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OVERVIEW

The Malawi Economic Monitor (MEM) provides an
analysis of economic and structural development
issues in Malawi. This edition of the MEM was
published in October 2016. It follows on from the
three previous editions of the MEM, and is part of an
ongoing series, with future editions to follow twice
per year.

The aim of the publication is to foster better-informed
policy analysis and debate regarding the key
challenges that Malawi faces in its endeavors to
achieve high rates of stable, inclusive and
sustainable economic growth.

The MEM consists of two parts: Part 1 presents a
review of recent economic developments and a
macroeconomic outlook. Part 2 focuses in greater
depth on a special, selected topic relevant to
Malawi's development prospects.

In this edition of the MEM, the focus of the special
topic is on poverty and vulnerability. At a time when
Malawi is experiencing a second successive year of
food insecurity, the special topic focuses on the key
factors that have led to persistently high poverty
rates in rural areas, with these factors contributing
significantly to vulnerability to the impact of climate
shocks. The special tfopic also idenfifies and
describes potential pathways and reforms that
could help Malawi improve its level of resilience to
better manage the impact of future shocks.

ECONOMIC DEVELOPMENTS

In 2016, with Malawi facing drought and
subsequently poor harvests for a second
consecutive year, it is expected to record a GDP
growth rate of 2.5 percent. The severe droughts have
affected agricultural production, with these
droughts following both flooding and drought in the
previous year. The start of the 2015/16 agricultural
season was delayed, with the advent of the season
being followed by erratic and below average rains,
with prolonged dry spells resulting in severe crop
failures, particularly in the Southern Region and parts
of the Central Region. The production of maize, the
key food crop, fell by 14.7 percent. This follows the
decline of 30.2 percent recorded in the previous
year. Thus, growth in the agricultural sector is
expected to decline for a second consecutive year,
with the rate of decline standing at 2.3 percent in
2016. The rate of growth for industry is expected to
stand at 2.4 percent, while the rate for services is
expected to stand at 4.4 percent.

Malawi is particularly vulnerable to weather shocks.
The impact of shocks has intensified over the years
and is likely to continue to worsen with climate
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change. Over the past four decades, droughts have
become more frequent, widespread, and intense.
The effects have been compounded by a number
of other factors, including Melawi's high rate of
population growth and environmental degradation.
On average, these shocks have caused annuadl
losses to a value equivalent to 1 percent of GDP.
Most drought episodes have occurred in El Nifo
years, during which Malawi experiences rainfall
deficits.

The humanitarian impact of the drought will be
significant, with around 40 percent of Malawi’s
population likely to experience food insecurity.
Estimates indicate that at least 6.5 million people in
Malawi's 24 drought-affected districts will not be
able to meet their food requirements during the
2016/17 consumption period. The total annual maize
deficit is projected to reach 768,687 metric tons,
compared to the deficit of 233,000 mefric fons
recorded in the previous year.

With the GDP growth rate lower than the population
growth rate for a second consecutive year, average
living standards will fall in 2016. Given Malawi's
relatively high population growth rate of 3.1 percent,
Malawi's economy needs to expand at a faster rate
than is the case for many comparable countries to
ensure improvements in average living standards
over time.

Malawi’'s Government has limited fiscal space
available to respond to the crisis. Large fiscal deficits
over the past three years and high levels of debt
mean that the Government has limited scope to
respond to the humanitarian crisis unless it receives
significant support from development partners.
Following a major public financial management
scandal in 2013, the level of on-budget
development assistance provided by development
partners to Malawi has fallen dramatically. Following
this withdrawal of support, the Government has run
large fiscal deficits over successive years. The
Government has come under pressure to increase
expenditure as a result of increasing debt service
costs; rising public sector wage demands; costly
subsidy schemes; and the need fo settle outstanding
arrears.

To finance fiscal deficits, the authorities have
borrowed heavily from domestic sources. This has
exerted an upward pressure on inflation and lending
rates, crowding out private sector investment. More
importantly, the Government has not been able to
establish the necessary fiscal buffers that would
enable a more robust domestic response to external
weather shocks.



The Government's recent efforts to consolidate
public expenditure have produced some positive
results, but these efforts will be hard to sustain in the
context of the current humanitarian crisis. Efforts fo
consolidate expenditure; to improve budget
execution; and to exercise stronger central oversight
over public expenditure have enabled greater
month-on-month conftrol over spending
commitments by ministries, departments and
agencies. As aresult of these efforts, despite the fact
that the value of collected revenues stood at 3.0
percent below targeted levels by the end of the
fiscal year in June 2016, the Government was able
to contain expenditure growth. However, at the end
of the year, domestic borrowing was still in excess of
targeted levels, largely because the Government
began to purchase maize towards the end of the
fiscal year to prepare to implement its humanitarian
response.

The FY 2016/17 budget emphasizes the allocation of
resources for food purchases and for investments to
increase agricultural resilience. Key elements of the
budget include reforms to the contentfious Farm
Input Subsidy Program (FISP), with these reforms
including a sizable budget cut; a reduction in the
number of beneficiaries; and the significantly
increased involvement of the private sector in
importation and retailing. Health and education
budgets have been ring-fenced, with the
allocations for almost all other budget lines being
reduced in real ferms.

The fiscal deficit for FY 2016/17 is projected to reach
a value equivalent to 4.1 percent of GDP, a decline
from the figure of 4.3 percentrecorded in FY 2015/16.
This gap is expected to be met mostly through
concessional foreign financing, the value of which is
estimated to reach the equivalent of 2.6 percent of
GDP, and through domestic borrowing, at 1.4
percent of GDP. However, significant additional
resources will be required to meet the food deficit
requirement. Unless these resources are provided by
development partners, the Government will stfruggle
to remain below its targeted domestic borrowing
[imit.

While the rate of inflation declined in the period up
until April, it accelerated in June and July, mostly
due to increased food prices, before stabilizing
again. In Sepfember 2016, the year-on-year
headline inflation rate stood at 21.2 percent,
representing a 1.6 percentage point decrease from
the previous month. The figure at this point in 2016
compares to that of 24.1 percent recorded at the
same point last year. Malawi is a net energy
importer, so the decline in global oil prices has
provided some respite, exerting downward pressure
on non-food inflation and resulling in improved

terms of frade. Prices are expected to remain under
upward pressure unfil the next harvest in early 2017.
Thus, in 2016, the overall annual rate is expected to
stand at 22.5 percent.

The Reserve Bank of Malawi's tight monetary stance
has constrained the pace of credit growth. Active
market interventions by the authorities through the
issuance of Reserve Bank of Malawi (RBM) securities
have helped to mop up liquidity and to ensure
confinuous positive real interest rates. The RBM
continues to maintain its policy rate at 27.0 percent.

A second year of drought conditions and weak
economic growth has weighed on business
confidence. The agricultural sector dominates
Malawi's economy, directly accounting for around
a third of GDP. This share is even higher if the
contribution of agricultural manufacturing and
services is taken info account. However, even
before the impact of recent weather shocks,
Malawi’s private sector was struggling fo cope with
an extended period of macroeconomic instability.
High infterest rates and inflation rates have
undermined the returns on private investments, as
demonstrated by the increasing share of non-
performing bank loans. Increasingly frequent power
and water supply outages in Malawi's key
economic hubs, Lilongwe and Blantyre, and the
instability of the exchange rate have also sapped
investor confidence.

An economic recovery is possible in 2017, although
its achievement would require the implementation
of a number of politically challenging reforms. In
particular, the Government faces the challenge of
managing the humanitarion response effectively
while at the same time confinuing with efforts to
restore fiscal balances and to control inflation. The
simultaneous achievement of these goals is not
impossible, but it will certainly require prudent
management and  careful  prioritization  of
expenditure. In 2017, a higher rate of growth could
be driven by increased agricultural output.
However, growth recovery is dependent on the
implementation of a wel-managed humanitarian
response and careful macroeconomic
management to avoid further instability.

A strong El Nino effect in Southern Africa is typically
followed by a similarly strong La Nifa effect, resulting
in higher than average rainfalls in Malawi. This could
help support a recovery in the production of key
crops, including maize, and the restoration of the
water resources upon which Malawi is currently
dependent for electricity generation. However,
there is also arisk that a La Nina effect could trigger
localized flooding that would place already strained
disaster response mechanisms under further
pressure.
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In the medium-term, improved economic
performance is dependent on Malawi building its
level of resilience to enable it to better withstand the
impact of both internal and external shocks. It is
highly likely that Malawi will confinue to face
weather shocks on a recurring basis. Key steps to lay
the foundations for a growth recovery include the
following:

= Policy reforms to reduce distortions and to
ensure that agricultural markets function more
effectively:  Malawi's  agricultural  sector
confinues to be dominated by smallholders
oriented fowards subsistence farming, with only
a limited degree of commercialization. The
prices for agricultural commodities in Malawi
are amongst the most volatile in the region. In
many instances, the impact of climate-induced
shocks has been amplified by policy-induced
distortions that result in markeft failure.

= Measures to maintain economic stability and to
improve fiscal discipline: Improved levels of
macroeconomic stability and fiscal discipline
are essential to the achievement of a medium-
ferm growth recovery in Malawi. Only by
breaking the current vicious cycle,
characterized by large deficits, over-borrowing
and the crowding-out of the private sector, can
Malawi effectively conftrol inflation and restore
the basic macroeconomic conditions
necessary for higher levels of investment and job
creation. The Government should also
implement measures to increase fiscal buffers to
enable the budget to better withstand the
impact of external shocks. Improved systems of
public financial management and governance
could result in increases to ODA flows to on-
budget execution, reversing the trend of these
flows to off-budget execution.

= Investments to build resilience to mitigate
against climate-induced weather shocks and to
diversify Malawi's economy: These investments
should include measures to develop agricultural
infrastructure and extension services to facilitate
a higher level of crop diversification, to improve
yields, and to build resilience through the
development of irrigation, market information
systems and improved farmer organization.

POVERTY AND VULNERABILITY

Malawi is currently experiencing one of the most
significant humanitarian crises in the country’s
history. In addition to the impact of the droughts,
Malawi's predominantly rural population is also
suffering from the prolonged effects of sustained
macroeconomic instability, with an average annual

3 « MALAWI ECONOMIC MONITOR OCTOBER 2016

inflation rate in excess of 20 percent for more than
five years.

While the current food security crisis is undoubtedly
a result of changing weather patterns, the impact of
the drought has been exacerbated by policies that
have made Malawi particularly vulnerable to
shocks. Building on recent research, this publication
examines the reasons for the persistence of poverty
in Malawi, while also identifying policy options o
improve the socio-economic circumstances of
Malawi's vulnerable population.

In a number of non-income indicators, some
encouraging progress has been made in terms of
human development over recent vyears. For
example, over the past decade, gains in access to
primary education have been steady and positive.
Similarly, the incidence of child malnutrition has
been declining. The under-five child mortality rate
has also declined. As a result of the progress made
in health, nutrition and education, Malawi achieved
four out of eight of the Millennium Development
Goals. The proportion of the poor who are deprived
in multiple dimensions has also declined.

However, this progress has been dwarfed by
persistent challenges, with monetary poverty in rural
Malawi remaining pervasive and largely stagnant. In
2010, measured with reference to a basic needs
basket that costs MWK 37,000 per person per year,
more than half of the rural population was classified
as poor. Approximately one-quarter lived in extreme
poverty, defined in terms of the inability to satisfy
basic food needs. More worrisome is that in the
period from 2004 to 2010, the poverty rate in rural
areas remained unchanged at around 56 percent,
with the extreme poverty rate actually increasing,
from 24 to 28 percent.

Food insecurity and chronic poverly also remain
widespread. In 2013, 84 percent of rural poor
households reported experiencing food insecurity
for at least one month of a year, a 17 percentage
point increase since 2010.

Most of Malawi's chronically poor population live in
rural areas. Of the 2.6 million people considered
chronically poor, 2.4 million of them live in rural
areas. Health and weather shocks, combined with a
lack of insurance programs and other safety nefs,
are a major cause of both food insecurity and
chronic poverty. Rural households are especially
vulnerable to being trapped in poverty due to a
high exposure to shocks and a low capacity to cope
with them.

To date, the achievement of sustained poverty
reduction in the rural areas has been difficult, with
reductions over the last decade being both modest
and fragile.



The achievement of higher levels of agricultural
productivity is essential to improve the welfare of
rural households. Agriculture constitutes  the
backbone of Malawi's economy, contributing to
more than 30 percent of its GDP and employing 85
percent of its workforce. Most producers are
subsistence farmers who cultivate small plots of land,
with limited income diversification opportunities.

Empirical estimates show that, in the period from
2010 to 2013, a 10 percent increase in the level of
agricultural productivity improved average per
capita consumption levels in agricultural
households by 1.3 percent. Poverty also declined in
terms of other indicators with increases in agricultural
productivity. Evidence shows that at the household
level, half of the gains from increased agricultural
productivity goes tfowards increased food
consumption, measured in terms of per capita
calorie infake. It is projected that if maize yields
increased by 50 percent, the poverty rate among
rural agricultural households would decline by
approximately 7 percentage points, lifting
approximately 600,000 people out of poverty.

Unfortunately, increases in productivity of this order
have yet to be achieved. In the period from 2010 to
2013, maize yields increased by only a modest 8
percent, with growth in yields being higher for the
non-poor. Maize yields for the poor were 31 percent
lower than for the non-poor.

Agricultural productivity in Malawi has remained
largely stagnant due to the limited adoption of
complementary investments in agriculture and
access to information. The share of farms with
access to complementary inputs (inorganic fertilizer,
improved seeds, extension services) was low,
despite evidence that the combined use of
complementary investments raises the level of
productivity more than the use of any single input by
itself.

Households in primarily agricultural economies such
as Malawi are generally unable to depend on
income from a single source such as crops from rain
fed agriculture to meet their needs. They often need
to diversify sources of income to minimize losses from
highly risk-prone agricultural incomes. They may
need to use non-farm income fo overcome thin
credit markets to smooth consumption, to finance
farm investments, or start businesses.

In Malawi, participation in non-farm sectors,
particularly non-farm self-employment, is
associated with improved socio-economic
circumstances of the household level. An exercise to
account for changes in poverty status in terms of
sources of income indicated that, in the period from
2010 to 2013, rising income from non-farm business

activities played a greater role in reducing poverty
in rural areas more than the any other source of
income. However, the opportunities for non-farm
self-employment have remained precarious and
limited.

Rural incomes are not only relatively low, they are
also characterized by a high level of voldtility, with
the constant threat of weather and health shocks. In
the current context, financial markets do not
provide insurance and other similar products at
sufficient scale to enable households to manage
risk. Therefore, social protection programs that
protect basic minimum income and mitigate the
impact of income shocks are important tools to
address extreme poverty.

The coverage of the Government's main social
safety net programs remains limited, despite recent
expansions. Public expenditure on social protection
in Malawi is low by international standards. In
2014/15, the annual budget for social protection
programs accounted for approximately 0.8 percent
of GDP, approximately two-thirds of the average
level of expenditure by low-income countries in
Africa. In addition to limited coverage, social
assistance programs in Malawi have experienced
high leakage rates. In 2013, six of every 10
beneficiaries of the two largest social programs in
terms of budget were not poor.

The current crisis in Malawi creates opportunities to
undertake radical reforms that will enable it to
emerge stronger and more resilient. Recommended
policy measures include:

=  First, to lay the foundation for future growth, it is
essential to establish macroeconomic stability.
Stabilizing the macroeconomic environment will
encourage investments, growth, and
employment generation. It will also bring
immediate relief to the poor by reducing the
pressure on their household budgets caused by
rampant inflation. While it is necessary to bring
fiscal deficits under control, measures to reduce
public spending or tfo increase revenue
collections could have adverse impacts on the
poor. Therefore, policy actions to restore fiscal
balances should build in safeguards to protect
pro-poor spending.

