Report No: AUS10133

Republic of Malawi

Malawi Urbanization Review

Leveraging Urbanization for National Growth and Development

April 15, 2016

GSU19

AFRICA

&




Standard Disclaimer:

This volume is a product of the staff of the International Bank for Reconstruction and Development/ The World Bank. The
findings, interpretations, and conclusions expressed in this paper do not necessarily reflect the views of the Executive
Directors of The World Bank or the governments they represent. The World Bank does not guarantee the accuracy of the
data included in this work. The boundaries, colors, denominations, and other information shown on any map in this work
do not imply any judgment on the part of The World Bank concerning the legal status of any territory or the endorsement
or acceptance of such boundaries.

Copyright Statement:

The material in this publication is copyrighted. Copying and/or transmitting portions or all of this work without permission
may be a violation of applicable law. The International Bank for Reconstruction and Development/ The World Bank
encourages dissemination of its work and will normally grant permission to reproduce portions of the work promptly.

For permission to photocopy or reprint any part of this work, please send a request with complete information to the
Copyright Clearance Center, Inc., 222 Rosewood Drive, Danvers, MA 01923, USA, telephone 978-750-8400, fax 978-750-
4470, http://www.copyright.com/.

All other queries on rights and licenses, including subsidiary rights, should be addressed to the Office of the Publisher, The
World Bank, 1818 H Street NW, Washington, DC 20433, USA, fax 202-522-2422, e-mail pubrights@worldbank.org.



http://www.copyright.com/
mailto:pubrights@worldbank.org

Malawi Urbanization Review

Leveraging Urbanization for National
Growth and Development

April 15, 2016

GSURR

AFRICA




Contents

ACKNOWLEDGEMENT .........cooaeeeeeeeeeeeeeeeeeeeeceecceeeeesessssssssssssssssssssssssssssssssssssssssssssssanassnns 1\Y)
ABBREVIATIONS ... ieiiieeeeeeeeeccceeeeeeneeesssssscceesssssssssssssssssssssssssssssssssssssssssssssssssssssssssnnns \")
EXECUTIVE SUMMARY .....cerrrceceecerceeececeesssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnse VI
The Contribution of Urbanization to National Growth and Development.........ccccccciiiiiiiiiiiiinnnisissssssssssssssssssssssnnns vi
The Institutional and Financing Capacity of Urban Local Governments..........cccceceiiiiiininninsnsssssssssssssssssssssssssssnnnns viii
Policy recOmMmMENdAtions ....cccceviiiiiiiiiiiiiiiiiiiii e e e s e e s e e s e e e s e s e e e e s e e s e s e e s e e s e e e e e e e e e e e e anenes ix
1 URBANIZATION AND ECONOMIC TRANSFORMATION IN MALAWIL................... 1
1.1 R 0T LT 4T P 1
1.2 Urbanization Trends in MalaWi .....cccccveeeeiiiiiiiiinnnieiiiinieseeiiiiissseenisiissssssssesssissssssssesssssssssssssssssses 1
13 Opportunities and Challenges of Urbanization........ccccceeviiiiiiiiiiiiiiiiiiiiiiinne e e ee e 6
2 RURAL-URBAN LINKAGES FOR NATIONAL GROWTH AND DEVELOPMENT ....12
2.1, QoL LT o o 12
2.2. Growth, Employment and the Rural and the Urban Economies ........ccccceeviiiiiiiiiiiiceccccccscsceeseeeeeeeeeeeeeeenens 12

2.2.1. National growth and Structural ChaNEE .......cc.uviieeiiii et e bae e e aaea s 12

2.2.2. Rural and urban @mMPIOYMENT ......cccuiii ittt e e et e e e e e bae e e sba e e e ssntaeeeensaaeessreaenn 16
2.3. Malawi’s Rural and Urban ECONOMIES ......cciiiiiiiiiineeiiiiiiiiiiiinneeiiiisissinseesisissssssssssesssisssssssssesssssssssssssssnns 18
2.4. Urbanization and Investment SCENAIOS ........cccvvvverriiiiiiiiiiiineiiiiisesre s sssses s s ssssanssenes 22

2.4.1. Baseline or “business-as-USUal” SCENATIO ......uueieeieeiiiiiiiieeeeeeceiiireeeeeeeeeeiarreeeeeeseeaarraeeeeeeeesnraeseseseesannns 23

2.4.2. Faster urbanization SCENATIO ......ccuvviiiee ettt e et e e e e e e e ear e e e e e e e sestataeeeeeeeesantaeseeeeeesanees 26

2.4.3. Urban iNVESTMENT SCENAIIO...cciviiiiieiiieite sttt ste e s e et e sbeesate e sateesateesateesaaeesaseessseesaseensseas 29

2.4.4. WiN-Win iNVESEMENT SCENATIO ...ueeiiiieeei ittt ettt e e e s e e e e e e s er e e e e e e seaneneeeeeeesesnnnne 31
2.5. L0 T ol [T T 1PN 31
3 LOCAL GOVERNMENT FUNCTIONS AND FINANCING .......ccooeveuererersrersressessanees 33
3.1. Qo T LT o o 33
3.2, Decentralization and Local Government SYStem .........cccccccceeiiiiirsississsssssssssssssssssssssssssssssssssnssssnsnnsssnssnnnns 33

3.2.1. DECENTIAIIZATION ..ttt ettt e st e e ettt e et b e e e s bt e e e e nabe e e s bbeeesbreeenn 33

3.2.2. LOCal GOVEINMENT SYSTEIM ..eiiiiiiiiiiiieee ettt e e et e e e e e st tr e e e e e e s e aaatreeeeeeseasstaeeeeasseasnntreseeaseeasnnses 34

3.2.3. (015 o Ta I e Yor- 1 R CTo 1Y =T o Ve 0 =T o | PSS 38
3.3. Functional Assignments, Performance and Expenditure Patterns ..........cccoevviiiiiiinnnninsssssssssssssssssssssssssnns 42

3.3.1. [WoTor | I CTeXV7= g s T o T=T Y Al U oV u o o TSRS 42

3.3.2. City Councils and Urban Infrastructure and Service DElIVEIY ........cccvvivecieeeiiiieeeriee e cvee e 44

3.3.3. Urban Local Government EXpenditure Patterns........ooccviviiiiii et ee e 51
3.4. Local GOVErNMENT REVENUES ...ttt s s s s s 53

3.4.1. Own-Source Revenue Assignments, Patterns and Performance.........ccccoveeecieeeeciiiececiee e 54

3.4.2. Inter-Governmental FISCal TraNSTEIS ...ccciiiiii ittt ae e s sbae e sbaessaaeeaee s 59
3.5. Borrowing and Other FINANCING......ccccciiiiiiiiiiiiiiiniiiisiissiisssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssss 63
3.6. Lo T Vol 11 T o TN 64
REFERENCES ... iiiieeieeeeeeecceceeeannecesssssssessesssssssssssssssssssssssssssssssssssssasssssssssssssssssansnssase 69
ANNEX I. ECONOMY-WIDE MODEL cervessessessessessesssssssassessessessesaese 13
Consumer and Producer BERAVION..........cueeeeeeieeiiiiiieitiieeieieeeieieeeeeeeeeeseetesessssssssssssssssssssssssssssssssssssssssssssssssssnsnssnnnns 75
National product markets and international trade .........coeeeeeeiiiiiieeic e e ennne s e e s e e e nnnnasanns 75
Government and investment demand .........c.oeeeeeieeiiiemninnineniiieiimieeeiieieeieeeeeemeeeeesssssssssssssssssssssssssssssssssssssssssssssssss 76
Factor and product market equilibBrium ..........oo oo rerne e e e s e e e s nna s s e s e e e e nannnaannn 77
Capital ACCUMUIALION ...t e e e s e e e e e e e s e s e e n e e s s s e s s e s e s nasssssssseeennnnssssssssesennnssssssssesennnnssnsnsnnnen 77
Internal [abor MIGratioN......cccciiiiiiiiiiiiiiiiiii s e s e e e s s s e e e s e e s s s e e e e e 78
Agglomeration, congestion and technical ChANGE ... ssnns 78
ANNEX II. STRUCTURE OF THE MALAWI MODEL.........covverseererersresssesssessessssassssssssssens 79

ANNEX III. LOCAL GOVERNMENT AREAS AND POPULATION SIZE (2008)..............80



Boxes

Box 3.1 Centralized and deconcentrated sector SPENAING ......ccovcuviiiiiiiiieiriiiee e 44
Box 3.2 Solid waste management in Lilongwe and Blantyre: snapshots.........cccoccveeeeiiieeiciiee e, 47
Box 3.3 Mzuzu City Council and Property rates........cucueeeeciieie et ecciee e ceciee e e ssree e e e e e e srre e e eeabaee e eeareeas 58
Box 3.4 The Constituency Development FUNG.........cooiiiiiiiiiiiceccses e 61
Figures

