition to that we build up an equilibrium model by
considering two groups of farmers. This is motivated by the idea behind the model in Sass and
Seifried (2014).

5.1 Basic Equilibrium Pricing Model

We develop an equilibrium pricing model by considering both demand and supply sides of a

weather index insurance. The model is related to the model in Shen and Odening (2013).

5.1.1 Demand Side of the Market: Insured

In addition to the characteristics of the model in Shen and Odening (2013) we also adopt some
characteristics of the weather index insurance model in Clarke (2016). We consider a region
with N farmers. We assume that a weather index insurance is available for the farmers to cover
their agriculture risk. Since all the farmers are in the same region the same weather event affects
all of them similarly. Therefore, the same weather index insurance is available for everyone.

Then the revenue of farmeri € {1,2,...,N} is given by
Ri =W+ aP(I)+ (w; — a;m)(1 + 6), 5.1

where W; is the income from yield of farmer i. I is the weather index and P([) is the indemnity
payment or the payout of the full cover index insurance, which depends on the weather index.
m is the premium of the full cover index insurance. Further, ¢; is the index insurance cover or
the amount of insurance which is purchased by farmer i and w; is the initial wealth of farmer
i after spent money for farming, where w; > m by assuming the farmer’s initial wealth is large
enough to pay the insurance premium. Finally, ¢ is the periodic interest rate.

Even though the same weather event affects all the farmers, the other agriculture risks are
different for each. As a result of that the relationship between the actual loss and the index
insurance payout is also different for each. Then the farmers choose different amounts of the
index insurance according to their situation.

Based on Clarke (2016), for the simplicity of the model it is assumed that there are only two

possible income levels and only two possible weather conditions. Those are

W w;  due to low yield with probability p;
l' =
wy  due to high yield with probability 1 — p;,
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foralli € {1,2,...,N} and

1 bad weather with probability ¢
0 good weather with probability 1 — ¢,

Let [ = w, — w; and we refer [ as the loss of farming. Then the indemnity payment is
P(I) = l1. r; is the probability that the loss occurs to the farmer i but the index indicates good
weather. We consider it as the basis risk of the index insurance. The four possible levels of

farmer i’s revenue with the corresponding probabilities are given in Table 5.1.

Table 5.1: Revenue of four state

State s | Probability p; Revenue
10 ri wr+ (w; —a;m)(1 +06)
1 pi — i wr+ (wi —aim)(1 +0) + a;l
h0 l-g-r wp + (w; — aqm)(1 + 6)
hl q+ri—pi wp + (w; —am)(1 +0) + a;l

We assume that the farmers are strictly risk averse over wealth, with utility function uy
satisfying u/, > 0 and u/; < 0. As an expected utility maximizer farmer i wants to choose the
amount of insurance which maximizes his expected utility. Then the optimal insurance cover

of farmer i at a given premium 7 is given by

a; = argmax E[ug(W; + o; P(I) + (w; — a;m)(1 + 6))]. (5.2)
@; >0
Since there are N farmers, the total optimal demand or the total optimal amount of insurance

which is purchased by all the farmers at price 7 is a* = Zﬁ\; Lo

5.1.2 Supply Side of the Market: Insurer

In order to discuss the market equilibrium, we need to consider the side of the insurer or the
insurance provider. We assume that there is only one insurance provider. We also assume that
the insurer is strictly risk averse with utility function u; satisfying u; > 0 and u; < 0. We
discuss the behavior of the insurer in an market equilibrium framework under two methods.
Those two methods use two different concepts to find the market equilibrium. We explain those

methods below.
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Method 1: The Method based on the Amount of Contracts

This method is based on the method of computing an equilibrium in Shen and Odening (2013).
In this method the insurance company decides the number of contracts that they want to sell at
a given price. If the insurer sells the number S of insurance contacts each at premium 7, then

the profit of the insurer is given by
Br(1+96)-pBLI. (5.3)

Now the optimal amount of the insurance contracts which maximizes the expected utility

of the profit of the insurer is given by

B* = argmax E[u,(Br(1 + &) — BII)]. (5.4)

B=0
Now we can derive the market equilibrium under Method 1. This is similar to computing
the equilibrium from demand and supply curves. In this method a* as a function of 7 behaves
as the demand curve of the insurance market and * as a function of 7 behaves as the supply
curve of the insurance market. The insurance market is at an equilibrium when the demand is

equal to the supply. That is
a = B (5.5

1

N
i=1
The equilibrium premium 7* is the premium which satisfies Equation (5.5) and the equilib-

rium demand is @ (or 8*) at ™.

Method 2: The Method based on the Premium

This method is based on the method of computing the market equilibrium in Sass and Seifried
(2014). Here the insurer decides the premium which maximizes its expected utility of profit if
it supplies the optimal demand of the insureds. This is in contrast to Method 1, because here
the insurer does not decide the amount it is willing to supply. Instead it supplies the amount
which is asked by the farmers and the insurer decides the premium. If the insurer supplies the

optimal demand of the farmers a* at premium 7 then the profit of the insurer is given by

a*n(l+06)—a’ll. (5.6)
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The premium which maximizes the expected utility of the profit of the insurer is given by
" = argmax E[ug(a* (1 + &) — ™ 11)]. (5.7)

Here a* is a function of . This 7* is the equilibrium premium and o* at 7* is the equilibrium

demand.

5.1.3 Insureds and Insurer with Exponential Utility

Now we assume that both u; and u; are exponential utility functions in order to derive the

market equilibrium.

Proposition 5.1. If the insured’s utility function ug is an exponential utility function with
coefficient of risk aversion y; > 0, the optimal insurance demand of farmer i at premium 7 is

given by

(5.8)

@ = max

0. (=7 +0)) (pi — ri)e™™™ + (g + ri — pi)e™™) ]
’ﬁ n( (1 +0) (rie=va%i + (1 — q — r;)e~Yawn) ) :

Equilibrium by Method 1
Here we derive the equilibrium demand/supply and premium under Method 1.

Proposition 5.2. If the insurer’s utility function ug is an exponential utility function with
coefficient of risk aversion y; > 0, under Method 1 the optimal amount of insurance contracts

the insurer is willing to supply at premium r is given by

(5.9)

.1 (1-=q)n(1+9)
F ‘ﬁln(qa—nam»)‘

Now we know the optimal demand and supply at a given premium. Then by market equi-
librium condition in Equation (5.5) and by Equation (5.9) we derive the equilibrium premium

as a function of o*. It is given by
. glevste’ ()

= . 5.10
d (1 +0)(ge¥sle" (@) + 1 — q) ( )

Proposition 5.3. Ifthe insureds’ and insurer’s utility functions u, and ug are exponential utility

functions with coefficients of risk aversion y; > 0 and ys > 0 respectively, Under Method 1
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equilibrium premium and demand are given by

( 'YS* ) q ( )’d* )
(i >0) Ai) 7a N (722) varhs
= i = ") o (5.11)
(1+0)(1+ (Hi(ai>0) Aj) vatNrs (&) YatNTs )

and

* 1 l_q N*)
e Al—2 5.12

: . — (pizri)e7d"1 +(q+ri—pi)e Yd"h
respectively, where A; = rre T (T—g e 7™

purchase positive amount of insurance at *.

and N*(< N) is the number of farmers who

Equilibrium by Method 2
Now we derive the equilibrium price under Method 2.

Proposition 5.4. If the insurer’s utility function ug is an exponential utility function with

coefficient of risk aversion ys; > 0, under Method 2 the equilibrium premium is given by

= glevsla' ™) ()
(1+6)(gersle ™) +1—¢q) (a*(x*))’

(5.13)

Here a*(1*) is the value of a* at n* and (a*(7*))’ is the value of the derivative of a* with respect

tomat ¥,

Here, we can not derive the equilibrium premium and demand as closed form expressions.
But numerically, we can compute the equilibrium premium and demand by Equations (5.7)
and (5.8). By comparing Equation (5.10) and (5.13), it is clear that the equilibrium premiums
of the two methods are different to each other. We explain the relationship between market

equilibrium under the two methods in Proposition 5.5.

Proposition 5.5. Let us assume that preference on wealth for all the farmers is given by
exponential utility with coefficient of risk aversion vy, and the preference on wealth of the
insured is given by exponential utility with coefficient of risk aversion y;. Under Method 1 the
equilibrium premium and demand are nt and aj respectively. Under Method 2 the equilibrium
premium and demand are 1, and a;, respectively. If af > 0 and a; > 0 then 7 > | and then

* *
Cl’z < al.

Proof. Let n{ = n. Thatis @ = @;. Then by Equation (5.10) and (5.13), we can show that
a;/(a;) = 0. Since a; > 0 and (a3) < 0, a;/(a3)’ < 0. This is a contradiction. Therefore,

* *
T # T,
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Now let ni‘ > n;. Since the demand increases as premium decreases, we have aq‘ < a/;.
Then by Equation (5.10) and (5.13)

qleyslarf qleysla/; a,;
* > * - ¥ .
1 +6)ge”' ™ +1-¢q) (A +6)(ge”' 2 +1-¢q) (a5

a*
Since =% < 0

(@3) . .
lal la2

(1+8)ge™% +1=q) ~ (1+6)(ge™" +1-g)

qe%l(ai‘ﬂv;) +(1- q)eyslaf > qeysl(aﬁa;) +(1 - q)eyslag

eyslai‘ > eysla/;
% *
@, > a,.

This contradict the fact that demand increases as premium decreases. Therefore, 75 > 7. O

5.1.4 Insured with Power Utility and Insurer with Exponential Utility

Since all possible wealth levels of the farmer is non-negative it is possible to assume that the
insured’s preference on his wealth is given by the power utility function with u/,(w) = w74,
va > 0. Then the first order condition of the expected utility of the farmer i’s revenue with

respect to @; is given by

— (1 +6)(wp + (wi — aim)(1 + 6))77

+ (pi — )l —n(1+ ) w; + (Wi — aim)(1 + 6) + a;l) ™74

— (1 =g —rr(1 + 6)(wp + (wi — aim)(1 + 6)) 7
+(q+ri—p)l—a(l+8)wy+ (W —an)(1+6)+al) 7 =0. (5.14)

From this first order condition we can not derive the explicit form of the optimal ;. But it
is still possible to solve the first order condition numerically. The utility function of the insurer
is unchanged. Therefore, the insurer still has exponential utility function. The power utility
function is not a good choice to represent the preference of the insurer. Because according to
the model the profit of the insurer can be negative. But only positive values can be used for the

power utility function.
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5.1.5 Numerical Results of the Basic Model

Table 5.2: Insurance Demand

Exponential Utility Power Utility
ri a; at ;" at Equilibrium Premium a; at ;" at Equilibrium Premium
Fair Premium | Method 1 Method 2 Fair Premium | Method 1 Method 2
1/1000 0.9763 0.2426 0.2107 0.9695 0.1239 0.1127
1/750 0.9743 0.2406 0.2087 0.9678 0.1225 0.1113
1/500 0.9702 0.2365 0.2047 0.9645 0.1196 0.1083
1/250 0.9582 0.2245 0.1926 0.9545 0.1108 0.0996
1/100 0.9230 0.1893 0.1575 0.9249 0.0847 0.0735
1/75 0.9040 0.1703 0.1385 0.9087 0.0702 0.0591
1/50 0.8671 0.1334 0.1016 0.8764 0.0415 0.0304
1/25 0.7633 0.0296 0 0.7820 0 0
1/10 0.4899 0 0 0.5114 0 0
1/5 0.0617 0 0 0.0632 0 0
a” 78.8803 14.6690 12.1430 79.2294 6.3778 5.9520
" 0.3236 0.6645 0.6777 0.3236 0.4808 0.483

We consider a setting with only 10 possible levels of basis risk, r;. For each level of the basis
risk there are ten farmers who face that basis risk. Then there are 100 farmers in the region.
Let p; =032 foralli € {1,2,...,100}, g = 1/3,1 =1, y4 = 2 and y; = 0.1. We compute
the optimal amount of the index insurance which is purchased by a farmer in each basis risk
group at actuarial fair premium and the equilibrium prices under both methods. We compute
those results for both exponential and power utility functions. Those results are given in Table
5.2. The last two rows of the table show the total optimal/equilibrium demand and actuarial
fair/equilibrium premium respectively.

According to the results in Table 5.2 it is clear that the the equilibrium price is greater than
the corresponding actuarial fair premium for all the cases. As a result of that the demand at
actuarial fair price is always greater than the demand at equilibrium premium. At any given
price and given utility function the demand decreases as the basis risk increases. As given
in Proposition 5.5, the equilibrium premium under Method 2 is greater than the equilibrium
premium under Method 1 for both utility functions. As a results of this there is a higher demand
at market equilibrium under Method 2 compared to Method 1. These results verify that the two

methods refer to two different market equilibriums.
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Participation Ratio and Premium Subsidy

Motivated by Shen and Odening (2013) we analyze the participation ratio and premium sub-
sidy in this equilibrium framework. First we discuss about the participation ratio (PR). The
participation ratio is the ratio of farmers who purchase positive amount of insurance (N*/N)
at the equilibrium premium. The analysis is done numerically. We obtain the results only
by considering a group of farmers whose preference on wealth is given by exponential utility
function. We consider eight different cases with different combinations of y; and y,. For each
case we compute the equilibrium demand and the equilibrium premium under both methods.
Also we count the number of farmers who take some positive amount of the index insurance in

order to find the participation ratio. Those results are given in Table 5.3.

Table 5.3: Equilibrium Premium, Demand and Participation Ratio

Method 1 Method 2

Case 17| %2 a” * PR a* n* PR
Casel | 1 | 0.05 | 14.7662 | 0.4964 | 0.80 | 12.3903 | 0.5036 | 0.80
Case2 | 1 | 0.1 | 82436 | 0.5170 | 0.70 | 7.3453 | 0.5201 | 0.70
Case3 | 1 | 0.5 | 1.8426 | 0.5405 | 0.50 | 1.8008 | 0.5407 | 0.50
Cased | 1 1 0.9405 | 0.5454 | 0.40 | 0.9070 | 0.5456 | 0.40
CaseS | 2 | 0.05 | 24.4556 | 0.61105 | 0.80 | 18.6054 | 0.6435 | 0.80
Case6 | 2 | 0.1 | 14.6690 | 0.6645 | 0.80 | 12.1430 | 0.6777 | 0.70
Case7 | 2 | 0.5 | 3.5680 | 0.7266 | 0.60 | 3.3822 | 0.7277 | 0.60
Case8 | 2 | 1.5 | 1.2540 | 0.7433 | 0.40 | 1.2316 | 0.7435 | 0.40

The equilibrium premium and demand are different under two methods for all the cases. But
the values are close to each other. In both methods the highest equilibrium premium is recorded
in Case 8, it is a case with high risk averse insurer and insureds. The highest equilibrium
demand is recorded in Case 4, where we have high risk averse insureds and an insurer with low
risk aversion.

The participation ratio of a given case under Method 1 is equal to the participation ration of
the corresponding case under Method 2 except Case 6. It is clear that under different cases there
are different participation ratios. Those are from 0.4 to 0.8. We can clearly see that the cases
with high equilibrium demand have a high participation ratio. In those cases the demand is high
as aresult of most of the farmers purchasing some amount of the insurance. The participation in
Case 8 is low, because the premium may be too high for some farmers and they do not purchase

the index insurance.
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If the premium is low, then there is a possibility that more farmers will purchase the
insurance. Also, the farmers who would already purchase the insurance at the equilibrium
premium will purchase more. The premium can be reduced by giving a subsidy on the
equilibrium premium. If the subsidy is provided by a third party like the government then
not only the farmers but also the insurer benefit from this. The subsidy as a proportion of the
premium can be explained as follows. For an example let us consider that the subsidy rate is 0.15
of the equilibrium premium r*, then the insureds should pay only (1-0.15)x7*. The different
subsidy rates on the equilibrium premium increase the participation ratio to the different levels.
The subsidy rates which are required to increase the participation ratio to the different levels

are given by Figure 5.1 for some selected cases.

‘ Case 2— Case 4 — Case 6 —Case & ‘

(a) Method 1 (b) Method 2

0.6 ! 0.6 ‘

0.5F 0.5F
O <)
= 04 = 04}
/o o
."E 0.3F "S 0.3+
= 0.2} = 021
n n

0.1} 0.1

%.4 05 06 07 08 0.9 1 %.4 05 06 07 08 0.9 1
Participation Ratio Participation Ratio

Figure 5.1: Subsidy Rate vs Participation Ratio.

Both figures look similar to each other, because the required subsidy rates under the two
methods are equal to each other for most of the participation ratios and only few are different
but very close to each other. When comparing two cases with same vy, and different y; (e.g
Case 2 and Case 4 or Case 6 and Case 8), it is clear that the case with high vy, requires a higher
subsidy rate for a given level of participation ratio compared to the case with low y,. But
when considering Case 2 and Case 6, those are two cases with same y; and different y,, Case
2 requires a higher subsidy rate than Case 6 for participation ratio 0.8, but Case 2 requires a
lower subsidy rate than Case 6 for participation ratios 0.9 and 1.

The same participation ratio under two cases does not mean that same happen under both
cases. For an example according to the results in Table 5.3 under Method 1 the participation
ratio is 0.8 for Case 5 and 6. But the equilibrium demands are considerably different. Therefore,

it is important to see how subsidized premiums affect the total demand of the insurance. The
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total demand at the subsidized premiums to reach participation ratios 0.9 and 1 is given in
Table 5.4. The required subsidy rates are also given in the columns labeled as SR. We see that
when the participation ratio is 0.9 or 1, in all the cases, the farmers purchase approximately

equal amount of insurance.

Table 5.4: Subsidy Rate and Insurance Demand

Method 1 Method 2

Case PR=0.9 PR=1 PR=0.9 PR=1

SR a* SR a® SR a® SR a
Case1l | 0.1 | 32.9617 | 0.32 | 73.3885 | 0.12 | 32.4490 | 0.33 | 73.4521
Case2 | 0.14 | 31.9066 | 0.35 | 74.0713 | 0.15 | 32.8537 | 0.36 | 75.5245
Case 3 | 0.18 | 32.4333 | 0.38 | 74.4994 | 0.18 | 32.3720 | 0.38 | 74.4429
Case 4 | 0.19 | 32.9700 | 0.39 | 75.6023 | 0.19 | 32.9700 | 0.39 | 75.6023
Case5 | 0.1 | 35.0403 | 0.43 | 68.3532 | 0.14 | 34.3857 | 0.46 | 73.4443
Case 6 | 0.17 | 34.7401 | 0.48 | 73.8818 | 0.19 | 35.2305 | 0.49 | 73.8623
Case 7 | 0.23 | 34.6114 | 0.52 | 73.1581 | 0.24 | 35.4534 | 0.52 | 73.0400
Case 8 | 0.26 | 35.0220 | 0.53 | 73.0277 | 0.26 | 34.9941 | 0.53 | 73.0067

5.2 Equilibrium Pricing Model for Interlinked Loan and

Index Insurance

We have discussed an interlinked loan and index insurance in our previous chapters from
different perspectives. Here we discuss an interlinked loan and index insurance in a market
equilibrium framework. Here we assume that the agriculture loan is interlinked with an index
insurance, that is when a farmer takes a loan he should purchase an index insurance. At the end
of the period the farmer should repay the loan with interest. We consider that, if the farmer’s
wealth is not enough to repay the loan then he should give whatever amount he has to the lender.
Then the amount he repaid is less than the outstanding loan balance. In that case his remaining
wealth become 0. We consider two possible situations where farmers want to take loans. Those

are

1. Loan for farming: Here we assume that the farmer does not have enough money to go for

farming. Therefore, he takes a loan to go for farming.

2. Loan for high technology for farming: Here the farmer has enough money to go for

farming the normal way. But by taking a loan he can use high or modern technology for
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farming to increase the yield.

5.2.1 Loan for Farming

We consider the same model as in Section 5.1. In addition to that by assuming that all N
farmers take loans for farming, we connect an agriculture loan to that model. Here we assume
that the farmer uses the full loan amount for farming and he pays the premium of the insurance
out of his initial wealth. Section 5.1 assumes that the initial wealth is large enough to pay the

premium of the full cover index insurance. It is true for this model too.

Remark 5.6. Since the initial wealth is large enough to pay the premium of the full cover
index insurance, the remaining initial wealth can be used for farming. But we assume that the
farmer takes a loan to cover the full amount required for farming. The rest of the initial wealth

continues as a savings of the farmer.

Again we consider a group of N farmers. For simplicity of the model we assume that all
the farmers take the same amount of loan and the same index insurance. Now the remaining

wealth of the farmeri € {1,2,3,...,N} is given by
R = max{0,W; + a; P(I) + (w; — a5m)(1 + 6) — c(1 + p)}, (5.15)

where c is the loan/credit amount and p is the interest rate on the loan. All the other
parameters are similar to the basic model. Table 5.5 shows the possible remaining wealth levels

after loan repayment and the corresponding probabilities.