= Second, inclusive growth is unlikely to be
achieved without improving the level of
productivity of agriculture. To date, agricultural
growth has been achieved through factor
accumulation, primarily involving the expansion
of resources such as land cultivated and labor.
However, in a country with one of the highest
population densities in Africa and increasingly
limited land for new farming, there is little space
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to extend such gains into the future. To improve
productivity, it is necessary for the Government
to improve the composition of its expenditure on
agriculture by continuing reforms to the FISP.

Third, to achieve higher levels of agricultural
productivity and to reduce rural poverty,
significant  structural reforms must be
accelerated. A major constraint on the growth
of non-farm self-employment in rural areas is the
lack of demand for the products produced by
rural enferprises. The very low level of
urbanization (16 percent of the population) and
the low average incomes in rural areas limit the
opportunities to generate higher incomes from
non-farm activities in these areas. To achieve
higher levels of prosperity in Malawi’s areas,
broad structural transformation is required, with
this transformation including a more rapid rate
of orderly urbanization.

Fourth, the Government should implement
measures to improve the efficiency and
effectiveness of safety net programs. To improve
the impact of its programs, the Government
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should consider extending coverage to a
greater number of beneficiaries; improve
targeting for greater impact and reduce
leakages; and ensure clarity in the objectives of
program such as FISP, with beneficiaries shifted
from this program fto programs clearly intfended
to fulfil a social protection function.

Fifth, the Government should implement
measures to accelerate the demographic
transition to boost poverty reduction. Given that
Malawi is already one of the most densely
populated natfions in  Africa, unchecked
population growth will put enormous pressure on
limited land resources and on the delivery of
services, making poverty reduction harder fo
achieve. Moreover, the overal youth of
Malawi’s population means that ratio between
dependents and members of the workforce is
extiremely high, with this ratio generally
associated with higher poverty levels.



1. ECONOMIC DEVELOPMENTS

Economic growth has slowed across Sub-Saharan Africa

1. In 2014, Sub-Saharan Africa’s average rate of economic growth is projected to decline substantially to a figure
of just 1.6 percent, down from the figure of 3.0 percent recorded in the previous year. This will be the region’s lowest
level of growth in more than two decades. Low commodity prices, rising borrowing costs, fightening global financial
conditions and drought in large parts of the region are the major contributing causes for the constrained growth
across Africa.

2. With commodities making up a significant proportion of exports in the region, low global commodity prices have
had a significant overall negative impact. In particular, oil exporters have experienced a sharp deterioration in their
terms of frade. This has strained their fiscal and current account balances. Over the year, improvements to market
senfiment and a decline in the value of the US dollar have contributed to a modest rebound in prices. However,
global commodity prices are expected to remain low into the medium ferm future, which will have an ongoing
impact.

3. There has been a significant divergence in the impact of the low commodity prices on oil importers and exporters
respectively. The low global commodity prices have had their most significant impact on economies most
dependent on oil exports, such as Nigeria. To a lesser extent, they have also had a significant negative impact on
economies heavily dependent on non-energy mineral exports, such as South Africa, Zambia and Zimbabwe. By
conftrast, the economies of countries that are net importers of oil and that have a more diverse export base, such
as Tanzania and Kenya, have performed relatively well.

4. To achieve economic recovery, commodity exporters must adjust to the likely scenario of a protracted period of
low global commodity prices by developing new sources of growth. To achieve this, they need fo improve their
efforts to mobilize domestic resources and to implement measures to ensure a greater degree of flexibility in
exchange rates to cushion the impact of the decline in commodity prices. In the context of increased external risk
and higher levels of fiscal vulnerability, there is a significant need for policymakers to intensify their efforts fo rebuild
policy buffers.

5. Overall, the economies of the region are vulnerable to a number of significant risks. These include the possibility
of a sharper-than-expected slowdown in the economic growth of major frading partners, which could further
reduce the demand for commodities and lead to lower levels of investment. Growth in the Euro region remains
vulnerable to a number of risks, including those related to uncertainties created by the UK's decision fo leave the
European Union (see Box 1 for a short analysis of the likely impact of Brexit on Malawi). Slower-then-expected growth
in China would similarly affect the sub-Saharan African region’s exports and official inflows. A further decline in oil
prices or a failure by economies in the region to make timely adjustments to the impact of this decline could also
create policy uncertainty and dampen investor sentiment. Finally, a confinuation or exacerbation of the droughts
that have affected Southern African could negatively impact the performance of the agricultural and hydropower
generation sectors and exacerbate inflationary pressures.

Adverse weather conditions have affected Malawi’s economic growth

6. Malawi’s economy has been negatively impacted by severe droughts that have affected the country for two
consecutive years. In this context, in 2014, it is expected to record a rate of economic growth of only 2.5 percent
(see Figure 1). Adverse weather conditions have had a negative impact on Malawi's agricultural production in
both the 2014/15 and 2015/16 growing seasons, with both floods and droughts in the former, and with further
droughts in the latter. In ferms of the achievement of food security, Malawi's key crop is maize, the production of
which has fallen by 14.7 percent this year, following a fall of 30.2 percent in the previous year according to the third-
round crop estimates. As a result of this and other factors, in 2016, the overall rate of growth for the Malawi's
agricultural sector is expected to decline by 2.3 percent, deepening the declines recorded in the previous year. By
conftrast, the relatively small industrial and services sectors are both expected to record positive rates of growth,
with the industrial sector expected to grow by 2.4 percent and the services sector expected to grow by 4.4 percent.

7. Malawi’s economy is particularly vulnerable to weather shocks. The negative impact of drought has become
increasingly significant over the years. With the adverse effects of climate change, this frend is likely to continue
into the future, with the negative impacts of drought compounded by factors such as population growth and
environmental degradation (see Box 2 for a comparative perspective of Malawi’s vulnerability to climate shocks
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compared to other countries in the region). Data from available records show that over the past 100 years, Malawi
has experienced approximately 20 major droughts. On average, droughts and dry spells cause annual losses
equivalent to 1 percent of GDP. Most drought episodes have occurred in El Nino years, with Malawi particularly
likely to experience rainfall deficits in these years.

8. In the 2015/2016 agricultural season, strong El Nifno conditions prevailed, with erratic rains and prolonged dry
spells across most parts of the country. As a result of these events, the start of the agricultural season was delayed
by two fo four weeks, with this being caused by the erratic and lower than average rainfall in November and
December 2015. Exacerbating this effect, prolonged dry spells resulted in severe crop failures, particularly in the
Southern Region and in parts of the Central Region. In response to these events, the Government declared a state
of emergency in April 2016. Shortly following this, it carried out a post disaster needs assessment, as a result of which
a food insecurity response plan was developed and put into action in July 2016.

9. The humanitarian impact of the decline in agricultural production will be significant, with around 40 percent of
Malawi's population likely to suffer from food insecurity. Estimates from the Malawi Vulnerability Assessment
Committee (MVAC) suggest that at least 6.5 million people in Malawi's 24 drought-affected districts will not be able
to meet their food requirements in 2016/17. Malawi's total maize output stood at 2,431,313 metric tons, well below
the 3,215,135 metric tons required fo meet national needs for food consumption, seed, stock feed and industrial
use. In terms the gap between production levels and consumption needs, the deficit is estimated to stand at the
total of 768,687 metric tons of maize in 2016/17, compared to the deficit of 233,000 metric tons recorded in the
previous year (see Figure 2). The cumulative impact of the two years of drought in economic terms is estimated o
amount to losses of US$ 295.2 million, which is equal to 5.6 percent of Malawi's GDP.

Figure 1: Growth rates have fallen in Malawi and Figure 2: ...as the country faces increased food
across the region... insecurity
GDP growth adjusted for inflation, annualized, percent Annual maize production/surplus/deficit, millions of tons; Vulnerable
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10. In addition to its direct negative impact on economic growth, the drought will have a number of other indirect
and direct effects. In Malawi's predominantly agricultural economy, lower levels of maize production have driven
up food prices and thus have had a significant inflationary impact. The drought is also expected to result in a
deterioration in Malawi’s trade balance due to both a decline in the export of agricultural products and the need
to import food. The Government’s fiscal position is also likely to be negatively affected, as the value of collected
revenues is expected to decline while expenditures increase as a result of the need to implement the humanitarian
response.

11. With Malawi’s largely agricultural economic base, a contraction in levels of agricultural production has a
significantimpact on the overall performance of the economy. In addition to the decline in the production of maize,
declines also occurred in the case of other key crops in 2015/16. In particular, the production of rice declined by
21.6 percent; of wheat by 31.1 percent; of sorghum by 27.1 percent; and of millet by 40.9 percent. Of the food
crops, increases in levels of production were recorded only in the case of sweet potatoes and potatoes, with the
output of cassava remaining roughly unchanged over the year. In the case of cash crops, the output of pulses
remained roughly unaffected, as did that of tea and coffee.
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Box 1: What does Brexit mean for Malawi?

On 23 June 2014, the Government of the United Kingdom conducted a referendum in which the electorate voted
to leave the European Union (“Brexit”). This has set in motion a chain of economic reactions and adjustments
across the world. Malawi's economy is affected by developments in the UK and the EU in three main ways:
official development assistance; foreign direct investment; and, frade. In particular, the volatility in global
currency markets resulting from the Brexit vote has affected the Malawi Kwacha. In the period immediately
following the referendum, the value of the Pound depreciated by 7.8 percent relative to the Kwacha, based on
figures for the average values in the pre-referendum period in June compared fo the post referendum period
until early September. The value of the Euro relative to the Kwacha also fluctuated significantly in the post-
referendum period, although this appears to have been only temporary (see Figure 4).

Both the UK and the EU are major contributors to Malawi in terms of Official Development Assistance (ODA). Britain
is the largest bilateral donor to Malawi and the third-largest contributor to the EU Development Fund. With aid
being an important financial link between the UK and Malawi, any change in UK ODA spending would have an
impact. In addition, a sustained depreciation in the value of Sterling would reduce the value of Brifish aid flows
tfo Malawi when converted into Kwacha.

Figure 3: The UK and EU are major bilateral aid Figure 4: ...but Sterling has depreciated, reducing
donors to Malawi... the value of UK aid in Kwacha terms
Countries’ share in Malawian bilateral ODA receipts, 2010/11- Malawi Kwacha against major currencies, Middle Rate, Average
2015/16 MWK/GPB from June 1 to October 13, 2016
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The UK and EU are also key partners with Malawi in terms of investment and frade. According to data from the
Malawi Investment and Trade Center, the UK and the EU account for a relatively small proportion of the total
value of committed FDI (3.6 percent and 1.7 percent respectively). In terms of frade, the UK and the EU account
for a somewhat larger proportion of Malawi's export frade, accounting for 3 percent and 15 percent of
Malawian exports respectively (Comtrade 2016 data). The goods exported consist largely of primary products
such as sugar, coffee and tea, for which the level of demand is relatively inelastic to prices. However, with
Malawi's thin export base, any reduction in foreign demand may still have a significant impact. Imports from the
UK constitute approximately 3 percent of the tofal value of Malawi's imports, consisting primarily of cars,
pharmaceuticals and other chemical products. While these imports might become less costly in the short term
due to the depreciation in the value of the Pound, it seems likely that prices in the UK will increase over the
medium term, as many of the inputs for these products are sourced from abroad, mainly from markets in the EU.

12. In 2016, the performance of the tobacco sector, Malawi’'s most significant cash crop, has also been poor. The
decline in output of this crop was relatively slight compared to the decline in output of maize, standing at only 5.3
percent (for smallholder production). However, with the ongoing decline in global demand, the output was sfill in
excess of demand, and unit prices were consequently lower. In addition, macroeconomic instability in Egypt
disrupted sales to one of Malawi's key markets, with the market sfill carrying over stocks from last year's sales season.
Despite these unfavorable conditions, tobacco remains Malawi’'s most important export product. At mid October,
the total value of tobacco sales stood at US$ 240 million, a decline of 29 percent compared to the value of US$ 334
million recorded at the same pointin 2015. Over the same time periods, the volume of sales declined by 19 percent,
while average prices declined by 13 percent. The effects of oversupply were most pronounced in the case of burley
tobacco sold at auction, with the prices recorded in 2016 prices being 40 percent lower than in 2015. By contrast,
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prices for tobacco produced under the integrated production system, in which farmers are under contract to
tobacco buyers, have been much firmer. Similarly, in the case of specialty varieties, particularly flue-cured and
dark-fired tobacco, there has been a higher level of demand and higher average prices.

13. With the rate of growth of GDP lower than the rate of population growth for a second consecutive year, it is likely
that average living standards will remain roughly stable. The proportion of the population living below the
international poverty line (US $1.9/day in 2011 PPP prices) is expected to remain flat at around 69 percent, with the
possibility of a slight decline for the second consecutive year. With Malawi's average annual rate of population
growth standing at around 3.1 percent, Malawi needs to record a higher rate of economic growth than do many
comparable countries to ensure improvements in average living standards and reductions in poverty.

14. Malawi has limited fiscal space available in which to respond to the crisis. Malawi has experienced significant
budget deficits and high levels of debt over the past three years. Under these conditfions, it has limited scope to
respond to the humanitarian crisis without significant support from development partners. Following a major public
financial management scandal in 2013, the level of on-budget development assistance received by Malawi has
declined dramatically. In the context of this decline, the Government has run large fiscal deficits over the past three
years. It has come under pressure to increase expenditure due to a number of factors, including increasing debt
service costs; rising public sector wage demands; costly subsidy schemes; and the need to settle outstanding
arrears. To finance fiscal deficits, the Government has borrowed heavily from domestic sources. This has exerted an
upward pressure on both inflation and lending rates, crowding out private sector investment. Even more
significantly, the Government has not been able to build up the necessary fiscal buffers that might have enabled
it to implement a stronger domestic response to weather and other shocks.

15. While it is not impossible for Malawi to achieve economic recovery in 2017, this will require the Government to
implement a number of politically challenging reforms. The Government must strive to balance the need to
effectively manage a humanitarian response to the food crisis, while continuing with its efforts to restore fiscal
balances and to control inflation. While the simultaneous achievement of these goals is not impossible, the
implementation of measures to achieve them will certainly require prudent management and careful prioritization.
In 2017, it is possible that a higher rate of economic growth will result from a recovery fo the performance of the
agricultural sector.

16. In Southern Africa, a strong El Nino effect is typically followed by a similarly strong La Nina effect, resulting in
higher than average rainfalls. This rainfall could facilitate a recovery in the production of key crops, including maize.
It could also restore the water resources in Lake Malawi upon which Malawi relies for hydroelectricity generation.
However, any such increased rate of growth will be dependent on the effective implementation of a well-
managed humanitarian response to the 2015/16 drought and on careful macroeconomic management to avoid
instability. Also, there is a risk that a La Nina effect could tfrigger localized flooding, which might place already
strained disaster response mechanisms under further pressure.

17. In the longer term, Malawi will need to undertake investments and to implement reforms to build resilience and
to reduce its degree of vulnerability to climate shocks. The impact of climate shocks on Malawi's economy is
already clearly apparent from the declining rate of economic growth and the increasing poverty rate. The
Government faces the significant challenge of balancing the need to finance short-term requirements, including
measures to prevent and address humanitarian crises, against the need for development expenditure, which is
required to build the level of resilience to the impact of climate shocks, and thus to prevent similar crisis from having
a similar impact in the future.