Figure 1.1 Urbanization Rates in Sub-Saharan Africa, 2014 .......c..ueiieiiiiieeciee e aree e 2
Figure 1.2 Size Distribution of Urban Centers, 2008..........cccuiiiiiiiiiiiiiiiie e csiree st e e ssrre e e ssiee e e s sereeessereeeeas 3
Figure 1.3. Urban Population Expansion, 1998-2008 ............ccceecuieieriiieeeeiireeeeiieeeesssreeesssseesesssseessssssesenns 5
Figure 1.4 Migrant Share of Urban Population, 2011 ........cccieiiiiiiiiiiiiiiee et e s e e s saree e 6
Figure 1.5. Value added to GDP and employment by SECTOr......cuuviiviiiiiiiiiiieecee e 9
Figure 1.6. Night-time lights compound growth 1996-2010 (% annual change).......cccccveeevvierenieeecreeenne. 10
Figure 2.1 Economic Growth in Sub-Saharan Africa, 1998-2013......ccccciiiiiiiiieeiiiee e 13
Figure 2.2 Structural Change in Malawi, 1998-2013........ccccciiieeiiiiieeciee e et e e eeree e et e e s e rare e e e eenree e e eeareeas 15
Figure 2.3 Spatial Modeling FrameEWOIK .........cccccuiiiieiiieec ettt esree e e et e e e tte e e e e ate e e s e ateeeeenreeeeenrenas 22
Figure 2.4 Structural Change in the Baseline Scenario, 2010-2030........ccccccviieiriiieeeriieeeeereeeesieeeeeveeas 25
Figure 2.5 Growth and Welfare Outcomes in the Baseline Scenario, 2010-2030 ........ccccceecvveeeecvereeenneen. 25
Figure 2.6 Final Year Deviation in Growth and Welfare Outcomes in the Faster Migration Scenario........ 27
Figure 2.7 Structural Change in the Faster Migration Scenario, 2010-2030 .......ccccceercuveeeeriveeeescriee e e 28
Figure 2.8 Final Year Deviation in Poor Households’ Welfare .........ccoccveeeeeciiii e 30
Figure 3.1 map of Malawian Districts and Cities........cccuueiieiiiiiiiiiiee e 35
Figure 3.2 Local government - total @XpenditUre .......cc.eeeieciiiee et e e e e e 51
Figure 3.3 LG eXpenditure Per Capita. . i ciiiieeee e ecciitre e e e s et e e e e s s e saaree e e e e e e s ssnnnraaeeeeeesennnnnrennneens 51
Figure 3.4 Recurrent expenditure as % of total expenditure .........ccccocveeeieiiiei e 51
Figure 3.5 Recurrent expenditure as % of total expenditure (by City Council) .......ccecvvvrvceeeiierinieeeiieeee, 51
Figure 3.6 Payroll spending as % of total eXpenditure ........c.ceeeeiiiieiiiiii e 52
Figure 3.7 Payroll spending as % of total expenditure (by City COUNCIl) ...ccevevveeiiiieiieecee e, 52
Figure 3.8 Capital expenditure as % of total LG eXpenditure .......cccccueerieeeeieenieesiee e eee e ese e 52
Figure 3.9 Cities: capital spending as % of total expenditure.........cccocveeeiciiiei i, 52
Figure 3.10 District COUNCIlS: FEVENUE SOUICES .....uuiiieiiiieeeiiieeeeeiteeeeeciteeeeeitteeeeestbeeeeeesteeeeesareeeeenseeeeennsenas 54
Figure 3.11 All City Councils - Main rEVENUE SOUICES .....cececurieeeeiiiieeeiiireeeeeitteeeeeitteeeeessseeesesaseeesessenesesnsenas 54
Figure 3.12 OSRs as % of total LG revenues (DY LG Cat@OIY) ...ccuvvevieeiieeecieeeciee ettt tee et e 55
Figure 3.13 City Councils - OSRs per capita (KWacha)........cccuerieiiiiiiecieee et e 55
Figure 3.14 City Councils: breakdown of locally generated revVenuUes.........ccceeeecieeeecciieeccciiee e 56
Figure 3.15 Central Government transfers as % of total revenues .........cccccvveeeiiiiie e, 60
T U] ol T LR AN | I (€] o K oT=] gl o= o | - [ SR 60
Figure 3.17 2012-2013: Central government grants to local governments (%) .......cccceeveeeeceeevveeecreeennne. 60
Figure 3.18 LG total revenues per capita (KWacha) ........cococuiiiieiiiiie et 65



Tables

Table 1.1 National Population Growth, 1998-2008 ..........cccciueeiriiiiiieeiiieeeeiireeeecireeeesereeeeeareeeessreeeessseeeeas 3
Table 1.2 Simple Population Projection, 2008-2040...........cccuetiriiuiieeriiieeeeiireeeseireesssseeeessreeeesssseesssssseeesns 4
Table 1.3: Urban settlements and urban population (2008) ...........cccccueieeiiieieeciiee e e e saaee e 4
Table 2.1 Growth and Employment, 1998-2013........cccuiieiiiiiieeiiee et eeree e e sree e e earre e s e raree e s e enbaee e enaneeas 13
Table 2.2 Decomposing Gains in Worker Productivity, 1998-2013 ........ccccccvieiiriiieeeriiieeenieeeeerreee s 14
Table 2.3 Rural and Urban Job Creation, 1998-2013...........uuuururururererirereiererererererererererereneeeeee...—.————————. 17
Table 2.4 Characteristics of Cities, Towns and Rural Economies, 2010............uuvvvverererererererersnerenennnennnnnan. 19
Table 2.5 Rural, Town and City Demand Self-Sufficiency Measures, 2010 ........ccccceeeeeieiiiiieeeeeeeeeeiveeeenen. 20
Table 2.6 MOdel SIMUIALIONS ....c...viiiieiiee ettt e e te e e e st e e e s eab e e e e eabeeeeanbeeesennseeeeennsenas 23
Table 2.7 Baseline “Business-as-Usual” Scenario, 2010-2030........ccccuveeeeeeeiieiiiiieeeeeeeesecnrreeeeeeeeesnnseneeeens 23
Table 2.8 Wage Differentials and Migration FIows, 2010-2030 .........cccceeeieiieeeeeiieeeecieeeeecireeeeeenveeeeeneeeas 26
Table 2.9 Economic Growth Results, 2010-2030 ..........uuuuururererererererererrrrrerererersrerererererere......————————————————— 26
Table 2.10 Household Welfare Results, 2010-2030.........cccveeeeeeeieiiiiriieeeeeeeeiecirreeeeeeeeeseanrreeeeeeeesssssssssseens 29
Table 3.1 local government revenues and expenditure (2011-2014) ......ccccoeeeeeiiieeecciieee e e 37
Table 3.2 LG revenues & expenditure — international comparisons .......cccccceeeeviiieeecciiee e, 38
Table 3.3 Urban population and urban local government (2008 CENSUS)......cccueeriieerireercreeeiireesieeesveeenenes 39
Table 3.4 Urban settlements in MalaWi......c..ueiiiiiieieieecccee et e et e et e e s e enbe e e e eaneeas 39
Table 3.5 Local government functional @ssignmeNts .........ccuueeiiiiiiiiiiiiee e 42
Table 3.6 Local overnmMent OWN-SOUICE FEVENUES ........eeeecuveeeeiirieeeeitreeeeeitreeesaasreeesesssesesasssesssesssesseesssens 54
Table 3.7 Local Development FUND WINAOWS.........coiiiiiiieeiiiiee ettt eeitee e eetee e e e ntee e e e ate e e s e enbaee e eneeeas 62
Note

Malawi Fiscal Year: July 1 —June 30

Exchange rates: MWK 100 = USS$ 0.6349 (2009 constant prices)



Acknowledgement

The Malawi Urbanization Review is part of the Africa Urban team’s multi-year, programmatic analytical
work to enhance and provide support to the process of urban development and management in Africa.
A series of Urbanization Review has been conducted in a selected number of African countries such as
Ghana, Cote d'lvoire, Senegal, Nigeria, Kenya, Ethiopia, Tanzania, Rwanda, and Malawi, while a few
more Urbanization Reviews are currently under preparation in the Africa region.

The current report was completed under the coordination by Narae Choi (Urban Specialist, GSURR) and
with the guidance from Somik Lall (Lead Urban Economist, GSURR) and Roland White (Lead Urban
Specialist, GSURR). The work was initially led by Michael Webster (Senior Water and Sanitation
Specialist, GWADR) and Hyoung Gun Wang (Senior Economist, GSURR), and background papers
prepared by consultants were incorporated wherever relevant.

The final work was conducted by the International Food Policy Research Institute (IFPRI), led by James
Thurlow and involving Paul Dorosh and Karl Pauw; and Michael Winter (Consultant). The team
appreciates their timely delivery of high-quality work, which made a value addition to the series of
analytical work on Malawi. Juliana Restrepo (GSURR) provided some preliminary analyses. The work also
benefited from the technical input from Dean Cira (Lead Urban Specialist, GSURR) and insightful
comments from three peer reviewers — Catherine D. Farvacque (Lead Urban Specialist, GSURR), Richard
Record (Senior Economist, GMFDR), and Nancy Lozano Garcia (Senior Economist, GSURR).

The team is grateful for the support received from the World Bank Management, including Bella Bird
(Country Director, AFCE1), Laura Kullenberg (Country Manager, AFMW), Sameh Wahba (Practice
Manager, GSURR), Idrissa Dia (Practice Manager, GSURR) and Andre Bald (Program Leader, AFCE1). The
team also appreciates assistance from Sonia Wheeler (Program Assistant, GSURR) and Tamara
Mwafongo (AFMMW). A generous support was received from Multi-Donor Trust Fund for Sustainable
Urban Development and the Swiss State Secretariat of Economic Affairs.



Abbreviations

CDF
CEO
CGE
DC
DDF
DFLA
GDP
GOM
GRF
ICR
IDF
IFMIS
IGFT
IHS
ISD
JIcA
KfW
LDF
LG
LGDP
MASAF
MGDS
MLG&RD
MOoED
MP
MWK
NDP
NLGFC
NPDP
NSO
OSR
PBGS
PPP
RGCP
RFA
SAM
SCDP
SWM
TST
WB

Constituency Development Fund

Chief Executive Officer

Computable General Equilibrium

District Council

District Development Fund

Development Fund for Local Authorities

Gross Domestic Product

Government of Malawi

General Resource Fund

Implementation Completion Report
Infrastructure Development Fund

Integrated Financial Management Information System
Inter-Governmental Fiscal Transfer

Integrated Household Survey

Infrastructure & Service Delivery

Japan International Cooperation Agency
Kreditanstalt Fiir Wiederaufbau (German Development Bank)
Local Development Fund

Local Government

Local Government Development Project
Malawi Social Action Fund

Malawi Growth and Development Strategy
Ministry of Local Government & Rural Development
Ministry of Education

Member of Parliament

Malawi Kwacha

National Decentralization Policy

National Local Government Finance Committee
National Physical Development Plan

National Statistics Office

Own Source Revenue

Performance-Based Grant System
Public-Private Partnership

Rural Growth Centres Project

Road Fund Administration

Social Accounting Matrix

Secondary Centres Development Programme
Solid Waste Management

Technical Support Team

Water Board



Executive Summary

The policy discussion in Malawi has been cautionary against rapid urbanization and its adverse effects
such as the urbanization of poverty. Malawi being predominantly rural, national development policies
have naturally focused on rural development as an end in itself but also as a means to reduce rural to
urban migration by raising agricultural productivity and value-addition and creating markets and job
opportunities in rural villages (GOM 2011). For instance, the Malawi Growth and Development Strategy
(MGDS) states that “The long-term goal is to develop rural growth centers... and reduce rural-urban
migration” (GOM 2006). Likewise, the current MGDS-II (soon to be replaced by MDGS-III) demonstrates
a concern with urbanization by introducing the notion of a Green Belt with an aim to “reduce rural-
urban migration” as well as population policies aimed at “addressing the vulnerabilities caused by...
migration and rapid urbanization” (GOM 2011).

