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INDEX-BASED WEATHER INSURANCE FOR SMALLHOLDER FARMER CREDIT IN MALAWI
Background Reading for Stakeholder Planning Meeting

Lilongwe, 28-29 January 2007

In the Malawian agricultural sector weather risk is pervasive, and remains one of the major constraints limiting farmers from accessing loans necessary to expand their production and improve productivity.  While major national droughts are infrequent in Malawi, drought is common most years in one part of the country or another. For example in 2005/06, most of the country received favorable rainfall, but farmers in a few major production zones experienced shortages of rainfall and reduced harvests. In 2006/07, Malawi obtained a record maize harvest linked with favorable rains in much of the country. Yet even this year was marked by pockets of drought in a few areas.  
In Malawi, the sizes of agricultural loan portfolios are declining.  Only approximately 50,000 thousand small-scale farmers in Malawi receive agricultural credit for purchasing seed, fertilizer or related agricultural inputs each year with over 90% of this credit provided by the Malawi Rural Finance Company (MRFC). The larger commercial banks are unable to provide agricultural credit to small-scale farmers due to the high costs of administering these loans and the perceived high risks of default. Three-quarters of agricultural credit to small-scale farmers is provided for tobacco inputs – largely because this crop has a well established marketing channel allowing stop orders for loan repayment. Smaller quantities of credit are provided to producers of other cash crops such as cotton, paprika and, more recently, groundnut. 
Agricultural lenders particularly worry about high rates of default in the event of drought. Several years of successful lending can be entirely offset by one year of drought. When production fails, lenders commonly find it politically and practically difficult to call in loans. Nor is it easy to simply reschedule loans and add these liabilities to the next year’s portfolio. These risks are reinforced by lack of collateral, and the high costs of monitoring and enforcing repayment across thousands of farmers. The end result is that credit access is limited, and interest rates are high. 
In 2005 the World Bank’s Commodity Risk Management Group (CRMG) started working with the Insurance Association of Malawi (IAM), Malawi Rural Finance Corporation (MRFC), Opportunity International Bank of Malawi (OIBM) 
, the National Association of Small Farmers of Malawi (NASFAM) and the Malawi Meteorological Services Department (MMSD) to pilot index-based based weather insurance as a means to manage the weather-related risks of providing credit to farmers.  To date, two strategies have been pursued by the stakeholders: a) insurance directly sold to farmers as part of their loan package and b) loan portfolio insurance. 

The two experiences are outlined below as well as some background reading on index-based weather insurance and how it differs from traditional crop insurance approaches.  Please read the provided information and then look at the five questions at the end of this document.  These questions are designed to guide you in preparing a short presentation about your business model and weather risk – and how you’d like to incorporate index-based weather insurance – that you will present at the meeting. 
a) Direct insurance linked with credit for farmers
The insurance policy.  The first insurance policy piloted in Malawi was for groundnut at four different weather stations: Nkotakhota, Kasungu, Kamuzu International Airport, and Chitedze Research Station.  Payouts of the contract were linked to three critical growth periods of groundnut. One payout was linked with crop establishment, another was linked with crop flowering and a third with grain filling. The rainfall needs in these phases were summarized by a simple crop model relating rainfall to crop growth. If too little rainfall was received during any of these periods, a payout to the farmer was automatically required. Partial drought was linked with a partial insurance payment. Severe drought was linked with a full payout of the insurance claim. The contracts covered the value of the input loan. If there was a deficit in rainfall at the station closest to the farmer, the insurance payout repaid part or all of the costs of the loan.   The main advantage of this index-based approach is the payout is not based on the condition of the crop per se, but on the indisputable rainfall record. In this way it was not necessary to go to each farmer’s field to determine if there were losses due to drought, it was only necessary to look at the quantity of rainfall received at the weather station to determine if there would be a payout from the insurance.   