Some improvement to fiscal trends, despite the food crisis

18. in Malawi, fiscal indiscipline has been a recurring cause of instability and volatility. There have been frequent
instances of fiscal slippages, in which the value of realized deficits significantly exceeded plans established at the
beginning of the fiscal year, with the central bank being required to finance much of the gap. The unpredictable
and volatile nature of foreign aid has further compounded this problem, with the share of ODA that is on the budget
declining sharply over the past decade. The impact of climatic shocks over the past two consecutive years has
further exacerbated macroeconomic instability, making it harder for Malawi to break the cycle of dependency.
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19. The execution of the FY 2015/16 budget reveals a modest degree of recovery in terms of the fiscal stance'. Over
the year, the value of both tax and non-tax revenues was lower than the approved estimates, largely due to
sluggish revenue collections in the context of the weak economy. Despite the Government’s expectations that
there would be anincrease in the value of grants, with increased disbursements in the second half of the year, the
total value of grants was actually lower than the approved estimates. Consequently, the total value of revenue
and grants stood at a figure equivalent to 20.2 percent of GDP, compared to the approved estimates of 21.7
percent. In this context, the Government exercised a significant degree of spending restraint, with an overall
expenditure outturn of 24.4 percent from an approved 26.2 percent of GDP. As in the past, this was achieved
through a reduction in domestically-financed development expenditure, with this reduction offsetting increases in
recurrent expenditure.

Figure 5: Weather shocks are slowing the pace of fiscal  Figure 6: Most of Malawi’s debt is on concessional

consolidation terms
Revenue, expenditure and budget deficit, percent of GDP Outstanding external and domestic debt by source, percent of GDP
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20. Over the past year, the total value of collected revenues was generally low, with collection performance only
improving towards the end of the year. The value of collected domestic revenues was lower than the approved
target by about 1.0 percent of GDP, largely due to the lower than expected value of tax and non-tax revenues
resulting from the economic deceleration. Towards the end of the fiscal year, a slight improvement in the
performance of revenue collections was recorded, with the value of revenues collected in June exceeding the
established target. Revenue collections have continued to exceed their targets through the first three months of
the 2016/17 fiscal year.

21. To an increasing extent, ODA is taking the form of off-budget support, with this being provided at a slower pace
as a result of low absorptive capacities at the project level. The value of redlized grants stood at the equivalent of
2.3 percent of GDP, about 0.5 percent less than the approved estimate. The value of program grants increased
from the equivalent of 0.2 percent of GDP in the approved estimates to 0.5 percent realized. This increase is
attributable to a disbursement from the African Development Bank that was planned for the first half of the year
but that was actually disbursed in the second half. As a result of exchange rate gains, the value of the disbursement
was significantly higher than estimated at the point of budget approval. While the value of dedicated grants has
not differed significantly from the approved estimates, the value of project grants has been significantly lower. This
reflects a slowdown in the progress of project implementation, which has consequently affected the disbursement
of funds for the implementation of project activities.

22. Faced with a lower than expected value of collected revenues and grants, the Government responded through
measures to restrain expenditure. For the most part, the Government managed to consolidate expenditure through
reductions in development expendifure, which offset moderate increases in recurrent spending. In terms of

! Note that the GDP series has been rebased to 2010 so all numbers in this report will differ from previous publications for all statistics
presented as a percentage of GDP.
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recurrent expenditure, the most significant pressure resulted from the cost of subsidies and transfers resulting from
overruns to expenditure on the Farm Input Subsidy Program (FISP). Over the years, cost overruns of this kind have
been a frequent occurrence, usually taking place as a result of depreciation in the value of the Kwacha, which
makes the import of the required inputs relatively more expensive. On this occasion, overruns were exacerbated
by the payment of arrears to suppliers, with these payments being delayed in the first half of the year. Expenditure
on goods and services also increased in line with the general increase in price levels, with this increase occurring at
a faster rate than anticipated at the time the budget was formulated. Overall, expenditure on wages and salaries
and interest on debt was roughly in line with the approved estimates. However, while the cost of interest on foreign
debt declined, there was an increase in the cost of interest on domestic debt. This can be explained by the
decrease in the level of foreign financing and by the high cost of servicing domestic debt. On average, the interest
rates incurred on external debt are much lower than for domestic debt because these loans are mostly contracted
on concessional ferms.

23. However, overruns on recurrent spending were offset by cuts fo development expenditure. With the decline in
on-budget donor support, the Government has consistently resorted to domestic borrowing to cover the financing
gap. Over the year, a continuation of the trend towards a reduction in development expenditure relative to
recurrent expenditure was observed. The realized value of foreign-financed capital expenditure (Part 1) stood at
the equivalent of 3.1 percent of GDP, significantly lower than the approved estimate of 4.9 percent. This was largely
due to the low absorptive capacity of projects, which lead to a slow rate of disbursement. The realized value of
domestically-financed capital expenditure stood at the equivalent of just 0.7 percent of GDP, compared to the
approved estimate of 1.4 percent. On the one hand, this partly reflects the general slowdown in the rate of project
implementation, which has also affected counterpart funding. On the other hand, as alluded fo earlier, it also
reflects the tendency of the Government to reduce development expenditure to offset shortfalls in recurrent
expenditure.

24. While the financing gap has narrowed somewhat, domestic borrowing increased to a level significantly in
excess of targets as a result of the Government’'s need to finance its response to the food crisis. The Government
recorded an overall deficit to a value equivalent to 4.3 percent of GDP, with the approved estimate standing at
4.7 percent. The value of foreign financing was significantly lower than estimated at the point of approval, with this
value equivalent to 1.6 percent of GDP, approximately half the value of the approved estimate. As a response to
this, the Government resorted to increased domestic borrowing. The value of domestic borrowing increased to
MWK 70.7 billion (2.0 percent of GDP), up from MWK 53.1 billion (1.5 percent of GDP). This value is in excess of the
International Monetary Fund (IMF) Extended Credit Facility (ECF) target of MWK 25.0 billion (0.7 percent of GDP).
Until the mid-year, the Government had successfully contained domestic borrowing to levels lower than the
targeted ceiling. However, the food crisis resulted in a dramatic increase in borrowing in the remainder of the fiscal
year, with unplanned expenditure on post-harvest maize purchases in anticipation of planned interventions in food-
deficient areas.

Manaoing fiscal pressures will require tight controls and expenditure reprioritization

S

25. A significant proportion of funding under the FY 2016/17 budget has been allocated for the purchase of food for
the Government's humanitarian response to the crisis. It also includes allocations for investments that lay the
foundation to improve the resilience of the agricultural sector. Measures prescribed by the budget include radical
reforms to the contentious FISP, with these reforms including a significant budget cut; a reduction in the number of
beneficiaries; and increased emphasis on private sector involvement in importation and retailing. Health and
education budgets have been ring-fenced, with reduced allocations fo almost all other budget lines in real tferms.
In terms of resources allocated for development, irmrigation has been prioritized. The budget was formulated in the
context of a particularly challenging year for Malawi, with approximately 40 percent of the population expected
to experience hunger. To meet the food deficit requirement, significant additional resources will be required from
development partners. In the absence of an effective response, the Government will struggle to remain below its
targeted domestic borrowing limit, with its domestic debt already disturbingly large. Despite these challenges, if
Malawi is to achieve an economic recovery in 2017, the achievement of fiscal balances is essential.

26. The total projected value of revenues and grants is expected to reach the equivalent of 23.2 percent of GDP,
with the value of domestic revenues estimated at 18.6 percent and grants at 4.6 percent. In the context of generally
poor macroeconomic performance, the MRA was unable to achieve its revenue targets in the early period of 2016.
However, it exceeded these targets in June, July and August. To a large extent, good performance in terms of the
collection of revenues from goods and services led to the overall strong performance in these months. In particular,
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revenues collected from VAT were significantly higher than targeted, due to improved tax administration involving
the intensification of enforcement efforts, the extensive use of technology (electronic fiscal devices) and reduced
exemptions. The “Lisiti Langa” campaign, which was launched to encourage consumers to demand machine-
printed receipts for all purchases, appears to be yielding positive results. The value of import and local excise duties
was also in excess of targets in these months. This follows a spike in the volume of fuel imports as a result of increases
in the purchase of fuel products following disruptions to the import of petroleum through the Beira route. While the
frends apparent in the early period of the year may not continue over the full fiscal year, they are nonetheless an
encouraging beginning for the Government at a time when every Kwacha counts. A factor that may reduce the
value of collected revenues relates to the increased expenditure on the purchase of maize for relief. There is no fax
on maize and a large share of transportation services have become involved in the fransportation of this
commodity, rather than on commercial activities that generate tax revenues. Thus, if weather conditions improve
and the food crisis recedes, the performance of revenue collection can be expected to improve. According to
the FY16/17 budget, the value of grants is projected to increase. The value of dedicated grants is expected to
remain af roughly similar levels as those in previous years, with the value of program grants remaining close to zero
due fo the continued lack of general budget support.

Table 1: Fiscal accounts
Percentage of GDP (with rebased GDP)

2012/13 2013/14 2014/15 2015/16 2016/17

Budget Actual Proj.

Revenue and grants 27.5 23.2 214 21.7 20.2 23.2

Revenve 17.3 19.7 18.6 18.9 17.9 18.6

Tax Revenue 15.7 17.3 16.3 16.8 16.1 16.8

Nontax revenue 1.6 2.4 2.4 2.1 1.8 1.8

Grants 10.2 3.5 2.8 2.8 2.3 4.6

Budget support grants 4.5 0.3 0.0 0.2 0.5 0.3

Project grants 3.7 1.4 1.1 1.1 1.0 1.3

Dedicated grants 2.0 1.8 1.7 1.5 0.8 3.0

Expenditure and net lending 28.0 28.9 271 26.2 244 27.2

Recurrent expenditure 220 244 21.8 19.8 20.6 19.5

Wages and salaries 5.7 6.2 6.9 6.5 6.4 6.5

Interest payments 1.9 4.4 4.0 3.6 3.5 3.4

Foreign 0.2 0.2 0.3 0.7 0.3 0.3

Domestic 1.7 4.2 3.8 2.9 3.2 3.1

Goods and services 7.9 7.9 5.5 53 5.9 5.7

Subsidies and other current fransfers 5.7 5.6 4.9 4.5 4.9 3.9

Fertilizer and seed subsidy 3.0 2.7 1.9 1.2 1.8 0.8

Arrears payments 0.0 0.4 0.4 0.0 0.0 0.1

Development expenditure 6.1 4.5 53 6.4 3.8 7.6

Domestically financed 1.8 0.9 1.0 1.4 0.7 0.9

Foreign financed 4.2 3.6 4.4 4.9 3.1 6.7

Overall balance (including grants) (0.5) (5.7) (5.7) (4.7) (4.3) (4.1)

Financing 1.8 6.1 5.8 4.7 3.9 4.1

Net foreign financing 1.9 2.0 2.5 3.2 1.6 2.6

Gross foreign borrowing 2.2 2.4 2.9 3.7 2.1 3.2

Budget support loans 0.0 0.6 0.7 0.9 0.4 0.6

Project loans 2.2 1.8 2.2 2.8 1.6 2.7

Amortization (0.3) (0.4) (0.4) (0.5) (0.5) (0.6)

Net domestic borrowing (0.1) 4.2 3.3 1.5 2.0 1.4
Memorandum items:

Nominal GDP rebased (MWK billion) 1.717 2,242 2,848 3.521 3.521 4,219

Source: World Bank staff calculations and estimates based on MoFEPD data

27. A sustained commitment to tight fiscal policies is vital if balances are to be restored, with this being a
precondition for economic recovery in 2017. The El Nino-induced economic slowdown is expected fo have a
negative impact on revenues and to increase expenditure pressures. To address these impacts, the Government
has committed to both reductions in expenditure and to changes in its composition. In particular, it has proposed
to cut fertilizer subsidies and to contain the wage bill by limiting wage increases and by intensified efforts to remove
ghost workers from the payroll. Inits FY 2016/17 budget statement, the Government announced additional reforms
to FISP, with these reforms being based to a significant extent on lessons learnt from a successful pilot project
implemented in the previous fiscal year. Relative to allocations under last year's budget, the allocation to FISP has
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been reduced by about 1 percent of GDP. The proposed reforms include measures to increase the involvement of
the private sector in retailing from 23 percent to 60 percent of the total; reducing the number of beneficiaries from
1,500,000 to 900,000; and improving fargetfing to focus on more productive farmers. In addition, Government will
issue fixed-value coupons to beneficiaries valued at MWK 15,000, thus capping Government’s fiscal liability and
removing a serial source of budgetary overruns. On a positive note, with the slump in commodity prices,
international prices for fertilizer have declined steadily throughout the year. If this frend confinues, it is likely that the
cost of fertilizer in real terms will be lower this year than in the previous year, thereby reducing the import bill and
the cost of the scheme.

28. The pattern of the top three allocations to agriculture, education and health, respectively, has generally been
sustained over the past three years (see Figure 7). Agriculture continues to receive the highest single portion of
allocated funding, with these allocations estimated to reach a value of around 17.4 percent of the fotal budget in
FY16/17. With the proposed reforms to FISP, under the current budget, the allocations for fertilizer and seed subsidies
have declined significantly, by 0.8 percent of GDP. The overall proportion of the budget allocated for agriculture,
however, remains roughly the same as in the previous fiscal year. The reduced allocations for fertilizer and seed
subsidies were offset by the increased allocation for the food purchases necessary in the context of the crisis (also
of around 0.8 percent of GDP). The proportions allocated to health and education remain roughly the same as in
the previous fiscal year, with a significant proportion of these funds allocated to meet the wage bill resulting from
the ongoing recruitment of feachers and health workers. The allocation for roads, public works and fransport has
increased compared to the previous year, with increased allocations for capital expenditure in the transport sub-
sector. The budget includes allocations for two large projects involving the rehabilitation and maintenance of the
Kamuzu and Chileka International Airports, and for a tfrade facilitation project. The fifth largest allocation was for
governance, with this prioritized fo finance the ongoing public finance management reforms.

Figure 7: Agriculture remains the top most funded

sector, particularly in light of the food crisis response
Top five sectoral budget allocations, percentage of total budget,
selected years, net of transfers to local councils and subventions

Figure 8: Wages and salaries continue to drive
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29. In terms of recurrent expenditure, the largest proportion was allocated to meet the cost of wages and salaries,
with the value of this expenditure standing at around 6.5 percent of GDP in FY17, up from around 5.7 percent in FY
12/13 (see Figure 8). Wages and salaries account for approximately 33 percent of the total value of recurrent
expenditure, while the cost of debt service accounts for around 17.4 percent. While the proportion allocated to
service foreign debt has remained roughly unchanged, the cost of servicing domestic debt has increased sharply.
This increased cost has been driven by the high interest rates associated with domestic debt and with the
dramatically higher level of domestic borrowing over the year to finance the fiscal gap. The proportion of
expenditure on goods and services appears to have declined slightly, probably due to the decline in on-budget
support, with key bilateral development partners displaying a preference for off-budget financing. The proportion
of expenditure on subsidies and transfers has also declined over the past few years, from a value of around 5.7
percent of GDP in FY 12/13 to about 3.9 percentin FY 16/17. This has been mostly driven by the gradual decline in
the value of allocations for FISP, with this value now standing at 0.8 percent of GDP.
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30. In FY 2016/17, the fiscal deficit is projected to reach a value of 4.1 percent of GDP, compared to the figure of 4.3
percent recorded in FY 2015/16. This deficit is expected to be met mostly through concessional foreign financing,
the value of which is estimated to reach 2.6 percent of GDP, and domestic borrowing, the value of which is
estimated to reach 1.4 percent of GDP (MWK 60.0 billion). In the context of the need to address the humanitarian
crisis, a significant proportion of the Government’s purchases of maize will need to be sourced from outside Africa,
due fo the region wide impact of the adverse weather conditions, with associated higher costs. With the
Government’s purchase of large amounts of this commodity at relatively high prices, domestic borrowing is
expected to exceed the level set under Malawi's IMF program by about 1.1 percent of GDP.

