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Abstract

It has been noted worldwide that there has beestautial change in the banking industry
which has necessitated the changes in bank regigasind supervisory approach. These
changes are also applicable in Malawi. Malawi hasegsed an increase in the number of
banking institutions from two in the 1980s to eleva 2008. Likewise there have also
been changes in regulations and supervisory apprivacesponse to the changes in the
banking system. Reforms in bank regulations anesigion are carried out in order to
keep pace with changes in banking system and tmowephe effectiveness of the banking
supervisory process. In the case of Malawi, thangks in regulations included the
revision of the Banking Act and the Reserve Bank iAc1989, introduction of various
regulations (directives) such as the Asset Clasgibn, Large Exposure, Minimum
Capital Ratios and Liquidity Reserve Requiremenii@®3. In the case of supervisory
approaches, the Reserve Bank of Malawi introducéd1EL in early 1990 and Risk

Based Supervision approach in 2008.

This research has investigated the relationshipvdmt the reforms in regulations and
supervisory methodologies on one hand and the eaioce of banks in Malawi on the
other hand. In addition, this study has assessedirtipact of bank regulatory and
supervisory reforms on the performance of the bapldystem. The performance of

banking system was looked at in terms of profitghiefficiency and stability.

The study was based on qualitative and quantitaiate obtained through exploratory field
research. It covered the period between 1990 @68 8uring which the country witnessed
changes in the number of banks and regulatory @snghe research covered nine banks

which had been in operation for more than a yeat 8" December 2008.

Based on the empirical analysis of the impact efrégulatory and supervisory reforms on
performance of banks, it is evident that the restid not skew on positive impact only but
also negative impact. This means that there wides liisis to comfortably conclude that the
performance of banking institutions have been padit impacted by the regulatory and

supervisory reforms.

vi



The conclusion drawn from this study is that thiemas in the regulations and supervision
of the banking system had both positive and negatiwact on the performance of the
overall banking system in terms of profitabilitffieiency and stability. This suggests that

the changes were still insufficient to provide tlesired level of positive impact.
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Chapter 1  Introduction

1.1 Background

Banking institutions play a crucial role in the romy of a country. They are
principal depository institutions of public savingsd operators of the nation’s
payments system. They channel financial resources individuals and companies
with surpluses to those whose resources are iridefln so doing, the banking
system helps those with insufficient financial n@s®s to acquire investment
capital that is critical for the growth and devetggnt of an economy. It is for these
reasons that the banking business is regulated@pervised. The regulation and
supervision is aimed at fostering financial st&p#ind soundness and protecting the
interest of depositors and other creditors. Theuleggry function is the
responsibility of governments and is undertakerough central banks or state

regulatory agencies.

In the case of Malawi, banks are regulated andrsigesl by the Reserve Bank of
Malawi (RBM). The Reserve Bank of Malawi is empoeat by the Banking Act

1989 and the Reserve Bank of Malawi Act 1989 to reguland supervise the
conduct and operations of banks and other finamesitutions in Malawi. Section

14(1) of the Banking Act 1989 provides that:

....the Reserve Bank of Malawi shall supervise the bamid financial institutions
specified in the Schedule and such supervision sliralto protect the interest of
present and potential depositors and other creglitaith regard to solvency,
liquidity and profitability of such institutions dnto their maintaining sound

banking practices.

! During the period of writing this dissertation, Parliainéad passed the revised Banking Act
2009.



Further, Section 4 of the Reserve Bank of Malawi A889 also provides for
principal objectives of the Reserve Bank of Malawiich among others include
promoting a sound financial structure in Malawicluding payment systems,
clearing systems and adequate financial servicds@isupervise banks and other

financial institution<.

1.2 The Malawi banking system

The composition of Malawi’'s banking system as atehd of December 2008 is as
shown in Table 1.1. The number of banks has ise@#&o eleven from two before
the Banking Act was revised and promulgated in 1988e number of banks has
for a long time been predominantly monopolised bhg two commercial banks;
National Bank of Malawi and Standard Bank of Malajpreviously known as
Commercial Bank of Malawi). The status changedhia early 1990s following
amendment of the Banking Act 1965. The amendedti#aitwas enacted in 1989
removed the entry barriers to the banking secldms, following this removal, the
country witnessed the entry of other banks (bottall@and foreign owned) in the
banking system. Some of the new entrants inclidathwi Savings Bank, NBS
Bank and Indebank which were financial institutigmeviously registered under

different legal frameworks.

2 Section 4 of the Reserve Bank of Malawi Act 1989 providesia10 principal objectives of the
Reserve Bank of Malawi. Some of them are, to issudl legaer currency in Malawi, to act as
banker and advisor to the Government, to promote a money and caguiket in Malawi, to act as

lender of last resort to the banking system, to promote dewelaipin Malawi, among others.



Table 1.1 The Malawi banking system

1 The Reserve Bank of Malawi

2 National Bank of Malawi

3 Standard Bank of Malawi

4 First Merchant Bank

5 Malawi Savings Bank

6 NBS Bank

7 Indebank

8 Nedbank

9 Ecobank

10 Opportunity International Bank of Malawi
11 FDH Bank

12 International Commercial Bank

At the top of the banking system is the ReservekBdMalawi. It was established
in 1965 under the Act of Parliament to undertakeumber of varied functions as
provided for in Section 4 and 14 of the ReservekBainMalawi Act 1989 and the



Banking Act 1989 respectivefy. As shown above, one of such objectives is to

supervise banks and other financial institutions.

Standard Bank (formerly known as Commercial BankMaflawi) and National
Bank of Malawi (NBM) are the oldest banks in Malawhey were incorporated in
1969 and 1971 respectively under the Banking Aé519The founder shareholders
of Standard Bank were Malawi Development Coopenafi@lDC) (20%), Press
Holdings Limited (20%) and Banco Pinto Sotto May®@%). National Bank, on
the other hand, was incorporated when the StanBarmk and Barclays Bank
D.C.O both of South Africa with operations in Malaagreed with Malawi
Government to create the National Bank of MalAwThe government effectively
owned these banks either directly or indirectlyrdtilgh Statutory Corporations)
until towards the end of 1990s when the governntieok a policy decision to
privatise its shares in these banks. Howevergtivernment still has some indirect
influence in these banks through Press Trust/P@&sgporation in which the
Government has a say. As at"@ecember 2008, the shareholders of Standard
Bank were Stanbic Africa Holdings Limited of Sou#irica (60.18%), NICO
Holdings Ltd (20.08%), Old Mutual Life Assurance r@oany Ltd (4.63%), Press
Trust (2.30%), Standard Bank Pension Fund (2.05%d)the public (10.76%); and
NBM'’s shareholders were Press Corporation Ltd k) Old Mutual Group
(24.83%), members of the public (22.03%) and engesy(1.41%).

First Merchant Bank (FMB) is the first privately oed bank to be granted a
banking license under the Banking Act 1989. It wWesnsed in November 1994
and commenced banking operations in June 1995. bain& was listed on the
Malawi Stock Exchange in 2005 which eventually léal changes of its

shareholding to Zambezi Investments Ltd (44.94%jsBury Holdings (22.47%),

Prime Bank Ltd, Kenya (11.24%), Prime Capital amddit Ltd, Kenya (11.24%)

and the general public (10.11%)

% See note 1 above

* Source: http//www.natbank.co.mw



Other privately owned banks include Ecobank (prasip known as Loita
Investment Bank), Opportunity International BankMélawi (OIBM), FDH Bank
and International Commercial Bank (ICB). Ecobar&swirst granted a banking
license in 1998 and it was wholly owned by Loitapa Partners International
(LCPI) of South Africa, until 2008 when the majgrghareholding was taken over
by Ecobank Transnational Incorporated (86.61%) i@l remaining with 13.39
percent. OIBM is owned by Opportunity Transforratilnvestments USA
(53.7%), Opportunity Microfinance Investment Ltd UK20.3%), Africap
Microfinance Fund Ltd (19.8%) and Trust for Tramsfiation (6.2%). It was
granted a banking license in March 2002 and comegbanking business in May
2003. FDH Bank was licensed to conduct bankingness in January 2008 and
commenced its business in June 2008. It is wholined by FDH Financial
Holdings Ltd. ICB, owned by ICB Global Financialoldings of Malaysia
(99.99%) and Lee Ooi Kim (0.01%) was licensed ineJ2008 and commenced its

banking business in December 2008.

The banks which were previously registered und#ergint statutes and are now
licensed under the Banking Act 1989 include INDBbahNEDbank, Malawi
Savings Bank and NBS Bank. INDEbank was estaldisime 1972 under the
Companies Act and transformed into a commerciakhbamder the Banking Act
1989 in 2001. In 2005, Trans-Africa Holdings of Mitius and Press Trust
acquired 41.38 percent and 30 percent respectivelie ADMARC holds 25.67
percent and employees 2.95 percent. Nedbank (fbrrif@ance Corporation of
Malawi and then Fincom Bank), was established in619nder the Companies Act
and wholly owned by ADMARC. It was transformedara bank in 2000 under the
Banking Act 1989. The bank is now 97.2 percent edvby Nedbank Group Ltd
through its subsidiary, MN Holdings. The remaini2g8 percent interest is
attributable to an Employee Share Ownership Plaadaii Savings Bank (formally
Post Office Savings Bank) was initially establishedl968 under the Post Office
Savings Bank Act No. 40 of 1967, Chapter 44:03heflaws of Malawi (Sibweza,
1991, pp. 172). In 1995 the institution was regesdeunder the Banking Act 1989.

Currently, it is the only bank which is wholly owshdy the Malawi Government.



The NBS Bank (formally known as the New Buildingcty) was incorporated
under the Building Societies Act 1964 in Februa®g4. It was registered as a bank
under the Banking Act 1989 in 2004. Currently sh@reholders of the NBS Bank
include, NICO Holdings Ltd (60%), the public (30%hd National Investments
Trust Ltd (10%)

1.3 Bank regulation and supervision in Malawi
1.3.1 Background to Bank regulation and supervisicn Malawi

The function of regulating and supervising banksMalawi was established in
1975, under the Banking Act 1965, to actively monitarious aspects of banking
operations, promote a viable and sound financraicgire and ensuring efficient
foreign exchange use and management for produgtivposes in the country,
among other responsibilities. Prior to 1975, thevas no clearly defined
supervisory function at the Reserve Bank of Malalthough it was charged with
the responsibility of ensuring that there existgable financial system through the
promotion of monetary stability and sound finanatlcture in the country. The
interaction between the banks was characterisednbgmicable and consultative
approach. Thus, direct moral suasion was the dambiofficial practice. This was
possible because there were only two banks whast, leharacter and operations

did not warrant official intrusion.