The operational arrangements.  In 2005 the IAM agreed to offer an index-based weather insurance policy, linked with credit supply, to small-scale farmers. MRFC and the OIBM agreed to offer the insurance-backed loans to groundnut producers in partnership with NASFAM.  Groundnut was chosen because the crop is relatively drought sensitive, farmers have been reluctant to invest in adopting new varieties because of the high costs of seed, and a marketing system was to be established through NASFAM, facilitating loan recovery at the point of sale. The farmers would receive loans that would be used to cover the cost of a basic input package which would be delivered by NASFAM. At the same time, part of the loan amount would be paid to the IAM to cover the cost of insurance.  If there was a payout from the insurance, payment would go directly to the bank to pay down the farmers’ loan liabilities.  If there was no drought farmers were required to repay the loan in full to the bank.  
The initial pilot in 2005/2006 and subsequent groundnut program in 2006/2007 targeted small holder farmers who were members of NASFAM clubs, and, therefore, had relatively small land holdings (usually less then 5 acres). In 2005/2006 892 farmers located within 20 kilometers of the four weather stations, purchased index-based weather insurance as part of their loan agreement for groundnut inputs.   During the 2006/2007 cropping season, the pilot was expanded with the addition of a fifth weather station in Mchinji, to 1,710 groundnut farmers. Participants obtaining commercial loans with index-based weather insurance for groundnut inputs were also allowed to request additional credit for maize inputs
. 
For example farmers in Lilongwe
 received a US$ 37 (5312.82 MKW) loan for groundnut production inputs (broken down as 3680 MKW for input costs, 414.4 MKW for insurance premium, 72.52 MKW for premium value-added tax (VAT) and 1145.90 MKW in interest charges during the loan period) and a US$ 41 (5797.63 MKW) loan for maize production inputs (broken down as 3900 MKW for input costs, 550.77 MKW for insurance premium, 96.39 MKW for premium VAT and 1250.47 MKW in interest charges during the loan period),  i.e. a (VAT-included) premium rate of 9.2% and 11.2 % for groundnut and maize respectively.  The combined lending, including the cost of the premium, of the two financial institutions to farmers in the 2006/2007 program was US$113,067 (15,546,796 MKW).
What were the major benefits of the program?

· For Farmers:

· Access to credit – The program allowed farmers who were previously not able to access credit to access loans from two banks.

· Access to inputs – Because of the access to credit farmers were able to purchase seed and fertilizer and increased yields, income and the quality of their crops in 2006 and 2007.  
· For Banks:

· Lending was more secure – If there was a drought at any of the five identified weather stations the insurance would pay out to compensate for the drought.  The payment would go directly to the banks to cover the value of the loan.
· Expansion of portfolio – Banks could begin lending to a new product line (agriculture), crop (groundnut), and clients (NASFAM clubs for groundnut). 
What were some key areas for program planning?

· Basis risk – With index-based products there is the potential that the rainfall at the station can differ from the rainfall on the farmers’ fields; this is known as basis risk.  For the pilot program farmers were educated to understand basis risk and had to live within 20 kilometers of the weather stations to minimize its impacts. For a program expansion the World Bank and donors are ready to help the MMSD upgrade its network so that more of its 76 weather stations are available for weather insurance. 

· Other credit risks – Because banks relied on the sale of the output by farmers for repayment, it was important that farmers sold their produce to buyers from which the banks could gather repayment.  In the first year of the pilot program repayment was affected by side selling and low yields due to unexpected problems with input supply.   To deal with this problem in the next season, the stakeholders took steps to strengthen the marketing side of the program and ensure the quality of the inputs distributed.  Looking to the future the World Bank has become focused on integrating index-based insurance within more formalized supply chain relationships which can minimize marketing and input supply problems. 

· Communication – As the insurance was offered with a loan to farmers, farmers had to be educated about the weather insurance product and how it worked.  This took significant efforts by NASFAM, and MRFC and OIBM representatives. Education and training will remain a critical component of marketing these products to farmers.   To improve this education process for future seasons the weather insurance will be introduced as a core part of the farmer loan orientation programs which start in April each year.

b) Loan portfolio insurance for tobacco

In July 2007, with the lessons learned from the 2005/2006 and 2006/2007 pilots in mind, OIBM and Alliance One expressed an interest in piloting a weather indexed product for tobacco for the 2007/2008 season at the portfolio-level, to insure part of their tobacco loan portfolio against deficit and excess rainfall.   This differs from the initial pilot years: for portfolio insurance the bank would be paying the premium for the insurance as protection against risk for the institution, rather than the farmer paying the premium and protecting his income.  By July 2007 it was too late to introduce a new product to farmers, given the advanced stage of financial institutions’ preparations for the 2007/8 agricultural season.  However by taking a portfolio approach and insuring the loans themselves, OIBM did not have to communicate the product to the farmers as the farmers were not going to pay for the product.  By utilizing a portfolio approach OIBM and Alliance One could offer tobacco loans to farmers and protect their portfolios from weather risk.  
The advantages of this approach for OIBM and Alliance One were:

a) It was a great opportunity to develop and test prototype tobacco contracts and for the IAM to grow their portfolio and begin to interact with the international reinsurance market.  The sum insured is significantly greater for tobacco than groundnut.
b) As OIBM were buying the contract, they could assume a little more basis risk than individual farmers.  Therefore they decided to expand the radius of farmer eligibility around the weather stations to approximately 30km to insure more clients.

c) Alliance One farmers also receive maize inputs when receiving tobacco loans and the insurance would cover both the value of the tobacco and maize inputs through proceeds from the sales of the cash crop.

