                                            State Hegemony, Mac ro Effec ts a nd

                                                                                                 pri va te e nterp rise in Malawi

                                                                                                                  SIGERE Working Paper number 2 002/34/pub Econ.

Surrey Institute of Global Economics Research

Kalonga S tambuli, PhD

1

Senior Research Fellow

Also presented at:

The second 2002

Public E conomics "Weekend" Conference

Burwalls, University of Bristol

United Kingdom

1

      Former  chief economist and Economic Adv isor to the President of Malawi,

kstambuli@surreyinstitute.org.uk

ABSTRACT

This  paper investigates  the rationale for proliferation of state enterpri ses and implicati ons for

public sector expansion in Malawi. Since government depends o n a combination of taxes and

aid, and external and domestic borrowings , the paper i nvestigates the fiscal, monetary and

balance of payments effects of the public s ector and implications for private enterpri se

development.

The paper fi nds that high levels o f aid and fiscal revenues triggered by buoyant export markets

in the 1960s anchored a Stalinist - Marxist style public s ector expansion  intended to build

socialism alongside a state bureaucracy and one party poli tics.  However, collapse of export

commodity p ri ces in the late 1970s repositioned the Malawi economy in such a way that costs

of state hegemony emphasized its own economic vulnerability.

Large fiscal imbalances emerged as apprehensions over loss of political control heightened by

pressures of multi party politics forced government to maintain the large public sector. Under

pressure from oil price inflation, the influx of Mozambican refugees and drought, government

resorted to higher levels of deficit monetisation and fiscal reallocati ons; gi ving prio rity to state

enterprise subvention. These w ere mani fested in reduced public investment, surging infl ation

and stagnation in per capita GDP.

Implications of public sector expansi on and government´s intransigence to reform include

restrictive industrial, tr ade and financial policies that depress ed savings, hi ndered private

investments and encouraged capital flight. The policy also encouraged public sector

inefficiency and resulted in hi gh public deficits, i ncreased foreign borrowing and recours e to

credit fr om the domestic banking sector. These have had seri ous implications for crowding out

the private sector and debt s ervice and balance of payments problems.

The new economic regime i n Malawi advances Smithian ideals  of a lesser role of the public

sector ai ded by liberalizati on to eliminate pri ce distortions , unrealistic interest rates and

exchange rates.  Privatization also aims to ease off fiscal pressures while industrial liberalization

aims to develop a new competitive culture in business. Discriminatory  tariffs have been

abolished while liberal trade policies continually aim to i ntegrate Malawi to world trade.

Despite these initiati ves, serious difficulties arise from downsizing of the public sector. The end of

subsidization is manifesting itself into w idespread jobless ness. Macroeconomics  of the market

economy remai n elusive and government is caught at a vici ous intersecti on of rational

economic reforms and fierce opposition from political activism.  There is als o rising

disagreement over deflati onary p olicies of the IMF.

INTRODUCTION

Public sector ex pansion

Si nce the mid 1960´s the government of Malawi followed a policy of seeking comprehensive
ownershi p of the means of production and also centralized management of the economy.

This  aimed to give the  economy a state driven boost anticipated to trickle down to the poor
masses, hitherto margi nalized during colonial rule.

Extensive government involvement in business via state enterprises spanning a wide range of
private sector activities  has been a key m anifestati on of public policy.  On one hand,
government created a publicly funded development bank, Malawi Development Corporation
to establish pri vate companies. On another, the government used the Ag riculture

Development and Marketing Corporation (ADM ARC ) to recycle profits from produce trading
into state ownership of industry.

Apart from di rect inves tments undertaken by the state treasury in over 40 enterprises ,
government ministries  also established more than a dozen commercial parastatals i n the fiel ds
of agriculture, manufacturing, industry, mining, commerce and services. I n addition, Press

Corporation owned by Life President Banda undertook widespread acquisitions i n strategic
areas of the economy, consolidating itsel f into the largest singl e busine ss conglomerate in the
country.

This  paper i nvestigates trends in growth of the publi c sector, its intermediate effects  on fiscal
policy choices availabl e to the government and implications on budget management.  The
paper also examines intermediate effe cts of public sector growth on monetary policy choices
available to the government, parti cularly in the setting or determinati on of interest rates and
exchange rates .

I n view  of government´s inevitable dependence on taxes, foreign aid and domesti c and
for eign debt, the paper also examines  financial behavi our of the s tate in terms of tax poli cy,
the role of ai d, as well as accumulation of domestic and external debt.

On the basis of these analyses the paper develops a caus e - effect paradigm for public sect or
expansion and macroeconomic aggregates, and thei r implicati ons for pri vate enterprise.

The main contri bution of thi s paper to public sector economic policy is its role i n the
determination the speed and depth of public s ector reform requi red to exonera te the
economy from the fiscal burden of a large public sector and also create an atmosphere
conducive to s ustainable private enterpris e development.

Observati ons and Conclusions

Public sector expansion in Malawi brings out two potentially illuminating cou rses of study. One
course  evokes a conception of the public sector as part of a nationalist political hegemony

that subjugates private initiatives of the colonial establishment by introducing state spons ored

competition in the pri vate sector. This is to gu arantee discontinuation of uncontrollable colonial

business influence.

The second conjures up the image of a government dri ven by the Stalinist - Marxis t philosophy

that the state should determi ne, i nter alia,  "allocation of  resources, dist ribution of income  and

cons um ption, levels of saving and investment, and relative prices of goods and services .  This is

intended to build socialism alongside one party politics and a state bureaucracy.

The thi rd course of investigation  identifies economic successes  engende red by favoured

commodity export pri ces of the 1960´s and high levels of aid, as two factors that raised the

appetite for government´s policy of comprehensive ownership of enterprise and di rection of

the economy as a result of a weak private sector at the time of independence in 1964.

All three as pects are applicable, but despite the strongest philosophical tenacities , the

collapse of export commodity prices in the late s eventies repositi oned the Malawi economy in

such a way that the large public s ector emp hasized its economic vulnerability.  However, the

government sus tained its i ntransigence to public sector reform, w hich was  viewed

synonymously with relinquishing an important instrument of political power. 2

Despite its legitimate role as  policy action fo r reform Malawi , state resistance to divestiture

proposals were heightened by the fact that they coincided with pressures of multiparty politics

in other Afri can countries . Moreover, advocates of public sector reform were forei gn agents

like the World Bank , I MF and the U SAI D.

I nitially, hi gher levels  of monetisation covered up the widening deficit resulting in a surge in

average inflation to 15% per annum (1980 - 90).  Per capita GDP had also stagnated within $160

- $170, while public investment dropped from 13.6% to 8.2% of GDP as  a result of reallocating

fiscal resources giving pri ority to state subvention also resulted in a drop in.

As  export commodity price deflation worsened from 3.8% per annum in 1975 - 84 to only 1.4%

during 1985 - 89, escalating costs  of imports under the i nfluence of petroleum price inflati on

resulted in a widening external gap threatening balance of payments stability. I n fact, as

export pri ce deflation worsened further to 0.2% per annum during 1990 - 98, the government

increased foreign b orrowing to conceal the gap despi te conventional wisdom demandi ng

enterprise restructuring. 3

2

         Lo w export pr ices weakened Agriculture; hence industry and ser vice sectors. As GDP  plummeted in the 1980´s

Malawi saw both unemployment and inf lation soar ing, driving much of  the country´s  population below the

threshold of pover ty. Fiscal revenues als o suffe red while exter nal value of the curr ency showed s igns of  fatigue as

a result of  declining r eserves.  Public sector imbalances worsened with declining levels  of  aid as  a result of  rising

demand for f oreign ass is tance to new democracies in Eastern Europe

3

         I mport prices r ose by 6.4% per  annum during 1975 - 84 and escalated to 8.4% per annum dur ing 1985 - 89

The civil war in neighbouri ng Mozambique which forced a million refugees into Malawi , at a
time when the country was also experiencing severe drought also exacer bated fiscal pressures
on government.  Growth for the peri od 1980 - 94 had plummeted to only 1.6 percent while the
budget deficit escalated to 15 percent in 1994 reflecting unabated fiscal pressures.

