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December on the Reserve Bank of Malawi (RBM) websitevw.rbm.mw. The June2017 FSR analyses the

macroeconomic and financial sector developments covering the period betwed&ctober2016 and March
2017.

The RBM acknowledges the support from Ministry of Finance, Economic Planning and Developm@hoF,
EP&D)in the preparation of thisreport.


http://www.rbm.mw/

THE RESERVE BANK OF MALAWI AND FINANCIAL STABILITY
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overall assessment of risks to the financiad U OOAI AT A A1 O AAOAOEAAO OEA
analysis in the FSR is therefore one of the tools used by the RBM to fulfill its mandate of ensuring that the
financial system is stable.

The RBM considers financial stability as a conditiorepresented by a sound financial system, capable of

withstanding shocks to the economy; one that is able to allocate savings into investments, facilitate the
settlement of payments efficiently and manage risks in a satisfactory manner.
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FOREWORDAND SUMMARYOFFINANCIALSTABILITY ASSESSMENT

The Malawi financial system stability generally improved and continued to be resilient to both domestic
and external shocksduring the six months ending March 2017. Macroeconomicrisks arising from domestic
developments remained subdued as inflation exhibited a downward trajectory and interest rates
decreased while the kwacha exchangerate remained fairly stable. This was further supported by
improvements in the agricultural sector and recovery in prices of some agricultural commodities on
international markets.

The banking sector was fairly sound and stable during the period under review. The sector remained
adequately capitalized with core ratios above their regulatory benchmarks. Further, asset quality
somewhatimproved ascharacterizedby a decline in non-performing loans (NPLs), though still way above
the prudential requirements. Meanwhile, stress testing was conducted in March 2017 based on the

noted to be highly vulnerable to credit risk shocks,particularly the sectoralshocks

The general insurance sector remained fairly sound between October 2016 and March 2017 as capital
adequacyand assetquality improved. However, the sector continued to be facedwith credit and liquidity
risks due to high insurance receivables.The pension sector remained sound due to growth in pension
assets and anmprovement in investment performance. This outturn was largely due to a recovery of the
stock market and an increase in private debtHowever, average pension contribution dropped while
contribution arrears increased. Mearwhile, counterparty default and market risks remained the main
threat to the stability of the sector.

The microfinance (deposit and non-deposit taking) and SACCO sectors were fairly sound arsiable,
despite the deteriorated performance in asset quality and profitability for both sectorsCredit risk
continued to be the main threat to the stability of the sectorsMeanwhile, - A1 A xdpitalOnarkets
registered an improved performance during the period, asreflected in an increasein both performance

index and activity. This was after a protracted period of poor performance. The bond market, however,
remained dormant asthere was no new activity recorded on the market. Meanwhile,the AT O1T @& UGS O
financial infrastructure remained stableand allowed smooth and uninterrupted processingof transactions

in various payment streams.

Overall, the Malawi financial system was generally stable in the six months period to March 2017,
characterizedby well capitalized,liquid and profitable financial institutions . However,credit risk remained
the main threat to the stability of the system.TheBankwill continue to regularly assesghe financial system
and closely monitor any potential threats to ensurethat mitigating measuresare timely implemented.

Dalitso Kabambe (PhD)
GOVERNOR

Vi



1.0 MACROECONOMIC AND FINANCIAL
DEVELOPMENTS

1.1 Overview of Global Developments

The April 2017 World Economic Outlook
(WEO)showsthat global economic activity is
projected to rebound in 2017 from a
slowdown in 2016. The projections were
largely basedon a solid growth in advanced
economies as well as a notable economic
performance in emerging markets and
developing economiesMeanwhile, the April
2017 Global Financial Stability Report
(GFSR) reveals that global financial stability
continued to improve since September 2016,
largely owing to improved global economic
performance.

1.1.1 Global Economic Conditions 1

Gobal economicgrowth is projected to rise
from 3.1 percent in 2016 to 3.5 percent in
2017 and 3.6 percent in 2018.The 2017
projections represent 0.1 percentage point
higher than the October 2016 WEO forecast.
The more optimistic projections are based on
stronger projected growth than earlier on
expected in advancececonomiessupported
by projected notable pickup in economic
activity in emerging markets and developing
economies However, downside risks toa
positive global outlook remain and these
include: policy shift towards protectionism
in the USthat could adversely affect global
trade and growth; financial tightening in
emerging market economies that would
arise from more stringent policies and non
economic fators such asthreat of deepening
geopolitical tensions,especially in the Middle
East and North Africa.

Regionally, growth in advanced economies
for 2016 is estimated at 1.7 percent,

representing a 0.1 percentage point higher
than earlier on projected in October 2016.
Meanwhile, growth for advanced economies

1l MF6s Worl d EcApni20tyi ¢ Outl ook,

is projected to rebound to 2.0 percent in
2017 and 2018. The pickup in ecamomic
activity in the region was primarily expected
to be driven by higher projected growth in
the United States as firms grew more
confident about future demand, and
inventories started contributing positively to
growth. Growth also remained solid in the
United Kingdom, where spending proved
resilient in the aftermath of the June 2016
referendum in favor of leaving the European
Union (Brexit). In Japan,economic activity
was strong due to solid growth in net
exports, while growth in euro area countries
(such as Germany and Spaij was mainly
driven by strong domestic demand.

Growth in emerging makets and developing
economiesis projected at 4.1 percent in 2016
and 45 percent in 2017, representing 0.1
percentage point downward revision from
the October 2016 projections. In 2018,
growth is expected to rebound to 4.8 percen
mainly based onexpected improvement in
commodity exporters as they areprojected
to experiencepartial recovery in commaodity
prices.

This notwithstanding, economic
performance in emerging markets and
developing economies varied. Growth in
China remained strong, refleting continued
policy support. However, in India, economic
activity slowed because of temporary
negative consumption shock induced by cash
shortages and payment disruptions from the
currency exchange initiative. In Brazil,
economic activity also slowed leading to
deep recessionMeanwhile, in fuel and non
fuel commodity exporters,activity remained
relatively weak, while in some parts of the
Middle East and Turkeygeapolitical factors
held back growth.



Chart 1.1: World Economic Growth
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1.1.2 Risks to Financial Stability

The April 2017 GFSRindicates that global
financial stability continued to improve since
October 2016 Thisoutturn was mainly due
to a rise in the global economic activity
thereby reducing macroeconomic risks to
financial stability.

Against a backdrop of stronger economic
activity, liquidity and market risks eased
from elevated levels as risk premiums and
volatility declined. Credit risks also declined
as refinancing risks were reduced due to
tighter corporate bond spreads, low rates,

and ample market access. Meanwhile, there

were gains in many asset prices refleting a
more optimistic outlook. Similarly, rising
equity prices, steeper yield curveshelped
banks enhance profitabilty. Even markets
outside the United States also rose steadily
over the past six months, partly driven by
stronger growth expectations and higher
commodity prices.

Despite these improvements new threats to
global financial stability are likely to emerge
A key risk is that the US policy imbalances
could lead to tighter- than-expected financial
conditions and a rise in volatility and risk
aversion. Another risk may arise from
elevated political and more stringent policy
stance in US and around the glob&hus a
shift towards protectionism in the US could
reduce global growth and trade, obstruct
capital flows and dampen market
sentiments. In Europe, political tension

combined with lack of progress on structural
challenges inthe banking system and high
debt levels could reignite financial stability
concerns.

1.2 Developments in Sub -Saharan Africa
Growth in SubSaharan Africa (SSAwas
further marked down in the April 2017 WEO
projections compared to the October 2016
WEO projections. The region igstimated to
grow by 1.4 percent in 2016 downfrom 1.6
percent estimated in the October 2016
projection. Meanwhile, economicgrowth is
expected to rebound to 2.6 percenin 2017
and 3.5 percent in 2018and expected to be
bolstered by a recovery in some large
economies in the region.For instance in
Nigeria, following contraction of economic

activity by 1.5 percentin 20168 OEA AT O1 O

growth is projected at 0.8 percent in 2017
mainly on account of a recovery in oll
production, continued growth in agriculture,
and higher public investment In South
Africa, a modest recovery is expected on
account of rebound in commodity prices;
eased drought conditions; and expansion in
electricity capacity. Whilst in Angola, growth
IS expected torecoverdriven by exparsion in
the non-oil sector due to higher public
spending and better terms of trade.

1.2.1 Financial Stability in Sub -Saharan

Africa

Risks to financial stability in SSA somewhat
subsided between October 2016 and March
2017, on account of amodest pickup in

economic activity of most economies in the
region, following a pickup in world

commodity prices and improvement in

weather conditions. In particular, the

rebound in oil prices enhanced export

revenue gains for major oil-exporting

countries like Nigeria, Angola and South
Africa; whilst the recovery in other

commodities have boostedexport proceeds
for exporters of nonfuel and agricultural

commodities. Further, improved weather
conditions in some parts of Eastern and
Southern  Afica boosted agricultural



production, thereby minimizing risks to
financial stability in the region.

