FINANCIAL STABILITY REPORT DECEMBER 2013

Reserve Bank of Malawi

Financial Stability Report
December 2013

Table of Contents
GENERAL NOTES

IV

FOREWORD

V

1.0 MACROECONOMIC AND FINANCIAL ENVIRONMENT

1

1.1 GLOBAL DEVELOPMENTS ................................................................. 1
1.1.1

Global Financial Stability ....................................................................... 1

1.1.2

Risks to Global Financial Stability ............................................................. 2

1.1.3

Potential Financial Stability Policy Responses to Global Development ................. 3

1.2REGIONAL DEVELOPMENTS - SUB SAHARAN AFRICA (SSA) .......................... 4
1.2.1

Macroeconomic Developments .................................................................. 4

1.2.2

Financial Market Developments ................................................................ 5

1.2.3

Risks to the Macro-Financial Environment in SSA ........................................... 6

1.2.4

Policy Options For Malawi ....................................................................... 6

1.3 DOMESTIC DEVELOPMENTS .............................................................. 7
1.3.1

Macroeconomic Risks ............................................................................. 7

1.3.2

Fiscal Risks ......................................................................................... 8

1.3.3

Liquidity and Market Risks ...................................................................... 8

1.3.4

Credit Risks ........................................................................................ 8

1.3.5

Monetary Conditions ............................................................................. 9

1.3.7

Remedial Options ................................................................................. 9

2.0 FINANCIALINSTITUTIONS

11

2.1 THE BANKING SECTOR ..................................................................11
2.1.1

Growth of the Banking Sector ................................................................. 11

2.1.2

Financial Soundness Conditions ............................................................... 11

2.1.3

Assets and Deposits for Large and Other Banks ............................................ 12

2.1.4

Banking Sector Risks and Remedial Measures ............................................... 13

2.1.5

Stress Testing September 2013 ........................................................15

2.2 THE INSURANCE SECTOR ................................................................22
2.3 THE PENSION SECTOR ............................................................................. 27
2.4 THE MICROFINANCE SECTOR ...........................................................29
2.4.1

Growth of the Microfinance Industry ........................................................ 29

2.4.2

Financial Soundness Conditions ............................................................... 30

2.4.3

Regulatory Framework .......................................................................... 30

2.4.4

Risks in the Microfinance Sector .............................................................. 30

2.4.5

Remedial Measures .............................................................................. 30

2.4.6

Outlook of the Microfinance Sector .......................................................... 31

2.5. THE CAPITAL MARKET
2.5.1
2.5.2

34

Stock Market Performance ..................................................................... 34
The MASI ........................................................................................... 34

ii

2.5.3

Market Capitalisation ........................................................................... 34

2.5.4

Market Turnover ................................................................................. 34

2.5.5

Liquidity ........................................................................................... 35

2.5.6

Financial Performance of Capital Market Intermediaries and Capital Adequacy .... 35

2.5.7

Risks Ahead........................................................................................ 35

2.5.8

Remedial Options ................................................................................ 35

3.0FINANCIAL INFRASTRUCTURE

36

3.1MITASS AND FINANCIAL STABILITY ..........................................................36
3.2 OVERSIGHT ACTIVITIES ......................................................................38
3.3 PAYMENT SYSTEMS INFRASTRUCTURE MODERNIZATION .....................................39

iii

GENERAL NOTES
This report is published bi-annually in June and December on the Reserve Bank of Malawi website
www.rbm.mw
The Bank acknowledges the support from Ministry of Finance and Ministry of Economic Planning and
Development in the preparation of this report.
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. Presented in this report are financial system stability developments covering the
period April 2013 to September 2013.
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FOREWORD
The Financial Stability Report aims to provide insights into key risks facing Malawi’s financial system,
and through this serves the needs of different stakeholders, as it assesses vulnerabilities and highlights
the mitigating and preventive policy measures. It is my hope that this issue, once again does that.
The December 2013 Financial Stability Report (FSR) is being released at a time when the country’s
macroeconomic performance is broadly seen to be recovering. The global financial system, however, is
still in transition to stability with confidence still fragile in the aftermath of the 2009 global economic
and financial crisis. Although developments in advanced economies and emerging markets may not
necessarily have a direct impact on Malawi’s financial system, the transmission channels exist through
trade links as well as international commodity prices.
On the regional front, macroeconomic risks to financial system stability in the Sub-Saharan Africa (SSA)
region are expected to remain low in 2013 and early 2014. Risks could, however, arise from the
financial markets because during the review period, activity expanded with continued integration in
the global financial market. This poses a risk to the frontier market economies of SSA stemming from
the rising and volatile financing costs on the global financial markets. The adverse effect of these
external factors is likely to be exacerbated by domestic economic vulnerabilities.
For Malawi, the financial system remained generally sound as risks diminished on account of favourable
macroeconomic developments and economic recovery gained traction. The Reserve Bank of Malawi
(RBM) implemented monetary and macro-prudential policies, mindful of the need to manage and
contain risks and vulnerabilities to financial system stability. In the review period, the economy
rebounded from a slump in the previous year as a result of a pickup in the pace of economic activity.
Inflationary pressure eased as it fell sharply until reaching its trough within the period. Meanwhile,
the strain from the foreign exchange market receded due to the attainment of a reasonable level of
reserves; and liquidity risks receded, as evidenced by the banks lower recourse to the discount
window.
In the period ahead, moderate challenges to financial system stability may arise from exchange rate
fluctuations, which due to seasonal factors are envisaged to persist into the first quarter of 2014. In
addition, the combined impacts of the fiscal slippages of the third quarter and the resulting
consequences of reduced donor and consumer confidence in the fourth quarter of 2013 from public
financial mismanagement may also pose challenges to financial system stability in the first half of
2014. Meanwhile, credit risk, which increased in the first quarter of 2013 is expected to subside in
2014 with the rebound in economic activity.
The RBM will, therefore, continue to implement appropriate monetary and macro-prudential policies.
This should be coupled with a commitment to fiscal discipline by Government in a bid to contain the
eminent risks highlighted in this Report.

C.S.R. CHUKA
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EXECUTIVE SUMMARY
The December 2013 Financial Stability Report covers financial system stability developments during the
period April 2013 to September 2013. The Report consists of three main chapters. The first chapter
discusses the macro-financial environment in Malawi and in the global and regional (Sub-Saharan Africa)
economies. The second chapter provides an assessment of financial system stability developments with
a focus on Malawi’s financial institutions. The final chapter assesses Malawi’s financial system stability
centering on developments in the payments and settlements infrastructure. The results of the
assessment during the review period indicate that Malawi’s financial system remains sound owing to the
appropriate macro-prudential policies being put in place by authorities.
The global financial system continues to face challenges in the recovery process following the 2009
global financial crisis. The challenges largely emanate from the unwinding of the unconventional
monetary policies that were employed by advanced economies, which played a significant role in
anchoring global financial stability after the crisis. Projections for global economic activity point to a
moderate growth whilst there has been an overall drop in commodity prices amid improved supply and
reduced demand growth.
Economic growth in the Sub-Saharan Africa region, however, continues to remain strong with a
projection of 5.0 percent and 6.4 percent for 2013 and 2014, respectively. Headline inflation has also
been on the decrease in the region and projections point to moderate levels for 2013 and 2014. Financial
activity expanded with increased financing from foreign markets. This is likely to cause an expansion in
domestic liquidity especially, where its impacts on liquidity are not sterilized. Excess liquidity in the
financial system is likely to cause adverse effects on financial system stability through inflationary
pressure. Excess liquidity can also spur excessive increases in private sector credit which is likely to
undermine thorough scrutiny of borrowers’ ability to service loans, hence adversely affecting stability of
financial systems. Despite this, the financial markets mostly remained resilient.
In light of the global and SSA regional macro-financial outlook, Malawi needs to aim at not only improving
the domestic macroeconomic outcomes but also cushioning the domestic economy from external
adverse forces. Thus far, the country’s macroeconomic performance has significantly improved. The
latest national accounts estimates indicate that the economy is estimated to expand by 5.4 percent in
2013, up from 1.9 percent in 2012, on account of a rebound in the agriculture and manufacturing sectors.
Inflationary pressure eased from a peak of 37.9 percent in February 2013 falling sharply until reaching its
trough in September 2013 at 21.7 percent on account of the strengthening of the Kwacha against major
trading currencies between May and August 2013.
The banking sector continued to have sufficient capital buffers as evidenced by the average core and
total capital ratios that, at 16.2 percent and 19.0 percent, registered well above the respective minimum
requirements of 6.0 percent and 10.0 percent. The sector was also recovering from the liquidity shocks of
2012 with liquidity improving for all except one or two institutions. Concentration and credit risks remain
major vulnerabilities of the banking sector. Concentration risk arises from extension of large credit to a
specific economic sector or activity leading to exposure to sector related shocks. Credit risk arises due to
the increasing levels of non-performing loans leading to further challenges in liquidity and capital
positions. Measures to contain the situation,include waivers on application for large exposures that are
above 25.0 percent of a banking institution’s core capital only on exceptional cases and improved risk
management by commercial banks. Furthermore, implementation of Basel II in January 2014 entails
banks adequately preparing to meet revised regulatory requirements. In order to ensure that banks
effectively implement Basel II in 2014, the Reserve Bank has continued with awareness and training
programs for all commercial banks during the review period.
An Assessment of the insurance sector indicated that life and general insurance companies are
adequately capitalized. The sector’s major risks remain solvency and liquidity risk. Solvency risk relates
to the ability of an insurer holding sufficient capital resources to underwrite various insurance policies
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while the latter relates to the ability of an insurer to meet payments of claims and benefits to policyholders
as and when they fall due. Remedial measures being taken include the implementation of the premium
payment directive to reduce liquidity risk and the implementation of enforceable undertakings for the
solvency distressed institutions in order to address the solvency risks.
The pension sector continues to grow as more employers and employees comply with the Pension Act.
The main risk of the sector remains concentration risk due to limited long term investment options.
Mismatch of assets and liabilities also pose a risk as most investments are placed in short term
instruments whilst the liabilities are of long term nature.
The microfinance sector remained sound in the review period as there were no major concerns of
instability. The Registrar of Financial Institutions commenced registration and licensing of Microfinance
Institutions (MFIs) in January 2013. New entrants are required to obtain a license or registration
certificate before operations can commence, while old players are encouraged to formalize their
existence. The sector experienced liquidity and credit risks. Micro finance institutions (MFIs) had fairly
good liquidity levels while financial cooperatives had particularly low levels reflecting increased nonremittance of payroll deductions. Credit risks arise from the high default rates in the sectors. In order to
bolster the soundness of the sector, appropriate measures will be instituted that compel employers to
remit payroll deductions on time. In addition, the RBM will enhance the supervision of MFIs and Savings
and Credit Cooperatives (SACCOs) to ensure high lending standards and efficient market conduct.
The capital market performed relatively well and was stable in the 6 months period to September 2013.
The recent decision by donors, however, to withhold budgetary support may mean government has to
finance its budget through borrowing or cuts in expenditure. This may translate into high interest rates,
which could negatively affect the capital market as the money market will be considered more attractive.
The stock market, therefore, requires a number of alternative instruments besides trading equities. There
is need for a bond market as an alternative source of raising capital other than equities. This would also
deepen the market. The market also requires continued investor awareness programs by the Registrar of
Financial Institutions and the Malawi Stock Exchange (MSE).
The payments and settlement system infrastructure remained robust facilitating the efficient conduct of
business in the financial sector. There was undisrupted flow of transactions through the Malawi Interbank
Funds Transfer and Settlement System (MITASS) as it registered 99.8 percent availability against a
target of 96.0 percent. Instability in MITASS has two main channels, that is, contagion -whereby financial
or operational problems of one MITASS participant are transmitted through it to other participants of the
system and disruption to transactions through delayed; denied or substituted payments. The RBM
continues to conduct oversight activities with a view to sustaining the stability of the payments
infrastructure which include off-site monitoring; regulatory reforms and infrastructure modernization.
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1.0 MACROECONOMIC AND FINANCIAL
ENVIRONMENT
Main Message
In its quest for stability, the global financial
system continued to face challenges, overall
emerging market risks and global market and
liquidity elevated while macroeconomic risks,
credit risks and monetary and financial
conditions remained largely unchanged.
Meanwhile, risk appetite reduced.