31. The challenge for the Government is to balance its efforts to restore fiscal discipline with its efforts to effectively
respond to the need to address Malawi's food security needs. The extent to which the Government succeeds in this
endeavor will have a major impact on the economic outlook for 2017 and for the medium-term outlook. With
persistently large deficits, Malawi has very limited fiscal space to respond to the crisis. The Government continues
fo face a number of significant risks, mostly related to a second consecutive year of adverse weather; the threat
of yet another climatic shock (La Nina); declining and volatile on-budget ODA flows; persistently high inflation; and
weak global demand for Malawi's produce. The impact of policy-induced fiscal risks can be mitigated by
containing public expenditure and by conducting concerted efforts to increase domestic revenues. A well-
managed response to the food crisis is not necessarily inconsistent with a disinflationary policy, as food will be
imported and incremental ODA inflows should not have any inflationary impact. Nonetheless, it will be difficult for
the Government to control non-food expenditures at a tfime of severe stress. With Malawi’s relatively undiversified
economy and its reliance on a few primary exports, it remains vulnerable to external demand and price shocks.

Increased debt leaves Malawi with limited space to respond to crises

32. Malawi’s debt stock has grown significantly over recent years. At the end of 2015, the value of external debt
stood at about US$ 1.78 billion (37.0 percent of GDP), a significant increase from the figure of US$ 1.45 billion (30.8
percent of GDP) recorded at the end of 2013. Most of Malawi's external debt (around 75 percent) has been
contracted with mulfilateral creditors (principally the World Bank; the International Monetary Fund; and the African
Development Bank) on highly concessional terms. However, the proportion consisting of bilateral external debt has
been increasing rapidly, with the majority of this debt being contracted with China and India (see Figure 6). At the
end of 2015, the total value of domestic debt stood at MWK 538.2 billion (16.8 percent of GDP), a significant increase
from the figure of MWK 206.6 billion (13.8 percent of GDP) recorded in 2013. Increases in domestic debt have been
driven by large fiscal deficits over the past three years, and by the securitization of arrears and the issuance of
promissory notes. While the stock of domestic debt is lower than that of external debft, the principal in the former
case needs to be repaid over a much shorter period. Typically, Treasury Bills are issued for durations of up to one
year, while most external debt is repayable over a period of 25-40 years. Similarly, the interest charged on domestic
loans is on average significantly higher. Thus, in FY 2016/17, the cost of servicing domestic debt is expected to reach
3.1 percent of GDP, compared to the figure of only 0.3 percent for servicing foreign debt. The high cost of servicing
domestic debt puts considerable short-term pressure on Malawi's budget.

Inflation has resumed an upward path, driven by concerns about food availability

33. While the rate of inflation declined in the period up until April, it began to rise again from June, with the
acceleration driven mostly by increases in food prices, with non-food prices increasing to a lesser extent, before
later stabilizing again. The rate of inflation reached a highpoint of 24.9 percent recorded in December 2015. With
the low output of maize in the 2015/16 planting season, harvests resulted in only a short-lived reduction in the rate
of food inflation, which reached the figure of 29.2 percent in July. This was an increase from the low point of 24.3
percent recorded in April and 3.9 percentage points higher than the rate recorded in July 2015. At the end of July,
the annualized rate for 2016 already stood higher than all yearly rates recorded since 2013. The rate of increase for
the non-food component stood at around 18.0 percent until June, before experiencing an increase in July, when
it reached 18.7 percent. Prior to this, a deceleration in consumer demand and a decline in the rate of growth in
public sector borrowing had exerted downward pressure on the non-food inflation rate, while the recent
acceleration seems to have been partially caused by the clearing of arrears from the fiscal year that ended in June
2016. In September 2016, the year-on-year headline inflation rate stood at 21.2 percent, compared to the figure of
24.1 percent recorded at the same point last year. This indicates some moderation in price increases, possibly due
to weakening purchasing power as the effects of Malawi’s drought on rural incomes become more pronounced.
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Figure 9: The decline in energy prices seems to have Figure 10: This is mirrored in Malawi, where food
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34. As Malawi is a net energy importer, the decline in oil prices provides some respite in terms of non-food inflation.
In particular, the decline in these prices has led to improved terms of frade and lower imported energy costs. In
recent months though, there has been a steady depreciation in the value of the Kwacha relative to the US dollar,
compounded by an increase in the landed cost of petroleum products due to a decline in the level of global oil
production. So, while increased transportation costs have not been the only reason for the recent acceleration in
the rate of non-food inflation, the recent increase in petroleum product prices, as announced by Malawi Energy
Regulatory Authority (MERA) in June, is likely to contribute to a further increase in this rate. On the other hand,
fertilizer prices have declined steadily throughout the year. Depending on future price developments and on the
timing of imports, this may help fo contain the cost of purchases during the 2016 import season. However, market
imperfections and high transaction costs tend to limit the extent to which lower prices are fransmitted fo Malawi,
which may reduce this effect. Furthermore, the El Nino weather phenomenon has affected agricultural production
worldwide, confribufing to a recent increase in agricultural prices. This is especially pronounced in the Southern
African region, so the food imports required for the humanitarian response will also come at a relatively high cost.

35. The poor harvest has resulted in increasing food prices across Malawi, particularly in rural areas. A comparison
of food prices in urban and rural areas shows that food prices in rural areas were 7.5 percentage points higher than
in urban areas in September, standing at 28.7 percent. This partially reflects the larger share of imported and
processed food in urban consumption baskets, with the rapidly increasing prices for domestically produced maize
having a greater impact in rural areas. At the same time, it also reveals a low level of market integration between
rural areas, with the impact of cross-country frade of agricultural produce in terms of mitigating price rises being
quite limited.

36. The rate of inflation is expected to continue to increase until at least the end of the year, with the overall annual
rate for 2016 expected to reach 22.5 percent. In early 2017, the advent of the next harvest season and the
finalization of fertilizer procurements should contribute to a deceleration in the rate of inflation, with food prices
declining and forex reserves stabilizing. Until then, the rate of food inflation will be largely determined by the scope
and speed of the response to the food crisis and by the level of output from winter cropping. Amongst other factors,
the non-food inflation rate may be affected by rising water and electricity costs, given that the capacity for
electrical power generation has been reduced by the drought.

The Kwacha has depreciated earlier and more sharply than usual, with inflationary
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37. The value of the Kwacha relative to most major currencies traditionally follows seasonal trends. This year, in
February, it experienced an unusually steep depreciation in its value relative to the US dollar. Following this, its value
appreciated only temporarily, before again beginning to decline. According to normal seasonal trends, the
Kwacha gains value during the tobacco sales season in the period from March to September, with a subsequent
depreciation when demand for foreign exchange is high, particularly during the period when fertilizer is imported,
in advance of the following planting season. In mid-2015, the depreciation was unusually strong and prolonged,
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with the lowest midmarket exchange rate recorded in February, when the exchange rate stood at 742 MWK/US$.
A consequent appreciation, with the mid-rate standing at 685 MWK/US$ in April, probably reflects seasonal
expectations of inflows from tobacco earnings, though indications of a further appreciation in the value of the
Kwacha have so far been limited.

Figure 11: Continued high domestic borrowing Figure 12: ...leading to depreciation of the Kwacha
contributes to persistent inflation... against a much more stable US dollar
Total domestic borrowing, billion Kwacha (RHS); shares of various Kwacha/US$ exchange rate (LHS), gross official resources in US$
sectors in total domestic borrowing (LHS) millions (LHS) and difference between Malawian and US inflation rate
(RHS)
mmm— Reserve Bank Commercial Banks Exchange Rate
e a» o Forex Reserves
Non-Bank Sector e e e 0o Jofal oo oeelnflation Diff Hial MW-US
1 4 - 600 800 - nflation Differentia - 950
500 700 - 23.0
400
600 - 21.0
300
500 A 19.0
200
400 - °® 17.0
Tobacco ®Tobacco
100 sales ‘ sales
300 T T T T T T T T T T — 15.0
-0 PIE A
M MO O S T ¥ ¥ 0 10 v v 0 0 L >~ 5 > b6 =5 > 46 = &
E L0 BEBRUBEBR DS E segzegeee?
O O O
2882384823848z 3
Source: World Bank staff based on RBM data Source: World Bank staff based on RBM, US Bureau of Labor
data

38. While the overadll trend towards a depreciation in the value of the Kwacha reflects uncertainties regarding
Malawi’'s macroeconomic outlook, it has also been driven by a general strengthening of the US dollar relative to
emerging and developing couniry currencies. This is reflected by the Kwacha's relatively lower rate of depreciation
against regional currencies such as the South African Rand and the Zambian Kwacha. The strengthening of the US
dollar has been largely driven by expectations of an increase in the US Federal Reserve Bank's reference lending
rate; by concerns regarding the sustainability of resource-fueled growth in developing economies led by Chinese
demand; and by pressure on the Euro and British Pound after the Brexit vote in June (see Box 1). A decline in the
value of the Kwacha results in an increased import bill for strategic commodities such as fuel, fertilizer and
pharmaceuticals. Import cover in August stood at 4.1 months, unchanged from the same point in the previous year.
This is an increase from the figure of 3.6 months recorded in May 2016, though this may partially reflect the impact
of IMF disbursements. A drawing-down on reserves is likely to occurin coming months as the lean foreign exchange
season approaches, particularly in the context of the high level of demand for food imports necessary to implement
the humanitarian response fo the drought.

39. A disappointing tobacco sales season and currency speculation have coniributed to a shorter-than-usual
period of moderated appreciation, with the average mid-exchange rate stabilizing at 720 Kwacha to the US dollar
in August. A relatively good tobacco harvest resulted in an over-supply on the market. Together with a low level of
global demand, this has led to both unit prices and volumes fraded being below expectations during the first few
months of the marketing season. The value of US dollar earnings from this sector has thus been below average.

40. The value of the Kwacha is likely to continue to depreciate relative to the US dollar for some time to come, as
long as Malawi’s rate of inflation remains higher than that of the US. With a continuation of a relatively low reserve
rate in the United States, the spread between the US and Malawi’s inflation rates is likely to be driven by changes
in the latter, with these changes contributing significantly to fluctuations in the exchange rate (see Figure 12).
Periods in which the Kwacha appreciates are associated with a decreasing differential. In keeping with this frend,
the high level of depreciation in the second half of 2015 followed a significant increase in the differential. Therefore,
to prevent further dramatic depreciations, the control of domestic inflation is essential. In addition, the strong
demand for food and fertilizer imports is expected to put pressure on the exchange rate and on foreign reserves,
with proceeds from the export of fobacco being of critical importance.
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A tight monetary policy stance has helped to contain non-food inflation

41. The Reserve Bank of Malawi (RBM) continues to maintain its policy rate at 27 percent. The temporary decrease
in the rate of inflation did not provide sufficient room for a reduction in the policy rate, with the medium-term risks
remaining high, especially in ferms of uncertainties related to the projected increase in food prices resulting from
the drought. While the RBM has played a key role in controlling non-food inflation since the fuel crisis in 2012, the
range of instruments available to it fo control food inflation are much more limited, with food inflation currently
being the main driver of increases to the overall consumer price index. Thus, with the rate of inflation expected to
accelerate, further adjustments to the policy rate may be required in the future to maintain positive real interest
rates and to maintain incentives for saving and holding Kwacha.

42. The tight monetary stance has resulted in a deceleration in the pace of growth of credit. The RBM’s active market
interventions, involving the issuance of RBM securities, has helped to absorb liquidity and to ensure the maintenance
of positive real interest rates. The sharp and early depreciation in the value of the Kwacha in the period from July
fo August 2015 was aftributed in part to excess market liquidity following the reduction in the liquidity reserve ratio
requirement, with currency speculation also playing a role. Reduced liquidity has helped to contain these pressures
and to reduce the short-term demand for foreign currency, while also resulfing in a deceleration in the pace of
credit growth. This has helped to ensure a more orderly depreciation in the value of the Kwacha.

43. The rates for Treasury Bills have risen as a result of expectations of an acceleration in the rate of inflation. With
inflation now accelerating, yields on Treasury Bills have also risen to an average of 28.99 percent for the three
available periods of maturity. With Government debt accounting for 20.3 percent of commercial banks’ domestic
lending in August 2016, the Treasury Bill rate is a key determining factor for market interest rates in Malawi. As such,
banks have little incentive to lower the interest rate for private loans (see Box 4 below).

Box 2: Why are interest rates and spreads so high in Malawi?

Compared fo its peers, Malawi’s lending rates and interest rate spreads are structurally high. Since the end of
2012, nominal lending rates and interest rate spreads (the differential between lending rates and deposit rates)
have surged to place Malawi in the 90t percentile across the world. As a result, Malawi compares poorly with key
country comparators and with other countries in the Sub-Saharan Africa region.

Figure 13: In recent years, nominal lending rates in Figure 14: ...and the spread beitween deposit and
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High lending rates restrict private sector access to finance, while high interest rate spreads are often a sign of low
and inefficient financial sector development. Both can have an adverse impact on economic growth. The 2014
Malawi Enterprise Survey found that limited access to finance and its high cost were the most significant
constraints to private investment. Research shows that financing constraints, particularly in the form of high interest
rates, are more binding than most other constraints on growth.2 While high interest rate spreads may serve to
increase banks' capital, which increases their financial soundness, they are typically reflective of low levels of
competitiveness and operational inefficiencies within the banking sector. Cross-country empirical evidence also

2 Ayyagari et al. (2008).
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indicates that high interest rate spreads are correlated with low levels of financial development, which can have
a strong negative impact on economic growth over long-term periods.3

Recent analysis of Malawi's banking sector has found that high lending rates and interest rate spreads are
primarily the result of macroeconomic factors, particularly high rates of inflation. A high rate of inflafion lowers
real income in nominal ferms, so banks increase their lending rates to avoid a decline in their revenues. Further, a
persistently high rate of inflafion increases economic uncertainties, increasing banks' credit risk. Since mid-2012,
Malawi's rate of inflation has been persistently high, reaching an average annual level in excess of 20 percent.
As aresult, banks add a substantial premium to their interest rate spreads to mitigate the impact of the decrease
in the real value of income and of increasing credit risks.

In addition, a number of other key variables have contributed to upward pressure on spreads and lending rates,
including the following:

= The cost of funding (or deposits): These costs vary, depending on the source of funding. Funds from large
depositors fend to be expensive, as they demand and secure deposit rates that are close to or above Treasury
bill rates. In contrast, retail deposits tend to be a relatively cheap source of funds.

= Operating costs: These costs are generally the largest component of spreads in Sub-Saharan Africa.
Operating costs tend to be high in Malawi given the limited supply of banking skills and the relatively high
cost of doing business due to various infrastructure constraints. These costs have also increased as Malawi’s
banks invest in developing and expanding their outreach.

= Borrower credit risk: The difficulty of assessing and monitoring borrower creditworthiness and low levels of
collateralization lead to a high proportion of non-performing loans and, ultimately, to losses for banks.
Unfavorable macroeconomic condifions also increase this risk.

= Regulatory costs: While a well-designed regulatory regime has the potential to improve banks’ resilience to
sudden shocks and financial crises, the opportunity cost of these buffers is passed on to customers.