Some of these concerns appear to have been propelled by the projection of high urbanization rate —
however, Malawi is at an early stage of urbanization and is urbanizing at a moderate rate. Unlike some
alarmist projections of rapid urbanization, Malawi is urbanizing at a rate of 3.7-3.9 percent per year for
the period of 1998-2008, more slowly than other African countries. Around 16 percent of Malawi’s
population (2.8 million) lived in urban areas for the same period. Rural to urban migration has been the
main driver of urbanization in Malawi but the net migration inflow, including both rural-to-urban and
urban-to-rural migrants, stands only at 14,000 working-age migrants moving to cities and towns
annually (2006-2010), which explains the moderate rate of urban population growth.

At the current rate and pace of urbanization, Malawi is indeed well-positioned to plan ahead to
maximize the benefits of urban agglomeration, while addressing the congestion effects. The Malawi
Urbanization Review examines this proposition by analyzing the past and future contribution of cities
and towns to national development and by measuring this up against the current institutional and
financial capacity of local governments to manage urbanization. Analyses presented in this report are
particularly timely as Malawi is planning for the coming half decade through the Malawi Growth and
Development Strategy (MGDS) Ill (2016-2020).

The Contribution of Urbanization to National Growth and Development

The GDP and employment patterns in the past 15 years (1998-2013) indicate that Malawi’s economy
is undergoing a positive structural change. In the past decade and a half (1998-2013), Malawi
experienced an annual GDP growth rate of 3.9 percent on average. Industry was the major driver of
economic growth, mainly due to expansion in manufacturing and construction at an annual growth rate
of 5.4 percent, as compared to three percent growth for agriculture. Sectoral patterns of employment
demonstrates a clear indication of “positive structural change” — a gradual shift out of agriculture and
the movement of labor from low to high productivity sectors. Employment in the service sectors grew
rapidly at almost eight percent per year for 1998-2013, increasing by 17 percentage points. In
comparison, employment in agriculture declined in absolute terms by 20 percentage points, despite
rural population growth.

However, structural transformation in Malawi is not driven by urbanization, as conventionally known,
since most of the expansion of Malawi’s non-farm sector occurred in rural areas. In Malawi, rural and
urban economies do not neatly correspond to agriculture and non-agriculture. Almost a third of rural
jobs are in non-farm activities, while one in every six urban jobs are in agriculture. The composition of
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non-agricultural sector differs between rural and urban areas, demonstrating production and
consumption linkages between the two. Among services that dominate non-farm employment in
Malawi, trade activities (retail and wholesale trade as well as restaurants) are important in rural areas,
where they account for about half of all non-farm jobs. In contrast, a greater proportion of urban non-
farm jobs are in finance, business services and public administration. Accordingly, urban centers become
net importers of agricultural and food products from rural areas, while exporting transport, finance and
business services to rural areas.

At the same time, the urban economy demonstrated a potential of making a greater contribution to
the national development, by growing faster than the overall economy. Although data constraints
make it hard to gauge the precise contribution of cities and towns to national growth, Malawi’s four
cities form the economic core of the national economy, with their contribution to national GDP (33%)
far larger than their population share (13%). In comparison, rural areas contain 85 percent of Malawi’s
population, but account for only 62 percent of national GDP. Secondary towns contain about three
percent of the population, but contribute six percent to national GDP.

There also exist complex but strong linkages between rural and urban economies through production,
consumption and migration channels, which can be further reinforced in support of national growth
and development. Agriculture is heavily concentrated in rural areas, while industrial and service sectors
that are most important in cities and towns. This production pattern defines rural-urban consumption
linkages whereby urban centers import most of their agricultural and food products from rural areas,
while exporting services to rural areas, such as transport, finance and business services. These strong
rural-urban linkages need to be carefully factored in the analysis of future urbanization trends and their
implication for public investment options.

The core issue for policy debate is not about rural versus urban but about the constraints and
opportunities of urbanization for national development, including both rural and urban areas. The
report presents four scenarios of urbanization with different impact on national growth for the period of
2010-2030, depending on modalities of public investments:

(i) Baseline “business-as-usual” scenario (with urbanization rate of 16.14% in 2030);

(i) Faster urbanization scenario (over 21% urbanization rate by 2030) — with no change in the
spatial allocation of public investments;

(iii) Urban investment scenario — faster urbanization with increased urban investment, but at
the expense of rural investment; and

(iv) Win-win investment scenario — faster urbanization and increased urban investment paid for

by raising taxes on urban households (therefore the baseline level of rural investment).

If urbanization continues at the current rate, it is anticipated that major cities will grow further,
generating national growth gains (Baseline scenario). At an accelerated rate, both benefits and costs of
urbanization would increase, with structural transformation taking place at the cost of urbanizing
poverty, unless further capital investment is made to reduce congestion effects (Faster urbanization
scenario). In order to address congestion effects associated with faster urbanization, investment needs
to increase in line with the growing demands for infrastructure and services in urban areas. With a fixed
amount of public resources, this means that more investment in urban areas would reduce the level of
investment in rural areas, thereby lowering agricultural productivity and hurting the rural poor who are
mostly smallholder farmers (Urban investment scenario). If the food price increases due to low
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agricultural output, the urban poor will also be negatively affected as net consumer of agricultural
products. A win-win solution will be found when urbanization can be financed by increasing the urban
tax base and the level of public investment in rural areas is maintained (Win-win Investment Scenario).

Unlike the prevailing concern with the prospect of rapid urbanization and its adverse effects,
urbanization can play a positive role in Malawi’s national growth and development. Urbanization does
pose significant challenges for housing, sanitation and other services — challenges that were well
recognized in the previous MGDS. However, a careful analysis of past growth patterns demonstrates
that even small increases in the pace of urbanization and level of urban investment could greatly
enhance Malawi’s long-term economic prospects by accelerating growth and bringing more meaningful
structural change. Increased investment in urban areas, which comes at the cost of rural agricultural
investment, increased food prices and urban poverty, can be self-financing if urban households/firms
are taxed to pay for urban development.

The Institutional and Financing Capacity of Urban Local Governments

To materialize this desired scenario, it is imperative to understand the capacity of local governments to
function as the principal mechanisms for the decentralized delivery of public goods, since already
existing challenges of infrastructure and service delivery will not resolve themselves and are instead
likely to intensify with faster urbanization.

Urban local governments have a formal mandate to meet a wide range of urban needs but are de
facto engaged in providing a more limited set of public goods and services. The Local Government Act
(1998) and National Decentralization Policy (1998) assign a wide range and large number of functions to
both urban and rural local governments, which are not differentiated and apply uniformly. They include
functions related to security, regulation of public areas and general public goods, vital registration,
infrastructure provision, social and economic services, and other orthodox local government activities.
In practice, urban local governments are “cramped” by parastatals and line ministries (which are heavily
involved in roads, water and electricity, as well as education and health services) and seem to be limited
to residual functions (e.g. solid waste and local market management) or not very developmental
functions (e.g. cemetery or park management).

Management of urban functions are less efficient and also suffer from limited resources. In the case of
some services, notably solid waste management, City Council performance is sub-optimal as they resort
to a force account modus operandi, relying directly on City Council equipment and labor, rather than
through contracting with the private sector. In other cases, notably roads, City Councils face severe
funding constraints, some of which can be attributed to the expenditure patterns of City Councils,
characterized by high proportion of payroll-related costs in recurrent expenditures (40-50%) and the
total expenditures (32-47%), in return for a very low rate of capital expenditure (less than 10% of all city
spending).

Urban local governments in Malawi rely heavily on own-source revenues (OSRs), which account for
65-80 percent of the total revenues of urban local governments. This is an unusually high level of
dependency on OSRs and is largely due to the very limited transfers from the central government in
Malawi, well below the levels where they can meet current public infrastructure and service delivery
needs. Inter-governmental fiscal transfers (IGFTs) to local governments in Malawi are very limited, and
particularly inadequate for urban local governments, for whom IGFTs only account for a little over 20
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percent of their revenues. OSRs per capita for all City Councils are not large, either as they only amount
to MWK 1,500-2,000 or USS 5 per capita annually. Other methods of revenue generation such as
borrowing and private-public partnerships are currently not utilized to raise finance.

Property tax is the most important revenue item for City Councils, accounting for between 50-65
percent of total OSRs and offers a large potential. According to the Local Government Act, property
taxes can be levied on all properties within a local government jurisdiction, with a few exceptions (such
as roads, parks and cemeteries) —that is, in principle, City Councils have a fairly wide property tax base.
In practice, most City Councils limit themselves to levying property taxes on properties within “ratable”
areas. The criteria by which areas are deemed to be “ratable” are not clearly defined but the observed
tendency is for commercial/industrial, administrative and formal low density (and high value) residential
areas to be designated as such, while informal and high density residential areas tend to excluded. Local
Governments also enjoy very wide discretion in terms of setting property tax rates, which can vary
depending on the type of property (commercial, residential, etc.) and in terms of the actual percentage
of assessed property value.