Table 5.5: Remaining Wealth of Four States-Loan for Farming

State s | Probability p; Remaining Wealth wy
10 ri max(0,w; + (w; — a;m)(1 +6) — c(1 + p))
1 pi— i max(0,w; + (w; — a;m)(1 +06) + a;l — c(1 + p))
h0 l-g-r max(0,wy, + (w; — a;m)(1 + 6) — c(1 + p))
hl q+ri—pi max(0,wy, + (w; — m)(1 +0) + a;l — c(1 + p))

The loan does not affect the insurer. Therefore the profit function of the insurer is the
same as in the basic model. If we can make sure that always the wealth of the farmer is large
enough to repay the outstanding loan (W; + ;1 + (w; — a;)(1 + 8) — ¢(1 + p) > 0), then we can
derive the equilibrium price and demand similar to the basic model. Otherwise the computation
of equilibrium is more complicated than the basic model. Below we discuss a procedure to

compute the equilibrium price and demand in this model.
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In this model it is difficult to find the first order condition and then derive the optimal insur-
ance demand. Because at a given 7 for some values of «;, any given w, can be 0 or positive.

That is

wi+w;(1+68)—c(1+p) c(1+p)—w;—w;(146)

wp >0 if @ < 2(145) =aq, wjp>0 if @ > 1=2(170) =,
. wp+wi(1+6)—c(1+p) _ . c(1+p)—wp—w;(1+6) _
wpo >0 if o < b 7(1+6) =apy, wp >0 if a > l—n(hl+6) = apl.

In the intervals based on a;g, 1, an0 and @, some wy’s are positive and some others 0.
For example, in the interval from a; to apng, wio = 0 and wjg > 0. Due to this it is difficult
to state the expected utility of the remaining wealth. Therefore, in the different intervals we
express the expected utility by identifying the positive w;’s of that interval. Then we build up
the expected utility maximization problems for every possible interval and the optimal demand
of each maximization problem is calculated. Out of those optimal «;’s the a; which gives the
maximum expected utility is the optimal demand of the original maximization problem of the
farmer at the given mr. This is the procedure we use to compute the equilibrium. The following

remark discusses the conditions under which the farmers are always able to repay the full loan.

Remark 5.7. Since [ — (1 +6) > 0, if ¢ < W+(;+5) then ;9 > 0. At a given x, if farmer

i chooses «; € (0, ), his revenue is always large enough to repay the total outstanding loan,

w then

because any given 7 and ; € (0, ;) satisfy all four inequalities above. If ¢ > "

there is no insurance cover which satisfies all the above inequalities. Therefore, at any given

insurance cover the farmer is unable to repay the full loan amount at one or more wealth states.

Exponential Utility

Let us assume that the farmer’s preference on wealth is given by an exponential utility function

wi+w; (1+6)

with risk aversion parameter y,. If ¢ < == v

then at premium 7 the insurance cover in the

interval [0, a;9] which maximizes the expected utility of farmer i’s remaining wealth is given

by

)
Il

argmax E[us(R;)]

a;€(0,a10)

argmax E[us(W; + o, P(I) + (w; — aqim)(1 + 6) — (1 + p))]

@;€(0,a10)
(I = (1 +96)) ((pi — ri)e™ ™™ + (q + ri — pi)e V")
( (1l +6) (rie7Ya"i + (1 — g — r;)e~Ya"n) )”

= min

1
@0, max [0, —1In
Yal

Now consider the following two remarks which explain the conditions which leads to the same

optimal demand and market equilibrium as the basic model.
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Remark 5.8. If ¢ < Wﬁ—'(;“s) and if f € (0,a0) is the optimal cover of the whole interval
[0,1] then it is the same as the optimal cover in the basic model in Equation (5.8), because due
to the nature of the exponential utility function, a/l.c € (0, a;0) has no effect on the loan amount

and the interest rate on the loan (they cancel out when deriving the optimal cover).

Remark 5.9. By Remarks 5.7 and 5.8 the optimal cover which satisfies all four inequalities
has the same form as the optimal cover in the basic model. Also there is no effect on the profit
functions of the insurer in Equations (5.3) and (5.6) from the interlinkage between the loan
for farming and the index insurance. As a result of that if the equilibrium premium (7*) and
equilibrium demand of all the farmers (o (") for all i) of this model satisfy all four inequalities
above (all remaining wealth levels are positive), then that equilibrium demand and premium
are the same as the equilibrium demand and the premium in the basic model. If at least one
wealth level of at least one farmer is 0 at the equilibrium, then that equilibrium is different to
the equilibrium in the basic model.

Power Utility

We can apply the power utility function to measure the preference only over positive values.
Therefore it is problematic to use the power utility function to measure the farmer’s preference
over remaining wealth in this model. But in order to use the power utility we should ignore
the conditions which leads to O wealth level. The optimal index insurance cover under the
power utility changes due to any change of the wealth levels. Therefore, at a given level of the
premium the optimal insurance demand with loan is always different to the optimal insurance
demand without loan. Then the equilibrium of this model is always different to the equilibrium
in the basic model. Since the optimal cover depends on the loan amount and interest rate on

the loan, there are different equilibrium for different interest rates and loan amounts.

5.2.2 Loan for High Technology for Farming

The farmers use high technology for farming to increase the yield. This results in an increment
of the income from farming. Now W,; is the income of farmer i from farming under high

technology. It also has two states given by

W wi(= aw;)  due to low yield with probability p;

i =

wp(= awy) due to high yield with probability 1 — p;,

where a > 1. The loss of farming is denoted by [ = W, — Ww; = al. Now the index insurance is

purchased to fully or partially cover this loss. Since the loss under high technology is higher,



5.2. EQUILIBRIUM PRICING MODEL FOR INTERLINKED LOAN AND INDEX INSURANCE 69

probably the premium is higher. Now let #(> w;) denote the cost of the high technology. Still
the farmer has the same initial wealth to pay the premium, but that amount may be not enough
to pay the premium of an insurance which covers al fully. The amount which is required to
pay the premium in addition to the initial wealth can be also covered by the loan. But there is a
possibility that the initial wealth is large enough to pay the premium. In contrast to the previous
model, here we assume that the farmer invests the remaining amount of his initial wealth for
high technology. Then the farmer can go for a loan which is less than 4. We consider it like this
in order to impose a considerable difference between the two models. The total loan amount of
farmer i is now given by ¢; = h + a;m — w;. So it can be different from farmer to farmer. Now,

the remaining wealth of farmer i is given by
Ri = max{0,W; + &, P(I) — (h + a;m — w;)(1 + p)}, (5.16)

where P(I) = [1. Table 5.6 shows the possible remaining wealth levels after the loan repayment

and the corresponding probabilities.

Table 5.6: Remaining Wealth of Four States-Loan for High Technology

State s | Probability pg Remaining Wealth w;
10 ri max(0,w; — (h + a;m — w;)(1 + p))
/1 pi— i max(0, w; + a;l — (h + i — wi)(1 + p))
h0 l—qg-—r max(0,wy, — (h + oy — w;)(1 + p))
hl q+ri—pi max(0,wy, + il — (h + aim — wi)(1 + p))

Under exponential utility O wealth is possible and then we can compute the equilibrium as
explained in Section 5.2.1. But in contrast to the previous model, the optimal insurance cover
of a farmer in this model depends on the loan and the interest rate of the loan, because the loan
amount depends on the insurance premium. Therefore, the equilibriums under different interest

rates on the loan are different to each other even though all the wealth levels are positive.

5.2.3 Numerical Results for the Model with Loan
Loan for Farming

For the numerical computations let ¢ = 1.25 and all the other parameter values are similar to
the basic model. At some interest rates on the loan and at any given insurance cover from 0 to
1, the farmer is able to repay the full loan amount under all the possible levels of his revenue.

But at some other interest rates the farmer is able to repay the full loan amount under all the
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possible levels of his revenue at some insurance covers only. Therefore, we consider different
interest rates for the calculations. Even if it is less realistic, we use very high interest rates as
p = 0.4 and p = 0.55 under exponential utility for illustration, because small interest rates do

not make a considerable difference compared to the basic model.
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Figure 5.2: Expected Utility with Exponential Utility for Actuarial Fair Price.
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Figure 5.3: Expected Utility with Exponential Utility for Equilibrium Price-Method 1.

(a) p=0.05 (c) p=0.55
0.46 T 0.34 !
Zow| o= |E £
= — = =
=) ~_ 1+ =)
D o042 \ ) )
< < <
1< O 5]
g 04 < 0.38 £
() [} [P
& & 2
4 0.38] 15 0.36 A
0'360 02 04 06 0.8 1 0'34() 02 04 06 0.8 1 0 0.2 04 06 0.8 1
Insurance cover Insurance cover Insurance cover

Figure 5.4: Expected Utility with Exponential Utility for Equilibrium Price-Method 2.

Figures 5.2, 5.3 and 5.4 show the expected utility of the remaining wealth of the farmer

against insurance cover for different interest rates at actuarial fair price and equilibrium premium
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under Method 1 and 2, respectively. Those figures help to understand the computation of the
optimal insurance cover according to the above explained procedure.

In each of the above figures there are 10 lines to represent the expected utility under 10
different basis risks (see Table 5.7). If the farmer i chooses «; from the region of the insurance
cover with red curves, then he is able to repay the full loan under all possible levels of his
revenue. According to the selected parameters if the farmer i choose «@; from the region of
insurance cover with blue curves, then he does not have enough money to repay the total loan
at his smallest level of revenue, that is wjo = 0. According to the figure under actuarial fair
premium when p = 0.2 at any insurance cover from O to 1 the revenue of the farmer is always
enough to repay the full loan amount. As a result of that the optimal index cover of each farmer
is similar to the optimal index cover of the basic model. We observe the similar behavior at
equilibrium premiums under both methods when p = 0.05. Then the equilibrium is similar
to the equilibrium of the basic model. But when p = 0.2, at equilibrium prices under both
methods for high levels of @; (> a;p), the farmers are able to repay the full loan only at some
revenue levels (w1 > 0,wpo > 0,w;; > 0 and wyg = 0). The same happens at the actuarial fair
premium when p = 0.4. When p = 0.55 at actuarial fair and equilibrium prices the farmers
are able to repay the total loan only if they choose small insurance covers. However, in some
cases (e.g. actuarial fair price with p = 0.4, p = 0.55 and equilibrium price with p = 0.55) the
optimal cover of some farmers comes from the red region, that is they are always able to repay
the total loan. For the rest of the farmers the optimal cover comes from blue region. Then
wyo = 0 for those farmers, but that optimal cover maximizes their expected utility. The demand
under different interest rates of this model are given in Table 5.7. Figures 5.2, 5.3, 5.4 and
Remarks 5.8, 5.9 help to understand the results in Table 5.7. We explain the results in Table
5.7 as follows.

p = 0.2: At actuarial fair premium as per Figure 5.2 (a) at any insurance cover all the
farmers are always able to repay the full loan. Then obviously at their optimal demands the
farmers are always able to repay the full loan. By Remark 5.8 the optimal demand of this model
is similar to the optimal demand in the basic model. But at equilibrium premiums (Method 1
and 2) as per Figure 5.3 (b) and 5.4 (b) at some insurance covers all the farmers are always able
to repay the full loan. At other insurance covers all the farmers are not able to repay the full
loan at their lowest wealth level. However the optimal demands of the farmers are come from
the region where all the wealth levels are positive. By Remark 5.9 we then obtain the same
equilibrium premium and demand. (see Table 5.2 for comparison).

p = 0.4: Atactuarial fair price as per Figure 5.2 (b) at some insurance covers all the farmers
are always able to repay the full loan. At other insurance covers all the farmers are not able to

repay the full loan at their lowest revenue level. Some farmers choose their optimal demand
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from the region in which all the wealth levels are positive and their optimal demand are same as
the basic model. But others choose their optimal demand from the other region (whenr; = 1/10
and r; = 1/5). This leads to different optimal demand than in the basic model. At equilibrium
premium the situation under p = 0.4 is the same as for p = 0.2. Therefore, the demands at the

equilibrium of all the farmers are still same as in the basic model.

Table 5.7: Insurance Demand with Loan for Farming — Exponential Utility

;" at Equilibrium Premium

a; at Fair Premium
2 ! Method 1 Method 2

p=02]p=04|p=055]p=02]p=04]p=055]p=02]p=04]p=055
1/1000 | 0.9763 | 0.9818 | 0.9818 | 0.2426 | 0.2426 | 0.2209 | 0.2107 | 0.2107 | 0.1953
1/750 | 09743 | 0.9816 | 0.9816 | 0.2406 | 0.2406 | 0.2207 | 0.2087 | 0.2087 | 0.1951
1/500 | 0.9702 | 0.9812 | 09812 | 0.2365 | 0.2365 | 0.2203 | 0.2047 | 0.2047 | 0.1947
17250 | 0.9582 | 0.9800 | 0.9800 | 0.2245 | 0.2245 | 02191 | 0.1926 | 0.1926 | 0.1935
1/100 | 0.9230 | 09763 | 09763 | 0.1893 | 0.1893 | 0.2154 | 0.1575 | 0.1575 | 0.1899
1/75 | 09040 | 0.9743 | 09743 | 0.1703 | 0.1703 | 0.2134 | 0.1385 | 0.1385 | 0.1878
1/50 | 0.8671 | 0.9700 | 0.9700 | 0.1334 | 0.1334 | 0.2091 | 0.1016 | 0.1016 | 0.1835

1725 | 0.7633 | 0.9565 | 0.9565 | 0.0296 | 0.0296 | 0.0024 0 0 0
1710 | 0.4899 | 0.4899 | 0.9072 0 0 0 0 0 0
1/5 0.0617 | 0.0617 | 0.7753 0 0 0 0 0 0

a* 78.8803 | 85.5335 | 94.8423 | 14.6690 | 14.6690 | 15.2126 | 12.1430 | 12.1430 | 13.3984
" 0.3236 | 0.3236 | 0.3236 | 0.6645 | 0.6645 | 0.6758 | 0.6777 | 0.6777 | 0.6862

p = 0.55: At the actuarial fair premium as per Figure 5.2 (c) all the farmers choose their
optimal covers from the region in which they are not able to repay the full loan at their lowest
wealth level. Then the optimal demand of all the farmers are different to the optimal demands
in the basic model. At the equilibrium premiums the situation is similar to the situation of the
actuarial fair premium at p = 0.4. Then the demands at the equilibrium of some farmers are
different to their demand at the equilibrium of the basic model and others take the same amount
as in the basic model.

In addition to the above results from Table 5.7 it is clear that the total optimal demand for
the fair premium and for the equilibrium premiums increase as the interest rate on the loan
increases. In order to properly understand how interest rate and the basis risk affect the optimal
demand and equilibrium we perform another numerical analysis. For all the above numerical
analysis we used only ten levels of basis risk and there are ten farmers with each basis risk. But
now we consider a group of 100 farmers with 100 different levels of basis risk in the interval
[1/1000, 1/5]. Because then we can clearly see how the demand changes with the basis risk.

The obtained results are given in Figure 5.5.
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Figure 5.5: Demand Comparison — Exponential Utility.

Figure 5.5 (a) and (b) for Method 1 and Method 2 respectively have many features in
common and there are only very slight differences. In all the cases the demand monotonically
decreases as the basis risk increases. This is not a surprising results because basis risk is an
unfavorable feature of an index insurance. At the actuarial fair price the farmers with low basis
risk purchase the same amount of insurance under no loan and no loan with p = 0.4. But
the other farmers purchase the same amount under loan with p = 0.4 and p = 0.55. At the
equilibrium prices the farmers with low basis risk (not very low) purchase more insurance when
p = 0.55 than in the case p = 0.4. But the other farmer’s purchase more when p = 0.4.

We perform a similar analysis by assuming that the farmers preference on wealth is given
by a power utility function. Let p = 0.05 and p = 0.1 for the numerical computations.
The demand at different interest rates on the loan under the actuarial fair premium and the
equilibrium premiums are given in Table 5.8.

By comparing the results in Table 5.2 and Table 5.8, we can easily see that the demand of
the index insurance with loan at actuarial fair price is lower than the demand without loan. The
equilibrium premiums of this model (at both interest rates) are greater than the corresponding
equilibrium premiums of the basic model. But the equilibrium demands are also higher than in
the basic model. Also at the actuarial fair premium there is a high demand at low interest rate,

but in contrast to that at the equilibrium premiums there is a high demand at high interest rate.
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Table 5.8: Insurance Demand with Loan for Farming — Power Utility

a; at Equilibrium Premium
a; at Fair Premium L
T ! Method 1 Method 2
p=005|p=015] p=005|p=0.15| p=0.05| p=0.15
1/1000 | 0.9682 | 0.9617 0.2248 0.2496 0.1959 0.2134
1/750 | 0.9639 0.9553 0.2224 | 0.2466 0.1936 0.2105
1/500 | 0.9555 0.9430 | 0.2177 0.2407 0.1890 0.2048
17250 | 0.9319 0.9101 0.2041 0.2239 0.1757 0.1887
17100 | 0.8702 | 0.8330 | 0.1666 0.1801 0.1389 0.1464
1/75 0.8404 | 0.7985 0.1475 0.1589 0.1201 0.1256
1/50 0.7873 0.7400 | 0.1119 0.1208 0.0849 0.0882
1/25 0.6598 0.6091 0.0196 0.0272 0 0
1/10 0.3936 | 0.3562 0 0 0 0
1/5 0.0473 0.0424 0 0 0 0
¥ 74.1801 | 71.4917 | 13.1465 | 14.4781 | 10.9817 | 11.7754
¥ 0.3236 | 0.3236 | 0.6317 0.6602 0.6432 0.676
-=-= No Loan-Fair Price — No Loan-Equilibrium Price
--= Loan-p=0.05-Fair Price — Loan-p=0.05-Equilibrium Price
Loan-p=0.15-Fair Price — Loan-p=0.15-Equilibrium Price
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Figure 5.6: Demand Comparison — Power Utility.

A further comparison between demand with and without loan under power utility is given
in Figure 5.6. At the actuarial fair premium the demand with loan at any given level of basis

risk is below the corresponding demand of no loan case. Also, the demand at any given level of
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the basis risk decreases as the interest increases. But at the equilibrium premium the demand
of the farmers with low basis risks increases as the interest rate increases. When the basis risks
is high the farmers do not prefer index insurance at equilibrium premium and as a result of that
the demand is O.

Loan for High Technology for Farming

Now let the cost of high technology be & = 1.2. We consider three interest rates, p = 0.05,
p = 0.15 and p = 0.25. We numerically compute the equilibrium premium and demand for
these 3 interest rates under exponential and power utility function by Method 1 and Method
2. Also, the optimal demands at the actuarial fair premium under all above interest rates are

computed. The obtained results are given in Table 5.9 and 5.10.

Table 5.9: Insurance Demand with Loan for High Technology — Exponential Utility

. . a; at Equilibrium Premium

a; at Fair Premium !
T Method 1 Method 2
p=005|p0=015|p=025|p=005|p=0.15|p=025]| p=0.05| p=0.15]| p=0.25
1/1000 | 0.9626 0.9273 0.8933 0.2756 0.2409 0.2140 0.2492 0.2224 0.2005
1/750 | 0.9563 0.9209 0.8869 0.2692 0.2345 0.2076 0.2428 0.2160 0.1941
1/500 | 0.9439 0.9086 0.8745 0.2569 0.2222 0.1952 0.2304 0.2037 0.1818
1/250 | 0.9099 0.8746 0.8406 0.2229 0.1882 0.1613 0.1965 0.1697 0.1478
1/100 | 0.8275 0.7921 0.7581 0.1404 0.1057 0.0788 0.1140 0.0872 0.0653

1/75 0.7902 0.7549 0.7208 0.1031 0.0684 0.0415 0.0767 0.0499 0.0281

1/50 0.7273 0.6920 0.6579 0.0402 0.0055 0 0.0138 0 0
1725 0.5903 0.5550 0.5209 0 0 0 0 0 0
1/10 0.3408 0.3055 0.2714 0 0 0 0 0 0
1/5 0.0359 0.0006 0 0 0 0 0 0 0

a* 70.8470 | 67.3162 | 64.2436 | 13.0820 | 10.6527 | 8.9835 | 11.2335 | 9.4890 8.1766
" 0.6472 0.6472 0.6472 1.694 1.5692 1.4582 1.713 1.5802 1.465

The results for both exponential and power utility functions in Table 5.9 and 5.10 show
similar features. Therefore we interpret the results in both tables together. At the actuarial fair
premium the optimal demand decreases as interest rate increases. Also, under Method 1 and
Method 2 the equilibrium demand and the premium decrease as interest rate increases. The
opposite happens in the model with loan for farming. In that model as interest rate increases
the equilibrium demand and premium increase or keep unchanged. In the model with loan for
farming when interest rate increases the farmers would like to purchase more even at higher
premium, because more insurance helps them to repay the increasing loan. But in this model

more insurance at a higher premium results in more loan, because in this model the loan
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increases as the premium increases. Then as the interest rate increases farmers may like to
purchase less at a low premium in order to reduce the amount of loan they should repay. The
total optimal demand at the actuarial fair premium and the equilibrium demand under Method 1
and 2 at three given interest rates are below the demand of the corresponding cases of the basic
model. That is when the insurance is interlinked with a loan for high technology the farmers
purchase less insurance than the amount of insurance they purchase when they do farming under

normal way without a loan.