Lastly, Malawian banks have a high level of exposure to the public sector, which not only crowds out the private
sector but also exerts upward pressure on interest rates. In 2014, the Government held about 20 percent of
outstanding credit from banks while Government securities comprised about 24 percent of total banking assets.
Bank investments in Government securities can be more profitable than lending operations that inherently incur
a higher level of expense and involve a higher degree of risk. Therefore, lending rates move upwards fo
compensate for the opportunity cost of investing in lower risk Government securities. Large-scale Government
borrowing in Malawi has led to a surge in Treasury Bill yields, which increases the atfractiveness of these
government securities. In addition, short-term Treasury Bill rates tend to set the marginal cost of funds faced by
banks. Consequently, changes in these rates affect interest rate spreads.

Reducing lending rates and spreads in an effective manner requires a sustained effort to overcome structural
challenges. Low levels of economic development and low average per capita incomes have led to a limited
supply of savings, contributing fo high level of competition for deposits and fo higher funding costs and lending
rafes. Addressing these challenges requires long-term investment and reforms that reduce the cost of doing
business in Malawi and change the structure of the economy and the banking system.

Nonetheless, policy measures that target the factors contributing to high lending rates and spreads can help in
the medium term. Such measures should aim to increase the financial soundness of the banking sector; to increase
banking sector efficiency; to lower operational costs; to increase the availability of information on borrowers; to
promote banking sector competition; to strengthen collateral frameworks; and to expand the implementation of
financial literacy and education programs. To be effective, these measures need to be combined with
complementary efforts on other fronts, including efforts to improve the business environment more broadly.
Ensuring macroeconomic stability and fiscal discipline is a fundamental prerequisite for lowering lending rates and
interest rate spreads, so measures fo achieve these goals should be a top priority.

Source: Kibuuka and Vicente (2016)

The decline in exports mirrors the fall in tobacco sales

44. The impact of the drought, low global commodity prices, and the poor economic performance of Malawi’s key
frade partners, especially within the Sub-Saharan African region, continue to constrain the performance of Malawi’s

3 DemirgUg-Kunt and Levine (2008).
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external sector. In particular, the low rates of growth recorded by key frading partners such as South Africa have
decreased the demand for Malawi’s exports. In addition, Malawi's limited degree of product diversification renders
it exposed to the decline in global commodity prices. The slow recovery of global commodity prices, especially for
agricultural commodities, offsets the benefits derived from the decline in the price of oil and fertilizer, while the
depreciation in the value of the Kwacha drives up the cost of the import bill for essential products.

Figure 15: Both tobacco sales and average prices are  Figure 16: The deficit on the current account balance

lower in 2016 compared to the last two years has seen a modest contraction
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45. Tobacco remains Malawi’s most significant export, despite the decrease in global demand and declining prices
for this commodity. Over the past decade, tobacco has confributed to an average level of 50 percent of all
Malawi's exports earnings. Despite the recent draught, fobacco production has remained relatively high, while
prices have fallen, further limiting the value of sales realized each subsequent season (see Figure 15). During the
most recent tobacco selling season, which commenced in April 2016, there has been a sustained decline in the
price of tobacco. This decline has been particularly significant for auctioned tobacco, rather than for tobacco
grown on contract. At present, tobacco grown on contract accounts for around 90 percent of all tobacco sold in
Malawi. Low prices on the auction floors are at least partially driven by over-production in the sector, in addition to
the decline in average global commodity prices. The situation is exacerbated by the high level of carryover stocks
from the previous season. Similarly, the export value of tea fell by US$ 10.3 million (40 percent) and of coffee by US$
176,000 (19 percent). By contrast, some other sectors made gains, with the export value of sugar in the first quarter
increasing by US$ 8.0 million (70 percent) and of cotfton by US$ 82,000 (19 percent).

Improved terms of trade have helped to reduce the cost of imports

46. The total merchandise import bill continues to decline, largely due to low energy prices and low levels of
demand that result from Malawi’s low rate of economic growth. First quarter projections for 2016 indicate that the
year-on-year merchandise imports bill will have declined by 47 percent compared to the same period in 2015.
Despite the frequent blackouts, the value of diesel imports in this period has declined by US$ 16.8 million (48 percent)
compared to the figure recorded for the same period in 2015. This is largely due to the fact that transporters prefer
to purchase fuel in neighboring countries, as its cost in Malawi is relatively high. On the other hand, the value of
petrol imports has increased, due to increased demand as motorists purchased buffer reserves in response to the
increased insecurity along the Beira corridor.

47. The value of fertilizer imports is expected to decline, with reductions in the number of FISP beneficiaries and with
ongoing declines in the global price of fertilizers. The cost of imported fertilizers in the first quarter of 2016 declined
by US$ 20.7 million (61 percent) compared to the same period in the previous year. This is mainly due to the sustained
fall in global fertilizer prices, with these prices falling to below US$ 75 per ton for the first fime since January 2007. In
addition, the number of FISP beneficiaries declined from 1.5 million to 0.95 million over the same period.

48. In 2015, Malawi achieved reductions in the frade deficit, with the deficit declining by US$ 130.5 million compared
to the figure recorded in the previous year. However, the value of the deficit is expected to increase in 2016. The
fotal value of the import bill is expected to increase in the lafter part of 2016 due to Malawi’s need to import maize
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for humanitarian relief. This should increase the current account to a level higher than the figure of 8.2 percent of
GDP recorded in 2015.

Weak economic performance has affected credit quality

49. Indicators suggest that while Malawi's banking sector’s capital adequacy ratios are under pressure, they
continue to meet minimum prudential requirements. In June 2016, Malawi’s Tier 1 capital ratfio stood at 14.2 percent,
with the minimum prudential requirement standing at 10 percent. At the same point, its total capital ratio stood at
18.1 percent, with the minimum level standing at 15 percent (see Figure 17). The banking sector consistently records
high returns on equity, reflecting a strong asset base of deposits. However, after a number of years of low rates of
economic growth and of a tight monetary stance, lending to the private sector has inevitably been depressed. In
the first half of 2016, the value of credit provided to the private sector remained flat in nominal terms, representing
a decline in real terms.

Figure 17: Banking sector capital adequacy ratios Figure 18: ...but the share of non-performing loans has
remain above minimum thresholds... begun to rise again
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50. Following a period of two years in which the proportion of non-performing loans declined, this proportion has
again begun to increase. In June 2016, the proportion of non-performing loans (NPLs) increased to 13.7 percent of
the total value of gross loans, up from a low point of 10.8 percent recorded in December 2015 (see Figure 18). Prior
to this increase, the proportion of NPLs had been on a declining trend since mid-2014. These figures suggest that
Malawi's poor economic performance for two consecutive years is having a negative impact on credit quality
across the economy.

Investor confidence remains subdued

51. A second year of drought conditions and weak economic growth has had a negative impact on business
confidence. Malawi's agricultural sector is the most significant contributor to the economy, directly accounting for
around a third of GDP, with this proportion increasing if agricultural manufacturing and services are taken into
account. Thus, weather shocks, including drought or floods, have a significant impact on levels of business
confidence in the country. However, even prior to the impact of recent flooding and droughts, Malawi’s private
sector was struggling with an extended period of macroeconomic instability. High interest and inflation rates have
eroded the returns on private investments, as demonstrated by the increasing share of non-performing bank loans.
Increasingly frequent power and water supply shortages in Lilongwe and Blantyre, Malawi's key economic hubs,
and the high exchange rate volatility have also sapped investor confidence (See Box 3 for a more complete
discussion of Malawi's investment climate constraints).

Measures to build a more resilient economy

52. During recent years, Malawi’'s economy has been destabilized by the impact of a number of internal and
external shocks. Two years of drought conditions across the country and localized flooding have increased the
pressure on an already weak economy, which even prior to these adverse events was struggling to adjust to the
impact of the “cashgate” scandal, which involved the misappropriation of a high value of public funds and a
subsequent drastic reduction in on-budget development assistance. As a result, Malawi's economy has become
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stuck in a vicious cycle characterized by large fiscal deficits, excessive borrowing, and high inflation and interest
rates. In turn, these factors have depressed investment and growth, which then lead to weak revenue collection
performance, which further exacerbates fiscal pressures (see Figure 19).

Figure 19: Malawi’'s economy has become stuck in a Figure 20: ...but needs to shift to a virtuous circle
vicious cycle...
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53. Malawi’s short-term challenge is to effectively manage the looming humanitarian crisis while at the same time
safeguarding macroeconomic balances, and ensuring a smooth fransition to medium term drought recovery and
resilience building. The achievement of these dual goals requires the following:

= Careful management of the humanitarian response and its transition to medium term drought response:
Amongst other key measures, this will require the following: (a) a review of existing interventions and programs
in each of the assessed areas to determine the optimal utilization of existing resources and the identification of
financing gaps; (b) coordination of drought recovery programming to ensure harmonization between the
agencies involved in needs planning and execution; and (c) prioritization of needs between and across sectors
and districts based on objective impact proportionate criteria in the context of a comprehensive drought
recovery framework. Attention should be given to not only to facilitating a recovery from the impact of the
current drought, but also to encouraging the adoption of mitigation measures to reduce the impact of future
drought events.

=  Prudent expenditure management and commitment control to avoid loss of macroeconomic instability: In the
context of the current pressing humanitarian prices, the Government will naturally prioritize expenditure for the
response to this crisis. However, given the Government'’s limited available fiscal space, it is critical that its
expenditure remains below targeted limits and that it strives to expand its fiscal space through a reprioritization
of expenditures. It must strive to avoid overruns through excessive expenditure on costly short-term
arrangements. Economic recovery in 2017 will only be possible if Malawi emerges from the crisis with stable
macroeconomic balances.

54. Improved economic performance in the medium-term future will only be possible if Malawi improves its levels
of resilience to both internal and external shocks. It is likely that Malawi will confinue to face recurring weather
shocks into the future, so it is essential for it fo develop the systems and mechanisms required to manage these
shocks effectively. To build resilience, policy and institutional reforms will be required to eliminate the policy-induced
distortions that exacerbate agricultural and climate vulnerability. It is also necessary to improve macroeconomic
governance to increase fiscal buffers and to restore the confidence of development partners. Finally, investments
are required to develop the resilience of the agricultural sector in the long tferm. Thus, the measures required o
facilitate a recovery in economic growth include the following:

=  Policy reforms to reduce distortions and to ensure that agricultural markets function more effectively: Malawi's
smallholder-driven agriculfural sector retains a strong subsistence orientatfion, with limited levels of
commercialization. In addition, the prices of its agricultural commodities are amongst the region’s most volatile.
In many instances, the negative impact of climate-induced shocks has been exacerbated by policy-induced
distortions that confribute to market failures. Issues include a lack of transparency and predictability in the
markeft interventions implemented by key public sector institutions involved in the management of commodity
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markets, such as Agricultural Development Marketing Corporation (ADMARC) and National Food Reserve
Agency (NFRA).

Measures to reduce deficits, over-borrowing, and the crowding out of the private sector: Improved levels of
macroeconomic stability and fiscal discipline are essenfial to the achievement of medium-term growth
recovery in Malawi. Only by breaking the current vicious cycle of large deficits, over-borrowing and crowding
out can Malawi effectively confrol inflation and restore the basic macroeconomic conditions necessary for
higher levels of investment and job creation. Moreover, Malawi is reaching the upper limits at which its stock of
domestic debt can be sustainably managed. The Government should also implement measures to increase
fiscal buffers to enable the budget to withstand the impact of external shocks. Improved systems of public
financial management and governance could result in increases to ODA flows to on-budget execution,
reversing the frend of these flows to off-budget execution.

Investments to build resilience to mitigate against climate-induced weather shocks and to diversify Malawi's
economy: These investments should include measures to develop agricultural infrastructure and extension
services facilitate a higher level of crop diversification, fo improve yields, and to build resilience through the
development of irigation, market information systems and improved farmer organization.
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Box 3: What constraints are holding back Malawi’s private sector?

Private enterprises play a key economic role as providers of goods and services, as importers and exporters,
and as employers and tax payers. While business cycles and fluctuations in global demand affect private
enterprises in the short term, there may be systemic constraints holding back their development over the longer
term. In the case of Malawi, the business structure has been characterized as one of a ‘missing middle.” On the
one end of the spectrum, there is a sizeable group of larger firms, a large proportion of which are involved in
agricultural processing, frading, and retail. On the other end of the spectrum, there is a vast number of household
and micro-enterprises engaged in sales and small-scale manufacturing. The absence of alarge group of middle-
sized companies may suggest that a non-conducive business environment constrains growth opportunities for
smalll-sized companies and favors those with established networks.

Figure 21: Access to finance is the main obstacle to investment in Malawi as well as in comparator countries
Percentage of firms reporting their most significant investment climate constraint
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The formal private sector continues to be consirained by a number of factors that affect its earnings and
employment potential. In two nationally representative enterprise surveys, conducted respectively in 2008 and
2014, limited access to finance; the unreliability of electricity supply; and the country’s tax system are consistently
identified as the most significant constraints, with corruption also being identified as increasingly significant.

Capacity utilization is low, suggesting that the private sector is operating at below its potential. As a result of the
challenging business environment, manufacturing firms in Malawi state that they are only able to realize 68
percent of the output they would be capable of producing given their equipment and manpower, a figure
equal to that of Zambia, but far lower than for firms in Tanzania (82 percent). This figure will have almost certainly
declined since the time of the survey, due to increasingly frequent power interruptions.

The most significant identified investment constraint is access to finance, with this being especially so in the case
of small firms. High interest rates, collateral requirements and complex application procedures are cited as the
main reasons for businesses not coniracting loans. While 79 percent of large firms (more than 100 employees)
had confracted loans in the year prior to the survey, only 63 percent of businesses with 10-4?2 employees and 33
percent of businesses with less than five employees had done so. Therefore, smaller enterprises mostly source
their working capital from within their business, or utilize their private assets as collateral when taking up credit.
On the other hand, larger and more successful companies, especially those in the manufacturing sector, borrow
money more frequently to finance both investment and current expenditure, as they can pledge land or
buildings as collateral. While measures to reduce interest rates should be prioritized to ensure broader access to
finance (see Box 2), these findings also suggest that measures fo improve financial literacy and fo develop
financial products tailored to the needs of small businesses may also play an important role.

Corruption is increasingly identified as a constraint to business activity. In 2014, 24 percent of companies reported
having been asked for bribes by public officials over the previous year, while only 13.7 percent reported having
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been asked in 2008. Overall, one in five interactions with public sector institutions was reported to have involved
bribes.

Electricity and water shortages result in high costs for firms, with the situation seeming to having deteriorated
since 2008. On average, firms report losing 5.1 percent of their annual sales due to electricity outages, with 40.9
percent of firms reporting that they own a generator to provide backup supplies. Issues with utilities mostly affect
medium and larger enterprises, especially in the manufacturing sector. On the other hand, theft and crime are
identified as major constraints to a greater extent by smaller (20.0 percent) and medium-sized enterprises (29.1
percent) than by larger ones (9.2 percent). Larger enterprises spend a higher proportion of their resources on
security (4.3 percent of annual sales).

Interestingly, labor-related constraints, including those related to the educational attainment of workers and
labor costs, are not identified as a major constraint by most businesses. While 40.8 percent of firms in Tanzania
identify the low level of educational attainment of the workforce as a major constraint, only 11.9 percent do so
in Malawi. Similarly, labor regulations are identified as a constraint by only 4.6 percent of firms in Malawi,
compared fo 31.7 percent in Tanzania. These figures reflect the relatively high capital intensity of Malawi's
businesses, with only a small proportion engaged in labor-intensive sectors.

