Rainfall Index Insurance in Malawi

Background 

Malawi, a small, land-locked country in southern Africa, is increasingly food insecure, owing to a range of complex and interlinking factors from declining soil fertility, to variable climate, small plot size, high incidence of HIV/AIDs and mismanagement of food reserves. In recent years Malawi has become dependent on food donations to fulfill its national food need
.  With little resilience to climatic, economic and social shocks, households have become extremely vulnerable to food insecurity. 

Around 80% of Malawi’s 12 million people are engaged in Agriculture
, which is dominated by smallholder farmers; where main crops include maize, beans, rice, cassava, tobacco, and groundnuts (peanuts). Smallholder farmers have land holdings commonly between 0.4 and 4 ha per farming family.  Production is on customary land, meaning farmers cannot use the land as collateral to access production financing. This in turn has implications on productivity with low investments in production inputs and services resulting in low yields and quality of outputs.
Malawi has a tropical continental climate, with three seasons: the dry season, the cool and the rainy season. The rainy season extends from December to April. The cool season is from May to July and the dry season runs from August to November. Temperatures and rainfall are greatly influenced by the lake and altitude, which varies from 37m (in the Lower Shire Valley) to 3050m (Mount Mulanje). The wide range in climate enables Malawi to grow both tropical and sub-tropical crops. During the rainy season, over 90 % of agricultural activity occurs under rain-fed conditions, making the country extremely vulnerable to weather extremes (particularly drought) and commodity price shocks. 
While it is difficult to isolate the effects of climatic shocks and droughts, the evidence suggests that Malawi’s economy is among the most sensitive to climatic shocks of any in the region (Clay et al., 2003). The clearest impacts of drought in Malawi are on cereals – especially production and trade in maize, as was demonstrated by the extreme droughts of 1991/92 and 1994/95 which cost an estimated US$ 1 billion in cereal losses alone (Clay et al., 2003).   Adverse climatic conditions in 2000/2001 and 2001/2002 growing seasons, complemented by mismanagement of grain reserves plunged Malawi into one of the worst food security crises in recent times with about 30% of the population in need of emergency support. The HIV/AIDS pandemic exacerbated an already precarious situation through an accelerated attrition rate of the economically productive population.

Food security strategy in Malawi is largely based on national self-sufficiency in maize production, as most households raise maize for their own consumption. Despite the emphasis on maize, little has been achieved in realizing the goal of food security. Without any single agency responsible for food security, food-related policies have been made by a variety of ministries, departments and institutions.
 

The focus in this case study is on a new pilot project, weather risk insurance, which is primarily driven by the private sector. The project represents the first time in Africa that such index-based weather insurance policies have been sold to smallholder farmers.  Food security and weather risk management are inextricably linked: weather risk management, or the lack of it, determines the level of systemic risk in the food security system. The exposure to weather risk drives overall food insecurity.
  The strategy of the  pilot project is supportive of Malawi’s Poverty Reduction Strategy Paper, which states that ‘in agriculture, the focus is on the provision of necessary services and conditions to farmers for increased incomes. This involves interventions ranging from availability of inputs through improved production technologies and value addition to marketing. These interventions will, where, possible be targeted at farmers’ clubs, associations and co-operatives’.

Weather risk insurance

Insurance is an important tool in risk management, and weather-related insurance is very useful in climate risk management. Recent innovations in insurance contracts have led to the initiation of several weather-related insurance activities in Africa, as well as other regions around the world.  Traditional insurance contracts insure against crop failure, but these lead to perverse incentives to farmers to allow the crops fail. There is also an incentive for less productive farmers to buy insurance and for more productive farmers not to buy insurance. These problems would lead to more payouts, which would in turn lead to higher premiums, and would ultimately make this type of insurance too expensive to be workable in African countries.