However, the pickup in oil prices would
weigh negatively oneconomic activity ofoil
importing countries through increased
production cost and currency depreciation.
Further, the policy and political uncertainty
in the US and Europe may have negative
spillovers in terms of trade and capital
outflows, thereby negatively impacting on
financial stability in the region.

1.2.2 External Developme nts and

2016 (Chart 12). This outturn was due to
expectations that domestic economic activity
will rebound in 2017, owing mainly to
expected improvement in the agricultural
sector and recovery in the international
prices of agricultural commodities.
Meanwhile, financial stability risks arising
from the domestic economic activity
relatively declined between September 2016
and March 2017, following positive
prospects of general economic performance.

Chart 1.2: Gross Domestic Product (GDP)
Growth
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The rebound in economic activity in the
global economy including the SSA as well as
a pickup in global prices of agricultural
commodities like tea and cotton would
positively impact on the economyHowever,
the negative spillovers from political stance
in the USand policy changesin emerging
markets and developing economies like
China would result into reduced cemand for
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financial stability.

1.3 Domestic Developments

Domestic economic activity is expected to
rebound in 2017, owing to expected
improved performance in the agricultural
sector. Further, inflationary pressures
generally declined during the period
following a sustained deceleration in
inflation since August 2016 In addition, the
local currency remainedremarkably stable
between September 2016 and March 2017
thereby putting downward pressure on non
food inflation. Similarly, interest rates
exhibited a downward trend. Subsequently,
risks to financial stability arising from
macroeconomic developments were largely
subduedduring the review period.

1.3.1 Real GDP Growth

The March 2017 projectionsndicate that the
AT O1 OOUB O Wi Geboh@® o4O E
percent in 2017from 2.7 percent recorded in
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1.3.2 Inflation
Risks to financial stability arising from
inflationary pressures waned offduring the
review period, following declining inflation
(chart 1.3). Headline inflation decreased
largely on account of continued dop in food
inflation between September 2016 and
March 2017. This followed improved food
supply in the country owing to increased
importation of the cereal in the last quarter
of 2016 and expected improvement in maize
yield in 2017. Besides, mn-food inflation
marginally declined following relatively
stable exchange rate during the review
period.

With the beginning of 2016/17 agricultural

season, outlook for inflation in the coming six
months is favorable. Food inflationary

pressures are projected to continue going
down as the country anticipates bumper
maize yield.



Further, non-food inflation is expected to
remain stable following the sustained
stability of the Malawi kwacha aghe tobacco
marketing season continues.
upside risks to inflation remain, more
particularly  should the increase in
international oil prices continue.

Chart 1.3: Domestic Headline Inflation
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1.3.3 Interest Rates

Risks to financial stability emanating from
interest rates developments declined in
March 2017 compared to September 2016
This outturn followed the reduction in Policy
Rateby monetary authorities twice between
September 2016 and March 2017, from 27.0
percent in September 2016 to 24.0 percent in
November 2016 and a further cut by 200
basis pointsto 22.0 percent in March 2Q7.

Chart 1.4: Interest Rates
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As a result, average base lending rates

declined to 33.6 percent in March 2017 from
36.3 percent as at end September 2016.

However,

Similarly, the overnight Interbank Market
Rate (IBR) decreased to 21.89 percent as at
end March 2017 compared to 28.02 pemnt
recorded in September 2016 (Chart 1.4).

The banking system liquidity dropped
during the review period as evidenced by a
decreasen the un-borrowed excess reserves
to a daily average of negative K2.4 billion in
March 2017 from a daily average of K4.0
billion in September 2016 (Table 1.1).
Consequently, traded volume on the
interbank market dropped to a daily average
of K3.7 billion from a daily average of K5.2
billion in September 2016. In line with the
liquidity conditions during the review
period, access on the Lombard Facility
increased to a daily average of K6.3 hillion
from a daily average of K3.8 billion in
September 205.

Table 1.1: IBR (end period, %) and
Banking  System  Liquidity  (Daily
I OAOACAOh +68A1 Q

i +8A1 Q Sep 16 | Dec 16 | Mar 17
Daily Average Total 59.8
Reserves 60.9 60.8
gally Average Required 538 53.7 58.1

eserves

Daily Average Excess 5.8
Reserves /8 36

Daily Average Unborrowed

-4.25
Excess Reserves 4.0 2.4

Daily Average Interbank

6.0
Market Trading 22 3.7

Daily Average Lombard

10.0
Facility Access 3.8 6.3

Inter -bank Market Rate 28.02 25.28 21.89

(End Period, Percentage)

Source: Reserve Bank of Malawi

Treasury bill yields for all tenors exhibited a
downward trend following the two

adjustments of the monetary policy rate
during the review period. The 91 day, 182
day and 364 day average yields foMarch

2017 settled at 234 percent, 24.6 percent
and 249 percent, respectively. The all type
yield consequently, declined to 24.3 percent
in March 2017 from 29.0 percent in

September 2016(Table 1.2).



Table 1.2: Treasury Bills Yields

Days | All 91 182 364
Type
Sep- 29.0 29.0 29.0 29.0
16
Oct- 29.0 29.0 29.0 29.0
16
Nov- 29.0 29.0 29.0 29.0
16
Dec- 25.1 23.9 25.4 26.0
16
Janr 25.1 23.9 254 26.0
17
Feb- 24.1 23.2 24.5 24.7
17
Mar - 24.3 23.4 24.6 24.9
17

Source: Reserve Bank of Malawi

1.3.4 The Exchange Rate
The Malawi kwacha appreciated against the

GBP and the EUR during the review period.

The local currency, however, lost value
against the USD and the ZAR.

Chart 1.5: Indicative versus Trade-
Weighted Average TT mid Rates
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The local currency traded at K731.9981 per
dollar in March 2017 compared to K724.43
per dollar in September 2016. It is worth
noting that the kwacha remained relatively
stable on monthly basis since September
2016 (Chart 1.4). This outturn is expeted to
EAOA A bl OEOEC
financial system stability.

1.4 Outlook

On the global front, inancial stability risks
arising from macroeconomic developments
are expected to subside as global economic
activity is expected to rebound in 2017and
2018.

However, policy shift in the US and financial
tightening in emerging markets and
developing economies will affectthe way

financial stability developments play out in

the consecutive sixmonths.

Meanwhile, domestic economic activity is
expected toimprove in the year 2017, mainly
on account of exected improvement in
agricultural sector.

Further, inflationary pressures are expected
to remain subduedin the coming months
thereby impacting positively on financial

stability developments in the country.

Additionally, the financial system stability is
expected to besupported by stable exchange
rate and relatively reduced interest rates.
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2.0 BANKING SECTOR

The banking sectorwas fairly sound and
stable during the period under review, as
levels of Non-performing loans (NPLs) and
capital adequacy improved.

2.1 Banking Sector Developments

2.1.1 Growth of the Banking Sector

4 EA OAA OhgsdisGneréabed Aol K1,
217.4 billion in March 2017 from K1, 151.5
billion in September 2016. However,the
increase at 5.7 percent over the six months
period to March 2017 was lowerthan 12.2
percent increase recorded over the six
months to September 201§ Table 2.1). Ths
outturn was mainly attributed to lower
growth in securities and investments which
increased to K821.3 billion in March 2017
from K735.3 billion in September 2016.

4AAT A ¢8pdg " AT EOG
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Sep-15 | Mar-16 Sep-16 | Mar-17

Assets 907.4 1,026.3 | 1,1515| 1,217.4

Deposits: | 629.4 692.6 751.8 807.0

of which | \o63 | 408.0 531.1 | 568.8
Kwacha

of which| 1291 | 1046 2207 | 2382
forex

Gross 370.8 | 420.7 4085 | 4237
loans

of which

SPLs 430 | 618 69.8 | 64.1

Growth rates (%)

Asset 3.5 11.6 12.2 5.7
Deposits | 7.3 9.1 8.5 7.3
Kwacha 1.7 9.6 6.6 7.1
Forex o144 |79 134 |79
deposits

Gross 4.8 11.9 29 3.7
loans

NPLs -11.7 43.7 12.9 -8.2

Source: Reserve Bank of Malawi

On the funding side, total deposits grew by
7.3 percent over the six months toMarch
2017. The funding structure of the banking
sector remained skewed towards demand
deposits that amounted to K277.7 billion,
representing 34.4 percent of total deposits.