Figure 1.1 Global Financial Stability Map

6 percent whilst for the rest of the economies
they are expected to remain below 2 percent.
1.1.1 Global Financial Stability1
As indicated in Figure 1.1, risks to global
financial stability were in transition. Overall,
macroeconomic risks remained unchanged.
Projections for global economic activity point to
a moderate growth. The expected growth will be
partly driven by growth in the United States.
However, growth in the United States and other
advanced economies is likely to be partly offset
by significantly slow growth in other developed
countries including the European countries. In
addition, growth in some of emerging market
economies is slowing down.
Chart 1.1 Macroeconomic Risks

Note: Closer to centre signifies less risk, tighter monetary and
financial conditions, or reduced risk appetite.
Source: Global Financial Stability Report October 2013

1.1

GLOBAL DEVELOPMENTS

Global inflation remained subdued consistent
with slowing activity and stabilizing commodity
prices. Although above U$105 a barrel, oil prices
remained stable. The food price index also fell
slightly. There has been a drop in commodity
prices amid improved supply and reduced
demand growth. The projections from the World
Economic Outlook October 2013 indicate modest
declines for both fuel and non-fuel prices in
2013. Oil prices are expected to fall by 0.5
percent whilst nonfuel prices should decline by
1.5 percent. Overall, consumer prices for
emerging markets and developing economies are
expected to move broadly sideways at around 5-

Note: figures in parenthesis stand for weights
Source: Global Financial Stability Report October 2013

Market and liquidity risks intensified. Following
growth in the United States, monetary policy
expectations point to tighter conditions. In the
near future, authorities, are likely to pursue less
accommodative monetary policies, which will be
followed by higher long term interest rates.
Consequently, market participants are pricing in
an earlier tightening of U.S. financial conditions,
which has led to a significant global volatility
shock.
1

The analysis is based on Global Financial Stability Report (IMF) October
2013

1

Chart 1.2 Market and liquidity risks

continue to amplify credit risks. This has been
exacerbated by the problems posed by debtburdened
companies,
thereby
adversely
affecting the recovery process.
Chart 1.4 Credit Risks

Note: figures in parenthesis stand for weights
Source: Global Financial Stability Report October 2013

Monetary and Financial conditions remained
accommodative. However, emerging markets
experienced rising risk premiums, which led to
tightening of financial conditions in those
markets. Consequently, emerging market risks
have increased on account of unfavourable
domestic
growth
prospects
and
less
accommodative
external
conditions.
Risk
appetite has fallen, resulting in some outflows
from emerging market funds.
Chart 1.3 Monetary and Financial conditions

Note: figures in parenthesis stand for weights
Source: Global Financial Stability Report October 2013

Credit risks remain unchanged as lending
institutions failed to repair their balance sheets.
In addition, there was slow progress in
addressing the risks that materialized from the
crisis. In Europe the moderate outlook and
challenges in bank capital and asset quality

Note: figures in parenthesis stand for weights
Source: Global Financial Stability Report October 2013

1.1.2 Risks to Global Financial Stability
Amidst various transitional challenges, the global
financial system largely faces the challenge of
managing the negative implications likely to
arise from eventual exit from unconventional
monetary policies.
Unconventional monetary policies in advanced
economies played a significant role in anchoring
the global financial system stability. In addition,
the advanced economies and emerging markets,
witnessed a buildup of leverage during the
extended period of monetary accommodation.
The bond markets in emerging markets saw an
influx of foreign investors. However, the recent
consideration by central banks to exit from
unconventional monetary policies, poses a
challenge of managing its side effects.
Expectations for an eventual withdrawal from
unconventional monetary policy in advanced
economies, has led to price sensitivity in
volatility of prices in the financial market and
has also potential to drive out foreign investors.
This poses a risk to policy makers as to how
manage the price volatility. It is therefore
important that the advanced economies and
emerging markets implement effective polices
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aimed at minimizing downside risks associated
with less accommodative monetary policies.
In emerging markets, the buildup of credit and
rising corporate leverage has led to weakening
of financial market fundamentals. Policy makers
in the emerging markets are therefore faced
with a challenge of balancing management of
transitional risks, growth and financial stability.
The stressed euro economies are still
experiencing corporate sector debt loads and
financial fragmentation. The Global Financial
Stability Report October 2013 estimates that
even if financial fragmentation is reversed over
the medium term, a persistent debt overhang
would remain. In the event that there is no
further improvement in economic and financial
conditions, asset quality of some banks in the
region would continue to deteriorate. This is
likely to cause an increase in loan loss
provisioning
thereby
adversely
affecting
profitability of banks.
1.1.3 Potential Financial Stability Policy
Responses to Global Development
For developing economies like Malawi, the
transmission channels for external pressures to
domestic financial systems are very weak.
Malawi’s financial system is dominated by banks,
which make up about 80.0 percent of total
financial system assets. There are 13 banking
institutions in Malawi, of which 6 have a foreign
component.

However, 3 of the foreign banks are pan African.
Such a bank ownership structure implies that
developments in advanced economies and
emerging markets do not necessarily have direct
impact on the Malawi’s financial system.
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 percent while total
foreign aid towards the Malawi’s budget is
estimated at 40.0 percent with the euro region
contributing a substantial amount. The country
is therefore likely to encounter reduced demand
for exports from these economies. Malawi should
therefore encourage the hunt for new markets
for its exports.
In addition, Malawi is a net importer of
commodities such as fertiliser and fuel.
Consequently,
inflationary
pressures
in
countries, which supply major commodities
including oil to Malawi, are likely to have
spilled-over into the local economy.
Given the above, it is important that Malawi
should continue to implement policies aimed at
cushioning the domestic financial system
stability against internal and any possible
external shocks such as, proper analysis of
implications of new foreign entrants in the
banking sector.
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1.2
REGIONAL DEVELOPMENTS2 - SUB
SAHARAN AFRICA (SSA)

Main Message
Macroeconomic developments in SSA were
favourable during the period under review
and therefore not a cause of concern to
financial system stability. Financial market
activities expanded as regional markets
continued to integrate in the global
financial market. Consequently, the global
financial prices volatility, which emerged in
mid-2013, posed threats to the stability of
the financial system in SSA. This
notwithstanding, the SSA financial markets
remained resilient.

However, the projected growth of 5.0 percent in
2013 is slightly lower than an earlier projection
of 5.4 percent. The downward revision is partly
due
to
more
adverse
macroeconomic
developments in the global economy.
The global economy has been characterized by
less dynamic emerging market economies
including some of SSA’s economic partners like
China. Growth in China (as shown in Chart 1.5)
and other emerging market economies with links
to SSA economies has been relatively sluggish.
The outturn poses a potential risk to SSA
economies.
Chart 1.5: WEO Forecast Revisions (Percentage
Change from April 2013 World Economic
Forecasts)

1.2.1 Macroeconomic Developments
Macroeconomic risks to financial system stability
in SSA are expected to remain low in 2013. Real
GDP growth for the region is projected to remain
robust at 5.0 percent and expand further to 6.0
percent in 2014 as indicated in Table 1.1. The
expected positive outturn is largely due to a
projected significant growth in the oil exporting
and low income countries including Côte
d’Ivoire, the Democratic Republic of the Congo,
Mozambique, Rwanda and Sierra Leone.
Table 1.1:
(percentage)

SSA

Real

GDP

Growth

Source: Regional Economic Outlook October 2013

Source: Regional Economic Outlook October 2013

2

The global economy has been facing less
favorable commodity prices. Despite being
above historical levels, commodity prices have
been volatile. The outlook for commodity prices
also points to weaker prices for the next few
years. Less favourable commodity prices are

Analysis is based on that from the Regional Economic Outlook (IMF)
May 2013

4

likely to adversely affect growth and current
account deficits in resource intensive countries.

including Malawi, Burundi, Eritrea and Guinea,
inflation still remains high.

Chart 1.6: International Commodity Prices

Table1.2 SSA: Other Macroeconomic Indicators

Source: Regional Economic Outlook October 2013

Source: Regional Economic Outlook October 2013

Thus SSA countries with relatively stronger links
with the global economy have faced adverse
developments. South Africa, a country with
higher level of integration to the global economy
is projected to register a growth of 2.0 percent,
being lower than the average growth rate for the
SSA region.

1.2.2 Financial Market Developments
The financial market in SSA continued to
strengthen its links with the global financial
market. The region saw an increase in the
number of countries with international credit
ratings. A larger number of countries issued
sovereign bonds and foreign investors increased
their participation in some domestic bond and
equity markets.

In addition to external developments the
downward revision in the growth in SSA is due to
domestic factors including delays in budget
execution in Angola, increased oil theft in
Nigeria that led to the temporary shut-down of
some operations and civil unrest in the Central
African Republic, which has led to a large
contraction in output. Some countries have also
faced weather-driven supply shocks which have
posed risks to individual countries and their
immediate neighbours.

Chart 1.7: SSA Bond Flows to Emerging Market
and Frontier Economies
(Millions of U.S dollars, cumulative)

Despite a downward revision in growth, the
projected 2013 growth in SSA is still high and
therefore not a source of concern to financial
system stability.
Inflation projections in SSA for 2013-2014 point
to moderate levels. Headline inflation in the
region has been decreasing largely on account of
moderating food prices and maintenance of tight
monetary policies in countries which had high
levels of inflation. However, for some countries

Source: Regional Economic Outlook October 2013
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The frontier market economies (Ghana, Kenya,
Mauritius, Mozambique, Nigeria, Senegal, and
Tanzania) of SSA portrayed a lower risk aversion
by tapping more into the global market
compared to the period prior to 2010. From
2010, foreign investors increased their interest
to invest in countries within the SSA region,
largely on account of accommodative monetary
policies in advanced economies. Thus the
frontier market countries have continued to tap
global capital markets, taking advantage of
favorable global financial conditions and
improved domestic economic prospects. This
resulted in SSA frontier markets becoming more
integrated with international capital markets.
Chart 1.8: SSA Equity Flows to Emerging
Market and Frontier Economies
(Millions of U.S dollars, cumulative)

Source: Regional Economic Outlook October 2013

1.2.3 Risks to the Macro-Financial
Environment in SSA
Despite being an alternative source of funding,
increased access to foreign markets for funding
raised challenges.
Increased financing from foreign markets is
likely to cause an expansion in domestic liquidity
especially, where its impacts on liquidity are not
sterilized. Excess liquidity in the financial
system is likely to cause adverse effects on
financial system stability through inflationary
pressure. Countries such as Kenya and Nigeria
experienced an increase in stock prices. Excess
liquidity can also spur excessive increases in

private sector credit. Countries such as Ghana
and Mauritius experienced an expansion in
private sector credit. Excessive availability of
private sector credit is likely to undermine
thorough scrutiny of borrowers’ ability to service
loans, hence adversely affecting stability of
financial systems.
Looking ahead, at global financial market level,
volatility in funding costs is likely to persist as
advanced economies will be gradually moving
away from an accommodative stance.
1.2.4

Policy Options For Malawi

In view of the global and SSA regional macrofinancial outlook, Malawi needs to continue
implementing policies aimed not only at
improving the domestic macroeconomic outcomes
but also at cushioning the domestic economy
from external adverse forces.
Like many economies within the SSA region,
Malawi’s links with development partners in the
emerging
market
economies
have
been
strengthening
over
time.
With
adverse
developments in the emerging market economies
like China, which could to lead to reduced aid
through infrastructure development, it is
important that Malawi should strengthen its
domestic sources of revenue, which it can use to
continue
infrastructure
development.
The
Government of Malawi continues to maximize
domestic revenue collection as one way of
addressing this problem.
Despite favourable prospects for real GDP growth
in Malawi in 2013, the outlook for inflation in
Malawi remains unfavourable. The expected
trend of inflation in Malawi is likely to widen the
divergence between Malawi’s inflation and the
SSA regional average inflation. Such a
development is not in favour of the
macroeconomic convergence requirement by the
Regional Economic Communities (RECs). Malawi
will therefore continue to implement measures
aimed at addressing the projected trend of
inflation. The prevailing tight monetary policy is
therefore expected to contribute positively to
macroeconomic
restoration
necessary
for
Malawi’s realignment to the regional economies.
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1.3 DOMESTIC DEVELOPMENTS

Main Message
Malawi’s financial system remained broadly
sound
over
the
review
period.
Macroeconomic
developments
were
favourable. Inflation significantly declined
between February and September 2013. The
Malawi
Kwacha
appreciated
and
subsequently stabilized between April and
August 2013. However, whilst exposure to
credit risks persisted the financial system
has been broadly stable. Liquidity and
market risks remained moderate. Real GDP
is projected to rebound to 5.4 percent in
2013.

