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FOREWORD AND SUMMARY OF FINANCIAL STABILITY ASSESSMENT

The Reserve Bank of Malawi considers financial stability as a condition represented by a strong financial
system capable of withstanding shocks to the economy, one that is able to allocate savings into investment
opportunities, facilitate the settlement of payments efficiently and manage risks in a satisfactory manner.
The global economy has not improved since the previous Financial Stability Report. Potential threats to
global financial stability persist and have heightened owing to financial distress in the euro area, and
unfavourable macroeconomic prospects in developed and emerging markets. In Sub-Saharan Africa region
economic activity remained buoyant despite unfavourable global macroeconomic developments. Economic
growth in Malawi has been estimated at 4.3 percent in 2012, down from 6.7 percent as earlier envisaged.
That notwithstanding, Malawi’s banking sector remains well capitalized, and therefore properly cushioned
against shocks to its balance sheet. This has been verified by the results of a number of stress testing
scenarios. The life insurance sector is also generally well capitalized, while the payments and settlement
system also remains robust, ably mitigating financial and operational risks. Financial markets are also
generally sound and well equipped to withstand any shocks to the system. The overall assessment of
financial stability in Malawi, presented in this report therefore, broadly did not find major threats to
systemic stability.
A number of fragilities and vulnerabilities continue to loom on the horizon, nonetheless. High levels of
public and private debt in developed countries pose a significant risk. Furthermore, emerging markets and
other open economies face the challenge of cushioning their financial systems against potential spillovers
from the euro area. Meanwhile economic growth in the emerging and developing economies is projected to
slowdown in 2012 on account of the deteriorating sovereign and banking sector developments in the euro
area. Regionally, the spillover effects of the drought in the western and eastern parts of Africa are likely to
cause a surge in inflation. On the domestic front, the persistent fuel and foreign exchange shortages, and the
unrelenting increase in inflation continue to pose a significant threat to the domestic financial system. In
the banking sector, credit risk is on the increase, while the insurance sector remains susceptible to
reinsurance risk.
The Reserve Bank of Malawi will therefore continue to monitor these and any other potential systemic
vulnerabilities closely and tackle any threats to stability which might emerge in the future.

C.S.R. Chuka
GOVERNOR
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Main Message

1.0

MACROECONOMIC AND FINANCIAL ENVIRONMENT

Risks to global financial stability
remained elevated owing to
stresses in the euro area’s
banking and government bond
markets, unfavourable macroeconomic prospects in both
developed
and
emerging
markets; as well as large fiscal
deficits in advanced economies.
However, sound macroeconomic
and financial policies helped to
ease the intensity of the risks.
Consequently, global financial
stability indicators moved back
to the levels recorded in
September 2011.

1.1
GLOBAL DEVELOPMENTS1
The global financial system remained at risk over the period
September 2011 to April 2012 as potential threats to financial
stability persisted. The risks largely emanated from stresses in
the euro area’s banking and government bond markets.
Unfavourable macroeconomic prospects in both developed and
emerging markets have also induced an increase in the level of
risks to the global financial stability. Growth in emerging and
developing economies is expected to continue to be sluggish due
to spill-over effects from the euro area.

Global Financial Stability Map

Notably, macroeconomic risks escalated from the September
2011 level, on account of weak economic performance and the
prevailing debt burden within the euro region, which has been
aggravated by unfavourable growth prospects in the euro zone
and the divergence between the core and the peripheral
economies2. According to the World Economic Outlook (WEO)
April 2012, therefore, economic baseline projections for 2012
have been revised downwards as the euro economy is anticipated
to suffer a mild recession.

Note: Closer to centre signifies less risk, tighter monetary and
financial conditions, or reduced risk appetite.

Source: Global Financial Stability Report (GFSR)
April 2012

Chart 1.1 Macroeconomic Risks

1.1.1 Global Financial Stability
Over the seven months period from September 2011 to April
2012, the global financial system stability hardly improved. As
depicted by the IMF’s Global Financial Stability map in Figure
1.1, the global financial system exhibited an acute deterioration
in January 2012.

Similarly, credit and market and liquidity risks worsened due to
the prevalence of sovereign default and bank failures.
Notwithstanding this, between January and April 2012, in a bid
to address market and liquidity conditions, the ECB increased
injection of liquidity to the banking system. This was done by
removing the restriction on the amount of collateralised liquidity
to banks and by widening the range of eligible collateral for
access to liquidity facilities by banks. Furthermore it provided
official funding, which relieved refinancing pressures.
Consequently, in April 2012 the global financial system
rebounded to the levels of September 2011 as depicted by the
Global Financial Stability Map, (figure 1.1). The map shows a
significant shift in macroeconomic and credit risks as they moved
inwards from January 2012 back to the September 2011 levels. A
more pronounced improvement is observed in the inward
movement of the market and liquidity risks, as they settle below
1

Analysis complemented with that from GFSR (IMF) April 2012

2

Source: Global Financial Stability April 2012

Core Eurozone countries; Germany, France, UK, Netherlands, Belgium
Periphery economies: Mainly consist of countries lying to the south, east and
west of the EU

1

Chart 1.2 Market and Liquidity Risks

Source: Global Financial Stability April 2012

Chart 1.3 Risk Appetite

the September 2011 levels.
On the other hand, the monetary and financial conditions
remained fairly stable following the strong interventions by the
ECB. The ECB cut the policy rate in December 2011 to 1.0
percent and also reduced the reserve requirements in order to
reduce the deleveraging pressures and weakening growth,
thereby easing the global monetary conditions. However, over
the period of seven months to April 2012, bank lending standards
tightened and financial conditions deteriorated. Thus offsetting
improvements in the monetary conditions and leaving the
monetary and financial conditions stable.
Emerging market risks to global financial stability hardly changed
from the levels recorded in September 2011 due to the ability of
the markets to absorb external shocks. These markets have
substantial buffers and policy room to remain resilient to
external shocks, thereby reducing default risks.
Improvements in liquidity availability in the financial system
induced an increase in risk appetite as the price of risky financial
assets strengthened. In addition, the resilience and growth in
emerging markets provided motivation for investment in
diversified financial assets.

Source: Global Financial Stability April 2012

Table 1.1 Selected Global Economic Indicators
Projections
2010 2011 2012 2013
Real Output
5.3
3.9
3.5
4.1
Growth
Consumer Price
Advanced
1.5
2.7
1.9
1.7
Economies
Emerging and
6.1
7.1
6.2
5.6
Developing
Economies
Interest Rates
Real Six Months
-0.6
-1.6
-0.1
0.1
World Real Long
1.6
0.2
0.7
1.3
Term Interest
Rate
Current Account
% of GDP
Advances
-0.2
-0.2
-0.4
-0.2
Economies
Emerging and
1.9
1.9
1.7
1.3
Developing
Economies
External Debt
Emerging and
25.2
23.8
23.7
23.6
Developing
Economies
Debt Service
Emerging and
8.2
8.4
8.9
9.1
Developing
Economies
Source: World Economic Outlook April 2012

1.1.2 Risks to Global Financial Stability
Assessment of potential threats to global financial stability
reveals that the global financial system remains vulnerable to
some significant risks.
The global financial system faces a risk emanating from high
fiscal deficits in developed countries. High levels of public and
private debt in the euro zone pose a risk to efforts in repairing
financial institutions’ balance sheets. The countries of Japan and
United States are also experiencing huge fiscal deficits.
However, their policy response has been weak compared to the
euro region as they have not put in place mitigation measures.
Such a weak policy response to high levels of fiscal debts
exacerbates the risks to global financial stability, considering
that strategies of addressing high levels of fiscal debt take time
to develop. Job creation in advanced economies is also likely to
remain sluggish in 2012.
Policymakers in emerging markets and other exposed economies
face a challenge of cushioning their financial systems against
potential spillovers from the euro area. Open economies with a
significant number of European owned banks are likely to suffer
from high levels of retrenchment leading to high levels of
unemployment. High levels of unemployment increase the level
of credit risk and cause deterioration in books of banks.

2

The WEO April 2012 projects that the euro area will go into a
mild recession in 2012. Growth in emerging and developing
economies is also projected to slowdown in 2012 mainly on
account of the damage done by deteriorating sovereign and
banking sector developments in the euro area.
1.1.3 Potential Global Financial Stability Policy Responses
Policy makers in advanced economies need to put in place
comprehensive strategies to deal with sources of global financial
market turbulences. These economies need to adopt policies,
which will encourage tightening of sovereign spreads, gradual
rebuilding of investor base and improvement in the banking and
fiscal sectors.
Individual advanced economies need to implement strong fiscal
consolidation policies supported by sufficiently accommodative
monetary policy and structural reforms. Fiscal consolidation is
very instrumental in cushioning the impact of adjustment.
However, this should be consistent with the objective of price
stability. Effective structural reforms enhance productivity and
competitiveness, thereby strengthening the foundation for
growth and more balanced external accounts in deficit countries.
In the cases of Japan and the United States, both countries need
to put in place long term plans for deficit reduction that will
promote short-term growth but also enhance debt sustainability
and financial markets stability.
Efforts by advanced economies need to be supported by
complementary positive developments in both the emerging and
developing economies.
To sustain financial stability of emerging markets, authorities in
emerging markets need to enhance effective policy mechanisms
to cushion negative external shocks. Such policies will control
potential spillovers from advanced economies into emerging
markets and other open economies. Thus emerging markets
should consider implementation of countercyclical policies
together with deployment of targeted facilities and instruments
as these can be effective in sustaining growth amidst foreign
shocks.