In Malawi, the insurance is the cornerstone a package that includes loans and high quality seeds to
 the farmers, providing the farmer both with protection from drought as well as the opportunity to increase productivity.  Without the insurance, the potential for drought makes the loans too risky.  Without the loans, the farmers do not have access to the high quality seeds.  The program is financially self-sustaining, with farmers paying their own input costs, insurance premiums, interest, and taxes.    The insurance is not designed to target famine relief during droughts.  Instead, it is designed to address the critical risks that provide barriers to development.  Therefore, the program does not target the poorest of the poor.  Other programs must be used to target these groups.  Instead it targets the small farmer who has the potential for increased productivity but who is denied access to markets and key inputs access because of weather risk.  
The insurance contracts are written against a index, (in this case rainfall). The index depends on an established relationship between lack of rainfall and crop failure, verified by crop simulations long historical records of rainfall and yield. As the season progresses, if rainfall turns out to be low, below an agreed trigger point, the farmers receive payouts. However, farmers still have the incentive to make productive choices, whether the insurance pays out or not. Index insurance is cheaper to implement than traditional insurance because the insurance company does not need to send employers to the field to verify damage.  This cost effectiveness and robustness against perverse incentives often makes index insurance the only tool that can be applied in a development setting.
When rainfall is low enough to cause crops to fail, insurers can pay out to farmers relatively quickly, so that farmers do not need to sell off their assets to survive or to repay a lender. The money will see them through the drought period, and they will then be able to continue farming when the rains resume. Without insurance, farmers or pastoralists are forced to sell equipment or animals to negotiate a drought, and this often means they become dependent on aid for a much longer period after the drought has ended. Another advantage of insurance is that, with this support in place, farmers may feel more able to take greater risks which have potential high returns, for example invest in fertilizers or more land. In addition, insurance spreads the cost of drought across insurance companies, and reduces the need for donors to find large sums of money quickly in an emergency.
There are some disadvantages. The farmer is no longer insured against the damage of crop failure, but only against drought. If crops fail for a reason other than drought, then the farmer receives no compensation. But even if the index does not protect against all risks, if the risk that it protects against is sufficiently important then the insurance is worthwhile.  Index insurance systems are typically developed as a part of a larger risk layering strategy in which index insurance is applied at the most appropriate point, and other tools, such as traditional insurance, government social safety nets, and reinsurance complete the package.  
As with any intervention, in the design and implementation of index insurance, one should be wary of unanticipated negative consequences.  If index insurance is designed carelessly, instead of decreasing the risk that a farmer faces, the insurance could actually increase exposure to risk.   Groups that do not have access to the insurance may be made worse off and the insurance may harm traditional risk management practices.  Seasonal precipitation forecasts can undermine improperly designed insurance.  However, if these forecasts are designed into the insurance, the insurance/forecast system protects farmers from risk and provides a market signal to take high productivity/high risk chances when wet years are forecast.
Weather Risk Insurance in Practice in Malawi 
The inception of the weather risk program in Malawi began at a World Bank organized stakeholder meeting at the end of July 2005, where several stakeholders realized the potential and advantages of the weather risk insurance approach and expressed interest to participate. In the second week of August farmer meetings were held, potential participants screened against any previous loan defaulting, availability of land, and ability to participate, and were formed into groups called farmer clubs. Through the discussions and subsequent meetings and analyses, the target crop was selected, and the pilot areas were identified. The project was undertaken on a pilot phase by 892 farmers, in farmers’ clubs of 10–20 members.  

Key Stakeholders and Partners 

The pilot project involves an array of stakeholders, from the advisory role of international groups, such as the world bank, down to the farmers. Each of the partners applied their own internal resources to the project, effectively demonstrated the possibilities of private sector initiatives where benefits can be envisaged. 
World Bank, Commodity Risk Management Group played a catalytic approach in introducing, raising interest and awareness and coordinating the activities on the ground. The World Bank group worked with stakeholders to cooperatively design the insurance product with technical support from the International Research Institute for Climate and Society. The main interest areas for the World Bank are to introduce and apply the drought index based insurance as a risk management tool for food security, as well as, to learn, develop and establish systems that will permit scaling up and out into other crops and other areas