Under pressure from state subvention, the government mere ly shifted the resource hemorrhage
to the banking sector.  From only 2% i n 1973, the s hare of bank credit consumed by parastatals
had risen to 26% in 1978 while private sector credit s uffered a corres ponding reduction from

76% to only 51% of total credit.

Agai nst all the tenacity to mai ntain state enterprises, the reality had emerged that the sector
had increasingly become a major liability to Malawi.  From the highs of 9.5% of GDP in 1980
state enterprise contri bution to nati onal output was  to only 3.9% in 1986. Contrary to
government´s justification of the role of parastatals in industrial development, the share of
public enterprises in non - agricultural activity was only 6% of GDP in 1991 compared to 11.7% in

1980.

Despite consuming a large share of ban k credit equivalent to 38% of GDP in 1986, the share of
gross domestic inves tment attri buted to state enterpri ses had declined to only 10.2% from 49.6%
in 1980. In relation to national output, the share of public enterprises in gross investment also
declin ed from 12.3% of GDP to a mere 2.2%.

I nitially, these trends elevate growth policy choices  between cons umption (private and public)
that is growth neutral and capital formati on (private and public) that drives economic growth,
as the primary problem in Ma lawi. However, gi ven that credit haemorrhage covered
operational  losses and payroll  demands  of bloated employee regi sters, di rected credit
facilitated the transfer of resources from capital formation to cons umption. This underscores
problems of allocation inefficiency that links external debt growth to weak growth via extensive
cons umption spending.

Government intransigence to demands for reform has resulted in privatisation yielding only 35
transactions  being completed between 1980 and 1993. This does not compare well with the
fact that the new economic regime concluded 9 privatisati ons in 1996 alone.  I n a peri od of
five years (1996 - 2001), the new  economic regime had concluded 44 pri vatisations , raising a
total of $1.2 billion.

Theoretical Implicati ons

The se observations resurrect stipulations of the Public Choice theory that ^�governments  can
do nothing right because poli ticians, bureaucrats, businessmen and citizens act solely from a
self - interested perspective using power and lobby to procure the authori ty of government for
thei r own selfish ends~.

State resistance to reform also typifi es the contenti on of "Nelson’s Thi rd Law," that `the worse a

government regulati on [or practi ce] is, the harder it is to get rid of it´ because there are other

persons an d entities deriving benefit and therefore willing to defend it

I n a retrospective revisionist interpretation, these observations  suggest that the belief in trickle -

down public economics  in Malawi is, i n fact, i n serious  error in relation to the impact of

economic theory on economic strategy exemplified by public sector expansion.  I n place of

`the power of (economic) theory´ the findings in this paper sugges t a `theory of economic

power´ as the rationale for proliferati on of state enterprises.

Two further  extensions emerge within the context of the theory of economi c power; t he first is

that government use of public resources and direction of bank lending to preferred enterprises

resurrects stipulations of the Financial Oligarchy Theory  (FOT). Although FO T is fashioned along the

lines of financial patrimony of developed states over poor countries, its basic reasoning [that

domination of capital is key to gaining economic control] evokes great similarity with state

domination of financial capital as exempli fied in Malawiś domestic setting.

The second extension is that the presence of `Administrative oligarchy´ can also be discerned in

the Malawi setting. This is in relation to the propensity for the state to capitalise on bureaucratic

controls within its legitimate regulatory powers, but to safeguard business interests of the state

against pure competition from the private sector.

Available evidence als o suggests ideological origins of public sector expansion intended to

build socialism contingently synerg ized by hysterical one party politics and state bureaucracy

for purposes of consolidating political power.  Protectionism and over - regulati on are designed

to guarantee state enterprise success alongside an imperial business  community of political

cadres wh o enj oy waivers in pursuit of `capitalism of the few´, sparingly extended to political

allies  in a phenomenon commonly recognized as `crony capitalism´.

This  arises from the fact that authori tarianism had been the defining characteristic of the neo -

colonia l state in Malawi ; the Presi dent´s role in business introduces  a capitalist cum political and

cons tituti onal phenomenon for which Okoth - Ogendo has  coined the term "I mperial

Presidency". 4   I n authoritarian Malawi power was  personified by Life President B and a who had

authority and prestige over the legislature and courts of law ; the repres entative organs of the

people.

The conditions observed in this  research are consi stent with `state hegemony´ a subtle form of

economic tyranny that enables the state to pres ent its own i nterests as universal  while

marginalizing those sectors of society that offer competition.  The State hegemony in Malawi

was legitimized by subsidies, arti ficially low product prices, low interest rates, and over - valued

exchange rates , but at the cost of large budget deficits, hi gh level of seignorage, high inflation,

4

      Okot h - Ogendo, 1991

Chapter 1:

P UBLIC SECTOR  EXPAN SION

Political Dimensi ons

The bi rth of Malawi as  a nati on state is documented in  the context of apprehensions from the
protracted struggle against i mperialism that became more pronounced after attainment of
self - government in 1963 (Goldsmiths, 2000). The pos t - independence destabilization of Angola,

Zimbabwe and Mozambique, bears  testi mony to the risk that tribal minorities can be
indoctri nated into civi l insurrection i n pursuit of self - servi ng power s hari ng; at the instigati on of
disgruntled remnants of the colonial establishment.

The postcolonial `state´ embraces  `unity´ as  the means  to prevaricate colonial  tactics  of divide
and rule or any other threat of postcolonial polarization. Design of the `state´ mi rrors
imperatives of national integrati on, gi ven the dangerous ethnic and s ocial cleavages  that
pervaded the political and social landscapes  i n the three regions of the country,

At a political level, the `state´ advocates the single party designed to subdue and keep
dynami cs of a free society under surveillance and als o force its vari ous  competitive tendencies
to occur within a singl e defined political arena.

At the administrative level, the `state´ also advocates  superiority of bureaucracy as structured
machinery for awarding approvals of private activity while the state exercises regulatory
control of all activity through central g overnment, regi onal/provincial and district/local
government.

The poli tical and administrative configuration of the state has impli cations  for the state
economic agenda, poised to diminish colonial economic influence or its transmission to
indigenous econo mic influence (Schacter, 2000).

I n economic terms, the government postures itself as a benevolent amal gamation of
newfound poli tical values and economic authority seeking to provide for the needs of `mass es´
hitherto marginalized by colonial rule.  This  p ractically relegates private enterpri se to peri pheral
significance while public sector is defined along the pri nci ples of Stalini st - Marxis t philos ophy
that the state should determi ne, i nter alia,  "allocation of  resources, dist ribution of income and
cons um p tion, levels of  saving and investment, and relative prices  of goods and services .