3

BOX 1.1: TRANSMISSION CHANNELS OF AND THE LIKELY IMPACT OF THE EUROZONE DEBT CRISIS ON
DEVELOPING COUNTRIES LIKE MALAWI
The magnitude of effects of the EU debt crisis on developing economies has varied depending on the
country's level of integration. In Malawi, the effects have been relatively less severe due to the low
level of financial integration of the local economy to the international financial system. Nevertheless,
Malawi like a number of other African countries has experienced spillover effects from the EU debt
crisis indirectly mainly through; Overseas Developments Aid (ODA) flows, FDI, Trade, exchange rate
effects and remittances.
The full impact of the crisis on Malawi cannot be assessed due to various reasons, chief of which is the
fact that substantive data is lacking that can be significantly linked to the transmission channels. In
addition, the crisis is still raging and cannot therefore be fully assessed. Nevertheless, the box below
presents the likely transmission channels through which the Euro zone debt crisis may have indirectly
impacted on developing countries like Malawi.
CHANNELS
OF
TRANSMISSION
ODA

IMPACT ON DOMESTIC ECONOMY




FDI



Trade
Tourism

and





Exchange
effects
Remittances

rate





Financial
Contagion



The requirement by EU banks to hold more capital and tighten credit
conditions is likely to have reduced the amount of loanable funds /aid
to aid dependant developing countries like Malawi.
Attempts to reduce EU debt likely to affect aid volumes to developing
countries.
Changes in market sentiment have prompted delayed or reduced
investments and portfolio flows into developing countries like Malawi.
Loss in confidence has reduced consumption and investment, leading to
a decline in real EU activity, thereby negatively affecting levels of FDI
flowing to developing countries.
Sell-off in EU equity markets has led to withdrawals of funds in
developing countries, thus causing adjustment problems.
Fiscal consolidation through deleveraging reduced growth in EU. This
affected developing countries through trade and investment.
Reduced consumption and investment has caused a decline in EU’s trade
with other countries including, Malawi.
Trade in services has declined due to a weaker euro. Furthermore,
European tourists are experiencing declining purchasing power. This is
likely to have adversely impacted the performance of tourism sector of
developing countries.
Loss of confidence in euro has implied a depreciation of euro against
dollar. Countries like Malawi, whose exports are dollar based are likely
to suffer from an appreciation of the dollar against the euro.
The prevailing increase in unemployment in EU countries has translated
into fewer remittances to developing countries as immigrants struggle
to maintain or find new jobs.
A weaker euro has reduced value of remittances originating in Europe
and flowing towards developing countries.
The prevailing global liquidity constraints are likely to have caused a
curtail in credit lines to banks in developing countries like Malawi by
correspondent banks abroad, leading to a reduction in letters of credit
and foreign exchange business in general, thereby affecting the
profitability of banks.

4

Main Message
The financial systems in SSA
remained resilient to both
external and internal shocks.
Major drivers of the resilience
include sound macroeconomic and
financial policies coupled with
limited financial integration with
the rest of the world. However,
major risks still persist. The
region
continues
to
face
unfavourable
macroeconomic
prospects arising from both
spillover effects of the global
crises and also the economic
fundamentals within the region.
In addition, financial system
supervisory capacity has been
outpaced by the rapid growth of
pan African banks, which has
come with the introduction of
new financial products. Policy
makers therefore need to carry
out ongoing financial system
surveillance in order to safeguard
the regional financial stability.

Table 1.2 Sub Saharan Africa: Real GDP
Growth (Percentage Change)

1.2 REGIONAL DEVELOPMENTS3
1.2.1 Macroeconomic Developments
Sub Saharan Africa (SSA) economic activities remained
buoyant despite unfavourable global macroeconomic
developments. The regional economy is expected to
register a more robust growth of 5.4 percent in 2012
compared to a growth of 5.2 percent in 2011. At 5.4
percent, the growth in SSA is stronger compared to major
regions in the rest of the world.
The expected growth in 2012 will be spurred by various
factors. First, the discovery of new natural resources in
several oil producing countries like Angola, Niger, and
Sierra Leone. Analysis has revealed that there is a steady
demand for these resources in emerging and developed
economies. Second, the eastern African economies are
expected to rebound from drought, which was at the
centre of rising inflation in this region. In December
2011, SSA regional inflation surged to 9.75 percent from
the December 2010 level of 7.0 percent. Between the
periods, inflation in eastern Africa increased by 16.0 basis
points to 20.0 percent.
Consequently, authorities
implemented tight monetary policies aimed at addressing
the rising inflation. Third, the western African economies
will
likely
register
favourable
macroeconomic
developments following the strong post-conflict recovery
in Côte d’Ivoire.
On the other hand, most countries in the region are
experiencing weaker fiscal positions than prior to the
global economic turmoil of 2008/2009. As such, the
expected economic expansion in 2012 will provide
resources for fiscal consolidation over time.
1.2.2 Regional Financial Stability
Financial systems in SSA remained resilient to both
external and internal shocks.

Source: REO April 2012

Regional financial conditions continued to withstand the
global financial stresses caused by the 2008-2009 financial
crisis and the recent European debt crisis. Overall,
banking systems within the region remained sound, with
only a banking crisis experienced in Nigeria mainly due to
corporate governance issues.
Open financial markets within the region also remained
relatively insulated to the world financial turmoil.
However, the South African equity and deep, liquid bond
markets, which attract significant foreign portfolio
investment, experienced some decreases in stock prices.
The resilience of the SSA financial systems to external

3

Analysis complemented with that from REO (IMF) April 2012
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Table 1.3 Sub Saharan Africa:
Other Macroeconomic Indicators

shocks was supported by limited exposure of regional
banks to the global financial system.
1.2.3 Key Downside Risks to the Regional Macroeconomic
and Financial Environment
Although there has been continued resilience of the SSA
regional financial system to external and internal shocks,
potential threats to regional financial stability still
remain.

Source: REO April 2012

Chart 1.4 Sub Saharan Africa:
Inflation

Source: REO April 2012

Chart 1.5 Sub Saharan Africa: Real
GDP Growth by Country Group

Source: REO April 2012

The spillover effects of drought in western and eastern
Africa are likely to cause a surge in food, hence overall
inflation thereby undermining the loan books of the
banking system and causing a risk on the performance of
the financial sector within the region. Further, the overall
current account and fiscal deficits of the affected
countries are likely to widen.
Indirect threats from the global financial stress to regional
financial stability are likely to come through a decrease in
world growth and trade; as external demand for the
region’s exports would contract. In turn this will cause
unfavourable economic activity and worsen external
demand for exports from the SSA. This is likely to squeeze
the loan books of the banking system within the region.
Secondly, banks that have their origins in the euro region
are likely to face retrenchment as a way of cutting cost.
Increasing levels of unemployment are likely to cause a
decrease in economic growth within the region and later
on a decrease in borrowers’ ability to repay the loans.
Furthermore, few banks in SSA, which have asset-side
exposures to Euro zone financial systems, will experience
some stress on foreign assets.
The rapid rise in credit to the private sector in various SSA
economies may be an indicator of financial sector
deepening. However, high growth rates of lending to the
private sector may result into poor quality of credit
extension that is likely to result into an increase in
nonperforming loans.
The banking systems within the region have recently
experienced an increase in inter linkages through
expansion in pan African banking groups. This has
enhanced competition and financial innovation. However,
rapid growth in competition and more advanced products,
pose an additional threat to the financial system within
the region. Furthermore, in most countries within the
region, financial innovation has outpaced supervisory
capabilities. If supervisory authorities do not catch up
with the innovation, the results may be unfavorable.
Rapid growth of financial innovation that accompanied

6

outdated levels of supervision contributed to the global
financial crisis that started in 2007. In addition, rapid
growth in pan African banks can be a source of cross
border contagion.
1.2.4 Regional Policy Options in the Period Ahead
Despite the resilience of the financial systems within the
SSA to external shocks, the authorities in the region need
to carry out ongoing financial system surveillance aimed
at putting in place preventive measures.
First, countries in the SSA region need to improve their
prudential regulation and supervision. The Regional
Economic Outlook (REO) April 2012 reports that although
16 SSA countries have registered an encouraging
implementation process of Basel Core Principles, they are
facing some challenges in the implementation of the
principles.
The increased regional integration reflected in the rapid
growth of pan-African banking groups, necessitates the
need for common supervisory arrangements across the
countries within the region. This will ensure that banking
systems in the region are subjected to consolidated
supervision. Consequently, authorities will be able to
effectively reduce the impact of systemic risks across the
borders.
Both commercial and central banks, which have some of
their assets in the financially stressed euro zone should
review their investment strategies. They should consider
placing some of their assets in markets deemed less risky.
Countries which are experiencing rapid increases in credit
to private sector should ensure that the credit facilities
are in support of financial stability within the region.
Lastly, major financial systems within the region should
engage in dialogue with relevant authorities in order to
improve the assessment of possible systemic risks.
International financial institutions can play a key role in
facilitating this task.

7

Main Message
The domestic financial system
remained vulnerable to risks
emanating from unfavourable
macro-financial developments
in the global, regional and
domestic economic arenas.
However, the impact of the
global and regional financial
shocks was less severe owing to
the
limited
financial
integration
of
the
local
economy into the global
system.
Domestically,
unfavourable
macroeconomic
prospects in the form of a poor
performance in the agriculture
sector, intermittent power
supply and fuel shortages are
likely to have a negative
impact on real output thereby
worsening
the
financial
conditions of both the financial
and non financial entities.
Policy makers should therefore
implement effective policies
aimed
at
addressing
the
ongoing macroeconomic and
financial fragilities.

Table 1.4: Selected Economic
Indicators
2009

2010

2011

Real Output
8.9
6.7
4.5
Growth (%)
Gross
127.4 279.6 190.2
Official
Reserves
(US$)
Government
11.8
90.6
133.1
Borrowing
from banks
(K’bn)
Inflation
8.4
7.4
7.6
(%)
Source: Reserve Bank of Malawi

Sep11
4.3

Mar12
4.3

266

137.9

132

154.2

7.7

11.4

1.3
DOMESTIC DEVELOPMENTS
Macroeconomic activities remained sluggish largely owing
to poor performance in the manufacturing, construction,
transportation and agriculture sectors. Inflationary
pressures continued to mount rising to a double digit
figure of 11.4 percent in March 2012 from 7.7 percent in
September 2011. Foreign exchange reserves continued to
contract on account of high demand compared to supply.
Financial sector conditions also hardly improved as
evidenced by a slow decline in nonperforming loans as a
percentage of GDP coupled with a decrease in the ratio of
credit to private sector as a percentage of GDP.
Notwithstanding
the
unfavourable
macro-financial
developments, the domestic financial system remained
resilient.
1.3.1 Performance of the Malawian Economy
After averaging 7.5 percent between 2007 and 2010, real
GDP growth has been estimated at 4.3 percent in 2012 as
was recorded in 2011. Impetus for growth in 2012 is likely
to emanate from the mining and quarrying (13.9 percent)
and accommodation and food services sectors(6.0
percent) from respective growths of -4.5 percent and 0.4
percent in 2011. Though registering relatively higher
growths of 2.0 percent, 4.2 percent, 4.2 percent and 5.0
percent in 2012, from respective growths of 1.7percent,
2.4 percent, 2.7 percent and 3.5percent in 2011; the
manufacturing, construction, transport, and wholesale
and retail trade sectors have been the most adversely
affected in recent years. This is because these sectors
are heavily dependent on imported raw and intermediate
inputs that require foreign exchange, which has been
problematic during the last couple of years. This has
been compounded by intermittent power supply as
evidenced by the slowdown expected in the growth of the
utilities sector to 2.0 percent in 2012 from 4.4 percent in
2011. Slower growth is also expected in agriculture
production, the country’s mainstay, and is estimated at
4.1 percent in 2012, down from 6.4 percent in 2011. The
slowdown is largely attributed to a significant drop in
production of tobacco and a marginal decline in maize
output. The financial sector is estimated to grow by 8.7
percent in 2012, down from 10.0 percent in 2011, on
account of a slowing down of business in the year.
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Chart 3: Nonperforming Loans
as a Percentage of GDP

Source: Reserve Bank of Malawi

Chart 4: Credit to the Private Sector
as a Percentage of GDP

Inflationary pressures intensified as headline inflation
escalated to 11.4 percent in March 2012 from 7.7 percent
in September 2011. The rise in inflation was triggered by
rising food prices particularly maize and high
transportation costs, resulting from an increase in fuel
pump prices in the latter part of 2011.
Fiscal performance during the period was expansionary as
the budget deficit worsened to K10.6 billion in March 2012
compared to K6.8 billion in September 2011. The outturn
was mainly on account of low realisation of revenues
compared to what was projected in the budget.
Consequently, the stock of government borrowing from
the banking system increased to K154.2 billion in March
2012 from K132.0 billion in September 2011.
Gross official reserves contracted to US$137.9 million in
March 2012 from US$266.0 million recorded in September
2012. This was largely explained by the increase in
demand for foreign exchange that outweighed supply
during the review period. Consequently, the official
import cover decreased to 1.1 months in March 2012.
1.3.2 The Financial Sector
i.
Credit Risks
Credit risks have remained significantly high as economic
agents continue to face debt repayment pressures mainly
due to unfavourable macroeconomic developments.