Table 5.10: Insurance Demand with Loan for High Technology — Power Utility

. . a; at Equilibrium Premium

a; at Fair Premium !
T Method 1 Method 2
p=005|p0=015|p=025|p=005|p=0.15|p=025]| p=0.05| p=0.15]| p=0.25
1/1000 | 0.9486 0.8444 0.7505 0.1212 0.1068 0.0945 | 0.11422 | 0.1015 0.0891
1/750 | 0.9456 0.8415 0.7477 0.1193 0.1050 0.0926 0.1124 0.0996 0.0873
1/500 | 0.9397 0.8358 0.7423 0.1156 0.1012 0.0889 0.1087 0.0959 0.0836
17250 | 0.9225 0.8193 0.7263 0.1046 0.0903 0.0779 0.0977 0.0850 0.0726
1/100 | 0.8747 0.7732 0.6820 0.0730 0.0587 0.0464 0.0662 0.0535 0.0412

1/75 0.8501 0.7496 0.6592 0.0563 0.0420 0.0296 0.0495 0.0367 0.0244

1/50 0.8043 0.7057 0.6169 0.0240 0.0098 0 0.0173 0.0046 0
1725 0.6860 0.5922 0.5075 0 0 0 0 0 0
1/10 0.4142 0.3303 0.2540 0 0 0 0 0 0
1/5 0.0367 0 0 0 0 0 0 0 0

a* 74.2236 | 64.9195 | 56.8635 | 6.1409 5.1373 4.2986 5.6589 4.7676 3.9827
" 0.6472 0.6472 0.6472 1.2252 1.1315 1.0517 1.2298 1.1347 1.0546

5.3 Equilibrium Pricing Model for Two Groups of Farmers

The equilibrium models in the previous sections consider a single group of farmers and discuss
the market equilibrium in that group. But in reality a society consists of different groups of
people based on their characteristics. As mentioned earlier Sass and Seifried (2014) build an
equilibrium model for two risk groups. They build up an equilibrium model for two scenarios,
first by assuming the same insurance contract for both risk groups and second considering two
different insurance contract for two risk groups. Also the social welfare under both scenarios
are discussed. Motivated by Sass and Seifried (2014) in this section we build an equilibrium
model for the index insurance by assuming two group of farmers with different characteristics.

In the equilibrium pricing models in the previous sections, the farmers are different to

each other by the probability of loss and the basis risk (only by basis risk in the numerical
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simulations). We assume that the same weather event affects all the farmers in the group and
therefore all the farmers have the same probability of bad weather g. In this model we consider
that there are two different groups of farmers where the effect of the corresponding weather
event is independent across the groups. For an example this situation is similar to two groups of
farmers living in two regions with different effects from the corresponding weather event. As a
result of that the probability of bad weather of two groups are different to each other. According
to the point of view of the insurance company the group (or the farmers in the region) with
high probability of bad weather is the high risk group and the other group is the low risk group.
Because the payment to the farmer depends on the corresponding weather event. In addition to
that similar to the previous model, it is also possible to have farmers with different probability
of loss and different basis risk within each group. The individuals in the high risk group are &
farmers and the individuals in the low risk group are © farmers. The probability of bad weather

is denoted by gg and gs(< gg) for high risk and low risk groups respectively.

5.3.1 Demand Side

We assume that there are N farmers in each group. For the farmers in each group a specific
weather index based insurance against agriculture risk is available. The farmers can decide the
preferred level of the insurance cover under the offered contract. As expected utility maximizer
any farmer wants to choose the amount of insurance which maximizes his expected utility of his
wealth. We assume that the farmers are strictly risk averse, with utility function u, satisfying
u;l > (0 and ug < 0. Then the optimal insurance cover of farmer i € {1,2,3,..., N} in group

@®/6 at premium 7 is given by

a,;/e,i = argmax E[us(Wg /o, + @g/0iP(ls/c) + (Wejei — Xejeim)(1 +06))], (5.17)

(ag/e0,i20)
where Wg/o; and Ig ¢ are defined similar to previous models. That is

W w;  due to low yield with probability pg /e ;
®/ei —
wy  due to high yield with probability 1 — pg/e ;s

foralli € {1,2,...,N} and

/ 1 bad weather with probability gg/e
®/e =
0 good weather with probability 1 - gg/e.
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Let I = w, — w; and we refer to [ as the loss of farming. Then the indemnity payment
P(lg/e) = llg/s. We /e, is the initial wealth of farmer i in group ©/6© and ¢ is the periodic interest
rate. According to this setting there are four possible wealth states for farmeri € {1,2,3,...,N}

in group @/6. Those wealth states with the corresponding probabilities are given in Table 5.11.

Table 5.11: Wealth States of Farmer i in Group &/©

State s Probability p; Wealth
10 T'e/oi wi + (Wejei — @g/em)(1 +0)
[1 Pojoi — Te/o, wi + (We/ei — Qgje;m)(1 +06) + ag/e,l
h0 I = go/0 —rejei Wi+ Wejei — @g/e,;m)(1 + 0)
hl deje + Tejoj — Pejei | Wh + Wejei — Aa/e,;m)(1 +0) + g/l

Here rg/q; is the probability that the loss occurs to the farmer i in group ®/© but the
index indicates good weather. Since there are N farmers, the total optimal demand or the

total optimal amount of insurance are purchased by all the farmers in group &/© at price « is

* N *

Xg/o = Li=1 ¥g/o;-

Proposition 5.10. If the insured’s utility function uy is an exponential utility function with
coefficient of risk aversion y; > 0, the optimal insurance demand of farmer i in group ®/6 at

premium 7 is given by

(5.18)

((l — (1 +6)) (Ageje ™™ + B@/e,ie_ydwh))}

1
X = 0,—1
Tolos ’""x[ T4 Cojese 7™+ Copoie 70

Yal

where
Aea/e,i = Po/oci — Te/o,i
Bgjoi = qa/o + Teojoi — Pa/c

Cea/e,i =1- do/e — e/,

5.3.2 Supply Side

We assume that there is only one insurer in the market. The insurer sells contracts to both

groups of farmers. Similar to Sass and Seifried (2014) we consider the following two scenarios.
1. Mandatory equal contracts

2. Free contract design

Under scenario 1 the insurance company should offer the contracts with equal premium 7

to both groups. Under scenario 2 the insurance company can offer contracts with two different
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premia to two groups. Let the premium for the farmers in group @ and group © be 7 and 7o
respectively. In contrast to the single group model, here at a given premium and demand there
are four possible profit levels of the insurer. Those profit levels under scenarios 1 and 2 are

given in Table 5.12 and 5.13, respectively.

Table 5.12: Four Levels of Profit — Scenario 1

Probability Profit
deqe (ag + ag)me(l +06) — (ag + ag)!
go(1 — go) (ag + ad)mo(l +6) — agl
(1~ go)de (ag + a)mo(l +0) - all
(1 -ge)(1 - go) (ag + ag)no(l +06)

Table 5.13: Four Levels of Profit — Scenario 2

Probability Profit
qdeqs agme(l +0) + aine(l +6) — (ag + ag)l
qo(1 — go) agne(l +0) + aine(l +6) — agl
(1 - ge)qo agne(l +0) + aine(l +6) — il
(1 -ge)1-qo) agme(l +0) + ainme(1l +6)

5.3.3 Market Equilibrium

We derive the market equilibrium by a similar method as in Sass and Seifried (2014). We
already discussed that method as Method 2. We assume that the insurer is strictly risk averse,
with utility function u, satisfying u;, > 0 and u; < 0. Now the equilibrium premium under

scenario 1 is given by

ng, = argmax Elus(agmo(l + 6) — aglly + agne(l + 6) — a5lls)], (5.19)

TTo

where a; /o is a function of 7.

Proposition 5.11. If the insurer’s utility function us is an exponential utility function with

coefficient of risk aversion ys; > 0, the equilibrium premium under scenario 1 is given by

o [(Alag + af) + B(ag) + C(ag)’) ~ (ag + @)
© (146 +aY(A+B+C+D) (af+al)’

(5.20)
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where

A = gogee™
B = gs(1 - f]e)eysl%,
c=(1- Clea)CIeeysla*e,
D=(1-ge)(1-gs).

l(ag+ayg)

Here ag and g, are functions of mg, and (ay / o) is the derivative of (a / o) WL 10 .
Under scenario 2 the equilibrium premiums 7 and 7§ are given by
(mg, m5) = argmax Elus(agme(l + 6) — aglly + agne(1l + 6) — a5lls)], (5.21)

e, To

% . .
where a7 jo s function of 7g/c.

Proposition 5.12. [f the insurer’s utility function us is an exponential utility function with

coefficient of risk aversion y; > 0, the equilibrium premium of group & /6 under scenario 2 is

given by
le)ysla;}/e a*
ﬂ;/e = q@/ey la - ( :B/e)/' (5.22)
(1 +0)(gojee’™ "®° +1—qg/e) Ys/0
Here a/;/e is a functions Ofﬂ';/e and (a;/e)’ is the derivative of (a;/e) W.I.L 10 TTg/o.

Now we can derive the equilibrium demand under scenarios 1 and 2 via Equation (5.18)

by substituting 7, and 7z, respectively. When the farmer’s preference on wealth is given by

/
power utility function it is difficult to solve the optimization problem of the farmer. But it is

possible to solve the optimization problem numerically and obtain the optimal cover.

5.3.4 Numerical Results: Two Risk Types

We consider two groups of farmers and there are N = 100 farmers in each group. Also similar
to the single group model, each group consist of farmers with 10 different basis risks. The
probability of loss is same for all the farmers within the group. Let pg; = 0.18, pg; = 0.15,
We/e; = Lforalli,0.2 < gp <04, g5 =0.18, w; =1, w, =2,6 =0.03, 4 = 2 and y, = 0.1.
We compute the equilibrium prices and demand for both scenarios by assuming exponential
utility and th e obtained results are given in Figure 5.7.

According to the results in Figure 5.7, as gg increases the low risk farmers drop out from the
insurance market under scenario 1. For gg, where the demand of low risk farmers becomes 0,
the demand of high risk farmers shift from scenario 1 to scenario 2. That is after that g4 the high
risk farmers purchase the same amount of insurance under both scenarios. Under scenario 1,

when gg < 0.31 the low risk farmers subsidize high risk farmers and when gg > 0.31 the low
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Figure 5.7: Equilibrium Demand and Equilibrium Premium — Exponential Utility.

risk farmers do not purchase the insurance. Then the high risk farmers pay the same amount

as scenario 2 and purchase the same amount of the insurance. It is clear that there are jumps in

the demand curve and the price curve under scenario 1. Since in any given risk group there are

farmers with 10 different basis risks. That is in any given risk group there are 10 sub groups

based on the basis risk. As gg increases, farmers with high basis risk drop out from the market

and it leads to the jumps in the demand and price curves.

— a in scenario 1 — ag in scenario 1

@ in scenario 2--- ag in scenario 2

Demand
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0.
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do
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Figure 5.8: Equilibrium Demand and Equilibrium Price — Power Ultility
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Equilibrium demand and price under both scenarios by assuming u; is a power utility
function and u, is exponential utility function are given in Figure 5.8. We consider the same set
of parameter values as above. But here, we choose pg; = 0.15 for all i. We can see the same
behavior as for exponential utility. But in contrast to that case the low risk farmers purchase
insurance only when gg is very close to ¢gg, that is, low risk farmers drop out from the market

sooner. Therefore, low risk farmers subsidize high risk farmers only when gg is very close to

qdo.

5.3.5 Welfare

Here we perform a comparison of welfare under scenarios 1 and 2. The welfare is computed
as explained in Sass and Seifried (2014). We compute the welfare under scenario 2 as follows.

The welfare of farmer i in group ®/© with index insurance is given by
Wkgei = MQIE[Md(W@/e,i + g/0iP(ls/e) + We/oi — AajeiTte/e)(1 + 0))].

Then the welfare of farmer i in group @/ if there is no access to insurance, is given by

WF?

®/ei — ul_lE[ud(Wea/e,i + We/ei(1 +0))].

Now the social benefit of farmer i as a result of being a part of risk sharing society is given by

WFgo; — WFy Joi"

The aggregated welfare with and without insurance is given by

N N
WF =Y WFg; + Z WFs; (5.23)
i=1 i=1

and
N N
WFO =) WFg, + > WF,
i=1 i=1

respectively. Then the aggregated social benefit is WF — WF?. The benefit to the individual
farmer in the society by risk sharing is

(WF - WFO).

o (5.24)
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The total expected profit of the insurance company is
P = agrg(1 +6) — aglge + agne(l +6) — a5lqs.

If this profit is distributed among the individuals then it must be added to the aggregated welfare
in Equation (5.23). Then the social benefit to an individual farmer is (WF + P — WF?)/2N.
We can compute the social benefit under scenario 1 in a similar manner. The social benefit to
individual farmer with and without insurance profit by assuming farmers preference on wealth

given by exponential utility and power utility are given in Figure 5.9 and 5.10 respectively.

‘— Scenario 1--- Scenario 2 ‘

(a) Without Insurance Profit (b) With Insurance Profit
41072
5-1073

& -3 & 2

€4-10 € 3-10

A &

=3-1073 E

3 g 21072

5! 5!

[\

—

S
w

3 ! | | 1. 10—2 | | |
0.2 0.25 0.3 0.35 0.4 0.2 0.25 0.3 0.35 0.4

do do

H
s
N

Figure 5.9: Social Benefit — Exponential Utility

‘— Scenario 1--- Scenario 2 ‘

(a) Without Insurance Profit (b) With Insurance Profit
6-1073 ‘

Social Benefit
Social Benefit

_ . —4 | | | | | | | |
L5-1070 57022 024 026 028 0.3 02 022 024 02 028 03
de de

Figure 5.10: Social Benefit — Power Utility

According to Figures 5.9 and 5.10, it is clear that without insurance profit the social benefit
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can be improved by shifting from scenario 2 to 1 when gg is close to gg. But with insurance

profit scenario 2 is always better than scenario 1 in terms of social benefits.

5.4 Summary

The main findings of this chapter are:

* We have to distinguish Method 1 and Method 2 which yield two different market equi-

libriums.

* According to our equilibrium model a group of low risk averse farmers does not always
requires a higher subsidy rate than a group of high risk averse farmers in order to reach a

given level of participation ratio.

* When an agriculture loan is interlinked with index insurance, even though the equilibrium

price is higher, some farmers purchase more insurance and vice versa.

* According to the equilibrium model for two risk groups, the low risk group subsidizes

the high risk group when both groups pay the same premium.



Chapter 6

Informal Risk Sharing and Index

Insurance

Informal risk sharing is an important mechanism, specifically for a community without formal
insurance. In an informal risk sharing group the individuals provide mutual protection to each
other by voluntarily sharing risk. The informal risk sharing is a widely discussed topic in the
literature. There are several works which discuss informal risk sharing connected to index
insurance (Boucher and Delpierre (2014), Dercon et al. (2014), Santos et al. (2021)). Those
works consider different ways of informal risk sharing and how it affects the index insurance.
It may be problematic for the usefulness of an index insurance for an individual in an informal
risk sharing group and vice versa, since then there is another way to cover the risk. But as a
result of the basis risk of the index insurance there is a possibility that the actual risk may not
be covered. In such a situations both index insurance and informal risk sharing at the same
time may be useful. Therefore we are interested to analyze index insurance in an informal
risk sharing environment. In this chapter we build up three models based on three different
informal risk sharing methods. The ideas behind those methods are taken from Boucher and
Delpierre (2014), Dercon et al. (2014) and Santos et al. (2021). We build those three models
to understand the similarities and differences between the difference risk sharing methods. In

addition to that we analyze how informal risk sharing affects index insurance.

6.1 The Model Setup

We consider a group of farmers who are willing to share risk informally and also consider the

possibility to take a weather index insurance to cover agriculture risk. As explained above we

85
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develop three models based on the nature of informal risk sharing. Those are

* Model 1: Based on the idiosyncratic income shock (Boucher and Delpierre (2014)).
* Model 2: Based on the loss of farming (Dercon et al. (2014)).

* Model 3: Based on the insurance payout (Santos et al. (2021)).

We discuss those models in detail in the following sections.

6.1.1 Model 1

We consider a group of farmers belonging to the same community with » members. The income

of farmeri € {1,2,3,...,n} is given by
Zi = pi + 0,

where y; is the income which only depends on the level of risk taking, such as the amount of
investment and technology. ©; is the random income shock, which depends on factors such
as weather, pests and illnesses. We can divide this income shock into two parts. Those are
the covariate shock, which is common for all the members of the group and the idiosyncratic
shocks, which are independent across individuals in the group. Then ©; = 6, + 6;. Where 6,
is the covariate shock and 6; is the idiosyncratic shock of farmer i. There are » i.i.d. random
variables 6; representing the idiosyncratic shock of n farmers in the group. Also 6,,64,...,6,
are independent. In this model the informal risk sharing depends on the idiosyncratic shock. It

is explained in Figure 6.1.

{ Farmers }

§ 3 4t It

Informal Risk Sharing Pool

Figure 6.1: Informal Risk Sharing of Model 1.

As shown in Figure 6.1 all the farmers in the group contribute a fraction of their idiosyncratic

income in to the risk sharing pool. Then the total amount is equally distributed among all the
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farmers in the group. Since the idiosyncratic shock is independent across the farmers, different
farmers contribute different amounts to the risk sharing pool. As a results of that the farmers
with high idiosyncratic income receive less than they contribute and the farmers with low
idiosyncratic income receive more than they contribute from the informal risk sharing. This is
the way the group of farmers informally share the risk.

Let 8 € [0, 1] be the fraction of the idiosyncratic income shock that any given member of
the group transfers to the group. Then the total amount in the pool of idiosyncratic shocks that
is shared within the group is Z;‘: 1 Bj0;. Now we assume that an index insurance is available
for farmers to reduce a bad effect from the covariate shock. The payout of that full cover index
insurance is P(6,) and the premium is 7. The insured has the option to choose the level of index
insurance coverage. Let a € [0, 1] be the index insurance cover of any given farmer. Then the

level of consumption of farmer i with risk sharing and index insurance is given by

0j —an +aP(f,). (6.1)

C{:yi+0g+9i—/39,-+§
n
=1

J

n

We assume that 6, and 6; are binary variables with

[ ¢ with probability ¢

O =1

6, with probability 1 — g,
0 6 with probability p

0 with probability 1 — p.

for ég >0, and 6 > 6. Then we define the payout of the index insurance as

— 6, — 6 with probabilit
P(0y) = 0, — 6 = e ’ 7
0 with probability 1 — ¢,

and then
= mE[P(6,)] = m(6g - 0,)q,

i1 0j- When k farmers get

Oandn—1—k getd. Then S = k6 + (n — 1 — k)0 with probability p; = (";1)(1 — p)fpn=1=h),
We state the possible values of C i with the corresponding probabilities in Table 6.1.

where m is the premium load of the index insurance. Let S = };
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Table 6.1: Possible Values of Ci — Model 1

State Probability c!

g, 0,56 | (1= )1 = p)px pi + O + 60 — am — BO + O + ) /n
O0.0.5¢ | (1-q)plpx pi+ 0y + 0 — am — B0 + B(0 + si)/n
0,6:5x | ql-ppx | pi+0,+0—an+a@;-0,)—B0+pBO+s1)/n
0,05k qappx pi+0,+0—an+a(lg-0,) =B+ B0+ s)/n

where s; = kO + (n—1—k)dfork =0,1,2,...,n— 1,

6.1.2 Model 2

{ Farmers donot faceloss }

1311

Informal Risk Sharing Pool

1T

{ Farmersfaceloss }

Figure 6.2: Informal Risk Sharing of Model 2.

According to the above model the income shock of a farmer is split into the covariate shock
and the idiosyncratic shock. But in some works the income/loss is given by one variable. That
kind of models is easier to handle in reality, because it is difficult to identify the amount of
income/loss which occurs due to common reasons and reasons which due to specific for the
farmer. The models in Dercon et al. (2014) and Clarke (2016) are examples for models which
denote the loss by one variable. Based on that, the income of farmeri € {1,2,3,...,n} is given
by

Zi =w; — L, (6.2)
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where w; is the initial wealth of farmer i and L; is the loss variable of farmer i. There are ni.i.d
random variables L; representing the loss of n farmers. We assume that L; is a binary variable

and defined as

L 0 with probability p
l' =

¢ with probability 1 — p.