I n this context, pri vate enterprise exists as  the preserve of an elite utilising political power to
accomplish objectives  of politi cal accumulation in a fashion that evokes the term `capitalism
of the few´.  The phenomenon is reminiscent of the  state driven cornering of the agricultural
sector via massive land transfers from the poor, a phenomenon bi ologist Garrett Hardin (1968)
had coined the expression, `tragedy of the comm ons´.

Few exceptions occur i n the extension of regulatory i mmuni ty to allies of the political

establishment in a characteristic form of `crony capitalism´. Pure private enterprise therefore

subsists as a resi dual opportunity outside unmitigated public sec tor expansion and merely

escaping the tentacles  of restrictive government policy.

Economic D imensions

Unlike the acquisitive approach adopted in emerging communist states of the 1940´s, public

sector expansion in Malawi , as in other Afri can states has bee n a res ource dri ven phenomenon

reflecting the combined leverage of domestic fiscal i mprovements and robust external aid.

Improvements in Malawi´s  fiscal viability deri ve from unbroken growth during 1964 - 78 when

export commodity pri ce i nflation averaged 7.1 % per annum.  Using vast quantities of available

land and credit, the estate s ector had responded to favourable pri ces with massive expansion

in agricultural output.  This  translated into high rates  of agricultural sector growth averaging

4.1% per annum du ri ng 1965 - 80. 5

Malawi´s export revenues doubled from $67million in 1967 to $148 million in 1975, translating into

robust expansion in aggregate demand.  Most notable in thes e developments was

phenomenal growth of incomes of tobacco farmers arising from 1 8.3% annual growth i n

output.  Apart from accounting for improvement in the country´s foreign reserves these

outcomes also accounted for a major boost in fiscal revenues

Thes e developments are reflected in overall GDP growth averaging 5.5% per annum,

under pi nning buoyancy in secondary and tertiary sectors. 6

Total Debt to GDP ratios averaged 53.6 % (1967 - 73) reflecting the s trength of i nflows  of

concessional loans accounting for an average of 31% of total fiscal res ources. Grants from

donors also accounted for 9.8% of total  fiscal resources (TFR).

7

Domestic revenues accounted for 48.7% thus  minimizi ng the need for domestic borrowing,

which accounted for only 4.9% of Total Fiscal Resources . At 12.8% in relation to GDP (1967 - 73),

domestic revenues far outpac ed levels achieved in later peri ods when revenues averaged

8.1%.

Public Sector E xpansi on

Duri ng much of the 1960´s  public investment had accounted for two - thirds  of total investment,

thus underpinning major improvements  in social welfare as total expenditu re on Health and

Educati on exceeded 5% of GDP (Msosa, 1998).  Capital expenditure also shot to the highs of

12% of GDP i n 1970 and remained above 7% throughout the period to 1975.

5
      Annual t obacco producti on rose from 20,600 tonnes in 1967 - 71 to 54,580 tonnes i n 1980

6
      Industry and servi ces growth averaged 6.4% and 6.7%, respecti vel y

7
      Tot al Fi scal  Resources i nclude domest ic revenue, domest ic and foreign loans and grants

Despite continued improvements in fi scal resources during the mid 1970s, pub lic resources
became increasingly deployed towards a program of creating and supporti ng loss  making
state enterprises in industry, trade, fi nance, and farming and property development.

The government´s created the Malawi Development C orporation as a public ly funded
development bank specialized in es tablishment of new industries.  MDC  was mandated to
provi de long - term financing for investment in proj ects undertaken through acquisition of shares
from foreign enterpris es or completely new investments in indust ry. The rationale for the MDC
was defined along the needs for robust financial ad proj ect development effort at the
country´s early stages of development.

Hence, MDC´s key industri es included the labour i ntensive Portland Cement Company of

Malawi , which s upplied cement to the local building and construction industry; packaging

I ndustri es, catering largely for cement and industrial carton box packaging as well as
investment in C ommercial Bank of Malawi , one of the country´s only two banks after
independence .

MDC als o owned C old Storage Company, the only approved abattoi r and front for
development of beef farming in the country; Agri mal, a company involved in production of
hoes and farm equipment and Plastic products Ltd, also i nvolved in industrial packagin g.

The government also compelled the agricultural marketing board, ADM ARC to establish

ADM ARC I nvestments C ompany with the sole purpose of recycling profits from produce
trading i nto state ownership of i ndustry.  Much of its revenue base arose from the dif ference
between the produce pri ce of the maize staple and the pri ce paid to ADM ARC by urban
cons umers .

ADM ARC also bought and sold [sometimes for export] a range of s mallholder cash crops
incl uding cotton, groundnuts, sorghum, millet, etc. ADM ARC also use d trading profi ts to
produce highly lucrative tobacco varieties for direct export to forei gn markets.

Using resources from both trading profits and subventions from government, ADM ARC built a
portfolio of investments in vari ous sectors of the Malawi  econom y. Apart from bei ng the sol e
investor in Finance Corporation of Malawi , a trade bank exclusively providing import export
finance, ADM ARC  j oined Barclays and Standard Bank i n the localization of National B ank of

Malawi.
                                             8

ADM ARC also owned Malawi I nsurance Brokers Ltd acquiring a large share of insurance
business from trade finance. ADM ARC also established Grain &  Milling C o Limited providing
milled maize flour, the only alternative to maize grain s old di rectly through over 1000 depots
established throughout  the country.  Grain and Milling also became the sole producer of bread
flour for all  bakeri es in the country as well as poultry feed and animal feed.

8

      The onl y ot her commerci al bank apart from one owned l argel y b y government  and Mal awi

Development Corporat i on

I n addition to the state owned ADM ARC  and MDC, the government itself invested in various

enterprises that  would elicit pure pri vate sector participati on. Through the Treasury,

government acquired s hares in the New Building Society, as a co - investor with Lonrho.  N ew

Building Society became the only mortgage company in the country.

Government also acqui red a minority shareholding in Commercial B ank of Malawi , which

supplemented MDC´s investment in the same bank, resulting in maj ority state control.

Government als o owned Leopard Match Company, Malawi Cateri ng Services, Malawi Dai ry

I ndustri es, Malawi Property i nvestment Company and the Malawi Rural Fi nance Company.

Press  Corporation owned by Life Presi dent B anda undertook a number of acquisiti ons in the

strategic areas of the economy.  Press C orporation j oined ADM ARC  as co - investor i n Nati onal

Bank of Malawi als o raising the stake from the state sector. Press Corporation also j oined MDC

as investors in National I nsurance Company simi larly raising the shareholding of the state. Press

also undertook j oi nt investments with Carlsberg Denmark in Carlsberg Malawi , ensu ri ng that it

maintai ned a maj ority.

The state´s  presence in the agricultural sector was als o manifested through Press  Corporation,

which owned a large number of tobacco estates under Press Agri culture Limited, General

Farming Co Limited. This was  in addi tion to Khasu, Mudi , Kasonjola and other private estates

owned personally by Dr Banda.

Meanwhile, a pers onal company of Life President Banda, Blantyre pri nt also acqui red shares in

Limbe Leaf tobacco, j ointly with a global leaf buyer, U niversal Leaf Compa ny. Limbe Leaf

tobacco, i n turn, took up shares in Aucti on Holdings Ltd, the company owning all auction floors

for tobacco trading in the country.  I ts co - sharehol der was state owned ADM ARC, practically

keeping tobacco trading under state control.

State Do mination

Apart from enhancing state domi nation, the above ownership structures reflect strong i nfusions

of politically appointed management. By virtue of state control of New Building Society and

Commercial bank of Malawi , John Tembo

9
 was state nominated C hairman in both companies ,

thus relinquishing 100% of mortgage finance industry to the same person as 40% of the

commercial banking s ector.