Source: Reserve Bank of Malawi

Chart 5: Growth Rate of Credit to
the Private Sector

Source: Reserve Bank of Malawi

Over the six months period to March 2012 the ratio of
nonperforming loans as a percentage of GDP improved
marginally from 0.77 percent to 0.70 percent. The
minimal improvement is likely to undermine the balance
sheets of lending institutions, thereby posing a threat to
the domestic financial system. In addition, total credit to
the private sector as a percentage of GDP contracted
from 17.46 percent in September 2011 to 14.06 percent in
March 2012. Private sector credit as a ratio of GDP is a
conventional indicator of banking sector development as
it measures the intermediary role of the banking system
and also the efficiency of the financial system. The
decrease in credit to the private sector as a percentage of
GDP is a reflection of tight credit conditions prevailing in
the local financial markets as financial intermediaries
implement a responsive solution to the persisting default
risks. Thus the decrease in credit to the private sector as
a percentage of GDP signifies the potential vulnerability
of the local financial system to default risks.
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ii.
Liquidity Risks
Banking system liquidity risks eased as banks continued to
hold significantly high total reserves compared to required
reserves. In March 2012 excess reserves stood at K10.93
billion compared to K4.40 billion in September 2011. The
high liquidity in the system was also evidenced by the
decreasing Discount Window accommodation from K0.70
billion in September 2011 to K0.45 billion in March 2012.
The increase in liquidity was on account of expansionary
fiscal operations. This was exacerbated by inadequate
contractionary monetary operations mainly due to
decreasing foreign exchange reserves on the part of the
authorities. However, the significantly high levels of
liquidity that prevailed in the financial system are likely
to have induced an increase in risk appetite and
inflationary pressures in the economy.
iii.
Monetary Conditions
Monetary conditions largely remained unchanged over the
review period as the policy rate remained constant at
13.0 percent. Consequently, the commercial banks’
lending and savings rates remained static at 17.75 percent
and 3.75 percent, respectively. In addition, the All Type
Treasury bill rate maintained an upward trend to 7.7
percent in March 2012 from 6.64 percent in September
2011.
However, money market operations in March 2012
worsened mainly on account of an unfavourable
macroeconomic environment, notably the hike in inflation
from 7.7 percent in September 2011 to 11.4 percent in
March 2012. Investors continued to earn a negative real
rate of return on money market instruments, as inflation
remained higher than savings and Treasury bills rates. This
is likely to cause a potential threat to the domestic
financial system by discouraging investors in the money
market, thereby undermining the balance sheets of the
financial intermediaries.
iv.

Financial Conditions of the Non Financial Sector

The robust performance of financial systems largely
depends on the financial condition of their customers.
There is a positive correlation between the level of
financial stability and the vulnerabilities to changes in the
economic environment of financial systems’ clients. Major
customers of the financial intermediaries are the non
financial sector, namely the household and the corporate
sector. In addition to providing deposits, the household
and corporate sectors also form a significant part of
demand for financial services and products. In the quest
for financial stability, it is therefore vital that the
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Chart 6: Personal Loans as a
Percentage of GDP

financial conditions of the non financial sectors are
critically assessed.
a) Corporate and Household Debt Ratios

Source: Reserve Bank of Malawi

Chart 7: Growth Rate of Personal
Loans

The ratio of personal loans, as measured by loans to
households, as a percentage of GDP trended downwards
to 2.6 percent in March 2012 from 3.1 percent in
September 2011. Similarly, loans to the corporate sector,
as narrowly measured by the loans extended to the
commercial and industrial subsector for business
purposes, as a percentage of GDP declined to 6.5 percent
in March 2012 from 8.4 percent in September 2011. The
decreasing trend in both loans to households and business
enterprises as a percentage of GDP was mainly on account
of banks’ unwillingness to lend to the non financial sector.
The tight credit conditions were adopted by most lending
banks in the domestic market in order to hedge against
the prevailing default risk of borrowers, largely emanating
from the deteriorating macroeconomic and business
conditions in the country.
v.

Source: Reserve Bank of Malawi

Chart 8: Corporate Loans as a
Percentage of GDP

Source: Reserve Bank of Malawi

Resilience of Domestic Financial System to
External Macro-financial Developments
The domestic economy remained vulnerable to global and
regional shocks due to its links with the rest of the world
through aid and trade. Malawi has aid and trade
dependence relationships with the currently financially
stressed euro zone. Malawi’s exports to the Euro region
are estimated at 21.0. Furthermore, it is estimated that
development partners fund a significant portion of
Malawi’s budget, with the euro region contributing a
substantial amount. In addition, Malawi is a net importer
of commodities such as fertiliser and fuel. Consequently,
inflationary pressures and exchange rate developments in
countries that supply strategic commodities including oil
to Malawi are likely to have spill-over effects into the
local economy. However, the Malawi economy is a small
open economy, and its financial system is not really
interconnected with foreign markets. As such, the
domestic financial system remained resilient to externally
generated shocks.
1.3.3 Potential Risks to Domestic Financial Stability
Ahead
Risks to the domestic financial system are likely to persist
owing to the projected sluggish domestic economic and
financial activities.
The persisting increase in inflation poses a threat to the
domestic financial system. High levels of inflation
undermine the real earnings of investors in the financial
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markets. This is likely to cause financial disintermediation
as investors in the money market will be demotivated and
forced to withdraw their funds from financial
intermediaries.
Unfavourable projected macroeconomic developments are
also likely to exert a negative impact on production of
various sectors of the economy and real output at large.
This will amplify default risk by undermining the loan
repayment ability of borrowers in the financial system,
thus in turn worsening the financial positions of the
lending institutions.
The long outstanding speculation about the exchange rate
adjustment has exacerbated the prevailing shortage of
foreign exchange as economic agents have preferred
holding foreign currency. Therefore, if the current
speculation continues, it is likely to worsen the operations
of the domestic financial system.
Furthermore,
fuel
shortages
arising
from
the
unavailability of foreign exchange as well as power
outages continue to be a cause for concern.
1.3.4 Remedial Options
The prevailing shortage in foreign exchange has been
caused by increased demand for imports which has usually
outpaced the available sources of foreign exchange. Thus
authorities need to emphasise on the implementation of
policies deliberately aimed at increasing exports and
enhancing import substitution. This can be achieved
through various ways including the correction of the
misalignment in the exchange rate to restore equilibrium,
imposing high levies on locally substitutable imports and
encouraging local production of substitutes for some
imports.
Despite limited exposure of the domestic financial system
to the rest of the world, external shocks are likely to hit
the domestic financial system through contagion and cross
border systemic risks. It is essential that the financial
system supervisors put in place measures aimed at
hedging against the impact of foreign threats on the local
financial system. Therefore prudential and risk based
supervision should be emphasized in order to ensure that
financial system fragilities and vulnerabilities are
minimised.
High level of inflation is detrimental to the operations of
both the financial and non financial sectors. Thus if the
current rise in inflation is not addressed, the Malawi
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economy and its financial system are likely to continue
facing unfavourable developments. It is therefore
necessary that monetary authorities should implement
tight monetary policies aimed at curbing rising inflation.
Upward adjustment of the policy and interest rates is
therefore not only important for contracting levels of
inflationary liquidity in the financial system but also for
the improvement of the real rate of return to investors in
the financial market. There is a positive correlation
between the real rate of return in the money markets and
willingness of economic agents to invest in the money
market, thereby strengthening the financial positions of
financial intermediaries.
In order to maintain financial system liquidity within
financially healthy levels over the long term, authorities
should consider issuing more long term instruments. In
addition, the Government as a major cause of excess
liquidity should ensure that it implements policies aimed
at enhancing fiscal prudence. The Government should
therefore also consider issuing more long-term Treasury
bonds in order to reduce the frequency of borrowing from
the central bank to finance maturing securities.
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BOX 2.1: MALAWI’S FINANCIAL INSTITUTIONS
BANKING INSTITUTIONS
1 National Bank of Malawi
2 Standard Bank of Malawi
3 FMB Bank
4 NBS Bank
5 IndeBank Malawi
6 Nedbank Malawi
7 Malawi Savings Bank
8 Opportunity Bank of Malawi
9 Ecobank
10 FDH Bank
11 International Commercial Bank
12 Leasing and Finance
Company
13 CDH Bank Investment Bank
INSURANCE COMPANIES
Non-life Insurance
Companies
1 Charter Insurance Co Ltd
2 General Alliance Insurance Co Ltd
3 NICO General Insurance Co Ltd
4 Prime Insurance Co Ltd
5 REAL Insurance Company of Mw Ltd
6 Reunion Insurance Company Ltd
7 United General Insurance Co Ltd
Life Assurance
Companies
8 NICO Life Insurance Co Ltd
9 Old Mutual Life Assurance Co Mw Ltd
10 Smile Life Assurance Company Limited
11 Vanguard Life Assurance Co Ltd
THE CAPITAL MARKET
1 Malawi Stock Exchange (MSE)
i.
Stockbrokers Malawi Limited
ii.
FDH Stockbrokers
iii.
African Alliance Securities Ltd
iv.
CDH Stockbrokers
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Main Message
The banking sector remains stable
though
highly
concentrated.
Although
growth
of
the
consolidated balance sheet in the
six months period (September
2011 to March 2012) is relatively
smaller, the performance of the
sector remains satisfactory. Two
of the largest banks hold almost
half of the sector’s total assets
and deposits. Apart from the
dominance of the two largest
banks, the main risk remains
credit concentration in the
commercial and industrial sector
which
essentially
exposes
commercial banks to negative
developments in the sector.