The Government of Malawi. The Malawi govermnent is considering what expanded roles it might play in the program.  Because the system is private market based, the role of the government may be more subtle than for a publicly driven progam.  It is dangerous to directly subsidize insurance, as this provides an incentive for farmers to take overly risky actions. The more natural role for government support of the insurance is to subsidize meteorological information which is the key constraint in applying the program.  The government could provide farmer extension and research investments and support stable platforms for crop marketing. Since the index insurance is development oriented as opposed to targeted towards famine relief, there is a clear role for the government to providing robust and predictable famine relief.
In 2005 the Malawi government purchased a maize option that would ensure delivery of maize in the event of a national shortage.  The government is also investigating a national level index insurance to ensure adequate funding for government famine relief programs national drought crises.  
The Malawi Meteorological Department. The Malawi met service provides data and expertise essential for the design and implementation of the system.  This data includes historical precipitation and evapotranspiration, soil and agronomic data for contract design as well as reliable precipitation monitoring with timely reporting for determining payouts. The mandate of the department is to monitor, predict and provide information on weather and climate that would contribute towards the socio-economic development of the country. The Met service initially screened the areas to identify which ones had reliable rainfall data, and subsequently also provided the rainfall figures that were used to apply the triggers for any potential payouts.

Their main interest far participation was to provide a service to the agricultural sector that is the mainstay of the Malawi economy, but also to develop a service that has potential for creative value added revenue generation. The Met service provided a great deal of expertise in contract design, and is expected to assist in designing products that utilize the seasonal precipitation forecast that they provide.  A challenge in index insurance projects is that National Met services are often faced with a mandate to charge for data, when the data is being used for the public good.  Since farmers in the program pay taxes on the insurance, they are already contributing to the public budgets 
National Smallholder Farmers Association of Malawi (NASFAM) – a smallholder owned and managed national association (embracing over 40 autonomous member associations) with a total membership of over 100,000 farming families, covering an extensive area of Malawi,  and dealing in a number of crops including cash and food crops. The reason for existence of NASFAM is to improve the livelihoods of smallholder farmers through increasing productivity and access to input and output markets. 
The motivation for NASFAM to enter into the project was to:

· Mitigate the burden of smallholder farmers paying back a loan, or even two loans, after a failed crop due to drought

· To improve smallholder farmer access to production loans when the drought risk has been taken care of

· To protect the erosion of household assets in order to pay for outstanding loans

· To transform farmers to emerge into the mainstream marketing systems 

· Increase membership due to an expanded portfolio of service delivery

The key roles for NASFAM in the partnership were to provide access to the seed inputs, and to buy off the produce from the members. A secondary role was to ensure that the loans were recovered from the members. NASAFM also has an extension system to promote good agricultural practices so that high enough yields are attained that can ensure that loans can be paid back.

Micro-finance Institutions. The Malawi Rural Finance Company (MRFC) .is one of the largest private sector 
micro
-finance institutions in Malawi providing credit to various sectors of Malawi with particular focus to the smallholder farming sector. Opportunity International Banking Malawi (OIBM) is a new entrant in the smallholder agricultural sector. The interest of the micro-finance institutions to participate in the program was to:

· Safeguard their loans in both good years and bad years. The interest rates are loaded to cover the risk of drought on loan repayments.

· To increase the product service portfolio

· To expand the client base as the less viable crops can now be grown that were previously apparently high risk from effect of droughts

· Farmer transformation in terms of increased access to micro financing that allows them to start producing a diversified range of crops

Insurance Association of Malawi – this is a consortium of insurance companies operating within Malawi that opted to work as an Association so that they can learn together and when all the modalities and operational systems are in place can then participate in their individual rights. Their main focus of interest was mainly to expand their product portfolio. The insurance companies do not have any presence in the smallholder sector, and this project provides an entry point. The presence in the agricultural sector was mainly in the estate sector for fire and hail damage but this has diminished to negligible levels.

Crop Choice
The initial selection of crops was made from the portfolio of crops managed by NASFAM. 