The prevalence and persistence of the consiraints described above may also explain Malawi’'s puzzlingly high
productivity performance. Labor productivity in Malawi, as measured in terms of value added per worker, stands
at more than US$ 5,000. This is higher than in all of its neighboring countries. However, this does not necessarily
demonstrate the high level of efficiency of Malawian workers, as Malawi's businesses also utilize a comparatively
high level of capital per worker in the region. Estimates of Total Factor Productivity (TFP), a measure of how
efficiently firms ufilize their combined inputs of capital and labor inputs, rank Malawi favorably relative fo its
comparators. While the previously observed gap between Malawi and its neighbors narrows when using this
aggregate measure, productivity remains higher than would be suggested by the low average income level
and the slow growth performance over recent years.

Figure 22: Labor productivity is relatively high, partly  Figure 23: ...while total factor productivity is lower
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While the high level of measured productivity partially reflects the significance of estate farming and of
associated processing in the manufacturing sector, it also points to the low degree of competition. This is evident
from the pricing power of incumbents and from the existence of significant barriers to entry by new firms. Indeed,
access to finance and capital are more challenging for smaller and growing firms than for long-established,
larger firms. In addition, the unstable macroeconomic environment and regulatory deficiencies that constrain
private sector activity favor established firms with broad networks, enabling them to mitigate the many risks to
doing business in Malawi.

Source: Record et al. (2016)
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2. SPECIAL TOPIC: PERSISTING POVERTY AND VULNERABILITY

Droughts and other adverse weather incidents have had a devastating impact on Malawi's agricultural sector for
fwo consecutive years, with the most serious effect being the decline in the output of maize, which forms a large
part of the staple diet of the majority of the population. As a result, Malawi is currently experiencing one of the most
significant humanitarian crises its history, with an estimated 40 percent of the population experiencing food
shortages. In addition to the impact of the droughts on the agricultural sector in general and on maize production
in particular, Malawi’s predominantly rural population is also suffering as a result of the country’s prolonged period
of macroeconomic instability, the effects of which can be seen from a number of indicators. In particular, the
average annual inflation rate has stood at more than 20 percent for at least the last five years, with this having a
disproportionate impact on the poorest members of the community. While the current food security crisis is clearly
the result of adverse climatic conditions driven by changing weather patterns, the impact of the drought has been
exacerbated by past failures to formulate and implement policies to develop the Malawi’s resilience to shocks. This
special topic draws upon a number of recent analytical works to determine the reasons and causes for the
persistence of poverty in Malawi. It also seeks to identify the means by which these policy issues could be addressed
and the measures by which Malawi's poor and vulnerable population could achieve higher standards of living.4
Although Malawi is currently passing through a particularly challenging period, the crisis presents opportunities to
implement radical reforms that could ensure that the country emerges stronger and more resilient, enabling it to
achieve equitable, sustainable, inclusive growth into the future.

There have been encouracing elements Ofprogress in terms of human development

S
55. Over the past decade, the economic performance of Malawi’s rural sector has lacked dynamism. With highly
unstable macroeconomic fundamentals, the rate of growth has been volatile, inflation and interest rates have
been high, and fiscal deficits have widened. Malawi's rate of poverty remains high, with this rate declining at a
much slower pace than that of many other countries in the Sub-Saharan African region, including Ethiopia, Ghana,
Rwanda, and Uganda. Malawi’s rural poor often face significant challenges in achieving food security at the
household level. However, despite this generally poor state of affairs, there have been some areas in which
significant progress has been made, as described below.

56. The rate of enrolment in primary education has increased steadily. Since 2004, both the proportion of school-
aged children attending primary school and the proportion of households with a member who had completed
primary school have increased significantly. The proportion of school-aged children attending primary school
increased from 53 percent in 2004 fo 61 percent in 2013, while the proportion of households with a member who
had completed school aft this level increased from 41 percent in 2004, to 49 percent in 2010, and to 52 percent in
2013.

57. Over the same period, the rate of childhood malnutrition has declined steadily. According to data from the
Demographic and Health Surveys (DHS), the rate of incidence of stunting (a measure of long term nutritional
deprivation in children) in rural Malawi declined from 54 percent in 2004 to 39 percent in 2015. Over the same time
period, the proportion of underweight children (in terms of ratio of weight to age, which measures short term
changes in child nutrition) declined from 18 percent to 12 percent. Data from the second and third Integrated
Household Surveys (IHS2 and IHS3) and the Integrated Household Panel Survey in 2013 (IHSP 2013) suggest that the
decline in both these rates may have been even more significant.

58. The rate of under-five infant mortality has also declined. According to data from the DHS, this rate of mortality
declined from 133 deaths per 1000 live births in 2004, to 112 deaths in 2010, and then to 64 deaths in 2015. In the
period from 2004 to 2010, the most significant reduction was recorded in rural areas, with the rate declining from
164 to 130 deaths per 1000 live births in these areas between these two points in time.

59. With these positive achievements in the areas of health, nutrition and education, Malawi has achieved four out
of eight of the Millennium Development Goals (MDGs), which set specific targets in terms of addressing multiple
dimensions of poverty by 2015. The goals that have been achieved in Malowi are MDGIlc (reducing
undernourishment); MDG3 (eliminating gender disparity in education); MDG4 (reducing child mortality); and MDGé
(combating HIV/AIDS and other diseases).

4These include the new Malawi Poverty Assessment (forthcoming World Bank, 2016e), the Pathways to Prosperity in Rural Malawi
policy report (forthcoming Dabalen et al. 2016), an analysis of the economic impact of the El Nino drought in SADC, and
preliminary analysis of the results of the floods impact assessment survey.
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60. The proportion of the population dafflicted by poverty in multiple dimensions has declined. The share of the
population deprived in multiple dimensions, including education (completion of primary education); health (child
under 5 mortality and under-nutrition); access to key services (electricity, improved sanitation, safe drinking water);
and ownership of assets (ownership of radio, television, bicycle) fell from 38 percent in 2004 to 32 percent in 2010.
The indicator used fo frack multiple deprivations is usually calculated on the basis of both the proportion of the
population deprived in more than one dimension and the average number of dimensions in which the deprivation
is experienced (referred as the “intensity of the deprivation”). In the case of rural Malawi, the intensity of the
deprivation did not change significantly between the two points in time. Rather, the decline was due fo the fact
that the proportion of the population deprived in more than one dimension fell by 8 percentage points (from 75
percent to 67 percent).

But these have been dwarfed by persistent challenges

61. While there have been significant reductions in the proportion of the population experiencing deprivation in
terms of the non-income dimensions of poverty, the proportion of the population experiencing poverty in monetary
terms has remained almost unchanged. In 2010, calculated on the basis of a basic needs basket that costs MWK
37,000 per person per year, more than half of the rural population could be classified as poor. In addition,
approximately one quarter could be classified as extremely poor, defined in terms of being unable fo safisfy basic
food needs (see Figure 24). Even more disturbingly, in the period from 2004 to 2010, the rate of poverty in rural areas
remained broadly unchanged at around 56 percent, and with the rate of exireme poverty actually increasing,
from 24 to 28 percent. The poverty gap, which measures the consumption shortfall of the poor, was also relatively
high. Over the two points in time, the depth of poverty and its severity (measured by the poverty gap squared)
remained unchanged (see Figure 24). Finally, based on the international poverty line of US$1.90 per person per day,
in 2010, Malawi's poverty rate in 2010 stood at 71 percent.

Figure 24: Rural poverty remains high and stagnant... Figure 25: ...and the proceeds of economic growth
Share of population defined as living in either poverty or extreme have not been shared
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62. Food insecurity and chronic poverty also remain widespread, with the incidence rate having increased in recent
years. In 2010, 67 percent of poor households in rural areas reported experiencing food insecurity for at least one
month of the year. By 2013, this figure had increased to 84 percent. Alarge proportion of poor households failed to
consume enough calories each day to meet the benchmark for the average person to lead a healthy life, with 81
percent consuming less than 2,100 kilocalories per capita per day (kcal/person/day).

63. The vast majority of Malawi's poor population live in rural areas. Of the 2.6 million people categorized as
chronically poor, 2.4 million live in rural areas. Household and community level shocks, combined with a lack of
insurance schemes and other safety nets, are the major cause of both food insecurity and chronic poverty. Rural
households are particularly vulnerable to becoming trapped in a cycle of poverty, due to their high exposure to
shocks and their low level of capacity to manage these shocks.

64. Inequality is rising. For most periods up until 2004, Malawi was characterized by low levels of inequality. However,
in the period from 2004 to 2010, in terms of the Gini consumption index, the level of inequality in Malawi's rural areas
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increased from 34 to 38. Over the same period, the share of consumption of the poorest 40 percent of the rural
population declined from 20 percent to 18 percent. Over this period, the share of consumption of the richest 60
percent of the population increased by 17 percent, while the share of the poorest 40 percent declined by 17
percent. In addition, the inequality gap between urban and rural areas increased. In urban areas, average
consumption levels increased for all income groups, with the increases for the poorest groups relatively low
compared to the richer groups, but still positive. However, in rural areas, approximately two-thirds of the population
experienced real declines in their levels of consumption, with only the richest 5-10 percent experiencing significant
increases (see Figure 25). Thus, Malawi's volatile and tepid growth has done little or nothing facilitate increased
levels of consumption amongst the country’s rural poor.

Box 4: Malawi is more vulnerable to climate shocks than other countries in the region

Results from a Computable General Equilibrium analysis place Malawi among the countries most significantly
impacted by the current spell of El Nino-induced droughts. On average, this phenomenon is expected to result
in an average decrease in the rate of GDP growth of 0.1 percentage points amongst the member states of the
Southern Africa Development Community (SADC). However, the level of loss experienced by Malawi is expected
be significantly higher than this average, reaching 2.2 percentage points, or 8 months’ worth of GDP growth. This
extreme impact is largely due to the level of Malawi's dependence on maize and rain-fed agriculture (World
Bank 2016b). With Malawi’s already high rate of poverty, the impact of the drought on the poorest 40 percent
of the population will also be most significant in Malawi. The average annual level of consumption of the bottom
40 percent will decline by 11.8 percent in Malawi, compared to an average decline of 1.7 percent across the
SADC (see Figure 26 belowError! Reference source not found.). The annual maize production oufput is expected
to decline year-on-year by 14.7 percent. This follows a decline of 30.2 percent in the previous year. As a
consequence of the gap between supply and demand, Malawi has recorded the most significant rise in the
price of maize, with this price increasing by 152 percent in nominal terms in the 12-month period prior to March
2016.

While climate shocks continue to affect the entire region, a number of factors aggravate their effects in Malawi.
In terms of a headcount ratio, Malawi’s poverty rate is significantly higher than that of neighboring countries. In
addition, Malawi has the highest poverty gap ratio, indicating that a large share of the population is barely able
to cover their food needs, even in normal years. Finally, the situation is exacerbated by Malawi’s high population
density, with 238 people/km? of agricultural land, compared to the average level of 53 people/km? in
neighboring countries (World Bank 2017). Agriculture remains focused on the cultivation of a small number of
crops, with 49 percent of agricultural land being utilized for the cultivation of maize. It is estimated that only 0.5
percent of crop plots are under irrigation, rendering production levels and smallholder incomes particularly
vulnerable to changing rainfall patterns and associated price swings.

Figure 26: Malawi's GDP will be reduced significantly Figure 27: ...with limited fiscal space for Government
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Malawi’s vulnerability to climate change is exacerbated by the Government's limited fiscal space. This constrains
Government's ability fo implement effective responses. In order to finance the shortfalls in the budget, the
Government resorts to domestic borrowing, worsening the deteriorating debt situation. Malawi's debft levels are
already among the highest in the region, and it is sfruggling to close a large fiscal deficit (see Figure 27).
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Climate change is predicted to increase both the frequency and intensity of exireme weather events throughout
the region. In this context, it is vital to improve Malawi’s levels of resilience at all levels. Effective measures to
improve resilience should address household vulnerabilities related to food security. They should also involve
significant investment in the development of human capital and include the implementation of risk
management measures for the agriculture sector. Finally, they should include measures to improve the
Government's capacity to respond to crises in a comprehensive and sustainable manner (World Bank 2016a).

Source: World Bank (2016b)

Why does rural poverty persist?

65. In Malawi, reductions in the rate of rural poverty have been difficult to achieve. This has been the case because
in rural areas of Malawi, the primary means of deriving a livelihood are the production of crops and employment
in the farm labor market (ganyu). However, a large proportion of households are unable to rely solely on rain-fed
agriculture, which is highly prone to price and weather shocks. Therefore, as a household-level measure to mitigate
against the impact of these shocks, households often diversify info non-farm activities, particularly self-employment
in household micro-enterprises or off-farm wage labor in rural or urban areas. Finally, many households rely on
remitfances, pensions, and other public fransfers/benefits (nutritional interventions and cash fransfers) fo meet their
most basic needs and fo invest in health and education.

66. The potential to utilize household assets to generate income is determined by the contexis in which the
households operate. Important contextual issues include the Government's provision of socioeconomic
infrastructure, access to markets, and public services to the population; a sound economic environment for
investment and employment generation; and the ability to manage risks. From these perspectives, Malawi's
broader macroeconomic context has not been conducive to the achievement of poverty reduction. In particular,
for most of the past decade, in the period from 2006 to 2015, Malawi's annual average GDP per capita growth rate
was a respectable 2.6 percent, which is even better than the average rate for sub-Saharan Africa at 2.0 percent.

67. However, Malawi’'s GDP was significantly more volatile than the regional average. In some instances, this was
not driven by agriculture, the sector in which most of the rural population is employed. For instance, in the period
from 2004 to 2010, real agricultural GDP grew at a slower rate than did services (wholesale and retail frade, real
estate, information and communications, transport and storage, and professional and other services) and industry
(including mining and quarrying, construction, and manufacturing). Volatility in patterns of GDP growth was partly
due fo macroeconomic instability, characterized by high rates of inflation, the high cost capital, burgeoning fiscal
deficits, and a high level of exchange rate volatility. Another significant factor was the negative impact of weather
shocks. In addition to the difficult macroeconomic environment, structural impediments to sustained and inclusive
growth have created conditions constraining the growth of agricultural incomes; limiting the growth of non-farm
opportunities; and rendering safety nets ineffective.

Lack of robust growth in agricultural productivity

68. To improve the socio-economic conditions of rural households, it is necessary to achieve higher levels of
agricultural productivity. Agriculture is the backbone of Malawi's economy, confributing to more than 30 percent
of its GDP and providing employment for more than 85 percent of its workforce. Most agricultural producers are
subsistence farmers who cultivate small plots of land, with limited opportunities to diversify their incomes. Given
Malawi's predominantly rural nature and the importance of agriculture for rural livelihoods, especially for the poor,
the level of productivity of the agricultural sector has direct implications for economic growth and poverty
reduction in Malawi.

69. In the period from 2010 to 2013, empirical evidence show that a 10 percent increase in agricultural productivity
is correlated with increases of 1.3 percent to the average per capita level of consumption in rural agricultural
households. With increases in agricultural productivity, poverty also declines in ferms of measures such as the
poverty gap and the severity of poverty. At the household level, half of the gains derived from increased agricultural
productivity were utilized to increase food consumption, measured in ferms of per capita calorie intake. Projections
indicate that if maize yields increased by 50 percent, the poverty rate among rural agricultural households would
decline by approximately 7 percentage points, lifting approximately 600,000 people out of poverty.

70. Unfortunately, increases to agricultural productivity of this order have yet to be achieved. In the period from
2010 to 2013, average maize yields increased by only a modest 8 percent. The rate of increase was higher for non-
poor farmers than for the poor, with maize yields for poor farmers being 31 percent lower than for the non-poor.
There were also substantial variations according to poverty status in the level of productivity of all other major crops
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(see Figure 28). In general, average maize yields remained relatively low compared to those of other African
countries, such as Rwanda and Uganda, and countries outside the region, at 1.4 tons/ha.> Based on its agronomic
potential, it has recently been estimated that Malawi could eventually achieve an average maize yield of
approximately 4.5 tons/ha (Benson and Edelman 2016).