Chart 2.1 Banking Industry Total
Assets

2.0

FINANCIAL INSTITUTIONS

2.1
THE BANKING SECTOR
Malawi’s banking sector remains relatively stable. This is
evident from the performance indicators such as capital
adequacy, profitability, quality of assets and liquidity
which have revealed satisfactory performance over the six
months period to March 2012. The performance is likely to
remain stable in the ensuing months.
2.1.1 The Banking Sector in Malawi
As depicted in Box 2.1, the banking sector in Malawi
comprises 13 banking institutions (except the RBM) that
are mainly engaged in financial intermediation. Examples
of these institutional units include commercial banks,
merchant banks, and a leasing company. Two large
banks, National Bank of Malawi and Standard Bank of
Malawi, dominate the sector with a combined assets and
deposits account of 46.0 percent relative to the entire
sector. This position is slightly lower than in September
2011, when their dominance stood at 48.0 percent.
2.1.2 Assessment of Financial Soundness Conditions
The consolidated balance sheet of the banking industry
expanded by 9.8 percent over the six months to March
2012. This was lower than the 16.7 percent growth
recorded over the six months to September 2011. The
small growth in the banking industry’s asset size can be
explained by the relatively smaller growth in the deposit
base, being the major source of funding. The consolidated
deposit base and capital account grew by 10.2 percent
and 17.7 percent respectively. All banks’ loan books are
estimated to have grown by over 9.2 percent over the last
6 months. While this is a positive development for the
economy, the increased lending has also led to an
increase in credit risk for commercial banks (the risk that
arises from counter party defaults on agreements).
An analysis of the sectoral distribution of credit by
registered banks in Malawi revealed that as at March
2012, a major portion of the banking sector’s credit was
extended to private corporations (46.6 percent) and to
individuals and households (18.5 percent). Compared with
the year before, concentration of banks’ exposures to the
various sectors remained largely unchanged.

Source: Reserve Bank of Malawi
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Chart 2.2 Banking Industry Asset
Structure

Source: Reserve Bank of Malawi

Chart 2.3 Banking Industry
Capital Adequacy

Source: Reserve Bank of Malawi

Chart 2.4 Banking Industry
Credit Conditions

2.1.2.1 Capital Adequacy
Banks in Malawi are required to maintain a minimum core
capital ratio4 of 6.0 percent and minimum total capital
ratio of 10.0 percent. In the six months to March 2012,
the core capital of the banking sector at 19.7 percent
increased by 3.6 percentage points. The increase can be
attributed to 26.9 percent growth in core capital against
3.6 percent growth in risk weighted adjusted assets over
the same period. The banks’ capital positions imply that
the banking sector has sufficient cushion to cover losses
that may arise in the normal course of business to avoid
insolvency.
2.1.2.2 Earnings
The capital position of the banks is constantly enhanced
by the profitability of the sector. On account of a stable
interest rates environment, the profitability of the
banking industry improved thereby building up capital in
the process.
These developments are reflected in the increase in the
return on equity (ROE) ratio to 34.7 percent in March 2012
from 28.3 percent in September 2011. ROE ratio reflects
the banking institutions’ efficiency in using capital and,
over time, it provides information on the sustainability of
deposit-takers’ capital positions. Similarly, return on
assets (ROA), which is a measure of deposit-takers’
efficiency in using assets of the banking institutions,
increased to 5.0 percent in March 2012 from 3.9 percent
in September 2011.
2.1.2.3 Liquidity
Liquidity is critical to the survival of the banking sector as
banks need to settle any claims that depositors and other
creditors make on their investments. The Reserve Bank of
Malawi’s Policy Statement on Prudential Aspects of Bank’s
Liquidity requires banks to maintain a minimum liquidity
ratio of 30.0 percent. This ratio presents liquid assets as a
proportion of deposits and short term liabilities5. The
liquidity of the banking industry was at 42.8 percent,
which was above the regulatory requirement.
2.1.3 Banking Sector Risks and Remedial Measures
A large concentration of credit in a specific economic
sector or activity could increase the vulnerability of the
banking sector to adverse developments in that sector or
activity. Many financial crises in the past were partly

4

Source: Reserve Bank of Malawi

Core capital ratio is a measure of the equity readily available for the absorption of losses
as a percentage of risk based assets.
5
Liquid assets as a percentage of total assets referred to as the liquid-asset ratio), is an
asset-based financial soundness indicator that reflects the liquidity available to meet
expected and unexpected demands for cash.
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Chart 2.5 Banking Industry
Profitability

Source: Reserve Bank of Malawi

Chart 2.6 Banking Industry
Liquidity

caused or amplified by downturns in particular sectors of
the economy spilling over into the financial system.
Evidently, loan concentrations in the corporations, and
individual and household sectors, merit close monitoring.
Authorities need to monitor the disproportionately huge
dependence of the commercial and industrial sector on
commercial banks’ credit with the surveillance focusing
on repayment capabilities. Higher repayment burdens
increase the vulnerability of the private sector to adverse
economic shocks.
Another risk relates to availability of foreign exchange.
The prevailing global liquidity constraints could curtail
credit lines by correspondent banks leading to reduction
in letters of credit and foreign exchange business in
general. Consequently, the profitability of banks would be
negatively affected. Similarly, low foreign exchange
reserves for Malawi could effectively deny commercial
banks an important source of funding, thereby affecting
their profitability. Unavailability of foreign exchange can
also be attributed to poor performance of tobacco sales at
the auction floors. As at 31st March 2012 a total amount of
1,174,800.00 Kg (US$1,204,700.00) of tobacco was sold at
the auction floors compared to a total amount of
4,908,000.00 (US$3,716,200.00) sold as at 31st March
2011. To counter this challenge, the Malawi Government
has established the Export Development Fund (EDF) which
is geared towards raising foreign exchange for the country
through the financing of non-traditional exports.

Source: Reserve Bank of Malawi
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BOX 2.2: REGULATIONS PERTAINING TO THE BANKING SECTOR
Recently, two bills were enacted into law, namely the Banking Bill and the Financial Services Bill
(FSB). Whereas the Financial Services Act 2010 is an umbrella Law for the whole financial sector,
the Banking Act 2010 has the following implications on the banking sector:


Enhancement of “Fit and Proper” requirements;
The Act extends “fit and proper” requirements beyond the board and executive
management to include shareholders who are the ultimate drivers of banking entities. In
addition, the Act also requires that “fit and proper” requirements should apply
continuously when an individual is in office to ensure proper conduct of office bearers.
This is unlike in the previous Act where such requirements were only applied when the
individual is being appointed into office.



Enforcement and Corrective Action;
The previous Act did not adequately provide for enforcement and corrective action when a
bank violated provisions of the Act. The current Act seeks to enhance corrective action so
as to encourage compliance among players in the market by imposing both administrative
and monetary penalties to a non compliant player.



Problem Bank Resolution and Statutory Management;
The current Act addresses problem bank resolution and statutory management. Statutory
management involves assessing a bank that is experiencing problems to establish whether
it can be salvaged and restored to normal operations before any receivership and
liquidation considerations can be made. The inclusion of the statutory management
requirement will ensure that banks that can be restored to normality at a reasonable cost
are not placed under receivership.



Additional Duties of External Auditors;
The Act provides the Registrar with regulatory powers to require external auditors to
present their findings, especially adequacy of provisions for bad debts, prior to publishing
the annual accounts. The incorporation of this requirement is important as it will enable
the Registrar to review and assess the adequacy of the provisions for bad debts before the
accounts are published with the objective of preventing overstatement of the financial
condition of a banking entity.



Submission of Periodical Returns;
An essential element of banking supervision is the ability of the Supervisor to supervise the
banking group on a consolidated basis, adequately monitor and apply prudential norms to
all aspects of the business conducted by the group. This requires that the Registrar
monitors the performance of bank’s subsidiary, affiliate, associate or holding company.
Unlike the previous Act, the current Act gives power to the Registrar to call for periodic
returns of bank’s groups companies. This is in line with Basle Core Principles for Effective
Banking Supervision.



Transfer of Responsibilities;
Under the previous Act, decision-making in terms of operational activities of the Registrar
such as endorsing new licences, replacement of the same due to change of name, loss or
change of trading premises had been referred to the Minister of Finance. The current Act
has transferred such operational responsibility to the Registrar, thus allowing the Minister
to concentrate on determining the sectoral policy.
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BOX 2.3: BASEL II AND FINANCIAL STABILITY
The Reserve Bank of Malawi took a policy position in 2005 to adopt Basel II in its supervisory
work. Currently, Malawi is under Basel 1 and preparations are under way to adopt Basel II
by 2014. It is believed that adoption of Basel II will promote financial stability since under
Basel II regulation of bank capital plays a key role in banks’ soundness, risk-taking
incentives and corporate governance. This is because poorly capitalized banks are likely to
spur systemic risk and hence threaten financial stability.

What is Basel II?
Basel II is a revision to the 1988 Basel Capital Accord (commonly known as Basel 1)
produced by the Bank for International Settlements (BIS) headquartered in Basel,
Switzerland. Basel 1 was intended to provide a framework within which internationally
active banks mainly in G10 countries could compete on a level playing field with regards to
regulation. However, due to regulatory arbitrage the Basel Committee on Banking
Supervision (BCBS) proposed a revised capital framework in 1999 which was approved in
June 2004. The new framework aims to reduce the scope of regulatory arbitrage by
improving the measurement of risk and better aligning risk weights with the underlying
risks. Whereas the structure of Basel 1 was premised on one pillar (i.e. minimum capital
requirements), Basel II is premised on three pillars as follows;
“Pillar 1” of the new capital framework revises the 1988 Accord’s guidelines by aligning
the minimum capital requirements more closely to each bank’s actual risk of economic
loss.
“Pillar 2” of the new capital framework recognises the necessity of conducting effective
supervisory review of banks’ internal assessments of their overall risks to ensure that bank
management is exercising sound judgement and has set aside adequate capital for these
risks.
“Pillar 3” leverages the ability of market discipline to motivate prudent management by
enhancing the degree of transparency in banks’ public reporting. It sets out the public
disclosures that banks must make that lend greater insight into the adequacy of their
capitalisation.
The New Basel Capital Accord envisages a greater role for supervisory judgment in
determining capital adequacy and increased use of rules of disclosure to impose market
discipline on bank behaviour; thereby addressing many standard criticisms of the original
1988 Accord. Further, it is argued that the New Basel Capital Accord has the potential of
significantly improving risk management practices in banking systems around the world,
and that it would eventually increase the efficiency of the financial system.
The overarching goal for the Basel II Framework is to promote the adequate capitalization
of banks and to encourage improvements in risk management, thereby strengthening the
stability of the financial system. This goal will be accomplished through the introduction of
the “three pillars” that reinforce each other and that create incentives for banks to
enhance the quality of their control processes.
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BOX 2.4: RISK BASED SUPERVISION – MALAWI’S EXPERIENCE AND STAGE OF IMPLEMENTATION
The Reserve Bank of Malawi (RBM) formally adopted a risk based approach to supervision (RBS) of
banks in 2009 with technical assistance from the IMF East Afritac. This was a departure from the
traditional CAMEL approach. The CAMEL approach was first adopted in 1979 in the United States of
America and ever since, Central banks world-wide have employed this approach to assess the
financial soundness of banks. The approach involves analysis of capital adequacy, asset composition
and quality, management, earnings and liquidity.
The two approaches are different as illustrated in the following table:
CAMELs Approach