The choice of crop was initially narrowed by the selection criteria shown in Table 1, with a priority focus on drought sensitivity, which eliminated a substantial number of crops from consideration. Crop selection criteria, such as a high cost of inputs helped to justify provision of crop financing, while the existence of an organized marketing system was preferred as it would enable loan recovery in a systematic process, preferably at point of sale. In addition, it was necessary to consider crops that were of high value to realize a profit enough to pay for the loan and have adequate provision for the household. The final criteria were to identify crops that are suitable for smallholder farmers that do not involve intensive production management, complicated processing, or perishability. 
Table 1: Selection criteria for crops in the weather risk insurance program

	Crop
	Selection Criteria

(Score ratings: 1=Not suitable    5=Highly suitable)

	
	Sensitivity 

To drought
	Input usage
	Marketing 

system
	High value
	Suitability for smallholders

	Chillies
	1
	1
	4
	5
	5

	Cotton
	2
	5
	3
	2
	5

	Groundnuts
	5
	3
	4
	4
	5

	Maize (grain)
	5
	4
	1
	1
	5

	Maize (seed)
	5
	4
	5
	5
	1

	Paprika
	3
	5
	4
	4
	3

	Rain-fed rice
	Not applicable
	3
	3
	3
	4

	Irrigated rice
	Not applicable
	4
	4
	3
	4

	Soya
	4
	2
	1
	2
	4

	Tobacco
	4
	5
	5
	5
	4


Groundnuts were finally selected because of the sensitivity to drought during germination time, pegging and pod filling. Moisture stress at any of those times would impact on yields and returns. While the seeds are the bulk of the input costs, the cost of improved seed is quite high. Groundnuts have a fairly well defined marketing system
. A potential disadvantage of the well defined marketing system is that farmers may sell their yields to outside traders instead of through the NASFAM system.  This means that loans would not be automatically repaid by NASFAM, although the farmer would still face the liability.  To address this issue, NASFAM provides prices that are higher than other traders.  It is a fairly high value crop, and is suitable for smallholder farmers as it does not require too much technical expertise, no curing, no complicated harvesting or post-harvest processing.  The final point in favour of groundnuts was that it is produced in most of the tobacco growing areas and offers a strong alternative in the diversification from tobacco.

The primary risks to the crops are drought during the critical growth periods.  The contracts were designed to pay out when there was a deficit rainfall during the growing season at the weather station.  Each contract has three phases with different levels of rainfall triggering payments in order to take into account the sowing conditions and different rainfall needs during the three major phenological stages of the plant, an establishment phase, a flowering phase, and a maturation phase. (we have a figure of a contract, below, but it is too confusing?)
The groundnut variety used for the pilot was Chilambana 2000.  This is an newly developed ICRSAT hybrid 140 day variety that combines the high quality taste and texture of extremely low yielding varieties currently available to farmers with the high yields, disease tolerance, and better drought resistance of hybrids such as CG7.  Groundnut sowing occurs between mid November to early January, depending when the rains begin.  The insurance has a no-sow clause that pays out if insufficient rain falls during that period.  Successful sowing is followed by the “establishment and vegetative growth”, “flowering and pod formation”, and “pod filling and maturity” crop growth stages.  For each location and payout parameters are tailored to address crop moisture requirements during each of these phases.   Typically, the groundnuts are harvested around May.

Site Selection (figure x)
Again due to the operationalisation of the project, the sites were initially identified from those areas that NASFAM already has a presence. Further screening was done to identify those areas where groundnuts are produced in significant volumes. The final criteria were to identify those areas with reliable rainfall data for the past 30 years. 
Eventually the sites selected were:

· Nkhotakota–  lying about midway along the western length of Lake Malawi, with a 20 km radius from Nkhotakota Aerodrome (Latitude –12.92 and Longitude 34.28). It should be acknowledged that almost half the area of the transect is covered by lake water to the east, and by the game reserve to the west.

· Kasungu – lying about 125 km to the north of Lilongwe (the capital city), again within a radius of 20 km of Kasungu Aerodrome(Latitude –13.02 and Longitude 33.47) .

· Lilongwe North (the area covers 2 locations with two weather monitoring stations) 

· Chigonthi – this is an area that is 20 km radius from Kamuzu International Airport, about 25 km north of Lilongwe (Latitude –13.78 and Longitude 33.78)

· Ukwe – this is about 20 km radius from Chitedze Research Station (Latitude –13.97 and Longitude 33.63), which lies about 15 km west of Lilongwe.
Consultations with farmers and agricultural extension services revealed that farmers within 20-30 km of the station would experience the same rainfall patterns. Thus the pilot only insured people who are within 20km of the station. This is done to reduce ‘basis risk’, that is, the potential mismatch between insurance payouts and farmers’ losses.  .It is important to note that because of basis risk, this weather index insurance is meant to make payout in cases of catastrophic weather conditions, which are likely to affect a large geographical area. 