1.3.2 Reforms in bank regulations and supervision

The direction of regulation and supervision of bagksystems worldwide has
undergone a substantial change. This follows claimgéhe banking system. The
banking system has changed in terms of the nunadfdranks and the products they
are offering to their customers. The coming inrdbrmation and Communication
Technology (ICT), for example, has opened new agsrfor financial products
innovation in the banking industry. According tchani et al. (2003, p. 4)



technology is considered as a phenomenally impbragine of change in the
banking system. They further pointed out that tids been used to fundamentally
change the delivery and conception of banking sessisuch as the Automated
Teller Machine (ATM). Sahajwala and Bergh (20001p noted that innovation,
deregulation and globalization in banking have dbated to making banking

business more complex and potentially risky.

The changes taking place in the banking sectordwmade are also applicable in
Malawi. The country has witnessed an increasénénnumber of banks and also
changes in the types of products offered. The mumob banks has gone up from
two in the 1980s to eleven in 2008 During the same period, some existing
products have been improved upon while new one® Heeen introduced. The
banks are now offering electronic banking (e-bagkiservices such as ATM and
mobile banking in addition to their traditional pkects of mainly accepting

deposits, granting credit facilities and dealinddreign exchange.

It is evident that these changes have posed clgaketo the bank regulatory and
supervisory approaches. Thus, the changes inrtedial landscape have in a way
undermined traditional approaches to bank reguiagiod supervision. Sahajwala
and Bergh(2000, p. 1) observed that the changes in bankirsinbss present new
challenges to bank supervisors with respect to streicturing of on-going

supervision. In response to the changes in thekibgnsystems, supervisory
techniques are also changing around the world aaldwM is not an exception. In

the case of Malawi, the reforms in bank regulatistasted with the revision of the
legal framework as it is considered essential flmotive regulation and supervision
of the banking system. This involved the revisidrboth the Banking Act and the
Reserve Bank of Malawi Act and became effectivel®89. The revised legal

framework gave the Reserve Bank of Malawi a widenizon of operations and its

® The Banking Act 1989 provides a list of banks that were intende before new banks were
licensed. These are National Bank of Malawi and CoroimleBank of Malawi (now Standard
Bank) and the Register of Banks that can be obtained fronRélserve Bank of Malawi (Bank
Supervision Department) provides the updated list of bap&sating in Malawi.



supervisory responsibilities extended to cover ofir@ncial institutions such as
leasing companies. The amended laws also manttad®eserve Bank of Malawi
to start issuing regulations in the form of direeti/guidelines in order to guide the
banks in their operations. In 1993 the RBM camenith regulations (directives)
on lending, Minimum Capital ratios and Liquidity $&ve Requirements, among
others Supervisory reforms have been in terms of CAMEInd Risk-Based

Supervision.

The Basel Committéeon Bank Supervision also plays a role in the reiguy and
supervisory reforms. It provides a forum for regutooperation between its
member countries on supervisory matters. Its wadgective has been to improve
supervisory undertakings and quality of banking esuigion worldwide by
improving the effectiveness of the techniques faopesvising banks and setting

minimum supervisory standards.

The main aim behind these reforms is to improveefifectiveness and efficiency of
the supervisory process in order to ensure a samadstable banking system; a
requirement for the financial system. The stabitit the banking system needs to
be preserved since failure of one or more banks le&y to contraction of money

supply, failure of the payments system and a sedistecation of the real economy.

® CAMEL is the type of supervisory methodology used to evalbanks’ performance. Banks are
evaluated on the basis of five critical dimensions regatintheir operations and performance. It is
referred to by its component factors. These @apital, Asset qualityM anagementEarnings and
Liquidity. It is seen to reflect the financial performanfeancial condition, operating soundness and
regulatory compliance.

" Basel Committee on Banking Supervision was establish@dcammittee on Banking Regulations
and Supervisory Practices by the central bank Goverridhe @&sroup of Ten (G10) countries at the
end of 1974 in the aftermath of serious disturbances inmiienal currency and banking markets
(notably the failure of Bankhaus Hertstatt in West Germahlge committee members now (2007)
include Belgium, Canada, France, Germany, Italy, Japaremburg, the Netherlands, Sweden,
Switzerland, United Kingdom and United States. Coungiiesrepresented by their central bank and
also by the authority with formal responsibility farudential supervision of banking business. (Read
more on history of Basel Committeevavw.bis.org)



Llewellyn (2006, p. 5) pointed out that a stable afficient financial system has a
potentially powerful influence on a country’s ecamo development. Ahmad
(1992, p. 2) supported this position when he ntihad a strong and sound banking
system is a conduit to a vibrant economic base avitiigh level of savings. Vittas
(1991, p. 3) reinforced the need to regulate bamken he stated that financial

intermediaries need to be subjected to extensiya@aton.

1.4 Research problem

Malawi has witnessed changes in the financial leape since the early 1990s.
There has been entry of new players in the bankiystem as a result of
liberalization of the economy and amendment of Blamking Act in 1989. The
banking products have also increased. Consequtt@lypanking supervision and
regulation approaches have also changed in ordenaimtain the stability and

soundness of the banking system.

However, it is not known whether Malawi has a soand stable banking system.
It is not clear whether the changes in the banklegign and supervision are timely
implemented for the maintenance of stability arfitieincy in the banking system.
The understanding of the impact of these changeerg important especially at
this time when banks are taking many risks. Initaaig the new banking products
that have flourished in the banking industry foliog/the substantial development

in ICT also pose some risks to stability of the khag system.

It is not known whether regulatory and supervisogjorms are appropriately
aligned to the changes in the banking systems #iso not known whether or not
the reforms in bank regulation and supervision haveositive impact on the
performance of the banks in Malawi. In this regatrds important that the impact
of the reforms in regulation and supervision onghdormance of banks in Malawi

be evaluated,; this is the focus of this report.



1.5 Research objectives

This research study investigates the relationstdpvéen the reforms in bank

regulation and supervision and the performanceaokb in Malawi.

1.5.1 Overall objective

The main objective of the study is to assess thpagn of regulatory and

supervisory reforms on the performance of the bamkéalawi.

1.5.2 Specific objectives

Specifically, this research study seeks to:-

» Evaluate how the reforms in bank regulation andestpion have

affected the banking system performance in Malawi.

» Assess if bank regulatory and supervisory reformgehcontributed to

the efficiency of banks in Malawi and banking syst&tability.

1.5.3 Research questions

In relation to the objectives above, the reseatatysaims to answer the following
main research question that has emanated from mefdn regulations and

supervision:

 What is the impact of banks’ regulatory and supemyi reforms on the

performance of banks in Malawi?

Below are the subsidiary research questions:

» Have these reforms improved banking system stafliMalawi?

10



» Have the reforms in bank regulation and supervisimught about banks’
efficiency and profitability?
» Is there any relationship between banks’ perforraagied bank regulatory

and supervisory reforms?

1.6 Research methodology

In order to study the impact of reforms in bankulagon and supervision on the
performance of banks in Malawi, the research stwdg based on nine banks in
Malawi. These are banks which operated for a gesfanore than 12 months as at
the end of December 2008. The research used data Both primary and

secondary sources. Primary data was obtained throggestionnaires and
interviews while secondary data was collected friirea banks’ audited annual

accounts.

In order for the above research questions to bevexresl, the data gathered was

analysed using both quantitative and qualitatiyeregches.

1.7 Significance of the research

It has been noted that despite regulatory and sigoey reforms taking place
worldwide, there are still reports of bank failureRecently, the United States of
America had to bail out major troubled banks follogvthe failure of Lehman
Brothers Limited (September 2088)Thus, banks are still failing despite reforms in
bank regulations and supervision. It is therefprestionable as to whether reforms
in bank regulations and supervision help in maimtaj financial system stability in
a country. It is also not known whether the sitratvould have been worse had
there not been any changes in bank regulation @pelrgision. In addition, it is not

known whether bank regulation and supervision év@nting banking systems from

8 More on this is provided at: http:/news.bbc.co.uk/go/ptZithi/business/7615931.stm

11



systematic failure. This is echoed by Barth, et(2008, p. 1) who wondered
whether there is a high degree of regulatory resoimdeveloping countries which

can minimise bank failure.

Bearing in mind the negative impact of an unstdioiencial system, it is important
to know whether countries such as Malawi apprediageneed for reforming their
bank regulatory and supervisory approaches as steghjby the IME and the Basle
Committee on Banking Supervision. These intermatid®odies are on a continuous
basis developing broad supervisory standards amttlines. It is yet to be found
whether the best practices advocated by thesenattenal agencies are the best
ones for promoting well functioning banks in Malawt is not known whether the
banking system in Malawi that appears to be stéd#spite closure of one bank in
2005) is due to the bank regulatory reforms or hgeyg chance. Accordingly, it is
not clear what type of financial system Malawi abbhve if there were no reforms

in bank regulation and supervision by the ReseekBf Malawi.

In addition, it should be appreciated that the thehthe justification of reforms in
bank regulation and supervision is the need togovesa sound and stable financial
system in the wider interest of ensuring the smdotictioning of the economy. It

remains to be researched whether this is beingaeti

It is also noted that not many studies have beeiedaout regarding the impact of
regulatory and supervisory reforms on the perforeant the banking systems. To
the best knowledge of the researcher, the studieslucted are on either bank
regulatory reforms only or focused on performantéanks only. In addition,

studies conducted by Barth et al. (2008) in ‘Bagksystems are changing: for
better or worse’, which covered many developed @ntloping countries did not
cover Malawi despite the fact that the country bgaally experienced reforms in

bank regulation and supervision and changes iméiadlandscape over the years.

° Most bank supervisory documents by IMF can be foundat.imf.org
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This study is therefore significant as it will ddtah whether the bank regulatory
and supervisory reforms have any impact on theop@dnce of banks in Malawi.
In the case of positive impact, the regulator wdeedin a better position to enforce
the regulations on the banks. Conversely, the adgulwould take appropriate

action to discontinue the application of the retjotain the case of negative impact.

1.8 Scope and assumptions

The study covered the period from 1990 to 2008.s Taccommodated the
assessment of the impact of reforms in regulataoms$ supervision on the banks’
performance from the time Malawi experienced noklb@gulatory reforms and had
only two banks to the current position where theawe been reforms in bank
regulation and the number of banks has increasesleteen. This research has
covered nine banks. These are the banks thathessein existence for more than
12 months as at $December, 2008.

This research will provide an important input te tiegulators in Malawi and other
countries as regards the importance of implementgigrms in regulations and

supervision and the timeliness of implementingsame.

1.9 Limitation

The study is limited to the assessment of the immdcbank regulatory and
supervisory reforms on the performance of banks liage been in operation for
more than 12 months period as at the end of Dece0fi8. In view of this, the
results and conclusions drawn cannot be taken tanntieat all banks would be
affected the same way. In addition, this rese@dimited in that the impact of
economic conditions on the banking system wouldoeoisolated. Thus, the results
could not be specifically attributed to the regoigt reforms since economic
conditions also contribute to the performance ofiksa Considering that the

regulatory and supervisory reforms are continuotiaking place, the results and
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conclusions on the impact on banks’ performancevdria this research cannot be
generalised into the future.