Risk-Based Approach

1. Transaction based

Process or system oriented

2. Point in time assessment

Continuous assessment

3. Employs standard procedures

Employs risk driven procedures

4. Focuses on historical
performance

Forward looking and futuristic perspective

5. Focuses on historical risk
quantification and future avoidance

Focuses on risk management

The major focus of RBS approach has been on all the risks assumed by banks in the course of their
business such as credit risk, operational risk, liquidity risk, market risk and legal and reputational
risk.
After implementing the RBS for 2 years, the RBM had an independent assessment from the IMF East
Afritac (in January 2012) to review the implementation of its RBS framework.
The review mission found that RBM had made progress in moving from compliance based supervision
to RBS and that a number of RBS tools and practices were in place. However, the mission identified
concerns about the use and maintenance of some RBS tools such as institutional profiles, risk
matrices and scope memoranda. It also noted in some instances the need to strengthen the quality
of financial analysis in quarterly offsite reports.
To address these shortfalls, the IMF East Afritac conducted a training program from May 28 to
June1, 2012.
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2.2

BANK LENDING SURVEY

2.2.1 Objectives of the Survey
The lending survey is undertaken by the Research
Department of the Reserve Bank of Malawi bi-annually, in
April and October. The main objectives of the survey are
to:
 Supplement statistics on credit market conditions
derived regularly from the monthly balance sheets of
the commercial banks in order to broaden the
assessment of monetary and economic developments
as an input into monetary policy decisions.


Enhance RBM’s assessment of the usage of private
sector credit in order to ascertain whether the bulk
of the credit is being channelled to productive
avenues i.e. consumption or production.



Facilitate the preparation of economic forecasts as
information regarding expected changes in credit
conditions could enhance the precision of economic
projections.



Bolster the assessment of systemic risks through
acquisition of information regarding the commercial
banks’ pricing of risk.

2.2.2 Response Rate
Questionnaires were sent to twelve commercial banks and
ten of the commercial banks responded, yielding an
overall response rate of 83 percent. The systemic
importance of every institution notwithstanding the Banks
that did not respond accounted for 3.9 percent of the
total assets of the banking sector in March 2012.
2.2.3 Credit Developments October 2011 – March 2012
During the survey period, gross extensions of credit
amounted to K12.8 billion against recoveries of K0.9
billion yielding a net extension of K11.9 billion. This was
slightly lower compared to the K13.1 billion extended
between March and September 2011. Overall, 8 out of the
10 banks recorded net extensions whilst net recoveries
were registered at only 2 of the banks. In terms of
sectoral allocation, the commercial and industrial sector
accessed 46.0 percent of the resources whilst the
individuals and households benefited about 18.5 percent
of the commercial banks resources. Mortgage loans
accounted for about 12 percent of the credit, typifying
growth despite challenging economic circumstances.
Notably the participating banks accounted for 89.6
percent of the resources availed during the survey period.
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Table 2.1: Growth By Sector

GDP GROWTH BY SECTOR
2008 2009 2010 2011 2012
Agriculture, forestry and fishing

4.2

13.1

2.0

6.4

4.1

Mining and quarrying

35.8

4.9

80.2

(4.5) 13.9

Manufacturing

19.5

4.8

2.2

1.7

2.0

Electricity, gas & water supply

5.0

6.6

4.0

4.4

2.0

Construction

2.7

7.4

16.1

(2.4)

4.2

Wholesale and retail trade

19.2

6.6

8.0

3.5

5.0

Transportation and storage

16.3

8.9

4.2

2.7

4.2

Accommodation and food services

7.6

13.2

8.4

0.4

6.0

Information and communication

58.1

10.5

10.0

6.5

7.5

Financial and insurance activities

(14.7)

7.8

10.6

10.0

8.7

Real estate activities

19.7

12.1

11.0

2.6

2.6

Public administration and defense

7.4

4.9

5.8

-1.8

1.1

GDP at constant market prices

8.3

8.9

6.7

4.3

4.3

Source: Ministry of Economic Planning and Development

Chart 2.7 Changes in Factors
Contributing to Credit Standards
as applied to Approval of Loans or
Credit to Enterprises
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The positive value refers to credit
standards easing or that the factor has
impacted the easing of credit standards
while the negative balance refers to
credit standards tightening or that the
factor has affected the tightening of
credit standards

2.2.4 Developments in Credit Standards
According to the April 2012 bank lending survey, net
tightening of credit standards was upheld as bank experts
reported a broadly neutral stance. This development was
along the lines of expectations reported in the September
2011 bank lending survey. The tightening of standards was
applied to both households and corporations. In net
terms, the tight credit standards were sustained for Small
and Medium Enterprises (SMEs) with a further grip
reported at 50 percent of the Banks. Aversion towards
long-term loans was also noticeable whilst standards
remained the same for short-term loans. With respect to
households, tightening of standards surged at 70 percent
of the banks especially on consumer credit and other
lending.
Participating banks reiterated that the surge in the net
tightening of credit standards was attributed to the
adverse combination of a weakening economic and
industry outlook. Evidently, after averaging over 7.5
percent a year during 2007-10, real GDP slowed down to
4.3 percent in 2011. The worsening economic activity
outlook was on account of the effects of the foreign
exchange shortages which impacted the manufacturing,
transportation, construction and wholesale and retail
sectors as tabulated in table 2.1:
The weaker expectations concerning economic outlook
contributed to the banks maintaining the tightening of
standards. Subsequent risk assessments on collateral
demanded also led to further tightening as reported at 80
percent of the banks, up from 63.4 percent in the
preceding survey. Aligned with the deteriorating
sentiments, perception regarding the creditworthiness of
consumers worsened at 70 percent of the participating
banks, up from 63.4 percent in the December 2011
survey. Concurrently, the economic environment had a
bearing on cost of funds and balance sheet constraints as
manifested in capital position considerations at 60
percent of the institutions. Further, the contribution in
relation to liquidity conditions as well as investment in
securities also contributed to the tightening of standards
shored up largely by structural balances held in
anticipation of foreign exchange availability and the
search for a yield, respectively.
In contrast, counterbalancing factors like pressure from
competition, which generally works in the direction of
easing of credit standards, was reported to have
contributed to some ease at 40 percent of the banks, a
departure from the previous round when they remained
broadly neutral.
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Chart 2.8 Factors Affecting Demand
For Loans by Corporations
Apr-11 Dec-11 Apr-12
120
100

80
60
40
20
0
-20
-40
-60
Fixed investments Inventories & Mergers & Use of alternative
working Capital Acquisition
finance

The positive balance shows an increase
of the demand or that the factor
has contributed to increased demand,
while the negative balance reveals a
fall in demand or that the factor
has contributed to decreased
credit demand.

2.2.5 Developments in Demand For Loans
In terms of demand, Malawian banks reported a high
increase in net demand for loans at 70 percent in April
2012, albeit slightly lower than the 81.8 percent of
December 2011. Demand by large firms surged to 70
percent in April 2012 from 63.8 percent in December 2011
whilst SMEs demand stagnated at about 80 percent. There
was a marked shift away from long-term loans into shortterm as concerns regarding the trajectory of inflation and
servicing costs came to the fore. Reflective of this
development, demand for short term loans soared at 80
percent of the banks.
The worsening economic environment led to increased
recourse to commercial banks’ resources principally
driven by inventories and working capital needs whose
contribution remained high at 80 percent of the banks.
Financing needs for fixed investments were less
pronounced (30 percent in April 2012 and lower than 45
percent in December 2011) whilst mergers and
acquisitions remained non-aligned to demand.
In terms of households, demand for loans for consumption
increased as well as for consumer credit whilst demand
for mortgage loans actually declined. It is noteworthy,
however, that over recent quarters, both realised and
expected figures on the demand for mortgage loans have
been particularly volatile from one quarter to the next,
possibly pointing to a large degree of uncertainty with
respect to this category of loans.
2.2.6 Prospects for April 2012 – September 2012
The expectations regarding loan demand were
dichotomised into a no policy change scenario as well as a
possible devaluation of the kwacha. In the event that
policies did not change significantly, banks anticipate that
demand will increase somewhat on the strength of the
relevant survey period which is normally earmarked for
marketing of agricultural produce but moderated by fuel
and foreign exchange shortages. But with the new
Government, most experts were optimistic that credit
conditions will normalise. The net percentage of banks
assessing a drastic increase in credit demand stood at 90
percent and the assessment was premised on improved
economic sentiment, relations with donors and prices
fetched at the tobacco auction which were deemed in
turn to propel activity hence higher demand for banks’
financing at both households and corporations.
The banks’ experts assess that credit standards applied on
loans to households and corporations shall remain
basically unchanged in the six months to September 2012
based on the fact that in the short-term, benefits of any
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foreseeable adjustment should be transmitted into the

system with a lag. In the meantime, banks shall be
making assessment regarding credit and liquidity risks and
further loosen standards in the medium term.