71. The level of agricultural productivity in Malawi has remained largely stagnant due to the lack of complementary
investments in agriculture and to limited access to information. The proportion of farms with access to
complementary inputs (inorganic fertilizer, improved seeds, extension) remains low, despite evidence that the
combined use of these various inputs results in a significantly greater increase to yields and productivity levels than
do the use of each input alone, with the sum being greater than the parts. Furthermore, in the period from 2010 to
2013, more than half (53 percent) of the maize yield differential between those who remained poor and those who
rose out of poverty is explained by changes in the returns on the application of organic ferfilizer; the ufilization of
family labor; access to extension services; and the applicatfion of the right type of basal fertilizer. Access to high-
quality information and its appropriate use could increase these returns. This is suggested by the fact that
households who remained in poverty in both periods had lower levels of education and lived in more remote
villages than those who escaped from poverty, with low levels of education and remote location making access
to information more difficult.

72. Inefficient patterns of public expenditure on agriculture are a highly significant contributing factor to Malawi’s
low levels of agricultural productivity. Malawi spends a disproportionately high share of its resources on agriculture
relative to other nations in Africa, with these expenditures amounting fo a value of 4.2 percent of the fotal GDP in
2012, compared to the regional average of 1.3 percent. However, the composition of this expenditure is
unbalanced and does not achieve a good rate of return on the investment. In particular, expenditure on the FISP
has consistently accounted for more than half of the total value of public expenditure on agriculture in Malawi. The
disproportionately high expenditure on this program reduces the space for complementary public investments to
stfrengthen markets, to develop irrigation, and to infroduce and diffuse new technologies, all of which have
significant potential to an increased rate of agricultural productivity growth.

Figure 28: Crop yields of poor households are lower Figure 29: ...and the poor have not been well targeted
than yields of non-poor households... by fertilizer subsidies
Crop yield in Kg/ha by poverty incidence, 2013 Household participation in FISP by household consumption quintile
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73. The FISP program is intended to subsidize the use of inorganic fertilizer, particularly by smallholder, resource-
poor farmers. However, the evidence clearly shows that with good weather conditions, increased access to
inorganic fertilizer results in only modest increases to the level of maize production. In addition, despite the fact
that the stated aim of FISP was to make inorganic fertilizer available to smallholder and resource-poor farmers, the
targeting of the program is poor.In 2013, only around one-third of rural households in the bottom quintile obtained
subsidized inorganic fertilizer, while half of those in the top two quintiles obtained this fertilizer (see Figure 29). This
poor targeting reflects the lack of clarity regarding the objectives of the program. It is not really clear whether the

5 Although national production estimates suggested important increases in maize production and productivity from 2005 to 2010,
several farm-level studies found relatively modest increases in maize production and yields over the same period (Chibwana and
others 2011; Holden and Lunduka 2010; Ricker-Gilbert and others 2011).
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program is actually being implemented as a program to reduce poverty or whether the goal is rather to boost
maize production at the national level. Whatever the objectives, an increasing body of empirical evidence shows
that the impact of FISP on both the reduction of poverty and the achievement of food security at the national level
have been unimpressive, with yields not having improved significantly since the initial boost following the launch of
the program. The failure to achieve increased yields, despite the high level of participation of a large proportion of
non-poor farmers, is cause for concern. This failure also partially explains the modest growth in crop income amongst
the poorest rural households and the limited impact of the program in terms of containing real maize prices.

Limited opportunities to move into non-farm activities

74. As is the case in many other primarily agricultural economies, Malawi's poor rural households are generally
unable to depend on income from a single source such as crops from rain-fed agriculture. These households are
often compelled to diversify their sources of income to reduce their dependence on highly risk-prone agricultural
incomes. They may need to use non-farm income to address the constraints created by thin credit markets to
smooth consumption, to finance farm investments, or to establish businesses. Recent evidence suggests that
Malawi's economy is gradually shifting from agriculture into non-farm sectors. In the period from 1998 to 2013, more
than four-fifths (82.7 percent) of Malawi's new jobs were created in rural areas. Over the same time period, the
share of rural agricultural employment declined, with all the employment growth in rural areas taking place within
the non-farm sectors.

75. At the household level, participation in employment in the non-farm sectors, particularly in non-farm self-
employment, is associated with improved socio-economic circumstances. In the period from 2010 to 2013, a
breakdown of changes in poverty status by sources of income indicates that increased incomes from non-farm
business activities played a greater role in reducing poverty in rural areas than did any other source of income.

76. Despite the positive impact of non-farm self-employment, the opportunities for such employment have
remained precarious and limited. While the rate of rural households’ participation in non-farm self-employment
increased from 20 percent in 2010 fo 28 percent in 2013, this rate remains low compared to that of many other low
income countries. In addifion, the growth potential of these activities appears to be limited. Many rural household
enterprises are operated informally from home by young uneducated males. Three out of every four business-
owners have no formal education and no access to capital services to enhance productivity. In 2010, the average
business had been running for approximately 12 years. By 2013, this had declined fo 9 years. This decline may
suggest that, while many enterprises were created in the period from 2010 to 2013, a significant proportion of more
established businesses have ceased to operate, thus reducing the average age of the enterprises. Thus, household
enterprises appear to have relatively short lifespans. In addition, in 2013, only 8 percent of household entferprises
were formally registered, possibly because of the short lifespan of these enterprises, with owners thus unwilling fo
invest time and resources in registration and, more importantly, in enhancing their productivity.

77. The level of productivity of rural non-farm activities is low. If changes to overall productivity are disaggregated
info changes within and across economic sectors (“structural change”), two patterns emerge. Labor productivity
within the agriculture sector declined over time, but the shift from low to higher productivity sectors was slow. This
slow shift suggests that most of the labor leaving the agriculture sector was absorbed info low-productivity activities
in other sectors.

78. The level of productivity of non-farm activities is higher in urban areas than in rural areas. Revenues from
household enterprises and non-farm wages across all industry groups were considerably higher in urban than in
rural areas. In 2010, the average profit from participation in self-employment was MWK 23,400 per month in urban
areas, a figure MWK 18,000 higher than the average return in rural areas in the same year. On average, workers in
urban areas also consistently earned higher wages in all job categories than did workers in rural areas.

ImI)CI:'fCCt sqfety nets within a context ()fhlgh economic IHSCCHI’IU’

79. Not only are rural incomes relatively low, they are also more highly volatile, with a high level of risk associated
with weather and health shocks. At present, financial markets do not provide credit, insurance, or savings products
at sufficient scale to enable households to effectively manage risk through measures to protect themselves from
changes in incomes, to start businesses, or to purchase inputs. Although private transfers, usually in the form of
remittances from household members or benefits from mutual insurance schemes play a useful role, they do not
necessarily benefit poor households, nor are they effective as measures to mitigate large-scale, community-wide
shocks. Therefore, social protection measures to guarantee basic minimum income levels and protect households
from income shocks are essential fools to address extreme poverty and rising inequality.

MALAWI ECONOMIC MONITOR OCTOBER 2016 » 30



80. Despite recent expansions, the coverage of the Government’s main social safety net programs remains limited.
Public expenditure on social protection in Malawi is relatively low by international standards. In 2014/15, the annual
budget for social protection programs accounted for approximately 0.8 percent of GDP, approximately two-thirds
of the average level for low-income countries in Africa. In 2013, each of Malawi's main social safety net programs
covered less than 10 percent of the poor population, except in the case of the School Feeding Program and the
Malawi Social Action Fund-Public Works Program (MASAF-PWP), which reached less than a quarter of the poor
population.

81. In addition to limited coverage, the effectiveness of Malawi’s social assistance programs has been impacted
by high leakage rates. In 2013, around 60 percent of beneficiaries of MASAF-PWP and/or of direct cash transfers
from Government, the two largest social programs in terms of budget, were not poor. While existing mechanisms
for redistribution within communities may reduce the impact of this leakage, evidence to support this claim remains
anecdotal and unconvincing. Given the low rates of coverage, the poor targeting, and the high rates of leakage,
Malawi's social assistance programs are unlikely to facilitate significant reductions in poverty or to protect the
vulnerable unless they are subject to major reform.

Box 5: The impact of climate shocks on consumption, assets and social safety nets at the household level

Over the past few years, Malawi's households have been affected by a number of adverse weather events,
including droughts and floods, which are occurring with increased frequency. The impact of these shocks on key
macroeconomic variables such as agricultural output, food price inflation and economic growth has been
covered in previous editions of the Malawi Economic Monitor. However, the Malawi Flood Impact Assessment
Survey (FIAS) implemented after the floods in 2014/15 provides unique insights at the microeconomic level,
showing not only the impact of the floods on food consumption patterns, consumption expenditures and assets
at the household-level, but also the household coping strategies and the factors that underlie resilience fo
adverse impacts on livelihoods. The FIAS 2015 was a follow up survey of approximately 600 households that had
been interviewed twice prior to the 2014/15 floods, in 2013 as part of the Integrated Household Panel Survey
(IHPS), and in 2010 as part of the third Integrated Household Survey (IHS3). The FIAS 2015 sample was selected
from the IHPS 2013 household sample in Southern and Central region districts and in a manner that allowed for
variation in potential household exposure to flood-related shocks.

Due to a combination of lower real food prices and increased earnings through paid labor and cash-transfers,
households were able to maintain their calorie consumption during the study period (see Figure 30). This was
mainly driven by a shift towards a less diversified but more calorie dense diet, including unrefined maize, other
grains and fruifs. Importantly, food was increasingly sourced from the market (70 percent of calories in 2015,
compared o 43 percent in 2013), while consumption of own produce decreased. This trend was parficularly
apparent amongst the worst affected households. This may have been partially facilitated by the sale of assets
by these households, but it was also the result of Government-provided cash-transfers that reached a small but
increasing proportion of the population. In terms of expenditure on non-food items, households decreased their
expenditure on alcohol, tobacco and clothing, while they increased expenditure for health purposes.

While the single most significant impact of the floods was the loss of human life, the first order impacts of floods
among FIAS households included a 43 percent decline in average maize yields in the period from 2013 fo 2015.
In 2015, the lowest average maize yields were found among households most affected by floods, as expected.
Nearly one-third of all FIAS households reported damage fo their dwellings, with the incidence highest among
those most affected by floods. Similarly, 17 percent of households most affected by floods reported loss of assefs.
The data also shows a significant decrease in the level of ownership of agricultural implements, and of small
livestock, largely due to post-flood sales.

Changes in consumption and dietary patterns are among the most prominent responses to the flood impact.
Given the negative impact of the floods on agricultural production, the share of consumption originatfing from
purchases increased in the period from 2013 to 2015 across the board, particularly among the most affected
households. While the real price of key commodities, such as maize flour derivatives, was shown to decline over
the survey period, in 2015, the households, particularly those most affected, were able to source a higher share
of their calories from cheaper and lower quality maize and from other sources, such as fruit (especially mangoes).
The combination of lower real food prices and the shift towards cheaper but relatively calorie dense food options
allowed for the co-existence of a decrease in real food consumption expenditures and an increased calorie
consumption.

The level of participation in paid labor (ganyu) and the value of earnings derived thereby increased significantly
during the study period, which resulted in increases to overall levels of food consumption. Income derived from
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paid labor contributed to 13 percent of households’ expenditure on consumption in 2015, up from only 5.4
percent in 2013. The most significant increase in participation in paid labor was observed among the households
least affected by floods, which may indicate a stronger demand for agricultural labor in areas benefiting from
relatively favorable amounts of rainfall.

Figure 30: Households managed to avoid reduction in Figure 31: ...and in part through participation in social
calorie acquisition, facilitated by lower real food safety nets and transfers

prices, shifting to cheaper calorie sources... Receipt of social safety net measures, by flood affectedness status
Calorie consumption per capita per day, by flood affectedness status 2015
2015
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There is scope for improving the targeting of social safety net measures. Food aid reached a constant 30 percent
of highly affected households in the period from 2013 to 2015, while the proportion of households receiving direct
government cash transfers increased from 1.1 percent to 5.4 percent over the same period. However, public
works and schooling feeding programs were less well targeted in those areas where destfruction by the floods
WAas most severe.

While these findings are derived from an assessment of the impact of floods, they provide useful insights into the
current drought and the manner in which its impacts might be managed. In particular, the findings highlight the
importance of maintaining food price stability. Without a real food price decline, the increased level of caloric
consumption would not have been possible. Importantly, while the impact of floods was relatively localized, the
current drought affects a much larger proportion of the country, resulfing in more significant upward pressure on
prices. Furthermore, it seems unlikely that the increased demand for ganyu labor will be sustained during drought
conditions, as agricultural production is interrupted on a larger scale, thus making this source of income less
available. To address these issues, the targeting of social safety net programs should be improved and expanded
to reach a greater proportion of the population.

Source: World Bank / NSO (2016)

Towards shared prosperity in rural Malawi

82. To summarize, in Malawi, despite some progress in terms of a range of indicators related to the non-income
dimensions of poverty, the rate of rural poverty has remained stubbornly high for more than a decade, affecting
more than half the rural population. The accumulated evidence suggests three proximate causes. First, the level of
agricultural productivity remains low, considerably lower than that of other low income countries in the region,
especially among the poor. Second, opportunities for non-farm self-employment in rural areas are limited and the
returns on such activities are relatively low, especially for the poor. Third, the Government's major safety net
programs have had only a limited impact in terms of poverty reduction, mainly due fo limited coverage rates and
poor targeting. To address these obstacles, a number of policy actions are recommended. To ensure that these
actions lay the foundation for a more dynamic and prosperous rural economy, they should be implemented in a
complementary manner, with each reform supporting the others. At their core, these proposed reforms are
intended to facilitate the achievement of equitable, inclusive, sustainable growth by increasing economic
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productivity in the agricultural sector, facilitating dynamic structural transformation, and establishing better
targeted, more inclusive safety nets.

83. First, to lay the foundation for sustained economic growth, it is vital o establish macroeconomic stability. In
particular, it is essential fo bring the rate of inflation under conftrol over the long-term. This would create relief for the
poor at the household level, while also creating a more conducive environment for investment, growth, and
employment generation. While it is essential to bringing deficits under control, the achievement of this goal by
reducing public spending or increasing revenue could have adverse impacts on the poor. Therefore, policy actions
to deficits should build in safeguards to protect pro-poor expenditure, with complementary measures to improve
the effectiveness of this expenditure.