1.10 Ouitline of the study

This research is divided into six chapters dealuitty specific but related issues as

follows.

Chapter 1 provides the background to the studyrekearch problem, significance
of the research, the objectives of doing the sttiiy,scope and assumptions of the

research and its limitations.
Chapter 2 covers the conceptual framework of thdyst

Chapter 3 presents literature review. It amongiothings gives the definition of
reforms and explores the impact of such reformgherperformance of banks. The

performance is looked at in terms of efficiencygfability and stability.

Chapter 4 provides the methodology used in the ystitluding research

instruments used and briefly explains how the Hatabeen analysed.

Chapter 5 presents the analysis and discussioneofesults of the research. The

results are discussed based on data collectedwssthe research objectives.

Chapter 6 gives the summary and conclusion of thedys including
recommendations based on the findings. Areasuftinér research are also given at

the end of this chapter.
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Chapter 2 Conceptual Framework

2.1 Introduction

This chapter introduces variables used in thisae$e The study was undertaken
on the premise that performance of banks can lextefi by the regulatory and
supervisory methodology applied by the Reserve B#rialawi. The reforms to
such approach can have an impact on the performainbanks. The literature
review has identified the regulations and supemisas independent variables and
performance aspects of banks as dependent variaBlesse variables have been

discussed fully in Chapter 3.

2.2 Independent and dependent variables

The Figure 2.1 below provides an overview of indefet and dependent
variables. Basically, the figure depicts that perfance of banks relates to two
major categories of the perceived independent bi@sanamely regulations and
supervision. The performance of the banking syste&pends mainly on the
regulatory and supervisory methodology. The dioectof banks’ performance

depends on the strength of regulations and hovelgldke banks are monitored.

The regulations are rules given to banks to foliowconducting their banking
business. The banks are therefore required to lyomigh the bank regulations
issued by the Reserve Bank of Malawi. It is bedgvhat banks which operate
according to the regulations end up improving theérformance. Likewise,
supervision provides means of monitoring banks’ gliemce to the regulations.
The monitoring process helps in taking appropnmagasures on banks which do not

comply with regulations.
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The dependent variables in terms of performancesidered in this study included
profitability, efficiency and stability. These afally examined under literature

review.

Independent variables

e
Regulations
- Regulatory framework
- Licensing
- Directives

Dependent variables
- Profitability

- Efficiency

-Stability

Supervision

- CAMEL
- Risk Based
Superyvisiol

Figure 2.1 Conceptual framework

16



Chapter 3 Literature Review

3.1 Introduction

This chapter reviews the literature on the bankilegry and supervisory reforms
and bank performance. Firstly, it gives the défini of reform and discussion of
the reforms in bank regulation and supervision ialdwi. The performance of the

banking system is also discussed in terms of pdafity, efficiency and stability.

3.2 Reforms in bank regulation and supervision

Reform is defined in Concise Oxford English Dicaoy (2002, p. 1204) as ‘make
changes (in something, especially an institutiopraictice) in order to improve it'.
From this definition, the bank regulatory and swusary reform can be construed
to mean changes to the bank regulatory and supeyvisiethodology aimed at

improving the way the banks are regulated and sigeat.

3.3 Bank regulation

Researchers have looked at regulation differentlyor example, Sharma and
Vashishtha (2007, p. 287) consider regulation aglyimg the establishment of

specific rules of behaviour. Casu et al. (20061¢1) defined regulation as the
setting of specific rules of behavior that firme aequired to abide by. These may
be set through legislation (laws) or be stipulaigdhe relevant regulatory agency.
From these definitions, bank regulation can be icemsd as the process of setting

laws, regulatory directives and policy statemelméd guide banking business.

The bank regulations are dynamic processes. Theg,keep on changing. In this
regard, the banking sector is required to be adgpt changes in order to remain

effective. There are many factors which lead tangfes in bank regulations. Chami
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et al. (2003, p. 9) highlighted the factors whiell to changes in bank regulations in
the 1970s and 1980s. Important factors listecuohedl deregulation of interest rates
and exchange rates, globalisation of banking bssirend advances in ICT. In
addition, Casu et al. (2006, p. 169) observed tila¢never there are financial
innovations (new financial products or servicestha market, they often call for
new regulation. In addition to the above reastwask regulatory reforms are in
response to public reaction to financial scandat®s. For example, in Nigeria, the
regulatory framework had to change following finahcrisis (Uche, 2000) and in
the United States of America the White House intoedl Financial Regulatory
Reform Plan in June 2009 following the financiakisr of 2008°  According to
Maimbo (2000, p. 293), the bank regulations in Bea, Uganda and Zambia were
outdated and inadequate. As such, they were pektelevant and needed to be
changed so as to suit current banking operatianghd case of Malawi, the bank
regulatory reforms were not due to any financiadisr They were in response to
the transformed economic and financial environmeamd in the context of the
Statement of Development Policies for the (19876)3fcade and also due to the

liberalisation of interest rates (Pelekamoyo, 1990)

On the other hand, the change in the bank regukti® also a way of trying to
effectively protect the banking system from devasta consequences.
Brownbridge and Kirrpatrick (2000, p. 5) observkdttthe bank regulatory reforms
in developing countries were also part of broaderg@mams of financial sector

reforms funded by loans from the World Bank.

The changes in bank regulation can take many famkjding introduction of new
laws, regulations and directives/guidelines or amneent of the current banking
laws and directives/guidelines. Mkulichi (1999,118) observed that the countries
in the SADC region had amended their ordinancegjlations and directives. In

the case of Malawi, the regulatory reforms stanéth the amendment of the

0 The plan is available attp://www.financialstability.gov/docs/regs/FinalReport bagsif
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Banking Act and the Reserve Bank of Malawi Act anttoduction of various

directives and guidelines.

3.4 Bank regulatory framework

Prior to regulatory reforms, there was no cleadfirted supervisory function of the
Reserve Bank of Malawi. The legal framework thead Hittle provision for

effective bank surveillance. However, the Res&ark of Malawi was responsible
for ensuring that there exists a sound financiatesy. The Reserve Bank of
Malawi’'s regulatory operations was guided by thenlBag Act 1965 and the

Reserve Bank of Malawi Act 1965. Ngoliwa (19982) reported that in Malawi,

the revision of the Banking Act and the ReservelkBainMalawi Act in 1989 was

aimed at creating a conducive regulatory framewtarkfoster competition and
prudential supervision of banks. The changes nklvagulation also contributed to
strengthening of the supervisory provisions gedogehrds safeguarding liquidity,
solvency and sound banking practices. In additibe,revised Banking Act 1989
empowers the Reserve Bank of Malawi to issue direstnecessary for bank
operations. As a result, the legal framework m®mwould go a long way towards
fulfilling the objective of strengthening the bamkgulatory and supervisory

approach.

3.5 Review on directives

Ngoliwa (1998, p. 38) defined a directive as a tentguideline issued by the
regulatory authority in order to facilitate the emgon of its policies. Thus, the
Reserve Bank of Malawi as regulatory authority @nks in Malawi has the

authority to issue directivEsand guidelines to banks. The issuance of direstiv

1 The details of the directives can be found at the Re&awk of Malawi websitewww.rbm.mw
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started in 1993 following the enactment of the BagkAct 1989 and the Reserve
Bank of Malawi Act 1989. Rashid (2003, p. 2) notbdt the Reserve Bank of
Malawi issued the directives with the view to emstinat banks conduct their
business in line with acceptable international déads. Since the time the Banking
Act 1989 came into force, the Reserve Bank of Malzas issued many directives.

Table 3.1 lists some of the directives issued.

Table 3.1 Some of the directives issued by the Rese Bank of Malawi since

1993
Type of Directive Year issued Name of the Directive

D0O2-93/MCR June, 1993 Minimum Capital Ratios fonBst
DO1-97/FX August, 1997 Foreign Currency Exposumits'

DO2-97/FXLR

August, 1997

Foreign Currency LendirggiB

DO1-05/CDD June, 2005 Customer Due Diligence fonk3aand
Other Financial Institutions

DO1-06/ASCL March, 2006 Asset Classificatidn

DO2-06/LAEX March,2006 Large Expostfe

DO4-06/TRP March, 2006 Transactions with Relatedétes

DO1-08/PID June, 2008 Premises Inspection

121t was first issued in August, 1995.

131t was first issued in 1993 as “Directive on Prudentiald@lines on Asset Quality for Banks”

)t was first issued in 1993 as “Directive on Credit Comeion for Banks”




The following discussion is on some directives Whibad major impact on

operations of banks.

3.5.1 Minimum capital ratios for banks

Capital is traditionally defined as net worth tieequal to the book value of assets
minus the book value of liabilities. It is one thie key factors to be considered
when assessing the safety and soundness of a baéhk. bank regulators view
capital as performing several important roles. Ng®l(1998, p. 37) outlined some
of the roles of capital to banking business. Thestude bearing of risks and
absorbing any unexpected losses caused by evéims within a bank’s control or
due to external factors. Alternatively, Llewellg2001, p. 333) looked at capital as
an internal insurance fund to cover risks (inclgdicredit risk) that cannot be
externally insured. Capital also serves as a fatiod for a bank’s future growth.
Thus, bank capital provides a financial ‘cushidmttenables banks to continue to
operate even when they are temporarily sustairusgels. At the end, the capital is
presumed to have maintained public confidence & fbundness of individual

banks and the banking system as a whole.

In this regard, the bank is required to maintaimiaimum level of capital at all
times. The need for the banks to maintain minintewels of capital against their
risk assets started with the Basel Capital Accordhe mid 1980’s (Alexander
2004, p. 6). The main aim was to build public cdefce in the banking sector.
Thus, before the 1988 Basel Capital Accord, thetabpdequacy requirement was
measured using the leverage ratio, (Caruana andiiiNa2008). Countries
developed different minimum leverage ratios rangfmgm 4.0 percent to 6.0
percent. The bank which met the required capéabrwas said to be meeting the
minimum capital requirement. Presently the leveragtio continues to be a

supplementary measure of capital strength.

The Reserve Bank of Malawi, as any other superyisothorities, also places an

increasing emphasis on capital adequacy. Like raopervisory authorities the
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leverage ratio was the main measure of capital smgg However, this measure
did not consider credit risk in its calculation.or@equently, banks could meet the
acceptable leverage ratio but failing to contagddrrisk exposure. In view of this,
the assessment of the bank’s capital adequacy talkeeaccount credit risk. This is
considered as one of the key factors for assesemgafety and soundness of the

banking system.