2.3 STRESS TESTING
Stress testing represents a risk management tool used to
evaluate the potential impact on a banking institution (or
a group of entities) of a specific event and/or movement
in a set of financial variables. Stress testing generally is
used as a generic term for the assessment of the
vulnerability of individual banking institutions or the
banking/financial system to shocks. At its most basic
level, stress testing involves the application of “what if”
scenarios. The difficult identification of low frequency but
high severity events is of particular interest in this
context. It focuses on capturing the impact of
“exceptional, but still plausible, events” and the
understanding of the overall risk profile of the bank in a
coherent and consistent framework. Stress testing can
also involve more sophisticated techniques that provide
information on the major vulnerabilities of a country's
financial system. In this case, the techniques are usually
referred to as macro, or aggregate, stress tests. This
approach can use a bottom-up or a top-down approach or
the combination of both.
The two key words used to define a stress event are
'exceptional' and 'plausible'. Although stress events should
be low-probability events, they should not be so farfetched as to stretch the limits of plausibility. This is
because lack of plausibility can limit the importance given
to the results of stress tests, i.e. the event might be
deemed so unrealistic that nobody believes it will ever
happen and hence no importance will be assigned to the
stress tests. Stress testing involves testing beyond normal
operational capacity, often to a breaking point, in order
to observe the results.
Stress testing permits a forward-looking analysis and a
uniform approach to identifying potential risks generated
by exceptional but plausible shocks to individual
institutions and/or the financial system as a whole. It also
examines potential vulnerabilities faced by institutions
that may not be revealed by quantitative risk
management models. Stress testing supplements the
output of quantitative risk management models such as
Value at Risk (VAR), and have the advantage over VAR of
explicitly linking potential large losses with specific
events. Stress testing also enables management to better
understand the nature of risks embedded in business lines
and may also help to initiate dialogue in order to quantify
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the effects of exceptional events on various risk types in
isolation and on combinations of risks. Finally, stress tests
can assist banks in conducting appropriate contingency
planning for periods of stress and contribute to the
process of allocating capital within the banking
institution.
The Reserve Bank of Malawi is currently conducting stress
tests for banking institutions on a biannual basis. Data for
11 banking institutions as at end December 2011 was
shocked. Emphasis was put on trying to establish relevant
links between the macro shocks and the variables in the
stress testing spread sheet. In addition to shocks affecting
single risk types (e.g. credit risk and foreign exchange
risk), shocks were combined in order to look at the
combined effects on the banks’ financial positions, mainly
their Tier 1 ratios. Both the results for individual banks
and the whole banking sector were analyzed and are
discussed below.
A range of macro shocks and combination of shocks were
used. The results indicated that, in general, the single
biggest risk of most of the banks stems from
concentration risk related to large borrowers. Shock to
the agricultural sector is also likely to affect the banks’
credit risk to a considerable extent. This shock might also
affect the banks’ income, in particular income from
foreign exchange trading. The agricultural shock assumed
in this exercise, showed that three banks would have a
negative Tier 1 ratio while four other banks would have
Tier 1 ratios around or below the minimum regulatory
ratio of 6 percent set by RBM.
The effect of shocks to the banks’ net interest income and
income from foreign exchange trading activities on their
return on assets (ROA) were also analyzed and discussed.
The results indicated that the shocks have a large effect
on most of the banks’ ROA. Four banks would have a
negative ROA owing to their high dependence on income
from foreign exchange trading.
The results further indicated that some banks are
considerably more exposed to liquidity risk than others.
For example, if there was a sudden withdrawal of 20
percent of the banks’ domestic demand deposits and a 5
percent withdrawal of their foreign currency demand
deposits, two banks would be illiquid already after two
days1.
More detailed results of the stress tests are provided
below. However, the exact identities of the banking
institutions have been intentionally ommitted. For
discussion of weaknesses/limitations of the model and
1

This result may have been influenced by the starting date, the last
banking day of the year.
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Chart 2.9 Largest Exposure
Concentration Risk

data used in the stress tests please refer to Boxes 2.5 and
2.6.
2.3.1 Large Exposure Concentration Risk
Risk concentration towards large loan exposures is
probably the single largest risk exposure of the banks of
Malawi. As per chart 2.9, there is a considerable decrease
in the Tier 1 ratio even if only the largest exposure in
each bank becomes NPL and the loan loss provision is 50
percent. The results highlight the considerably large
exposure concentration risk the banks are subject to.

Source: Reserve Bank of Malawi

Chart 2.10 Number of Banks
After Liquid Shocks

The following assumptions were made:
i. The 1st largest borrower fails.
ii. The 1st and 2nd largest borrowers fail.
iii. The 1st, 2nd and 3rd largest borrowers fail.
iv. The 1st, 2nd, 3rd and 4th largest borrowers fail.
v. The 1st, 2nd, 3rd, 4th and 5th largest borrowers fail.
vi. The 1st, 2nd, 3rd, 4th, 5th and 6th largest borrowers
fail.
vii. The 1st, 2nd, 3rd, 4th, 5th, 6th and 7th largest
borrowers fail.
viii. All the eight largest borrowers fail.
2.3.2 Liquidity Risk
As per chart 2.10, the results show that two banks will be
illiquid, i.e. the net cash outflow from the assumptions is
larger than the cash available from the assumptions,
already after day 2. After day 3, another two banks will
be illiquid. By the end of day 5, only five banks remain
liquid.

Source: Reserve Bank of Malawi

Chart 2.11 Direct and Indirect
Effect of 50 Percent Depreciation

The following assumptions were made:
i. A withdrawal of 20.0 percent of both domestic
demand and time deposits each day for five days
ii. That only 5.0 percent of the foreign currency
deposits are withdrawn as a result of the shock.
iii. 90.0 percent of the liquid assets and 1.0 percent
of the non-liquid assets were assumed to be
available each day.
iv. That the banks do not use the “discount window”
or other funding alternatives to compensate for
the lost deposits.
2.3.3 Foreign Exchange Risk
A bank might be exposed to both direct and indirect
foreign exchange risk. The direct risk reflects the net

Source: Reserve Bank of Malawi
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Chart 2.12 Tier 1 Ratio After
Increase In Interest Rate

Source: Reserve Bank of Malawi

Chart 2.13 Tier Ratio After
Equity Shock

open exposure of all foreign currency positions, while the
indirect risk reflects the risk a bank faces from loan
customers who have borrowed in a foreign currency. Chart
2.11 below shows the direct and indirect effects of the
shock on all banks. As seen, banks in total will actually
benefit slightly even if the NPL on foreign exchange loans
is 30 percent and the loan loss provision is 50 percent.
The following assumptions were made:
i. Banks are exposed to both direct and indirect
foreign exchange rate risk.
ii. The direct risk reflects the net open exposure of
all foreign currency positions, while the indirect
risk reflects the risk a bank faces from loan
customers who have borrowed in a foreign
currency.
iii. A 50.0 percent depreciation of the MK.
iv. That 30.0 percent of the banks’ foreign exchange
loans become NPLs and that the loan loss provision
on these loans is 50.0 percent.
2.3.4 Interest Rate Risk
The results indicate that only four banks will experience a
drop in tier 1 ratio as a direct result of an increase in
interest rates of 4.0 percentage points. Nevertheless, the
drop is only marginal. The results for all banks are shown
in chart 2.12 below.

Source: Reserve Bank of Malawi

Chart 2.14 Effects of Income
Shocks on Tier 1 Ratio

The following assumptions were made:
i. An increase in the RBM interest rate of 4
percentage points.
ii. That there is a parallel increase in the interest
rates of banks, i.e. a given increase is identical for
all interest bearing assets and liabilities.
2.3.5 Equity Risk
The banks’ holdings of shares listed on the MSE and other
non-listed securities are rather small. On average they
constitute only 1.7 percent of the banks’ total assets. For
only two banks, the holding of local stocks is larger than 2
percent (8.5 and 2.1 percent, respectively). This implies
that even large shocks to the value of locally held stock
will not affect the banks’ Tier 1 ratio to a critical extent,
although the banks’ profits will deteriorate to some
extent. Only one bank will experience a substantial drop
of its tier 1 ratio as a result of this shock i.e. from 17.1
percent to 11.0 percent. Chart 2.13 shows the effect of a
50.0 percent decline in the value of locally held stocks.
The assumption of a reduction of 50.0 percent in the
value of domestic stocks is employed.

Source: Reserve Bank of Malawi
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Chart 2.15 Effects of Income
Shocks on ROA

Source: Reserve Bank of Malawi

2.3.6 Shock to Net Interest Income
The banks’ net interest income would be reduced by a fall
in the interest margin and/or a reduction in lending
volume. The interest margin could be affected by
increased competition between the banks, for example as
a result of foreign banks entering the market or the
domestic banks stepping up their fight for market shares.
The interest margin could also be affected by a general
decrease in the interest rates, for example if the deposit
rates decrease less than the lending rates.
The results indicate that the tier 1 ratio of all banks
individually will not be considerably affected by a 10
percent decrease in net interest income. Two most
affected banks will have their tier 1 ratios drop from 31.3
percent and 17.6 percent to 25.6 percent and 12.3
percent, respectively. The effects of the shock to net
interest income on all banks are shown in chart 2.13
below.
Assumes decrease in the banks’ the return on assets (ROA)
as a result of decrease in net interest income of 10
percent.

Chart 2.16 Tier 1 Ratio After
Combination of Shocks

2.3.7 Shock to Net Foreign Exchange Income
Chart 2.14 below shows the effects on the banks’ ROA of
decreases in net foreign exchange income of 50.0
percent. All other things being equal, all banks will still
have a positive ROA if their net foreign exchange income
decreases by up to 50.0 percent; whilst the ROA of four
banks will become negative. The results show that the
banks’ vulnerability to decreases in net foreign exchange
income varies considerably. Four banks will retain a
relatively healthy level of ROA even if their net foreign
exchange income decreases by 50.0 percent.
2.3.8 Combination of Agricultural Shock and Other Shocks
In the stress tests above, it is assumed that the effects of
the shocks are deducted directly from the Tier 1 capital,
keeping all other factors constant. This is a “static”
approach, in which it is assumed that the banks do not
carry on with their activities during the stress testing
period.

Source: Reserve Bank of Malawi

The effect of combined shocks is that three banks are
particularly hard hit with their tier 1 ratios turning
negative. Three banks also have their tier 1 ratios below
the regulatory minimum. Interestingly, two banks record
an increase in their tier 1 ratios.
The effects of the combined shocks on all banks are
shown in Chart 2.15 below.
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Box 2.5: ASSUMPTIONS (MACRO SHOCKS AND CREDIT RISK)
Agricultural shock
The following assumptions were made:
- As a result of a serious drought, the agricultural output decreases by 50.0 percent
compared to last year’s output.
- This is assumed to affect all producers of agricultural products (both individuals
and companies) to some extent. Some are likely to be seriously affected, as a
large part of their income will disappear while the production cost may remain at
almost the same levels. Hence, it is not unreasonable to assume that a relatively
large part of the loans to companies and individuals directly engaged in
agriculture will become NPL.
- The recorded overall high of NPL of 21 percent in 2002 was to a large extent a
result of a serious drought. Although a sector break-down of the NPL data was not
available at that time, it is not unreasonable to assume that the NPL of the
agricultural sector was well above 21 percent as this was the sector most severely
affected.
- Sectors more or less indirectly involved in agriculture are also likely to be
affected, in particular trade, which to a large extent depends on agricultural
products. Manufacturing is also likely to be relatively seriously affected both as a
result of a loss of agricultural input and/or higher prices of agricultural raw
materials as demand might outstrip supply.
- The indirect effect of lower foreign exchange earnings as a result of the decrease
in agricultural products may also spill over to other sectors including
manufacturing.
The following
o
o
o
o
o
o
o