Participating farmers selection 
At this initial pilot phase, these obviously had to be members of NASFAM. They had to be growing groundnuts, have adequate land to cover at least half a hectare, willing to participate, not defaulters, and accept the conditions of the project. Perhaps the largest concern by farmers was that the rainfall data used for the insurance was from at the weather station which could be as far away as twenty kilometers from their farms.  This is one of the fundamental limitations of an index insurance strategy, that index must be sufficiently correlated with payouts for the insurance to be beneficial.  The fact that farmers were concerned with this issue indicated an important success of the program: a demonstration that farmers understood the key limitation of the index insurance that they were considering.  Of course, their concerns also illustrate the importance of improving the density of weather stations as well as investigating the potential for other methods of indexing drought through remote sensing and interpolation.
The loan package

The loan package was designed so that it should fit into the standard smallholder farm size, not be too much of a strain on the labour resources at peak activity (which was the shelling constraints since the groundnuts were all hand shelled), and was not too much in total to present a challenge in repayment. Hence a maximum planted area of 0.25 ha was decided on. The table below indicates the total loan package per farmer:

Table 2: Details of the loan package

	Details
	US$ 

	Loan processing fee (applicable to MRFC clients only)

32 kg seed at US$0.90/kg

Interest at 33% per annum, for 9 months

Insurance premium at 7.5 % of loan package

Surtax on insurance premium at 7.5 %
	0.32

29.20

7.23

2.79

0.21

	Total
	39.75


The final position of the implementation was as indicated in the table below.

Table 3: Location, number of farmers, seed volumes issued and value of the program

	Location
	Number of 

farmers
	Seed 

Issued (kg)
	Total loan

US $

	Nkhotakota
	580
	18,560
	23,345

	Kasungu
	223
	7,136
	1,175

	Lilongwe North
	79
	2,528
	3,316

	Total
	882
	28,224
	27,860


How it works?
Do we need a brief section explaining how the program works—i.e. in relation to the figure below?  
Results

 Although it is impossible to accurately report the impacts of the program until the assessment study is completed, there are signs of the potential for substantial positive impacts.  Practically all of the farmers involved in the pilot year of the program are interested in participating in the second year, and demand from new farmers greatly outstrips the ability of the program to enroll additional participants.  In interviews, farmers have reported that the way that they adapt to climate change and variability is by enrolling in the insurance program.

Dan. Could we put something about the ‘bad seeds’ here? Duncan doesn’t mention this very serious issue at all.
Lessons Learnt

The pilot project in Malawi is insuring groundnut farmers against drought during critical growth periods. Overall, the project achieved the desired objectives to test a weather derived insurance program in a smallholder sector setting.  Farmers that participated liked the scheme, and indicated that they would like it to be expanded to cover a larger area per farmer, and to cover other crops with special reference to maize grain. The main attraction was that it facilitated the access to production loans.
Scale up in 2006 has begun, with initial estimates of several thousand contracts signed so far.  Learning from initial lessons in the first year, it has more robust contracts, and includes additional sites and farmers.  Significantly, maize contracts have been included in the scale up. Given an overwhelming demand by farmers, uptake is primarily limited by the logistical challenges of education and signing of contracts for large numbers of new farmers.  

In an innovation and learning process of this nature it is necessary to have process champions identified in each partnering institution that takes charge of the program. In this way there is better communication, clearer understanding is achieved, processes are followed properly, and deadlines are met.

The 20 km radius may need to be critically reviewed. Malawi has a highly variable topography that creates micro-climates. Some work will need to be researched to develop models that can be used for such situations. An alternative is the use of a wide spread automatic weather recording stations space at smaller distances. Initial results indicate that, as would be expected rainfall was not homogeneously distributed throughout the 20 km radius— farmers with less rainfall had lower yields, but the payouts were the same. 