The informal risk sharing of this model depends on the loss and it is explained in Figure 6.2.

Dercon et al. (2014) consider a group of only two farmers and they assume that when one
farmer faces a loss and the other does not, then the farmer who does not face a loss covers a
portion of the loss of the other farmer. In this model we generalize that informal risk sharing
method by considering a group of n farmers. As shown in Figure 6.2, here we consider that the
farmers in the group who do not face loss transfer fraction  of the loss ¢ (only possible loss of
any given farmer) to the informal risk sharing pool and that total amount is equally distributed
among the farmers who face a loss to cover a part of their losses. Then the level of consumption

of farmer i with index insurance and informal risk sharing is given by
Chy=w; — L — Bll1,—0y + Slz,=py — am + aP(1), (6.3)
where I is the weather index attached to the index insurance and it is given by

1 bad weather with probability ¢
0 good weather with probability 1 — g.

Insurance payout P(I) = €I and premium 7 = mfq. Since the loss L; and index [ are correlated,
let » be the probability that the farmer faces a loss but does not receive any insurance payout.
S is the amount transferred to farmer i as a result of informal risk sharing. When there are k

farmers without loss it is given by

_ Bkl
T n—k

with probability p; = (";1)(1 — p)¥p=1=0) for k = 0,1,2,...,n — 1. We state the possible

S

values of Cé of this model and the corresponding probabilities in Table 6.2.



90 CHAPTER 6. INFORMAL RisK SHARING AND INDEX INSURANCE

Table 6.2: Possible Values of Cé — Model 2

State | Probability c!
0,0 | (1-=g-r) w; — B —an
0,2, sy TPk w;— €+ s —an

LO | (g+r-p)| wi—-pBl—an+al
Lésy | (p=r)px | wi—€+sp—anm+al

where s, = Bkl/(n— k) for k = 0,1,2,...,n — 1. The consumption of farmer i at state (0,7, s¢)

and (1, ¢, s;) have different values for each k = 0,1,2,...,n— 1.

6.1.3 Model 3

We build this model by considering the model in Santos et al. (2021) and Clarke (2016).
The informal risk sharing of this model depends on the insurance payout. Therefore we
consider a group of n farmers with an index insurance. We assume that the income of farmer
i €{1,2,3,...,n}is the same as in Model 2 and it is given by Equation (6.2). The informal risk

sharing is explained in Figure 6.3.

Farmers donot face
lossandreceive
Insurance payout

1111

Informal Risk Sharing Pool

4 4 3 B

Figure 6.3: Informal Risk Sharing of Model 3.

Other farmers

and donotreceive

Farmers faceloss
insurance payout

According to the nature of index insurance there is a possibility that a loss occurs to the
farmer but he does not receive a payout. Also there is a possibility that no loss occurs but the

farmer receives an insurance payout. Within the group of n farmers, the farmers who receive
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payout without loss contribute fraction S of their insurance payout to the informal risk sharing
pool and then that total amount is equally distributed among the farmers who face a loss and
do not receive payout. In Figure 6.3 the group named as other farmers means the farmers who
face a loss and receive insurance payout and the farmers who do not face a loss and do not
receive insurance payout. That group does not participate in the informal risk sharing. Since
we consider a group of farmers with index insurance, there are n i.i.d. random variables I;

representing the weather index attached to the index insurance of n farmers in the group, where

1 bad weather with probability ¢
0 good weather with probability 1 — g.

Then the level of consumption of farmer i with risk sharing and index insurance is given by

Cfgl =w;—L; — ,BCL’P(I,')]I{LF()} + S]I{Ll:f,l,:O} —am+ CL’P(I,'), (64)

1

where P(I;) = ¢I; and ®# = mfq. Since the loss L; and index [; are correlated, let r be the
probability that the farmer faces a loss but does not receive any insurance payout. S is the
amount transferred to farmer i as a result of informal risk sharing. By assuming all the farmers
take cover a of the index insurance, when there are k farmers receive insurance payout without
loss and j farmers (in addition to farmer i) face loss but do not receive insurance payout S is

given by
g Bakl

j+1
with probability px; = (";') ("7 ) (g +r—p)ri(1+p—q-2r"*Dfork = 0,1,2,...,n— 1
and j = 0,1,2,...,n — 1 — k. The possible values of Cé of this model is slightly different to

Model 2. We state those possible values of Cé of this model and the corresponding probabilities
in Table 6.3.

Table 6.3: Possible Values of C; — Model 3

State | Probability Cé
0,0 (1-qg-r) w; —an
O,K,Skj TPk w; —f+Sk,j —-an

1,0 (g+r—=p) | wi—Bal —an+al

| 4 (p-r) wi—€—an+afl

_ Pakl
-+l

i at state (0,7, s¢ ;) has different values foreach k = 0,1,2,...,n—1and j =0,1,2,...,n—-1-k.

where sy, fork =0,1,2,...,n—1landj =0,1,2,...,n—1—k. The consumption of farmer
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Relaxing an Assumption

Model 2 is based on the model in Dercon et al. (2014). But as we mentioned above they consider
a group of only two farmers. Then it is easy to explain informal risk sharing. But once we
generalize that model by considering n farmers, it becomes problematic to define the informal
risk sharing. Then we consider the idea behind the informal risk sharing in Santos et al. (2021).

Our Model 3 is also based on the same work. They use the following assumption.

Assumption 6.1. The individuals contribute to the informal risk sharing pool even if nobody

suffers a catastrophe.

We consider the same assumption for our Models 2 and 3. Because of this assumption the
contribution to the risk sharing pool only depends on the state of the corresponding farmer and
it does not depend on the states of the other farmers in the group. Therefore when there is
no one in the state to receive money from the risk sharing pool still the farmers in good state
transfer money to the pool. Since we consider only one period, then the money in the pool is
useless. We relax that assumption to make the models more realistic. Now we consider the

following assumption.

Assumption 6.2. Any farmer in the group contributes to the risk sharing pool only if there is at
least one farmer in the state to receive money from the risk sharing pool (Model 2: At least one

farmer face loss. Model 3: At least one farmer faces a loss does not receive insurance payout).

We modify Models 2 and 3 based on the above assumption and name those models Model
2* and Model 3*.

6.1.4 Model 2*

This model is different to Model 2 by the condition in which the farmer contributes to the
risk sharing pool. Based on Assumption 6.2, farmer i € {1,2,3,...,n} contributes to the risk
sharing pool if there are one or more farmers with loss. Then the level of consumption of farmer

i is given by
Ch=wi— L - BtLiz=057, 1,200 + SLi,=¢) = am + aP(D). (6.5)

All the terms are defined in analogy to Model 2. The condition Z;'Z:I, L # 0 implies that

there is at least one farmer who faces loss. We state the possible values of C?, of this model

and the corresponding probabilities in Table 6.4.
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Table 6.4: Possible Values of Cé* — Model 2*

State Probability Ci.
002] ljizL'¢O (l_q_”)(l—(l—P)n_l) w; — Bt —an
0,0, 1, Li=0] (1-g-r)(1-p)! wi — an

0,2, 51 TPk wi—C+ s, —an
10,270 1 Lj #0 (q+r-p)A-10=-pH | w-pt—an+al
1,0, 1, Lj =0 (q+r-p(-pyr! wi —am + ol

1., sk (P —1)px w; —{+ s —an+al

Due to the new assumption we divide state (0,0) and (1,0) of Model 2 in two states based

on whether farmer i contributes or does not contribute to the risk sharing pool.

6.1.5 Model 3*

Now we describe the modification of Model 3 based on Assumption 6.2. Here farmer i €
{1,2,3,...,n} contributes to the risk sharing pool if there is one or more farmers with loss who

do not receive insurance payout. Then the level of consumption of farmer i is given by

C3* =w;,—L; — ,Ba’P(I )]l{L 02 1 L < Lj} + S]l{L =¢;=0} — QT + Q’P(I,'). (6.6)

j=1,j#i

All the terms are defined similar to Model 3. The condition )" ey Lilj < »n

implies that there is at least one farmer who faces loss and there is at least one farmer who does

Jj= lj;tl

not get insurance payout out of the farmers who face loss. We state the possible values of Cé*

of this model and the corresponding probabilities in Table 6.5.

Table 6.5: Possible Values of Cg — Model 3*

State Probability Cé X
0,0 (1-g-r) wi — an
0,4, sk TPk wi—{+sij—an
1021 lle <Z] 1j#i L (g+r—-p)A -1 -=r)y"Y | wi—pat —ar +at
1,0, 25 1z L 1 L] (g+r—p)(1—r)y! wi —an + al
1’5 (p—r) wi—{—an+al

Due to the new assumption we divide state (1,0) of Model 3 in two states based on whether

farmer i contributes or does not contribute to the risk sharing pool.
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6.1.6 Expected Utility of the Level of Consumption

We compare the expected utility of farmer i’s level of consumption for different cases under

all five models. The farmer’s preference over the wealth is given by exponential utility, u(x) =

-7
Y

different situations. We obtain them by substituting the appropriate values of @ and 8 in

Equations (6.1), (6.3), (6.4), (6.5) and (6.6) for Model 1, 2, 3, 2* and 3*, respectively. Below

we mention those 4 situations with the appropriate values of @ and f.

, v is the coeflicient of risk aversion. We consider the level of consumption under four

1. No insurance and no risk sharing — a = 0,5 = 0.
2. Risk sharing and no index insurance — a = 0,8 > 0.
3. Index insurance and no risk sharing — a > 0,8 = 0.

4. Index insurance and risk sharing — a > 0,8 > 0.

(a) m=1

0.81 . 0.79
z 0.8} 1=
Ié é 0.78F ¢
= 0.79} 1= :
g LemmeemrmaTTImsTmosssassssassenes Z :
§ 0.78 | § 0.77
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/= 0.77) | 0.76 :
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g — Index Insurance-Risk Sharing
B 077 s s "
g
5 0.76] :

0.75
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Figure 6.4: Expected Utility of Consumption — Model 1.
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We numerically compute the expected utility of farmer i’s level of consumption for the
above four cases under all five models. The expected utilities of the four cases are plotted
against the group size n. We choose different group sizes from 1 to 50. It is clear that when
there is no informal risk sharing the expected utility of consumption does not depend on the
group size. Therefore the expected utilities of the farmer for situations 1 and 3 do not change
with the group size.

Lety=1La=1,8=05w;=15foralli=1,2,...,n,p=1/3,g=1/3. y; = 1 for all
i=12,...,n, 5g =1, Qg =0, 0= 1,0 =0,r =1/9 and ¢ = 1. The obtained results are given
in Figures 6.4, 6.5, 6.6, 6.7 and 6.8. We consider different levels of premium loads m to see the
effect of the premium.

According to Figure 6.4 at actuarial fair price (m = 1) index insurance together with informal
risk sharing is the best option. For the other two premium loads informal risk sharing without
index insurance is the best option. Therefore, when the farmer is in an informal risk sharing

group he does not prefer an index insurance with high premium.
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Figure 6.5: Expected Utility of Consumption — Model 2.

According to Figure 6.5 at a very small premium (m = 0.5) index insurance without informal
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risk sharing is the best option. But when the premium is high (m = 1, m = 1.2) informal risk
sharing without index insurance is the best option when the group size is not very small. When
the group size is very small at actuarial fair price the farmer prefer index insurance without
informal risk sharing. But when group size is very small and the premium is high the farmer
does not prefer index insurance or informal risk sharing. Also it is clear that index insurance
without informal risk sharing is always better than both together. Therefore insured farmers do

not prefer informal risk sharing.
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Figure 6.6: Expected Utility of Consumption — Model 3.

For Model 3 we consider only three cases. Because in Model 3 the informal risk sharing
depends on the insurance payout. Therefore we can not consider the case of informal risk
sharing without index insurance. According to Figure 6.6 at actuarial fair price the index
insurance together with informal risk sharing is the best option under all the group sizes except
very small group sizes (n = 1,n = 2). If the farmer is in those very small groups then he prefers

the index insurance without informal risk sharing. At m = 1.2 when the group size is small
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the farmer does not prefer index insurance with or without informal risk sharing. But when
the group size is high the farmer prefers index insurance together with informal risk sharing.
This implies an index insurance which is not attractive to the farmers becomes attractive if they
are in a big group in which farmers are willing to share risk informally. When the premium
is slightly increased the farmer does not prefer index insurance with or without informal risk

sharing under any given group size.
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Figure 6.7: Expected Utility of Consumption — Model 2*.

In the above results we considered group sizes from 1 to 50. When the group size is 1 the
informal risk sharing is inappropriate. But the risk sharing method under Model 1 still works
for a group of 1 farmer, because the amount that the farmer contributes to the risk sharing pool
returns to the same farmer. Then there is no effect from the informal risk sharing. As a result
of that, when the group size is 1, the farmer’s level of consumption with informal risk sharing
is the same as without informal risk sharing. We can clearly see that in Figure 6.4. In that

figure the expected utility of the farmer’s consumption with and without informal risk sharing
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is the same when the group size is 1 (see the staring point of the red and yellow curves and
green and blue curves of Figure 6.4). We can not see that feature in Figures 6.5 and 6.6. The
possible reason is Assumption 6.1. According to that assumption the farmers contribute to the
risk sharing pool even when nobody is in a bad state. Then regardless of the group size this is
unfavorable for the farmers. We can clearly see this negative effect in Figure 6.5 and 6.6. In
those figures the staring points of red and yellow curves are different due to the unnecessary
contribution to the risk sharing pool. Even if it is not visible for the other group sizes, the
farmers in any size of group sometimes inappropriately contribute to the risk sharing pool due
to Assumption 6.1. We compute the expected utility of farmer’s level of consumption for the

models based on Assumption 6.2. That assumption avoids the unnecessary contributions. The
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obtained results are given in Figures 6.7 and 6.8.
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Figure 6.7 and 6.8 clearly show that when the group size is 1 the expected utility with and
without informal risk sharing is the same. According to Figure 6.7, when there are 2 farmers
in the group they prefer index insurance with informal risk sharing over the index insurance

without informal risk sharing. When the farmers informally share risk then the expected utility
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Figure 6.8: Expected Utility of Consumption — Model 3*.
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first increases then decreases and again increases as the group size increases. At actuarial fair or
high premiums even when the group size is very small the farmer prefers informal risk sharing
without index insurance. But in Model 2, when the group size is very small, the farmers do not
prefer informal risk sharing. This may occur because there is no unnecessary contribution due
to the new assumption. However, similar to Model 2 in this model also the preference to the
index insurance together with informal risk sharing is very low.

Figure 6.8 is mostly similar to Figure 6.6. But in Model 3 as a result of Assumption 6.1
when the group size is very small the farmer prefers index insurance without risk sharing over
the index insurance with informal risk sharing. Since we avoid that situation in Model 3* the
farmer always prefers index insurance together with informal risk sharing to index insurance
alone.

By these results we see that, when the group size is very small, the index insurance together
with informal risk sharing performs better when we consider Assumption 6.2 instead of As-
sumption 6.1. We make a proper comparison to see the effect of replacement of Assumption 6.1
by Assumption 6.2. We compare the expected utility of the farmer’s level of consumption with
informal risk sharing under Model 2 and 2* as well as under Model 3 and 3*. We consider the

actuarial fair price for the numerical computations. The comparison is given in Figure 6.9.
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Figure 6.9: Model 2 vs 2* and Model 3 vs 3*.

According to Figure 6.9 (a) and (b), when the group size is small informal risk sharing as
per Assumption 6.2 is more productive than the risk sharing as per Assumption 6.1. We can
see the same behavior at moderate group sizes when comparing Models 3 and 3*. When the
group size is high the expected utilities under the models based on Assumptions 6.1 and 6.2 are
very close to each other. It is clear that when 7 is high (1 — p)"~! ~ 0 and (1 — r)*~! ~ 0. Then

the probabilities of occurrence of the new wealth states due to Assumption 6.2 become very
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small. Even though it is not properly visible at high group sizes the expected utilities under
the models based on Assumption 6.2 is slightly higher than the corresponding values under
the models based on Assumption 6.1. Therefore according to the results we can say that the
informal risk sharing based on Assumption 6.2 is better than the informal risk sharing based

on Assumption 6.1 from the farmer’s perspective.

6.2 Demand for the Index Insurance

The numerical results in the previous section show that the informal risk sharing affects the
preference for the index insurance. Here we discuss the demand for index insurance in an
informal risk sharing environment. We derive the optimal index insurance cover which maxi-
mizes expected utility of the farmer’s level of consumption at a given fraction of risk sharing.
We assume that the farmer is strictly risk averse over wealth, with utility function u satisfying
u' > 0and u” < 0. Since Models 2* and 3* are the more realistic versions of Model 2 and
3, respectively, here we only consider Models 1, 2* and 3*. Now the optimal insurance cover

under Models 1, 2* and 3* are given by

n
o = argmax Elu(y; + 04 + 6; — O; + B Z 0; — am + aP(6,))),
(IZO n J:1

@ = argn})ax Elu(w; — L; — Bli—o3r, 120y + Shig=y —am + aP(I))], (6.7)
a> ’
and
a;. = argn%ax Elu(wi = Li = BaP(I) =03 . rir<sr, 1y +STp=cs=0y — am + aP(l))].
a> ’ ’
(6.8)
respectively.

Proposition 6.3. If the farmer’s preference over wealth is given by exponential utility, u(x) =
1=¢ ™ \ohere v is the coefficient of risk aversion, then the optimal insurance cover under

Model 1 is given by

ay = ml'n[l,max[O, — ! In ((1 _ mg)e"(gg_gg))”. (6.9)
y(0,-6,) \m(l-q)

Here it is clear that the optimal insurance cover does not have any dependence on the
fraction of risk sharing and the idiosyncratic shock. Therefore, at any fraction of informal

risk sharing the farmer optimally choose the same insurance cover. As we have discussed, in
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Model 1 we split the income of farming into covariate shock and idiosyncratic shock. The
index insurance only depends on the covariate shock and the informal risk sharing only depends
on the idiosyncratic shock. That may be the reason that there is no link between the optimal
insurance cover and informal risk sharing. We obtain a totally different optimal insurance cover
under Model 2*.

Proposition 6.4. If the farmer’s preference over wealth is given by exponential utility, u(x) =
1—e™
Y
Model 2* is given by

X . . . . . .
, Where vy is the coefficient of risk aversion, then the optimal insurance cover under

@ = minll maxlo o In (<1—mq> (ar=pX (=) H1=(-p) )P rp-ner 5y ’”‘ew)H
2 2 ;y *

2z mg. (I-q=r)(1-p)"'+(1=(1=p)"~")e¥B)+revt $17) pre™
(6.10)

Here the optimal insurance cover depends on the fraction of risk sharing. Therefore at
different fractions of risk sharing the farmer optimally choose different insurance covers. We
know that in Model 2* both index insurance and informal risk sharing depend on the loss. In
Model 3* the informal risk sharing depends on the insurance payout. Therefore the insurance
covers of all farmers are affected by informal risk sharing. In Model 3* the farmers differ to
each other by the initial wealth. Due to the nature of the exponential utility function the initial
wealth of the farmer does not affect to the optimal cover. But the level of risk aversion affects
the optimal cover. Therefore in order to make sure any given farmer optimally choose the same
insurance cover, we consider a group of farmers with the same level of risk aversion. In order
to find the optimal insurance cover under Model 3*, we assume that all the farmers in the group
choose the optimal insurance cover. But then it is difficult to solve the first order condition to
express the optimal insurance cover as an explicit function. That first order condition is given
by

u CSI n—1n-1-k thap k
[( ) reyfz Z [ e ok ( %—mq) + e D)1 -mg)  (6.11)
J
k=0 j=0

+ e B g 47 p)(1 = (1= )(1 = B - ma)
+e " g+r-p)A-rV"N1-mg)-(1-¢q-rymg=0.

An a which satisfy above equation is the optimal insurance cover. Due to the « inside the

two summations, it is difficult to derive the optimal insurance cover.
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6.2.1 Numerical Computations of the Optimal Insurance Cover
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Figure 6.10: Optimal Cover — Model 1.

We numerically compute the optimal insurance cover under Model 1, 2* and 3*. Since the
optimal insurance cover under Model 1 does not depend on the fraction of risk sharing, we
compute the optimal cover at different premiums. We use the same parameter values as earlier.
The optimal insurance covers are plotted against the coefficient of risk aversion, see Figure 6.10.
According to the figure at actuarial fair price (m = 1) the farmer optimally chooses the full
insurance cover. At the other three premium loads the farmer optimally chooses some partial
cover and that optimal cover increases as the risk aversion increases. We can observe similar
characteristics in a tradition indemnity insurance. Therefore the index insurance we consider
in Model 1 behaves similar to a traditional indemnity insurance. Again the reason may be that
in Model 1 we split the income of farming into covariate shock and idiosyncratic shock. The
index insurance only depends on the covariate shock and the informal risk sharing only depends
on the idiosyncratic shock.