The Reserve Bank of Malawi in 1993 issued the diveccalled Minimum Capital
Ratios for Banks (NO.DO2-93/MCR) which is in linathvthe 1988 Basel Capital
Accord. A bank’s minimum capital standard is meadiwas a percentage of its core
or total capital to the sum of all its asset categoweighted by a standardized
weighting scheme (risk-weighted asséts)The directive prescribes the minimum
capital requirements ratios for banks in Malawvtisdts 6 percent and 10 percent for
core capital ratio and total capital ratio respast$i. Thus, a bank’s capital is
categorised into cot®and supplementary capital The bank whose capital ratios
are above the regulatory minimum benchmarks isidersd to have adequate
capital. Adequate capital base serves as a safdtyfon banking risks and as
foundation for a bank’s future growth and stabiliffhe banks are therefore obliged

to continually meet two capital adequacy ratioseand total capital ratios.

The Reserve Bank of Malawi issued this directivaniyato provide the basis for
measuring capital adequacy of banks. In additiomas issued as a compliance
with the requirements of section 15(2) of the BagkiAct 1989 and the Basel
Capital Accord (Basel 1) developed by the Baseh@ittee on Bank Supervision

5 This is provided for in both Minimum Capital Ratio Dirget issued by the Reserve Bank of
Malawi in 1993 and Basel Capital Accord 1988. Assets arengigl weight ranging from 0% to

100%. The risk-weighted sum of the bank’s assets becomdsrtbeninator for both ratios.

'8 Core capital (tier 1) consists of paid up capithhre premium, retained profits, 60% of year to
date profits (100% in the case of a loss) less unconsdidfatestment in financial companies.

7 Supplementary capital (tier 2) consists of revaluateserves and general provisions, when such

general provisions have received prior approval of treeRe Bank of Malawi.
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in 1988 . According to Godlewski (2005, p. 128¢ thain aim of Basel 1 was to
promote and achieve international convergence ahdstrd minimum capital
requirements. The directive therefore ensuresthiaks in Malawi maintain capital

standards recognised internationally as being priude

3.5.2 Large Exposure Directive

Lending can be looked at as granting or allowinghsone the use of a sum of
money under an agreement to pay back later widrést. The banking institutions
remain the most important source of credit supplyhie country. However, the
lending business exposes banks to credit fisk¥hus, a large exposure to a single
borrower or group of related borrowers or particihaustry or geographical region

is considered a common cause of banking failuresaally when they default.

In order to promote safety and soundness of th&ibgrsystem in Malawi, the
Banking Act (1989) and the Large Exposure Direcirevised in 2006) prohibits
banks from extending and or maintaining creditlfies to a single customer or
group of related borrowers when such credit facilg above 25 percent of the
bank’s core capital. However, the bank can extéarde exposure if it is
unconditionally guaranteed by the Government of aMalor it has prior written
Reserve Bank of Malawi approval. The direct impafcthis restriction is that the

maximum of each loan amount will be depended orethel of core capital.

Credit concentration limits have widely become dreffective bank regulation in
most countries. Studies conducted by Morris (20@Ypaled that most countries
set limits on large exposures for banks in linehvbtoadly applied international
standards. From a supervisory point of view, iBisimed at instituting sound
practice of credit diversification in order to spdethe credit risk. Thus, limiting the

exposure is one way of ensuring that losses indulbye any single borrower or

18 Credit risk is defined as the risk of loss due to boemwr counterparty failing to meet its

obligations.
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group of related debtors are not large enough ampair the soundness of the
bank. The aim is generally to maintain financiedbdity and soundness, since
default of one or more customers can adverselytaffee bank and eventually the
banking system.

3.5.3 Asset Classification Directive

Loan portfolio constitutes the major item on tha@lda balance sheet. As such it is
crucial that banks are guided on its treatmente dinective is concerned with the

quality of the assets of the bank.

The Reserve Bank of Malawi issued this directivstfin 1993 and it was revised in
2006 in order to provide standards for evaluathmgdquality of bank assets and the
adequacy of loan loss reserves. The directivesgingedelines to banks as to when
and how to make provisions for bad and doubtfuhoaThe main objectives of the
directive include, to ensure that banks are in @ropompliance with capital
adequacy requirements as called for in Sectionf i#8eoBanking Act 1989, and that
banks are quantitatively identifying their non-peniing credit facilities in line
with internationally recommended asset classiftca@nd provisioning standards.
Thus, the banks are assessed if they are makinguatke provisions for bad and
doubtful debts all the times. The directive alsswges that banks present balance
sheets and income statements that properly reftectfinancial impact of non-
performing credit facilities. Absence of the diree would lead to banks failing to
make adequate provisions. This is echoed by Rtwiz4990, p. 9) who noted that
most banks do not identify problem assets, estabiealistic provisions for

potential losses or suspend interest on non-peiforassets.

The philosophy behind the foregoing prudential otije is the need for banks to
recognise, in an accounting sense, problem asgaisibg a quantitative definition

of non-performing assets and then properly treah sissets with regard to accrual
of interest, classification according to ultimatglectability and to make adequate

provisions based on such classification. The meitiog of such non-performing
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assets stimulates debt collection efforts and Halgs reduce the possibility of loss

on such assets.

The coming up of this directive was also in linghwother supervisory authorities
worldwide who recognise that their effectivenesslépendent on the integrity of
balance sheets and income statements of banks wiastlt from proper

identification and accounting treatment of non-parfing assets. The Reserve
Bank of Malawi recognises that failure to set satdmdards can lead to fictitious
profits and misleading balance sheets. Poliza®8Q@, p. 9), in support of this fact,
stated that the balance sheet does not reflecbdah&’s actual condition and the

income statement overstates profits.

The directive also requires that all credits angpssed to be reviewed for purposes
of classification on at least a quarterly basifie banks are required to review their
credits in a systematic way and in accordance thigir own written policies and
procedures. Each “large exposure” shall be revieware an individual item basis.
Based on the review, each credit shall be inclusiedne of the classification

categories.

There is a need therefore for banks to systemBtiaad realistically identify their
problem assets and provide adequate provisionsoldoing, banking stability is

believed to be enhanced.

3.5.4 Foreign Currency Exposure Limits and ForeigrCurrency Lending Ratio

Directives

The Foreign Currency Exposure Limits (FX) Directivas first issued in 1994 and
revised in 1997 while the Foreign Currency LendiRgtio (FCLR) Directive
became effective on®1August 1997. The FX Directive was issued in ortier
establish prudential limits within which banks ntayld foreign exchange positions
so as to maximise a bank’s ability to conduct besinin a sound and viable manner

and for the convenience of its customers. It lslps banks to promote favourable

25



competition in the access to and availability ofefgn exchange. On the other
hand, the FCLR Directive was issued to provide asistent and uniform
mechanism whereby the Reserve Bank of Malawi mayrenthat banks adhere to

prudent liquidity management and lending practices.

3.6 Bank supervision

There is no universally agreed definition of sup@on. Several scholars have
come up with different definitions depending onitlsehool of thought. According
to Goodhart et al. (2005, p. 189), supervisionhie general observation of the
behaviour of banks. Jordan (2001) referred to sugien as the monitoring or
oversight function that takes place after reguietibave been passed and Mishkin
(2001, p. 1) considered supervision to involve goreent regulation and
monitoring of the banking system to ensure its tyafend soundness. Bank
supervision can also be referred to as ongoing tmng of banks and enforcement
of banking regulations and policies (Polizatto 19902). Cooper (1986, p. 32)
defined supervision as a process directed primatilyjonitoring bank(s) in order to

ensure that they comply with regulations and ddosttave imprudently.

From these definitions, bank supervision can broael understood as a process of
monitoring a bank’s compliance with various polgigeules and regulations on a
continuous basis. This monitoring process stamtedhe bank is licensed and has
commenced its operations. This is done througksitéf surveillance and on-site
examination. The process is undertaken on theipeethat it is a precondition for
bank stability, efficiency and profitability. Thusan effective supervision is
important for a stable banking system where bailr&ais not frequent and where

weak banks are turned around successfully befeseftil.

The Reserve Bank of Malawi, like most bank regutworldwide, supervises the
banks in Malawi through off-site and on-site supgon. Briefly, off-site
supervision is the minimum tool for ongoing supsiam. It involves reviewing and

analysing periodic financial statements (commontypwn as Call Reports) and
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other information received by the Reserve Bank aflawi relating to the banks’

activities. This provides an important complemémton-site examination by
providing early warning of actual or potential plers, (Polizatto 1990, p. 25).
On-site examination involves assessing banks an phemises. Thus, it requires
physical presence of the bank examiners at the .bBwking the visit, bank

examiners make an overall assessment of the bamgtitution. This process also
allows supervisors to conduct hands-on assessniequatitative factors such as
management capabilities and internal controls anathgrs, (Sahajwala and Bergh
2000, p. 3).

3.7 Supervisory approach

The supervision of banks has undergone changes twer. Initially, the
supervisory approach involved mainly protecting thdividual depositors since
funds from the public provide the resources for dperations of the financial
institutions. Then it focused on compliance. Thhe supervision then was aimed
at finding contraventions to banking laws, policirdes and regulations regardless
of materiality. Hotay (2008, p. 1) observed thairing this period the bank
examiners relied extensively on transaction testsugh as reconciling data,
counting cash and securities and other detailedkitg. The Reserve Bank of
Malawi had a similar approach where bank examinen® involved in work which
was similar to that of auditors. They were engageaong other functions, in cash
count. With the passage of time, the process wasd to be outdated and
irrelevant for the modern banking operation. Iawiof this, it was necessary to
keep pace with changes in the banking industry givbabout by ICT and financial
product innovation. This entailed changing theesuisory approach in order to
improve its effectiveness. Several countries had ctmnge their financial
supervision arrangement in order to build effectsapervisory capacity and
achieve economies of scale among others reasotigr(@ssiou 2006, p. 57). The
Reserve Bank of Malawi, like other bank supervisamridwide changed its

supervisory approach from traditional checklist rapgh of determining
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compliance with banking laws to the CAMEL ratingdamore recently Risk-based
supervision that is build upon a thorough undeditamof the bank’s business and

risk-management processes. These approaches are eisbessw.

3.7.1 CAMEL rating approach

The CAMEL rating system was first used in the USk 1979 as the Uniform
Financial Institutions Rating System. The CAMELratm represents the five
component rating factors used in the syst@apital, Asset qualityManagement
capabilities,Earnings andLiquidity. This is a supervisory methodology which
helps regulators in assessing a bank’s financiafopeance and operating
soundness under certain supervisory criteria. Bathe component factors is rated
on a scale of 1(strong) to 5 (unsatisfact@ty)A composite rating is assigned as an
abridgement of the component ratings and is takea prime indicator of a bank’s
current financial condition, (Sahajwala and Ber@0@, p. 8). The composite rating
also ranges between 1 (strong) to 5 (unsatisfactang also involves a certain
amount of subjectivity based on the examiners’ al@ssessment of the institution
in view of the individual component assessmentdfibiThis system helps the bank
examiners to identify banks that need supervistignéion such as increased off-

site monitoring.