As  chai rman of Blantyre Pri nt, ow ned by Life President Banda, John Tembo was also

automatically appointed Chai rman of Limbe leaf C o and Aucti on Holdings  Ltd, which run the

Aucti on floors. As a l ead local s hareholder in National Bank of Malawi , Press Corporati on also

had their managing di rector as Chai rman and he came right under the Chairman of Press

Corporation, who w as also John Tembo, thus renderi ng 100% of the finance s ector to

leadership of one individual.

9
      John Tembo wa s Uncl e t o Government Host ess Cecil ia Kadzami ra who was also pri vat e companion

of Life President Banda

I n the 1970´s, Li fe Presi dent Banda issued a di rective removing all  Asi an traders from the rural
areas to urban and peri - urban centers. This paved the way for ex pansi on of Peoples´ Trading

Centre retail shops owned by his  own Press Corporati on. Lonrho, a company owned in London
by Ti ny Rowland, a personal fri end of the Life President also established Chi pi ku stores
dominating the entire rural wholesale network.

P eat Marwick &  Co, a public accounting fi rm owned by a personal financial advisor to Life

President Banda became the only firm to audit farms and estates  that obtained loans from

Commercial Bank of Malawi (CBM ).  C onversel y, the appointment of peat Marwick &  Co as
public accountants and auditors because a gateway to financing from Commercial Bank of

Malawi.

I n 1984, the Malawi government specifically issued bonds purely for debt recovery replaced Bad
debts of Press Corporation to Commercial Bank of Malawi am ounting to $39 million.  Both
companies had one chairman: John Tembo. In the 1990´s, Six million shares held by Press

Corporation in loss making Dwangwa Sugar Corporation, were simply transferred to government in
exchange for the state treasury issuing a c heque for the nominal value of the shares at time of
acquisition. Lynod Chakakala Chaziya was both Chairman of Press Corporation and Minister of

Finance.

For all intents and purpos es, the government´s  i ntrusive hand in the private sector, coupled with
pers onal business interests of the President practically drove Malawian entrepreneurship to the
informal sector.  Forei gn investment materialized only if undertaken in partnership with
government, its agencies or the President´s companies .

Although state owne rship of agricultural marketing boards had economic justification, the
concept of extracting surplus es from poor farmers to finance state owned investments in
industry and commerce remains a reincarnation of colonial exploi tati on. The government´s
own elec tion manifesto had gone to great length with indictment of state paternalism under
colonial rule as the main cause of widespread poverty and depri vation.

The pace and ferocity of state presence in the private sector in Malawi is such that it rivaled
any p rogram of nationalizati on undertaken in the eastern block. Sound business  remained a
preserve of the top political hierarchy while the average Malawian businessmen was relegated
to the fringes  of entrepreneurship.  Despite availability of ventures of inter est to forei gn
investors , the fact that they could not find a pure indigenous partnership resulted in many such
ventures  bei ng abandoned. This was the case with i nvestors  seeking non - involvement in
politics. This may partly explain the country´s persistent  state of technological backwardness,
limited diversifi cation and integration to i nternational markets.

Chapter 2

IN DUSTR TY POLICY IMP LICA TION S

Protectionism

A maj or concern over public policy in Malawi is that organs of government have been

awkwardly po sitioned as competitors  as well as regulators of private enterpris e as a result of

extensive state involvement in the private sector.  By vi rtue of its ownershi p of busines s, the

government ceases from bei ng a fair regulator of a level playing fi eld for bu siness to an

institution pri vileged with regulatory powers to use against its own competitors.

The government´s  requirement for an industrial license before commencement of any indus try

may have been introduced as a regulatory measure but its outcome exemp lifies the

motivation to mount barri ers against competition. The provi sion for license was promulgated in

the I ndustrial Development Act of 1966, but the precondition for investors  to prove source of

funds for the business, conclude company registrati on an d also ensure that land and foreign

exchange had been procured meant that any potential inves tor had to face an array of state

institutions with mutually exclusive decisions to make.

For example, land approval  was the responsi bility of the Ministry of Land s, while Ministry of

Justice administered registration of companies .  ADMARC , MDC, PRESS CORPORATI ON or the

treasury, all of which were institutions within the state apparatus, ei ther controlled sources  of

finance or were the funding sources themselves .  T he Exchange Control Act, administered by

the Reserve Bank of Malawi , another state institution, als o regulated the provision of foreign

exchange.

Although preconditions for license, source of funds , company registration and land and foreign

exchange under line interdependence of s tate institutions, there was no particular logical order

in the decision making process. Business proposals that enj oyed widespread support may easily

have suffered the ` f ree rider´  problem as  each willing i nstitution thought i t co uld only move

after the other i nstitution had moved fi rst. I n the process no institution moved and this was the

subject of many investors who relocated to neighbori ng countries.

Si nce each application had to be made separately to each organ of government, there was

obvi ous asymmetry and its accompanying costs  as each agency requi red its own s et of

information. Typical of a bureaucracy, there was no shari ng of information except the decision

outcome of an application. Lack of transparency als o entailed high uncertainties given that a

negative decision in one ministry could have been reversed a positive decision in another.

Some business  proposals suffered a `critical herd instinct´ es pecially if they were attractive. The

natural  instinct of a public official was that, gi ven the preponderance of state enterprises or the

President´s empi re, any s ound proposal undertaken privately would have ci rcumvented their

imperial interests. The tendency to `wait and see´ or wait instructions had the effect of
protracting th e period of consideration thus ki lling off entrepreneurial enthusiasm.

Through i ts  control over the tw o commercial banks, the state funded development bank and
the mortgage company, the government also controlled the flow of funds to enterprises. The
auth ority to approve foreign exchange also remained in the hands  of the Reserve Bank of

Malawi. These arrangements  did not change after the government es tablished the Malawi

I nvestment Promotion Agency (MIP A), which became relegated to a protocol office for
in vestors.

The only innovation under MI PA was that it comprised officers seconded from organs of
government not necessarily representing thos e organs . By replacing the investor in the
communications, MI PA developed a certain flow in the application processes  s ometimes
engaging senior members of the board to lobby with s eni or government officials.

Certai n processes  would still remain unchanged; company registration took a minimum of si x
months as applicants ´ details  w ere vetted by the intelligence agencies, wh ile formalization of a
land lease would take up to two years. Loan applications would take longer, sometimes
requi ring invoices to be revis ed thus resetting the exchange control application process.

Despite these difficulties, final issuance of a license still depended upon existing indus tries
agreeing to competiti on. A common excuse i nvolved trivializing the size of the market to jus tify
the fact that existing operators  had adequate capacity to meet domes tic demand. Some
licenses were granted, but on cond ition that the new operator did not s ell locally.

I n most cases disputes protracted over a peri od of two to five years, duri ng which pri ces  of
capital equi pment changed affecting proj ect viability. The sensitivity of such dis putes  was  that
they involved communications with chai rmen who had been politically appointed to such
positions and were more likely to i nfluence a financing decisi on after the license had been
issued.

Inwar d Looking Industry

Much of the industrial development undertaken by state ente rpris es in Malawi since
independence was  in tandem with government´s  policy of import substitution that aimed to
generate savi ngs in foreign exchange incurred on finished goods imports by producing them
locally.  I nitially, the policy seemed to work as a r esult of the impetus from agricultural
expansion and its implications on growth of domestic aggregate demand.