Then we compute the optimal insurance cover under Model 2* and 3*. Since in these two
models the optimal covers depend on the fraction of risk sharing, we consider three levels of
B. In addition to that we consider three levels of m. Other parameter values are similar to
the values of the numerical computations of Model 2* and 3* in Section 6.1.6. In addition
to that we let n = 50. The optimal insurance covers are plotted against the coefficient of risk
aversion and those are given in Figure 6.11 and 6.12. At the three different premium loads
the optimal covers behave in different manners under both models. According to Figure 6.11
when m = 0.5 the optimal insurance cover decreases as the risk aversion increases. But when
m =1 orm = 1.2 at some B the optimal cover first increases and then decreases as the risk

aversion increases. At m = 1 and m = 1.2 high risk averse farmers purchase approximately the
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Figure 6.11: Optimal Cover — Model 2*.

same amount of the insurance when 8 = 0 and 8 = 0.2. Also there is no demand for the index
insurance when g = 0.5. However at all three levels of m the red curve (8 = 0.2) is below the
blue curve (8 = 0) and the yellow curve (8 = 0.5) is below the red curve. Therefore, according
to this numerical example, at a given level of risk aversion the demand of the index insurance
decreases as the fraction of risk sharing increases. Then the insurer can expect higher demand
by selling the insurance to the farmers who do not informally share risk than selling the same

insurance to a risk sharing group.

According to Figure 6.12 in Model 3*, similar to Model 2*, when m = 0.5 the optimal
demand decreases as the risk aversion increases. Also when m = 1 or m = 1.2 the optimal
demand first increases and then decreases as the risk aversion increases. But in contrast to
Model 2*, here the red curve is below the yellow curve and the blue curve is below the red
curve. This implies that at a given level of risk aversion the demand of the index insurance
increases as the fraction of risk sharing increases. Therefore, the informal risk sharing positively
affects the demand for the index insurance. According to our numerical example an informal

risk sharing group purchases more insurance than a group without informal risk sharing. In
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Figure 6.12: Optimal Cover — Model 3*.

this model the informal risk sharing depends on the insurance payout. That may lead to the
above behavior.

According to the numerical results in Figure 6.9, when the group size is high, the expected
utility of farmer’s level of consumption under Model 2 and 2* are very close to each other.
We see the same behavior under Model 3 and 3*. Therefore, when n = 50 we expect the
same optimal insurance covers under Model 2 and 2* and also under Model 3 and 3*. In
order to see the effect of Assumption 6.2 over Assumption 6.1 on the optimal demand of the
index insurance, we should consider small group sizes. We compare the optimal insurance
covers under Model 2 and 2* atn = 5 and n = 10. We do a same comparison between Model 3
and 3*. We consider actuarial fair premium for the computations. According to out comparison
between Model 2 vs 2* and Model 3 vs 3* at small group sizes, we realize that replacement of
Assumption 6.1 by Assumption 6.2 is effective in terms of insurance demand specially when
the group size is small, premium is small and the farmers are less risk averse (See Figure B.4
and B.5 in Appendix B).
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6.2.2 Optimal Insurance Demand vs Fraction of Risk Sharing

As we discussed earlier, according to our numerical example in Models 2 and 2* the optimal
demand of the index insurance deceases as the fraction of risk sharing increases. But in
Models 3 and 3* the optimal demand of the index insurance increases as the fraction of risk
sharing increases. But in our numerical example we consider only three levels of 8. Therefore
we need further analysis to identify the relationship between the optimal insurance demand and
fraction of risk sharing. Here we discuss how the fraction of risk sharing affects the optimal
insurance demand. The following proposition show relationship between the fraction of risk

sharing and the optimal insurance demand of Model 2*.

Proposition 6.5. In Model 2* the optimal insurance demand decreases as the fraction of risk

sharing increases.
Proof. Let

(1 = mq) (q+r=p)(1=p)" ' +(1=(1=p)" e’ )+(p—r)e?* T3y pre 7™

A= mq (I=g=r) (1 =py~+ (1 -(1-p)- l)eyﬁé’)+rgyé’zk:0pke s

Then as given in Equation (6.10)

* .
@, =1in

1, max [O, iln(A)] ] .
024

Then we consider the first derivative of A with respect to S. It is given by

9A _ _(1-mq) (p(1 - q) = r)C
o mq \(1=q=r)(1 = py=" + (1 = (1 = pyr="D)erB)+revt Tz pre )2 )
where

n n— n— S
C =yte [(1 = (1= py e’ ( Tily pre™™ + T2 %)p(kne 3) ) +(1-py ' i p(kne—k)k]'

As discussed by Clarke (2016) an index realization to be a good signal of loss, we require

% 1_ q) —r > 0. Therefore 24 ﬁ < 0. Now it is clear that in Model
2% the 0pt1ma1 insurance demand decreases as the fraction of risk sharing increases. O

Note that similarly we can show that in Model 2 the optimal insurance demand decreases
as S increases (see Appendix B).

In order to see this behavior we plot the optimal insurance cover against 5. We consider
the same parameter values as in Section 6.1.6. The obtained numerical results are given in

Figure 6.13. According to Figure 6.13 it is clear that the optimal insurance demand of Model 2*
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Figure 6.13: Optimal Cover vs 5 — Model 2*.

decreases as the fraction of risk sharing increases. When n = 50 under Model 2* the farmers
do not take index insurance when the fraction of risk sharing is greater than 0.4. But when
n = 5 the farmers, specially the high risk averse farmers purchase index insurance even at 5’s
greater than 0.4. This results implies that when the group size is high and S is moderate or
high farmers are not interested in the index insurance. But when the group size is small and
[ is moderate in size, the farmers still take some partial cover of the index insurance and the
farmers do not take insurance at high 8’s. A possible reason may be that, when the group size
is high the farmers get a proper protection against risk even at a small g, but when the group

size is small high S may be required for a proper protection.
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Figure 6.14: Optimal Cover vs 5 — Model 3*.
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As we discussed above we are unable to derive the optimal insurance cover in Model 3*
as explicit functions. Therefore it is difficult to show the relationship between the optimal
insurance cover and the fraction of informal risk sharing of Model 3 and 3*. Since it is still
possible to numerically compute the optimal insurance cover at a given level of 3, we plot the
optimal insurance cover of Model 3 and 3* against the fraction of risk sharing. The obtained
results are given in Figure 6.14. According to Figure 6.14 it is clear that the optimal insurance
cover of Model 3* behaves totally different to the optimal insurance cover of Model 2*. Here
in most of the considered cases the optimal insurance cover first increases and then decreases

as the fraction of risk sharing increases.

6.2.3 Optimally Cover Risk

In the previous section we discussed the optimal choice of the index at a given level of informal
risk sharing. Now we assume that the group of farmers choose the level of insurance cover
and the fraction of informal risk sharing in order to optimally cover their risk. Here again we
consider model by model. As we showed earlier in Model 1, 8 does not affect to the optimal
insurance cover. Similarly, insurance cover does not affect the optimal 5. We can easily see
that by the first order condition of farmer’s level of consumption of Model 1 with respect to .

That first order condition is given by

(- P (200

k=0 n

n—1
se=0n-D\ [ s — B(n — 1
+pe—VQZpke_7ﬂ( = )(—k f )) =0
k=0 n

A B which satisfies the above equation is the optimal fraction of informal risk sharing. Due
to the nature of that equation we can not derive the optimal g explicitly. It is more complicated
for other models to derive the optimal S at optimal @, because in those models o depends on f.
Optimal 8 of Model 2* and Model 3* at 7, and a3, are given by

B5. = argmax E[u(w; — Lj — Bl1 .o 5n

ﬁ 0 j:l,j¢[ LJ¢O} + S:[L{LI:[} - a;*ﬂ- + a;*P(I))jL
>

and

B;. = ar%g})ax Elu(wi = Li = Bag. P Lo | . Lip<sr, . Ly + STin=cn=0y — @37 + a5. P(L))].



108 CHAPTER 6. INFORMAL RISk SHARING AND INDEX INSURANCE

respectively.

Here a;. is a function of 8 and given in Equation (6.10) and Here «;, is a function of
which satisfies Equation (6.11). We numerically compute the optimal insurance cover and the
optimal level of informal risk sharing for Model 2* and 3*. We show them in Figure 6.15 and
6.16.
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Figure 6.15: Optimal Insurance Cover and Level of Informal Risk Sharing — Model 2*.

According to the numerical results in Figure 6.15 it is clear that at the actuarial fair price
under both group sizes the optimal insurance cover decreases as the risk aversion increases.
But in contrast to that the optimal S increases as the risk aversion increases. Therefore, we can
say that at actuarial fair price when the group of farmers is more risk averse the farmers prefer
less insurance and more informal risk sharing compared to a less risk averse group. When
m = 1.2 the optimal g still increases as the risk aversion increases. But when the group size is
small the optimal insurance cover first increases and then slightly decreases as the risk aversion
increases. When the group size is large the farmers do not purchase index insurance atm = 1.2.
This implies that a farmer in a small risk sharing group purchases some partial cover of the
index insurance even at a high price. But a farmer in a large group does not purchases index
insurance at high price and uses only informal risk sharing. It is also clear that the optimal
does not have a considerable effect from the insurance premium.

According to Figure 6.16 the optimal insurance cover at all the cases first increases and then
decreases as the risk aversion increases. However a partial cover is always optimal. But once
we focus on the optimal S, at actuarial fair price the optimal fraction of risk sharing is 1 for
both group sizes and all the considered levels of risk aversion. This implies that, the farmers

prefer to share the full amount of the unnecessarily received insurance payout within the group.
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Figure 6.16: Optimal Insurance Cover and Level of Informal Risk Sharing — Model 3*.

Also when m = 1.2 only the group of very low risk averse farmers does not prefer to informally

share risk. At the same time at other levels of risk aversion the farmers optimally share the full

amount of the unnecessarily received insurance payout.

6.3

Summary

The main results of this chapter are:

The performance of index insurance together with informal risk sharing depends on

several factors, such as nature of informal risk sharing, group size and insurance premium.

In Model 1 the optimal insurance cover and fraction of informal risk sharing are inde-
pendent.

In Model 2 the optimal insurance cover decreases as the fraction of informal risk sharing

increases.

In Model 2* the optimal insurance cover decreases as the fraction of informal risk sharing

increases.

In Model 3* we numerically show that the optimal insurance cover first increases and
then decreases as the fraction of informal risk sharing increases.






Chapter 7
Gap Insurance and Reinsurance

In this chapter we consider two further aspects of insurance and discuss them in the index
insurance framework. Those aspects are gap insurance for index insurance and index insurance
as a reinsurance. Here a gap insurance is an insurance which covers the gap between the actual
loss and the payout of the index insurance. As suggested in Clarke (2016), a combined index
and gap insurance may increase the demand of the index insurance. Doherty and Richter (2002)
discuss the efficiency of combining an index insurance with a gap insurance. Motivated by
those works we analyze the influence and effectiveness of a gap insurance on an index insurance.

In addition to that, we also discuss an index insurance which is used as a reinsurance. Zeng
(2005) has done similar work and we are motivated by that to study the index insurance as a
reinsurance. Zeng (2005) addresses how index insurances enhance the efficiency of reinsurance.
Also they derive optimal proportional reinsurance in a mean-variance framework. The second
part of this chapter discusses an index insurance as a proportional and excess loss reinsurance.
In contrast to Zeng (2005), in order to derive optimal reinsurance contracts we consider the

expected utility theory.

Part 1: Gap Insurance for Index Insurance

7.1 Gap Insurance Model

Here we consider the index insurance model of Clarke (2016) and a gap insurance connected to

that model. The farmer face loss L, where L = [ with probability p and L = 0 with probability

111
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1 — p. The payout of the index insurance depends on the weather index / where

; 1 bad weather with probability ¢
0 good weather with probability 1 — g.

Then the payout of the full cover index insurance is given by P; = [1. Let r be the probability
that a loss occurs but the index indicates good weather. wy is the initial wealth of the farmer.
The premium of the index insurance is given by m; = am;E[P;] = am;ql, where « is the index
insurance cover purchased by the farmer and m; is the premium load of the index insurance.
Since we consider a gap insurance to cover the gap between index insurance payout and
the actual loss of the farmer, the payout to the farmer from the gap insurance is given by

Pc = max{L — aP;,0}. Now the premium of the gap insurance is given by

g = IBng[PG]
= Bmgrl + Bmg(p —r)(l — al)
= ﬁmgpl - ﬂamg(p - ),

where f is the gap insurance cover purchased by the farmer and m, is the premium load of the
gap insurance. We ignore the cases in which gm; > 1 and pmg > 1 because in those cases the
premium paid is higher than the maximum possible indemnity payment of the corresponding
insurance. There are four possible wealth levels for a farmer with the index insurance and
gap insurance as introduced above. Those are given in Table 7.1 with the corresponding

probabilities.

Table 7.1: Wealth Levels and Probabilities

State s | Probability pg Wealth
10 r wo— ;i — g — 1+ pl
11 p-r wo— 7 — 7 =l +al+ Bl - al)
00 l-qg-r Wo — 7T — g
01 q+r—p wo = — g +al

As explained in Clarke (2016) the index realization to be a signal of loss, it is required

f)’—(’)‘l > 5—(’)?). This implies r < p(1 — g). We also consider that r is positive and the probabilities

of all four states are non negative. Therefore 0 <r < p(l1 —¢g),p—g<randg+r < 1.
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7.2 Optimal Index and Gap Insurance Covers

As an expected utility maximizer the farmer’s objective is to choose the levels of @ and g8
which maximize his expected utility. We assume that the farmer is strictly risk averse over his
wealth with utility function u# which satisfies #’ > 0 and #” < 0. Now we state the optimization

problem of the farmer as
m%x Elu(wo — m; — mg — L + aPy + BPg)]. (7.1)

According to the four possible wealth levels in Table 7.1, we state the expected utility in
Equation (7.1) (EU) of the farmer is

EU =ru(wo — i —mg — 1+ Bl) + (p — r)u(wy — m; —mg — I + al + (Il — al))

+ (1 =g —ru(wo —m —mg) +(q+r—plu(wo — m; — mg + al). (7.2)

First we focus on deriving the optimal index insurance cover at a given level of gap insurance
cover and vice versa. According to the expected utility of the insured’s wealth in Equation (7.2)
we can find the optimal index insurance cover without solving the problem (7.1) under a special
condition on the gap insurance cover. We explain it in the following proposition.

qm;

Proposition 7.1. If the gap insurance cover satisfies 3 > G—rymy”

then the full index insurance

cover (a = 1) is optimal.

Proof. Letwjg = wo—m;i—mg =1+l wi1 = wo—m; — g — 1 +al+p(l—al), woo = wo—m; — 7y,

Wor = Wo — T — g + al.
qm; (9(7T,'+7Tg) _

Suppose 8 > -rmy Then gm; — B(p — r)mg < 0. Since —5—= = gm; — B(p — r)my,

d(mi+m . . . .
% < 0. That is (m; + 7,) decreases as @ increases or (—m; — 7g) increases as a increases.

Then wjo, w1, woo and wp; increase as « increases. Since u is an increasing function, EU
increases as « increases. Then the maximum possible level of « is the index insurance cover
which maximize the expected utility. This result in choosing @ = 1 as the optimal cover. O
> qmi

= (p-rmg>
But we are also interested in finding the optimal index insurance cover for the rest of the gap

We can use Proposition 7.1 to find the optimal index insurance cover only if g

insurance covers. For any given 8 < ﬁ we can compute the optimal @ by the first order
8
condition of the expected utility in Equation (7.2) with respect to a. That first order condition

is given by
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(?;E;QU =ru;o(—gmjl + Bmgy(p —1)l)
+ (p — r)uj (—gm;l + Bmg(p —r)l + 1 = BI) (73)
+ (1 = g — r)ujy(—gm;l + Bmg(p —1)I)
+(q + 1 = puy (—gm;l + Bme(p —r)l +1) =0,
where u{ is the marginal utility of state s. e.g. uj, = u'(wo — m; — mg — 1 + Bl). The a which
satisfies Equation (7.3) is the optimal index insurance cover and it is a function of 8.
Now for a given @ we can compute the optimal S by the first order condition of the expected

utility in Equation (7.2) with respect to 8, which is given by

E
_(96’8U =ruy(—mgpl + amg(p — 1)l + 1)
+(p — r)uy (=mgpl + amg(p —r)l + 1 — al) (7.4)
+ (1 = g — r)ujy(=mgpl + amg(p — r)l)

+(q +r = pluy, (—=mgpl + amy(p —r)l) = 0.

The B which satisfies Equation (7.4) is the optimal gap insurance cover. It is a function of
a. Now we consider a utility function with constant absolute risk aversion for which u’ oc e,
where v is the coeflicient of absolute risk aversion. Then we restructure the first order conditions
in Equation (7.3) and (7.4) as

OEU
eY(WO_”"_”g)—a =re VD (—gm;l + Bmg(p —r)l)
+(p- r)e—ﬂ(a+ﬁ(l—a)—l)(—qmil + Bmg(p —r)l +1 - Bl) (7.5)
+ (1 =g —r)(—gmjl + Bmg(p —1)I)
+(q+ 1= p)e""* (=gm;l + pmg(p — 1)l +1) =0,
OE
ey(wo—m—ﬂg) Y :re—yl(ﬁ_l)(_mgpl + a/mg(p — r)l — l)
+ (p — r)e_yl(aJrﬁ(l_a)_l)(—mgpl + amg(p — r)l +1[ - al) (7.6)

+ (1 =g —r)(=mgpl + amg(p —r)l)
+(q + 71— p)e U (=mypl + amy(p - r)I) = 0.

We can compute the optimal @ by Equation (7.5) for a given 8. Similarly we can compute



7.2. OptiMAL INDEX AND GAP INSURANCE COVERS

the optimal 8 by Equation (7.6) for a given «.

7.2.1 Numerical Computation of Optimal Insurance Covers
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Figure 7.1: Optimal Index Insurance Cover — Case 1
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Similar to Clarke (2016) we consider two cases to compute the optimal insurance covers. Those
are Case 1 (p =g =1/3andr =1/9) and Case 2 (p = 1/20,g = 1/5 and r = 1/1000). Let

[ =1 and we consider three levels of m; (m; = 0.75,1,1.5). We choose mg = 2, by considering

the fact that the gap insurance should be costly, because the gap insurance provider needs to

estimate the actual loss before making a payment. Here we discuss the numerical results only

for the Case 1 and some important numerical results of Case 2 are given in Appendix B. The

optimal as are given in Figure 7.1 for different levels of y and S. The optimal Ss are given

in Figure 7.2 for different levels of y and @. In Figure 7.1 there are 3 sub plots for each case
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which represent three different levels of m;. But in Figure 7.2 there is only one plot. Because
according to the first order condition in Equation (7.6) it is clear that the optimal 8 does not
have any effect from m;.

According to Figure 7.1 the demand for the index insurance with m; = 0.75 increases as the
gap insurance cover increases. Individuals with very low risk aversion purchase full cover index
insurance at any given level of gap insurance cover. When £ is greater than 0.6 the insured with
any given level of risk aversion purchases full index insurance cover, because 5 = 0.6 satisfies
the condition in Proposition 7.1. We can see similar features with m; = 1. But we observe
quite different features with m; = 1.5. In that case, for individuals with very low risk aversion,
first there is no demand for the index insurance but then the demand increases dramatically as
gap insurance cover increases. Full index insurance cover is optimal for individuals with very
low risk aversion when the gap insurance cover is close to 1. For the rest of the levels of risk
aversion there is a low demand for the index insurance at any given level of gap insurance. The
optimal « slightly fluctuates as the gap insurance cover increases. By considering the results
under all three premium levels, it is clear that at some positive gap insurance covers there is a
high demand for the index insurance compared to the no gap insurance case. This means, that

sometimes gap insurance can make a positive impact on the demand of the index insurance.