The CAMEL rating system has been adopted for usmany countries. Malawi
adopted this methodology in the late 1990s. Us¢éhef CAMEL is widespread
because it is aligned with the Basel Committe€mre Principles for Effective

Banking Supervisian

9 The bank ratings assigned by the USA supervisory authorigeseated as the most significant

and reliable tool for assessing the financial conditioa b&nking institution.

%0 The scale to which CAMEL components are rated are:- amn§tr2=Satisfactory; 3=Fair;
4=Marginal and 5=Unsatisfactory. Thus any component rated ‘¢onsidered to meet supervisory
requirements and that it has minimal supervisory concerrth©®wther hand a rating of ‘5’ means

the component is critically deficient and presents an iranithreat to the bank’s viability.
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3.7.2 Risk - Based Supervision

Risk Based Supervision (RBS) represents a paradigift in bank supervisory
approach from the traditional rule-based, standerddi and point-in-time
assessments to a process-oriented, forward lookiogtinuous and risk profile
driven approach to supervision and regulation akisa Accordingly, it is aimed at
assuring a gqualitative and quantitative assessmieat bank’s risk profile. This
follows the quest to improve the effectiveness affttiency of the supervisory
process. In order to achieve best results, theoapp is based on a thorough
understanding of a bank’s business and its riskagament process. In this case,
the Reserve Bank of Malawi requires each bank épame a comprehensive Risk
Management Programme (RMP) tailored to its needb @rcumstances under

which it operates.

Hotay (2008, p. 8) defined the Risk Based SupamigRBS) as a supervisory
approach that is designed to identify activitiesl gmactices of greater risk to the
soundness of banks and accordingly deploying sigmeg resources towards the
assessment of how those risks are being managéxuiks. In conducting risk-

based supervision, assessment of bank’s performi@hkes into account, among
other factors, its risk management and ability tanage risks. The banks are
therefore expected to be more risk focused in thanking business in order to
ensure robustness, effeciency and effectivenessskfmanagement systems and
practices. Thus, the RBS approach promotes sounthgeanent of risks in an

individual bank which in turn contributes to stalyibf the financial system

In Malawi, the RBS methodology started in 2007 avab officially launched in
January 2009. The approach is therefore fairly teethie banking system.

3.8 Performance of banks

The banking sector is one of the most importantosedén an economy. As such the

need to measure their performance is very impart&he importance of adequately
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measuring the performance of banks has been resmmybly many regulators for a
long time (Ramanathan 2007, p. 137). Howeverrne$chave a profound effect on
the performance of the banking sector and its amte on a country’s
macroeconomic performance, (Bdour and Al-khoury&Qf 162). The banking
system performance can be looked at as how weksane performing in the
industry under different regulatory and supervisapproaches. This can be in

terms of profitability, efficiency and stability ang others.

3.8.1 Profitability

Profitability can simply denote excess of revenuwm®r costs. The bank’s
profitability level gives an indication as to hovelly in terms of profits, the bank is
performing. It is believed that the firm which psofitable is inherently efficient
and effective (Breton and C6té, 2006). Howeviee, fevel of net profit suffers
from one major drawback as it does not consider dize of the bank. This
therefore makes it hard to compare how well on&khsmoing relative to another
bank. In order to deal with this problem, profitéy ratios can be used. The basic
profitability ratios are the return on capital eoy#d (ROCE) and return on assets
(ROA). The ROCE measures accounting profitabifitym the shareholders
perspective while ROA measures how profitable assetve been employed,
(Ngoliwa 1998, p. 92). Another commonly used meassrnet interest margin
which is the difference between interest income amgrest expenses as a
percentage of total costs. For the purposes sfghidy, profitability performance

of the banking institutions is measured by usingd&Gnd ROA.

3.8.2 Efficiency

According to Neely et al. (2005, p. 1228) efficigns defined as a measure of how
economically the firm’s resources are utilized whaoviding a given level of
customer satisfaction. On their part, Mukherjeealet(2002, p. 122) looked at

efficiency as achieving competitiveness in the liagksector like never before.
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They further noted that the bank is consideredeadst competitive if it spends
equal amount of money on resources as others Harikgenerating high levels of
performance. It remains to be researched if bankéalawi are efficient following

the implementation of new regulatory and superyisgproaches.

The efficiency analysis is essential for the eviiduaof a bank’s performance. The
evaluation of bank efficiency has been approachen fa variety of dimensions
(Chen and Yeh 1998, p. 402). Thus, there are rddfgrent methods of estimating
bank’s efficiency. One such method can be by snifplancial ratios (Mkulichi
1999). This measure is also supported by Mukhegjeal. (2002, p. 123) who
pointed out that efficiency can be measured bydkie of outputs and inputs. Chen
and Yeh (1998, p. 402) noted that ‘financial ratpevide valuable information
about a bank’s financial performance when compavéld previous periods and
peer ranking’. The financial ratios which can Isedito measure efficiency include
return on assets (ROA), return on investment (R@Y return on capital employed
(ROCE). Barth et al. (2008, p. 12) considered bsystem efficiency as a measure
of the net interest income margin relative toltetsets and overhead costs relative
to total assets. Alternatively, Mkulichi (1999)oprded another measure of
efficiency as X-efficiency or scale efficiency. d-efficiency provides a measure
of how effectively banks are using their inputsptoduce a given level of output.
In addition, some scholars have measured efficiebbgy using the Data
Envelopment Analysis (DEA). The DEA is a non-paetic method of efficiency
analysis for comparing units relative to their bpeers (efficient frontier) rather
than average performers, and to identify benchmfmkeefficient units (Charnes
et al. 1978). For the purposes of this researahk lefficiency has been measured
by calculating financial ratios especially overhéadncome and overhead to total

assets.

3.8.3 Stability

Financial stability has different definitions. Hewer, most authors agree that it is

about the absence of system-wide episodes in whietfinancial system fails to
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function (crises), and about resilience of finahcgystems stress. It also
encompasses other issues such as the smooth opervhthe payment system and
system liquidity Cihak, 2007). Barth et al. (2001, p. 32) stated thattable
banking system is an important component of a fslttioning financial system.
A banking system is considered stable if it camatshocks in the market. Garcia
(2003, p. 112) considered a stable banking systitimnexaone where bank failures
are not frequent and where weak banks can be tuarmehd successfully before
they fail. When a financial system is stable, ingsumed that failure of one bank
does not disrupt the banking system’s stabilithar&a and Vanshishthan (2007, p.
276) observed that regulation plays an importar¢ i@ promoting financial
stability and protecting the interest of usersiofmncial services. Kunt et al. (2006,
p. 19) supported the fact that regulation and sugien ensure a safe and sound
banking system.

Banking stability is measured by using financiabdity indicators. There are
numerous indicators used to measure the diffepa@t$ of financial stability. They
are divided into the Core Set and the Encouragéth. SeThe Core Set indicators
(12 indicators) relate to the banking sector ané tEncouraged Set (27
recommended indicators) include indicators for tmenking sector, non-bank
financial institutions, households, financial mdaskand property markets. These
indicators represent one of the quantitative methotkasuring stability of the
financial system. A relatively simple aggregatéidgator of banking sector stability
can be constructed as a weighted average of indiVidndicators capturing

financial soundness of a bank.

2L Source is ‘Financial Soundness Indicators: Compitaf@uide’, International Monetary Fund
(IMF), March 2006
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Table 3.2 Core Financial Soundness Indicator&6l) according to the

IMF(2006)*

CORE SET

INDICATOR

Capital adequacy

- Regulatory capital to risk-weighted assets

Regulatory Tier 1 capital to risk-weighted assets

Asset quality

Nonperforming loans to total gross loans
Non-performing loans net of provisions to capit

Sectoral distribution of loans to total loans

==

Earning and profitability

- Return on assets

Return on equity

Interest margin to gross income

Liquidity

Liquid assets to total assets

Liquid assets to short-term liabilities

Exposure to FX risk

- Net open position in foreign exchange

capital

22 For a detailed definition of indicators see Compilation Gi@eFinancial Soundness Indicators

(IMF 2006)
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3.9 Chapter Summary

This chapter has reviewed literature on regulatorg supervisory reforms. From
the foregoing review it is evident that bank regoig and supervisory

methodologies are changing in most parts of theldvorThe most prominent

changes noted include amendments of legal frameswarkd introduction of

directives/guidelines. It is also noted that thare various reasons which lead to
reforms in banking regulations and supervision. e Teasons include financial
crises, weakness of existing laws, liberalisatidnirmderest rates and foreign
exchange rates and globalisation. The Reserve Blahlalawi has also changed its
regulations and supervisory approaches. The couhtry changed its legal
framework and introduced various directives andesuipory approach. It is noted
that these reforms have profound effect on the Idpweent of the banking sector

and its influence on the country’s macroeconomifquenance.
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Chapter 4 Research Methodology

4.1 Introduction

This chapter gives an outline of the data and nuzilogy used in examining the
impact of regulatory and supervisory reforms on pleeformance of banks. The
chapter outlines the research design, data soarc@sollection method and how
data has been analysed. It also describes theitigyieof the study and ethical

considerations recognised in carrying out thisaese

4.2 Design of the research

The study of reforms in bank regulation and sumémw and its impact on the
performance of the banking system in Malawi wasetasn qualitative and
guantitative data obtained through exploratorydfiedsearch. Qualitative approach
was used in order to obtain different views anchigpis of the respondents on the
impact of regulatory and supervisory reforms on terformance of banks.
Quantitative approach was used in order to stedikyi analyse the numerical data
obtained through annual accounts. The quantitadjweroach was important in
giving deeper understanding of the impact of retgujaand supervisory reforms on
the performance of banks. A combination of intews and a structured
guestionnaire were used together with primary sewbisdary data obtained from

the banks’ annual accounts.

4.3 Research scope

The study covered the period from 1990 to 2008.is Preriod covers the period
from the time Malawi had only two banks to the eatrposition where the number
of banks has increased to eleven. This reseangres nine banks which had been

in operation for more than a year as at 31 Dece20@8.
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4.4 Research instruments

The research instrument which was used in thisystsidhe questionnaire. The
research questions were formulated on the badiseomain objective of the study.
The research questionnaire was administered threuagdil to nine banks and was
addressed to either the Chief Executive Officerttar Deputy Chief Executive
Officer. In certain cases it was sent to Seniomdgers (heads of departments).
These were considered appropriate because of theguerience and their
involvement in policy making and therefore presumtxd provide reliable
information. All respondents confirmed receipttbé questionnaire through the

telephone or emails. There was a 100 percent nespate.