The process was started at a late time in the year, too close to the planting season, and most of the processes were rushed. This meant that some activities were not properly done.  A small number of farmers were compelled to form clubs that were not cohesive or socially binding, and hence collective liability for defaulting members is greatly weakened.  Most clubs were not formed in this way, but instead reflected a social group.  These clubs functioned much better.  While a lot of time and effort was put in place to ensure that the participating farmers understood what they were committing themselves to, a lot of farmers that did not participate were not made aware of what was going on. This creates a serious vacuum for the ensuing year when scaling up and scaling out is being implemented.  Finally, there was exclusion of some players, mainly the public sector that have paternal interest on behalf of the other farmers that are not affiliated to any farmer groups, other seed suppliers and buyers so that they could take part even in an observer role.

All field staff engaged in the implementation must be thoroughly briefed and trained so that they understand the objectives, the processes and procedures, the documentation, monitoring, and general management of the program.  To facilitate this, a manual will need to be developed to be used as reference material when questions arise, and to standardize the procedures. The manual will among other things clarify the objectives, sequential steps to follow, all logistical arrangements should be captured, roles, responsibilities and accountabilities to be clearly spelt out, and generic contracts to be demonstrated.

The whole seed loan distribution needs adequate time to ensure that the farmers are in position to plant when the rainfall planting trigger date is reached. If this is not achieved, it may invalidate the insurance contract.  In addition, there is need to have adequate time to screen farmers that are credit-worthy. This activity should be initiated at least 30 days before the inputs are distributed. 

The required institutions to run a weather risk insurance program are in place within Malawi. It will be necessary to include other players in the next phase so that they are brought on board and can participate effectively in a scaled out program. In the case of the Kasungu group of farmers a small payout was made of about US$0.68 per loan package arising from moisture stress midway in the season.

For the program to succeed, the choice of crop must be made that ensures that acceptable loan recovery levels are possible. This will require a manageable marketing system, with close collaboration between the micro finance and buying institutions. All procedures to ensure efficient loan recovery must be established from the outset. It would be convenient to know the farm-gate price before planting, but this is not always possible, but at least an indicative price should be known. In the event that the marketing system for loan recovery is not tight enough to prevent side selling, alternative and fallback plans must be agreed on with the farmers before the marketing season begins.

The way forward

Validating the first year results

The project is being conducted for a second year within the current partner coalition. Due to the fast track activities of the first year, many procedures were not completely developed, with pilot stopgaps utilized instead of well specified protocols. It will therefore be necessary to develop and implement robust and standardized procedures. It is essential to understand the impacts and utility of this system.  Studies to evaluate the impacts of the first year of the program are currently underway.
Engaging a wider playing field

It is planned to engage other potential participants in the program not only as observers, but more importantly to prepare the stage for a wider scaling up of the program. The estate sector should be involved. Other input suppliers of seed and allied inputs should be invited into the program. It is planned to have wider range of produce buyers to encourage competition and remove the burden from only one buyer.

Scaling out into a new area

The program is being scaled up to get more farmers in the existing areas, and adding another area. One such area is Mchinji which is located due west of Lilongwe along the border with the Eastern Province of Zambia. This is the major groundnut producing area of Malawi. It is a new automatic weather recording station has been installed to provide data for an additional region for the program.  Scaling to additional areas has an added advantage beyond providing benefits to additional farmers.  Since payouts are not perfectly correlated across locations and crops, additional stations provide a natural hedge, that can lower the cost of the insurance.  This impact has particular potential in Malawi, for which the northern and southern parts of the country often have opposite rainfall responses to ENSO, leading to sizable negative correlations in crops and the associated potential for reduced premiums.
Scaling up into a second crop