Optimal Gap Insurance Cover

Figure 7.2: Optimal Gap Insurance Cover — Case 1

According to Figure 7.2 at any given level of a the optimal gap insurance cover monotonically
increases as y increases. Atany given level of y the optimal gap insurance cover changes slightly

for different levels of «.
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Figure 7.3: Optimal Index Insurance Cover vs Gap Insurance Cover — Case 1

Due to the complicated nature of Figure 7.1 it is not easy to see how the optimal index cover
behaves at different levels of gap insurance cover and risk aversion. In order to see the behavior
of the optimal index insurance more clearly, we represent it in a simple way in Figure 7.3. We
plot the optimal a against gap insurance cover in Figure 7.3 for some selected levels of risk
aversions in order to see the above explained shapes more clearly. Here we consider Case 1
while results for Case 2 are given in the Appendix. According to Figures 7.3 (a) and (b) it is
clear that when m; = 0.75 and m; = 1 any level of gap insurance makes a favorable effect on
the demand for the index insurance of the insureds for all the considered level of risk aversion.
But when m; = 1.5 only some levels of gap insurance makes a good effect on the demand of

the index insurance.
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Figure 7.4: Total Premium — Case 1

qm;
(p—rymg>
decreases as « increases. Then this results in optimal full cover index insurance. In order to

As we discuss in the proof of Proposition 7.1 when g > the total premium (7r; + 75)
show this behavior properly we compute the total premium against index insurance cover and
the obtained results are given in Figure 7.4. Again we consider Case 1 and five different levels
of S. Only in Figures 7.4 (a) and (b), for the high gap insurance covers, the total premium

decreases as the index insurance cover increases. For all the other cases the total premium

qm;
(p—r)mg
imply that in those cases there is no possibility of optimal full index insurance cover. Because

. But it does not

increases as the index cover increases. It implies that in those cases 8 <

there is only a oneside implication in Proposition 7.1.
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7.3 Full Cover Gap Insurance vs No Gap Insurance

Due to the nature of the first order condition in Equation (7.5) we cannot explicitly derive the
optimal index insurance cover. But for two special cases with 8 = 0 and § = 1 we can derive
the optimal index insurance cover as an explicit function of p, g,r,y,m;,mg and . Where § = 0
represents no gap insurance and 8 = 1 represents full cover gap insurance. Let a, and @] be

the optimal index insurance covers when = 0 and 8 = 1 respectively. Also note that by

Proposition 7.1 if = r) < 1 then @] = 1 and otherwise we can derive ] from the first order
condition in Equation (7.5) by setting 8 = 1. We can directly derive ;, from Equation (7.5) by

setting 8 = 0. ¢ and @] which are derived by the first order condition in Equation (7.5) are

given by
. ’ 1 - gm)((p —r)e” -p)\|]
a;, = min . max|0, (L@ —n)e” + g+ r = p)| || (1.7)
| ez gmi(re” +1-q—r)
(I —gm; + mg(p—r))g+r —P)) ]
@ = min 1,max 0, —l ) (7.8)
! | ((qml mg(p—r))(l— —7+p) 1]

—B=0, m1=0.75— =0, m1
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Figure 7.5: Optimal Index Insurance Cover for § =0 and g = 1

Figure 7.5 shows the comparison between optimal covers against level of risk aversion for
B =0and B = 1. We consider the same two cases and same three levels of m; as above.
The behavior of the optimal index insurance cover against level of risk aversion under Case 1
is already given in Figure 7.1 for g8 from O to 1. But Figure 7.1 is not compatible to make a
comparison between the optimal index insurance covers under no gap insurance and full cover

gap insurance. Therefore Figure 7.5 is important to make a proper comparison.
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According to Figure 7.5 (a) when g = 1 it is clear that full index cover is optimal at any
given level of risk aversion when m; = 0.75 and m; = 1. Because for these two levels of
premium loads, the parameter values of Case 1 satisfy the condition (pf"r")’m - < 1. Then by
Proposition 7.1 it leads to the optimal full cover index insurance. Since rest of the cases under

full cover gap insurance do not satisfy this condition, we compute the optimal index insurance
cover by Equation (7.8). Under Case 1 the demand for the index insurance is always higher
when the insured has full cover gap insurance compared to the case with no gap insurance. But
under Case 2 only low risk averse individuals purchase more index insurance with m; = 0.75
and m; = 1 when there is a full cover gap insurance compared to the case with no gap insurance.
When m; = 1.5 there is no demand for index insurance when the individual has full cover gap

insurance.

7.4 Optimal Index Insurance at Optimal Gap Insurance

We already discuss the nature of the optimal index insurance cover and gap insurance cover.
But we compute the optimal « for a given 8 and vice versa. Since choosing the level of both
index and gap insurance is a decision of the insured, it is important to find the optimal pair of
a and B. As we discussed before, due to the nature of the first order conditions the optimal
and S can not be derived explicitly. But still it is possible to compute the optimal pair of & and
8 numerically.

We use the same parameter values as above for the numerical computations. The obtained
numerical results under Case 1 are given in Figure 7.6. In addition to the optimal pair of «
and 3, the optimal o without gap insurance is also given in Figure 7.6. It is given to make a
comparison between the optimal @ with and without gap insurance.

According to Figure 7.6 there is a common feature in all three cases. That is the optimal
B is initially 0 and then increases as the level of risk aversion increases. As we can see in the
figure it is obvious that, when the optimal g is 0, the optimal « with and without gap insurance
are the same. When m; = 0.75 and m; = 1 the individual optimally purchases full index cover
when some positive level of S is optimal. But when there is no gap insurance the individual
optimally purchases partial cover under the corresponding case. This implies that the demand
for the index insurance is higher when there is gap insurance compared to the case with no gap
insurance. When m; = 1.5 there is no demand for the index insurance when it is combined with
a gap insurance. Then it converts to a traditional indemnity insurance. In the same case, an
insured with any given level of risk aversion other than very small levels optimally purchases
partial cover of the gap insurance and also a partial cover of the index insurance without gap

insurance. Also it is clear that the demand of gap insurance is higher than the demand of index
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Figure 7.6: Optimal Pair of Index and Gap Insurance Covers — Case 1

insurance without gap insurance. This is an indication of the well known fact of low demand

for index insurance.

7.5 The Effectiveness of the Combined Index and Gap Insur-

ance

It is well known that the basis risk is one of the major disadvantages of an index insurance.
The basis risk arises when the index measures and actual losses are not identical. According
to our model when the index insurance pays more than the actual loss (then there is no payout
from the gap insurance), then there is an excess gain to the insured. When the index insurance
pays less than the actual loss, then the gap insurance covers the shortage fully or partially. But

still there is a possibility of shortage to cover the actual loss due to the partial cover of the gap
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insurance. Here we discuss the effectiveness of the combined index and gap insurance in terms
of these shortages and excess gains of the insured. Zhang et al. (2018) compute the basis risk
of an index insurance by the standard deviation of the shortages and the excess gains of the

insured. In that way the basis risk of our model is given by

Basis Risk = Std. Dev(L — aP; — BPg) (7.9)

= JEI(L - aP; - BPGP] ~E[(L - aP; - BP)P,

where
E[(L - aP; - BPa)*] = PP(1 = BP(r + (1 - aP(p — 1)) + a* (g + 1 = p).

E[(L - aP; = BPg)] = Ip(1 = B) + al(B(p — 1) - q).

We compare the basis risk of the combined index and gap insurance with the basis risk of the
index insurance without gap insurance. We compute the basis risk of the index insurance without
gap insurance similarly by setting 8 = 0 in Equation (7.9). For the numerical computations we
use the same set of parameter values as above. Also we consider the optimal levels of index and
gap insurance covers. Since the gap insurance is introduced to cover the part of the loss which
is not covered by the index insurance, we can expect lower basis risk under the combined index
and gap insurance compared to the basis risk of the index insurance without gap insurance.
But according to the results in Figure 7.6 we can see that optimal index insurance cover with
and without gap insurance are different to each other and also a partial cover of gap insurance
is optimal. Therefore without proper investigation we can not say which insurance has lower
basis risk. But by observing the nature of the optimal covers in Figure 7.6 we can find which
insurance has the lower basis risk when m; = 1.5. We explain it as follows.

When m; = 1.5 and when there is a gap insurance then there is no demand for the index
insurance. Then the combination of index and gap insurance converts to a traditional indemnity
insurance. Now comparing the demand of that indemnity insurance (gap insurance) and index
insurance without gap insurance (red and green lines in Figure 7.6 (¢)) it is clear that the demand
of the indemnity insurance is higher than the demand of the index insurance. Therefore when
there is a loss the indemnity insurance covers a higher portion of the loss compared to the
portion of loss covered by the index insurance. Also sometimes index insurance does not cover
the loss. As a result of that the shortages under the indemnity insurance can be lower than the
shortages under the index insurance. Also it is obvious that there is no excess gain under the
indemnity insurance (because it does not pay when there is no actual loss). These facts result

in lower basis risk under the indemnity insurance than the index insurance when m; = 1.5. The
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basis risk of the index insurance with gap insurance is computed by Equation (7.9). The basis
risk of the index insurance without gap insurance is computed by the same equation by setting
B = 0. The obtained results under Case 1 are given in Figure 7.7. According to the figure it is
clear that for all the cases the combined index and gap insurance is better than index insurance
in terms of reducing basis risk. The basis risk under Case 2 is given in the Appendix B and it

shows similar results as Case 1.
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Figure 7.7: Basis Risk — Case 1

The expectation of shortages and excess gains, E[(L — aP; — BPg)] or the expectation of
square of E[(L — aP; — BP;)?] are alternative ways to represent the basis risk. Therefore we
compute E[(L — aP; — BPg)] and E[(L — aP; — BPg)*]. The obtained results are given in
the Appendix B. Those results also show that index insurance together with gap insurance has

lower basis risk.
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Part 2: Index Insurance as a Reinsurance

7.6 Proportional Reinsurance

In proportional reinsurance the direct insurer and the reinsurer divide the original premiums
and the original losses at a fixed ratio (Antal and Re (2007)). We consider an insurer who
issues an indemnity insurance to cover loss L, where L = [ with probability p and L = 0 with
probability (1 — p). We assume that the insurer issues a full cover insurance with premium load

m. Then the premium of that insurance is given by
n=mEL = mpl.

Then the profit of the insurer is given by
X =mpl - L.

The following two reinsurance options are available.
* Proportional reinsurance
* Index based reinsurance

First we consider that the insurer chooses the proportional reinsurance option. Let ap and mp
be the cover and the premium load of the proportional reinsurance respectively. Then apL
is the payoff of the proportional reinsurance. The premium of the proportional reinsurance is
given by

np = apmpEL = apmppl.

The profit of the insurer with proportional reinsurance is given by

Xp=X-7np+aplL (7.10)

=mpl — L —apmppl + apL.

Now we consider that the insurer choose the index based reinsurance option. Let «; and
my be the cover and the premium load of the index based reinsurance, respectively. Let I be
the loss based on the corresponding index. Also similar to the model in Clarke (2016) it is
considered that the index indicates bad weather (Index=1) with probability g and then / = / and
the index indicates good weather (Index=0) with probability 1 — g and then I = 0. Let r be the

probability that loss occurs but the index indicates good weather. Now a;/ is the payoft of the
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index based reinsurance. The premium of that index based reinsurance is given by
np = amiBEIl = aymql.
The profit of the insurer with the index based reinsurance is given by

Xi=X-n;+al (711)

=mpl — L —aympql + a;l.

By considering all the possibilities it is clear that there are two possible profit levels of the
insurer when he has a proportional reinsurance and there are four possible profit levels when

he has an index based reinsurance. Those are given in Table 7.2 and 7.3 respectively.

Table 7.2: Profit Levels — Proportional Reinsurance

State s | Probability p; Profit
[ )4 mpl — | — apmppl + apl
0 1-p mpl — apmppl

Table 7.3: Profit Levels-Index Based Reinsurance

State s | Probability p; Profit
[0 r mpl — 1 — aymyql
1 p—r mpl — | — aympql + a;l
00 l—-qg-r mpl — aymyql
01 q+r—p mpl — aymql + ayl

Zeng (2005) assumes that the insurer’s risk management objective of taking reinsurance
is to reduce the standard deviation of his profit. Here we consider the same risk management
objective. That is, similar to Zeng (2005) we assume that the insurer wants to reduce the
standard deviation of the profit at least by a factor b by taking a reinsurance. More clearly
we express this condition as o, — (1 — b)o < 0, where 0 < b < 1, o and o, are the standard
deviations of the profit before and after reinsurance, respectively.

By assuming that the insurer is an expected utility maximizer with utility function u, the goal
of the insurer is to choose the level of reinsurance cover which maximizes his expected profit.
Now let op and o7 be the standard deviations of the profit with proportional reinsurance and
index based reinsurance, respectively. The optimization problems for both types of reinsurance

with the corresponding risk management constraints are given by
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max E[u(mpl — L — apmppl + apL)]
ar (7.12)
st op—(1-b)o <0,
max Elu(mpl — L — aymiql + a;L)]
o (7.13)
st or—-(1-b)o <0.

According to the information in Table 7.2 we state the expected utility of insurer’s profit

with proportional reinsurance as

E[u(Xp)] = pu(mpl — 1 — apmppl + apl) + (1 — p)u(mpl — apmppl).

Now according to the information in Table 7.3 we state the expected utility of insurer’s

profit with index based reinsurance as

Elu(X))] =ru(mpl — | — aymql) + (p — r)u(mpl — 1 — aymiql + a;l) (7.14)
+ (1 = g = ryu(mpl — aymiql) + (q + r — p)u(mpl — aymyql + ajl).

In order to solve the optimization problems first we focus on the constraints. We analyze the
constraints similar to Zeng (2005). First we consider the constraint of the optimization problem

with proportional reinsurance. By Equation (7.10) it is clear that
op=(1—-ap)o.
Then we rewrite the constraint as
(1-ap)o—-(1-b)o <0.

This results in
ap > b. (7.15)

Then we consider the constraint of the optimization problem with index based reinsurance. By
Equation (7.11) we express o7 as

— 2 2 2 .
oy = \/o- +ajof = 2a100ip.

Where o7 is the standard deviation of the loss based on the index (/) and p is the correlation
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coefficient between L and I. Now we rewrite the constraint as

\/0'2 +ato? - 2a00:0 — (1 - b)o < 0.

It can be restructured as )

a? - 2p§011 +(2b- bz)% <0. (7.16)

1

Inequality (7.16) holds if and only if the following two conditions are fulfilled.

The first condition is that the equation
2 g 2,07
a; —2p—a;+(2b-0")— =0
g oz

1

has two real solutions (@ and @;). The discriminant of the above quadratic equation should be

non negative in order to have two real solutions. That is
0% > 2b— b

The second condition is a1 < aj < ap, where

a S(,0—1/,02—2b+bz),
gj
@ = g(p P —2b+ b2), (7.17)
1

since only the @;’s which lie between a; and «a; satisfy the inequality in (7.16). Now it is

clear that the optimal proportional reinsurance cover should be greater than b and the optimal
index based reinsurance cover should be between a7 and ap. We note that @y > 0 since
p > \p? —2b+ 2.

We can derive the optimal insurance covers by the first order conditions of the expected
utility with respect to the corresponding insurance cover. The first order condition of the
expected utility of the insurer with proportional reinsurance and index based reinsurance are

given by Equations (7.18) and (7.19), respectively.

OE[u(Xp)]

5 =pu;(=mppl + 1) + (1 — p)uy(=mppl) = 0, (7.18)
ap
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OE[u(X, , ,
% =ruy,(-myql) + (p — r)uj, (=myql + 1) (7.19)
+ (1 = g = rugy(=myql) + (g +r = pug,(=myql +1) = 0,

where u) is the marginal utility of state s, @p which satisfies Equation (7.18) is the optimal
proportional reinsurance cover and a; which satisfies Equation (7.19) is the optimal index
insurance cover. Now we consider a constant absolute risk averse utility function for which
u’ oc 77, where y is the coefficient of absolute risk aversion. Then we can explicitly derive the
optimal proportional reinsurance cover «;, and optimal index based reinsurance cover a; from

Equations (7.18) and (7.19), respectively by considering the corresponding risk management

*

constraints. We state those o P

and a; in the following two propositions.

Proposition 7.2. For an individual with constant absolute risk aversion of v > 0 the solution

to the optimization problem (7.12) is

(—(1 — pme)p eyl)]. (7.20)

1
ay = max|b,—In
i [ pmp(1 = p)

vl

Proposition 7.3. For an individual with constant absolute risk aversion of v > 0 the solution

to the optimization problem (7.13) is

1 ((1—qml)((l?—”)eyl+q4_r_p))”' (72h

a; = min|ar, max|a;, —In
! [2 [’w gmi(re? +1-q—r)

We can easily prove Proposition 7.2 and 7.3 by solving Equation (7.18) and (7.19) respec-
tively. In order to evaluate the efficiency of index insurance as a reinsurance instrument we can
compare the maximum expected utility of the profit with index based reinsurance (EU;) with

maximum expected utility of the profit with proportional reinsurance (EU}).

7.6.1 Numerical Results for Proportional Reinsurance

Similar to Clarke (2016) we consider two cases with different probabilities for the numerical
results, where Case 1: p = 1/3,9 = 1/3,r = 1/9 and Case 2: p = 1/20,q = 1/5,r = 1/1000.
By considering the fact that traditional indemnity insurance is costly, let m = 2. Also since the
proportional reinsurance is an indemnity insurance, it is more realistic to consider mp > my.
But for the comparison we consider three levels of premium loads for each type of reinsurance.
The obtained results are given in Figure 7.8.

First we suppose that the premium load of the available proportional reinsurance is twice the

premium load of the available index based reinsurance. Then according to Figure 7.8 (a) when
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—m1:().5—m1:1 m1:1.4
== mp:1 === mp:2 mp:2.8

(b) Case 2
0.1 \

0.05

Expected Utility of Profit
Expected Utility of Profit

0.4 0.8 1.2 1.6 2 0.4 0.8 1.2 1.6 2
Coeflicient of Risk Aversion Coeflicient of Risk Aversion

Figure 7.8: Maximum Expected Utility of Profit — Proportional Reinsurance

my = 0.5 and mp = 1 the less risk averse insurers optimally choose index based reinsurance and
more risk averse insurers optimally choose proportional reinsurance. By comparison for the
other two pairs (m; = 1,mp = 2 and m; = 1.4,mp = 2.8) it is clear that the insurers optimally
choose the index based reinsurance. According to Case 2, when m; = 0.5,mp = 1 and
my; = 1,mp = 2, the less risk averse insurers chooses the index based reinsurance and the others
choose the proportional reinsurance. But the insurers choose the proportional reinsurance with
mp = 2.8 over the index based reinsurance with m; = 1.4. However by comparing the expected
utility of the profit under both reinsurances with actuarial fair premium (red solid line and blue
dashed line) it is clear that the proportional reinsurance is the better reinsurance option. Also the
proportional reinsurance with mp = 2 is better than the index insurance with m; = 1.4 in terms
of expected utility of profit. Therefore, according to the numerical example, the insurers choose
the index based reinsurance if the premium load of the index based reinsurance is considerably

lower than the premium load of the given proportional reinsurance.

7.7 Excess Loss Reinsurance

Excess loss reinsurance is another commonly used reinsurance instrument. It covers the losses
that exceed some given trigger (¢) and usually up to a given cap (¢) (Cummins et al. (1999)).
That is if the loss is below the trigger there is no payout, if the loss is in between trigger and
cap then the payout is the amount of loss exceeding the trigger (loss-#) and if the loss exceeds

cap then the payout is ¢ — . Again we consider an insurer who issue an indemnity insurance to
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cover the loss L. But a two state loss variable is not a good choice to investigate the excess loss
reinsurance. Therefore, we consider that L is a continuous random variable. Then similar to

the previous model the profit of the insurer is given by
X =mE[L] - L.

We assume that the following two reinsurance options are available.
¢ Excess loss reinsurance based on the actual loss,
¢ Excess loss reinsurance based on a weather index.

The payout of the excess loss insurance based on the actual loss is given by
P; = max[0,min[L —t,¢c — t]].
More clearly the payout Py is given by

0 L <t
Pr=4L-t t<L<c

c—t L>c.

Then the premium 77, of the excess loss reinsurance based on the actual loss with premium

load my and the profit of the insurer after the reinsurance are given by
nr, = mE[PL]

and
Xr = m]E[L] - L - mLE[PL] + Pj.

respectively.
We consider the excess loss reinsurance based on a weather index. So, now let I be the loss
based on the corresponding weather index. It is a continuous random variable. Then the payout

of this reinsurance is given by

0 I <t
Pr=11-¢t t<I<c

c—t I>c.
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The premium 77 of the index based excess loss reinsurance with the premium load m; and

the profit after reinsurance are given by

np = mE[Pq]

and
X = mE[L] - L - I’I’l[E[P]] + Pj.

respectively.