The researcher also conducted interviews. Thisoagh allowed the researcher to
examine various issues in detail with the respotddenThese included their
attitudes towards reforms taking place in bank lagn and supervision. Thus,
this method was considered appropriate for thigaeh because it helped in
obtaining a clear picture of respondents’ views,inigms, experience and
perceptions of the regulatory reforms. In additidhe approach enabled the
researcher to seek more clarification to the resgpsrand/or ask supplementary
guestions whenever there was need to explore thectoke of the study fully.
Masons (quoted by Bitzenis et al. 2008, p. 54)estdhat the interviews allow for
greater flexibility and encourage people to spéaktminds.

4.5 Data sources

The sources of data used in this research studg wategorised into primary and
secondary sources. Saunders et(2007, p. 607) define primary data as data
collected specifically for the research projectnigeconducted and secondary data
relate to data used for a research project thae weiginally collected for some
other purpose. For the purpose of this reseamth, $purces of data were used for

various purposes as outlined below.
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4.5.1 Primary data

Under this, data was collected from banks though uke of questionnaire and
interviews. Questionnaire is defined as a datéectbdn technique in which each
respondent is asked to respond to the same seesfigns in a predetermined order
(Saunders et al. 2007). This method was used beciiiwas considered to be
inexpensive as it was administered through e-madl & allowed for complete
anonymity by respondents. On the other hand, vigess involved asking the
respondents questions in person or over the phdhes method was used because
it allowed the researcher to get feedback immeljiazaed also gave room for
further probe.

4.5.2 Secondary data

The secondary data used in this research study laamks’ annual reports. The
researcher used this data source because it wagleoed to be reliable and valid,

could be used in trend analysis and give histobheakground of the banks.

4.6 Sample design
4.6.1 Unit of analysis

The unit of analysis of this study is banks ope@tn Malawi. Currently there are
11 banks conducting banking business in Malawi. s€hare National Bank,
Standard Bank, First Merchant Bank, NBS Bank, INBEH NEDbank, Ecobank,
Malawi Savings Bank, Opportunity International BastkMalawi, FDH Bank and

International Commercial Bank. However, the studed only nine banks which
had operated for a period of more than 12 montret #se end of December 2008.
Thus, it excluded FDH Bank and International ConuiamBank since by this time

they had only operated for six months and one mmgpectively.
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4.6.2 Sample size

The sample size included one senior officer eitGaief Executive Officer or
Deputy Chief Executive Officer or a senior managfeeach of the nine banks. The

study had a sample size of nine (one respondemi é&ch bank).

4.7 Data analysis

Analysis of data was done after assessing its ceteimpess and accuracy. The data
was then first coded by using Microsoft excel saitev and analysed using the
Statistical Package for Social Scientists (SPS5¢#&sy assessment of the impact of
reforms in bank regulation and supervision on perémce of the banking system.
The coding process involved assigning numbers swars. This was done in order

to reduce the responses to a few categories néedadalysis.

In this research study, the data on performancebaiks was analysed by
calculating financial ratios and comparing suclosawith the period before or after

the regulatory reforms.

4.8 Research ethics considerations

The researcher observed ethical issues during thduct of the research.
Accordingly, the confidentiality, privacy and anonyy of the respondents were
strictly observed. The respondents who opted fmmgmity were assured of the
same. Thus, care was taken not to disclose nafmié®se who responded to the
guestionnaire. This was in line with Saunderslet2007) who defined research
ethic as the appropriateness of behaviour in oelato the rights of those who

become subject of the work or are affected by it.

In order to abide by the research ethical requirdmehe respondents were not

forced to provide any personal information.
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4.9 Chapter summary

In conclusion, this chapter has provided vital irfation regarding methodology
used in this study. The chapter has discussedaiee of data and how such data

was collected and analysed.
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Chapter 5 Discussion of Results

5.1 Introduction

This chapter discusses results of the researchuctewl on the impact of the
regulatory and supervisory reforms on the perforreaof banks in Malawi. The
summary of the findings are essentially dividea itwo complementary sections:
the first covers the analysis of each dependembiar by using the financial ratios
while the second presents the views and opiniomesgdondents. For the purposes
of the study and to ensure proper comparison, baeks classified into two peers.
These were big banks (NBM, STD, FMB and NBS bamid small banks (OIBM,
Ecobank, Indebank, Nedbank, and MSB). Each pesrdetermined by the asset
size as at December 2008. Once the bank wasdpiaae particular group, it was

assumed to have belonged to it from the date ilneented banking business.

On the other hand, assessment of the regulatorysapdrvisory reforms on the
performance of the banking system was based oropirdon and views of the

respondents on a number of questions asked.

5.2 Designation of the respondents

As indicated in Chapter 4, the respondents werefaly chosen to include only
those in high positions of the bank’s hierarchyheTpurpose was to have more
reliable information. Table 5.1 indicates that ofitnine respondents, two were
Chief Executive Officers and two Deputy Chief Exidorl Officers and the rest

were senior managers.
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Table 5.1 Designation of the respondents

Position of respondent| Frequency | Percentage| Cumulative
in the bank percentage
Chief Executive Officer 2 22.2% 22.2%
Deputy Chief Executive 2 22.2% 44.4%
Officer

Senior Manager 5 55.6% 100%
Total 9 100%

5.3 Work experience of the respondents

As regards work experience, all respondents ha#eudoin the banking system for
more than five years. Table 5.2 shows that 55r6gm of the respondents had
work experience of between 5 and 15 years whileetmespondents (33.3 percent)
had 15 to 25 years of work experience. One resgunout of nine had worked in
the banking system for more than 25 years.
respondents had adequate knowledge and experiérimanking operations to be

aware of the impact of regulatory and supervis@fpnms on the performance of

the banking system.
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Table 5.2 Working experience in the banking system

Years of employment in | Frequency | Percentage = Cumulative
the bank percentage
Oto 5 years 0 0% 0%
5to 15 years 5 55.6% 55.6%
15 to 25 years 3 33.3% 88.9%
More than 25 years 1 11.1% 100%
Total 9 100%

5.4 Reforms in bank regulations and supervision

As a starting point, the researcher found out fiitve respondents whether they
agree to the assertion that bank regulatory andrsigory reforms are necessary to
the performance of the banking system. Figureshdws that 78 percent of the

respondents believe that bank regulatory and sigmeywreforms are necessary and

22 percent of respondents were undecided on thessig of reforms.
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Figure 5.1: Importance of reforms in bank regulatons and supervision

Although the majority of the respondents were imofa of the regulatory and
supervisory reforms, they expressed dissatisfactiith the pace at which the
reforms take place. They indicated that the Res&ank of Malawi delays in
coming up with the appropriate regulations or anmgndhe existing regulations.
For example, some respondents wondered why the B&&)ed in coming up with
regulation for e-banking while others wondered whg regulator took a long
period before revising the Banking Act (last redise 1989) despite many changes
in the banking sector. Consequently, the delayldetp ineffective regulatory
environment. In addition, this means that there sosme banking services and
products which are not effectively regulated duethte absence of appropriate
regulations. In this regard, the RBM is requireddspond to changes taking place

in the banking system promptly by coming up witl #ppropriate regulations.
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5.5 Ownership structure of the banking system

Following the reforms in regulations, Malawi witsesl a change in ownership
structures of the banks. The banks whose ownerstgis dominated by
Governmerf® changed hands to the general public through jmation. In
addition, there were entries of both local and ifpreinvestors in the banking
system. Some investors opened their own banks wadtilers acquired shares in
existing banks. As discused in Chapter 1, the rmrmbbanks started to increase as
a result of changes in regulations. In the enedtto having different ownership
structures as shown in the Figure 5.2. The Fighmvs the ownership structure of

the banking system as at®3ecember 2008.

Figure 5.2: Ownership structure of the banking syem as at 31' December
2008

23 Malawi Government owned some banks directly and indir¢ttthpugh statutory corporations)
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5.6 Impact of regulatory and supervisory reforms a the profitability of the
banking system

The study assessed the impact of regulatory anerggpry reforms on the
profitability of the banking system. The assessnveas based on the profitability

ratios and on respondents’ opinions and views.

5.6.1 Profitability ratios

The profitability ratios used in the assessmentew&turn on capital employed
(ROCE) and return on assets (ROA).

a. Return on Capital Employed (ROCE) and return on assts (ROA)

The profitability of the banking system as measubsdthe return on capital
employed (ROCE) and return on assets (ROA) reveatedrratic trend over the
period under study as shown in the Figures 5.3%d4d These figures depict the
trends of ROCE and ROA for the whole banking systirge banks and small
banks for the 18 years period from 1990 to 2008.can be seen from the graphs,
the trends for the banking system and large barkshe same from 1990 to 1995
because during this period National Bank of Malawd Standard Bank were the
only banks in Malawi. Thus, the banking system #edlarge banks were therefore
represented by the same banks. As regards snméd$ bideir impact started in 1995
although the entry of banks started in 1994. Tigerés for small banks in 1994

were considered very insignificant.
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The graphs in both Figure 5.3 and 5.4 depict alaintiend from 1990 to 2008.
The ratios declined significantly in 1993. Durirtgst period, the Reserve Bank of
Malawi introduced various directives for the fitishe. One of the directives which
impacted negatively on the profitability level dietbanking system was the Asset
Quality Directive for banks (revised in 2006 as étsSlassification). The directive
requires banks to make adequate provisions andesdsipterest accrued and not
received on non-performing loans and advances. intheduction of the regulation
therefore had a negative impact on the profitabit the banking system as the
banks experienced reduction in profits since theyewrequired to make adequate

provisions and suspend interest not received hartiad to income statement.

The profitability started to improve in 1994. Howee, it was inconsistent over the
period as shown by the trend of profitability ratioThe irregular trend is mainly
noted whenever a new bank enters the banking systehthere is an introduction
or revision of the regulations. Thus, every ticheré was a new entrant in the
banking system, there was a corresponding dedaiiriea profitability ratios of the
whole banking sytem. This can be explained by disproportionately large
increase in capital and assets than the increagmofits. Thus, whenever the new
bank enters the banking sector, there is a cornebpg increase in capital and
assets without an immediate boost to profit. Thisecause most new banks make

losses in the initial years of operations.

5.6.2 The Respondents’ views and opinions on regoly and supervisory

reforms

Having studied the impact of regulatory and sugemyi reforms on profitability of
the banking system through profitability ratiose thesponses received from the

interviewees were also used in the assessment.