I n the early years after independence, Malawi achi eved high rates  of i ndustrial growth
averaging 6.4% per annum (1965 - 80).  This  was  attributed to  expansion in industries processi ng
agricultural products (es pecially tobacco, tea and sugar) and growth of import s ubstitution
industri es producing cons umer goods for a captive market (see trade controls, below).

I ndustrial growth was reflected in doubl ing of the index of manufacturi ng employment from

91.0 i n 1969 to 184.0 in 1978 (1970=100, UN  Statistical Yearbook, 1979/80, page 89).  The i ndex of

industrial production als o rose sharply from 56 in 1970 to 122.0 in 1978 (1975=100). As  at 1969,

Malawi had  only 1,200 workers registered unemployed.

However, the implicati ons of import s ubstitution policy have been largely adverse for Malawi.

The limited size of the local market meant that capacity utilization in most i ndustries  depended

on high rates of growt h in domestic aggregate demand for consumption.  In the absence of

established industries manufacturing for the export market, a drop in export pri ces during the

late 1970´s marked a major turning point in industrial expansion in Malawi.

The resulting con traction in the flow of foreign exchange, hence negative grow th rates for net

nati onal income translated into serious  constraints in the growth in domestic aggregate

demand. C onsequently, i ndustri al  expansion receded to only 2.2% per annum 1975 - 84, some of

which was absorbed in a build up of inventory.

The rate of growth of industrial raw material imports declined in tandem to the drop in

domestic aggregate demand.  Subsequently, industries als o sus pended long term i nvestment

decisions and reduced capi tal i mports, followed by major reduction capacity utili zation, and

finally the labour force.

The resulting downturn in the economy was broad based as reflected in declining wages in

every sector of the economy as  show n in Tabl e 3.1. The highest drop occurred in  the

manufacturi ng sector with wages droppi ng from $75 in 1980 to only $13.00 in 1995, losing 83% of

the value.

Table 3.1:  WAGES IN ECONOMIC SECTORS OF M ALAWI  (CURRENT $ PER M ONTH)

 1980  1986  1987  1988  1989  1990  1991  1992  1993  1994  1995

Agriculture sector  20.00  14.00  13.00  12.00  13.00  15.00  16.00

Industrial Sector  75.00  54.00  57.00  53.00  53.00  65.00  55.00  47.00  40.00  21.00  13.00

Mining & Quarry  36.00  29.00  20.00  17.00  17.00  20.00  30.00  23.00  59.00  30.00  18.00

Construct ion  60.00  31.00  29.00  29.00  29.00  30.00  31.00  34.00  33.00  22.00  17.00

Trans, storage

& Comm.  99.00  50.00  47.00  49.00  62.00  63.00  70.00  66.00  63.00  37.00  25.00

Community,

Social & personal        59.00  50.00  43.00  24.00  12.00

   S ource: African Dev elopment Indicators 1998/99

Thes e indicators suggest that deteri oration of Malawi industrial output and the cons equent rise

in unemployment are characteristic signals of the pitfalls of a policy of import s ubstitution

in dustrialization where market viability is exogenously determined.  Even if it is argued that the

rationale for i ndustrial protection was not to protect government i nterests  in business but to

avoi d industrial saturation given the limited size of the domes t ic market, the policy failure

subsists not in protection but i n industrial ori entati on.

manufacturers of oil and  textiles. However, the restricted nature of factor markets in Malawi
was such ADM ARC  owned both ginneries and therefore held a complete monopsony for raw
cotton.

Government therefore permitted the exploitation of maize producers to extend to producers of
both groundnuts and cotton wi th obvious  negati ve implicati ons for rural incomes. I n effect it
was ADM ARC  that held the export license in anticipati on that excessive production requi red
offloading on the export market, but without change to the underlying producer pri ce.

ADM ARC turned out to be the main shareholder in the textile factory and the ensuri ng
oversupply resulted i n ADM ARC also acquiring National Oil I ndustri es usi ng cotton seeds as
inputs while extra lint was exported.

The effect of these restr ictions has been to create opportunities for economic rent. For imports,
license holders expl oited the market both in terms of over pri cing in the face of limited supplies,
as well as demands for prepayment made before imports reached the country. I t was a lso
common practice for traders  to hoard goods and induce artificial shortages from which they
could profit.

Over - regul ation and Corruption

High tari ff rates rai sed the incentives for smuggling or under - declaration of goods imports  given
the magnitude of s avi ngs from duty evasion (Tanzi , 1998, Van Rijckeghem & Weder, 1997).

Where traders complied in full, hi gh tariff rates almost always resulted in the extra cost being
passed on to the consumer.

There is  no record of cotton and groundnuts smuggled from Ma lawi [as expected] although
there are indications that more than 50% of the crop was involved. From 171,000 tonnes  in 1980
groundnuts output sold to ADM ARC was down to 141,000 tonnes in 1988. Output sales declined
throughout the 1990´s reaching 31,000 tonn es in 1994. However, liberalization of producer
prices since the advent of democracy in Malawi has resulted in ground nut output sales
bouncing back to 70,000 in 1997.  Cotton has  registered the same trend.

Overall, licensing has not benefited Malawi. Tari ffs on imports have tied capital into raw
materials before value is added thus undermining capacity uti lization with the negative
cons equences  for j ob creati on. I n the absence of government policy on re - exports, i ndustries
also faced higher import cos ts of  production and the inevitable export pri ce disadvantage.

I n fact, protection has  not protected Malawi industry. Essentially, the economy should have
been protected from adversities  of export commodity pri ce deflation, not from domestic
competition. Perf ormance of state enterpri ses was generally dismal, due to poor
management, political interference, and organizati onal inefficiencies of state bureaucracy
that protection offered no real advantage. Des pite unlimited access to public resources,
public sector  investments were already poorly conceived, and the design and quality of their
products / services was s o poor and prici ng so sub - optimal that protection could not alleviate.

Chapter 4:

FINANCIAL P OLICY IMP LICA TION S

Directed Credit

State control over ba nks exercised concurrently with ownership of commercial state enterprises
presents a cas e of conflict of i nterest whose implications are di fficult to res olve in the context of
the distinction between fiscal  and monetary policy. Beyond di rect state subventi on of
paras tatals, government role in di rected credit schemes was tantamount to channeling the
peoples´ private savings into funding of state enterprises. The fact that interest rates had been
artificially low also supports the charge that resources of ord i nary citizens have been used to
subsidize politically ins pi red state entrepreneurs hip.

Given that bank provision of credit to non - performing enterprises  relied on the generosity of the
state to refinance them when such funding turned into bad loans, fisc al policy remained
inextricabl y fused with monetary policy. Technically, the state also exercised fiscal policy via
the monetary instituti ons.

It is also arguable that the governments caused major failures in allocative efficiency of the
financial system by awarding credit on the basis of institutional alliance than on the basis of the
marginal effi ciency of an investment or ability to repay.  As a res ult of state inspi red modalities
for credit allocation, a large section of the independent private industr ial sector, which
undertook competitive business activity with potential for creating jobs , simply remained
excluded from the credit sys tem.

As  a res ult the private sector share of credit was only 24% in 1987, a drop from dropped from

76% in 1973.  Duri ng  the same period, the share of bank credit to the public s ector rose from

44% to 69%.  Despite such pri vileges , s tate enterprises fai led to live up to their mandate of
supporting industrialization; their share of non - agricultural  GDP was only 6.1% in 1985,  down
from 11.1% in 1980.