Similar to the previous model we assume that the insurer is an expected utility maximizer
with utility function u. In order to compare the performance of the two reinsurance options we
use the expected utility of the profit. Let us assume that L is a continuous random variable with
probability density function g(/) and / is a continuous random variable with probability density
function A(i). Let! € [a;,b;] and i € [a;, b;], where a; < t,a; < t,b; > ¢ and b; > c¢. The joint
probability distribution of L and 7 is f(/,i). The expected utility of the profit after actual loss

based excess loss reinsurance and index based excess loss reinsurance are given by

E[u(XL)] = / W(mEIL] - 1 - mE{PL)g() dI (7.22)
+ [ u(mEIL] -1 - my B[P + 1~ 1)g()d
R / " WMEIL]— 1 = my B[Py + ¢ 1)g(l)dI
and
Elu(X;)] = /al § /a lu(mE[L]—l—m;E[PI]) f(l,i)didl (7.23)
+ / lbl /l Cu(mE[L]—l—m;E[P1]+i—t) f(l,i)didl
+ / lbl / g u(mE[L] — 1 — myE[P;] + ¢ — 1) f(1,i) di dl
respectively, where

by
BIL] = my / lg(1)dl,

a

c b; c b;
E[P,] = / (-nghdl+ | (c=ng)dl, E[P] = / (i —1)h(i) di + / (c = 1)h(i) di.
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7.7.1 Numerical Results for Excess Loss Reinsurance

For the numerical computations we consider that L ~ N(up, 0'2) and I ~ N(uy, 0'[2). Also we
consider that the joint probability distribution of L and 7 is bivariate normally distribution with
parameters py, 0'5, Ui, 0']2 and p, where p is the correlation coefficient between L and /. Let
up =10 =03, u;=0.8,07 =0.2,0=0.75,t = 0.25, ¢ = 1.25 and m = 2. First we compute
the expected utility of the profit under both reinsurance contracts by assuming an insurer with
constant absolute risk aversion. We consider five possible levels of m; and three possible levels

of m;. The obtained results are given in Figure 7.9.

Expected Utility of Profit
o
o

0.2}

0 025 05 075 1 125 1.5 1.75 2
Coefficient of ARA

Figure 7.9: Expected Utility of Profit-Excess Loss Reinsurance

In Figure 7.9 the solid lines represent the expected utility of the profit with index based excess
loss reinsurance and the dotted lines represent the expected utility of profit with actual loss
based excess loss reinsurance. By comparing both reinsurance contracts with same premium
loads (m; = my) it is clear that the expected utilities of profits are close to each other. When
the premium load is 0.5 or 1 the actual loss based excess loss reinsurance is slightly better than
the index based excess loss reinsurance. But according to the nature of the index insurance
we can assume that the premium load of an index insurance is lower than the premium load
of the corresponding traditional insurance. By considering these facts when comparing the
expected utility of profit under both insurance contracts with m; < my (For example m; = 0.5
with m; = 1,1.5,2,3 and m; = 1.5 with my = 2,3 ) it is clear that the index based excess loss
reinsurance is better than the actual loss based excess loss reinsurance.

We further compare expected utility of the profit between the index based and the actual
loss based excess loss reinsurance. We consider the same three levels of m; and the same five

levels of my as earlier. Let y = 1. Five different excess loss reinsurance products based on ¢



7.7. Excess Loss REINSURANCE 133

and c are considered. Those are
* Product 1: t =0.1 and ¢ = 1.75
e Product 2: t =0.25and ¢ = 1.25
* Product3: r =0.5and c =1
* Product4: t =0.1andc =1
* Product5: t =0.8and c = 1.8

The obtained results are given in Table 7.4. The bold figures in the table are the maximum
expected utilities of the profit out of five products for a given type of reinsurance and for a
given level of premium. According to the results in Table 7.4 it is clear that for m; = m; the
expected utility of profit with the index based reinsurance under any given product is close to
the expected utility of the profit with the actual loss based reinsurance under the same product.
But when m; > my the expected utility of profit with the index based excess loss reinsurance
is higher than the expected utility of profit with the actual loss based excess loss reinsurance of

the corresponding product.

Table 7.4: Expected Ultility of Profit

Type Premium Load | Product 1 | Product 2 | Product 3 | Product 4 | Product 5
Index my =0.5 0.7107 0.6901 0.6574 0.7106 0.6332
Based myp =1 0.5909 0.5942 0.6065 0.5998 0.6109
my = 1.5 0.4208 0.4682 0.5481 0.4461 0.5871
mp = 0.5 0.7654 0.7457 0.6997 0.7541 0.6695
Actaal Loss mp =1 0.6321 0.6318 0.6294 0.6294 0.6317
Based mp =15 0.4231 0.4670 0.5427 0.4416 0.5895
mp =2 0.0952 0.2284 0.4356 0.1585 0.5425
mp =3 -1.2255 -0.6171 0.1405 -0.9111 0.4319

By considering the maximum expected utilities (bold figures) in Table 7.4 we are interest to
compare the actuarial fair reinsurance contacts (m; = my = 1) . We observe that, if an insurance
company wants to purchase an index based actuarial fair excess loss reinsurance Product 5 is
the best option. But if the insurance company wants to purchase an actual loss based actuarial
fair excess loss reinsurance Product 1 is the best option. However by comparing expected utility
of profits under Product 1 and 5 for both types of reinsurance, it is clear that Product 1 is also a

good choice for index based actuarial fair excess loss reinsurance and Product 5 is also a good
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choice for actual loss based actuarial fair excess loss reinsurance. Because when m; = my = 1
the expected utility of profit under Product 1 and 5 are close to each other for a given type of
reinsurance.

By comparing the five products, generally we can say that when the premium load is small,
Product 1 is the best option. That is the product where the reinsurance covers small loss to high
loss out of all five products. Therefore, the obtained results are acceptable. But when there is
high premium load Product 5 is the best option. That is the product where the reinsurance covers
high losses but not the small losses. Since the premium load is high, if the insurance company
chooses Product 1 instead of Product 5 the premium may be increased by a considerably high
amount. Therefore, an insurer may prefers to get a reinsurance coverage only for high losses

with a bearable premium than a reinsurance which covers small to big losses for a high premium.

7.8 Summary

In this chapter we gained some insight on gap insurance and reinsurance:

* The demand for index insurance together with gap insurance changes based on factors

such as insurance premiums and gap insurance cover.
* A gap insurance helps to reduce the basis risk of the index insurance.

* Index insurance is a good alternative for proportional reinsurance and excess loss rein-

surance when it’s premium is low.



Chapter 8
Conclusions

In this thesis we investigated the performance of a weather index insurance in many different
contexts. We tried to identify situations and conditions in which the weather index insurance
performs as an effective crop insurance.

In Chapter 3, first we considered the model set up in Miranda and Gonzalez-Vega (2011),
which depends on the Bellman equation. In our numerical computations we saw that the
index insurance is a good choice to combine with agriculture loan to reduce the loan default
probability and improve the expected IRR. However the insurer/borrower should choose the
proper level of premiums to benefit from the interlinkage of the loan and the index insurance.
Because high premiums lead to high loan default probabilities and low expected IRR. We saw
mostly similar results under the other two models: Model with savings and Model for excessive
amount of the weather event. In addition to that we found out that the combined loan and index
insurance increase the wealth of the lender. In that situation also a proper level of premium
should be selected.

In Chapter 4, we designed an optimal weather index insurance by following the procedure
in Zhang et al. (2018). They included the loss of the farmer in their model. Instead we included
the income of the farmers. We also designed the optimal payout function by assuming the
income of the farmer has the same form as in Miranda and Gonzalez-Vega (2011). Where the
income is represented as a product of idiosyncratic shock and common shock of the farmer.
The designed optimal payout function depends on the level of the premium and the maximum
indemnity. Our numerical results show that proper combination of premium and maximum
indemnity reduce the basis risk. We also observed that the index insurance with optimal payout
performs better by reducing basis risk compared to a commonly used linear payout. According
to our results, when a loan is interlinked with the optimal index insurance then the loan default
probability is smaller than in the case where the loan is interlinked with an index insurance

with a linear indemnity function. In that chapter we also studied the optimal lender level index
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insurance. Basically our results show that if the loan is interlinked with an index insurance then
an index insurance for the lender is not required.

In Chapter 5, we developed a market equilibrium model for a weather index insurance. First
we realized that a market equilibrium for weather index insurance exists. The demand at the
equilibrium price is lower than the demand at the actuarial fair price. Therefore in order to
increase the demand premium subsidy may be required. Once we consider a group of farmers
whose preferences on wealth are given by a power utility function, we noted that demand at the
market equilibrium is higher when the index insurance is interlinked with a loan for farming.
As per the equilibrium model with two risk groups, we understood that the low risk group
subsidizes the high risk group.

In Chapter 6 we studied the performance of the index insurance in an informal risk sharing
environment. We realized that a farmer in an informal risk sharing group does not always
prefers index insurance. Nevertheless, the index insurance together with informal risk sharing
performs better depending on different factors, such as the method of informal risk sharing,
group size and insurance premium. We noted that, in Model 1 the optimal insurance cover and
fraction of informal risk sharing are independent. In Model 2*, we proved that the optimal
insurance cover decreases as the fraction of informal risk sharing increases. For Model 3* we
were unable to prove the dependence theoretically, but in our numerical results we saw that
the optimal insurance cover first increases and then decreases as the fraction of informal risk
sharing increases.

In Chapter 7 first we analyzed whether a gap insurance will help to increase the demand of
an index insurance. Our analysis shows that the index insurance together with a gap insurance
performs better only in some circumstances. Basically the performance is based on the insurance
premiums, level of risk aversion of the insured and the gap insurance cover. In addition to that
we recognized that the index insurance together with a gap insurance as a proper way to reduce
the basis risk. In the second part of that chapter we saw that index insurance is a good alternative
for proportional or excess loss reinsurance, in particular when it is sold at a low price.

Overall we can say that both insureds and insurers can benefit from the index insurance by

imposing relevant conditions and applying it in appropriate situation.



Appendix A

Proofs of Theorems, Propositions and

Lemmas

A.1 Proofs of the Theorems, Propositions and Lemmas of
Chapter 4

Proof of Proposition 4.1

Since we take Proposition 4.1 from Proposition 1 in Zhang et al. (2018), we state the proof

similar to the proof of Proposition 1 in Zhang et al. (2018).

Proof. Let I and I; be two optimal solutions to problem (4.2) with D := {x € [Xpin, Ximax ]| [1(x) #
I (x)} is non empty. Denote I,(x) := Alj(x) + (1 — A)(x), X € [Xmin, Xmax] fOr a constant
A € (0,1). Obviously, I, is a feasible indemnity function for problem (4.2) because 0 < I < M
and it satisfies the constraint in problem (4.2).

Let v(rr) denote the supremum value for problem (4.2). v(rr) < oo because both /(X) and Z are

bounded random variables. Thus using the strict concavity, we obtain

J(1a) = E[u((wo — (1 = O)m)(1 + 6) + A1 (X) + (1 - VIo(X) + Z)]
> AEB[u((wo — (1 = O)n)(1 +6) + [I(X) + Z)]
+ (1 = DE[u((wo — (1 = 0)m)(1 +6) + L(X) + Z)]
= () + (1 = v(n)

=v(7);

which contradicts the optimality of 7; and />. Thus, the optimal solution to problem (4.2) is
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unique up to the equality almost everywhere if it exists. O

Proof of Lemma 4.2

Since Lemma 4.2 is a modification of Lemma 1 in Zhang et al. (2018), we state the proof similar
to the proof of Lemma 1 in Zhang et al. (2018).

Proof. Let v(rr) denotes the supremum value of problem (4.2) and let J(I) = u((wog — (1 —
0)m)(1 +96) + I[(X) + Z). Therefore

v(m) = sup E[J(])]

I st E[l]=n

= sup  {E[J(D)] + A*(m -

I st (& E[l]=n 1+06

< sup{E[J(D)] + 1*(n — —2—E[1])}
1

m

E[1])}

1+6

% %k m %
B+ (= T —ElI'])

= E[J(I")]

sup E[J(])]

I st #5E[l]=n

IA

= v(n),

which implies that I* is the solution of problem (4.2) . O

Proof of Lemma 4.3
Since we take Lemma 4.3 from Lemma 2 in Zhang et al. (2018), we state the proof similarly.

Proof. Without loss of generality, it is assumed that Sf and Szﬂ are non empty. It is sufficient
to show that [y(x) < 0 for x € S and [;(x) > M for x € S3. In fact, if [;(x;) > 0 for some
x; € §4, then

. m
0= G(a(x1), x1) — M5

+0
- /z u (wo—(1-0)m)(1+6)+ L y(x1)+ 2)p(z]x)dz — ﬂ%
< /Z::ax ' (wog—(1-0)m)(1+8)+ z)p(z|x)dz — /11’11_6
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m
= G(0 —A—
G(0,x1) T+

<0,
where the first inequality is due to the strict concavity of u and the second inequality is due to

the fact that x| € Sf. Since 0 < 0 is a contradiction, /;(x) < 0 for x € Sf.

Now suppose if I 1(x2) < M for some x, € %, then

N m
0= G(la(x).x1) = A7
Zmux
= [ o (-0m1+0)+ B+ Dptelodz - A7
Zmin

Zmax
> / ' (wo—(1-0)m)(1+6)+ M + z)p(z|x)dz — A%
Zmin

m
=G(M,x3) — A——
( 2) I1+6
> 0,
where the first inequality is due to the strict concavity of u and the second inequality is due to
the fact that x| € Sf. Since 0 > 0 is a contradiction, ;(x) > M for x € Sél.
According to the proof it is easy to understand that the desired result can be proven when

either or both of the sets Sf and SZA are empty. m|

Proof of Proposition 4.4

Since we adopt Proposition 4.4 from Proposition 3 in Zhang et al. (2018), we state the proof

similarly.

Proof. The proof of the proposition is done by contradiction. Suppose 531* = (. Then one of

the following three scenarios must happen:
o Case 1: S = [Xpmin, Xmax],
* Case 1: S¥ = [Xpin, Xmax],
e Case 3: Sf* U Sél* = [Xomins Xmax]» Sf* # 0 and Szﬂ* # 0.

For Case 1, by Equation (4.11) I"(x) = 0, V x € [Xpin, Xmax] and thus 7 = {15E[13+(X)] = 0.
Similarly, for Case 2, I"(x) = M, ¥ x € [Xmin, Xmax] and thus & = 75E[11-(X)] = {75M. Since

the insurance premium 7 € (0, 2

, 1745 M), both Case 1 and 2 are impossible. Now consider Case 3
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and take x| € Sf* and x, € Sg*. By Equations (4.8) and (4.9) and the fact that G(i, x) is strictly

decreasing in i, we have
G0, x)) < /I*IT—(S < G(M, x3) < G(0, x2). (A1)

Since p(z|x) is continuous on [xmin’ xmax] X [Zmin, Zmax] it must be uniformly continuous on
[Zmin’ Zmax]. Therefore € > O,
|G(0,x + €) — G(0, x)|

:) / " (wo—(1-0)m)(1 +8)+ D)p(zlx + €)dz

Zmin

i /Zmax W (wo—(1-0)m)(146)+ Z)P(le)dz‘

Zmin

Zmax

> max |u'(wo—(1-0)m)(1+6)+ z)| Ip(z]x + €) — p(z|x)|dz

2€[Zmin,Zmax Zmin

— 0, ase—>0",Vxe [Xmins Xmax],

which implies G(0, x) is a continuous function of x on [X;in, Xmax]. Thus the inequalities in

(A.1) implies the existence of a constant x3 between x| and x, which satisfies G(0, x3) = 1" {}5.
Again by the strictly decreasing property of G(i,x) in i, we have G(M, x3) < G(0,x3) = 1" {5,
which means that x3 € Sﬁ*. This contradicts to the assumption of Sgl* = (), and thus the proof
is complete. O
Proof of Theorem 4.5

Since we build up Theorem 4.5 by slightly modifying Theorem 1 in Zhang et al. (2018), we
state the proof similar to the proof of Theorem 1 in Zhang et al. (2018).

Proof. By the assumptions u”(.) < 0 and p(z|x) > 0 for (x,2) € [Xmins Xmax] X [Zmin> Zmax ], it is

clear that

/Zmux u’(wo— (1 = @)m)(1+ 8)+ L(x)+ 2)p(z|x)dz < 0, VY X € [Xpmin» Xmax)»

Zmin

and thus F(x, L) is well defined.

By Proposition 4.4 Sgl is non empty for any constant A* such that E[1«(X)] = n(1 +6)/m, where
I1+(x) given in Equation (4.11). It is sufficient to find A* which satisfy E[1;+(X)] = n(1 + §)/m
and show that L(x) = I;+(x) on S;. Then by Lemma 4.3 along with the fact that L(x) is well
defined on [Xpin, Xmax ], implies L* = ((L(x))V) A M is the optimal solution to problem 4.2.
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Since L(x) satisfies Equation (4.18), we have

dL(x)
dx

/Zmax [u”((WO_ (1 — 9)7{)(14' 6)+ i,(x)"' Z)p(ZlX)

Zmin

+u(wo— (1 = O)m)(1+ 6)+ L(x)+ Z);—XP(ZIX) dz =0,

that is
d Zmax “
o W' (wo= (1 = @)m)(1+ 6)+ L(x)+ 2)p(z|x)dz = 0,  x € [Xpmins Ximax]-
Zmin
This implies
R Imax ~ m
GLea) = [ (o= (1= m1+ )+ L+ plelndz = do
Zmin
X € [xmin, xmax]a (A2)
where the constant Ay is defined as
1+6 [max | N
do=—— u'(wo— (1 = O)m)(1+ 6)+ L(Xmin)+ 2)p(2|Xmin)dz.

Zmin

Equation (A.2) with the fact that Equation (4.12) has a unique solution 1(x) forevery x € s,
imply that L(x) = I;-(x) on Sf for 1* = Ag. Comparing Equation (A.2) and (4.12), it is clear
L(x) and [;-(x) satisfy the same equation. Thus, from the proof of Lemma 4.3, L(x) < 0 for
x € S and L(x) > M for x € S¥. Further, the second part in Equation (4.18) obviously
implies E[1«(X)] = n(1 + §)/m, and thus the proof is complete. O

Proof of Theorem 4.6 and Theorem 4.7

Proof of Theorem 4.6 and Theorem 4.7 can be done similar to the proof of Theorem 4.5.

Proof of Proposition 4.8

Proof. The function F in Equation (4.19) with exponential utility becomes

/szax u'((wo— (1 —0)m)(1+8)+ L+ z)aa—xp(dx)dz

min

F(x,L) = ——
S w(wo= (1= O)m)(1+ 6)+ L+ 2)p(z|x)dz
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fzzmux —y(wo-(1-0)m)(1+6 W L+2) 9 +-p(z]x)dz

min

/Z‘Zmux —ye 7((W0_(1 9)7{)(1+(5)+L+Z)p(z|x)dz

min

e~V ((wo(1-0)m)(1+6)+L) ZZ"::J‘ e 7o 2 p(zlx)dz
*ye‘?’((WO_(l_g)”)(l"'&)"'L) ‘/‘Z"Amx e‘)’zp(z|x)dz
Ve e

Y[ e ip(zln)dz
1 £E[e7%]X = x]
"y Ble X =]

:x{ 1 —InE[e "X = x]}

The continuity of p(zlx) and p(z|x) implies that 8 +-E[e*|X = x] and E[e7"*|X = x]
exist for every x € [xmin, Xmax ], and thus ﬁ{;lnE[ _7Z|X = x]} exist for every x € [Xmin, Xmax]-
Then the optimal index insurance is derived as

I"(x) =

1
(—lnE[e_Vle = x|+ 7]*) VO|AM,
Y

where a constant 17” satisfies E[/*(X)] = {;5. Hence the proof is complete. O

Proof of Proposition 4.9

Proof. For Case 1 letw;, = (wo — (1 — O)m)(1 + ) + L + ugpxy, and w; = (wo — (1 — 0)m)(1 +
0) + L + ugpxy;. Then function F in Equation (4.21) with exponential utility becomes

pgn(u” (wi)(1 = p)yn + u”(wi)pyr)
W’ (wp)(1 = p) + u’(wi)p

__yugn(e™"" (1 = p)yn + e pyi)

el -p)+erip)

y pugpe” Y (o (I=OmOL) (o=YHENXIn (1 — p)yy, + e YH8XY py;)
ye V(o (=)W L) (=Y H8n¥¥n (1 — p) + e~ YH8HXVI p)
yHgn(e I (1 — p)yp + e VHE I py;)
- y(e~7H8n (1 — p) + e~ YHENVp)
1 xE[e YHEAY ]

F(x,L)=—-

v E[e vH8nxY]
:ai{ lnE —wgth]}
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For Case 2 the function F in Equation (4.23) with exponential utility becomes

uen [, y'":x u”((wo = (1 = O)m)(1 +6) + L + pugnxy)yg(y)dy

F(x,L) = -

Ymin
YUEh y"f" eV (Oro=(1=Om)(1+0)+ L+11813Y) y o () dy

y [ e=y((wo=(1=)m)(1+0)+L+ugnxy) g (y)dy

Ymin

~y((wo-(1-0)m)(1+SW L) [Ymax ,—ypugpxy
_YHghe e yg(y)dy

ve —y(wo=(1=0)m)(1+6 )+ L) [Ymax e~ YH8RXY g (y)dy

ymm

YHgn [ €TTHI yg(y)dy
y e vHgnxyg(y)dy

Ymin

—E[ “YHERXY ]

—

E[e Vﬂghxy]

{ lnE[e y“g"xy]}

Q;|QJ~<I

Then for both Case 1 and 2 the optimal index insurance is derived as

I'(x) = ANM,

(%lnE[e‘V“ghxy J+n7)vo

where the constant n* satisfies E[/*(X)] = {35. Hence the proof is complete.