1.3.1 Macroeconomic Risks
Over the six months period to September 2013,
macroeconomic risks to financial system stability
subsided somewhat. Real GDP projections for
2013 point to a favourable growth rate of 5.4
percent. Inflation registered a downward trend
from February 2013. The exchange rate
stabilised between April and August 2013.
Liquidity risks remained subdued. However,
credit risks remained a significant challenge to
Malawi’s financial system.
Table 1.3: Selected Economic
Mar
Sept
12
12
Inflation*
11.4
28.3

Indicators
Mar
Sep 13
13
36.4
21.7

Gross
Official
Reserves**
(Million
US$)
Import
Coverofficial
(months)
Exchange**
Rate
(Kwacha/US
$)

137.9

178.5

185.4

429.3

1.1

0.9

1.0

2.3

166.9

299.0

405.2

371.5

* Monthly inflation, **End-month figures; Note: Import requirement
for Mar ’12 =US$129.0/month, For dates beyond =US$188.1/month
Source: Reserve Bank of Malawi, National Statistics Office (NSO)

i.
Real GDP Growth
Malawi’s real GDP growth is estimated at 5.4
percent in 2013 from an earlier projection of 5.0
percent. The estimated growth is significantly
high compared to a growth of 1.8 percent
recorded in 2012.
The projected growth in 2013 is largely premised
on a rebound in the Agriculture and
Manufacturing sectors. The Agriculture sector is
estimated to grow by 6.1 percent in 2013, from
a 2.3 percent decline in 2012, mainly on the
back of a 111.3 percent increase in tobacco
production to 168.7 million kg from 79.8 million
kg in 2012. The Manufacturing sector has also
bounced back in 2013 owing to higher
agricultural produce; a steady decline in
inflation rates between February and September
2013; appreciation and stabilization of the
Kwacha between April and August 2013; and
greater availability of foreign exchange and fuel.
In 2014, Malawi’s economy is expected to
continue expanding with real GDP growth
estimated at 6.0 percent.
ii.
Inflation and Interest Rates
Inflationary pressure to financial system stability
in the six months period to September 2013
subsided. Inflation maintained a downward trend
to 21.7 percent in September 2013 from 36.4
percent in March 2013. In addition, at 21.7
percent, the level of inflation was lower
compared to inflation of 28.3 percent in a
similar month in 2012. Banks’ prime lending
rates declined from an average of 40.38 percent
in April 2013 to 37.60 percent in September
2013. At 37.60 percent in September 2013 the
lending rates were higher compared to banks’
average lending rate of 31.42 percent in
September 2012.
iii.

The Exchange Rate

Pressure from the foreign exchange market on
financial system stability receded over the six
months period to September 2013 compared to
the six months period to March 2013. Between
April and August 2013, the Malawi kwacha
appreciated by 14.9 percent against the US
dollar. However, the kwacha depreciated by
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10.0 percent from August to September 2013 and
traded at K371.47 from K337.59 per US dollar.
On a year on year basis, the local currency
depreciated by 24.3 percent to K371.47 from
K298.97 against the US dollar in September
2012. In September 2013, Malawi’s gross official
reserves stood at US$429.3 million equivalent of
2.3 months of import cover compared to
US$178.5 million (1.0 months of import cover) in
a similar month in 2012.

Chart 1.9: Indicative
Government Securities

Yield

Curve

for

1.3.2 Fiscal Risks
Domestic debt as a percentage of GDP increased
to 19.9 percent in September 2013 from 17.62
percent in March 2013. The increase was largely
due to accumulation of new short term debt.
However, in September 2013, Treasury Bills
made up 51.8 percent of total domestic debt
from 54.6 percent in April 2013.
Cost of Government funding eased as indicated
by a decrease in the All Type Yield for treasury
bills to 18.58 percent in September 2013 from
40.70 percent in April 2013, and from 21.34
percent in September 2012. The decrease in cost
of borrowing by the Government caused a
downward shift in the yield curve for
Government securities signifying relatively low
repayment pressure. Chart 1.9 shows the
movements of the indicative yield curves
between March 2012 and September 2013.
Risks also arise from the misappropriation of
Government funds that was discovered towards
the end of September 2013. This led to donors to
suspending some aid disbursements, thereby
threatening the implementation of the 2013/14
budget.
Nonetheless, the risks should be mitigated, as
the Malawi Government is implementing an
Action Plan of remedial measures to prevent the
recurrence of the fraud.

Source: Reserve Bank of Malawi

1.3.3 Liquidity and Market Risks
Over the review period, liquidity risks remained
subdued as reflected by moderate banking
system liquidity indicators. Excess reserves,
recorded a daily average amount of K4.21 billion
as at end September 2013 compared to –K0.81
billion as at March 2013. Consequently, banks
had lower recourse to the lender of last resort
through the discount window. There was no
discount window borrowing in September 2013
compared to a discount window borrowing of
K9.08 billion as at end March 2013. The average
interbank trading volume increased to K3.78
billion in September 2013 from K2.07 billion in
March 2013. In addition, the average end period
interbank market rate decreased to 24.0 percent
in September 2013 from 37.4 percent in
September March 2013.
1.3.4

Credit Risks

Credit risks remained a significant challenge to
Malawi’s financial system over the review
period. This was largely due to prevailing high
lending rates in the credit market, which
undermined borrowers’ abilities to service loans.
Consequently, non-performing loans as a
percentage of gross loans and leases increased
to 13.6 percent in September 2013 from 11.6
percent in March 2013. At this level, the non
performing loans’ ratio was higher than the ratio
of 6.5 percent, which was recorded in
September 2012. These represent a significant
threat to financial system stability.
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1.3.4.1 Private Sector Credit by Holder
Banking system credit to the private sector over
the review period increased, albeit marginally.
As at end September 2013, total banking system
credit to the private sector stood at K230.2
billion up from K229.1 billion in March 2013 and
was higher than the level recorded in September
2012 (K209.2 billion). As indicated in Chart 1.10
the corporate sector (commercial and industrial)
remained the biggest holder of private sector
credit (53.2 percent of total credit to the
private sector). Holdings by the corporate sector
remained almost constant over the review
period. However credit to the agricultural sector
increased to 12.5 percent in September 2013
from 10.2 percent and 9.1 percent in March 2013
and September 2012, respectively. Commercial
bank lending to individuals as a percentage of
total private sector credit continued to slow
down throughout the review period. As a
percentage of total banking system credit to the
private sector, lending to households dropped to
14.0 percent in September 2013 from 17.0
percent and 20.5 percent in March 2013 and
September 2012, respectively. The prevailing
tighter credit conditions to the individuals were
largely due to high perception of risk by the
lending institutions. The Bank Lending Survey
(annex 1) indicates that credit conditions are
likely to remain tight to March 2014.
Chart 1.10: Credit to the Private Sector by
Holder

1.3.5

Monetary Conditions

The six months period to September 2013, was
characterised by stable but relatively tight
monetary conditions. The Bank rate remained
constant at 25.0 percent. Consequently, banks’
lending rates, as evidenced by the banks’
average prime lending rate remained fairly
stable between March 2013 and July 2013.
Beyond July 2013, the banks’ lending rates
started decreasing, though marginally.
1.3.6 Potential Risks to Financial Stability
Ahead
Despite a sound financial system, financial
stability challenges remain, largely on account
of exchange rate and inflation prospects as well
as the impacts of government borrowing.
Malawi’s local currency is projected to
depreciate on account of seasonal factors and
possible withholding of budget support by some
development partners. In the ensuing months,
demand for foreign exchange is likely to be in
excess of supply largely due to importation of
farm inputs. Such a seasonal trend, coupled with
reliance on imported raw materials for
production is likely to cause a further
depreciation in Malawi’s local currency. The
projected depreciation of the local currency
could cause an upward push on domestic prices
of non-food materials, including fuel.
The projected adverse developments in the
exchange rate and inflation are likely to cause a
reduction in the purchasing power of economic
agents, thereby adversely affecting their ability
to service loans. This in turn, has potential to
amplify credit risk and non-performing loans.
High non-performing loans have a potential of
causing acute stress on the loan books of the
lending institutions.

1.3.7
Source: Reserve Bank of Malawi

Remedial Options

Despite persistent threats to financial system
stability in Malawi, the outlook remains positive.
The Government of Malawi and the RBM
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recognise
the
important
role
that
macroeconomic stability plays in financial
stability. Consequently, the Government and the
RBM continue to implement policies aimed at
enhancing financial system stability.
Government will endeavour to tackle the
problem of large domestic debt, in order to
reduce treasury bills yields.
In order to address the seasonal exchange rate
depreciation, the RBM may make limited
interventions in the market to contain excess
volatility, subject to a goal of maintaining two
months of import cover.