Like the policy of subvention of state enterprises , sustainability of interest rate repression and
the system of directed credit also depended on continued favourable performance of the
export commodity sector from w hich much of t he savings were derived. Success of the policy
also depended upon exchange control limiting the range of alternatives available against the
domestic financial assets.

Thes e policies als o suggest that government had opted for short term budget supported
ve nture capital development at the expense the important task of creating functioni ng capital
markets to support a self - sustaining market for i nvestment financing.   Continued government
ownershi p also undermined the task of laying instituti onal foundations of bond and equity
markets that would have been facilitated by private ownership. To underline the fragility of
measures put in place by government, public funding and the policy of compelling banks  to

lend to specific sectors experi enced a maj or setback a t the onset of the drop in export

commodity pri ces  in 1978. 10

Interest Rate Repression

For much of the 1970´s  and 1980´s, government held interest rates below market - clearing levels

thereby engineering a massive transfer of wealth from savers  (mos tly househ olds) to parastatal

borrow ers .

Moreover, because strict forei gn exchange controls prevented households from converting

their savings into foreign ass ets, households  were forced to accepted negative real interest

rates. Real deposit rates have not been pos itive in Malawi until 1990.

Ag enor and M ontiel (1996) define financial repression as a phenomenon associated with

negative interests rates caused by government interventi ons. McKinnon (1988) identifies

financial repressi on in the context of reductions in the flow of loanable funds associated with

discretionary bank l ending.

Ag enor and Montiel also i dentify fi nancial repression as a source of retardation in i nvestment,

which occurs by puni shing liquid ass ets and encouraging i nflation hedges. They also argue  that

financial repression also undermines  monetary stability requi red to support robust open markets

in stocks and bonds.

                                                                                                Fig u r e  4.1: FINANCIAL  REPRESSIONSAV INGS & ST AT EBORROWING

                - 30 .0 0%

                - 20 .0 0%

                 - 10 .00 %

                      0 .0 0%

                    10.00 %

                   2 0.00 %

                   3 0.00 %

                   4 0.00 %

                   5 0.00 %

                   6 0.00 %

                                                               198 0 198 8 198 9 199 0 199 1 199 2 199 3 199 4 199 5 199 6

Gr os s  Domes tic  Sav ings

Real Dis c ount r ate

Gov t Bor r ow ing

Fi gure 4.1 above shows that the Malawi economy seems to saves more when the government

is borrowing les s and vice vers a.  This would suggest that financial repression is also consistent

with government desi re to secure resources to finance the budget or resource transfers to

selected indus tries in the parastatal sector at a very low cost.

10
            Commerci al  bank once provi ded l ending to tobacco farmers buyi ng off est at es from ADMARC onl y

There is nothing s eri ously wrong about public financing or di rected credit, but in assessing
whether selective interventions were good for growth, the desirable approach would have
been to set prerequisites for succes s.  I n that way government would be using criteria for
ev aluation and disti nction of good from bad proj ects .

The experi ence of Malawi is that Policymakers concentrated on proppi ng up industries without
engaging in evaluation or restructuring to avert failure. The governments also neglected to
developed i nstituti onal mechanisms to establish clear performance criteria for selective
interventions and als o to monitor performance.  The role of government seems to have been
predicated on the provision of cash to avert stoppage.

Ex change Rat e Policies

Through the Reserv e Bank of Malawi , the government also persisted with a system of rationing
foreign exchange without transparent and objective criteria. I n some cases , local availability of
products  being imported was enough ground for rej ection i rrespective of pricing
con siderations, term of payment or product specifications.

The combi nation of exchange controls, tari ffs and the authorisati ons was cumbersome enough
to raise transactions costs  and dissuade potential importation. Where an import licence was
requi red it was c ritical that the importer obtained authorisation from the Ministry of Trade,
before an application would be consi dered for foreign exchange by the Reserve Bank.

Bank rules also restri cted consideration of import approval only for importer  who would have
d eposited the equivalent amount  of the value of imports  wi th thei r bank.   Due to lack of
adequate information, the Reserve Bank ended up approvi ng finished products while declining
importation of raw materi al  to make the same product. I n the event that exch ange control
approval was obtained, importation also had to take place within 90 days.   Any change either
in pri ce of the suppliers or the cost of insurance and freight requi red a fresh s ubmission of a
revis ed s et of certified invoices.

Thes e arrangements clearly stifled Malawi´s abi lity to partici pate effectively as a trading
partner in the internati onal economy. Most significant was the negati ve impact of these
arrangements on i ndustries using imported raw  materials recurrent w ork stoppages.  However,
sta te enterprises experienced limited hurdles thus placing the pure pri vate s ector at a multiple
disadvantage.

The system cl early distorted incentives for competition, as importers were requi red to have
proceeds from exports reach thei r account within 90 days  from the date of export, thus making
it impossible to offer competitive payment terms.

i f Peat  Marwick was the auditor

Black market s

Fi gure 4.2 below suggests that rationing of foreign exchange promoted the rise of a bl ack

market.  Throughout the 1980´s, the black market pri ce of fo reign exchange remains above the

official rate, except 1994 when the Kwacha experi enced a maj or devaluation.

Theoreti cally, this implies that shortage of producer goods caused by inadequate availability of

foreign exchange may have placed a price premium on certain goods resulting in profit being

earned outside the confines of productivity. The high profi t margin hurt the consumer as raising

the pri ce of foreign exchange i n parallel markets, which became an acceptable norm within

the limits of rational bus ines s.

                                                                                                         Figu re 4.2: OFFICIAL VS BLACK M ARKET EXCHANGE RAT ES

                      0

                      5

                10

                15

                20

                25

                                               1980 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

                                                                               Official  Exch ang e rate

                                                                               Paral l el Exch an ge Rate

On the supply side, government exchange controls implied that exporters  who earned dollars

face the trades off between queui ng up to regain access to thei r own foreign exchange or

dispose it at a price that covered the  costs of queuing up for more foreign exchange.

It can be argued that thes e were not the right conditions for Malawi to develop a viable

industrial sector. Free pri vate enterprise with ready access to foreign exchange and lower tariffs

would have been the ideal conditions of successful industrialization policy. Despite their

privileged position, parastatals experienced episodes of foreign exchange shortage, which

became generalized throughout the private sector. Thi s had implications on the use of

industria l capacity and job creati on.

Chapter 5:

COSTS OF THE PUBLIC SECTOR

Economic D ownturn

The end of Malawi´s fortunes did not come abruptly. The fi rst wake up call came from a 39%
drop in export prices  in 1978, as a res ult of the worl dwide recession trigge red by the second
round of the oil crisis.  Although export prices remained favorable, growing at 3.8% per annum
during 1975 - 84, agri culture expansion declined to an annual average of 2.2% refl ecting
receding prospects that influenced precauti onary uptake in farm credit.  This translated into
lower rates of GDP growth averagi ng 3.2%, also reflected in growth of industry and service
sectors, at 2.7% and 3.7% per annum, respectively (see: Table 5.1).

The peri od from 1970 - 76 saw  inflation rising to 9.8% from o nly 2.3% in 1960 - 70. During 1980 - 90
annual inflation surged further to an average 15%.  Over a peri od of fourteen years (1975 - 1989)
per capita GDP remained stagnant at $164, and the Kwacha showed signs of fatigue, losing

1% of its value every year (1975 - 84 ) and losing a further 2.2% per annum duri ng 1985 - 89.