In November 2007, OIBM bought an index-based weather insurance policy from the IAM covering 245 flue-cured Alliance One tobacco farmers and 180 burley Alliance One farmers within 30km of Lilongwe and Kasungu weather stations.  The sum insured was 43,736,000 MKW (US$ 308,000) and the insurance premium 2,198,655 MKW, i.e. premium rates of on average 3.9% of the loan size per farmer.  For the first time the IAM contacted the international reinsurance market and reinsured 80% of this weather portfolio with two leading reinsurance companies.

OIBM paid for the premium, and the farmers do not know they are insured this season.  If there is a payout OIBM and Alliance One will formulate a strategy on how to pass the benefits on to the farmers in terms of their loan liabilities so that the farmers do not default and maintain their credit rating if a weather event occurs.  
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Summary of Stakeholder Planning Meeting

Lilongwe, 28-29 January 2008

Representatives from Malawi’s agricultural sector – financing institutions, contract farming and farmer organizations – as well as, observers from the Reserve Bank of Malawi, Insurance Association of Malawi, Malawi Meteorological Services Department, and Ministry of Agriculture and Food Security participated in an index-based weather insurance planning meeting held at the World Bank office in Lilongwe on 28-29 January 2008.   The aim of the meeting was to discuss and determine how the initiatives to manage weather risk to agricultural credit can be scaled-up in Malawi in order to convert the current activities into a sustained, national initiative.  


The meeting began with an introduction of index-based weather insurance, a review of experiences from around the world and the lessons learned from the work in Malawi to date.  The discussion moved quickly to outlining a work-plan for index-based weather insurance and to creating a sustainable and scalable market for the products.    The summary below highlights the key issues for future scale-up as discussed by participants at the meeting.

Meeting Summary:

1. Future Growth and Targets: The meeting confirmed the participants’ keen interest in index-based weather insurance for smallholder farmers and their commitment to growing the weather insurance market in Malawi.  Participants agreed that packaging index-based weather insurance with the standard loan product for farmers would increase access to credit for smallholders, by encouraging new and existing financiers to extend financing, and decrease the cost of lending to farmers.  The discussants indicated that weather insurance will also hopefully lead to greater diversification in crop financing as financial institutions can consider extending credit to more farmers and new crops.   Weather stations permitting, OIBM, MRFC, MUSSCO, NBS, Alliance One, Limbe Leaf and Cheetah expressed an interest in insuring nearly US$ 5 million of credit risk for smallholder tobacco, maize, paprika, tea, coffee and cotton in 2008/9 and increasing this volume in the following seasons.  National Bank of Malawi expressed an interest in joining the programme in 2009/10. However a more realistic insured volume given the existing weather station network and the time it takes to procure and install new stations is approximately US$ 2 million for 2008/9.
  

To date the programme has been favoured by two exceptionally good rainfall seasons resulting in only limited payout of insurance claims. A more severe test of the programme will come with the occurrence of severe drought. The group agreed that in addition to targeting increases in smallholder credit portfolios and better loan repayments, a successful refinement and test of the insurance product in response to weather events impacting crop production should be a third target of the program in the next 3-5 years.

Next Steps:   CRMG will work with the stakeholders according to the agreed project milestones to finalize the weather stations, crops and volumes to be targeted in 2008/9 and onwards.  Areas that need additional weather station investment will also be identified in these discussions over the next few weeks. 

2.  Role of Government:  The meeting participants called on the Reserve Bank of Malawi, with the World Bank, to develop an appropriate regulatory framework for this new class of insurance.  In addition, the farmer extension service of the Ministry of Agriculture & Food Security (MoAFS) expressed an interest in being involved in farmer educational efforts on index-based weather insurance.  The group also agreed that waiving the 17.5% value added tax on insurance premium for smallholder farmers would be important step forward in growing this market, and called on the Reserve Bank of Malawi to follow up on this request.

Next Steps:  CRMG is currently working on a global white paper on the regulation and appropriate legal insurance framework for index-based weather insurance products.  Once this study is completed in 2009, CRMG will work with the Reserve Bank of Malawi on implementing its recommendations in the country. In the next few weeks, CRMG will follow up with the regulator on progress with the application for the waiver of the VAT on premiums.