The combined impact of reduced currency
depreciation or even appreciation, reduced
government borrowing and reduced food prices
with the onset of the 2014 harvesting season will
likely be a lowering of inflation. This would
provide a platform for lower lending rates which
are associated with lower non-performing loans
and enhanced financial system stability.
In addition, enhanced supervision of financial
intermediaries continues to require them to
avoid adverse selection, through proper
assessment of borrowers’ capacity to service
loans prior to loan extension as well as
implementing key risk management policies.
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2.0

2.1.2 Financial Soundness Conditions

FINANCIAL INSTITUTIONS

i. Capital Adequacy

2.1 THE BANKING SECTOR

Main Message
Over the six months period to September
2013, the banking sector remained sound
despite credit and concentration risks.
Overall, banking system liquidity risk
significantly subsided, except for a few
institutions. The sector remained dominated
by two banks, namely National Bank of
Malawi and Standard Bank of Malawi.
2.1.1 Growth of the Banking Sector
The banking industry registered lower growth of
assets of 14.8 percent over the six months
period to September 2013 compared to a growth
of 19.3 percent over the six months to March
2013. This was on account of combined lower
growth in the consolidated deposit base and
capital account of 17.4 percent and 12.8
percent, respectively. Over the six months
period to March 2013, the consolidated deposit
base and capital account grew by 16.5 percent
and 25.5 percent, respectively.
Table 2.1: Growth in Banks’ Assets and
Deposits
Sep
2012

March
2013

Sept
2013

Assets
K’Bn
Growth Rates (%)

430.4

513.4

589.5

19.3

14.8

Deposits
K’Bn
Growth Rates (%)

311.7

363.0

16.5

426.0
17.4

278.2

320.0

7.8

15.0

Of which: Kwacha
deposits (MK)
Growth Rates (%)

258.1

Forex Deposits (K’Bn)
Loans
Amount (K)
Growth Rates (%)

53.6

84.9

100.5

238.1

243.4
2.2

246.6
1.3

Source: Reserve Bank of Malawi

Capital positions for the banking system over the
review period point to a sound banking sector.
The core capital ratio of the banking industry at
16.2 percent declined slightly from 17.6 percent
recorded in March 2013; however the ratio was
still above the minimum regulatory requirement
of 6.0 percent. Similarly, the ratio of total
capital against risk weighted assets decreased to
19.0 percent from the March 2013 position of
21.1 percent. At this level, the ratio was above
the minimum regulatory requirement of 10.0
percent. The decline in the capital ratios is on
account of higher growth in risk weighted assets
by 11.9 percent compared to 3.2 percent and
0.7 percent increase in core and total capital,
respectively.
Although the banking sector is generally well
capitalized, some banks are facing capital
adequacy challenges as they reported core
capital ratios which were barely above the
prudential benchmarks of 6.0 per cent. Given
that by January 2014 all banks are expected to
migrate to Basel II, these banks might face
challenges in meeting the minimum regulatory
capital requirements should their shareholders
not intervene.
ii. Asset Quality
The banking sector loan book increased slightly
by 1.3 percent over the six months period to
September 2013. Due to an increasing trend of
non-performing loans (NPLs), banking institutions
deliberately slowed down on lending, and have
instead
concentrated
on
collections.
Furthermore, the high yields in the Government
securities market presented the banks with a
more
attractive
alternative
investment
opportunity. This is evidenced by growth in the
Government securities, shares and other
investments by 49.2 percent over the six months
period to September 2013.
The quality of the banking sector loan book over
the six months period to September 2013
deteriorated as evidenced by an increase in the

11

ratio of NPLs to gross loans and leases to 13.6
percent from 11.6 percent in March 2013. The
deteriorating loan portfolio is attributed to the
high interest rates that have made it difficult for
clients to service their obligations.
iii. Earnings
Overall, the banking sector made profits during
the review period. However, the sector
registered a decline in the return on equity
(ROE) to 38.7 percent in the six months period to
September 2013 from 48.5 percent. ROE reflects
the banking institutions’ efficiency in using
capital and over time, it provides information on
the sustainability of deposit-takers’ capital
positions.
Similarly, the return on assets (ROA) ratio, which
is a measure of deposit-takers’ efficiency in
using assets of the banking institutions,
registered a decline to 5.0 percent from 5.3
percent over the six months period.

iv. Liquidity
Banking system liquidity significantly improved
over the reporting period as evidenced by an
increase in the liquidity ratio to 58.1 percent as
at September 2013 from 48.1 percent in March
2013. This was above the minimum regulatory
liquidity ratio of 30.0 percent.
Individual analyses however, indicate that some
banking institutions still face liquidity challenges
largely of non-performing loans. The liquidity
challenges being faced at one of the banking
institutions is directly related to high levels of
non-performing loans.
The banking sector has been registering a
declining trend in the lending ratio (total loans
and leases to total deposits) which indicates the
sector’s preference for investing deposits in
liquid assets than non-liquid assets (loans and
leases). The lending ratio, which was at 57.9
percent in September 2013, declined from 67.0
percent in March 2013. From a liquidity point of
view, this is a positive development.

Table 2.2: Selected Key Financial Soundness
Indicators
Key Ratio
Capital
Adequacy
1. Tier 1
2. Total Capital
Asset Quality
1. Nonperforming
loans to Gross
loans
2. Specific
provisions to
Nonperforming
loans
Earnings
1. ROA
2. ROE
3. Non-Interest
expenses to
Total Income
Liquidity &
Funds
Management
1. Liquid assets
to deposits &
short-term
liabilities
2. Gross loans
to Total
deposits

Sept
13

Jun
13

Mar
13

Dec
12

Sept
12

16.2
19.0

16.1
19.4

17.6
21.1

16.3
19.3

16.6
19.5

13.6

12.6

11.6

9.4

6.5

27.6

30.5

27.1

26.8

34.6

5.0
38.7
38.0

4.7
36.2
37.8

5.3
40.5
37.6

4.2
31.0
42.6

4.8
34.0
43.6

58.1

48.6

48.9

45.4

40.7

57.9

64.8

67.0

72.4

76.4

Source: Reserve Bank of Malawi

2.1.3 Assets and Deposits for Large and Other
Banks
The banking sector remains dominated by two
banks (National Bank and Standard Bank), which
hold slightly more than half of the sector’s total
assets and deposits. As at September 2013, their
combined assets and deposits accounted for 51.5
percent and 52.2 percent of the entire sector,
respectively. This position is not very different
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from the March 2013, when their dominance
stood at 49.3 percent and 50.4 percent,
respectively.

Table 2.3: Assets and Deposits for Large and
Other Banks (Billions of Kwacha)

Sept
2012

Dec
2012

Mar
2013

June
2013

Sept
2013

Assets
Amount

430.4

488.0

513.4

534.6

589.5

Large
Banks

207.0

242.7

253.2

268.1

303.4

Other
Banks

223.4

245.3

260.2

266.5

286.1

Deposits
Amount

311.7

347.1

363.0

381.5

425.9

Large
Banks

160.4

174.7

183.0

193.0

223.9

Other
Banks

151.3

172.4

180.0

188.5

202.0

Source Reserve Bank of Malawi

2.1.4 Banking Sector Risks and Remedial
Measures
Concentration risk remains one of the major
risks of the banking sector. This rises from
extension of large credit to a specific economic
sector or activity.

As such, the banking sector is exposed to shocks
in the event of unfavorable economic
developments or otherwise relating to the sector
or activity. Therefore, continued close
monitoring of loan concentrations in the
corporations, and individual and household
sectors, is necessary.
Credit risk in the banking sector is rising due to
the increasing levels of non-performing loans.
This has led to challenges in liquidity and capital
positions. To contain the situation, some banks
have been advised to specifically reduce on
lending and instead enhance efforts to collect on
poor performing facilities.
In addition, waivers on application for large
exposures that are above 25.0 percent of a
banking institution’s core capital are only given
in exceptional cases, having taken into account
the financial condition of the concerned banking
institution.
Implementation of Basel II in January 2014
necessitates that banks adequately prepare
themselves to meet the revised regulatory
requirements. Among others, banks need to have
sufficient capital buffers as the regulatory
capital requirements have been revised
upwards.
In addition, there is need for well-informed
human resource to facilitate implementation of
the Basel II. Therefore, any short fall in
preparation for implementation of the Basel II
has potential to affect banks’ operations and
confidence of their clients.
In order to assist banks effectively implement
Basel II in 2014, the Registrar of Financial
Institutions continued with awareness and
training programmes for all commercial banks on
Basel II during the review period.
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BOX 2.1: 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 still under Basel 1 and preparations are under way to adopt Basel II by January, 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 I) produced by the Bank for
International Settlements (BIS) headquartered in Basel, Switzerland. Basel I 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. 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.
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.
Basel II Preparations
As the deadline for the implementation of Basel II in January 2014 is drawing near, the Registrar will ensure the
smooth migration from Basel I to Basel II. As such, among other things, the Registrar is conducting Internal
Capital Adequacy Assessment Process (ICAAP) on-site examination of banks to gauge their application of the
ICAAP Guidelines. This is critical as it would ensure that all banks link their risk appetites with the adequate
levels of capital set aside.
Further, from second quarter of 2013, all banks are required to submit to the Reserve Bank of Malawi Call
Reports using Basel II templates. The parallel reporting is vital to ensure all hiccups are resolved before the
implementation deadline. Finally, all banks have been required to upgrade their Management Information
Systems (MIS). This includes main banking systems (where necessary) and credit scoring models, just to mention a
few. To this end, the Registrar is conducting verification exercise in all banks.
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2.1.5 Stress Testing September 2013
Stress testing provides an indication of how
much capital might be needed to absorb losses
should large shocks occur. Stress testing is a tool
that supplements other risk management
approaches and measures. It plays a particularly
important role in:
 providing forward-looking assessments of
risk
 overcoming limitations of models and
historical data
 supporting
internal
and
external
communication
 feeding into capital and liquidity planning
procedures
 informing the setting of a banks’ risk
tolerance and
 facilitating the development of risk
mitigation or contingency plans across a
range of stressed conditions.
The RBM conducted stress tests on 11 banking
institutions based on data as at end June 2013.
Emphasis was put on trying to establish relevant
links between the macro-economic 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.
The results indicated that, in general, the single
biggest risk of most of the banking sector arises
from credit risk (credit risk in general and
concentration risk related to large borrowers).
The effect of shocks to the sector’s net interest
income and income from foreign exchange
trading activities on the tier 1 capital and return
on assets (ROA) were also analyzed. The results
indicated that the shocks have a large effect on
most of the banks’ tier 1 capital and ROA.
The results further indicated that some banking
institutions are considerably more exposed to
liquidity risk than others. For example, three
banking institutions would have survived a
deposit run for only 1 day during a major shock;
and four banking institutions would have
survived the deposit run coupled with haircuts
on liquid assets for only 1 day during a major

shock. Additionally, three banking institutions
would have failed a minor shock as their liquidity
ratios were 19.5 percent, 23.5 percent and 26.7
percent (i.e. the liquidity ratios were below the
minimum regulatory requirement of 30.0
percent), respectively.
Detailed results of the stress tests are provided
below. For discussion of weaknesses/limitations
of the model and data used in the stress tests
please refer to Boxes 2.3 and 2.4.
i.

Credit Risk

Loan portfolio is stressed to assess the effect of
non-performing assets on the performance of the
bank, primarily on the capital adequacy ratio.
This measures the resilience of bank’s capital to
credit risk in general.

(a) Effects of Shocks to Various Sectors
The performance of the various industry sectors
is stressed against further increase in the level
of non-performing assets per sector. The stress
scenarios for growth in NPLs per sector are as
outlined in the Table 2.4 categorized between
major and minor shocks. This was based on the
observed historical growths within the sectors.
Banking
institutions
that
have
high
concentrations in particular sectors would
therefore be expected to be highly exposed to
this shock.
The banking sector’s tier 1 capital ratio declines
from 16.0 percent to 9.2 percent and 6.4
percent in scenario 1 and scenario 2,
respectively, as indicated in Chart 2.1. One
banking institution is critically undercapitalised
as its pre-shock tier 1 capital ratio is at 4.0
percent and declines further in scenario 1 and
scenario 2 to 2.1 percent and 0.1 percent,
respectively. Three banking institutions’ tier 1
ratios (i.e. 1.3 percent, -2.4 percent and -8.1
percent) fall below the regulatory minimum of
6.0 percent.
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Table 2.4: Assumptions of NPLs Shocks to
Various Sectors3

Chart 2.1: Tier 1 Ratio After Shocks to NPL
And Provisions

Major
(%)

Minor
(%)

50

40

Mining and quarrying

50

40

Manufacturing

50

40

20

15

Construction

5

2

Wholesale and retail trade

50

40

Restaurants and hotels

50

40

Sector Shocks
Agriculture,
and hunting

Electricity,
energy

forestry,

gas,

fishing

water

and

Source: Reserve Bank of Malawi

Transport,
storage
communications

and
50

40

Financial services

20

15

Community, social and personal
services

5

2

Real estate

5

2

Other sectors

30

20

Assumed provisioning rate (%)

50

50

100

100

Impact on
capital (%)

RWA/Impact

on

Source: Reserve Bank of Malawi

3

Assumptions for a minor shock are based on the historical
trends in nonperforming loans experienced in the various
sectors. A major shock is a scenario that is worse than the
minor shock.