Table 5.1: ECONOMIC AGGREGATES (annual av erage growth )

 1965 - 80  1975 - 84  1985 - 89

GDP (annual growth)  5.50  3.20  1.90

Ag ri culture  4.10  2.20  1.20

I ndustry  6.40  2.70  3.70

Servi ces  6.70  3.70  3 .70

Source: UN  Statistical Yearbooks,  1978, 1985 and 1992

From a hi gh of 25.3% of GDP (1975 - 84) gross investment dropped to 17.3% (1985 - 89), the
bi ggest drop bei ng registered in public investment from 13.6% to 8.2% of GDP during the same
peri od. The bui ld up of uncertainty, s tagnation in confidence and rising interest rates also
resulted in a drop i n pri vate investment from 7% to 6% of GDP.

Thes e adverse developments arose from retarded annual  growth in export pri ces from 3.8% in

1975 - 84 to only 1.4% dur i ng 1985 - 89, w hich worsened to 0.2% duri ng 1990 - 98. At the same time
costs of imports continued to ri se under the influence of high costs of petroleum products. 11

The subsequent peri od of 1980 - 94 saw the economy and the public sector enter a period of
seri o us  imbalance. There were severe shocks, including increases in oil prices and transport
costs related to external trade, as routes  through Mozambi que were disrupted by civil war. The
war in the neighbori ng country forced up to 750,000 refugees into Malawi ,  at a ti me when it
was experiencing s evere drought.

I nvestments dropped s harply and foreign reserves dwindled. Growth for the peri od 1980 - 94 was

only 1.6 percent. The budget deficit, rising to 15 percent in 1980 alone, averaged above 10

percent during 198 1 - 87, and es calating back to 15 percent in 1994.

Press ures arising from deteri orating economy and rapi d expansion of the parastatal sector

obvi ously weighted heavily upon the fiscal budget. Persistent l osses by parastatals had res ulted

in government provi ding the res ources to keep them running, at least until 1974.

Government persisted in avoiding the question of reformi ng the sector to make it more

independent, market orientated, efficient and competitive. I nstead, pri ority was given to

reducti on of para statal drainage of public res ources, a strategy that saw a mere redi recti on of

the financial hemorrhage from the fiscal budget to the banking s ector.

From only 2% in 1973, the share of bank credit consumed by parastatals rose to 26% i n 1978. The

crowdin g out effects resulted i n private s ector access to credit declining from 76% to only 51%,

during the s ame peri od.

Crowding Out Effects

Fi gure 5.1 above shows that despite fi scal relief from redi recti on of parastatal financing,

government continued to exp loit exclusive privileges of obtaining credit from the C entral bank

to sustain its appetite for spending. As parastatal share of credit was soari ng, government share

of credit remained between 22% and 23% through out the peri od but the combined total

11

            Imp ort prices rose b y 6.4% per annum duri ng 19 75 - 84 and escalat ed to 8.4% per annum during

Figu re 5.1: DOM ESTIC CREDIT  T RENDS

                       0 %

                   2 0%

                   4 0%

                   6 0%

                   8 0%

               1 00 %

               1 20 %

                          1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

                                                                         Parastatal credit

                                                                         Go vt credit

                                                                         Private secto r credit

DISCUSSION

The evidence generated in the foregoing suggests that the vi ew that State Enterprises were
founded out of the best of intentions stood in contrast to glari ng fiscal loss es that had resulted
in reduced social spending and worsening social indicators.  Any attempt to legitimize the role
of state enterprises charts  a collision course to the fact that these fi rms had hemorrhaged
credit from the banking system that legitimate pri vate i nvestors was driven to the fri nges  of
entrepreneurs hip.

Government´s acceptance of pri vatisation under the Industrial Trade Policy Adj ustment Credit

(I TP AC) in 1987 reflects a mere acquiescence to program propos als for which there existed no
other alternative. The main obstacle s to privatisation in Malawi had been distrust of pri vate
enterprise.  The fact that privatisation was synonymous wi th depriving government the means
of economic control aroused a tenacious bureaucratic resistance.

Government´s intransigence owes  to the f act that mistrust was  part of the s enti ments
embodied in the Department of Statutory Bodies , which had failed to oversee improvements in
paras tatal  financial management.  U ndertaking privatisation within the s ame i nstitutional
framework was tantamount to a ccepting change without serious commitment.

As  a result, 13 years later pri vatisation resulted in only 35 transacti ons being completed
between 1980 and 1993. This does  not compare with the fact that the new government
concl uded 9 pri vatisations i n 1996 a lone.  I n a period of five years  (1996 - 2001), the new
government had concluded 44 privatisations, raising a total of $1.2 billion.

Thes e results suggest that change of political guard in Malawi i n 1994 brought fresh attention to
a public sector reform prog ram. The new government embraced an economic agenda based
on the premise that pri vatization requi red an end to distrustful politics.  By advancing political
freedoms of expressions , an end to human rights abuses and also free enterprises  the
atmosphere for  distrust dissipated while the philosophy of government shifted from obstructive
regulati on to demonstration of authority and political  will to incentivize free enterprise.

The new government advanced the view of Adam Smith that the state is "a spectat or t hat
steps in to correct the actions of the private sect or when it commits errors of  commission or
omission".  Thes e new beliefs about reduced size and role of the public s ector epi tomize the
contrast between the Malawi an old and the Malawian new.

The chan ged role of the public sector in Malawi i s aided by the fact that the government is
moving towards  market li beralization to eliminate price distortions caused by subsidization and
price controls.  Unrealistically low interest rates  that provided cheap cred it to the public sector
have been replaced by market - determined rates that aim to allocate capital in accordance
with the marginal efficiency of capital. Prudential rules are also in place to limit concentrated
borrowing by enterprises  endowed with enormou s collateral.

Government withdrawal from the banking system has ended the system of directed credit

thereby making more financial resources  accessi ble to the private sector. I n respons e to the

advent of free and fai r competition in the banking sectors, t here is  increased and diversified

development of financial instituti ons. Potenti al long term gains point towards  more fi nancial

deepening and competitive lending.

Exchange rate liberalizati on has  also eliminated implicit subsidi es on imports that encourage d

inward looking industry. A range of incentives for export industries and realigned currencies are

encouraging development of domestic resource based industries targeting the export market.

Having raised the domestic opportunity cost of importation, curre ncy values determined by the

market is contributing to slower net growth in external debt. The problem of capital flight has

been arres ted.

The government has also undertaken the tas k of dismantling discriminatory tariffs that

amounted to pi ggy backing of i nefficient enterpris e. Trade liberalization is ending the captivity

of domestic markets, thus presenting the cons umer with choice and the benefit of pri ce

competition. I ndustrial liberalization has also archived requi rement for industrial licensing for

ne w entrants.

The new regime also has public expenditure choices defined with a growth - orientation,

focusing on its contribution to national savings, expenditure on infrastructure, incentives to

invest and cleaning up of the remaining public debt between ent erpris es and banks.

Generally, public expenditure choices are becoming more market - ori entated, undertaken like

private investment with cost - benefit analyses done prior to i nvestment. An i ncreasing share of

expenditure is also being devoted to health and ed ucati on.

However, despite all the energi es  di rected at economic reform, the new government is facing

seri ous  difficulties associated with dow nsizing of government. The end of subsi di zation of

enterprises means that disguised unemployment is manifesting it self into widespread

joblessness . Reversing these measures , at the i nstigation of political activists and interest groups

fiercely oppose many of these measures, means that budget deficits re - emerge and

government remains trapped in the vicious ci rcle of s tabilizing the economy i n the face of

declining foreign aid res ources.