Proof of Propositions 4.10, 4.11 and 4.12

"y (wo — (1= O)m)(1 + 6) + L + ugnxy)g(y)dy

143

We can write the proof of Proposition 4.10, 4.11 and 4.12 by substituting #’(w) = w™” and

u”’(w) = —yw~7~! to Equations (4.19), (4.21) and (4.23) respectively.

Proof of Theorem 4.14

We can write the proof of Theorem 4.14 similarly to the proof of Theorem 4.5. We state below

only the important steps of the proof.
Proof. Since I(x) satisfies equation (4.36), we have

di(x)

P
+ NI+ p)2E =0,
ox
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that is

d A
d—u'((WO— ﬂl)(1+ 5)"' Nl(l + p)E + I(X)) = 0’ X € [xmina xmax]'
X

This implies

Gi([(x).%) =/ ((wo=m)(1+ 6)+ NI(1 + p)e + F(x) = dog==. % € LominsXmas), (A3)

where the constant A is defined as

L0 (o= ) (14 8)+ NI(L + p)eCrmn) + FCmin)-
[

Ao =

A.2 Proofs of Propositions of Chapter 5

Proof of Proposition 5.1

The optimal insurance demand of farmer i is derived by considering the first order condition of

the expected utility of the revenue of farmer i with respect to «;.

Proof. Letug(x) = 1_3%

OE[uq(R;)] oY+ wiarm)(149))

da; = Yar(1 + 6)r;

+ e—yd(vw+(Wi—aiﬂ)(1+6)+ail)yd(7r(1 +6)=D(pi —r7)
+ e vdntimaim(1+0) ), 7 (1 4 §)(1 = g — ;)

+ e yabtvimam(I+9)rail)y (1 4 §) — I)(q + 1; — p;) = 0. (A.4)

Rearranging Equation (A.4) gives

—yaail (1l +0)[e Yy + e V(1 — g — 1;)]
e = .
(I =n(1 +96))e a1 (p; — r;) + e Y (g + 1i — p;)]

With the condition «; > 0, this results in

1
@; = max [0, —1In

((l —n(1+0))((pi —ri)e 7™ + (g +ri — Pi)e_y"wh))]
Yal '

(1 +6) (rie™va¥t + (1 — g — ry)e™avn)
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Proof of Proposition 5.2

The optimal amount of insurance contacts is derived by considering the first order condition of

the expected utility of insurer’s profit in Equation (5.3) with respect to S.

Proof. Let uy(x) = I_;l

LD e By (14 5 - D yn(1 401 - ) = 0. (AS)

Rearranging Equation (A.5) gives

B = Lln(

(1-q)n(1+ 5))
Vsl '

q(l = n(1 +96))

Proof of Proposition 5.3

At equilibrium some farmers will not purchase any insurance. Therefore let N * (< N) be the

number of farmers who purchase some positive amount of insurance at the equilibrium.

Proof. By inserting Equations (5.8) and (5.9) in to Equation (5.5) yields

l 1 Ydl ﬂ(l + 5) (rie_ydwl + (1 - q — ri)e_ydwh)

N
i=1 i=
1

= —1In
dal

__Lmvl—@m1+®):ﬁf

Nx*
-1 Al = A.6
(M1+m ) Ras ] N P =) (A0

Rearranging Equation (A.6) gives

/ 5_; 7’%1_ l _7% l_q YLY
(n(1+5)_1) (i(ol;lo)Ai) _(ﬂ(1+5)_1) (T) '

(), g k)
(T Tiays0) Ai) 7N (35) 7N

This results in

*

"t G (4 (%) '
(1 + 6)(1 + (Hz(a/,>0) Al) Yd Vs (q) Yd Vs )
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By substituting 7 in Equation (5.9) by this 7* yields

et LA )
Wa+ Ny \\ oty I\ 4 ’

. — pi—ri)e7YdM1 +(g+ri—pi)e”Yd"h
where A; = rre T (T—g=r)e 7

Proof of Proposition 5.4

The equilibrium premium is derived by considering the first order condition of the expected

utility of insurer’s profit in Equation (5.6) with respect to .
Proof.

OE[uy(P)]
p

= V5@ T+0)=a"Dy (0" (1 + 8) —a* 7(1 + 6) + ¥ I)g

— e @)y (0*(1 4+ 6) + o (1 + 6))(1 - q) = 0. (A.7)

Rearranging Equation (A.7) gives

o A
(L+6)(gers @) +1-¢q) (a*(z)y

Proof of Proposition 5.10

Proof can be done similar to the proof of 5.1.

Proof of Proposition 5.11

The equilibrium premium is derived by considering the first order condition of the expected

utility of insurer’s profit under scenario 1 with respect to 7.

PI’OOf. aEauv(P)] -

[
o

evs(@aragimo(lro)~(agrac)Dy (_(o% + al)(1 + 6)—(a + a5) mo(l +6) + (@ + @5) Dgeqe
+ evslasrar)mo(l+o)-ashly, (_ (a7 + al)(1 +6) — (ah + ab) mo(1 + 6) + () Dge(l — qo)
+ e vsl@srag)mo(l+0)=achly (_ (a7 + al)(1 +6) — (af + a5) wo(1 +6) + (@5) D1 - go)ge

+ e s(@ragme40)y (o7 +al)(1+6) — (afh + @5) mo(l + )1 - ga)(1 —ge) = 0. (A.8)
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Rearranging Equation (A.8) gives

o= [(Alag + af) + B(ag) + C(ag)) ~ (agp + )
© (146 +aY(A+B+C+D) (af+al)’

where
A= Q@‘Ieeysl(aémz’), B = ge(1 - (Ie)eyslaé, C=(1- Q@)(Ieey“la*e, D=(1-gg)(1-qo). |

Proof of Proposition 5.12

The equilibrium premium of group ©/e is derived by considering the first order condition of

the expected utility of insurer’s profit under scenario 2 with respect to 7o /e.

Proof. —6E([9”;ép -

emvlwemetlrorrasmell ez ey (—ag (1 +6) - (ag) me(1 + 6) + (a5) Daode
+ e laamelloradmallioraally (—ag (1 +6) — () ma(1 + ) + () Dga(l ~ go)
+ enlaamellromaenallO ety (—ag (1 +6) - () me(1 +0))(1 — go)do

+ eniasmelleonmesnalidly (—ag(1+6) - (ag) ma(1+ 0))(1 — go)(1 - go) = 0. (A.9)

Rearranging Equation (A.9) gives

% q@leySla; a/;
Mg = o -
(1+06)(gee”'™ +1-gqg) (ag)

A.3 Proofs of Propositions of Chapter 6

Proof of Proposition 6.3

The optimal insurance cover under Model 1 is derived by considering the first order condition

of the expected utility of farmer’s level of consumption with respect to a.

Proof. Letu(x) = 1_‘;%
OE[u(C! 5 D n_G460 c
[ail 1)] :e—y(m+ag+9—an—ﬁ0+ﬁ9/n),yn_(1 _ q)(l _p) Z e—y,Bsk/npk

k=0

n
+ e YWitOg+O-an—POsROIn) (| _ 4y Z eYPskln g,
k=0
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_ _ _ _ n
+ el Omamra b SOOIy (r — (G, - 0, ))a(1 = p) D Py
k=0

— n
+ e—y(ﬂz+Qg+Q—mr+a(6g—Qg)—ﬁgwﬁ/n)y(ﬂ — (g - Qg))qp Z eBskInp = 0. (A.10)
k=0

Since 7 = mq(ég -0 g), rearranging Equation (A.10) gives

e—ya(gg—gg) _ mq(l - q)e_y(eg_gg)

(1 -mq)q

With the condition 0 < @; < 1, this results in

l,maX[O, — ! ln((1 —mq) RAC ))H
y(0g — Qg) m(1 ~ q)

@] = min

Proof of Proposition 6.4

The optimal insurance cover under Model 2* is derived by considering the first order condition
of the expected utility of farmer’s level of consumption with respect to a.

—yx

Proof. Letu(x) =

OE[u(C}.)]

o :e—'y(wi—ﬁf—an),yﬂ_(l —q- I”)(l _ (1 _p)n—l) + e—)’(wl'—a/ﬂ),yﬂ.(l —q- r)(] _p)n—l

n
e e pyymr 4 YTy (- 0 4 1= p)(1 = (1= )"
k=0

+ e Yvimamtally (e ) (g +r - p)(1 - p)"!

+ e—y(m—t’—mrmf)(z ek pr)y(m = D(p —r) = 0. (A.11)
k=0

Since m = mg¢, rearranging Equation (A.11) gives

e~ vat — mqleP! (1-g-r)(1-(1=p)" ) +(1=g=r)(1=p)" '+ r(Ti_o e 7k pi)]
(1=mq)[e¥Pt (g+r—p)(1-(1-p)"~D)+(g+r-p)(1=p)"~1+e¥ (p—r)(Xi_o € "k pi)]”

With the condition 0 < @; < 1, this results in

* -
CYZ* = min

1y [ (=mg) (@+r=p)((1=p)" +(1=(1=p)" B (p=r)e 5374 pre™k
l’maxlo ln( mg (1—g-r)(1-py +(1=(—py HerF)re 5= pre 7 | ||

O



Appendix B

Additional Figures and Information

B.1 Additional Information on Chapter 3

Solving the Optimization Problem in the Model without Savings

We go through following steps to find the range of X in which the farmer repay the loan at the
end of first period.

e Let X; U Xp = X, such that X; = {x|/(x) > 0} and X» = {x|I(x) = 0}. Also xj(€ X)) <
x (€ Xp).

* We know that at a given x and y, w; = ugpxy + al(x).
* Atagiven y € Y, wj is increasing in x € X, (because /(x) = 0).

* Atagiven y € Y, wi is either increasing or decreasing in x € X; and it basically depends
on the value of y.
Eg: Let I(x) = max{0,A(k — x)} for 4,k > 0.
Then for x € X1, wy = ugpxy + ad(k — x).
wy is increasing in x € X if ugpy —ad >0 — y > ald/ug.

wy is decreasing in x € Xy if ugpy —ad <0 —y < ad/ug.

* Now let Y] UY, =Y with yj(€ Y]) < y2(€ Y2). When y € Y}, wy is decreasing in x € X

and y € Y», wy is increasing in x € X.

* Since when y € Y5, wy is increasing in x € X; then wy is increasing in the whole range of
X. Then at given y € Y, there exists unique xi"y € X, such that wj = ,ughxi"’yy +al (xiy)

and the farmer repays the loan if x > xfy. See Figure B.1.

149
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w1

X1 X2

Figure B.1: Illustration of xfy fory € Y».

e If y € Y1, wy is decreasing in x € X; and w is increasing in x € X», then ata giveny € 1}

there exists xj € X such that w = sguxjy.

* Ata given y € Y1 if wi < pgpXminy + @l(Xmin) and there exists xi* € X; such that

wi = pgnxy"y + al(xy"). See Figure B.2.

w1

w} pe

Figure B.2: Illustration of x; and x;* for y € Y1 and wi < ugnXminy + al(Xpin)-
e Atagiveny € Y1 if wi > ugpXminy + al(xpin) then let x;* = Xmin- See Figure B.3.

w1

*
wy

Figure B.3: Illustration of x; and x;* for y € Y and wi > sgpXminy + @l (Xpmin)-

* Atagiven y € Y] the farmer repays the loan at the end of first period if x < xJ or x > xJ.
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Reasons for the Jumps in Loan Default Probability and Expected IRR

Curves

Now we explain the reason behind the jumps and shape changes in the loan default probability
curves and the expected IRR curves of Figure 3.6. We calculate the loan default probability by
finding the range of X (by considering the wealth of the farmer in that range of X) in which the
farmer prefers to repay the loan. At 1.1% interest rate, x;,, for z = 2,3,4,5 are very close to x;
but still less than x;. Then there exist corresponding x;:;l fort = 2,3,4,5 such that those are close

to x, and greater than x. Then the farmer repays the loan when Y = y; if x € (x/,,, x;7, ). This

kok

Ly
Then the farmer is unable to repay the loan at 1.2% interest rate when Y = y;. When Y = y; at

range is wider than the range (x1,x2). But at 1.2% interest rate, x,": y = X1 and then x;* = x».
1.1% interest rate there are possibilities of repaying the loan at the end of period ¢t = 2,3,4,5
within a considerably wide range of X. But at 1.2% interest rate the farmer is not able to repay
the loan at any level of X. This leads to a significant increase of the loan default probability
at 1.2% interest rate compared to 1.1% interest rate. There is a similar reason for the jump at
= xp only for # = 5 and then the jump is smaller

21.6% interest rate. Here x, = x; and x*

Lyn L.Yn
than the jump at 1.2% intere)st rate. Now ityis clear that the jumps of the curves are due to the
range of X where the yield does not change as X increases.

There is a jump in the default probability curve of unsubsidized insurance at 20.5% interest
rate due to the same reason as explained above. The shape of the loan default probability curve

of unsubsidized insurance changes at 20.8% interest rate. When the interest rate is below 20.8%

*

Ly
, are in the range of X in which the farmer receives insurance payment. But for the interest

the farmer repays the loan if x € (xiyl,xi*j‘yl), where x;, < k and x;j > kp. Thatis x| and

ok

Ly
rates equal or above 20.8%, x; " and xf*yl come from the region where farmer does not get any

X

insurance payment. Then the wealth level of the farmer where the farmer is indifferent between
repaying and defaulting loan has two different forms before and after 20.8% interest rate. This
leads to different shapes of the default probability curve before and after 20.8% interest rate.
Similar jumps and shape changes can be seen in the expected IRR curves due to similar reasons

as above.

B.2 Additional Information on Chapter 4

Numerical Scheme for Solving ODE Problems (4.18), (4.20) and (4.22)

Here we state the numerical scheme to solve ODE problems, which is given in Zhang et al.
(2018). The boundary value ODE problems (4.18), (4.20) and (4.22) can be express as an initial
value problem (B.1) with an algebraic Equation (B.2):
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with initial value 1

Step 1:

Step 2:

Step 3:

Step 4:

Step 5:

Step 6:

CHAPTER B. ADDITIONAL FIGURES AND INFORMATION

dL
—— = F(x.L
dx ('x9 ),
I(xmln) = Ixmin’ (B.l)
.., determined by
m
= mE[(L(x) v 0)AM], (B.2)

Find a large enough interval [L, U] such that I(x,,;,) € [L,U]. Check that (7 —7)(ny —
) < 0, where 7 and 7y denote the premium calculated by Equation (B.2) for the
contract starting at L and U respectively. Suppose (7, — 7) < 0, (nmy — ) > 0, and
define Iy(xpin) = %(L +U).

Apply RK4 with a step-size & > 0 to the initial value problem % = F(x,I), x €
[Ximins Xmax]s With I(Xpin) = Io(Xpmin) : Forn =0,1,2,.. . [ze—min — 1] define

1 ki = F(xy, 1),

2 ky=F(x,+ 2,1, + 2ky),

3 ks =F(x,+ 4,1, + k),

4 ky = F(x,+ h,I, + hk3),

5 Xpi1 = Xn + B,

6 Lnst = Iy + 2(ky + 2k + 2k3 + ka).

Define I; = (I, VO) AM, n = 0,1,2,.. . [2emin] where I, is obtained from the

previous step.

Approximate the premium constraint 7 = {;5E[/*] numerically using

Xmax —Xmin

h

2( D 1 Conn + 1) = I Conin) = P o)

n=0

_ hm
~2(1+96)

o

Verify whether |my — | < € is satisfied by the given tolerance €. If yes, [* is already
an accurate approximation to the solution of ODE (B.1) and (B.2), and we stop the

algorithm; otherwise, we go to Step 6.

If 79 < =, then define I)(x,in) = %(Io(xmm) + U); my > m, then define I1(x,,) =
%(L + Io(xmin)). Go back to Step 2, replace the initial condition with I(xyi,) = I (Xmin),
and repeat Steps 2—6.
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B.3 Additional Information and Figures for Chapter 6

Insurance Demand of Model 2 and 3

The optimal insurance cover under Model 2 is given by

(B.3)

@, =min (1 — mgq) (g+r—p)e”P +(p—r)e’’ TiZ) pre ySk)”
2_ .

1 max[O —1 (
144 mq (1—g—r)e¥Bt+revt Zk:O pre Vs«

Similarly in Model 3* we can not derive the optimal insurance cover under Model 3. But

here we state the first order condition which leads to the optimal cover. It is given by

M(Cl n—1 n-1-k ytkap kﬁ
yt’ T _ —yt(a-1) _ _
1;0 ]EO [ T g ]—+1 mq)| + e (p —r)(1 — mgq)

+e 7B g+ r - p)(1 - B-mq)—(1—q—r)mg = 0.

The comparison between the optimal insurance covers of Model 2 vs 2* and Models 3 vs

3* for small group sizes are given in Figures B.4 and B.5.

‘ Model 2-8=0.2 - Model 2-8=0.5 = Model 2*-8=0.2 — Model 2*-$=0.5 ‘

(a) m=1, n=>5 (b) m=1.2, n=>5
0.3} 1 0.3}
5 : 5
©0.2F ©0.2F
< <
£ g
8 0.1} OQ~ 0.1}
12345678910 % 1234567280910
Coeflicient of Risk Aversion Coeflicient of Risk Aversion
(c) m=1, n=10 (d) m=1.2, n=10
5 0.2f g 02)
3 3
O (@]
g2 0.1 g 0.1
)= j=3
o o
0 L L L L L L L I L 0 L L L L L L | | |
012345678910 012345678910
Coefficient of Risk Aversion Coefficient of Risk Aversion

Figure B.4: Optimal Cover Comparison — Model 2 and 2*.
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=== Model 3-8=0.2--- Model 3-8=0.5 — Model 3*-8=0.2 — Model 3*-=0.5 |

(a) m=1, n=>5 (b) m=1.2, n=>5
0.6} 1
5 : 5
© 04 ©04f
= : =
E | £
8 o OQ 0.2}
12345678910 % 1234567280910
Coeflicient of Risk Aversion Coeflicient of Risk Aversion
(c) m=1, n=10 (d) m=1.2, n=10
0.8 — — 0.8 — .
5; 0.6 § 0.6 1
) : )
O : O
= 04f E
E £
502 S

0

012345678 910 012345678 910
Coeflicient of Risk Aversion Coefficient of Risk Aversion

Figure B.5: Optimal Cover Comparison — Model 3 and 3*.

Optimal Insurance Demand vs 5 for Model 2

The optimal insurance cover under Model 2 is given by Equation (B.3). Now let

(1= mgq) (q+r=p)e"P +(p—r)e?* i pre

A
mq (1—g—r)eYBttrert Z;(l) pre sk

Then as given in Equation (B.3)

* _ .
@, =min

1, max [0, iln(A)] ] .
024

Now we consider the first derivative of A with respect to S. It is given by

0A _ (1 -mgq) (_)’f(l?(l —q)—r)e" TiZy pre 7 (n - k))
B mq (1—g—r)erPl+reYt $10 pre7se)2 .

Since we assume p(1 — g) — r > 0 so that the index is a signal of loss (see Clarke (2016)),

dA
s
decreases. As a result of that when the fraction of informal risk sharing increases the optimal

we can clearly see tha < 0. Therefore when S increases A decreases. Then In(A) also

insurance demand decreases
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B.4 Additional Information and Figures for Chapter 7

Alternative Ways to Compute Basis Risk

(a) m,-=0.75 (b) m,~:1
03 T T 03 T T
0.2} : 0.2 :
£ 0.1 T =01
S0 K =0
-0.1} -0.1}
012345678910 012345678910
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Figure B.6: Basis Risk — Case 1

Gap Insurance for Index Insurance — Case 2

Here we show the numerical results of the index insurance with gap insurance under Case 2
(p =1/20,g = 1/5 and r = 1/1000). According to Figure B.7 for some levels of risk aversion
(e.g: ¥ = 3,5) the demand of the index insurance decreases as the gap insurance cover increases.
Also when m; = 1.5 the gap insurance is not a good instrument to increase the demand of index
insurance of most of the insureds. For all the cases in Figure B.8 the total premium increases

as the index cover increases. It implies in those cases S < QﬁT)’;n . According to Figure
8

B.9 the optimal demand for the index insurance with gap insurance is always less than the
demand without gap insurance. Therefore in that case the gap insurance does not perform as
an instrument to increase the demand of the index insurance. According to Figure B.10 when

the index insurance is purchased with a gap insurance it reduces the basis risk.
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Figure B.7: Optimal Index Insurance Cover Vs Gap Insurance Cover — Case 2
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