Despite having a large property tax base and considerable latitude in setting property tax rates, City
Councils have difficulties in mobilizing property tax revenues, due to a number of problems. Property
tax rolls are generally gross underestimates of real properties in urban jurisdictions. The institutional
and legal framework regulating property taxation is cumbersome, inappropriate, unrealistic and
outmoded to effectively update the tax rolls. In general, direct incentives for encouraging better City
Council staff performance are absent, while enforcement and compliance are major challenges in
mobilizing property taxes. On the tax collectors’ side, there is a high risk of property taxes to be
misplaced or misappropriated, while tax-payers are reluctant to pay, given the poor services provided by
City Councils. These challenges underline that increase in revenues goes hand in hand with
improvement in the service delivery capacity and institutional reform of the local governments.

Policy recommendations

To generate more investment in urban development without hurting rural areas, Malawi needs to
strengthen the capacity of urban local governments to expand their financial resources and grow their
roles in infrastructure and service delivery.

For urbanization to contribute to national growth, the scope of urban policy needs to be broadened to
include not only residential investments, but also investments that directly support urban enterprises
and job creation. This report finds that urban centers account for a much larger share of national
economic growth than their small populations would suggest. Better employment opportunities in
urban centers can then accelerate economic growth faster than rural non-farm development can.
Urbanization will also increase the demand of urban businesses and consumers for agricultural products,
which in turn can contribute to reducing poverty in rural areas. Urbanization is therefore an opportunity,
not a threat, to broad-based economic development.

Increased investment in urban development can be financed through a systematic, focused effort to
improve the own source revenue (OSR) system in urban areas, particularly for property tax. The Local
Government Act allows a formally large tax base and considerable latitude in setting property tax rates.
To mobilize property tax revenues, property valuation methods should be simplified to more effectively
update property tax rolls and payment systems modernized to facilitate the collection process while



increasing transparency in the overall property tax system. If local governments are to make a genuine
contribution to urban development, ways of increasing the size of inter-governmental fiscal transfers to
City, Municipal and Town Councils should also be explored.

It will also be necessary to change the ways in which local government, in general, and City Councils,
in particular, manage service provision and their budgets. Out-sourcing of some services to the private
sector as compared to the current in-house management arrangement, is likely to be more cost-
effective (as has been the case in waste collection and road works and which can also be applied to
other activities such as solid waste disposal) and help the urban local governments to reduce payroll and
other recurrent costs, which currently accounts for the majority of their expenses and thus reduces the
level of capital investment. Increase in IGFTs should also be made available only on the basis of their
performance and if they meet certain conditions such as increasing their fiscal effort (to raise OSRs),
making agreed changes to their management, and gradually altering the structure of their budgets.

In the long run, the gap between policy intentions of decentralization and reality requires
reconciliation. Constitutional provisions point towards empowered local governments in cities (and
towns), playing a major role in urban infrastructure and service delivery, as well as providing a forum for
democratic governance at the local level. This policy vision is shared with many other countries, in which
strong and downwardly accountable municipal governments are expected to provide (or facilitate the
provision of) urban public goods and services. However, urban local governments in Malawi are
marginalized and weak in reality. This policy disconnect will become more acute in the context of faster
urbanization. Although it is likely to contribute greatly to facilitating national economic development,
faster urbanization will also increase the need to address key urban challenges, such as providing basic
services to an expanding urban population and improving transport infrastructure within cities and
across regions.



1 Urbanization and Economic Transformation in Malawi

1.1 Introduction

The Malawi Urbanization Review aims to provide fresh perspectives on urbanization in Malawi, by
analyzing the current and potential contribution of urbanization to long-term national development
and the current institutional and financial capacity of local governments to manage the process.
Analyses presented in this report are particularly timely as Malawi is planning for the coming half
decade through the Malawi Growth and Development Strategy (MGDS) 1l (2016-2020). Malawi is
urbanizing at a moderate rate and has a good chance of proactively managing the urbanization process.
Opportunities may arise from a positive structural change that Malawi’s economy is undergoing,
whereby the driver of growth and job creation moves from agriculture to non-agricultural sectors. Faster
urbanization, with strong linkages with rural areas, can contribute further to deepening such structural
change. To unlock the potential of urbanization as a catalyst for long-term economic development, it is
necessary to strengthen the capacity of urban local governments to generate revenues and meet the
key infrastructure and service needs in urban areas, which remain challenging even at the current rate
of urbanization.

1.2 Urbanization Trends in Malawi

Malawi’s past national development strategy has viewed urbanization as a constraint to development
rather than as an opportunity. Malawi being predominantly rural, national development policies have
naturally focused on rural development as an end in itself but also as a means to reduce rural to urban
migration by raising agricultural productivity and value-addition and creating markets and job
opportunities in rural villages (GOM 2011). For instance, the Malawi Growth and Development Strategy
(MGDS) states that “The long-term goal is to develop rural growth centers... and reduce rural-urban
migration” (GOM 2006). Likewise, the current MGDS-II (soon to be replaced by MDGS-III) demonstrates
a concern with urbanization by introducing the notion of a Green Belt with an aim to “reduce rural-
urban migration” as well as population policies aimed at “addressing the vulnerabilities caused by...
migration and rapid urbanization” (GOM 2011).

This position is premised on a scenario of urban expansion, which often revolves around the
projection of rapid urbanization. Estimates of Malawi’s urbanization rate have indeed been on the high
side. Some present Malawi as “one of the fastest urbanizing countries”, projecting that its urban
population grows at the rate of 4.7 percent, with a potential warning of the urbanization of poverty and
growth of slums (UN-HABITAT 2012). The Situation of Urbanisation in Malawi Report (2013), prepared
for the Ministry of Lands, Housing and Urban Development, also notes an annual urbanization rate of
5.2 percent (i.e. the increase in the share of urban residents in the total population), citing the 2008
Population and Housing Census, which then leads to the projection of 50 percent urbanization by 2050.

Unlike the common perception of rapid urbanization, Malawi is at an early stage of urbanization and
its urban population is growing at a moderate pace. Around 16 percent of Malawi’s population (2.8
million) lived in urban areas for the period of 1998-2008 and the urban population grew on average at
3.7-3.9 percent per year during the same period (as compared to the total population growth rate of

' The 2008 Population Census (NSO 2008, pp. 26) reports that Malawi’s urban population growth rate was 5.3
percent per year during 1987-1998 but only 3.7 percent per year during 1998-2008. However, summing the
reported populations of individual urban centers yields an urban population growth rate of 3.9 percent per year.
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2.8%).” At this rate, by 2030, one in every five Malawians (or around 20% of the population) will be a city
or town dweller and by 2050, the share will reach 30 percent of the population.?

Malawi’s urbanization rate is in fact slower than that of other countries at a comparable level of
urbanization in Sub-Saharan Africa (Figure 1.1). The horizontal axis of Figure 1.1 shows the share of the
total population in urban areas, and the vertical axis shows the percentage point gap between urban
and rural population growth rates in 2014 (a higher value implies more rapid urbanization). Malawi
(MWI) lies towards the lower left-hand side of the figure, because it has a low urban population share
and its urban population growth rate is about one percentage point higher than its rural population
growth rate. This is half the urbanization rate of Sub-Saharan Africa (SSA) as a whole. Urbanization in
Malawi is slower than in other agrarian countries with low urban population shares, such as Ethiopia
(ETH), Rwanda (RWA) and Uganda (UGA).*

Figure 1.1 Urbanization Rates in Sub-Saharan Africa, 2014
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Source: Own calculations using World Bank (2015a).
Notes: MWI is Malawi; RWA is Rwanda; ZAM is Zambia; MOZ is Mozambique; UGA is Uganda; ETH is Ethiopia; TZA is Tanzania;
and SSA is Sub-Saharan Africa.

The above figure uses the National Statistics Office (NSO)’s definitions of “urban” areas, which varies
across countries. Malawi’s 2008 Population Census (NSO 2010a) separates urban centers into three
categories: (i) primary centers (e.g., Lilongwe); (ii) secondary centers (e.g., Mangochi); and (iii) other
urban centers. This classification is not based solely on population size, but rather on an urban center’s

> Own calculations using the 1998 and 2008 Population Censuses (NSO 2000a, 2010).

3 Projections for Malawi’s urban population made by the National Statistical Office (see
http://www.nsomalawi.mw/images/stories/data_on_line/demography/census _2008/Main%20Report/ThematicRe
ports/Population%20Projections%20Malawi.pdf).

*Froma global perspective, the rate of urbanization in Rwanda, which is the fastest urbanizing country in Sub-
Saharan Africa, is similar to that of China. Malawi’s urbanization rate is closer to that of India.
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orientation towards non-agricultural activities, its population density, and the availability of services.” As
such, the ranking of centers by population size does not neatly divide into secondary and other towns.
This is evident from Figure 1.2, which shows the size distribution of urban centers in 2008. Luchenza, for
example, is a secondary town with a population of 11,000 people, whereas Nkhotokota has a population
of 25,000 but is not classified as a secondary town. The figure also shows the large population gap
between primary and secondary centers. Considering this, urban areas in this report are grouped into
“primary cities” and “secondary towns”, where the latter includes all of the “other centers.”

Figure 1.2 Size Distribution of Urban Centers, 2008
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Source: Own calculations using the 2008 Population Census (NSO 2010a).

The urban population grew at 3.7 percent over the decade (1998-2008). Malawi’s total population
grew at 2.8 percent per year, which, given the large size of the rural population, was close to the rural
population growth rate of 2.6 percent. Secondary towns grew more rapidly at 4.2 percent per year, but
their small size meant that, in absolute terms, primary cities still dominated urban expansion.

Table 1.1 National Population Growth, 1998-2008

Population (1000s) Annual
1998 2008 growth (%)
National 9,934 13,077 2.8

> It should be noted, however, non-agricultural activities including trading, manufacturing, transportation, social
services, construction, financial services, mining and quarrying, exist in both urban and rural areas. The
classification of urban areas by the NSO also differs from that of the Ministry of Lands, Housing and Urban
Development. The 1987 National Physical Development Plan (NPDP) defines urban centers according to levels of
service provision such as administration, commerce and business, health, education and infrastructure; and
classifies them into the hierarchy of two national centers (Blantyre and Lilongwe), one regional center (Mzuzu) and
six sub-regional centers (Karonga, Liwonde, Mangochi, Salima, Dedza and Bangula).