The tax system has also failed as the economy embarked on the transi tion to market -

orientation. The revenue collapse owes to incompati bility of the old taxation system with a new

market - based economy. Privatization means that the state is faced now with millions of

individuals and privately owned enterpris es while liberalization of prices and wages  to market -

determined levels means that the s tate is no longer be fi rmly in control of the tax base.

High inflation that accompanies li beralization also undermines profits of enterpri ses, hence less

taxable income. Since the ons et of market reforms  the private sector has become larger and

difficult to tax. Financial reforms also mean that the s tate had to s ell off corporate control of

the banking sector to private interests. I t is therefore becoming cumbersome to levy
withholding taxes without requisite information.

There i s also risi ng disagreement over the policies of the IMF requi ring govern ment to reduce
expenditures sufficiently so that budgetary s urpluses should allow the state to mobilize savings
in the private sector, provide resources for pri vatization and allow the banking sector to foster
private investment. However, demands of the de velopment program in Malawi are so
imperative that deficit monetisation is inevitable under conditions of inadequate donor
funding. Stabilizing the economy demands high interest rates that are hurting private sector
institutions.

The reality remains that utopi an expectations of the pubic sector driven political economy
have systematically disintegrated. The less on for the new economic regime in Malawi is to
promote more rational management of economic forces and also allow the classical liberal
tradition o f individualism, free markets and limited government to prevail.

References

Adamolekun, L. (ed.) (1999) Public Administ ration in Africa: Main Issues  and Selected Country

Studies , Wes tview Press: New York.

Adamolekun, L. and A. M vula (1999) `Malawi´, i n L. Adamolekun (ed.) (1999). 17

Ag enor, M and P. Montiel (1996), Development Macroeconomics, Longman

Bardhan, P. (1997) `Corruption and Development: A Review of the Issues´, Journal of Economic

Literature , Vol. 35: 1330 - 46.

Bloom, D.E. and J.D. Sachs (199 8) `Geography, Demography, and Economic Growth in Africa´,

Brookings Papers on Economic Activity Vol.2: 207 - 95.

Collier, P. and J. Gunning (1999) `Explaining African Economic Performance´, Journal of

Economic Literature Vol. 37, N o.1.

Goldsmith, A. A.  (2000 ) `Si zing up the Af rican State´ Journal of Modern Af rican Studies , Vol. 38,

N o. 1: 1 - 20.

I LO/DPM T (1989) Malawi Com prehensive Human Resources St udy , I LO : Geneva.

Kaluwa, B. and J. Musila (2000) `Pro - Poor Budgeting in the Social Sectors, Efficiency or

Uninf ormed Patronage: Some Answers from Malawi´ (unpublished), Dept. of Economics,

Chancellor College: Zomba.

Lienert, I . and J. Modi  (1997) ` A Decade of Civil Service Reform i n Afri ca´ IMF Working Paper

97/179, IMF: Washington DC.

Lungu P.R. and J. L. Mugore ( 1999) Review of the Action Plan for Civil Service Ref orm Part 1 ,

Malawi Government, Office of the President and Cabinet: Zomba.

Malawi Government (1998) Economic Report 1998, B udget Document N o. 4 , Ministry of

Fi nance and Economic Planning: Zomba.

Malawi G overnment, (2000) Malawi Int erim Poverty Reducti on and Growth Strategy Paper ,

Ministry of Finance and Economic Planning: Zomba.

Malawi Government and World Bank (2000) Malawi: Public Expenditure Review (Draft Report)

Malawi Government: Zomba.

Manning, N. R . Mukherjee and O. Gokcekus (2000) Public Officials and t heir Institutional

Environment: An Analytical Model f or Ass essing the Im pact  of Institutional Change on Public

Sector Performance , World Bank: Washington DC.

Ministry of Finance and Economic Planning  (2000) MTEF Phase Two: Consolidation and

Revitalization: Overview of Plan of Action , Ministry of Finance and Economic Planning: Zomba.

Moll, P. (2000) `Ag riculture Sector Review´, i n Malawi: Public Expenditure Review (Draft Report )

Malawi Government: Zomb a and World Bank: Washington DC.

Msosa, C .P. (1998) `Public Sector Reform´ (memo), Department of Human Resource

Management and Development, Government of Malawi: Zomba.

Mugore, J. (1997) `Public Sector Reform in Malawi´, unpublished report for UNDP, Lilong we.

Mutahaba, G. , R B aguma, and M  Halfani (1993) Vitali zing Af rican Public Administ ration for

Recovery and Development , Kumarian Press: Connecticut.

Oluwo, B. (1999) `Redesigning Afri can Civil Service Reform´, Journal of Modern African Studies ,

Vol. 37, N o .1: 1 - 23, 18

Prendergast, C. (1999) `The Provisions of I ncentives in Fi rms´, Journal of Economic Literature 37,

7 - 63

Pri or, F. L. (1990) The Political Economy of Poverty,  Equity and Growt h , Oxford University Press:

Oxford.

Reinikka, R. (2001) `Recovery in Service Delivery: Evidence from Schools and Health C enters´, i n

R. Reinikka and P. Collier (eds.) Uganda´s  Recovery: The Role of Farms,  Firms and Government ,

World Bank: Washington DC.

Schacter, M . (2000) `Sub - Saharan Af ri ca: Lessons from Experience in Sup porting Sound

Government´ ECD Working Paper Series N o. 7, World B ank: Washington DC.

Schacter, M. (2001) `The Heart of the Matter: Donors, Development Assi tance, and Public

Sector Reform´, Policy Brief N o. 10, I nstitute on Governance: Ontari o.

Tanzi , V. (1 998) `Corrupti on Around the World: Caus es, Consequences, Scope and Cures ´, IMF

Staff Papers Vol. 45, N o. 4, December.

Tanzi , V. (2000) `The Role of the State and the Quality of the Public Sector´, IMF Working Paper ,

00/36

UNDP (2000) Decent ralized Governan ce in Malawi: Final Assessm ent Report , Department of

Rural Development, B anda College of Ag riculture, U niversity of Malawi: Lilongwe.

Van Rijckeghem, C. and B. Weder (1997) `Corrupti on and the Rate of Temptation: Do low

Wages in the Civil Service Cause Cor rupti on?´ IMF Working Paper 97/93.

Wescott, C. (1996) `Civil Service Reform: Lessons from Afri ca´ in Civil Service Reform in Sub -

Saharan Africa,  Analysis and Policy Document , UNDP: New York.

World Bank (1994) `Malawi Civil Service Pay and Employment Study´ , Report N o. 13071 - M AI ,

World Bank: Washington DC.

World Bank (1997) Worl d Bank Developm ent Report : The State in a Changing Worl d,  Worl d

Bank: Washington DC.

World Bank (2000) African Economic Indicators , World Bank: Washington DC.

Nayar, Baldev Raj  (1997) , N ationalist Planning for Autarky and State Hegemony: Development

Strategy Under N ehru, I ndian Economic Review,  Vol, 32, N o 1 (January 1997), pages 3213 - 38

Thoryk, R. E. (1998).  Exploring the i nterface between two cultures. I n Thoryk, R. E. &  Roberts, P.

N. Hegem ony Dismantled or Hegemony Dis guised? (Pp. 7 - 57).   New York &  Toronto:  Legas