I OOAOO AT A

2.1.2 Banking Sector Soundness

a. Capital Adequacy

The banking sector remained adequately
capitalized and maintained the capital ratios
above the prudential requirements except
for four banks that had their capital ratios
below the prudential requirements. Core
and total capital ratios increased from 14.1
percent and 17.2 percent in September 2016
to 16.1 percent and 19.5 percent in March
2017, respectively. Both ratios were well
above the regulatory minima of 10.0 percent
and 15.0 percent, respectively. e increase
was due to growth in capital amounts and
decrease in Risk Weighted Assets (RWA).
Core capital and total capitalgrew by 10.8
percent to K146.8 billion and 10.0 percent to
K177.4 billion in March 2017, respectively.
At the same time RWAs decreased by 2.9
percent to K911.4 billion in March 2017.
$ADPT OEOQO

b. Asset Quality

Asset qualityimproved in the period under
review as NPLs decreased to K64.1 billion
from K69.8 billion in September 2016.

Consequently, the NPLs to Gross loans and
leases ratio improved to 15.1 percent in
March 2017 from 17.1 percent in September
2016, this was still way above the regulatory
benchmark of 5.0 percentNPLs remained a
significant threat to the stability of thesector
due to relatively high interest rates thereby
negatively impacting on the performance of
businesses and hence servicing of loans.

c. Earnings

The profitability of the sector based on both
ratios of return on equity (ROE) and return
on assets (ROA) remained almost constant.
ROE was at 21.5 percent in March 2017
compared to 21.7 percent in September
2016; however, ROA was at 3.2 percent in
March 2017, unchanged from that recorded
in  September 2016 (Table 2.2).
Nevertheless, over the twelve months
period, the sector registered a growth in
earnings of K11.8 billion in March 2017 as
compared toK9.4 billion in the March 2016



position. The growth was mainly due to an
increase in net interest income of 2 percent
to K34.3 billion in March 2017.

Table 2.2: Trends of ROE, ROA and Net

Profit After Tax
Sep- Mar - Sep- Mar -

Variable 15 16 16 17
ROE (%) 246 | 205 | 217 | 215
ROA (%) 2.0 3.0 32 | 32
Net Profit

after tax 322 | 94 309 | 11.8
j-+6

Billion)

Source:ReserveBank of Malawi

d. Liquidity

Liquidity position remained stable and
sound during the review period. The
liquidity ratio was fairly constant at 68.8
percent in March 2017 from 69.1 percent in
Sepember 2016. At this level, theatio stood
well above the minimum regulatory ratio of
30.0 percent.

2.1.3 Assets, Deposits and Market share
The sector continued to be dominated by
two banks whose total assets and deposits
constituted 51.3 percent and 52.9 percent of
the industry, respectively. This position was
slightly higher than the March 2016 position
of 50.1 percent and 52.4 percent,
respectively (Table 2.3). As at end March
¢mpxh OEA OAAOQT 0660
comprised of loans and leases at 34.8
percent and shortterm securities and
investments at 29.1 percent.

On the other hand, the total deposits
constituted of demand deposits at 34.4
percent, foreign currency deposits at 29.5
percent, time deposits at 18.9 percent and
savings deposits at 17.2 percent.

Table 2.3: Assets and Deposits
i -+86"EITEITQ

Sep- | Mar- | o 16 | Mar-17

15 16 P
Assets 907.4 1'(5’36 1,139.2 | 1,217.4
Two largest | e 6 | 5144 | 5738 | 6241
banks
percentage | 4o 104 | 50.1% | 50.4% | 51.3%
share
Other banks | 470.8 | 512.1 | 5654 593.3
percentage | oq go | 49.0% | 49.6% | 48.7%
share
Deposits 629.4 | 692.6 | 768.4 807.0
Two largest | 50,5 | 363 | 40906 | 4271
banks
percentage | 4o 104 | 52.4% | 53.3% | 52.9%
share
Other banks | 326.9 | 329.6 | 358.7 379.9
percentage | oy 9o | 47.6% | 46.7% | 47.1%
share

Source: Reserve Bank of Malawi

2.1.4 Conclusion and Outlook

The banking sector wasfairly sound and

stable, despite NPLs levels remaining high
during the period under review. Capital

adequacy improved and liquidity was

sufficient. In the periodaheadto September

67084 it is Kepad et the geetor; wil

continue to register profits, maintain

sufficient liquidity and register

improvement in levels of NPLs in view of
reduced policy rate.



BOX 2.1: SELECTED KEY FINANCIAL SOUNDNESS INDICATORS

Key Ratios (%) Benchmark | Dec-15 | Mar-16 | Jun-16 | Sept-16 Dec-16 Mar-17
Capital Adequacy

1. CoreCapital to risk weighted >10.0 125 147 14.4 141 137 16.1
assets

2. Total Capital to risk weighted >15.0 15.9 18.1 18.1 172 16.8 19.5
assets

Asset Quality

1. Nonperforming loansto Gross <50 10.6 14.7 13.7 171 17.0 15.1
loans

2. Specific provisions to NPLs >20.0 28.4 251 29.4 25.4 255 21.3
Earnings

1. ROA (Return on assets) >2.5 3.1 3.0 4.6 3.2 3.0 3.2
2. ROE (Return on equity) > inflation 19.6 20.5 31.1 21.7 20.3 21.5
3. NonInterest expenses to Total N/A 504 475 48.4 50.7 50.4 475
Income

Liquidity & Funds Management

1. Liquid assets to deposits &hort- >30.0 59 5.7 66.1|  69.1 72.3 68.8
term liabilities (liquidity ratio)

2. Gross loans to Total deposits N/A 58.4 60.7 54.8 54.3 54.2 52.5




2.2 STRESS TESTING
The RBM conducted stresgesting for the
banking industry in March 2017 based on
December 2016 data. This is part of the bi
annual stress tests meant to gauge the
'''''' OAOQEI EAT AA
events. Shock scenarios were informed by
historical observations on key financal
stability indicators and macro-economic
forecasts for the 12 months to December
2017.

Overall, the industry was noted to be highly
vulnerable to credit risk shocks, particularly
the sectoral and single hame concentration.
Income shocks also provedo be of concern
albeit marginally, largely owing to the high
number of loss making banks which could
pose systemic risk in the medium term.

Pre-shock Position
/| OAOAIT I h
assessed byfinancial soundnessindicators
(FSls) was fairly stable andsound. At 13.6
percent and 168 percent as of December

2016, both Tier | and Total capital ratio were
above the regulatory minima.

oo~z oA N N =

This notwithstanding, five banks made
losses of which two were largely
undercapitalized. The NPL ratio remained
high at 17.0 percent, having maintained an
average growth trend through 2016 While
50.0 percent of the indistry reported high
NPL ratio, two banks stood as outliers with
NPL ratio of above 60.0 percent. Besides,
over 60.0 percent of total indusry credit was
extended to three sectors namely
Agriculture, Manufacturing and Wholesale
and Retail. Liquidity was nevertheless
sound, with a liquidity ratio of 72.3 percent
at end December 2016, against the
prudential liquidity ratio requirement of
30.0 percent.

2.2.1 Credit Risk
Two stress shocks were deployed to assess

A~z oA NN =

with the observed credit concentration

OAOEI EAT AA OIl

challenges. These included an assumed
growth in NPLs from the current position
across the econorit sectors, and a
successive default of the top five borrowers
in the industry; and 50.0 percent provision
wa® assumed nOtheAnkw NOIES T wRH the
corresponding impact measured against the
industry core capital ratios. The stress
scenarios were applied on prgressive
severity basis from minor, moderate and
major shocks(Table 2.4).

Table 2.4: Credit Shocks (% growth in
NPLs) by Economic Sector

Sector Minor | Moderate | Major
Agriculture,
forestry, fishing & 20 30 45
hunting
Mining & quarrying 10 15 25
Manufacturing 25 30 45
Electricity, gas, 10 15 25
,Awateb&@r)_\(argy

onstruction 10 15 25
Wholesale & retail 20 40 60
trade
Eestaurants & 5 10 15

otels
Transport, storage 15 20 30
& communication
Financial services 15 20 30
Community, social
and personal 10 15 25
services
Real estate 10 15 25
Other sectors 10 15 20
Assumed
Provisional rate
(%) 50 50 50
Impact on
RWA/capital (%) 100 100 100

Source: Reserve Bank of Malawi

(a) Effects of Shocks to Various Sectors of
the Economy

The banking industry revealed high
vulnerability to the sectoral shocls, with the
Tier | ratio falling below regulatory
benchmark to 8.5 percent after a moderate
shock. The ratio worsened to 5.8 percent
after a major shock(Chart 2.1).

AOAAEO OEOENh EI



At individual banks level, 8 & the 10 banks

reported below benchmark core capital

ratios after a moderate shock, and worsened
to 9 banks after a major shockAs alluded to

earlier, core capital ratios for 2 of the 10

banks were already below regulatory

benchmark before the stress.