-

new levels of NPL were discussed and agreed upon:
Agriculture: 50.0 percent, up from existing level of 0.9 percent
Trade: 50.0 percent, up from existing level of 7.6 percent
Other: 30.0 percent, up from existing level of 10.2 percent
Manufacturing: 30.0 percent, up from existing level of 0.4 percent
Construction: 30.0 percent, up from existing level of 10.4 percent
Tourism: 28.0 percent, up from existing level of 23.7 percent
Non-bank financial institutions: 2.0 percent, up from existing level of 0.1
percent

That loan loss provisions would increase to 50.0 percent, up from the existing
total average of 5.0 percent. This reflects among other things that the value of
the banks’ collateral is likely to decrease in a crisis situation. It may also take
longer for the banks to realize the collateral, and hence may lead to higher
operating costs.
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Box 2.6: MODEL ISSUES
For the purpose of this stress testing project it was decided to use the stress testing model
developed by Mr. Martin Cihàk of the IMF as a starting point. The model has been modified
and adapted at various stages in order to incorporate the particular aspects of the
economy and banks of Malawi. The modified version includes a function for stress testing
equity risk and shocks to the banks’ net income from foreign exchange trading. A function
for combining shocks to the banks’ net interest income and/or net foreign exchange
income with other shocks is also included in the modified version. In its present form, the
stress testing spreadsheet only allows analysis of the effect of the various stress testing
scenarios on one measure of capital adequacy. For the purpose of this project, the Tier 1
capital ratio is chosen. However, other types of capital adequacy may be selected, e.g.
Tier 1 and 2 ratio, Total equity/Risk weighted assets or Total equity / Total assets.
Furthermore, it is also worth mentioning that stress testing results based on the current
spreadsheet might miss the next shock or crisis situation as it is based on the last
(relevant) available historical data, and hence may not capture changes in the future risks
should the banks change behavior and strategy. For example, if the banks enter into new
activities or start selling new financial products, this will not be captured by stress tests
based on historical data. Finally, many types of stress tests, including the ones conducted
using the current spreadsheet, do not take account of any second round or feed-back
effects in the banking sector. For example, in real life it is reasonable to assume that
banks will change their behavior in a shock or crisis situation (reduce lending, inject new
capital, sell off assets, etc).
Lack of relevant historical data and a more sophisticated model framework meant that this
process to a large extent is relying on subjective and qualitative judgments. In order to
compensate for this, a range of alternative scenarios were conducted for each risk type
and combinations of risks and macro shocks. An advantage of using a subjective and
qualitative approach is that one then may be more able to capture “new” shocks and the
effects of these shocks. Even advanced stress testing models may not be able to capture
such shocks because they are usually estimated on historical data.
It would also be useful to make a more detailed sector division of the loan exposures. For
example, in the category “Other”, both loans to individuals, mining and transport
companies are included. These two categories would have to be separated from the
category “Other”.
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Box 2.7: DATA ISSUES
Some data gaps and mismatches were discovered, particularly related to the banks’
sector exposures. Nevertheless, the data work and controls indicate that in general the
quality of the data is acceptable for the purpose of this stress testing exercise. However,
this does not necessarily imply that all the individual data items are of good or
acceptable quality. It is difficult to evaluate the true quality of the data items without a
thorough on-site inspection, and even then it is difficult. This particularly relates to the
non-performing loans and loan-loss provisions, which are of crucial importance in stress
testing. There is a considerable element of subjective evaluation of future events related
to these items, and the “correct” answer is only known in retrospect, if at all.
The quality of the sector loan exposures can be questioned. One reason is that some
sectors might be overrepresented and some underrepresented by the fact that a loan
customer normally only has one sector code. For example, a customer might be involved
in agriculture, manufacturing and trade. But because it is difficult or impossible for the
bank to make a distinction between the various activities, it has to choose one sector
code. This problem is difficult to avoid, although it might be worthwhile to make an
effort to differentiate between the various sector activities of the largest loan customers,
for which this problem is usually most serious.
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2.4 THE INSURANCE SECTOR
Main Message
The life insurance sector remains
stable despite the two smaller life
insurers
struggling
to
meet
minimum
regulatory
capital
requirements. Premium growth has
declined over the period October
2011 to March 2012; however the
performance of the sector remains
satisfactory. The market remains
highly concentrated, with the two
biggest life insurers accounting for
over 95 percent of both assets and
premiums of the market. The main
risks remain asset concentration in
the stock market and reinsurance
risks.

Chart 2.17 Insurance Capital

Source: Reserve Bank of Malawi

Chart 2.18 Insurance Asset Mix

Source: Reserve Bank of Malawi

Malawi’s insurance industry is divided into the life
assurance sector, comprising four life assurance
companies, and the non-life or general insurance sector,
comprising eight insurers. The major difference between
the two sectors is the term or duration of the products
offered in the two sectors, with life assurance involving
mostly long term products, while non-life insurance
involves mainly short term products. The trend in
financial stability analysis has always been to focus on the
life assurance companies, as they accumulate more assets
such that financial distress of these companies could have
adverse effects on the financial system. The life insurance
sector is dominated by two big companies with combined
market share of 95 percent.
2.4.1 Assessment of Financial Soundness Conditions
Capital Adequacy
The two dominant insurers complied with the minimum
capital of K75.0 million during the period under review.
However, the smaller companies failed to meet the
minimum capital requirement and were placed under
supervisory action to inject additional capital.
Asset mix
The asset mix of the life assurance industry shows the
concentration levels of the industry’s investment assets.
Just over half of the assets held by the life insurance
companies are in equity, followed by fixed deposits and
government securities in descending order (refer to chart
2.18). The major concern still remains the concentration
of assets in the stock market. Over the period October
2011 to March 2012, there has been a slight shift out of
the stock market as shown by a decrease to 51.1 percent,
with most of the investments shifting to Government
securities. It should be highlighted that currently there
are limited investment channels in Malawi and as such the
asset mix is not expected to significantly change in the
short term.
Liquidity
The liability to asset ratio is an indicator of the liquidity
of the industry. A ratio lower than 100 percent, indicates
that there are sufficient assets to cover the liabilities of
the industry. The ratio, which deteriorated between
March 2010 and September 2011 has improved to 77.3
percent over the period October 2011 to March 2012. The
decreasing trend as indicated in chart 2.19 illustrates the
liquidity improvement during the current period.
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Chart 2.19 Insurance Asset Mix

Source: Reserve Bank of Malawi

Chart 2.20 Premium Growth

Source: Reserve Bank of Malawi

Premium growth
The life insurance industry registered a slight
deterioration in gross premium over the period
October2011 to March 2012 with growth slowing down by
37.1 percent from the previous corresponding period of
October 2010 to March 2011; however this is an
improvement over the preceding 6 months period of April
2011 to September 2011. It can however be deduced from
chart 2.20 that premiums are cyclical in nature, with the
bulk of premiums registered in the period from October to
March, while less premium is collected during the April to
September period.
2.4.2 Insurance Sector Risks and Remedial Measures
The major risks in the insurance sector include
reinsurance risk (resulting from non-payment of
reinsurance premiums to foreign reinsurers due scarcity of
foreign exchange) and concentration risk (due to the huge
investment of insurance assets in equity markets).
However, reinsurance risk is gradually being mitigated by
the opening of local bank accounts by foreign reinsurers
to facilitate collection of reinsurance premium in local
currency. It is also important to note that the country’s
foreign exchange situation is improving since the last
reporting period.
On the other hand, the concentration of assets in equity
investments is expected to continue in the short to
medium term unless more investment avenues and
opportunities become available.
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Main Message
With the recovery of most
counters on the Malawi Stock
Exchange it is expected that
issuers will come forward to raise
money on the capital market. The
main challenge remains low
investor confidence due the fact
that some counters are taking
longer to recover from the slump
of 2009/2010 and the illiquid
nature of the stock market.

Chart 2.22 Malawi All Share Index
(MASI)
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Source: Reserve Bank of Malawi

Chart 2.23 Domestic Share Index (DSI)
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2.5

THE CAPITAL MARKET

2.5.1 Overview of the Malawi Stock Exchange
The Malawi Stock Exchange (MSE) was established in 1994
and has four member firms namely: Stockbrokers Malawi
Limited; FDH Stockbrokers Limited; African Alliance
Securities Limited; and CDH Stockbrokers Limited.
Currently, there are fourteen companies listed on the
exchange. The general performance of the listed shares is
measured by the Malawi All Share Index (MASI), The
Domestic Share Index (DSI) and the Foreign Share Index
(FSI). The FSI represents the performance of Old Mutual
which is also listed on the Johannesburg Stock Exchange
and the London Stock Exchange.
2.5.2 Legislation and Oversight of the Capital Market
The Reserve Bank of Malawi oversees the capital markets
in Malawi under the Financial Services Act, 2010 and the
Securities Act, 2010. The Reserve Bank issues directives to
effectively implement the Acts and supervise the Stock
Exchange, Broker/Dealers, Portfolio Managers, Collective
Investment Schemes, Investment Advisers, Transfer
Secretaries, and Securities Advisers. The directives
stipulate minimum capital, liquidity, and governance
requirements for each class of market participants. The
Reserve Bank carries out its oversight role by licensing
market participants and carrying out on-site and off-site
surveillance for all market participants.
2.5.3 Recent Trends
The year 2011 saw significant recovery in share prices on
the Malawi Stock Exchange. However, not all counters
have recovered from the poor performances experienced
in 2009 and 2010 due to the effects of the Global
Financial Crisis. The Malawi All Share Index (MASI) rose by
16.2 percent from 4876 points in March 2011 to 5667
points in March 2012. The 791 points gain was mainly due
the rise of the Foreign Share Index (FSI) by 40.5 percent
from 411 points in April 2011 to 577 points in March 2012
because Old Mutual PLC shares rose by 40.4 percent from
K327 per share in April 2011 to K459 per share in March
2012. Further, the Domestic Share Index recovery also
contributed to the rise of the MASI since it rose by 15.9
percent from 3856 points in April 2011 to 4472 points in
March 2012.
The Foreign Share Index carries a lot of weight in the
MASI since Old Mutual PLC accounts for 94 percent of the
total Malawi Stock Exchange capitalisation.

Source: Reserve Bank of Malawi
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Chart 2.24 Foreign Share Index (FSI)
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2.5.4 Risks to the Growth of the Capital Market
The two main risks facing the capital markets in Malawi is
low consumer confidence and lack of liquidity. The
depressed prices on the stock market as well as unrealised
expectation of instant gains during Initial Public Offers
(IPOs), has resulted in many investors staying away from
the stock market. Further, since the capital market is
dominated by large institutional investors who invest longterm, retail investors shy away from the stock market
fearing that they will not be able to liquidate their
investment if need arises.