3



Urban 1,427 2,044 3.7

Primary 1,095 1,558 3.6
Secondary 157 236 4.2
Other 175 250 3.6
Rural 8,506 11,033 2.6

Source: Own calculations using the 1998 and 2008 Population Censuses (NSO 2000a, 2010).

At current population growth rates, Malawi’s urban population share will remain below 20 percent
until 2040. A simple projection of population levels for 2040, assuming that current annual growth rates
for cities, towns and rural areas continue, suggests that Malawi’s total population could reach 32 million
people by 2040 (Table 1.2).° The urban population share increases from 15.6 percent in 2008 to 19.9
percent in 2040. Together, population growth and urbanization imply that Malawi’s towns and cities will
need to accommodate an additional three million people by 2040, i.e., a threefold increase over 2008
population levels. Even though secondary towns are growing faster than major cities, almost three
quarters of the increase in the urban population will take place in Lilongwe and Blantyre.

Table 1.2 Simple Population Projection, 2008-2040

Population (1000s)

2015 2040 Change
National 13,817 31,779 17,962
Urban 2,152 6,327 4,175
Primary 1,672 4,810 3,138
Secondary 235 805 570
Other 246 713 467
Rural 11,665 25,452 13,787
Urban share (%) 15.6 19.9 -

Source: Own calculations using the 1998 and 2008 Population Censuses (NSO 2000a, 2010).

Malawi’s urbanization pattern is defined primarily by its four main cities, which account for the
majority of the urban population. Malawi’s urban population lives in 31 urban settlements, broken
down into three categories of Primary, Secondary and Other settlements (Table 1.3). Malawi’s primary
urban settlements are relatively small in terms of population by comparison with their peers in other
countries; they are also low density settlements, spread out over substantial urban jurisdictions.
Nonetheless, over 75 percent of the urban population lives in these cities, although their growth rate is
not necessarily the highest, with some of the secondary towns (and other urban areas) growing faster.

Table 1.3: Urban settlements and urban population (2008)

Urban settlement Sub-category No of | Total population % of total urban
category settlements population
Primary All 4 1,557,986 76.1
Cities (Lilongwe & Blantyre) 2 1,335,704 65.3
Emerging cities (Mzuzu) 1 133,968 6.5
Large towns (Zomba) 1 88,314 4.3

® This is close to the United Nation’s population projection of 34 million for 2040 (UNDESA 2015).
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Secondary 9 237,471 11.6
Other 18 250,754 12.3

Totals 31 2,046,211 100.0
Source: NSO (2008)

There is considerable variation in population growth rates across individual urban centers. Population
growth rates for urban centers ranked by their population size in 2008 show that average annual
population growth rates among secondary centers ranged from 2.8 percent in Luchenza to 6.7 percent
in Mangochi (Figure 1.3). There is even wider variation in population growth rates across “other” urban
centers. In comparison, the four cities, particularly Lilongwe and Blantyre, with markedly larger
populations, will continue to be dominant in terms of their absolute population size in the coming years.
Malawi’s urban policies and investments will need to accommodate the needs of small towns like
Mangochi, whose population is set to double over the next decade, as well as those of the major cities

like Lilongwe, whose population is growing more slowly but whose size dominates overall urban
expansion.

Figure 1.3. Urban Population Expansion, 1998-2008
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Source: Own calculations using the 1998 and 2008 Population Censuses (NSO 2000a, 2010).
Notes: LIL is Lilongwe; BLA is Blantyre; MZU is Mzuzu; and ZOM is Zomba.

Internal migration is the driver of urbanization in Malawi, accounting for more than half of the annual
population growth in cities and towns, although at a moderate scale. Figure 1.4 shows the cumulative
share of rural-to-urban and urban-to-rural migrants in Malawi’s total urban population as of 2011,
counting the migrants moved to or left the urban center over the 12 years since 1998." In 2011, 7.9
percent of the urban population were migrants who had moved from rural to urban areas. This inflow
was offset by a 2.4 percent outflow of urban residents moving to rural areas. The net effect is that 5.5

” The Third Integrated Household Survey (IHS3) conducted in 2010/11 includes questions such as if households had
always resided in their current location and, if not, where they had previously resided and which year they had
migrated. This provides information on internal migration flows between and within rural and urban areas.
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percent of the total urban population in 2011 were migrants who had migrated to towns or cities
between 1998 and 2010.

Figure 1.4 Migrant Share of Urban Population, 2011
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Rural to urban migration results from both push and pull factors — limited economic prospects in rural
areas, where small landholdings severely constrain agrarian growth and alternative income generation
opportunities are lacking; as compared to expanding economic opportunities and greater access to
public services in towns and cities, whether actual or perceived (Manda 2013). Among 14,000 new
working age migrants arriving in Malawi’s towns and cities each year between 2006 and 2010, 11,000
migrants moved to major cities and the remaining 3,000 moved to secondary towns. With survey and
census data combined, then this migrant inflow accounted for more than half (i.e., two percentage
points) of average annual population growth in cities and towns. This means the underlying or natural
rate of population growth in urban centers is lower than that of rural areas (i.e., about 1.7 percent
versus 2.9 percent per year).

1.3 Opportunities and Challenges of Urbanization

Despite cautionary measures, urbanization has continued and will continue in Malawi, albeit at a
moderate rate. Attempts to manage urbanization either by focusing on rural development or by
curtailing rural-urban migration are not unique to Malawi. According to UN Habitat (2013:25), 67
percent of the countries in the world are reported to have implemented policies aimed at reducing
or reversing migration flows from rural to urban areas, even though rural-urban migration was no
longer a major cause of urban growth. Globally, natural increase has accounted for 60 percent of
urban population growth while 20 percent has been due to reclassification of urban areas. The
trend is slightly different in Malawi where rural-urban migration remains a prime driver of
urbanization (Manda 2013).

® Note that is the net inflow of migrants (i.e., rural-to-urban migrants minus urban-to-rural migrants).
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The challenge arises when urbanization is taking place in the absence of industrialization, job creating
investments, or adequate service provision, not from urbanization per se. Given this, a key question is
whether cities and towns in Malawi are ready to accommodate in-migrants with adequate housing,
infrastructure and services, and by creating more jobs.

Even at the current rate of urbanization and as their populations increase, Malawi’s cities and towns
will face clear and growing challenges — not only so as to make a greater contribution to local (and thus
national) economic growth, but also to provide local populations with better basic living conditions.
With the exception of the water supply sector, there is little reliable information to allow a precise
assessment of urban investment needs. Some sense of the scale of the urban development challenge in
different investment and service delivery sectors is provided below by way of describing the magnitude
of current shortages.

o Electricity supply and distribution remains erratic and insufficient to meet growing industrial,
commercial and residential demand in urban areas. In 2012, only 37 percent of the urban
population (and only 10% of the total population) has access to electricity, which underlies
deficiencies in the distribution network.” Moreover, despite some improvements in recent years,
electricity supply in Malawi (and its urban areas) is unreliable and insufficient to meet demand. In
2010, almost half of formal sector enterprises (which are usually located in cities) included in a
survey reported themselves as having backup generators, which was twice the share found in other
low-income African countries. Moreover, the rate of over 22 percent business turnover lost to
power outages was more than three times as high as other low-income African countries. Based on
a lost load of USS 0.50 per kilowatt-hour (kWh), power outages are estimated to be costing the
Malawian economy around two percent of its GDP.*

e Transport infrastructure.' Although Malawi’s main road network is in much better shape than that
of many other developing countries, urban and secondary road networks are often limited in
coverage and feeder roads are in poor condition. Compounded by road maintenance spending that
is well below the norm in Africa, this discourages public transport and increases the cost of intra-
urban travel.

e Water supply and sanitation.'? Malawi has a better track record in the urban water supply sector
than many other developing countries, with some 96 percent of the urban population estimated as
having access to improved water sources. However, only 33 percent of the urban population has
access to water that is piped into their homes; the majority of those who access improved water
supplies do so from either shared or multi-user sources. To ensure universal access to improved
water supplies and also to secure urban water supplies until 2030, it is estimated that over USS 1
billion will need to be invested. Sanitation in Malawi’s cities and towns is also in need of
improvement: although 47 percent of the urban population has access to improved sanitation, the

° Data from the World Bank’s Malawi country website (http://www.worldbank.org/en/country/malawi and
http://data.worldbank.org/country/malawi),

19 All 2010 information on Malawi’s electricity supply sector is drawn from Foster, V. & Shkaratan, M. (2010):
Malawi’s Infrastructure: a continental perspective, World Bank.

" For more detailed information on Malawi’s transport infrastructure, see Foster, V. & Shkaratan, M. (2010):
Malawi’s Infrastructure: a continental perspective, World Bank; and Foster, V. & Bricefio-Garmendia, C., eds
(2010): Africa’s Infrastructure: A Time for Transformation, World Bank.

12 See UN/IMP data; and World Bank (2012): Malawi Water Sector Investment Plan (Volumes I and I1)
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remaining 53 percent either share improved sanitation facilities with others, use unimproved
sanitation or defecate in the open.*® Also, access to improved sanitation in urban areas has fallen
from already low levels. It is estimated that around USS 200 million will need to be invested to make
a major improvement in urban sanitation.

e Solid waste management. Currently, solid waste management in Malawi’s towns and cities is a
major challenge. Regular waste collection — whether by public authorities or by the private sector —
is generally limited to industrial, commercial and middle income housing areas. Low income housing
areas, in which the majority of the urban population lives, are poorly served, if at all. Waste disposal
is carried out at municipal landfill sites, where — for the most part — waste is simply dumped (rather
than disposed of), and which are rapidly approaching saturation.

e Natural hazard risk. Malawi is classified as one of the 15 countries with more susceptibility™*
worldwide. In 2015 alone, weather shocks of flooding and drought contributed to the decline in the
GDP growth rate (World Bank 2015c). In particular, urban areas are highly vulnerable®® (UNU-EHS,
2014). For instance, the Global Urban Risk Index classifies Blantyre, the second most populated city,
as the city with highest mortality risk and the risk of economic loss due to earthquakes (Brecht,
Deichmann & Wang. 2013).