Chart 2.1: Effects of Sectoral Shocks on
Aggregate Core Capital Ratio (profits not
used for defense)

160
14.0
120
1@0
8.0
6.0
4.0
2.0
0.0

Tierrl ‘Ratio!

Tierl
ratioy . Mader
Minon
pre= ate
shock

136

Major

AlliBanks 103 85 5.8

Source: Reserve Bank of Malawi

by EAAAO T £ , AOCA
The sector was alsshocked to evaluate the
AEEAAOG 1T £
OAADOT 080 .AT OA AAPEOAI

Chart 2.2: Effects of Largest Borrowers
becoming non -performing (Profits not

used for defense)
16.0
14.0
12.0

" OOI

| Aedeqlhng dnith@ O 1 xa

Tier 1 Ratio

Tier 1
ratio,

pre-
shock

Large
st

exp.=

NPL

1st-

2nd
exp.=

NPL

1st-

3rd
exp.=

NPL

1st-

4th
exp.=

NPL

1st-

5th
exp.=

NPL

All Banks

13.6

10.5

7.8

6.3

5.0

3.7

Source: Reserve Bank of Malawi

2 A haircut refers to the percentage by which an asset's market value is
reduced for the purpose of calculating capital requirement, margin and

collateral levels.
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The shock simulated asuccessive default of
the top five largest borrowers, with an
assumed provisioning rate of 50.0 percent
on the new NPLs.The results in Chart 2.2
above indicated high vulnerability, with the
ET AODOOOUBO 4EAOC )
regulatory benchmark to 7.8 percent after an
assumed failure of the two largest
exposures. Default of the top fivelarge
exposures would lead the core capital ratio
falling to 3.7 percent against an assumed.

On an individual basis, the results showed
that all banks except two, would have their
Tier | capital ratios fall below the 10.0

percent regulatory benchmark after the

failure of the top fivelarge borrowers.

2.2.2 Liquidity Risk
Liquidity risk shocks were applied to assess

OEA '''''' OAOEI EAT

begfects of forced I|qU|dat|on of such
I|qU|d assets to meet withdrawal demands.

The liquidity shocks were applied on both a
bank specific basis as well as system wide
stress. Accordingly, progrssive severity of

the shocks were applied from minor,

moderate and major shocks.
A4EA ET AOOOOUGO OOIT AOAA]
determined through the shock impact on the

industry liquidity ratios, as well as a measure

of number of days banks survive a deposi

run.



Table 2.5: Liquidity Risk Stress Scenarios
(Assumed haircuts and rate of deposit

withdraw):
Shock
choice 1 2 3

Minor Moderate Major
Hair cuts | syste | bank | syste | bank | syste | bank

mic speci | mic speci | mic speci

fic fic fic

Cash 0% 0% 0% 0% 0% 0%
Cheques | 10% 5% 20% 15% | 25% 20%
Balances | 0% 0% 50% 50% | 100% | 100%
with
RBM
Local 20% 10% | 35% 25% | 50% 40%
Registere
d Stock
Nostro 10% 5% 20% 15% | 25% 20%
Interban | 20% 10% | 30% 15% | 50% 20%
Kk
Short 10% 5% 15% 10% | 20% 15%
Term
investme
nts
Bills of 5% 5% 10% 10% | 15% 15%
Exchang
e
Deposit | 10% 20% 30%
Run

Source: Reserve Bank of Malawi

Chart 2.3: Effect of System Wide (SW) and
Bank Specific (BS) Shocks on Liquidity

Ratio

Liquidity Ratio (%%
A
-
=3
==

Liquidit
yratio, Minor  Minor Modera Modera Major  Major
pre- (W)  (BS) teSW) te(BS) (SW)  (BS)
shock

BAIBanks 63.3% 57.1% 60.2% 53.1% 563% 49.5% 53.0%

Source: Reserve Bank of Malawi

As per Chart 2.3, the results indicated the
industry would be resilient to a liquidity
shock, as measured by the industry liquidity
ratio. The liquidity ratio fell from its pre-
shock position of 63.3 percentto 53.0
percent after a major bank specific shock and

11

49.5 percent on a system wide shock. At
these levels, the ratios are still deemed to be
well above the 30.0 percent regulatory
benchmark.

A bank on bank analysis also showed no
signs of vulnerability on individual banks to
the assumed stress scenarios.

2.2.3 Number of Days A Bank is Afloat

Based on the same liquidity shock scenario
as above, an assessment was also made on
the survival period of the banking industry,
assuming a bankrun. The survival period
was measured against a benchmark of five
(5) days, to gauge vulnerability.

Chart 2.4: Effect of System Wide (SW) and
Bank Specific (BS) Shocks-Liquidity Days
Afloat (DA)

10

Minor Moderate Major ~ Minor Moderate Major  Minor Moderate  Major
(A)  [0A) (DA} [SW) (W) W) (Bs)  (BS) (B
BAllBanks 9 5 3 8 4 1 9 4 3

Days Afloat

S e R W S W B = 0o WD

Source: Reserve Bank of Malawi

The results as per Chart 2.4, indicated the

"""""" OOOOEOAI
with banks unable to survive to five (5) days
after both system wide and bank specific
moderate shocks were applied.

DAOE

2.2.4 Income Risk
This stresstest assumed a direct shock on

OEA AAT EET C ETAOH600UG
simulating a combined decline on both
interest income and foreign currency
income. The effects were measured against
AT OE OEA ET AOOOOUG

the Return on Assets (ROA)

4 EA
ratio, to



establish resilience on both capital and
profitabili ty.

The shock scenarios assumed a 5.0 percent
and 20.0 percent decline in net interest
income and foreign exchange income in the
minor shock, and a progressive 10.0 percent
and 30.0 percent decline in the moderate
shock, and 15.0 percent and 50.0 percent
decline in the major shock respectively.

Chart 2.5: Core Capital Ratio after Shocks
to Interest and Forex Income (profits not
used for defense)

16.0

14.0
12.0
100

8.0

Tierl ratio

6.0
4.0
2.0
0.0

Tierrl Nettint: R o . N
vatid inG--5% I|nterest I|nterest
pre= &EX mc.-IlO% |nc.-.15%
shock inc:-20% FXinee FXinee
30% 50%

AlliBanks 136 123 113 100

Source: Reserve Bank of Malawi

As per Chart 2.5 above, the industry depicted
some level of resilience to the income
shocks, with the Tier | ratio standing on the
regulatory benchmark at 10.0 percent after
the major shock. The decline in the capital
ratios is reflective of vulnerabilities in the
industry, particularly arising from the
already loss making entites.

2.2.5 Effect on Return on Assets (ROA)

The impact of the income shocks was further
evaluated against the industry ROA ratios.
The results in Chart 2.6 showed that the
OAAROI 0860 ACCOACAOA
albeit significantly declining on its preshock
position.
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The ratio falls from a preshock position of

2.5 percent to 1.7 percent in the minor shock,
1.1 percent in the moderate shock and 0.3
percent in the major shock.

Chart 2.6 ROA after Shocks to Interest and
Forex Income

3.0
25
2.0

15

ROA (%)

1.0
0.5
0.0

. Net: Net

Nt interest: interest:
€ i -50,
ROA, e .55 inc:-10% inc:-15%
shoek & FX . .

inG--20% FXinee FXinee

i 30% 50%

AlliBanks 2.5 1.7 1.4 0.3

Source: Reserve Bank of Malawi

Notably, 5 of the 10 banks in the industry
already reported a negative return on assets
pre-shock, owing to their loss making
positions. These largely weighted down the

Z A oA N

DOl £ZEOAAEI EC

o~ 2z oA NN =

shocks.

2.2.6 Foreign Exchange Impact
Theforeignexchange rate shockvas applied

to assess the effects of variations in the local
AOOOAT AU AgGAEAT CA OAOAN
capital position. The shock scenarios
simulated both an appreciation and
depreciation of the Kwacha against its major

trading currencies, with varying degrees of
severity.

The minor shock assumed an exchange rate
appreciation of 40.0 percent, while the
moderate and major shocks simulated a
depreciation of 50.0 percent and 60.0

2 | 1PETCEMATESREEYVEYA P OEOEOAR



Chart 2.7: Foreign Exchange Risk z
Appreciation and Depreciation

13.8

Tier 1 Ratio

Tier 1
ratio, pre-
shock

Depreciati
on (60%)

Appreciati
on (40%)

Depreciati
on(50%)

13.6 13.6 13.7 13.7

| All Banks

Source: Reserve Bank of Malawi

The results as per Chart 2.7 showed the
industry to be well cushioned against
exchange rate volatilities, with minimal
movements in the core capital ratio both
under appreciation and depreciation of the
local currency. Similar results were noted on
a bank to bank evaluation, indicative of the
fact that the industry is generally sitting on
manageable open positions to control losses
in the face of a currency Isock.

