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lower harvests than in 2004. For instance, the 2005
maize harvest, of great importance for Malawi’s food
security, is estimated to have been 24 per cent lower
than in 2004. It is expected that the growth rate will
remain below 2 per cent in 2006 but that it will pick
up in 2007.

Tobacco production fell to 146 000 tonnes in 2005
from 180 000 tonnes in 2004. The fall in production
can mainly be attributed to there now being fewer
incentives for farmers to produce tobacco. Indeed,
tobacco prices were low in 2004 and prompted farmers
to shift away from tobacco production in 2005. Tobacco
prices remained disappointingly low during 2005 when
prices averaged $1.11 per kg compared to $1.14 per kg
in 2004. Of great concern were burley tobacco prices,
as burley makes up the bulk of tobacco grown in
Malawi. For the 2005 season, burley prices averaged
$0.99 per kg, which is 9.2 per cent lower than the
price in 2004. Given the low prices that prevailed in
2005, the incentives to produce tobacco will be even
lower in 2006 and an even lower output should be
expected. This is alarming for Malawi as tobacco
production generated $202 million in export revenue
in 2004, and is expected to have generated $226 million
in 2005. 

There have also been some recent changes in the
tobacco market in Malawi. Two of the three top tobacco
buyers, Dimon and Standard Commercial, merged in
November 2004 to form Dimon-Stancom. The other
company, Limbe Leaf, is a subsidiary of the US parent
company Universal Leaf. These two companies are
supplemented by smaller niche market companies such
as Africa Leaf and Premier Leaf, which have negligible
market shares. The near duopoly situation gave rise to
some concern about collusion but no evidence has
been found to that effect. 

Total tea production in 2005 is estimated to have
reached 40 000 tonnes, which is lower than the 2004
harvest. Lower tea production arose because of the dry
weather conditions in 2005. Moreover, tea prices have
been depressed over the years due to over-supply on
the world market. Lower tea production and low prices
resulted in a considerable decline in earnings to

$0.9 million during the third quarter of 2005 compared
to $3.2 million in a similar quarter of 2004. 

Manufacturing and mining account for 17 per cent
of GDP, and services for 27 per cent of GDP. Despite
the continued poor overall economic performance,
output in the manufacturing sector grew by 11.9 per
cent in 2005 compared to 6.9 per cent in 2004. Value
added in the construction sector grew by an impressive
14.7 per cent in 2005 compared to 10.4 per cent in
2004. The growth in 2005 mainly reflected an increase
in medium- and small-scale construction activities.
Output in the transport sector grew by 8.8 per cent in
2005, an increase from 6.7 per cent in 2004. The
increase in 2005 was mainly the result of the transport
of donor relief items, especially maize, as well as
improved performance in the communication sub-
sector. 

Inflation in 2005 is expected to reach 16.4 per
cent. The main source of inflationary pressure is the
higher price for maize, which has a weight of 58 per
cent in the consumer price index. This was due to a
shortage of domestically produced food and an increase
in maize prices on international markets. As can be seen
below, monetary policy also added to inflationary
pressure. However, at the end of 2005 there were signs
that the inflation rate had slowed down marginally
during the third quarter of 2005 to an average of
13.5 per cent from 15.5 per cent as recorded in the
preceding quarter. The slowdown can be attributed to
some deceleration in the price increase of food. Non-
food inflation, however, exhibited some acceleration but
this only partially offset the decline in food price
inflation. Unless there is severe drought, it is expected
that the inflation rate for 2006 and 2007 will be almost
10 per cent.