Substantial investments are needed to meet these urban challenges and modest growth in the past
decade and a half (1998-2013) seems to offer some opportunities. During this period, Malawi
experienced an annual GDP growth rate of 3.9 percent on average, recovering from a long spell of
recession and stagnation in the 1980s and the 1990s. The continuation of positive performance is yet to
be seen, however. Concerns of sluggish growth are looming again, as weak fiscal discipline results in a
large deficit and macroeconomic instability, characterized by high inflation and volatile exchange rates
(World Bank 2015b; 2015c).

More importantly, Malawi’s economy is undergoing a “positive structural change” — a gradual shift
out of agriculture and the movement of labor from low to high productivity sectors. Over the period of
1998-2013, industry was the major driver of economic growth, mainly due to expansion in
manufacturing and construction at an annual growth rate of 5.4 percent, as compared to three percent
growth for agriculture. In 2013, services accounted for 51.2 percent of GDP, while agriculture only
accounted for less than one third share of value added. An indication of positive structural change
becomes more apparent when sectoral patterns of employment is considered. For the same period,
employment in the service sectors grew rapidly at almost eight percent per year, increasing by 17
percentage points, largely accounted for by trade and community services. In comparison, employment
in agriculture declined in absolute terms by 20 percentage points, despite rural population growth.

B wWHo JUNICEF Joint Monitoring Program (JMP) for Water Supply and Sanitation. Water Sources and Sanitation
Facilities. June 2015, Malawi. Source: www.wssoinfo.org

1 “Susceptibility refers to the likelihood of suffering from and experiencing harm, loss and disruption in an
extreme event or natural hazard. Thus, susceptibility describes structural characteristics and framework conditions
of a society” (UNU-EHS, 2014).

B Vulnerability “relates to social, physical, economic and environmental factors which make people or systems
susceptible to the impacts of natural hazards, the adverse effects of climate change or other transformation
processes. Moreover, the term vulnerability covers factors which comprise the abilities and capacities of people or
systems in order to cope with and adapt to the negative impacts of natural hazards. ” (UNU-EHS, 2014).
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Figure 1.5. Value added to GDP and employment by sector
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Source: Own calculations using the 1998 and 2008 Population Censuses (NSO 2000a, 2010) and
2013 Labor Force Survey (NSO 2014)

Non-agricultural growth and job creation, which is often associated with urbanization, cannot be
simply equated with an expansion of urban economy in case of Malawi. While urban areas contribute
more to job creation (12% employment in urban areas accounts for 17% of job creation), most of the
expansion of Malawi’s non-farm sector over the past 15 years has occurred in rural areas. In Malawi,
rural and urban economies do not necessarily correspond to agriculture and non-agriculture,
respectively. Almost a third of rural jobs are in non-farm activities, while one in every six urban jobs are
in agriculture. The nature of jobs within each sector also differs across the regions. Notably, among
services that dominate non-farm employment in Malawi, trade activities (retail and wholesale trade as
well as restaurants) are particularly important in rural areas where they account for about half of all
non-farm jobs. In contrast, a greater proportion of urban non-farm jobs are in finance, business services
and public administration.

At the same time, the urban economy demonstrated a potential of making a greater contribution to
the national development, by growing faster than the overall economy. Although data constraints
make it hard to gauge the precise contribution of cities and towns to national growth, Malawi’s four
cities form the economic core of the national economy, with their contribution to national GDP (33%)
far larger than their population share (13%). In comparison, rural areas contain 85 percent of Malawi’s
population, but account for only 62 percent of national GDP. Secondary towns contain about three
percent of the population, but contribute six percent to national GDP. Capital accumulation is also being
concentrated in the four main urban centers. Compound growth in lights from 1996 to 2010 shows
urban areas have expanded across the country, especially in Lilongwe, Blantyre and Mzuzu. Night-time
lights are a good proxy for capital accumulation in urban areas as infrastructure and industries tend to
work at night and represent activity in non-agricultural sectors.



Figure 1.6. Night-time lights compound growth 1996-2010 (% annual change)
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There also exist complex but strong linkages between rural and urban economies through production,
consumption and migration channels, which can be further reinforced in support of national growth
and development. Agriculture is heavily concentrated in rural areas, while industrial and service sectors
that are most important in cities and towns. This production pattern defines rural-urban consumption
linkages whereby urban centers import most of their agricultural and food products from rural areas,
while exporting services to rural areas, such as transport, finance and business services. These strong
rural-urban linkages need to be carefully factored in the analysis of future urbanization trends and their
implication for public investment options.

Chapter 2 provides detailed analyses of the past growth trajectories, focusing on the rural-urban
linkages, and proposes three scenarios of urbanization with different public investment options for
the period of 2010-2030. The baseline is that even at the current rate of urbanization, it is anticipated
that major cities will grow further, generating national growth gains. (i) At an accelerated rate, both
benefits and costs of urbanization would increase, with structural transformation taking place at the
cost of urbanizing poverty. (ii) In order to address congestion effects associated with faster urbanization,
investment needs to increase in line with the growing demands for infrastructure and services in urban
areas. With a fixed amount of public resources, this means that more investment in urban areas would
come at the cost of investment in rural areas, thereby lowering agricultural productivity and hurting the

10



rural poor who are mostly smallholder farmers. (iii) A win-win solution may be found when urbanization
can be financed by increasing the urban tax base and the level of public investment is maintained.

The findings of the report suggests that even slightly faster urbanization would go a long way towards
meeting Malawi’s need to accelerate growth and to undergo more meaningful structural change.
Increased investment in urban areas, which comes at the cost of rural agricultural investment, increased
food prices and urban poverty, can be self-financing if urban households/firms are taxed to pay for
urban development. To materialize this desired scenario, it is imperative to understand the capacity of
local governments to function as the principal mechanisms for the decentralized delivery of public
goods, since already existing challenges of infrastructure and service delivery will not resolve themselves
and are instead more likely to intensify with faster urbanization.

Chapter 3 examines whether and to what extent current institutional and financing capacities of local
governments are “fit for purpose”, particularly within the context of recently revived decentralization,
following the tripartite election in May 2014. The delivery of public goods and services in Malawi’s
urban settlements is currently undertaken by a number of institutional actors. In normative terms, the
role of local government is considerable as the Local Government Act provides City, Municipal and Town
Councils with substantial statutory authority over a wide range of planning, infrastructure and service
delivery functions. At the same time, other institutions such as central government line ministries and
departments have similar functions and mandates and act on them with varying degrees of success. In
practice, local governments play a relatively small part in infrastructure and service delivery in urban
areas. “Cramped” by parastatals and line ministries (which are heavily involved in roads, water and
electricity, as well as education and health services), urban local governments seem to be limited to:
residual functions (such as residential streets, lighting and pavements); functions that are not taken on
by other agencies (such as solid waste management and running local markets); or very specific and not
very “developmental” urban functions (such as cemetery management or parks and recreation).

This can be partly attributed to the financial and capacity limitations of urban local governments,
which needs to be addressed in order to manage urban as well as national development more
effectively. Substantial inter-governmental fiscal transfers to urban local governments account only for
20 percent of their total revenues. Thus, Malawi’s cities and towns rely heavily on own-source revenues,
which accounts for 65-80 percent of the total revenues, although its per capital share comes down to a
meagre USS 5 in four major cities. With recourse to borrowing being extremely limited, urban local
governments are then poorly placed: (i) to take on all of their statutory functions; (ii) to “muscle in” on
activities already being undertaken by other actors; or (iii) to do a good job of meeting the growing
needs for the municipal services that they currently try to provide (such as solid waste management, city
road construction and maintenance).
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2 Rural-Urban Linkages for National Growth and Development

2.1. Introduction

This chapter reviews Malawi’s growth and employment trends between 1998 and 2013, in order to
provide an empirical basis for projecting national development scenarios in the future. Economic
growth in Malawi over the last decade and a half, which has increased average per capita incomes in the
country, was largely driven by non-agricultural sectors. This movement of workers out of agriculture into
more productive non-farm jobs has led to gradual positive structural change in the economy. Notably,
most of the expansion of Malawi’s nonagricultural sector occurred in rural areas rather than towns and
cities as conventionally observed. This is consistent with the country’s small urban population share and
slow urbanization process relative to other developing countries.'® At the same time, the urban
economy demonstrated a potential of making a greater contribution to the national development, by
growing faster than the overall economy over the examined period. Based on the analysis of the
economic structure of rural and urban areas and the linkages between the two, a dynamic economy-
wide model is constructed to discern policy implications of faster urbanization for Malawi’s growth,
employment and poverty (at national, sectoral and spatial levels). The chapter concludes by discussing
different options of allocating public investment between Malawi’s major cities, secondary towns, and
rural areas.

2.2.  Growth, Employment and the Rural and the Urban Economies

2.2.1. National growth and structural change

The last decade and a half was a period of modest but positive economic growth in Malawi. Although
its economic growth is slower than in Sub-Saharan Africa as a whole, the country still performed well
relative to its own historical record. Growth in national GDP averaged 3.9 percent per year between
1998 and 2013 (NSO 2015). This exceeded population growth of three percent per year (World Bank
2015a). As a result, GDP per capita increased from USS 416 in 1998 to USS 472 in 2013 (i.e., by about
one percent per year). This is still lower than the growth rates of other African countries with per capita
GDP below USS 1000 in 2005 or the total GDP growth rate for all Sub-Saharan African countries (marked
as SSA in Figure 2.1). Figure 2.1 also compares Malawi’s growth performance to that of other agrarian
economies who are at a similar stage of development, such as Ethiopia, Rwanda and Uganda. Most of
these countries have national development plans aimed at accelerating economic growth by promoting
industrial expansion, particularly in manufacturing.