(b) Effect of Large Borrowers’ Defaulting
This stress test assesses the effect of credit
concentrations on capital. The level of
concentration
exposes
the
banks
to
concentration risk as failure of an individual
client would lead to decline in capital levels.
The test is iterative and gauges the impact of
the largest exposure defaulting, followed by the
two largest etc.
As indicated in Chart 2.2, the banking sector’s
tier 1 ratio declines from 16.0 percent to 12.8
when the largest borrower defaults and the tier
1 ratio falls to 7.5 percent when all five
borrowers default. One bank’s tier 1 ratio is
already below the regulatory minimum of 6.0
percent. One bank’s tier 1 ratio falls from 9.4
percent to 4.1 percent after its largest borrower
defaults. Tier 1 ratios of four banks would fall
below the regulatory minimum when five largest
borrowers defaulted.
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Chart 2.2:
Borrowers

Effect

of

Defaults

by

Large

The result in Chart 2.3 shows that the liquidity
ratio of the banking sector declined from 49.0
percent (pre-shock) to 47.4 percent, 45.7
percent and 44.1 percent for minor shock,
moderate shock and major shock, respectively.
At this level, the liquidity ratio was above the
minimum regulatory requirement of 30.0
percent for all three shocks. However, three
banking institutions failed the minor shock as
their liquidity ratios were 19.5 percent, 23.5
percent and 26.7 percent, respectively.
Chart 2.3: Effect on Liquidity Ratio

Source: Reserve Bank of Malawi

ii.
Liquidity Risk
The following assumptions were made:


Three different scenarios
moderate and major shocks.



Stress scenarios are applied on a systemic
as well as individual bank basis.



Deposit runs are 10.0 percent for minor
shock, 20.0 percent for moderate shock
and 30.0 percent for major shock.





of

minor,

The shocks were applied on both the
asset and liability side of the balance
sheet to assess the effect of movement
on sources of liquidity on liquidity
positions in the banking sector.
The asset side is stressed on the basis of
availability to support the bank while the
liability side is assessed on the basis of
run-offs

Source: Reserve Bank of Malawi

iii.
Days the Bank is afloat
This shock is focused on the liquidity from the
liability side, assessing the number of days the
bank would survive in light of the assumed run
on the deposits of the bank (and/or the system)
for the three categories of stress scenarios.
The stress results show the effect of projected
deposit runs on the baseline position and the
survival period of the bank. This is further
reviewed on both systemic and bank-specific
stress scenarios.
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Chart 2.4: Days the Bank is Afloat

interest income and foreign exchange income,
respectively.

Chart 2.5: Tier 1 Ratio After Shocks on Interest
and Foreign Exchange Income

Source: Reserve Bank of Malawi

The result as indicated in Chart 2.4 shows that
the banking sector would survive the deposit run
for 7 days, 3 days and 2 days during minor,
moderate and major shocks, respectively. On
the other hand, the banking sector would have
survived the deposit run coupled with haircuts
on liquid assets for 6 days, 3 days and 2 days
during minor, moderate and major shocks,
respectively.
Three banking institutions would have survived
deposit run for only 1 day during the major
shock; and four banking institutions would have
survived the deposit run coupled with haircuts
on liquid assets for only 1 day during the major
shock.
iv.

Income Risk

This is a combined shock on the income of banks
assuming a combined shift in net interest income
and foreign currency income. The minor scenario
assumes 5.0 percent and 50.0 percent decline in
net interest income and foreign exchange
income respectively; the major scenario assumes
10.0 percent and 60.0 percent decline in net

Source: Reserve Bank of Malawi

As indicated in Chart 2.5, the banking sector’s
tier 1 ratio declines from 16.0 percent to 13.9
percent and 13.1 percent in scenario 1 and
scenario 2, respectively. Two banks have tier 1
ratios decline by about 5.0 percentage points in
the scenario 2.
v.

Effect on Return on Assets (ROA)

This is a combined shock on the income of banks
assuming a combined shift in net interest income
and foreign currency income on Return on Assets
(ROA). A positive ROA ratio is more desirable
than a negative ratio, which indicates that the
bank is making losses. Scenario 1 assumes 5.0
and 50.0 percent decline in net interest income
and foreign exchange income respectively;
scenario 2 assumes 10.0 percent and 60.0
percent decline in net interest income and
foreign exchange income, respectively.
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Chart 2.6: Effects on ROA After Shocks to
Interest and Foreign Exchange Income

Chart 2.7: Effect of Appreciation and
Depreciation of the Kwacha

Source: Reserve Bank of Malawi

The banking sector’s ROA declines from 2.7
percent to 1.2 percent and 0.7 percent in
scenario 1 and scenario 2, respectively as
indicated in Chart 2.6. Three banks’ pre-shock
ROAs were negative. Another three banks’ ROAs
turn negative in the scenario 2. This shock
highlights the banks’ dependence on foreign
exchange income. However, three banks have
their ROAs still positive in scenario 2.
vi.
Foreign Exchange Risk
The foreign exchange rate shock assumes shifts
in the exchange rate of the Malawi kwacha
against major foreign currencies. The minor
shock assumes a shift in foreign exchange rates
by 20.0 percent upwards and downwards, and
the major shock assumes a 50.0 percent
depreciation of Malawi Kwacha. A bank might be
exposed to both direct and indirect foreign
exchange risk. 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.

Source: Reserve Bank of Malawi

As shown in Chart 2.7, the banking sector’s tier
1 ratio would increase by 0.5 percentage point
and 1.2 percentage points following depreciation
of the Malawi Kwacha by 20.0 percent and 50.0
percent, respectively. Tier 1 capital ratio will
increase by 5.0 percent following the
depreciation of the Malawi Kwacha by 50.0
percent.

vii.
Interest Rate Risk
The interest rate shock assumes a 500 basis
point shift in interest rates in both directions as
the minor shock. The major shock is an increase
in interest rates by 1000 basis points. A further
assumption is 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.
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Chart 2.8: Tier 1 Ratio After Interest Rate
Shock

depreciation of 20 percent and 50 percent,
respectively and income shocks.

Chart 2.9: Tier 1 Ratio After Combination of
Shocks

Source: Reserve Bank of Malawi

The results in Chart 2.8 indicate that the
banking sector’s tier 1 ratio declines to 14.8
percent points in the event of a decrease in
interest rates by 500 basis points. Whereas, the
increase in interest rates by 500 basis points
would lead to tier 1 ratio increase of 1.2
percentage points and increase by 1000 basis
points in interests would lead into tier 1 ratio to
increase by 2.4 percentage points. However,
four banks would have their tier 1 ratios increase
with the decrease in interest rates and viceverse because their balance sheets have less
rate sensitive assets than rate sensitive
liabilities.

viii.

Combination of Shocks

The scenario
interest rate
rates of 500
respectively,

combines credit risk sector shocks,
risk shocks with increasing interest
basis points and 1000 basis points
shocks to foreign exchange of a

Source: Reserve Bank of Malawi

As shown in Chart 2.9, the banking sector’s tier
1 ratio declines from 16.0 percent to 10.3
percent and 8.9 percent after scenario 1 and
scenario 2, respectively. Two banks have tier 1
ratios turning negative, and one bank tier 1 ratio
falls to 1.0 percent from 13.4 percent after
scenario 1 (i.e. below the regulatory minimum of
6.0 percent).
However, three banks demonstrate unusual
characteristics in that their tier 1 ratios increase
after scenario 2. This is due to the resultant
effect gained after the interest rate risk shock
and the depreciation of the kwacha.
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Box 2.2: 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.

Box 2.3: 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 sectors’ activities of the largest loan customers,
for which this problem is usually most serious.
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2.2 THE INSURANCE SECTOR

Main Message
The insurance industry remained stable over the
review period. On a consolidated basis, life and
general insurance companies are adequately
capitalized. Major risks for the life insurance
sector relate to asset concentration. On the
general insurance side, the solvency risk
remains an area that needs close monitoring.
Exchange rate risk is an area of concern
especially on the reinsurance front.
2.2.1 Soundness of the Insurance Sector
i.
Capital adequacy
The general insurance sector recorded an
improvement in the capital adequacy position
as measured by net premium to capital which
improved from 96 percent recorded in March
2013 to 68 percent in September, 2013. This
position is reinforced by increased re-insurance
activity as demonstrated by a decrease in risk
retention ratio from 88.3 percent in March 2013
to 71.6 percent in September, 2013. Six of the
seven general insurance companies met the
minimum capital requirement of K50 million as
well as solvency requirements of 20 percent of
net written premium, except for one insurer,
which however is considered non-financially
systemic. This company is currently being
closely monitored by the Regulator.
Chart 2.10: General Insurance Capital

Likewise, the life insurance sector showed
improvement in capital adequacy levels as
capital increased by about 34 percent over the
reporting period mainly on account of increased
retained earnings from K6.6 billion to K10.4
billion (Chart 2.11). All life insurers except one
non-systemic life insurance companies met the
minimum capital and solvency requirement of
K75 million during the period.
Chart 2.11 Life Insurance Capital

Source: Reserve Bank of Malawi

ii.
Asset Quality
The ratio of equity to total assets for general
insurers remained stable over the period,
slightly decreasing from 28 percent in March,
2013 to 25 percent in September, 2013. The
decline is largely on account of a higher
increase in total assets relative to the increase
in equity. The ratio of equity to total assets
measures the degree of exposure to equity
risks. The ratio of receivables to gross
premiums deteriorated to 90.8 percent in
September, 2013 from 70 percent in March,
2013. This performance is attributed to an
increase in the receivables from K3.7 billion to
K6.2 billion in September, 2013, mainly
emanating from Government delays in paying
insurance premiums. On the other hand, the
ratios of receivables to gross premiums and
equity to total assets for life insurers have
remained constant over the reporting period at
34 and 10 percent, respectively.

Source: Reserve Bank of Malawi
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Chart 2.12:
Insurance

Asset

Composition,

General

Liquidity

The current asset to current liability ratio
(current ratio) measures the liquidity of the
insurance sector with a higher ratio signifying
improving position. The ratio for the general
insurance sector increased to 80 percent as at
end of September 2013 from 70 percent March
2013 position (Chart 2.14).

K' Bn
60

Assets

iii.

40
20
-

Sept. 2011Mar. 2012Sept. 2012Mar. 2013Sept.2013
Equity
Receivables
Gross Premium

Total Assets
Reinsurance recoveries

Chart 2.14: Current Ratio - General Insurance
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Just over half of the assets held by the life
insurance companies are in equities at 54.9
percent, followed by fixed deposits and
government securities in descending order.
The major concern still remains the
concentration of assets in the stock market.
The ratio of equity to total assets for life
insurers remained stable over the period,
slightly decreasing to 10.3 percent in
September, 2013 from 11.3 percent in
March, 2013. Similarly, receivables to gross
premium remained relatively stable at 34.3
percent in September from 31.7 percent in
March, 2013.
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The current ratio for life insurance deteriorated
from 189.4 percent in March to 116.7 percent in
September, 2013 (Chart 2.15). This however is
still an acceptable level as the life sector
should be able to meet most of its liabilities
without making losses on forced sales of the
illiquid assets.