One of the questions the respondents were askedonstate whether they agree
that changes in regulations had improved banksfitplolity. The respondents’

opinions and views are summarised in Table 5.3.
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Table 5.3 The extent to which the respondents agréethat changes in
regulations and supervision improved profitability of banks

Frequency Percent Cumulative Percen
Strongly agree 1 11.1 11.1
Agree 3 33.3 44 .4
Not sure 4 44.4 88.9
Disagree 1 11.1 100.0
Total 9 100.0

As presented in Table 5.3, four respondents (reptexy 44.4 percent), agreed that
that regulatory and supervisory reforms improvedfitability of their banks. They
indicated that reforms in regulations led them toper credit administration and
prudent approach in extending credit to customerslowever, four of the
respondents, (representing 44.4 percent), weresm@ whether the profitability
levels of their banks were affected by the regujaémd supervisory reforms, while
one disagreed. Those who were not sure and dedgmrgued that there are some
regulations which restrict operations of bankingtitations, such as the Foreign
Currency Lending Ratio and the Large Exposure [ives. These directives
restrict the volume of loans and advances the baaksxtend. Thus, some banks
fail to extend foreign currency loans to some cols or extend huge loans and
advances to a single customer. In so doing, thiéyd make adequate profits. In
addition, they note that most banks get their eaifrom investment in
Government securities such as Treasury Bills arzhLRegistered Stock and other

non interest income which have nothing to do wlid tegulations and supervision.
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5.6.3 The Respondents’ views on the introductidrRisk-Based Supervision

Methodology

The Risk Based Supervision (RBS) methodology was ofi the supervisory
reforms introduced by the Reserve Bank of Malawihough it is a fairly new
methodology, the respondents were asked for thewss/on the new supervisory
approach. The respondents had different views @midions when asked to
comment on the impact of RBS on the profitabiligwel of the banking system.
Table 5.4 reveals that 66.7 percent of respondamtsed that RBS had a positive
impact on the profitability level of their bankshdy indicated that adequate
understanding of the activities of the bankingitnibns and their attendant risks
and how to manage those risks afford managemehnavte adequate oversight on
banks’ operations. In so doing, banks engage tivites whose risks can be
monitored and controlled. However, two responslentt of nine had a contrary
view while one took no sides. They indicated tihatre is no relationship between
the RBS supervisory methodology and the profitabievel of banks. To them,
economic factors play a very vital role in profitéafp levels of the banks.

Table 5.4 The extent to which respondents agreedahthe introduction of Risk
Based Supervision improved profitability of banks

Cumulative
Frequency Percent Percent
Yes 6 66.7 66.7
No 2 22.2 88.9
Not sure 1 111 100.0
Total 9 100.0
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5.6.4 Respondents’ views on the impact of entrywedv banks on profitability of

the banking industry

As noted above, there are entries of both localfareign banks into the banking
system following the amendment of the Banking ActlB89 which removed the
entry barriers to the banking sector. In view lot it was necessary to know
whether such entry had positive or negative impattthe profitability of the
banking system.

From the responses received, as per Table 5.5astiwted that five out of nine
respondents were of the view that the entry of banks led to improvement in the
profitability of their banks. They indicated thhe entry of new banks led to an
introduction of new products and improvement in gevice delivery so as to
maintain their market share. These contributedntanarease in profits. However,
three respondents were not sure and one respoddagreed with the assertion
that the new entry had brought about improvementhi profitability of the

banking system. Thier different view was based loa fact that the economic

emviornment plays a greater role in the profitbdfythe banking system.

Table 5.5 How far respondents agree that the entrgf new banks improved
profitability of the exiting banks?

Frequency Percent | Cumulative Percent
Strongly agree 2 22.2 22.2
Agree 3 33.3 55.6
Not sure 3 33.3 88.9
Disagree 1 11.1 100.0
Total 9 100.0
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From the foregoing, it is noted from respondentd ttegulatory and supervisory
reforms had more positive than negative impacthenperformance of the banking
system in terms of profitability. It was also @dtthat profitability level could not
only be affected by the regulatory and supervisosthodology but also economic

factors prevailing in the environment in which trenks are operating.

5.7 Impact of regulatory and supervisory reforms a the banking system

efficiency

The impact of regulatory and supervisory reformsedficiency of the banking
system was assessed by using efficiency ratios véeds and opinion of the
respodents. The ratios used in this study induokerhead cost to income and

overhead cost to total assets.

5.7.1 Efficiency ratios

The international benchmark for overhead cost ¢onme ratio is pegged at 50 — 60
percent. This means that any bank that has red@datio of above 60 percent is
considered an inefficient bank. The other ratigrbead cost to total assets, has no
minimum benchmark. However, the lower the ratie better. Thus, the bank
whose ratio is low is considered efficient. On titeer hand, whenever the ratio
shows an increasing trend, it is a sign of becomigficient while a declining

trend is deemed an improvement in efficiency.
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Figure 5.5: The efficiency ratios in the banking gstem

The overhead cost to income ratio as shown in Eigub, shows that the banking
system and large banks remained efficient overethire period under review.
However, the ratio for both large banks and theklvansystem was above 50
percent between 2004 to 2008. This shows that ffi@eacy of both large banks
and the entire banking sector declined during pleisod. This is mainly because of
relatively low growth in income in comparison tetgrowth in overhead expenses.
The entry of new banks necessecitated the exidtiggks to incur additional
administrative and staff costs in order to improleir services for fear of losing
their market share to new entrants. On the othedhthe ratio for small banks
revealed an inconsistent efficiency level over pleegiod under study. Figure 5.5
shows that efficiency levels for small banks desdinn 1998 and 1999 and from
2004 to 2008. During these periods, the small bahksl to incur huge

administrative costs to enable them penetrate thkkeh At the same time their
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income could not match with the growth in admiratre expensives. However,
small banks were efficient from 2000 to 2003 beeadaring this period they
invested much of their resources into Governmenursges such as (TB) which
were high yielding. The situation changed from £08hen it was no longer

attractive to invest in TB due to low yielding rate

The overhead cost to total asset ratio was alsd tseassess efficiency of the
banking system. From Figure 5.5, it is noted thet ratio shows a similar trend as

the overhead cost to income ratio discussed above.

5.7.2 The respondents’ opinion on efficiency folng regulatory and

supervisory reforms

The respondents gave different responses when askedt their views and
opinions on the impact of the changes in regulatinrefficiency of the banking

system. Their responses are as outlined in Table 5.

Table 5.6 The extent to which respondents agreed ah regulatory changes

had improved banks’ efficiency

Frequency Percent Cumulative Percent
Strongly agree 3 33.3 33.3
Agree 5 55.6 88.9
Not sure 1 11.1 100.0
Total 9 100.0

Table 5.6, shows that almost all respondents (@ghbf nine respondents) were of

the view that the reforms in regulations and sug&m had positive impact on
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efficiency of their banking institutions. They iedied that changes in regulations
and supervision brought stiff competition in thenkiag sector. As a result, most
banks improved their ways of conducting businessrder to maintain their market
share or increase it. In so doing, the income asxd more than the increase in
overhead costs. However, one of the respondestsnot sure whether the bank
regulatory and supervisory reforms had contributedthe improvement in the
efficiency of the banking system. The respondegted that the efficiency of the
banking system depends on how loyal the customersodhe bank than reforms in
regulations and supervision. Thus, there are smmtomers who are so loyal to a
particular bank that they can not leave it justause there are new products or

banks in the banking sector.

5.7.3 Respondents’ views on effect of the entryeiv banks on efficiency of the

Banking System

The respondents were also asked if the entry of bamks had any impact on
efficiency of their banking institutions. Figure65gives the details of views and
opinions of the respondents. It shows that appoedents were of the view that the
entry of new banks had a positive impact on thiieficy of the banking system.
They argued that the existing banks incur somescwstorder to improve their

services to their customers so as not to lose #ainto maintain the market share.
However, in some cases, the impact is negativeced|yewhen the costs incurred
could not result into immediate increase in incont@r example, the benefits of

training staff takes too long to be realised.
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Figure 5.6 The opinion of respondents on whetheentry of new banks

improved banks’ efficiency

From the foregoing, it can generally be concludédt tthe regulatory and
supervisory reforms have more positive than negatapacts on the banking

system’s efficiency. Thus, in most banks the mehad improved efficiency.

5.8 Impact of regulatory and supervisory reformson stability of the banking

system

The impact assessment of the bank regulatory apergsory reforms on stability
of the banking system is considered crucial agliphito understand whether or not
the banking system is capable of withstanding skacithe economy. The findings
are essentially divided into two complementary isest the first provides an
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analysis based on the Financial Stability Indicat@SIs) and the second presents

the views and opinions of the respondents.

5.8.1 Financial stability indicators of the bank@gsystem

The Financial System Indicators (FSIs) provide itedlainformation on the general
health of the financial system. In the case of #tudy, the FSIs used included

capital adequacy ratios, asset quality and liquiditios.

Banks are required to maintain, at a minimum, tgulatory capital ratios of 6
percent and 10 percent of core and total capitgeetively. As presented in Figure
5.7 and 5.8, it is noted that capital ratios fog thhole banking system and large
banks during the entire period under review wevalihe regulatory minima. The
Tier | and total capital ratios for the whole bankisystem started at 11.4 and 14.3
percent respectively in 1993 when the Directive Mimimum Capital ratio was
introduced. At this level, the ratios remained \&bdhe regulatory minimum
benchmarks throughout the period. The total chp#tos of large banks also
remained above the regulatory minimum during theéogeunder study. As regards
small banks, they met the regulatory minimum exdepttheir total capital ratio

which was below regulatory minimum at 6.5 percent997.

From the charts (Figure 5.7 and 5.8) it can be lcoled that the banking system
has remained well capitalised hence stable dedpterratic movement and missed
regulatory minima of small banks in 1997. Thug banks maintained sufficient
cushion to cover any loss that might have riseme Tegulatory and supervisory
methodology might have contributed to the bankditglio continuously maintain

adequate capital level during the period underystud
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Asset quality is measured by the quality of loamtifmio and the level of non-

performining loans. In assessing asset qualityRibeerve Bank of Malawi uses the
ratio of non-performing loans and advances (whighmaade up of impaired assets
and past due items) to total loans and advancEgjure 5.9 shows that between
1990 to 1993 the quality of assets was not knowthasbanking sector had no
regulation governing its asset quality. The retjolawas issued in the late 1993
and the banks started experiencing its effect endbnsecutive year. Figure 5.9
shows an erratic movement in stability of the bagksystem, with the worst

situation in 2002. During this period, the levélmon-performing loans grew by

89.9 percent while gross loans went up by 28.9 ggegramplying worsening of

quality of assets. On the other hand, the graplsrfmall banks started at the worst
position at 42.3 percent in 1998 but started impr@vn subsequent years. The
ratio drastically dropped to 19.2 percent in 1999lying an improvement in asset
quality. Since then the quality of assets contihteeshow a sign of improvement,

though inconsistent, up until at the end of thegakeunder review in 2008.
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The Liquidity position is another FSI of stabiligf the banking system. The
liquidity ratio as shown on Figure 5.10 revealest tthe liquidity position of the
banking system was healthy during the period ursfledy. As depicted in the
graph, the liquidity ratios for large banks, theoblehbanking system and small
banks were all above the 30 percent regulatorymim indicating that the banking
system was liquid enough to meet its obligationthet any disruption. This is
because during the period under study banks hagbstiest most of their funds in
Government securities such as treasury bills asliad attractive interest rates and