The program is scaling out into maize grain production in its second year. This decision was made due to the demand from farmers, but also because of the strategic nature of maize in the diet and economy of Malawi.  Maize is highly vulnerable to drought especially at silking and grain filling stages. It is a crop that is grown by virtually every household throughout the country. About 95% of the arable land is devoted to maize. Maize forms about 85 to 90% of the Malawian calorie intake.
The main inputs in maize production are the seed and fertilizers. Maize yields are depressingly low due to, among other reasons, use of recycled genetically low yielding land races of maize and inadequate plant nutrition. To improve maize productivity, the Malawi Government has embarked on a fertilizer and seed subsidy program. It is however widely acknowledged that this is not a viable long term strategy. At some stage in the future, the subsidies will have to be phased out, and a production package such as the one proposed here will provide one of the exit strategies from the maize seed and fertilizer subsidies.
The main problem with maize grain will be to develop mechanisms to protect the package from the price fluctuations of Maize to ensure the farmer’s can repay their loans. It is a crop that is freely traded, does not have a systematic marketing system and is vulnerable to trade and price regulation by government. To overcome these challenges in the pilot, the maize loan has been bundled with groundnuts, which is a cash crop with stable prices.  In this way, groundnut yields can help pay for the maize loan if maize prices are too unstable.
An alternative approach that builds on existing opportunities is to provide the maize production loans in a package with tobacco production loans. Tobacco already has a very highly developed auction marketing system in which loans can be recovered through a stop-order mechanism.

Although individual payouts are low, the potential market for the insurance is large, so one major threat is the capacity of the insurance companies to meet the payouts in a fully expanded maize weather risk insurance plan. It will therefore be prudent to start plans on re-insurance.

For maize, there was a selection of available varieties to choose from.  Farmers interacted with NASFAM to identify the varieties that they would prefer.   Separate hybrid varieties were selected for different locations, with 120 day varieties being the most common.   The three phases in the Maize cycle were “establishment”, “flowering and filling”, and “maturation.”  Although the general contract structure for Maize was similar to that of groundnut, their payout formula was quite different.  Maize is somewhat different in its drought tolerance from groundnuts in that it is primarily vulnerable to drought in the second phase, with a limited drought vulnerability in the establishment phase.  During the maturation phase, very little rain is needed.  Therefore the contracts for Maize were designed to provide the highest payouts for droughts that occurred in the flowering phase.
Adapting financial instruments

At the pilot stages of the program, the insurance was necessary in order to guarantee the loan.  However, as the farmers participate in the program, many advance into a new financial arena, as they develop savings, increased productivity, and a reliable credit history.  The products will need to adapt with the developing economic needs of the farmer, including stand alone insurance, loans that are guaranteed without insurance, and savings options.  In the future, insurance could be used to reduce the rates on loans instead of being required in order for the loan package to be feasible.

Seasonal Forecasting

Future developments in the insurance program may allow farmers to make much more effective use of climate information.  ENSO based seasonal precipitation forecasts show some skill in Malawi.  Farmers in the program are aware of the potential relationships between ENSO and seasonal precipitation but are frustrated because they cannot take actions to benefit from this knowledge. 
They
 have expressed an interest to shift their crop mix to take advantage of seasonal forecasts, increasing the fraction of their land with drought tolerant crops in response to dry forecasts years and shifting towards higher risk but higher productivity crops in response to wet forecasts.  Because the farmers have complained that the appropriate seeds are not available or affordable, work is being done to build the forecast into the insurance package, so that the insurance package reflects the best mix of seeds and financial tools for the seasonal rainfall probabilities expected.

Conclusion

The first year pilot project has indeed demonstrated that the weather risk insurance can be implemented in the smallholder farmer sector of Malawi. This is the first time that weather insurance for smallholder farmers has been implemented in Africa. The key players are already in place and are willing to implement a full grown program.  Assessments of the impacts of the first year pilot are currently underway as the second year of the insurance program is being implemented, with maize included in the portfolio of crops under the program.  The Malawi project has served as the foundation for pilots of similar being implemented in Kenya and Tanzania for the 2006-2007 agricultural season.
One limitation, the most vulnerable are not taken care of in a project like this.
************                         *******                 *******                *********************

The following text may have value/

Microfinance


Due to the nature of smallholder farmers with many farmers dispersed widely in the rural areas of the country, each producing only small volumes per farmer and variable quality, it becomes difficult for individual farmers to effectively access the more profitable markets, resulting in about 42% of the population living on less than a dollar per day. At present there is access to micro financing, but it is targeted to certain selected crops that are considered viable enough to pay for the credit, and for crops that are traded in an organized marketing system that provides opportunity to recover the loans. The collateral is based on the social capital of the club system, where farmers that are in a certain localized area and have mutual trust, form groups of 10 to 25 people that are mutually and collectively responsible for all group loans.
When the loan is taken, it is usually on an average 9-month payment period. If for any reason, and drought not excluded, the farmer is unable to pay for the loan, all the members of that group are held liable. This system has worked very effectively and has achieved a good recovery rate of 95-100%. 