Chart 2.13: Asset Composition –Life Insurance
Chart 2.15: Current Ratio - Life Insurance
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Reinsurance

Reinsurance measures the sectors’ risk
retention appetite. Retention ratio indicates
the amount of insurance risk that an insurance
company retains rather than pass on to
reinsurers. Retention ratio is measured as a
ratio of net premiums (net of reinsurance) to
gross premiums. The general insurance sector
retained 71.6 percent of the risks underwritten
in the period down from 83 percent recorded in
March, 2013 (Chart 2.16). With the satisfactory
capital position for the sector, the risks
retained were adequately supported by the
capital.
Chart 2.16: Risk Retention Ratio - General
Insurance

Chart 2.17: Risk Retention Ratio - Life
Insurance
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The availability of foreign exchange has
contributed to relatively easier payment of
reinsurance premiums thereby reducing the
overall risk exposure of the market especially
for the general insurance sector. However, the
gradual depreciation of the Kwacha to other
currencies witnessed towards the end of the
period will result in higher reinsurance costs
that are bound to dampen the profitability of
insurers if the depreciation continues.

10.0
0.0

Source: Reserve Bank of Malawi

On the other hand, the life insurance sector
retained 99 percent of the insurance risks
underwritten which was supported by a
corresponding increase in the capital position
of the life insurance sector by 34 percent
(Chart 2.17).

v.
Earnings and Profitability
During the period under review the general
insurance sector registered a deteriorating
combined ratio of 64 percent in September,
2013 from 47 percent in March, 2013. Combined
ratio compares expenses and net claims to net
premiums written to determine the insurers’
ability to make profits. The unfavorable
performance was mainly on account of
increased management expenses and net claims
paid over the period against a reduced net
premium written (Chart 2.18).
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Chart 2.18: Earnings and Profitability Ratios General Insurance

2.2.2: Insurance Sector Risks
The general insurance sector’s major risks
remain solvency and liquidity risk. The solvency
risk relates to the ability of an insurer holding
sufficient capital resources to underwrite
various insurance policies while liquidity risk
relates to the ability of an insurer to meet
payments of claims and benefits to
policyholders as and when they fall due.
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On the other hand the return on equity for the
life sector, which reflects the insurance
industries’ efficiency in using capital over time,
showed strong performance over the period
moving from 22.5 percent in March, 2013 to
42.3 percent in September, 2013. The strong
performance
was mostly coming from
unrealized gains on fair valuation of investment
in equity which increased by about 402
percent.
Chart 2.19: Return on Equity Ratio - Life
Insurance

While liquidity risk can be seen as short term,
solvency risk coupled with liquidity risk may be
an early warning of distress in the sector. The
solvency risk was however considered fair as
the capital position of the sector improved over
the reporting period. Exchange rate risk is an
area of concern especially on the reinsurance
front, where insurers are expected to reinsure
as a means to mitigate the risk on its books.
The gradual depreciation of the Kwacha to
other currencies will result in higher
reinsurance costs that are bound to dent the
profitability of insurers.
2.2.3 Insurance Sector Remedial Measures
With the implementation of premium payment
directive, the liquidity risk in the general
insurance sector is expected to continue
improving. The RBM is also expected to
continue
implementing
enforceable
undertakings for the solvency distressed
institutions in order to address the solvency
risks. It is envisaged that an adjustment in the
pricing of insurance products to take into
account the high reinsurance costs as a result
of a weakened kwacha are to be witnessed in
the market if insurers are to remain financially
sound.

Source: Reserve Bank of Malawi
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Box 2.4: Selected Malawi Insurance Sector Indicators
30–Sep-13
NonLife
Life

31-Mar-13
NonLife
Life

30-Dec-12
NonLife
Life

30-Sep-12
NonLife
Life

30-Jun-12
NonLife
Life

31-Mar-12
NonLife
Life

Capital Adequacy
1. Capital to total asset
Asset Quality

30.0

10.3

31.7

11.3

30.0

11.6

29.9

10.7

28.2

22.1

29.1

22.6

2. Equity to total assets

24.6

10.3

28.1

11.3

26.0

11.6

21.0

10.7

17.5

10.1

19.1

10.4

37.0

34.3

70.7

31.7

44.3

38.2

94.7

35.1

79.3

39.0

150.0

32.3

71.6

99.1

88.3

94.4

69.9

97.0

70.6

98.2

77.3

97.7

78.8

96.3

23.0

5.0

16.3

23

31.0

9.2

29.0

49.4

29.7

48.0

27.5

14.2

60.7

42.3

79.7

7.0

53.0

36.4

30.9

24.6

12.4

12.8

4.7

5.0

80.0

116.7

71.0

189.4

53.5

164.6

38.5

144.3

43.9

86.0

40.5

88.6

3. Receivables
premium plus
recoveries
Reinsurance

to Gross
reinsurance

4. Risk retention ratio (net
premium to gross premium)
Earnings and profitability
5. Expense ratio (expense to
net premium)
6. Return on Equity (ROE)
Liquidity
7. Liquid assets to current
liabilities

26

2.3 THE PENSION SECTOR

Chart 2.21: Investment Income

Main Message
The pension sector registered a steady growth
over the review period. The growth is expected
to continue as investment income improves and
more employers and employees comply with the
Pension Act through payment of contributions
and severance due entitlements.
2.3.1 Soundness of the Pension Sector
The assets of the pension sector continued to
grow and closed the review period at K110.7
Billion from K101.7 Billon registered in
December 2012 (Chart 2.20). The growth is
attributed to increase in contributions and
favourable investment returns.
Chart 2.20: Pension Assets

Source: Reserve Bank of Malawi

Pension contributions continue to improve as
the average monthly contributions increased
from K0.7 Billion in December 2011 to K2.0
Billion as at end-September 2013 (Chart 2.22).
This is on account of increase in compliance by
employers and employees to the Pension Act
and the general increase in employee’s income.
Chart 2.22:
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Investment income was recorded at K38.1
Billion for the 9 months ended September 2013.
The main source was unrealized gains from fair
valuation of property and equity investments
which accounted for 69 percent of the total
income. Income from Interest revenue
contributed K8.9 billion, translating to 23
percent of the total income (Chart 2.21).

Source: Reserve Bank of Malawi

Investments in equity represent the highest
share of pension fund assets at 42 percent,
followed by Government securities and fixed
deposits at 26 percent and 18 percent,
respectively (Chart 2.23). Concentration of
assets in equities and short term instruments
continue to pose a significant risk in the
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pension sector. This is largely due to limited
options of long term investment instruments.
Chart 2.23: Asset composition

2.3.2 Pension Sector Risks
The main risk of the sector remains
concentration risk, due to limited long term
investment options. Mismatch of assets and
liabilities also pose a risk as most investments
are placed in short term instruments whilst the
liabilities are of long term nature.
2.3.3 Pension Sector Remedial Measures
The Registrar is championing the formulation of
strategies and implementation plan for the
development of the capital market in Malawi.
The objective is to deepen the market in order
to increase investment options which will
benefit the pension sector.

Source: Reserve Bank of Malawi
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2.4 THE MICROFINANCE SECTOR

Main Message
The microfinance sector remained stable over
the review period. With a view to enhancing
performance of the sector, the Registrar of
Financial Institutions commenced registration
and licensing of Microfinance Institutions
(MFIs) in January 2013. Consequently, new
entrants are not allowed to start operating
without a license or registration certificate
while old players are encouraged to formalize
their existence.
There were no concerns of instability in the
microfinance sector over the six months period
to September 2013.
Table 2.5: Growth of MFIs
Sept
2012
Assets
(K’bn)
15.0
Growth Rates (%)
7.9

March
2013

Sept
2013

16.5
10.0

13.9
(15.7)

Number of MFIs
Of which
Microcredit
Agencies
NDTs
Licensed DTIs
Banks
with
microfinance
window
Not classified

20

40

38

0

4

9

0
0
3

5
0
3

9
0
3

20

28

17

Number of SACCOs
Provisionally
licensed
Fully licensed
Not
provisionally
licensed

44
33

46
37

45
42

0
11

0
9

0
3

Source: Reserve Bank of Malawi

2.4.1 Growth of the Microfinance Industry
The industry reported a 15.7 percent decline in
overall assets which closed the period under
review at K13.9 billion from K16.5 billion in
March 2013. The decrease was largely due to

non-reporting from the Malawi Rural Finance
Company. The company alone accounted for
assets amounting to K2.2 billion as at the end
of the March, 2013.
The total number of MFIs decreased to 38 from
40 in March, 2013; while the number of
financial cooperatives (SACCOs) decreased to
45 from 46, as shown in Table 2.5. The
decrease is due to the dormancy of some
institutions. Registration and licensing of MFIs
continued and the number of registered
microcredit agencies increased from 4 to 9,
while licensed Non-Deposit Taking MFIs (NDTs)
rose from 5 to 9. In the absence of appropriate
directives, the licensing of Deposit Taking MFIs
(DTIs) did not start in the period under review.
The number of provisionally licensed SACCOs
increased to 42 from 37 in March 2013 on
account of enhanced awareness of the
regulatory environment guiding the industry.
The issuing of full licenses to SACCOs will
commence in March 2015.
Chart 2.24: The MFI’s Total Sector Assets

Source: Reserve Bank of Malawi

Growth in gross loans and advances slowed
down to 4.5 percent from 10.2 percent in the
previous period. Cash equivalents and short
term investments actually decreased by 14.6
percent and 18.4 percent to K1,840.8 million
and K251.2 million, respectively.
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2.4.2 Financial Soundness Conditions
i. Capital Adequacy
Statutory capital for NDTIs stands at K75
million. Out of the 9licensed institutions, 3
were marginally below the regulatory threshold
compared to 7 out of 11 during the previous
period. Out of the 19 SACCOs supervised by
RBM, only 12 met the capital requirement of K2
million. Total industry capital amounted to
K3,461 million with the capital-to-assets ratio
at 24 percent. Debt to equity ratio declined to
0.79 percent during the six months period up to
September, 2013 from 2.7 percent registered at
end April, 2013 indicating a decline in leverage
for the sector.
ii. Liquidity
The current ratio for the sector closed at 2.9
percent at end September 2013 with the cash
ratio at 0.8 percent. The liquidity ratio for the
sector closed at 43.2 percent at end September
2013. Most MFIs remained fairly liquid with
access to alternative sources of liquidity via
shareholding and debt financing. However,
financial cooperatives continued to experience
poor liquidity levels. The liquidity ratio for
financial cooperatives stood at 6.43 percent
while that for MFIs was at 80 percent as at end
September, 2013.
iii. Asset Quality
The sector recorded an improvement in the
portfolio quality during the review period. Yield
on the gross portfolio increased to 9.1 percent
from 6.7 percent. Provisions as a percentage of
gross loans declined to 11.2 percent from 12.8
percent recorded in the previous six months
period.
iv. Profitability and Sustainability
The sector reported a sharp increase in
profitability in the quarter under review.
Profits increased from K6.2 million to K1.1
billion owing to improved repayment rate,
which in turn was a result of agricultural
marketing season. The bulk of this positive
performance resulted from profits, which
emanated from debt-to-equity conversion at
one MFI. Overall, return on assets and equity

increased to 7.4 percent and 28.9 percent from
4 percent and 7 percent respectively.
2.4.3 Regulatory Framework
The sector continued to operate under the
regulatory and supervisory authority of the
Registrar of Financial Institutions using the
following financial services laws: Financial
Services Act, 2010; Microfinance Act, 2010; and
the Financial Cooperatives Act, 2011.
The introduction of laws and regulations to
govern the sector, as was projected during the
previous period, has led to an increase in new
entrants into the sector during the period under
review. These new entrants include Greenroot
Finance, Moyowathu Financial Services, TEECs,
DF Agency, GetBucks Malawi. This outturn is
likely to enhance competition amongst players
in the sector.
2.4.4 Risks in the Microfinance Sector
i. Liquidity Risk
The sector experienced a mixed outturn in
liquidity levels. While liquidity in the MFIs was
fairly good, averaging 80.0 percent that of the
financial cooperatives stood at 6.2 percent,
reflecting increased non-remittance of payroll
deductions.
ii. Credit Risk
The sector was characterized by high default
rates. Should this persist, credit risk will rise
significantly.
2.4.5 Remedial Measures
In order to anchor the soundness of the sector,
the RBM will enhance supervision of MFIs and
SACCOs whose stability is substantially affected
by non-performing loans. This will ensure high
lending standards and efficient market
conduct.
Furthermore, there is need to institute
appropriate measures that will compel
employers to remit payroll deductions on time.
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2.4.6

Outlook of the Microfinance Sector



In the coming six months period to March 2014:





More MFIs and SACCOs are likely to
formalize their businesses. This is
expected to improve market conduct
and confidence in the sector.
Shareholders are expected to increase
their stakes in a bid to meet minimum
regulatory requirements.
Wholesale lending is also likely to
increase as the banks will be dealing
with regulated entities.