3.  Product Preparation:  A key lesson learned regarding farmer-level weather insurance is the need to introduce weather insurance early in the seasonal preparation process, ideally during the farmer orientation programs.  These programs, conducted by financial institutions and farmer organizations, begin in April and end in September.  As we learnt from the stakeholders, this lead-time is very important to ensure a smooth addition and understanding of the insurance component to the standard loan product.  This will require a training of trainers and staff course in mid to late June for all the participants interested in introducing index-based weather insurance in 2008/9.  Participants will include organizations that will be used to help training efforts (e.g. NASFAM and MoAFS) and interested observers (e.g. National Bank) who expressed an interest being involved in the farmer education on weather insurance products.  This will be followed by a training of farmers in July to mid August.  See the developed milestone schedule developed below.  For the 2008/2009 year contracts will be designed by CRMG, Micro-Insurance Agency (MIA) and the lead insurance company, with assistance from ARET, Cheetah and other leading expert institutions on specific crops, from now until mid June.

Next Steps:  A “training of trainers” course will be launched in June on the designed products for all participating and interested stakeholders.

4. Operational Arrangements:  All stakeholders agreed that the insurance should be compulsory for farmers receiving loans around the targeted weather stations during the 2008/2009 season.   In future seasons, as the market grows, the product could become optional for the farmer.   However, although all participants agreed educational efforts before and after credit dispersal was critical, and welcomed the involvement of MoAFS and NASFAM in additional training of farmers, they differed on the operational roll out of the products. 

·  OIBM and Alliance One prefer, in the next few years, to continue operating on a portfolio level, sharing the cost of the insurance with the farmers and not engaging in detailed farmer communication efforts on the insurance until the product has successfully moved out of a pilot phase, slowly increasing the information the farmer receives about the product over time.  

· Cheetah expressed an interest in paying the premium on behalf of the farmers as well as investing in educational efforts to train the client.  Cheetah believes that if more credit for inputs can be extended to Cheetah farmers the expected productivity gain for Cheetah would make this strategy worth while.  

· MRFC and Limbe Leaf prefer to pass the full cost of the insurance on to the farmer and to engage in farmer training to fully explain the product to their clients as part of the farmer orientation programs in July to mid August (see Milestone Schedule below).  

· Alliance One, Limbe Leaf and MRFC expressed an interest in offering the farmer optional, additional insurance coverage beyond just the loan amount so that the farmer can see additional cash compensation in times of weather-related production stress.  

Next Steps:  CRMG will discuss different product options with these stakeholders over the coming months while the products are being designed for 2008/9 and whether this strategy of offering additional coverage should be pursued for the coming season.

5.  Contract Design:  Stakeholders agreed that ultimately the insurance industry in Malawi should take responsibility for the insurance product design work, either through in house design or outsourcing.    Participants also expressed a desire to work with only one lead insurance company, rather then the Insurance Association of Malawi.   Working with only one insurer rather than the Association would allow that insurer to become more involved and work more closely with the financial and agricultural sector in rolling out the product.  

Next Steps:  A lead insurer to be identified by the Insurance Association of Malawi to work with the financial and agricultural sector for 2008/9 and to be involved in the contract design process with CRMG, MIA and local experts for the upcoming season.

6.  Role of the World Bank:  The meeting participants requested that CRMG and the World Bank to continue to train various stakeholders and local institutions in Malawi to increase local capacity with the aim of creating an independent market within three years.  CRMG encouraged participants to take advantage of various online risk management training the group is planning to roll out in the next few months.  Participants also requested further technical assistance to broaden the scope of risk management within the agricultural credit sector in Malawi.  It was acknowledged that further efforts are needed to address other credit and marketing risks, e.g. a national ID system, biometric lending, better extension services for farmers, the development of more secure marketing chains, information sharing between banks etc., and the private sector is keen and open to pursuing new strategies and products to address these outstanding issues.

Next Steps:  CRMG and World Bank are committed to supporting the growth of the weather insurance market in Malawi through training, capacity building and technical assistance in 2008/9 and over the next three years.  Additional support for this work, in addition to CRMG support, has been proposed in the upcoming World Bank Agriculture Development Program Support Project.  

7.  Investment in Weather Infrastructure:  Finally and most critical, participants stressed the need for investment in more weather stations.  In order for index insurance products to be effective, farmers must be indexed to weather stations close to their fields.  Further investment to create a denser weather station network is required before any of these ambitions can be realized.  The participants called on the World Bank to support such investments in the Malawi Meteorological Services Department.