Problems arise when, through drought or other reasons, the entire club is affected and is unable to pay for the loan, then the loan is deferred for payment to the following year. It is possible from time to time to negotiate for a freeze in the interest. Due to the fact that alternative means of income generation are almost non-existent, the farmers still have to get another loan to produce another crop to pay for the now combined loans. This pushes the farmers into a cycle of poverty. Other coping mechanisms, such as sale of small livestock and household assets, do not create enough liquidity to pay off the loans.

In the second year of the pilot, maize must be bundled with groundnuts in order to allow a workable package given these sources of volatility.  Policy actions that allow more predictability in fertilizer availability and maize prices provides the foundation for effective upscaling of the index insurance.

Although not active participants in the first year of the program, the national agricultural extension service is involved in the second year of the program, and is expected to be relied upon for farmer support in year two
.
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Figure x. Location of the pilot areas, Malawi





1. Club and NASFAM enter into a sales agreement

2. Club enters contract w/ bank for insurance & loan 

3. Insurance purchased on behalf of clubs

4. Farmers authorize the bank to pay NASFAM for the seed 

5. Seed distribution to clubs

6. Meteorological information distributed

7. Payout from insurers to MFI

8. Farmer sells output to NASFAM/ NASCOMEX

9. NASFAM pays off loan balance to the bank

10. Payment of any additional revenue from sale of groundnut to club
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� USAID: http://www.sarpn.org.za/documents/d0001649/index.php


� Heritage, http://www.heritage.org/research/features/index/country.cfm?id=Malawi


� http://www.odi.org.uk/Food-Security-Forum/docs/MalawiCIP.pdf


� http://www.odi.org.uk/Food-Security-Forum/docs/MalawiCIP.pdf


� World Bank:  http://www.itf-commrisk.org/documents/malawi.pdf





� Poverty Reduction Strategy paper: http://poverty2.forumone.com/files/Malawi_PRSP.pdf





�Simon—Section as a Box?


�This section addresses the Microfinance issue.  The loans are too risky if there is no insurance, and the main role of the insurance is to provide farmers with access to loans for their inputs.  The role of the microfinance section was to show this.  Its not necessary if that is already clear.


�Parastatal, correct?


�My information was that the MRFC is parastatal


�I missed this one.  This is because NASFAM is nervous that other traders will try to purchase the groundnut seeds, in which case NASFAM could not directly repay the loan that the farmers have accrued.   The farmers are still liable for the loan, but their payback is in this case not in the hands of NASFAM.  Since Duncan represents NASFAM, he has chosen some strong wording here.  Ive toned it down a touch.


�A bit confusing


�Sounds ‘motherhood –ish” can we give an example of who was a champion in the process?


�Dan—this is what Duncan said in Nairobi—can you elaborate or correct?


�Dan—since we are focusing on the role of climate—here is an opportunity to add more information…


�What is the relationship to ENSO in Malawi—do you have figures or text—we could pull this out and expand on it a lot more


�We are doing exploratory research on this issue but do not have any results that could be published without more in depth checking at this point.  Ive put in the simplest comment possible and am looking for a cite to use.


�Not sure  this section is necessary… do we need this amount of background on microfinance—is it sufficient to say that index insurance is meant to be a viable alternative that ensures against drought risk?


�Ah, I made a note about this earlier.  The key point that I think needs to be kept is that the main benefit of the insurance is so that people who could not get loans for inputs because of drought risk (but who would have otherwise been good clients) can now get loans.  The poverty stats may or may not be useful for providing background.


�To be clearer, the extension service is involved in year 2 and future years.  The ultimate goal is being debated by the funders


�Not sure what the scale up means—what is ultimately the goal here, realistically? The scope…


�I don’t know if we can use this figure.  It was developed by the world bank, so I think we need their permission.  I don’t know how helpful it is.  I find it a lot more confusing than the simple list of steps.





PAGE  
16