84. Second, to facilitate the achievement of higher rates of inclusive growth, it is vital to improve the level of
productivity of the agricultural sector. To dafe, agricultural growth has been achieved through factor
accumulation, primarily through the expansion of resources such as land cultivated and labor. However, with one
of the highest population densities in Africa and with a decline in the availability of new land for farming, Malawi
has limited space to achieve further gains from the confinuation of such practices. In all likelihood, in the future, the
growth of the agricultural sector will only be possible through increases o the level of agricultural productivity. Four
actions are recommended to improve agricultural productivity.

a. More balanced expenditure on the agricultural sector: The single most important measure to improve the
composition of expenditure in this sector is to continue reforms to the FISP. Scaling back FISP would
significantly improve the Government's fiscal position, freeing up resources for reallocation to
complementary investments that could generate higher returns in terms of improving agricultural
productivity. In the period from 2004 to 2009, research was conducted into the conftribution of specific
investments to the value of agricultural revenue, with this study involving a nationally representative sample
of smallholder households interviewed three times in the study period, this analysis found that the use of
improved maize seed generated the highest returns at the natfional and regional levels (Lunduka, Ricker-
Gilbert and Fisher 2016). The national benefit-to-cost ratio on improved seeds is 2.48, meaning that for every
kwacha spent on extension, MWK 1.48 is gained in additional benefits. This shows the potential value of
investment in improved higher yielding maize varieties that are resistant to droughts and floods.

b. Clear objectives for the FISP: To ensure that the program fulfils its objectives, it is first necessary to ensure
that there is clarity regarding what these objectives actually are. The safety net function of the program,
which is infended to facilitate the achievement of food security at the household level, should be
separated from the function to increase the overall productivity of maize to achieve food security at the
national level. For clarity, it is recommended that a reformed FISP focus on facilitating increased
productivity and crop diversification, with other programs fulfiling safety net functions.

c. The provision of flexible, short-term support: In the short term, the Government should provide all rural
households with vouchers that can be redeemed at stores selling agricultural inputs operated by the
private sector. Farmers should be able to utilize these vouchers for any combination of inputs that they
desire.

d. The replacement of fertilizer subsidies with cash subsidies and the provision of supplementary services: In
the medium term, the Government should consider transitioning to cash transfers under FISP, combined
with provision of supplementary services such as tfraining and information related to new technologies or
seeds. Such a bundle is likely to have a higher level of positive impact in terms of improving productivity
and reducing poverty than those the current subsidy program. To illustrate this, in 2013, the gap in maize
yields between the chronically poor and those who escaped poverty was 320 kg/ha. Approximately half
of this can be explained by differences in the returns to family labor ufilization and to the extension services
obtained. Recent work with the National Smallholder Farmers Association of Malawi Farmers shows that
providing fransfers and intensive agricultural extension support could alleviate capital and information
constraints affecting farmers and boost their productivity (Ambler and others 2016). The Government could
consider implementing a cash transfer system on a pilot basis prior o its broader implementation as a
learning experience.

85. Third, to achieve higher levels of agricultural productivity growth and rural poverty reduction, measures to
implement significant structural change should be accelerated. A major constraint on the growth of non-farm self-
employment in rural areas is the lack of demand for the products produced by rural enterprises. The very low level
of urbanization (16 percent of the population) and the low average incomes in rural areas limit the opportunities to
generate higher incomes from non-farm activities in these areas. A more productive and dynamic agricultural
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sector is a vital precondition for increasing rural incomes, enabling workers to move from agriculture to higher
productivity sectors and supporting the growth of the rural non-farm sector. However, it will not be possible to sustain
this growth unless there are improvements of the level of productivity and dynamism the non-farm sectors,
especially in urban areas. To achieve higher levels of prosperity in Malawi's areas, broad structural fransformation
is required, with this fransformation including a more rapid rate of orderly urbanization.

86. International experience shows that a well-managed process of urbanization is often the catalyst for inclusive
structural transformation. This process drives an increase in the level of demand for agricultural and other rural
products. It improves the accumulation of skills, facilitates occupational specialization, and results in higher levels
of labor productivity. It results in a higher level of integration of labor markets and fosters creativity and innovation.
In short, urbanization builds human capital in the economy in a manner that cannot usually be achieved solely
through formal education. Urban growth has been associated with increases in the level of prosperity for billions of
people around the world. Similarly, urban growth could result in higher levels of prosperity for the people of Malawi
in both rural and urban areas. A projection shows that an increase in Malawi's level of urbanization, with an increase
in the proportion of its population living in urban areas from the current level of 16 percent to 21 percent by 2030
couldresultinincreases of 0.7 percentage points to average annual GDP growth rates. According to this projection,
this increased level of urbanization would result in Malawi being 14 percent richer in 2030, without any growth in the
country’s overall population or the size of its labor force, just through the relocation of 5 percent of rural population
to urban areas (Dorosh, Pauw and Thurlow, 2016).

87. To be sure, urbanization and the associated restructuring of the economy involve complex forces and processes
that require careful management. The process demands a new set of business and other skills, an environment that
encourages and incentivizes the private sector to flourish, a trade policy that facilitates the adoption of
technological innovations, a high level of connectivity to facilitate communication and frade, and a balance
between large and secondary towns. First and foremost, it demands a high level of macroeconomic stability to
anchor sustainable growth. These factors must be present to ensure that urbanization and structural change
facilitate sustained, equitable economic growth. Policymakers should consider a number of actions o facilitate the
process of urbanization and to ensure that it has a positive impact:

a. Removing policy biases against urbanization: Malawi's development strategy currently prioritizes the
achievement of household-level food self-sufficiency in rural areas. This bias explains the long tradition of
providing input subsidies for maize and for the export bands on the same crop. By contrast, existing policy
does not empower local governments in urban areas. To create smarter and more vibrant urban areas,
local governments in urban areas need a higher level of capacity and greater financial resources.
Improving the capacities of these governments will include a systematic, focused effort to improve their
own-source revenues, especially from property taxes, with these taxes having significant unrealized
potential fo finance urban development.

b. The promotion of “smarter” urbanization: Whether actions to promote urbanization involve measures to
increase the size and density of existing cities or to create new cities, policymakers need to develop a
conscious, planned approach to efficiently manage urban land. This includes the explicit mapping of
urban land usages and measures to improve the quality and reliability of services. Well-managed urban
land will encourage mobility and connectivity; the clustering of economic activities; the protection of the
space for public goods (infrastructure, environmental amenities); and the efficient provision of services to
the residents of large, intermediate, and small fowns.

c. The promotion of urban job creation: In addition to encouraging food self-sufficiency, government policy
also prioritizes value addition and job creation in rural areas. One of the unintended consequences of
measures to keep households on the land (the “agriculture first” policy) is to discourage migration and
urbanization. For positive transformation to occur, it is important to facilitate changes in what people do
and where they do it. Therefore, greater emphasis should be placed on the creation of jobs in urban areas
by reassessing and reforming the regulatory barriers to the entry of firms, on upgrading skills and promoting
entfrepreneurship, on raising productivity of small and medium enterprises, on integrating value chains and
on reducing the costs of logistics.

88. Fourth, the Government should implement measures to improve the efficiency and effectiveness of safety net
programs. In the period from 2013 to 2015, both the MASAF-PWP and Social Cash Transfers Program (SCTP) covered
approximately 650,000 households per year. Overall, both programs are characterized by high leakage rates, with
a large number of non-poor people receiving cash fransfers from the programs. To enhance the impact of these
programs, the following policy reforms are proposed:
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a. Provide transfers of greater value to a greater total number of beneficiaries: While the coverage of the
current social protection scheme has recently been expanded, this coverage is still imited relative fo the
coverage of programs elsewhere around the world, with a relatively low level of government expenditure.
Both the MASAF-PWP and SCTP cover approximately 650,000 households per year in the period from 2013
to 2015. In addition, compared to public work programs in other developing counfries, the total value of
fransfers under the MASAF-PWP is relatively small. Although the daily wage from the MASAF-PWP is
comparable to wages provided by other programs, the maximum permitted number of working days per
beneficiary per year is much lower, resulting in a comparatively low total transfer value to individual
beneficiaries. Scaling back FISP will provide the Government with greater financial space to extend
coverage the of its social protection programs. In the medium-to-long term, these programs could be
consolidated, with a common registry of beneficiaries and with the programs under a single administration.
Such areform is likely to result in reduced costs and a higher level of effectivity.

b. Improve targeting for greater impact: At present, household survey data suggests that the targeting of
existing social protection programs has been ineffective, reducing their pro-poor impact. In the case of
MASAF-PWP, one way to improve targeting would be to verify the existing community-based targeting
system through proxy means testing. Alternatively, the program could explore the possibility of a self-
targeting system, commencing with a pilot study to test this approach. Self-targeting would require
lowering the wages provided through the program substantially so that only those with a low opportunity
cost of time would be motivated to participate, particularly members of very poor households. However,
to ensure that the total value of the tfransfers received by an individual beneficiary are sufficient to improve
socio-economic circumstances at the household level, the number of days in which an individual may
participate in the program should not be limited. Recent reforms to enable participation in public works
during the lean season when individual beneficiaries may participate for a greater number of days
(currently 48 days), and over multiple work cycles should be continued and evaluated.

c. Evaluate the value of assets produced under MASAF-PWP: To date there has been no evaluation of the
assets produced by these programs. Therefore, a proper and thorough evaluation of the assets should be
undertaken. If the assets are found to have very low value, and the conditions to work are sfill built into the
program design, then the program could alternatively focus on a narrow set of assets that create value to
communities (for example, conservation of water-catchment areas). The alternative is fo remove the
condition to work and convert the MASAF-PWP to a cash program.

d. Redefine the target population for the SCTP: This action should be intended o benefit households that no
longer receive benefits under a reformed FISP through their absorption into SCTP. It would also mean
expanding the eligibility criteria to include not just those categorized as extremely poor (defined as those
unable to meet their basic food consumption needs), but also those categorized as poor (defined in terms
of the national poverty line or a close proxy).

89. Fifth, the Government should implement measures to accelerate the demographic transition to boost poverty
reduction. Malawi's fertility rate has remained persistently high, with the rate standing at 6.1 births per woman
among rural poor women. Malawi’s population is projected to double in approximately two decades (22.8 years),
with a projected increase from 17.2 million in 2015 to 34.4 million in 2038. Given that Malawi is already one of the
most densely populated nations in Africa, unchecked population growth will put enormous pressure on limited land
resources and on the delivery of services, making poverty reduction harder to achieve. The high fertility rate also
lowers productivity, impairing women’s ability to engage in more productive farming or non-farm work, given that
women spend a large proportion of their prime years pregnant, lactating, and otherwise engaged in raising
children. Moreover, the overall youth of Malawi’s population means that ratio between dependents and members
of the workforce is extremely high, with this ratio generally associated with higher poverty levels.

90. If Malawi is to achieve significant reductions to its poverly rate and improvements to its level of human
development, it needs to implement measures that facilitate a reduced fertility rate. Malawi will only reap the
benefits of demographic transition if women are empowered through the implementation of three interrelated
policies. First, ongoing measures to improve children’s health and to reduce the child mortality rate will reduce
demand for more children. At the same fime, smaller family sizes will result in improvements to maternal health,
whichin turn willimprove the overall health of children, thus facilitating the emergence of a virtuous circle (Canning,
Raja and Yazbeck, 2015). Second, investments in girls’ education will reduce the tendency towards early child
marriage and early child bearing, prolonging girls’ stay in school and delaying the average child bearing age.
Continued progress towards the elimination of the gender disparity gap in secondary education could also play a
role in reducing the ferfility rate, with higher levels of secondary education associated with a reduction in the
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proportion of young women deciding to bear children. Third, improving access to family planning services and
contraception would reduce the number of pregnancies and encourage women to wait for longer between
bearing successive children, with greater spacing associated with better maternal health outcomes. With high
fertility rates closely linked to poverty, reducing these rates in Malawi could change improve the ratio between
dependents and working adults. In addition, providing a higher quality of education and health services to women
and promoting the partficipation of women in the labor market, partficularly in the formal sector and in better paying
jobs, with further empower women and complete the establishment of another virtuous circle.

Box é: Malawi's past experience with call options offers lessons for building climate resilience

Call options can be a useful way to ensure the supply of food imports. During a food crisis in 2005, the Government
purchased call options for maize as a result of concerns not only regarding potential price increases, but also
regarding logistics and delivery constraints. The call option contract was customized as an over-the-counter
physical optfion which provided more flexibility than a standard financial instrument. Price protection was
provided on a “delivered” basis, thus combining the price for white maize on the South Africa Futures Exchange
with transport costs to Malawi. The contract also specified terms including flexible delivery locations for physical
setflement so that it could be used as a contingency import strategy if needed. Uncertainty regarding the extent
of the food shortage, levels of commercial imports, fransportation constraints, the performance of local fraders,
the humanitarian response, and the efficiency of procurement processes made the contingent import aspect
of the contract attractive to the Government.

The arrangement also helped to cap the cost of the humanitarian response. In late 2005, as prices increased and
food shortages grew, the Government exercised the call option, electing for physical settlement and allocating
the majority of imported maize for humanitarian operations. The maize purchased through the opfion contract
was characterized by a better delivery performance than most other procurement procedures. During the
delivery period, Malawi recorded considerable costs savings, with spot prices rising by around US$ 50-20/MT in
excess of the ceiling price of the contract.

The contract represented one of the first-ever instances of macro-level hedging by an African government. It
covered imports of 60,000 MT of white maize and had a total value of approximately US$ 17 million, with a
premium payment of US$ 1.53 million. The World Bank provided technical assistance, while the UK Government
provided budget support for the purchase of the contract.

Within the region, traders and banks have been supportive of this approach, believing it has a number of indirect
advantages in addition to the hedging benefits. Contingent import strategies based on call options help planning
because they can be put in place well ahead of eventual crises, then triggered or “called” on an as-needed
basis. The approach showed the benefits of using customized risk management solutions to reduce the risk of
increasing commodity prices and supply uncertainty. It also demonstrated that market-based strategies can be
less costly and more efficient than non-market based attempts to stabilize prices. For the Government of Malawi,
which spent an estimated US$ 110 million on the 2005/06 humanitarian response, the call option was a success,
with important lessons learned for the country in its ongoing endeavors to build resilience in the face of likely
future climate shocks.
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Data

Table 2: Selected macroeconomic indicators

2012 2013 2014 2015 2016
Est.
National Accounts and Prices

GDP at constant market prices (percentage change) 1.9 5.2 5.7 2.8 2.5
Agriculture -0.1 6.6 5.9 -2.0 2.3
Industry -0.5 3.5 4.7 3.5 2.4
Services 4.7 6.3 5.8 4.7 4.4

Consumer prices (annual average) 21.3 27.3 23.8 21.9 22.5

GDP per capita (current US$) 384.0 340.9 362.3 381.3 -

Central Government (percent of GDP on a fiscal year basis)

Revenue and grants 27.5 23.2 21.4 20.2 23.2
Domestic revenue (tax and nontax) 17.3 19.7 18.6 17.9 18.6
Grants 10.2 3.5 2.8 2.3 4.6

Expenditure and net lending 28.0 28.9 27.1 24.4 27.2

Overall balance (excluding grants) -10.7 -9.2 -8.5 -6.6 -8.7

Overall balance (including grants) -0.5 -5.7 -5.7 -4.3 -4.1
Foreign financing 1.9 2.0 2.5 1.6 2.6
Domestic financing 0.1 4.2 3.3 2.0 1.4
Money and Credit
Money and quasi money (percentage change) 22.9 35.1 20.7 23.7 16.7
Credit fo the private sector (percent change) 25.4 14.4 20.0 29.9 20.3
External Sector (US$ millions, unless otherwise indicated)

Exports (goods and services) 1,421 1,657 1,737 1,616 1,670

Imports (goods and services) 2,281 2,315 2,399 2,284 2,604

Gross official reserves 236 397 588 670 660
(months of imports) 1.2 2.0 3.1 3.4 3.2

Current account (percent of GDP) -9.3 -8.7 -8.5 -8.2 -13.9

Debt Stock and Service

External debt (public sector, percentage of GDP) 26.5 30.8 33.1 37.0 33.2

Domestic public debt (percentage of GDP) 13.8 19.8 14.9 16.8 18.9

Total public debt (percentage of GDP) 40.2 50.6 48.0 53.8 52.1

Poverty
Poverty rate (US$1.9/day in PPP terms) - 70.1 69.3 69.4 69.6
Poverty rate (US$3.1/day in PPP terms) - 87.2 86.7 86.8 86.8

Source: World Bank staff based on MoFEPD, RBM and IMF data
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