2.2.7 Interest Rate Impact
This shock aimed to evaluate the effects of

of Increases in
not used for

Chart 2.8 Direct Effects
Interest Rates (profits
defense)

14.0
13.9
13.8
13.7
13.6
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13.3

Tier 1 Ratio

Tier 1
ratio,

pre-
shock

13.6

Intere
st rate
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Intere
st rate
+10pp

Intere
st rate

-5pp

| All Banks 135 138 13.9

Source: Reserve Bank of Malawi

The results as per Chart 2.8 showed the
industry to be well cushioned against
interest rate volatilities, with marginal
movements in the core capital ratio both
under rising and falling interest rates
environment. Similar results were noted on
a bankto-bank evaluation, with only one
bank reporting some level vulnerability to an
assumed rise in interest rates.

2.2.8 Combination of Shocks

In due recognition of the often norexclusive
nature of shock events in practice, a
combined shock scenario was simulated, to
evaluate the impact of multiple slocks

~ ~ ~ N N oA
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corecapital. The shock was applied to the net
rate sensitivity gap of the industry balance
sheet, and determine effects on capital
position.

An assumed 5.0 percentage points decline in
interest rates was adopted in the minor
shock, and 10.0 percentage pointand 15.0
percentage points increase on the moderate
and major shocks, respectively.
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soundness and stability.

Four shocks were adopted namely; the
credit risk sectoral shock, interest rate risk
shock (an assumed increase in rates),
exchange rate risk shock (an assumed
depreciation), and anautonomous shock to
income (interest and forex incomeg. The
combined shock was also simulated with
varying severity of minor, moderate and
major.



Chart 2.9 Effects of Combination of

Shocks on Core Capital
15.0

10:0
5.0
0.0
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shock
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Source: Reserve Bank of Malawi
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Meaderat
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As shown inChart 2.9, the banking industry
portrayed some high vulnerability to the
combined shock, with the Tier | capital ratio
falling below regulatory benchmark in the
minor shock, and turned to a negative
position in the major shock.
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At individual bank level, the core capital
OAOEI O &£ O OE®
regulatory benchmark after the minor shock
(two banks already below benchmark on
their pre-shock position), and only one bank
survives the major shock.

2.2.9 Conclusion

Overall, stress testing results revealed that
the banking industry remained vulnerable to
credit risk, particularly concentration risk
both on sectoral and single name basis.
Furthermore, the industry was vulnerable to
income shocks amplified by the fact that
some banks were already in loss position
pre-shock, thereby posing systemic risk.

I £ OEA



Box 2.2: MODEL ISSUES
The RBM used the stress testing model developed by Mr. Martin Cihak of the IMF. The model
been modified and adapted at various stages in order to incorporate particular aspects of th
economy and the banking sector. In its present form, the stress testing spread sheet only allo
analysis of the effect of the various stress testing scenarios on one measufeapital adequacy. In
this case, the Core Capital ratio was chosen. However, other measures of capital adequacy mg
selected, e.g. Total equity/Risk weighted assets or Total equity/Total assets (Leverage ratios). In
model, banks and authorities areassumed not to take action to mitigate the shock. The RBM w,
continue to periodically review the model to enhance the stress testing process.

Box 2.3: DATA ISSUES
Some data gaps and mismatches were noted in the stress testing process, particularhatedl to the
AAT EOG8 OAAOI O Agpi OOOAO AT A 1 AOOBOEOU OO0OO0OO6AQ
the data work and controls provide comfort on the general quality of the data for purposes of th
stress testing exercise. This particularlyelates to NPLs and loafloss provisions, which are of crucial
importance in stress testing. There is a considerable element of subjective evaluation of futy

AOAT 6O OAlI AGAA Oi OEAOA EOGAI Oh AT A OEA OAT O
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3.0 THE GENERAL INSURANCE SECTOR
The general insurance sector remained fairly
sound over the six months period to March
2017, despite a drop in profits and weak
liquidity.

The sector registered a 6.7 percent growth in
total assetsto K42.2 billion over the six
months period to March 2017 However, the
growth rate was notably lower than the 15.2
percent registered over the same period in
2016. Noticeably, gross premium written for
the first quarter of 2017 stagnated at K11.3
billion when compared to the same period in
2016.

3.1 General Insurance Sector Soundness

a. Capital Adequacy

4EA OAAOQI séglacyimpirbvEdOaA |
indicated by increases in capital levels and

solvency ratio. Capital levels increased to
K14.3 billion in March 2017 from K13.0

billion in September 2016. Solvency rati®
similarly rose to 31.1 percent in March 2017
from 26.9 percent in September 2016 (Chart
3.1) against a regulatory minimum of 20.0
percent. The improvement in cagal and

solvency leves was largely on account of
profit retention and recapitalization of one
insurer during the review period. Despite
the improvement, four insurers failed to

meet minimum  regulatory  solvency
requirements.
Chart 3.1: Capital Adequacy
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%é 5.0 20 g
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Source: Reserve Bank of Malawi

Rising capital and solvency levels enhance ~
OEA OAAOQOI 060 £&£EIT AT AEAT A
large risks and absorb economic shocks.

b. Asset Quality

A4EA OAAOI 060 AOOAOD
indicated by a drop in the level ofnsurance
receivablest relative to total assets from 32.7
percent in September 2016 to 29.3 percent
in March 2017 (Chart 3.2).

NOA

Chart 3.2: Insurance Receivables to Total
Assets
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The development is largely attributed to a

growth in other asset categories coupled

with a 4.5 percent drop in insurance
receivables to K12.3 billion in March 2017.

The drop in level of insurance receivables is

a favourable development as it reduces the
OAAOI 060 A@bi OOOA O Ac
risks.

Chart 3.3: Asset Composition
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3Solvency ratioassessamn s ur er s & f i nan c (medsured hymnat preniuyn watten) assumed by the

ability to meet its future obligations. The ratio measures  insurer.

an insurerds adjusted net dmurarcesrecaialzdes comprisetplereiumbands i ness r
reinsurance receivables.
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c. Liquidity Chart 3.5: Risk Retention

Liquidity for the sector generally dropped
over the review period as indicated by a rise 77
in the liquidity ratio to 194.8 percent in ”
March 2017 from 167.6 percent in E ;2
September 2016(Chart 3.4). 5
;g 75
Chart 3.4: Liquidity - General Insurance 5¢
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Liquidity ratio - Supervisory ceiling .
marginally weakened as recorded by a
Source: Reserve Bank of Malawi decrease of0.7 percentage points in the
. o o return on assets ratio to 9.3 percent in March
4 EA OAAOQI 080 | BvBIsO E A Bo®A{Chart @ 6).PHe poor performancewas
unsatisfactory as itexceeded the maximum largely attributed to a surge in management
regulatory ceiling of 105.0 percent. Weak = expenses as _indicated by a, fise in__
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promptly settle their financial obligations as September 2016 to 45.9 percent in March
they fall due. The dwindling liquidity was 2017. Similar to September 2016, dur
largely attributed to a K10.6 billion growth insurers posted losses in March 201AWeak
in technical and other liabilities over the six eal ET CO OAADAA OEA OAAC
months period to K37.1 billion as of March augment Capita| position and absorb
2017. Seven out of eight general insurers  pusiness risks.In addition, they lessen the
failed to meetthe recommended regulatory ET AOOO O UdafracAnAviEihvEsg.
liquidity threshold.
_ Nevertheless, the sector posted profits
d. Reinsurance o __before tax amounting to K911.4 million in
4EA  OAAOI 060 IevlOkas OANpfich @B17.1 This is notably higher
satisfactory and fairly constant at 76.5 compared to K631.3 million posted in March
percent as of March 2017(Chart 35). The 2016. Similarly, the ROA despite dropping
level  exceeded the recommended  from September 2016 remains higher than
benchmark of at least 50.0 percent of 7.1 percent recorded in March 2016.

retention and was commensurate with the
available capital supporting the risks

17



Chart 3.6: Earnings & Profitability Ratios
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3.2 General Insurance Risks

a. Credit risk

The sector continued to carry significant
levels of insurance receivables on their
respective  balance sheets. Insurance
receivables constituted 86.1 percenbf total
capital as of March 2017 against a
recommended maximum of 50.0 percent.
Insurance receivables may adversely affect
OEA OAAOI 060
profitability through premium defaults if not
addressed.

b. Liquidity risk

The high level of insurance receivables may
AOOOEAO OOOAEI
position and compromise its ability to timely
settle policyholder claims and other financial

obligations.