Output shortfalls in the agricultural sector and
acceleration in inflation depressed household incomes,
with the result that growth in both private consumption
and private investment slowed down in 2005. The
degree of stimulus provided by the fiscal deficit also fell,
and the balance on traded goods and non-factor services
deteriorated, exerting further downward pressure on
GDP.
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Malawi has consistently had negative savings rates
for the past five years. This mirrors prevailing poverty
in the country. Such a situation places serious constraints
on Malawi’s capacity to leverage private investment
and explains its reliance on overseas development
assistance to finance investment projects. Over the past
five years, gross investment as a share of GDP has been

hovering around the 11 per cent mark. It is expected
that it will reach 11.3 per cent in 2005, which is lower
by 0.1 percentage points than in 2004. However, some
progress has been made in 2005 and the 2005/06
budget allocates 30 per cent of total expenditure to
development, which is the highest allocation yet in the
history of Malawi. 
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Table 1 - Demand Composition (percentage of GDP)

Source: National Statistics Office data; estimates (e) and projections (p) based on authors' calculations.

1997 2002 2003 2004 2005(e) 2006(p) 2007(p)

Gross capital formation 11.3 11.7 12.5 11.4 11.3 12.0 12.1
Public 6.7 7.7 8.4 7.5 7.4 8.0 8.1
Private 4.6 4.0 4.1 3.8 3.8 4.1 4.0

Consumption 101.0 106.2 110.2 105.4 108.8 107.6 107.5
Public 17.5 14.7 16.3 17.1 16.1 16.9 16.9
Private 83.4 91.5 93.9 88.3 92.7 90.7 90.6

External sector -12.3 -17.9 -22.7 -16.8 -20.0 -19.6 -19.5
Exports 21.7 23.9 26.8 28.8 25.7 23.6 22.7
Imports -34.0 -41.9 -49.5 -45.5 -45.7 -43.2 -42.2

Macroeconomic Policies

Fiscal Policy

The government of Malawi has consistently run
large budget deficits for the past five years. From a
high of nearly 8.3 per cent of GDP in 2003/04, the
budget deficit is expected to decline to 7 per cent of
GDP in 2004/05. Improvement in the budget deficit
is expected to continue over the next two years. In the
past, the government was in the habit of overspending
on activities of little benefit to the poor, e.g. travel, state
residences, foreign affairs, defence, the National
Intelligence Bureau and Special Activities. For the first
time, the government has not had to recourse to
unbudgeted expenditure in 2005. However, the lower
current budget deficit appears to have been achieved
mainly because of higher grants obtained by the central
government. 

Although there appears to be some political will to
control government expenditure, some measures have
been taken which seriously worsened the budget deficit.
In 2004/05, the government put in place a fertiliser
subsidy at a cost of 3.3 billion kwachas. The objective
was to allow farmers to obtain fertilisers cheaply so
that they could increase their productivity.
Unfortunately, the programme was poorly managed in
2004, and the government was late in placing the
orders for fertiliser, which reached the farmers only
late in the season. The subsidy programme was renewed
in 2005 and extended to include tobacco farmers,
which has substantially increased its cost. The cost of

the subsidies programme in 2005 was initially
programmed at 2.8 billion kwachas, but was then
increased to almost 5.7 billion kwachas. Higher than
expected fertiliser expenditure was offset by postponing
the 1 billion kwachas budgeted for local elections to
the following year, and through cuts to the budgets of
all other ministries except agriculture, education and
health. However, these budget cuts were insufficient
as the real cost of the subsidy was underestimated.
Moreover, the subsidy also had a negative impact on
the private sector fertiliser industry as it undermined
distribution and pricing mechanisms.

On the revenue side, the government of Malawi
has been quite successful in collecting taxes, especially
in comparison with the rest of Africa. The political will
to improve fiscal management has contributed to an
increase in government revenues recently. Taxes, which
account for almost all of the government’s non-grant
revenue, have exceeded 20 per cent of GDP since
2003/04. However, 50 per cent of taxes are paid by
one company (Prescorp), which makes government
finances highly vulnerable. Moreover, grants have
consistently accounted for a large share of the
government’s total revenue. This share is projected to
increase from 33 per cent in 2004/05 to 45 per cent
in 2005/06. Such heavy reliance on grants to fund
government expenditure presents some unique
challenges. First, grants are highly unpredictable and
may be withheld whenever the government does not
meet donor expectations. This unpredictability means
that it is difficult for the government of Malawi to
commit to long-term expenditure programmes. Second,
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Table 2 - Public Finances (percentage of GDP)

Source: Reserve Bank of Malawi data; estimates (e) and projections (p) based on authors' calculations.