The sector will continue to register
increase in assets and savings as newly
established SACCO and MFIs commence
operations, however, the aggregate
effect may be dampened should nonremittance of pay roll deductions and
high delinquency by members continue.
With the onset of the agricultural
growing season and continued dwindling
of government subventions to ministries
and departments, the repayment rate,
which stood at around 62 percent could
decrease further.
Deposits in SACCOs are likely to register
significant growth in the three months
to December 2013, a position likely to
be reversed in the first quarter of 2014
since the sector largely is dependent on
the agricultural season.
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BOX 2.5: MAIN PROVISIONS OF THE FINANCIAL COOPERATIVES ACT, 2011
The Financial Cooperatives Act, 2011 is a new legislation that introduces the regulation and
supervision of financial cooperatives, commonly known as Savings and Credit Cooperative
Societies (SACCOs). Before its promulgation, SACCOs operated under Cooperative Societies
Act, 1998.
The main objective of the Financial Cooperatives Act, 2011 is to provide for the regulation and
supervision of financial services and credit cooperatives societies and to make provision for
matters connected therewith or incidental thereto.
The Act also states that applicants to conduct SACCO business shall apply for a license l using
a prescribed format under the Financial Services Act, 2010 provided by the Registrar. The
applicant shall submit an application form, an application fee as specified by the Registrar
and any other documents as determined by the Registrar. Upon receipt of a full application
package, the Registrar shall, on receipt of full set of application process and provide feedback
within sixty (60) days. This decision shall be communicated in writing to the applicant with
reasons in case of refusal. The aggrieved applicant may appeal against the Registrar’s decision
within thirty (30) days after being notified of the decision. The applicant may re-apply if they
have addressed the issues that led to the denial of a license.
It also provides for two types of regulation for the financial cooperatives sector: Market
conduct and prudential regulation. Market conduct regulation involves the assessment of the
institutions relationship with its customers or members in terms of information disclosure
about its lending policies and prudential regulation involves the comprehensive and detailed
supervision of an institution’s governance, internal controls and entails detailed and frequent
reporting.
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BOX 2.6: MAIN PROVISIONS OF THE MICROFINANCE ACT, 2010
The Microfinance Act, 2010 is a new legislation that introduces the regulation and supervision
of microfinance service providers. Before its promulgation, microfinance institutions operated
under different legislative instruments such as the Banking Act, Trustees Incorporation and
Companies Act.
The main objective of the Microfinance Act is to provide for the regulation and supervision of
microfinance services and to make provision for matters connected. The Act prohibits any
person from carrying any microfinance business unless they are registered as a Microcredit
Agency, licensed as a Non Deposit Taking Microfinance Institution or licensed as a Deposit
Taking Microfinance Institution.
The Act provides for other financial institutions, licensed under the Financial Services Act
2010, to apply for approval from the Registrar if they are interested to offer microfinance
services, alongside their mainstream financial business.
The Act also states that all applicants to conduct microfinance business must apply for a
registration certificate, a license or an approval. Upon receipt of a full application package,
the Registrar shall, within sixty (60) days, grant a registration certificate, a license or
approval; or shall refuse to grant a registration certificate, license or approval to the
applicant. This decision shall be communicated in writing to the applicant. The applicant may
re-apply if they have addressed the issues that led to the denial of registration, license or
approval.
The Act also provides for two types of regulation for the microfinance sector: Market conduct
for Micro Credit Agencies and prudential regulation for large Non Deposit Taking Microfinance
Institutions and Deposit Taking Microfinance Institutions. Market conduct regulation involves
information disclosure to an institution’s clients about its lending policies and prudential
regulation involves the comprehensive and detailed supervision of an institution’s governance,
internal controls and entails detailed and frequent reporting.
The Registrar may issue directives pertaining to the operations of the microfinance
institutions. These directives may classify the type of services that a microfinance service
provider, may provide which may vary according to different categories of microfinance
institution. The directives may also include corrective action or administrative sanctions for
non-compliance as the Registrar may determine from time to time.
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2.5. THE CAPITAL MARKET

Main Message
The stock market performed relatively
well and was stable in the period under
review mainly due to positive financial
performance of some listed companies in
the 2012 financial year and lower money
market rates.

2.5.1 Stock Market Performance
Over the six months period to September 2013,
the
stock
market
registered
strong
performance. The Malawi All Share Index (MASI)
recorded an improvement due to gains in the
Domestic Share Index (DSI) and Foreign Share
Index (FSI) (Chart 3.1)
Chart 2.25: Trends in MASI, DSI and FSI

8,349.65 in September 2013 from 4,966.77 in
March 2013 and a 202.99 points gain in the FSI
to 1,296.46 by September 2013 from 1,093.47
in March 2013, (Chart 2.25). The gain in the
FSI was mainly due to the high demand for
and realignment of the only foreign listed
counter (Old Mutual) due to exchange rate
movements (making the stock relatively
cheaper, hence pushing its price up). The
increase in the DSI was mainly caused by
rising shares prices, which were driven by
publication of positive financial results among
the listed companies particularly the banking
sector after 30 June 2013 as per listing
requirement. The reduction in money market
rates from an average 33.26 percent in June
2013 to an average 19.19 percent in
September 2013 worked to stock market
advantage as reflected by the high demand of
stocks on the stock market.
2.5.3 Market Capitalisation
Total market capitalisation increased by 21.5
percent to K5,492.1 billion from K4,519.9
billion recorded in March 2013 due to
increases in share prices. In United States
Dollar terms, total market capitalisation
closed off higher at US$14,873.9 million
compared to US$11,019.5 million in March
2013.
2.5.4 Market Turnover

Source: Reserve Bank of Malawi

2.5.2 The MASI
The period under review witnessed an
increase in share prices on the Malawi Stock
Exchange (MSE), with the MASI gaining a
significant 4,259.39 points to close at
10,604.97 in September 2013 from 6,344.58 in
March 2013. The gain in the MASI was mainly
due to rising prices of shares evidenced by
the 3,382.88 points gain in the DSI to

A total of 1,912.6 million shares (earning
K4,822.0 million) were transacted during the
six months period to September 2013
compared to 2,130.10 million shares (earning
K3,711.99 million) in the comparable 6
months period up to March 2013. Dividend
yields for individual stocks across the market
averaged 4.05 percent while average TB
yields slumped to a range of 14.92 percent
and 22.48 percent from a range of 41.87
percent and 43.38 percent in March 2013. The
decline in yields on the money market
compelled some activity on the stock
exchange during the review period.
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Table 2.6: Growth of the Capital Market
Sept 2012
MASI

5,926.4

March
2013
6,344.6

Listings

14

14

14

Market
Capitalisation
in million us$

9,721.05

11,019.5

14,873.9

Value
of 1.6629
Trades
to
Market
Capitalisation
(TVT/MCAP)

4.4096

2.3304

Value of
Trades to
GDP
(TVT/GDP)

0.8760

0.3268

Sept
2013
10,604.9

0.5634

Source: Reserve Bank of Malawi

2.5.5 Liquidity
The turnover velocity measured by the ratio of
Total Value of Trades to Market Capitalisation
(TVT/MCAP) in the quarter ending September
2013 was recorded at 2.33 percent, lower than
4.41 percent registered in quarter up to March
2013. This signals liquidity problems in the
market as investors are holding most of their
investments. The ratio of TVT/GDP recorded a
liquidity level of 0.56 percent in the review
period while during the previous period to
March 2013 liquidity was at 0.87 percent,
(Table 2.6).

2.5.6 Financial Performance of Capital Market
Intermediaries and Capital Adequacy
All six Portfolio Managers and the only unit
trust (Operator Company) continued to enjoy
good financial performance. They complied
with
minimum
regulatory
net
capital
requirement. However two brokers failed to
meet the minimum net capital requirement.
Further one non-systemically important broker
remained unprofitable as it continuously
registered losses throughout the review period.

2.5.7 Risks Ahead
The recent decision by donors to withhold
budgetary support will mean government has to
finance its budget through borrowings or cut
expenditure. This may translate into high
interest rates, which could negatively affect
the capital market as the money market will be
considered more attractive.

2.5.8 Remedial Options
The stock market requires a number of
alternative
instruments
besides
trading
equities. There is need for a bond market as an
alternative source of raising capital other than
equities. This may also deepen the market. The
market also requires continued investor
awareness programs by the Registrar of
Financial Institutions and the MSE.
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3.0



FINANCIAL INFRASTRUCTURE
Main Message

During the six months period to September
2013, the financial infrastructure remained
fairly stable, with MITASS registering 99.8
percent availability against a target of 96.0
percent. As a result payment, clearing and
settlement processes proceeded smoothly and
efficiently during the period.

During the period under review, the financial
system infrastructure remained stable, allowing
undisrupted flow of transactions through the
Malawi
Interbank
Funds
Transfer
and
Settlement System (MITASS). MITASS, which is a
critical payments infrastructure in Malawi,
provides the main linkage to maintaining
financial stability in the country’s economy as
it processes large values of transactions on real
time basis. Against a target of 96.0 percent,
operational availability of MITASS improved to
99.8 percent during the six months period to
September 2013 from 99.0 percent in the
previous six months period to March 2013.
3.1

MITASS and Financial Stability

Instability in MITASS has two main channels
through which risks in the system may have an
adverse impact on the financial sector and the
wider economy. The first is contagion whereby
financial or operational problems of one MITASS
participant are transmitted through it to other
participants of the system. The second channel
is disruption to transactions whereby the
financial or operational difficulties of the
system itself have real economy effects through
one of the following three ways:


Delayed payments – until the outage
affecting the system has been resolved



Denied payments – the
payments fail to take place

intended

Substituted payments – the payments
are made in a timely fashion, but using
other method or system which may be
more costly or risky.