16 According to the World Bank (2015a), Malawi’s urban population share increased by 0.11 percentage points per
year over the last five years (2010-2014). This is below the Sub-Saharan African average of 0.48 percentage points
and is the eighth slowest urbanization rate in the region (see Section 2.3 for further discussion).
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Figure 2.1 Economic Growth in Sub-Saharan Africa, 1998-2013
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Source: Own calculations using World Bank (2015a).

Notes: Per capita GDP is not adjusted for purchasing power parity. MWI is Malawi; RWA is Rwanda; ZAM is Zambia; MOZ is
Mozambique; UGA is Uganda; ETH is Ethiopia; TZA is Tanzania; ZWE is Zimbabwe; ERI is Eritrea; CAF is Central African Republic;
and SSA is Sub-Saharan Africa.

Recent economic growth patterns indicate that Malawi’s economy is gradually shifting away from
agriculture. As shown in Table 2.1, industry was the major driver of economic growth in Malawi, mainly
due to expanded manufacturing and construction. Although services did not grow as quickly, it remains
the country’s single largest source of value-added. Agriculture, by contrast, grew at a slower pace than
the overall economy (3% as compared to 3.9% in terms of annual GDP growth rate), causing its share of
total GDP to fall from 36.1 to 31.8 percent between 1998 and 2013.

Table 2.1 Growth and Employment, 1998-2013

1998 2013 Annual growth, 1998-
2013
GDP ($ million) 4,133 7,287 3.9
Agriculture 1,491 2,315 3.0
Industry 512 1,135 5.4
Services 2,130 3,837 4.0
Employment (1000s) 4,446 5,547 1.5
Agriculture 3,736 3,556 -0.3
Industry 193 411 5.2
Services 517 1,581 7.7
GDP per worker ($) 929 (a) 1,314 (b) 3.2
Agriculture 399 651 4.5
Industry 2,658 2,764 0.4
Services 4,116 2,427 -4.7
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Source: Own calculations using the 1998 and 2008 Population Censuses (NSO 2000a, 2010), 2013 Labor Force Survey (NSO
2014b), national accounts data (NSO 2015), and integrated household surveys (NSO 2000b, 2014a).
Notes: Initial poverty rate is for 1997.

Modest changes in the sectoral composition of GDP hide substantial shifts in sectoral patterns of
employment. Employment in the service sectors grew rapidly at almost eight percent per year during
1998-2013, whereas employment in agriculture declined in absolute terms despite rural population
growth (see Table 2.1)." Rising agricultural GDP together with falling agricultural employment implies
rising agricultural value-added per worker. Moreover, labor productivity is already low in agriculture and
so the migration of workers to more productive sectors further increases national average GDP per
worker. This movement from low to high productivity sectors is called “positive structural change” and is
strongly associated with long-term economic development, which is typically characterized by a
declining importance of agriculture (and with migration to urban centers). It is also assumed to be
synonymous with urbanization, although, as will be seen, this has not been the case in Malawi.

Using the methodology described in McMillan et al. (2014), economy-wide labor productivity is
decomposed into two components: (i) within-sector gains in worker productivity; and (ii) gains arising
from workers moving between sectors. The first component is the sum of sectoral productivity changes
weighted by initial employment shares, assuming that changes in national employment are distributed
proportionally across sectors. The second component is the additional effect of reallocating labor across
sectors after accounting for changes in sectoral productivity. When workers move, in aggregate, from
low to high productivity sectors or when job creation is faster in higher productivity sectors, then
structural change is said to have contributed positively to national labor productivity. Table 2.2 reports
the results from this growth decomposition analysis.

Table 2.2 Decomposing Gains in Worker Productivity, 1998-2013

Change in value-added per worker (USS)

Within- Between- Total

sectors sectors change
Total for all sectors  26.5 357.6 (c) 384.1 (d)
Agriculture 211.7 (e) -129.7 82.0
Industry -1.3 73.7 72.5
Services -63.7 222.8 (f) 159.0

Source: Own calculations using the 1998 and 2008 Population Censuses (NSO 2000a, 2010), 2013 Labor Force Survey (NSO
2014b), and national accounts data (NSO 2015).

Virtually all of the increase in national GDP per worker between 1998 and 2013 was due to “positive
structural change” caused by a shift in employment out of agriculture, primarily into services. The
total increase of USS 384 in value-added per worker (i.e., (d) in Table 2.2. or (b) minus (a) in Table 2.1) is
largely accounted for by the gains of USS 358 arising from workers moving between sectors (i.e., (c) in
the Table 2.2). Agriculture still contributed to the increase in national labor productivity, because

v Agriculture’s falling employment share in Malawi is supported by various surveys and censuses. The share was
estimated at 87 percent in 1987 (NSO 1989); 84 percent in 1998 (NSO 2000a); 73 percent in 2008 (NSO 2010a); and
64 percent in 2013 (NSO 2014b). The downward trend is consistent with the reanalysis of historical data conducted
by the Groningen Growth and Development Centre (see de Vries et al. 2015).
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average productivity rose for those workers who remained in the sector. In fact, the productivity gains
within agriculture were almost equal to the productivity gains caused by farm workers moving into
services (i.e., USS 212 versus USS 223 or (e) and (f) in Table 2.2 respectively). This suggests that
agricultural growth may have been associated with labor-shedding technological change. One possible
explanation is the Farm Input Subsidy Program (FISP), which provided chemical fertilizer and improved
seeds to half of all farmers from 2006 onwards (see Arndt et al. 2014). This is important since it indicates
that at least some of the recent changes in employment patterns (and possibly urbanization) may be
due to “push factors” caused by productivity-enhancing agricultural policies.” Of course, large
productivity differentials across sectors are also a “pull factor” encouraging workers to leave agriculture.
The analysis suggests that workers’ exit from farming reduced average productivity levels within
industry and services and narrowed sectoral productivity gaps in the country.

Figure 2.2 helps visualize Malawi’s process of structural change. The vertical axis shows sectoral
productivity relative to economy-wide productivity. A positive value means that a sector generated
above-average value-added per worker in 1998. The horizontal axis shows the percentage point change
in employment shares from 1998 to 2013. A negative value means that a sector’s share of total
employment fell, even though employment in the sector may have grown in absolute terms. Finally, the
size of the circles represents a sector’s initial contribution to total employment. Agriculture has the
largest circle because 84 percent of Malawian workers identified themselves as being farmers in 1998.

Figure 2.2 Structural Change in Malawi, 1998-2013
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2014b), and national accounts data (NSO 2015).

Notes: Size of circle equals initial employment share. AGR is agriculture; MIN is mining; MAN is manufacturing; UTL is utilities
(electricity and water); CON is construction; TRD is trade services; TRN is transport and communication; FBS is financial and
business services; and CSV is public and community services.

Overall, trade and community services generated half of the new jobs and three quarters of the
positive structural change generated in Malawi over the last 15 years. Agriculture’s share of total

" This is supported by decomposition analysis for the recent 2008-2013 period, which indicates an accelerated
decline in agriculture’s employment share relative to the earlier 1998-2008 period.
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employment fell by almost 20 percentage points over the same period (see AGR in the figure). All of the
other sectors shown in the figure experienced an increase in their employment share. The largest
expansion in employment took place within trade services (TRD), followed by community services (CSV).
Community services include high productivity services like health and education, as well as low
productivity services like paid domestic work. Most of the observed increase in employment was within
the lower productivity community services.

2.2.2. Rural and urban employment

In Malawi, it is difficult to equate non-agricultural growth and job creation with an expansion of the
urban economy. Malawi has a large rural non-farm economy and so sectoral patterns of growth can at
best provide only a rough indication of spatial patterns of growth. As a result, GDP data alone is not
sufficient to infer the contribution of urban centers to national economic development. Instead,
household survey and population census data are used to compare employment levels in rural and
urban areas. Table 2.3 shows rural and urban employment shares drawn from the 2013 Labor Force
Survey. The table also reports each sector and region’s contribution to total job creation between 1998
and 2013 (based on the 1998 Population Census).

Agricultural and non-agricultural sectors exist across rural and urban economies, although with
different characteristics. The first three columns of the table indicate that the rural and urban
economies do not correspond to agriculture or non-agriculture, respectively. Almost a third of rural jobs
are in non-farm activities and one in every six urban jobs are in agriculture. The nature of farming varies
between rural and urban areas. Urban agriculture mainly involves the production of food crops, such as
maize and horticulture, which are non-tradable goods and tend to be locally consumed, whereas rural
agriculture is more diverse and includes export-oriented, tradable crops like tobacco and cotton. Most
agricultural jobs in Malawi involve smallholder farmers operating on small plots of land. In rural areas,
however, there are also large-scale estate farms, mainly producing maize and sugarcane. Most rural
manufacturing jobs are related to the agricultural sector, such as maize milling. On the other hand,
urban manufacturing includes activities like the production of clothing, chemicals and furniture. Finally,
construction is an important source of employment, especially in urban areas.

Overall, it is services that dominate non-farm employment in Malawi, accounting for more than a
quarter of total national employment. Most service jobs are in the locally traded sector, which includes
wholesale and retail trade as well as restaurants. These activities are particularly important in rural
areas, where they account for about half of all non-farm jobs. In contrast, a greater proportion of urban
non-farm jobs are in sectors like finance, business services and public administration (see the FBS and
CSV sector in the table).