A A B E OATmacroBcBrAMO A Atthdaméhiald

OEA OAAOI 060
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3.3 Remedial Measures

RBM will continue to enforce compliance of
the Insurance (Premium Payment to General
Insurance Companies) Directive 201and
minimum capital requirements to improve
premium and capital levels for the sector.
RBM will also continue prudential
surveillance o the sector to address other
emerging risks.

3.4 Conclusion

During the sixmonth period under review,
the sector remained fairly sound. Average
solvency levels remained adequate despite
four insurers failing to meet minimum
solvency requirements. Profis remained
fair, while liquidity continued to drop below
regulatory requirements.

In the ensuing six months, the sector will
remain fairly sound. Both asset quality and
liquidity levelsare anticipated to improveon
account of . an,  _improvement in
and
relevant  supervisory

enforcement  of

OOAT AAOAO Au OEA OAGCEOOC
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4.0 LIFE INSURANCE SECTOR

The life insurance sector remained sound
during the period under review. There were
improvements in  capital adequacy
profitability and liquidity, notwithstanding

some deterioration in asset quality.

4.1  Life Insurance Sector Soundness

a. Capital Adequacy

4EARA OAAOI 060 AAPEOAI
capital grew by 17.0 percent to K28.3 billion
over the six months period toMarch 2017
(Chart 4.1). The increase was due to
improved earnings and a capital injection
from shareholders of one life insurance
Conpany. However, concentration of capital
in the two dominant life insurers remains a
concern as the two life insurers contribute
K27.3 billion out of the aggregate capital of
K28.8 billion by the five life insurance
companies

Chart 4.1: Life Insurance Capital
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5 The significant deterioratiois due to the fact thaross

premiums being the denominator in the equation are

usually lowat the beginning of the yemompared to
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b. Asset Quality

Asset quality as measured by insurance
receivables to gross premiuns and

recoveries ratio deteriorated from 11.0

percent in September 2016 to 34.4percent

in March 2017. The level of insurance
receivables remained stable ovethe period

under review.

~ o~ s A~ N

insurance business,gross premiums in the

first quarter of the year are usually on the
lower side hence he apparent significant

deterioration in the ratio. Nonetheless,
rising receivables expose the sector to credit
and liquidity risks and are attributable to

untimely collection of premiums from

customers and reinsurers.

c. Assets of the Life Fund

Total assetsgrew to K358.6 billion in March
2017 from K312.8 billion in September
2016, representing a growth rate of 14.6
percent. Investment in equities constituted
41.8 percent of total assets followed by
government securities at 32.6 percent and
loans at 7.7 percent (Chart 4.2). There has
been a notable shift toward government
securitiesin the past two years which could
be attributed to higher returns offered by
government securities compared to equities.
Since March 2015, asset allocation to
equities has decreased by 12.percent while
investment in government securities has
increasedby 176 percent.

periods close to end of the year. Thus rasiausually

higher at he beginning of the year and decrease as

companies earn more in the year.



Source: Reserve Bank of Malawi
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d. Liquidity

Liquidity levels for the sector remained
satisfactory. The current ratio remained
relatively stable at 138.8 percent in March
2017 compared to 135.6 percent in
September 2016. At this level, life insurers
had a sound current asset base to support
payment of liabilities (chart 4.3).

Chart 4.3: Current Ratio Life Insurance
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f. Earnings and Profitability

Earnings performance was satisfactory.
Profit after tax for the three months period
to March 2017 was K3.2 billion as compared
to K1.8 billion in March 2016.

The sector registered a lower claims ratio on
group life assurance products as the ratio
decreasd to 36.0 percent in March 2017
from 39.0 percent in September 2016The
outturn was also complemented by
improved investment income  from
shareholder funds. Consequently, the Return
on Equity (ROE) increased to 58.5 percent in
March 2017 from 35.8 percenin September
2016 (Chart 4.5).



Chart 4.5: Return
Insurance
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4.2  Life Insurance Risks

The life insurance sector continued to face
concentration risk in terms of market share
arising from the dominance of two life
insurers that have combined market share of
92.0 percent of gross written premiumsThis
might worsen due tosolvency riskthat might
emanate from the proposed Minimum
Capital and Solvency Directive of Life
Insurance Companies.
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The directive proposes an increase of
minimum capital requirements to K300.0
million for life insurers underwriting one
class ofbusiness and K1.0 billion for those
underwriting all classes of business from
K75.0 million. The directive intends to
address capital inadequacies of most life
insurance companies. However, it is likely
that the smaller market players may struggle
to meet the proposed new capital
requirements.

4.3 Conclusion and Outlook

The sector remained relatively sound
following improvement in some key
indicators such as capital adequacy and
profitability . However, concentration and
credit risks continue to be major challenges
facing the sector.

Going forward, it is expected that both
capital and profitability would continue to

increase due to improved macroeconomic
environment. Similarly, both concentration

and solvency risks will continue to be a
challenge in the short to medium term.



Box 4.1: Selected Malawi Insurance Sector Indicators

Supervisory
benchmark
31-Dec-15 31-Mar-16 30-Jun-16 30- Sept- 16 31-Mar-17

Non- . Non- . Non- . Non- . Non- Non-Life | Life

Life Life Life Life Life Life Life Life Life Life
1. Capitalto total
asset N/A 35.1 9.0 32.4 7.9 34.5 8.4 32.8 7.7 34.0 7.9
2. Solvencyratio >20.0 28.0 28.4 30.6 26.9 31.1

Solvencyratio-
Life Insurance >120.0 125 93

Equity to total 7.5
assets 54.3 42.8 43.2 41.8
3. Investment
assetsto total
assets N/A 492 | 47.6 46.6 | 44.6 41.1 37.7| 88.0 40.5 89.0
4.Receivablego
grosspremium +
recoveries N/A 23.8| 20.7 83.8| 30.0 49.1| 59.6 39.0| 11.0 99.1 34.4
5.Insurance
receivablesto
total assets N/A 26.3 28.7 28.4 32.7 29.3
6. Premium
retention >50.0 78.4| 93.0 741 | 96.0 75.5 75.0 76.5
Risk retention
ratio 96.0 91.0 93.0 95
7.Claims ratio N/A 50.7| 12.8 62.2| 14.2 62.2| 35.0 61.6| 31.0 61.8 22.4
8. Mgt expense
ratio N/A 29.1| 11.0 342 17.0 355| 15.9 33.3| 23.31 45.9 28.0
9.Combinedratio <110.0 101.0 113.0 112.2 107.5 138.0
10.Returnon
Equity >5.0% 39.8| 34.3 220 21.1 21.2| 19.3 30.1| 35.8 26.8 58.3
11. Liquid assets
to current
liabilities N/A 70.7 | 145.1 64.2 | 145.1 67.9| 175.2 60.9 | 135.6 50.1 | 138.8
12.Liquidity ratio <105.0 143.8 159.1 149.1 167.6 194.8
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5.0 THE PENSION SECTOR

The Pension Industry remained sound
during the period under review as pension
assets and investment income increased.
However, average pension contribution
dropped while arrears increased.

5.1 Pension Sector Soundness

a. Assets

Assets of the pension sector increased by
14.0 percent to K415.5 billionover the six
month period to March 2017. The increase
was due to pension contributions and
investment income.

Chart 5.1: Pension Assets
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b. Asset Composition

Composition of the investment portfolio

changed during the period under review.
The change was as a result @& pick-up in

asset prices on the stock market ahere was

an expectation that interest rates would
continue to go down in line with the falling

inflation rate. Accordingly, listed equity

increased to K128 billion in March 207

from K119.2  billion in  September
representing an increase of 7.4 percent.
Private debt also rose to K45.0 billion in
March 2017 from K37.0 billion in September
2016 (Chart 5.2). Similarly, longer term

government securities increased to K128.0
billion in March 2017 from K111.0 billion in

September 2016.
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Consequently, there was a slowdown of
short term investments and an increase in
long term investments

Chart 5.2: Asset composition
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c. Investment Income

Total investment income from January to
March 2017 stood at K23.9 billion
representing annualized return of 23.5

percent compared to 149 percent in
September, 2016.
Chart 5.3: Distribution of Investment

Income
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The growth in investment return was as a
result of the recovery in the performance of
the stock market which registered a positive
return of 9.44 percent.



d. Pension Contributions

Average monthly pension contributions
decreasedo K4.4 billion in March 2017from
K4.6 billion in September 2016(Chart 5.4).
The decrease couldbe partly as a result of
layoffs at some institutions and also increase
in contribution arrears.

Chart 5.4: Average Monthly Pension
Contributions
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Pension contribution arrears increasedto
K6.1 billion in March 2017from K3.1 billion
in September 2016, as a result of non
payment of pension contributions by some
employers.
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5.2 Pension Sector Risks

The main risk to the pension sectocontinue
to be counterparty default risk arising from
increasing contribution arrears outstanding
from some employers. In addition, market
risk arising from both the volatility of equity
prices on the stock market and decrease in
interest rates remains. These risks would
likely pose a threat to thestability of the
sector.