they are risk free investments.
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5.8.2 The respondents’ opinions on financial sthtyi following regulatory

and supervisory reforms

In addtiorto the FSls, the assessment of the stability obtrking system was also
conducted by asking different questions to theardpnts to which they gave their
views and opinions. One of the questions was véretie respondents agree that
regulatory and supervisory reforms have broughtualstability in the banking
system. Table 5.7 shows that eight out of ninpardents agreed that reforms in
regulations and supervision have improved the lmanlgystem stability. One
respondent, representing 11.1 percent, was not winether banking stability
existing in Malawi was as a result of reformsbgnk regulations and supervisic
From the table, it means that changes in regulatiord supervision are believed to

have positive impact on the banking system stabilit

Table 5.7 The extent to which respondents agreedahregulatory reforms have

improved banks’ stability

Frequency | Percent Cumulative Percenl
Strongly agree| 7 77.8 77.8
Agree 1 111 88.9
Not sure 1 111 100.0
Total 9 100.0
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5.8.3 Respondents’ views on effect of thee enfrgew banks on stability of the

banking system

The respondents were also asked if the entry of hamks had any impact on

stability of their banking institutions. Table SIRistrates details of the views and
opinions of the respondents. From the tables itated that five respondents, two
of whom strongly agreed, indicated that stabilitythe banking system has been
contributed by the entry of new banking institusonThey argued that entry of new
banks led to increase in capital by many banksrdemto easily introduce new

products and be able to open new outlets amongrothdhe existing banks

undertake all these in order to mantain their maskare On the other hand, two
respondents representing 22.2 percent, disagrebdhvé assertion that the entry of
new banks contributed to the stability of the bagkisystem. The rest of the
respondents (two respondents) were not sure afahiibution which the new entry

brings to the stability of the banking system. yleubt if the entry of new banks

contributed to the stability of banking system.

Table 5.8 The extent to which the entry of new bark has improved banks’

stability
Frequency Percent
Strongly agree 2 22.2
Agree 3 334
Not sure 2 22.2
Disagree 2 22.2
Total 9 100.0
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From the foregoing, it can generally be concluded the entry of new banks plays

a crucial role in maintaining financial system #igb

5.9 Chapter summary

The chapter has provided the results of the studthe impact of bank regulatory
and supervisory reforms on the performance of tweking system. As observed
from the discussion of the results, the assessmasitbased on financial ratios and
on views and opinions of the bankers themselveg flitancial ratios analysis,

though showing erratic movement, revealed thatittgact of the regulatory and

supervisory reforms on the performance of bankipgtesn in Malawi was both

positive and negative. This means that some bamioved their performance as a
reasult of the regulatory reforms while others Hdfkrent experience. On the other
hand, the results from the questionnaires whichewadministered to bankers
themselves show a mixed position as regards theadmpf regulatory and

supervisory reforms on the performance of bankiglatlawi. The respondents had
different views and opinions about the same. Theges other respondents who
indicated that the improvement in banking perfanoeawas a result of changes in
regulations and supervision while others had dffieviews. It was noted that some
respondents disagreed with the assertion thatatgyland supervisory reforms had

brought some improvements to the performance atdbanMalawi.

Overall, it can be concluded that the reforms im tbgulations and supervision of
the banking system had both negative and posithygact on the improvement of
the overall banking system’s performance in termgrofitability, efficiency and

stability.
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Chapter 6 Summary, Conclusions and

Recommendations

6.1 Introduction

This chapter summarises the outcome of the implastgulatory and supervisory
reforms on the performance of the banks in Malaligives the summary of the
results and conclusions and major recommendatmie tconsidered in regulatory
and supervisory reforms. It also highlights lirtidas of the research study and

possible areas of further study.

6.2 Summary

The main objective of this research study was &ess the impact of the bank
regulatory and supervisory reforms on performantehe banking system in
Malawi. There are different types of regulatiarsrules in form of the Banking
Act and various directives which the Reserve BahiMalawi has issued to the
banking system in Malawi. On the other hand, theking system performance
was looked at in terms of profitability, efficien@nd stability. In assessing the
performance of the banking system, the study aedljisancial ratios calculated on
the basis of financial data obtained from annuabaants of the banks. In addition,
analysis was also made of different responses ftben interviewees to the

guestionnaire administered to them.

The questionnaire was administered to each bankhidwh been in operation for
more than a year as at®3December 2008. In addition, in-depth interviewerav

conducted with the respondents.
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6.3 Conclusion

The results indicate that the reforms in bank rahs and supervision have both
positive and negative impact on the performancehef banking system. It was
observed that regulations and supervision conedbuto the improvement of
performance of some banks. The guidance and mowtgrocess the banks
receive from the Reserve Bank contributed to tipeirformance. On the other
hand, the performance of other banks, especialyrttw and small banks, was
affected by the reforms in regulations and supamisThus, the regulatory and
supervisory reforms have negative impact on perdoiee of some banks especially
when they were unable to venture into some aaiwisuch as lending to a single

customer above 25 percent of their capital base.

6.4 Recommendations
In view of the above discussion, it is recommenaedollows:

a. Review the regulations on a regular basis by takingnto account

environmental change

It was observed that the Reserve Bank of Malawgeserally slow in
changing the regulations despite changes in envieon. It was noted that
some regulations were issued long time ago and nbecarelevant
considering the fact that many factors which weetewvant then have
changed. The delayed revision of some regulati@ssnegatively impacted
on performance of banks. In this regard, it is ne®nded that regulations

should regularly be reviewed so that banks arelaseg effectively.

b. Introduce regulations relevant to new products andservices in the
banking system

The RBM also delays in introducing appropriate tatjons for the new
banking products or services. It was noted thatidnking sector has some

new services and products such as e-banking whehat regulated due to
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lack of relevant regulations. The RBM is therefarged to timely introduce
relevant regulations whenever the banking systeminieducing new

products and services.

c. Enhance the capacity of the regulator

As learnt during the study, most respondents comgdiaof insufficient
regulator’s oversight. Thus, monitoring processiigially absent for some
banks due to the fact that some banks are noedid&ly the Reserve Bank
regulator for more than one and half years. In vieWw this, it is
recommended that the Reserve Bank of Malawi shealdnce its capacity
in terms of human resources so that it is ableidid &l banks at least once

each year.

6.5 Research limitation and areas of further resaah

The research is limited in that the impact of ecomo conditions on the
performance of the banking system could not beaiedl Thus, Malawi has
witnessed many economic changes during the perimderustudy. The most
common economic changes included the volatilityindérest rates and exchange
rate. These had some significant impact on theopadnce of the banking system.
Thus the results of this research study could mospecifically attributed to the

regulatory reforms only.

Except for the peer analysis, the research digtaly the impact of the regulatory
reforms on the performance of the banking systenad® group. The assessment
could have been meaningful had it been banks wengpgd according to size and
period the bank has been in existence. As suehreults could not be generalised

to where different attributes are considered.

65



Considering that the regulatory and supervisorprrag are continuously taking
place, the results and conclusions on the impacpenformance of the banking

system drawn in this research study cannot be gksed into the future.

As regards areas of future research, there is tteeednduct an assessment of the
impact of technology on the performance of bankMalawi. This is an important
area, among others, that can be researched upaidedng that many reforms
taking place in the banking system are a resutiesi developments in information

technology.
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Appendix: Student’s Questionnaire

Dear Sir/Madam,

RE: RESEARCH STUDY OF AN ASSESSMENT OF THE IMPACT OF
REFOPRMS IN BANK REGULATIONS AND SUPERVISION ON THE
PERFORMANCE OF BANKS IN MALAWI

| am carrying out a study on the above captionpattd his research is being
conducted in partial fulfilment of the requiremémit the Master of Business
Administration (MBA) degree offered by the Univeysof Malawi — the

Polytechnic.

The main objective of the study is to evaluateefiorms in bank regulations and
supervision are contributing to the banking systemptofitability, stability and

growth.

In this regard, find enclosed a questionnaire whiolh are kindly requested to

complete and return to me on my email addreegama@rbm.mwAlternatively

you can contact me on 08 955 690 so that | can ipiak in person. | may also

contact you for additional information if necessary

Please be assured that the information providedyday will be treated in the
strictest confidence and will be used only for fhepose of helping me in my

research study.
| thank you in advance for taking your time to file questionnaire

Yours faithfully

Fund B Mzama

MBA STUDENT, THE POLYTECHNIC

72



ASSESSMENT OF THE [IMPACT OF REFORMS IN BANK

REGULATIONS AND SUPERVISION ON THE PERFORMANCE OF

BANKS IN MALAWI

A.

THE RESPONDENT

Name (optional) :
Name of your bank :

Your position in the Bank:

Please circle statement below which applies to you

For how long have you worked in the Bank

a.

b.

less than 5 years
5 years but less than 10 years

10 years but less than 15 years

. 15 Years but less than 20 years

20 years but less than 25 years

25 years and more

5. For how long has your bank been in existence

less than 5 years
5 years but less than 10 years

10 years but less than 15 years

. 15 years but less than 20 years

20 years and above
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B. OWNERSHIP STRUCTURE
Please circle one
6. Which of the following ownership structures deseslyour bank?
a. Wholly state owned
b. Wholly locally private owned
c. Wholly foreign owned
d. State and privately owned

e. Local private and foreign owned

7. Has the entry of other banks affected your ban&i$gomance?
a. Yes
b. No

c. Not sure

8. Reforms in bank regulations and supervision aresssry
a. True
b. False

c. Neutral
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For questions 9 to 10 please tick in appropriate ¢omn

9. How far do you agree that| Strongly | Agree | Notsurg Disagree _Strongly
the entry of other banks has| 29r€€ disagree
improved the performance
of your bank in terms of:

a. Profitability

b. Efficiency

c. Stability

C. CHANGE IN BANK REGULATIONS

10.To what extent do you agree Strongly | Agree | Notsure Disagree _Strongly
that changes in regulatory| 29r€€ disagree
and supervisory approaches
have brought about
improvement in:-

a. Bank’s profitability

b. Bank’s efficiency

c. Bank’s stability

Please circle statements applicable to your bank
11.Do changes in bank regulation and supervision prteyeur bank:-
a. From being profitable
b. In achieving stability

c. In achieving efficiency
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12.Do you think there is any

relationship between bank

regulation and supervision with

respect to yes No Not sure
a. Profitability
b. efficiency
c. stability
13.Do you think Risk based

supervision methodology|

contributes to banks’

Yes No Not sure
a. Profitability
b. Stability
c. Efficiency
THE END

| THANK YOU FOR HELPING ME IN MY RESEARCH
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