1996/97 2001/02 2002/03 2003/04 2004/05 2005/06(e) 2006/07(p)

Total revenue and grants 17.1 29.9 26.2 34.6 35.8 41.2 40.5
Tax revenue 14.7 16.8 17.3 21.5 20.1 21.1 20.8
Grants 1.3 11.4 5.6 12.2 13.7 17.5 17.1

Total expenditure and net lending 20.9 34.6 33.0 42.8 42.7 45.5 45.6
Current expenditure 18.7 28.2 28.3 36.6 35.9 37.0 36.8

Excluding interest 13.9 23.4 25.0 31.1 27.4 30.1 30.8
Wages and salaries 4.5 5.9 7.1 6.3 7.9 8.2 8.1
Interest 4.8 4.8 3.2 5.6 8.4 7.0 5.9

Capital expenditure 0.5 5.0 4.6 5.6 6.3 7.6 7.9

Primary balance 0.9 0.0 -3.6 -2.6 1.5 2.7 0.8
Overall balance -3.9 -4.8 -6.8 -8.2 -7.0 -4.2 -5.1

a high level of grants flowing into the country can
crowd out other productive activities. However, in
view of the current food crisis and deep poverty in
Malawi, there is a pressing need for increased aid.
Nevertheless, it is advisable for the government to put
in place a long-term strategy to reduce the dependency
of Malawi on grants.

Finally, the financial performance of the agricultural
marketing board of Malawi (ADMARC) has
deteriorated over the years. It has consistently made
losses and it is projected to lose 572 million kwachas
during the 2004/05 fiscal year, up from a loss of
1 million kwachas in 2003/04. Such continued losses
will only aggravate the government’s consolidated
budget deficit and this situation is not sustainable.
Fortunately, unlike many non-oil producing countries
in Africa, the state-owned electricity company was not
affected by the oil price increase, because most electricity
is generated by hydropower, and the rest from coal. 

Monetary Policy

The fiscal deficits for 2001/02 to 2003/04 were
largely financed by short-term borrowing through
Treasury Bills issued by the central bank for sale to
domestic banks. This high demand for local funds
pushed T-bill rates to very high levels with the highest
level reached in 2002 at 41 per cent. These rates have
since been falling. However, they were still very high
at 24.5 per cent in 2005. The consequences of using
short-term instruments, which carry high interest rates,

to bridge the budget deficit are that Malawi faces very
high domestic debt servicing which is expected to reach
7 per cent of GDP in 2005. 

From a high of 45 per cent in 2003, the Malawi
Reserve Bank rate was lowered to 35 per cent in June
2004 and further reduced to 25 per cent in 2005. The
high interest rate was a consequence of the previous
government issuing T-bills to finance its budget deficit.
A side effect of such behaviour was the high inflation
rate which prevailed over the same period. A second
inflationary factor, linked to the first, is the growth in
money supply. The Reserve Bank of Malawi is allowed
to provide short-term financial support to the
government of up to 20 per cent of the government’s
expected revenue for the fiscal year. Money supply
increased by 29.3 per cent in 2003 and 29.8 per cent
in 2004. Such high growth rates in money supply are
bound to yield high inflation rates. A third contributing
factor to the high inflation rate was the shortage of food
on the domestic market, leading to price increases that
were accommodated by monetary expansion.

External Position

Malawi is a member of the Common Market for East
and Central Africa (COMESA) and the Southern African
Development Community (SADC). It has bilateral
agreements with Zimbabwe and South Africa. Malawi
is in the process of signing a Free Trade Agreement (FTA)
with Mozambique and has negotiated a FTA with
Tanzania. Malawi has been granted preferential market
