5.3  Conclusion and Outlook

The pension sector remained sound as
evidenced by the growth in assets and an
increase in investment performance. The
outturn was largely due to a recovery of the
stock market and an increase in private debt.

In the period ahead, shouldinterest rates
continue to fall, interest income for pension
funds will likely fall thereby negatively
affecting the financial performance of the
sector.



6.0 THE MICROFINANCE SECTOR

The microfinance industry (deposit and non
deposit taking) was sound andstable during the
six months period to March 2017.However, the
industry recorded losses and the levels of NPLs
remained high above the recommended
benchmark during the review period. Similarly,
the SACCO sector was sound and stable during the
six months period to March 2017. The quality of
assets was satisfactory and liquidity was sound.
However, the sector registered a decline in
profitability during the review period.

6.1  Microfinance Soundness

a. Capital Adequacy

Capital levek remained satisfactory during the

review period as both deposit and nordeposit

taking met the minimum regulatory requirement.

Both Tier 1 and Total capital ratios for deposit
taking stood at 21.3 percentin March 2017 from

24.7 percent in September 2016. The ratiogere

above the recommended regulatory minimum
benchmarks of 10.0 and 15.0 percent,
respectively.

b. Liquidity

Liquidity for the sector remained sound during
the review period. Liquidity for the deposit taking
microfinance subsector wassatisfactory during
the review period with liquidity ratio of 50.7
percent in March 2017. This was above the
recommended benchmark of 20.0 percent over
the period. Similarly, the non-deposit taking
microfinance subsector registered satisfactory
liquidity levels with an aggregate liquidity ratio of
50.0 percent in March 2017, which is above the
recommended minimum benchmark of 35.0
percent.

c. Asset Quality

Asset quality as measured by levelof NPLswas
fair during the review period. Non-Performing
Loans (NPLs) to gross loans for the deposit taking
increased to 7.4 percent in March 2017 from 2.5
percent in September 2016. This was above the
5.0 percent benchmark for the subsectorThe
increase in theratio was due to a rise inNPLs
levels to K621.0 million in March 2017 from
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K507.6 million in September 2016. Likewise,
NPLsto gross loansfor the non-deposit taking

microfinance increasedto 12.1 percentin March

2017 from 8.7 percentin September 2016.

The non performing loans in the sector have
generally remained high largely due to adverse
macro-economic conditions which hasegatively
impacted on the performance ofmicrofinance
related businesses. In addition,an increase in
payroll deduction arrears to K936.9 million in
March 2017 from K820.7 million in September
2016, partly contributed to a rise in NPLs.

d. Profitability and Sustainability

Profitability for the sector was unsatisfactory as
the sector registered losses during the review
period. The losses were driven by weak
performance in both deposit and nondeposit
taking subsectors. The deposit taking
microfinance subsector reported a losf K26.1
million in March 2017 from a profit of K7.1
million in March 2016 and K217.1 million in
September 2016. Profitability for the subsector
decreased mainly due to an increase in operating
expenses. The decrease in profits led to a drop in
ROA and ROE from 2 @ercentand 9.0 percent in
Septembe 2016 to -0.2 and -1.2 percent,
respectively, in March 2017 for the subsector.

Similarly, the nondeposit taking subsector
recorded a loss of K502.3 million in March 2017,
a turnaround from a profit of K168.7 million in
the corresponding period in 2016 ad K572.0
million recorded in September 2016. The loss
was mainly due to decrease in income and a slight
increase in operating expenses during the review
period.

Gross income from money lending decreased
from K2.6 billion in September 2016 to K1.8
bililon in March 2017. Operating expenses
increased by 25.2 percentfrom K2.2 billion in
September 2016 to K2.7 billion In March 2017.
Consequently, ROE and ROA decreased from 9.0
percent and 3.0 percent recorded in September
2016 to minus 7.2 percent and minus.1 percent

in March 2017, respectively.



e. Assets Composition
Total assets increased to K35.0 billion in March

2017 from K28.8 billion in September 2016

representing a 21.5 percent increase. Loan
portfolio for the microfinance sector increased

from K20.2 billion in September 2016 to K21. 5
billion in March 2017, accounting for 61.3 percent
of total assets.

6.2 Financial Soundness Conditions for
Financial Cooperatives (SACCOS)

a. Capital Adequacy

Capital adequacy ratio was at 20.37 percenin
March 2017 from 20.7 percent recorded in
September 2016, which was way above the
minimum regulatory capital requirement of 10.0
percent(Chart 6.1). Out of 30icensed SACCOs, 28
had their capital above the minimum regulatory
capital requirement of not less than 10.0 percent
whilst two are working on rebuilding their capital
positions.

Chart 6.1: Capital Adequacy Ratio
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b. Liquidity

Liquidity for the subsector was sound during the

period under review. The subsector reported an

average liquidity ratio of 18.1 percent as at end
March 2017, up from 11.3 percent reported in

September 2016 (Chart 6.2). The ratio was above

6 Savings and Credit Cooperatives
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the 10.0 percent required regulatory minimum
threshold. Average external borrowing ratio was
reported at 3.0 percent which is below the
maximum tolerable ceiling of 5.0 percent of total
assets, indicating less reliance on borrowed funds
for their operations.

Chart 6.2: Liguidity Ratio

Source: Reserve Bank of Malawi

c. Asset Quality

Asset quality was considered satisfactory during
the period under review, following a decline in
the delinquency ratio. The average non
performing loans ratio was barely down at 4.7
percent from 61 percent in September 2016,
which is below the maximum acceptable ratio of
5.0 percent of gross loans. Total assets for the
subsecbr increased by 30.6 percent to K1@
billion in March 2017. Meanwhile, bans stood at
K6.3 billion during the review period from K5.1
billion in September 2016.

d. Profitability and Sustainability
There was deterioration in the profit of the SACCO

subsector during the period under review.
Overall, the sector reported a surplus of K242.4
million in March 2017 from K478.0 million
recorded in September 2016, representing a
decline of 972 percent. The decrease in profits
was mainly on account of a significant eduction
in interest income to K798.8 million in March
2017 from K1.6 billion in September 2016.



6.3 Policy and Legal Developments
The number oflicensed SACCOs remained at 30
during the period under review (Table 6.1).

Table 6.1: Number of MFIs and SACCOS

Mar-16 | Sep-16 | Marl7
Total Number of 44 51 56
MFlIs
of which:
Microcredit Agencies| 18 25 30
(MCA)
Non Deposit Taking 9 9 9
Institutions (NDTIs)
Licensed Deposit 1 1 1
Taking Institutions
(DTls)
Banks with 3 3 3
microfinance
window
Not classified 13 13 13
Total Number of 44 42 30
SACCOs
Licensed 30 30 30
Not licensed 14 12 0
Denied licence & 5 0 0
currently merging
Denied licence & 9 0 0
advised to merge
Downgraded to 3 0 0
VSLA
Closing shop 3 0 0
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The number of licensed microfinance institutions

increased to 56 with the licensing of five micre

credit agencies during the review period. As a
result, the total number of Micro credit agencies
increased to 30 in March 2017 from 25 in
September 2016 (Table 61). The number of
Deposit and NonDeposit Taking microfinance
institutions remained unchanged during the

review period.

6.4 Risks to the Sector

Credit risk remained the major risk to the
industry. The aggregate level of NPLs continued
to rise for both deposit and non deposit taking
microfinance thereby negatively affecting income
earned for the sector. Non remittance of payroll
deduction remains a challenge in the sector. This
is negatively affecting the earnings and growth
prospects of the sector.

6.6 Conclusion

The microfinance and SACCO sectors welarly

sound and stable during the review period,

despite the deteriorated performance in asset
quality and profitability for both sectors.

However, credit risk continues to be themain

threat to the stability of the sectors



7.0 CAPITAL MARKETS

-Al AxEGO AADEOAI
during the period under review. The stock
market registered an improved performance
in activity and index during the six months
period to March 2017. However, market
intermediaries registered mixed
performance, while the bond market
remained dormant.

7.1. Industry Performance

7.1.1 Stock Market

The primary market for equities registered
an additional 1,149.02 million shares on
MPICO Limited counter through a rights
issue. In the secondary market, the Mawi
All Share Index (MASI)gained 833.50 points
to 14,577.62 points during the six months
period to March 2017. The performance of
listed companies on the local bourse was
mixed, as sevencompanies gainedin value
while six companies lost value during the six
months period to March 2017.

a. Share Index

During the sixmonth period under review,
the MASI return on investment was 6.1
percent and the dividend yield was 4.6
percent. Yields onTreasury Billsremained
above 22.0 percenthence the money market
continued to have an edge over the equities
market. The MASI increased to 14,577.6
points in March 2017 from 13,744.1points
in September 2016 (Chart 3.1)registering a
return on index of 61 percent. The increase
in MASI was a result of increases in both the
Domestic Share Index (DSI) and the Foreign
Share Index FESI). The DSI moved to
11,437.6 points in March 2017 from
10,793.8points in September 2016. This was
on account of shae price gains that was
registered on six out of the twelve domestic
counters, despite share price losses on six
other counters. Nonetheless, the gains
significantly outweighed the losses.