Next Steps:  An investment of US$ 1.1 million has already been earmarked in the upcoming World Bank Agriculture Development Program Support Project to the Government for upgrading the weather network and data of the Malawi Meteorological Services Department.  The project is scheduled to begin in mid 2008 and will focus on upgrading all of the existing 76 rain gauges in the country and installing up to 20 automatic gauges in new locations, as guided by the stakeholders.
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Invitation to Stakeholder Planning Meeting

Lilongwe, 28-29 January 2007

Insurance solutions to agricultural credit risk: the use of index-based insurance products

It is August 2005. Your Head of Credit Operations has just told you the agriculture loan repayment rate is 70%. The repayments are usually around 95%, but this year things are different. You ask for an explanation and there is only one: the weather was bad.  How will you report this to your board?  Along with your management you are convinced that in addition to defaults being a direct result of drought in some areas some farmers could repay their loans, but have decided to default and use drought as a scapegoat.   Local papers have reported that three MFIs have decided to discontinue lending to the small-holder farmer sector. Should you follow suit? You know that 50% of the country’s economy depends on agriculture; can you be a serious bank without lending to this sector?

Two blocks away from your offices is a large farmer organization. The CEO is faced with the same dilemma as you. His members are being denied credit by the local banks and MFIs.  He has been asked to pay off the debt on behalf of his members if he wants them to get fresh loans for the next season. Where does he get the resources to do so?  Even if he gets them, would that not set a bad precedent?  He knows membership subscriptions will drastically fall, but that is not his main concern: he’s worried about his members’ livelihoods.   The CEO believes that if it was possible to manage drought risk he could convince the local banks and MFIs to finance farmers again.

You think of insurance, but remember hearing that local insurance companies are not willing to insure this kind of business because small-holder farmers’ land holdings are too small. Their current products require a trained loss assessor to visit each and every farm to evaluate the loss. With so many small-holders, and with no trained loss assessors in the country, this is obviously not feasible. The evaluation process may also not be trusted by farmers.  If only there was a way to manage this risk…

Its now December 2007 and you hear that MRFC, OIBM, NASFAM and the Insurance Association of Malawi, with help from the World Bank, have been testing a product called index-based weather insurance for seasons 2005/06, 2006/07 and 2007/08. You hear that about 2000 farmers have been insured against drought so far. If there was a drought similar to the one in 2004/05, all or part of the farmers’ loans would be paid off by the insurance. You also hear that this year OIBM insured part of its tobacco loan portfolio, covering 425 Alliance One tobacco farmers, using this product. If there is drought or excess rainfall, the loans are protected.

Does this sound interesting to you? Are you interested in learning more about this new product and potentially interested in growing this new market?  Participate in the World Bank’s planning meeting on weather index-based insurance in Lilongwe at the end of January 2008.  Financial and farmer organizations in Malawi will be invited to come and discuss how they can use this product to manage their credit risk.  Space is limited, so confirm your interest soon.  Once you have confirmed, you will receive the information pack that will help your prepare for the meeting.  

Contact Shadreck Mapfumo (shadreck.mapfumo@microinsuranceagency.com), Erin Bryla (ebryla@worldbank.org) and Joanna Syroka (jsyroka@worldbank.org) to confirm your attendance by 17th December 2007. 

Index-based weather insurance:

Who can use index-based weather insurance?

· Banks that lend to farmers

· Contract farming organizations

· Agribusinesses

· Farmer organizations

· Farmers themselves

Which crops are most appropriate for this product?

· Crops prone to drought or excess rain risk

· Cash crops

· Crops with well established marketing and lending chains

What will you learn by participating in the meeting?

· What is index-based weather insurance?

· The advantages and limitations of the product

· Lessons learnt from experiences to date

· Can the Malawi insurance market help you manage your risk?

· How much would that cost?

What will be expected of you (with help from the information pack)?

· A presentation of how index-based insurance can help you manage your risk

· Geographical distribution of your farmer clients and the crops they grow

· Information on your farmer training programs and time-line

What is expected from the meeting?

· A business plan for how index-based weather insurance can become part of your business operations 

· Areas where new weather stations should be installed to reach your clients

· Agreed work plans and milestones for achieving your goals

· Timetable for “training of trainer” sessions to allow your field officers to explain the product to farmers

� EMBED Unknown  ���








� OIBM had not traditionally provided finance for agriculture in Malawi. The availability of the piloted weather insurance product stimulated this MFI to begin lending for agriculture.  OIBM also now lends for paprika and tobacco production. 


� The credit for both groundnut and maize inputs was insured by index-based weather insurance policies for groundnut and maize respectively.


� Loan packages vary slightly from station to station due to the different rainfall risk and therefore the insurance premiums associated with each location.


� The need for greater investment in the weather station infrastructure in order to achieve these targets is discussed below.
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