Source: Reserve Bank of Malawi

Chart 2.25 Foreign Share Index (FSI)
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2.5.5 Remedial Options For the Capital Market
The consumer financial education initiatives being
implemented by the Reserve Bank of Malawi and other
stakeholders may be one of the tools that will help
demystify the stock market and give investors the tools to
make informed decisions. In addition, it is imperative to
speed up the establishment of the stabilization fund as it
will go a long way in building investors’ confidence in the
capital market. Further, the removal of the capital gains
tax on stocks should make investments on the exchange
more lucrative. On the other hand, the problem of an
illiquid market will only be solved by the increase of
investment opportunities on the market.

Source: Reserve Bank of Malawi
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BOX 2.8: POTENTIAL IMPACT OF FOREIGN EXCHANGE DEVELOPMENTS ON THE STOCK
EXCHANGE
Malawi is now operating under a more liberalised exchange rate regime and this continues
to alleviate the demand and supply imbalances in the market. As foreign exchange trading
becomes more reliable, this should in turn boost market confidence amongst foreign
investors. Adversely, the more volatile exchange rate could also deter some investors but
the net effect would likely still be positive. The expected inflow of donor funds and other
foreign exchange funds will likely not affect the stock market much. Such funds are
traditionally restricted to money market instruments.
Effect on stock values
A weaker Kwacha will make the price of shares cheaper in nominal dollar terms. But
whether or not this will lead to a sustained increase in demand depends on investors’
outlook on the economy and listed company performance. It will also depend on the
movement in the real exchange rate. Currently, the depreciation-linked effects on
inflation are still filtering through. Ultimately, the real exchange rate will very likely
depreciate and this should make Malawian stocks cheaper on the international market.
Listed company performance
Listed company performance will be mixed. But the new regime should offer most firms,
especially those in manufacturing, a more stable operating environment in as far as
international trade is concerned. In the short term-however, company performance will
most probably be more volatile. This is because the new regime will likely have a material
effect on most businesses’ operating environment and foreign currency-denominated
assets and liabilities.
Malawi kwacha liquidity
As the market clears its back log of foreign currency purchases, the Kwacha is currently in
short supply. This illiquidity could adversely affect demand for shares as money dries up.
Moreover, investors will continue flocking to higher-earning money market assets. The
effect should however be short-term.
Empirical evidence
From an academic perspective, a decrease in the real exchange rate should in the longterm spur economic growth and therefore the stock market. But studies affirming this
dynamic are mostly based on more developed stock markets that are more efficient and
closely linked to the economy (i.e. have a higher market capitalisation-to-GDP ratio).
Summary
The positive impact on the stock market arising from the recent exchange rate
developments will likely take time to materialise. In the meantime, there will be variable
and mixed effects on the market as the economy adjusts to the new regime. Nonetheless,
given the low market efficiency of Malawi’s stock market, any forecast on the long-term
effect of the new exchange rate regime must be taken with caution. There is little
empirical data and research on this topic and much will depend on market sentiment.
Malawi’s stock market remains very illiquid and prone to outlier high-value transactions.

36

Main Message
Monthly
average
throughput
increased by 16 percent from
K288.3 billion recorded in October
2011 to K333 billion in March 2012.
On the other hand, FSIs increased
by 21.7 percent from K200.7 billion
in October 2011 to K244.2 billion in
March 2012. Proportionally, the
percentage of FSIs to total
throughput increased from 70
percent in October 2011 to 73
percent
in
March
2012,
representing a 3 percentage points
improvement. This percentage is
below the set target of 75.0
percent and therefore efforts will
be made to ensure that more
transactions are processed using
FSIs than Cheques and Smartcards.
In terms of availability, MITASS
was, on average, stable during the
period under review.

3.0

FINANCIAL INFRASTRUCTURE AND REGULATION

3.1
Role of Payment Systems in Financial Stability
A national payment system is one of the principal
components of a country’s monetary and financial
system and is, therefore, crucial to a country’s
economic development, since almost all economic
transactions involve some form of payment. Payment
and settlement systems thus play a crucial role in a
market economy, and central banks always have close
interest in them as part of their responsibilities for
monetary
and
financial
stability.
Well-designed and managed payment systems help to
maintain financial stability by preventing or containing
financial crises, and help to reduce the cost and
uncertainty of settlement, which could otherwise act as
an impediment to economic activity. A robust NPS
infrastructure is thus crucial for attainment of financial
stability in an economy. The Reserve Bank therefore
oversees the safety and soundness of the national
payment system and implements risk-reduction
measures in the payment system to contain systemic
risk.
3.2

Management and Mitigation of Financial and
Operational Risks

3.2.1 Role of MITASS
MITASS is a Real Time Gross Settlement System (RTGS)
in which individual transactions are settled continuously
on an order by order basis and, once settled, the
transaction is final and irrevocable. Credit risk in
MITASS is almost non-existent. However, the system
imposes significant liquidity demand on all participants,
as the need for continuous settlement requires
sufficient funds throughout the day. Participants in the
system must make arrangements to ensure sufficient
liquidity of the system by providing enough funds in
their settlement accounts. Sources of liquidity in the
system include, balances maintained in current
accounts with the central bank, incoming fund transfers
from other banks, credit extensions from the central
bank and borrowings from other banks through the
money market.
MITASS was therefore established as one way of
implementing RBM policies aimed at ensuring the safety
and efficiency of the NPS by inter alia adopting
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Chart 3.1: Gross vs. Bulk Settlement
(K’billions)

Source: Reserve Bank of Malawi

Chart 3.2: Trend in Real Time
Transactions
(Gross as a percentage of throughput)

Source: Reserve Bank of Malawi

Chart 3.3: ECCH Volumes and Values

strategies that are meant to minimise or avoid
distortions that can affect the stability of the financial
sector.
3.2.2 Composition of MITASS Throughput
There are three types of transactions that settle in
MITASS and these are: real-time (gross) based fund
settlement instructions (FSI), Electronic Cheque
Clearing House (ECCH) batch and Smartcard Payment
Clearing House batch transactions. Funds Settlement
Instructions minimise risks such as fraud or delayed
transfer of value usually associated with transactions
settled on a deferred/bulk basis such as cheque and
Smartcard payments. A high proportion of FSIs imply a
low level of settlement risk/uncertainty. Therefore,
RBM recommends that at least 75% of total throughput
should be FSIs and the remainder should comprise of
cheques and Smartcard transactions to ensure the
objective of efficiency and safety in MITASS is achieved.

Chart 3.1 shows overall MITASS activity during the
period under review. Monthly average throughput
increased by 16% from K288.3 billion recorded in the
month of October 2011 to K333 billion in March 2012.
On the other hand, FSIs increased by 21.7 percent from
K200.7 billion in October 2011 to K244.2 billion in March
2012. Proportionally, the percentage of FSIs to total
throughput increased from 70% in October 2011 to 73.0
percent in March 2012, representing a 3 percentage
points improvement. This percentage is below the set
target of 75.0 percent and therefore effort will be
made to ensure that MITASS participants settle most of
their transactions in real time using FSIs as opposed to
Cheques and Smartcards.
Total cheque values and volumes decreased slightly
during the period under review (see chart 3.3). On
average, the values decreased from K84.8 billion in
October 2011 to K84.2 billion in March 2012,
representing a 0.8 percent decrease. Cheque volumes
also decreased by 3.8 percent from 154,263 in October
2011 to 148,400 in March 2012. This movement is
commendable if our target of increasing FSIs in
proportion to total throughput is to be achieved.

Source: Reserve Bank of Malawi
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Chart 3.4 MITASS DOWNTIMES
(October 2011-March 2012)

Source: Reserve Bank of Malawi

3.3

MITASS AND Operational Risks

3.3.1 Availability and Reliability of MITASS
One of the features of a good system is its availability
during the entire business day. MITASS downtime (i.e.
system failure or unavailability) is a key indicator of
operational risk in terms of system stability and
reliability. While the ultimate goal of central banks is
to make the RTGS system 100 percent available to
participants, MITASS availability target stands at 96
percent in view of the nature of the prevailing physical
infrastructure.
As can be depicted from chart 3.4, MITASS availability
over the period under review stood at 96 percent while
the uptime in the preceding half year was at 98
percent, reflecting a two percentage points decrease. A
further analysis reveals that MITASS was not available
for transaction processing for a total of 27 hours during
the period, up from 13 hours recorded in the preceding
period. This means that the average monthly down-time
increased from 1.85 hours to 4.5 hours in the current
period. The RBM will therefore continue to put in place
measures that will ensure that MITASS down time is
minimised.
MITASS uptime was lower than the 96 percent
availability target in the month of March 2012 only due
to technical problems experienced during the month
especially on 27th March, when the entire business day
was lost. However, system availability mostly exceeded
the stipulated target of 96 percent in the five months
from October 2011 to February 2012. Overall, the
system was stable during the period under review given
an availability average of 96 percent.
3.4

Legislation and Oversight of National Payment
Infrastructure

3.4.1 Legislation
The legal mandate for the National Payment System is
derived from the Reserve Bank of Malawi (Amendment)
Act of 2010. The draft National Payments System Bill is
expected to be passed into law in 2012. In the absence
of the National Payments System Law, participants in
MITASS are largely guided by bilateral, multilateral, as
well as service level agreements. The service level
agreements clearly outline the roles and responsibilities
of each participant in terms of management and
administration of MITASS.
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3.4.2 Oversight of National Payment System
During the period under review, RBM continued to carry
out its oversight role as stipulated in the Oversight
Policy of January 2008. On 3rd February 2012, NPS
department held a users meeting in Blantyre as part of
its oversight activities where a number of issues were
discussed including the validity and accuracy of the
data submitted by the participants to the NPS
department on monthly basis. This was done to ensure
that decisions or assessments are made based on
accurate information.
3.4.3 NPCs Contingency Committee on Financial
Infrastructure (CCFI)
The CCFI finalised incorporating comments on the draft
NPC Contingency Plan which will be submitted to the
NPC Steering Committee for possible adoption. This
document is a guide to providing a response system to a
major crisis or emergency pertaining to financial
infrastructure in Malawi.
In addition to the above, the CCFI is also exploring the
possibility of establishing a common centralised disaster
recovery site (DRS) for both MITASS and ECCH. A 4
member task-force which is to come up with
recommendations of this approach was constituted at
its meeting of 7th March 2012.
3.5 Current NPS Reform Projects
In a bid to improve the operations of the NPS and
reduce the risks inherent in the system, RBM embarked
on a project financed by the World Bank’s Financial
Sector Technical Assistance Project (FSTAP) to
implement the Automated Transfer System as well as a
National Switch that will help the country achieve
Straight through Processing (STP) and system
interoperability. During the period under review,
system specifications and a Request For Proposal (RFP)
ATS have been completed and the document had since
been sent to the World Bank for “no objection”. Once
the “no objection” is secured, the document would be
floated to the market for bidding. Compilation of
system specifications for the National Switch is also at
an advanced stage. Should the “no objection” from
World Bank be granted on time, the ATS is expected to
be in place by 31st December 2012.
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