The FSI moved up to 2,308.points in March

2017 from 2,026.1 points in Setember
2016. The increase in FSI was on account of
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Chart 7.1: Trends in MASI, DSI and FSI
(Indices)
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b. Market Capitalization

Total market capitalization (TMC) ncreased
by 13.5 percent to K9.7 trillion (US$13.34
billion) in March 2017. The increase in total
market capitalisation was due to the share
price gainsthat were registered on the seven
counters. Total market -capitalization
increased in dollar terms, despite a
depredation of the Malawi Kwacha against
the US dollar. The kwacha traded at
K731.9981against the Dollar in March 2017
compared to K724.4300 per Dollar in
September 2016. The Domestic Market
Capitalisation was up by 7.7 perceh to
K623.7billion at the end of March 2017. The
increase in Domestic Market Capitalisation
was due to an increase in share prices on the
six domestic counters, as well as listing of the
additional MPICO shares. The Foreign
Market Capitalizaion rose by 4.0 percent to
K9.1 trillion at the end of March 2017 from
K7.9 trillion at the end of September 2016.

c. Market Turnover

There was improved activity during the
period under review when compared to the
previous period. The number of shares
traded increased to 266.2 millionas at end
March 2017 from 1724 million in
September 2017 Two of the three
underwriters during the MPICO Rights Issue




disposed of a total of 184.amillion shares
they had underwritten; which contributed to
the increase in activity during the period
under review. Consequently, the value of
shares traded increased to K4.1 Blion in
March 2017 from K2.6 hillion in September
2017.

7.1.2 Debt Market

There was no secondary trading on the
market during the review period. Out of the
two Treasury Notesthat remained on the

market, one matured on 3 December 2016
and the other will be due to mature on 30
June 2017.No further secondary trading is

expected as thenote is likely to be held to
maturity. Consequently, he total stock of

Treasury Notes on the market stood at

K106.9 4llion.

7.1.3. Market Players

Market intermediaries remained sound as A
five portfolio managers and the operator of
unit trust complied with the regulatory

minimum net capital requirement, as at 31
March 2017. Similarly, in the brokerage
sector, all three brokers/dealers complied
with the regulatory minimum net capital
requirement. During the period under
review, one portfolio manager and one
broker exited their respective subsectors.
Both  institutions  were  voluntarily

liquidated.

29

The levels of activity on the stockmarket
remained low and inadequate to sustain
those brokers/dealers who largely rely on
share trading commission only, for their
revenue.

The resulting reduction in trading income
for the brokers/dealers would negatively
affect profitability and thereby posing a risk
on capital adequacy. Furthermore, the value
of investments in stocks whose prices are on
a downward trend will be eroded. Thismight
have an impact on equity investments of
pension funds and other investment funds
that have not effectively dversified their
equity portfolios.

7.2. Conclusion and Outlook
- Al AxEGO AADPEOAI
improved performance during the six
months period to March 2017, as reflected in
both performance index and activity.

The prevailing macroeconomic condition

characterised by easing inflationary
pressures and decline in policy rate is
expected to foster growth of the stock
market. Companies are expected to perform
better as their operational costs increase at a
slower pace and cost of capital declinélhe

expected improved performance of the
listed companies may likelybolster stability

of sector.
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8.0 FINANCIAL INFRASTRUCTURE
8.1 Introduction

The financial infrastructure’” was stable and
enabled smooth payment, clearing and
settlement of financial transactions. Thus
there were no major operational and
liquidity risks of systemic nature in the
financial infrastructure during the period
under review. In addition, systemic rik is
expected to remain low in the foreseeable
future owing to robust ongoing technical and
business support by the RBM.

Financial infrastructure plays a critical role
in financial intermediation necessary for
financial stability. However, failure of oneor

more  participants in the financial

infrastructure due to business or technical
disruptions might lead to systemic shocks to
the entire financial system. During the

period under review, the RBM, through
oversight activities, continued to monitor,
assessand induce change in the financial
infrastructure to prevent occurrence of such
systemic failures.

8.1.1 Financial Infrastructure and

Financial Stability

Key financial infrastructure in the country
includes the Malawi Interbank Transfer and
Settlement §stem (MITASS) which is web
based, the Central Securities Depository

Machines (ATMs), POS devices, mobile
banking, nonbank led mobile paynent
schemes and internet banking. The RBM
continued to carry out its oversight role to
ensure successful mitigation of payment
systems risks in the financial infrastructure.
Consequently, MITASS remained stable,
operated efficiently and enabled successful
processing and settlement of financial
transactions during the period under review

Although MITASS was stable during the
period under review, it must be noted that
systemic disturbances may emanate from
two main sources. The first incidence may
arise  from  operational  challenges
experienced by one MITASS participant
which can affect other players in the system.
The second channel is through disruption to
transaction processing due to liquidity
challenges experienced by one or more
system participants. Any najor disruptions
in MITASS, if not well managed, may
ultimately slow down the entire settlement
process, thereby inconveniencing other or
more system participants until the outage
affecting the system has been resolved. It is
also possible that disruptionsin MITASS can
Al i pl AGAT U
which case the intended payments fail to be
effected due to insufficient funds in the
settlement account of the paying bank.
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(CSD) and the National Switch among others.
MITASS consists of two major components
namely the Real Time Gross Settlement
(RTGS) system and the Automated Clearing
House (ACH). In this cas MITASS processes
high value interbank financial transactions,
cheques and electronic funds transfers
(EFTs) while the CSD processes government
securities. MITASS is also interfaced with the
National Switch to facilitate settlement of
ATM and point of s (POS) transactions.
The financial infrastructure also includes
digital financial services (DFS) mainly
offered by banks and mobile network
operators. DFS channels include Auto Teller

(1) MITASS Operational Availability
MITASS availability was 100.0 percerof the
processing time on a month to month basis
thereby surpassing the minimum availability
target of 96.0 percent throughout the review
period (Chart 8.1). Satisfactory system
availability was largely due to adequate
technical support provided by RBM a well
as a robust SWIFT and Virtual Private
Network (VPN) which enabled easy access to
the central system for processing of
transactions. Against this background,
MITASS is expected to remain operationally
stable in the foreseeable future.
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Chart 8.1: MIT ASS Availability
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(i) MITASSUtilisation

MITASS utilisation increased as transaction
volume slightly grew by 1.7 percent to 2.4
million during the period under review.
Similarly, the corresponding values of
MITASS transactions increased by 6.3
percent to K8,959.7 billion in March 2017
(Chart 8.2)

Chart 8.2: Total MITASS Throughput
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An analysis by transaction value shows that
large  value interbank transactions
accounted for the highest amount of MITASS
throughput with 82.6 percent share whereas
cheques and EFTs contributed 14.2 percent
and 3.2 percent, respectively. Increased
utilisation of MITASS as well as high
proportion of large value interbank
transactions is an indication that time
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critical transactions were processed in real
time thereby containing liquidity and credit
risks in the entire national payments system.

(i)  MITASSSettlements
As a system operator,
Ai i i AOAEAT AAT EOS
MITASS which are used for settlement of
interbank payment obligations. Under the
MITASS arrangement, a payment instruction
can be processed if and only if the paying
bank has sufficient funds in its operating
account. In order to reduce liquidity risk
however, participants are allowed access to
intraday borrowing facilities in addition to
the interbank market.

RBM maintains

Notwithstanding the above liquidity
management measuressettlement defaults
or delays do occur in the system especially
when participants fail to monitor their own
settlement account positions on a regular
basis before sending payment instructions
for processing into the system. However,
there were no significant settlement defaults
in the system that could cause instability in
the financial infrastructure during the
period under review.

8.1.2 DFS Performance and financial
stability

Systemic risk posed by DFS is low given their
relative small size of transactims to the
entire banking sector. However, the DFS
sector still requires consistent monitoring
owing to the large number of
users/subscribers signed up to various
systems. The other need for close
monitoring arises from the interlinkages the
DFS have with ther banking applications.
Due to the high number of subscribers, any
major failure in the DFS sector can therefore
affect or inconvenience a large section of the
population/users and this has a potential of
eroding trust by the general public in
innovative payment products. In addition,
some DFS channels, if not well monitored,
may be used as conduits for money
laundering and other illicit activities.
Though the value of transactions processed
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