As is normally the case, RBM monitored,
assessed and successfully mitigated three main
types of potential operational risks in MITASS
during the period under review. These are (a)
system availability (b) degree of system
utilisation and (c) participants’ capability to
settle their obligations. As a result of the
successful risk mitigation measures employed
by RBM, MITASS remained stable and was able
to operate efficiently to ensure a smooth
payments, clearing and settlement process as
reflected by the following:
3.1.1 System Availability
MITASS availability is perhaps the most
important integral element of the linkage
between MITASS and financial stability. When
the system is not available for the entire
business day or part thereof, MITASS
participants or end-users might face financial
losses
or
material
inconveniences
as
transactions may not be processed in real time.
This would negatively affect the system’s
reputation in the financial system. MITASS
therefore needs to be stable and reliable by
being available during the entire business day
to process transactions in real time.
MITASS faced minimal outages over the review
period as the system’s availability was at 99.8
percent compared to 99 percent availability for
the preceding 6 months to March 2013 (Chart
3.1). Furthermore, a month to month analysis
shows that the system was 100 percent
available for all the months in the review
period except for September 2013 when the
system was down for a total of 1.5 hours. The
September 2013 outage was far less than the
16.3 hours recorded in the preceding six months
to March 2013. This indicates that adequate
technical support was available to prevent
disruptions to the system on account of
software failure, hardware failure and external
events, such as power outages.
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Chart 3.1: MITASS Availability

Source: Reserve Bank of Malawi

3.1.2 MITASS Utilisation
The system remained resilient during the period
under review in the face of an increase in the
volume of transactions and the corresponding
value of payments which needed to be cleared
and settled by the system in real time and on
irrevocable basis. Over this period, the volume
of transactions processed through MITASS rose
by 10.5 percent to 114,467 from 103,467
recorded during the previous six months period
(Chart 3.2). Similarly, the associated value of
transactions increased by 9 percent to K3,580.7
billion (or K28.2 billion in daily turnover) from
K3,284.1 billion (or K25.9 billion in daily
turnover) over the same period.

Another measure of system resilience is the
ratio of the value of gross settled transactions
transmitted as Fund Settlement Instructions
(FSIs)4 to total value of all settled transactions
(throughput).
MITASS
participants
are
encouraged by the Reserve Bank of Malawi to
use FSIs to process at least 75 percent of
throughput to achieve higher efficiency of the
system as more high value transactions are
processed in the system as opposed to smaller
ones. A higher percentage of FSIs will reduce
liquidity and settlement risk in the system in
contrast to concurrent batch transactions such
as cheques and smartcards whose settlement
may be deferred.
As depicted by Chart 3.3, there were more FSIs
than batch transactions in MITASS during the
period under review. However, the ratio of FSIs
to total throughput averaged 73.4 percent over
the period compared to 76.1 percent in the
previous six months, thereby falling short of the
recommended minimum target of 75 percent.
This outturn was mainly due to the reduction in
discount window transactions following an
ongoing improvement in the liquidity situation
at commercial banks. This notwithstanding, the
ratio of FSIs exceeded the recommended
threshold in the months of April 2013 (79.4
percent) and May 2013 (77.4 percent).
Chart 3.3: MITASS Utilisation: FSIs versus
Other Payment Streams

Chart 3.2: MITASS Utilisation: Value & Volume

Source: Reserve Bank of Malawi
Source: Reserve Bank of Malawi
4

FSIs are single settlement instructions transmitted in the system
in real time and on final and irrevocable basis.
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3.1.3 System Settlement

Chart 3.5: MITASS Settlement Defaults

The capability of MITASS participants to honour
their settlement obligations in the system
reduces counterparty/settlement risk and is
therefore also a key aspect in promoting
financial stability. Failure by a single
participant to settle payment obligations in the
system due to insufficient funds in their
accounts or system outages could lead to
contagion effects to the other participants with
systemic shocks to the economy as a whole.
For management of settlement failure due to
insufficient funds, RBM provides discount
window accommodation as a lender of last
resort to MITASS participants. During the period
under review, RBM’s discount window lending
to MITASS participants dropped by a further
46.1 percent after declining by 62.1 percent in
the preceding 6 months to March 2013 (Chart
3.4). This reflects continuing improvement in
banking system liquidity over the period.
Chart 3.4: Inter-bank Money Market and
Discount Window (DW) Transactions

Source: Reserve Bank of Malawi

3.2 Oversight Activities
RBM conducted oversight activities with the
view of enhancing stability of the payments
infrastructure in Malawi, as follows:
3.2.1 MITASS Off-site Monitoring
RBM prepared performance profiles of MITASS
participants to assess compliance with required
standards and procedures aimed at mitigating
operational and settlement risks as well as
promoting efficiency in MITASS. Participants
performed well and there were no major
threats to the stability of the financial
infrastructure. Going forward, RBM will
continue with bilateral discussions with MITASS
participants to ensure safe and efficient
participants’ performance in the system.
3.2.2 Payments System Regulatory Reforms

Source: Reserve Bank of Malawi

Nonetheless, RBM’s discount window facility
could not completely eliminate settlement
defaults by some MITASS participants during the
review period as depicted by Chart 4.5. The
facility was however effective in ensuring that
MITASS, as a whole, settled its obligations
without major systemic disruptions.

During the period, RBM held one of its final
consultative meetings on the Payments Systems
Bill with the Legal Committee of Parliament to
brief them on the salient features of the Bill.
The Bill which is expected to be tabled during
the first sitting of Parliament in 2014, will
address the legal risks currently threatening
financial stability as it will give RBM clear
mandate to exercise oversight role over all
electronic payment systems in the country.
Meanwhile, RBM continued to use the general
provisions in the RBM Act to oversee the
national payment systems.
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3.3
Payment
Systems
Infrastructure
Modernization
Over the period, RBM made some progress in
the
modernisation
of
the
financial
infrastructure being funded by the World Bank’s
Financial Sector Technical Assistance Project
(FSTAP). The system design Initial Reports (IRs)
for both the Automated Transfer System (ATS)
and integrated national switch were submitted
to RBM by the selected vendors for review. It
was expected that the IRs would be signed off
by RBM and the vendors as soon as all user
requirements from all stakeholders have been
fully considered in the IRs. Once implemented,
the ATS and national switch will enhance
financial stability through more safe and
efficient processing of interbank and retail
payments.

Some progress was also made with respect to
implementation of regional payments systems
projects in the country. Several pre-launch
activities for COMESA Regional Payment and
Settlement System (REPSS) were being finalised
during the period by RBM and key stakeholders
for the system to go live in November 2013.
Once, implemented REPSS is expected to
facilitate better trade payments between
countries in the COMESA region by allowing for
a cheaper, faster, and secure transfer of funds
which could be beneficial to financial stability
in Malawi.
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Appendix 1: Bank Lending Survey September 2013
1.0
Introduction to the Bank Lending Survey (BLS)
The Reserve Bank of Malawi (RBM) conducts the BLS bi-annually; in April and October. The main
objectives of the survey are to:
i.

ii.
iii.
iv.

Supplement statistics on credit market conditions in order to broaden the assessment of
monetary and economic developments as an input into monetary and financial stability
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.
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
commercial banks’ pricing of risk.

2.0
Response Rate
Questionnaires were administered to eleven banks and all banks responded.
3.0

Credit Developments April 2013- September 2013

The annual growth in private sector credit slowed down to 12.0 percent as of end-September 2013
from 29.4 percent reported as of end-March 2013. Only 50.0 percent of the commercial banks recorded
net credit extensions against 75.0 percent reported during the period October 2012-March 2013 period.
In terms of sectoral distribution, the agriculture sector recorded a credit growth of 24.9 percent
between March 2013 and September 2013 as agro-farm inputs companies sought resources to facilitate
importation of farm inputs for the 2013/14 planting season. Foreign currency denominated loans also
grew by 17.0 percent during the period, whereas loans to the commercial and industrial sector
increased marginally by 0.2 percent. Meanwhile, the household and individual sector recorded
repayments that reduced the stock of personal loans by 16.3 percent between March 2013 and
September 2013. Outstanding loans to the real estate sector also dropped by 7.9 percent during the
review period. With regard to provision for bad debts, the end-September 2013 position was 20.5
percent higher than the end-March 2013 position. This compares with a growth of 49.0 percent
observed between September 2012 and March 2013.
4.0 Developments in Credit Standards
The findings of the survey showed that banking system credit conditions remained tight. Overall, 73
percent of the responding institutions compared to 70 percent of the responding institutions during the
previous bank lending survey reported that approval of loans or credit lines to corporations tightened.
Meanwhile, 27 percent of the respondents compared to 30 percent of the respondents in the previous
survey reported that credit standards remained the same. 55 percent of the reporting banks indicated
that consumer credit and other lending to the household sector tightened.
Despite favourable growth prospects in 2013, perception of economic risk remained the major driver of
net tightening of credit standards. 82 percent of the respondents reported that expectations regarding
the general economic outlook largely led to tighter credit standards as indicated in Chart 4.1.
However, at 82 percent, the ratio of respondents reporting that the economic outlook contributed to
tighter credit conditions, was lower than the ratio of 90 percent reporting the same in the previous
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survey. In 2013, growth is projected at 5.4 percent compared to a growth of 1.8 percent recorded in
2012.
Net tightening of credit standards was also influenced by individual bank’s capital and liquidity
positions. Overall, 73 percent of the reporting banks indicated that bank’s capital positions
constrained lending while 55 percent of the respondents reported that bank’s liquidity positions
contributed to tighter credit conditions. Only 9 percent of reporting banks indicated that investments
in the money market contributed to tighter credit conditions as it provided alternative source of
investment. Competition from other banks, non-bank and market financing had no impact on credit
conditions.
Chart 1.1: Percentage Contribution of Factors to Easing or Tightening of Credit Standards

Source: Reserve Bank of Malawi
Note: 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

Overall, non-performing loans in the banking sector remained high. 64 percent of the reporting banks
indicated that the level of non-performing loans over the review period increased. The Small and
Medium Enterprise (SME) sector, continued to experience high levels of non-performing loans. 82
percent of participating banks reported that non-performing loans in the SME sector increased over the
review period. Meanwhile, 64 percent and 45 percent of the reporting banks indicated that they
continued to experience growth of non-performing loans in the household and corporation sectors.
In terms of economic sectors, the banking system experienced an increase in non-performing loans in
the wholesale and retail trade sector as evidenced by a response from 73 percent of the respondents
that non-performing loans in the wholesale and retail trade sector increased. 55 percent of the
reporting banks indicated that the agriculture, manufacturing and construction industries also
experienced an increase in non-performing loans.
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5.0 Developments in Demand for Loans
The survey revealed that overall demand for loans and credit increased over the review period largely
due to high demand for extension of existing loan limits. However, the increase was lower compared to
the increase in the previous survey. Only 18 percent of the reporting institutions in the current survey
indicated that overall demand for loans and credit increased compared to 50 percent of the
respondents in the previous survey, which reported that overall demand for loans and credit increased.
45 percent of the responding banks reported that overall demand for loans or credit by SMEs and large
corporations increased. In terms of the SMEs, the response rate was slightly lower from the 50 percent
of the responding institutions, in the previous survey, which indicated that demand for loans and credit
by SMEs increased. While in terms of large corporations, the current response rate was higher than 30
percent of the respondents in the previous survey, which reported that demand for credit and loans by
large enterprises increased. The findings of the survey showed that the increase in demand for loans
and credit was largely due to an increase in short term loans (0-12 months) as evidenced by 82 percent
of the respondents indicating that there was an increase in demand for short term loans and credit by
corporations.
Inventories and working capital was the major factor that led to an increase in demand for loans and
credit. 100 percent of the reporting banks indicated that inventories and working capital significantly
contributed to the increase in demand for loans and credit by corporations as shown in Chart 5.1. The
other notable driver of demand for loans and credit was fixed investments as reported by 36 percent of
the participating banks.
The survey also revealed that demand for household loans for house purchase remained basically
unchanged while demand for consumer credit and other lending decreased somewhat.
Chart 1.2: Factors Affecting Demand for Loans

Source: Reserve Bank of Malawi
Note: 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.
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6.0 Prospects for October 2013 – March 2014
Banks expect demand for loans and credit by corporations and households to continue increasing over
the period from October 2013 to March 2014. 64 percent of the reporting banks indicated that demand
for loans by corporations will increase. However, banks will continue to curtail credit extension. 64
percent of the reporting banks indicated that they will continue with tight lending to the SMEs while 55
percent of the reporting banks will continue with tight credit conditions to the large corporations. The
expected tight credit conditions are largely on account of high non-performing loans that are
prevailing in the banking system.
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