The urban economy is an important source of job creation in Malawi, with urban employment
growing faster than the national average over the last decade and a half. The final three columns of
Table 2.3 report contributions to national job creation. Urban employment growth accounted for 17.3
percent of all new jobs created in Malawi between 1998 and 2013 (i.e., (b) in Table 2.3). This is higher
than its 11.6 percent share of national employment in 2013 (i.e., (a) in Table 2.3).
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Table 2.3 Rural and Urban Job Creation, 1998-2013

Share of total regional Share of total sector Share of total national
employment, 2013 employment, 2013 change in employment,
1998-2013 (%)

National Urban Rural National Urban Rural National Urban Rural
All sectors 100 100 100 100 11.6(a) 88.4 100 17.3(b) 82.7
Agriculture (AGR) 64.1 16.4 70.4 100 3.0 97.0 -16.4 1.6 -18.0
Industry 7.4 16.7 6.2 100 26.2 73.8 19.8 2.3 17.5
Mining (MIN) 0.3 1.1 0.2 100 41.9 58.1 1.3 0.6 0.7
Manufacturing (MAN) 4.1 7.7 3.6 100 21.7 78.3 10.4 0.8 9.7
Utilities (UTL) 0.4 0.8 0.4 100 22.3 77.7 1.4 0.0 14
Construction (CON) 2.6 7.2 2.0 100 32.0 68.0 6.7 1.0 5.7
Services 28.5 66.9 235 100 27.2 72.8 96.6 13.4 83.2
Trade services (TRD) 16.9 34.8 14.6 100 23.2 76.8 62.1 8.8 53.3
Transport, communication (TRN) 2.0 5.4 1.6 100 31.4 68.6 7.4 1.2 6.2
Financial, business services (FBS) 0.9 3.9 0.5 100 49.9 50.1 3.9 1.7 2.2
Community, public services (CSV) 8.7 22.8 6.8 100 31.0 69.0 233 1.8 215

Source: Own calculations using the 1998 and 2008 Population Censuses (NSO 2000a, 2010) and 2013 Labor Force Survey (NSO 2014).
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That being said, most of the expansion in non-farm employment in Malawi occurred in rural areas
rather than urban centers. Nearly 83 percent of the new jobs were created in rural area and moreover,
all rural employment growth took place within non-farm sectors as rural agricultural employment
declined over this period. As was shown in Figure 2.2, most of the shift in employment out of agriculture
was into trade and community services.

In summary, economic growth in Malawi over the last decade and a half was associated with
substantial positive structural change, despite modest economic growth. Workers moved out of low
productivity agriculture into higher productivity non-farm jobs, particularly into trade and community
services. It is not possible, given data constraints, to accurately estimate to what extent urban centers
were responsible for driving economic growth and structural change in the country. Employment data
cautions against simply equating urban development with movements out of agriculture. Most new jobs
in trade and community services were actually created in rural areas and so it is here where most of
Malawi’s positive structural change is likely to have occurred. Nevertheless, the analysis indicates that
the urban economy has more than likely played a disproportionately large role in promoting economic
development in Malawi over the last 15 years.

2.3.  Malawi's Rural and Urban Economies

Evidence from developing countries, including Malawi, suggest that there are strong linkages between
agricultural and non-agricultural sectors (see Diao et al. 2010). As agricultural production expands, it
generates demand for non-agricultural inputs, such as fertilizers and transport services. Similarly,
manufacturing growth generates demand for agricultural products. Finally, agricultural incomes may be
used to purchase non-agricultural products, and vice versa. These production and consumption linkages
mean that growth in one sector may have “positive spillover effects” on other sectors. These linkages
may also imply trade-offs between sectors, since resources are limited. For example, the expansion of
employment in Malawi’s service sector after 1998 was matched by a decline in agricultural employment.

Rural-urban linkages in Malawi are more complex than sectoral linkages, however, because there is
no clear distinction between activities occurring in rural and urban areas. As discussed in the previous
section, similar activities exist across a “continuum” of areas that are more or less urban. For example,
while all urban centers may generate backward linkages to rural areas, these linkages may be stronger
for smaller towns than major cities given the former’s proximity to rural areas. Given this, Malawi’s
urban centers are separated into towns and cities in order to better reflect the country’s rural-urban
continuum and to estimate how economic structures and linkages vary across and between cities, towns
and rural areas. Subsequently, national sectors and households are disaggregated across primary cities,
secondary towns, and rural areas, using a range of data is utilized, including: Malawi’s 2010 social
accounting matrix (SAM),"® which was built on national accounts and agricultural and economic surveys
from the National Statistical Office; revenue and expenditure data from the Ministry of Finance; and
balance of payments data from the Reserve Bank of Malawi.” Information on labor and households

® A SAM is a consistent accounting framework that captures all income and expenditures flows in Malawi during a
given year. It is an economy-wide database because it includes all sectors and households as well as the
government and the economy’s interactions with the rest of the world.

*The SAM is documented in Pauw et al. (2015). Data reconciliation was done using cross-entropy techniques that
attempt to preserve, as much as possible, the information contained in original data sources.
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(incomes and expenditures) came from the IHS3 (NSO 2012) and the 2010 and 2011 Economic Surveys
(NSO 2014c). Table 2.4 report key statistics describing the city, town and rural economies in 2010.

Table 2.4 Characteristics of Cities, Towns and Rural Economies, 2010

Rural Towns  Cities All
Population (millions) 11.9 0.4 1.8 14.1
Share (%) 84.6 2.7 12.7 100
Poor population (millions) 5.4 0.1 0.2 5.6
Share (%) 95.8 1.2 3.0 100
Consumption per capita ($) 341 940 1,136 458
Poverty headcount rate (%) 45.3 18.4 9.4 40.0
Workers (1000s) 4,604 144 559 5,307
Finished secondary school 277 18 90 385
Finished primary school 1,417 55 229 1,700
Not finished primary school 2,910 72 241 3,222
Sector GDP shares (%) 100 100 100 100
Agriculture 49.2 9.5 4.5 32.3
Industry 15.5 20.0 17.7 16.5
Services 35.3 70.5 77.8 51.2
Regional GDP shares (%) 61.6 5.9 325 100
Agriculture 93.8 1.7 4.5 100
Industry 57.9 7.2 34.9 100
Services 42.5 8.1 49.4 100
Total consumption shares (%) 100 100 100 100
Agriculture 49.3 28.7 22.1 39.6
Processed foods 14.3 13.7 12.8 13.8
Industrial goods 9.2 18.8 12.9 10.9
Services 27.3 38.8 52.1 35.7
Product consumption shares
(%) 63.0 5.5 315 100
Agriculture 78.4 4.0 17.6 100
Processed foods 65.2 5.5 29.3 100
Industrial goods 53.1 9.5 37.4 100
Services 48.1 6.0 45.9 100

Source: Own calculations using Malawi SAM and CGE model.
Notes: The poverty line is set at the upper threshold of the second per capita consumption quintile.

Malawi’s four cities form the economic core of the national economy, with their contribution to
national GDP far larger than their population share. Even though cities contain only 13 percent of the
population, they generate 33 percent of national GDP. In comparison, rural areas contain 85 percent of
Malawi’s population, but account for only 62 percent of national GDP. Secondary towns contain about
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three percent of the population, but contribute six percent to national GDP. Accordingly, average per
capita consumption is highest in cities and is many times larger than the rural average, which is below
the national average.

Rural-urban production linkages are characterized by heavy concentration of agriculture in rural areas
and that of services in cities. Agricultural GDP is heavily concentrated in rural areas, with an
underrepresentation of industry and services compared to the overall economy. Rural households also
spend almost two-thirds of their income on processed foods and agricultural products (including meals
purchased away from the home). Although some agricultural production occurs within town boundaries,
it is the industrial and service sectors that are most important. Households in towns are thus far more
likely than rural households to consume processed foods than unprocessed agricultural products.
Formal services are overwhelmingly concentrated in cities. This is reflected in city households’
consumption patterns, which consist of more industrial products and services.

Rural-urban consumption linkages exist, notably in the consumption of agricultural products by urban
areas and that of banking and financial services by rural areas. For example, city households are
responsible for 18 percent of all agricultural products consumed in Malawi, but cities only produce five
percent of agricultural output. Cities are therefore “net importers” of agricultural products from rural
areas, although they are also more likely to consume foods imported from abroad. Similar rural-to-
urban trade flows exist for industrial goods and for services. Electricity, for example, is generated in rural
areas but consumed by urban producers and households. Rural producers and households, on the other
hand, are net importers of banking and financial services from urban centers, including small towns.

Rural-urban consumption linkages are also identified by the gap between a region’s national supply
and demand shares. If a region accounts for a larger share of demand than it does for supply (in Table
2.5), then it means that it is a net importer. For example, rural areas account for 93.5 percent of national
food crop supply, but only 71.8 percent of food crop demand. Rural areas are therefore net suppliers of
food crops to the Malawian economy and this is shown by 21.7 percentage point supply-demand gap
reported in the table. In contrast, cities demand more food crops than they produce and so their supply-
demand gap is negative 9.2 percentage points. At the national level, total supply equals total demand
and so the gap for each product group is zero.

Overall, urban centers import most of their agricultural and food products from rural areas, while
exporting services to rural areas, such as transport, finance and business services. Urban centers’
largest rural trade deficits are for unprocessed food products — they are much closer to self-sufficiency
for processed foods. Both rural and urban areas are net importers of most manufactured goods, which
reflects the country’s overall dependence on foreign imports. This is particularly the case for heavier
industrial goods, such as chemicals and machinery.

Table 2.5 Rural, Town and City Demand Self-Sufficiency Measures, 2010

Gap between national supply and demand shares (%-point)

Allocated Un-allocated Total gap
Rural Towns Cities
Total -0.9 0.2 0.6 0.1 0.0
Agriculture 20.5 -2.1 -11.7 -6.7 0.0
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Food crops 21.7 -2.3 -9.2 -10.2 0.0

Other crops 26.6 -0.1 -15.8 -10.8 0.0
Livestock 23.6 -3.1 -21.0 0.5 0.0
Forestry 8.9 -1.3 -7.4 -0.2 0.0
Fishing 27.0 -3.8 -23.6 0.4 0.0
Industry -14.9 -1.7 -8.2 24.8 0.0
Mining products 69.7 11.3 -4.7 -76.3 0.0
Manufacturing -22.7 -2.9 -17.4 43.1 0.0
Processed foods 20.7 1.5 -3.6 -18.5 0.0
Textiles -12.9 -3.6 -25.7 42.3 0.0
Wood and paper -9.7 -3.8 -29.8 43.3 0.0
Chemicals -47.8 -3.6 -17.8 69.2 0.0
Non-metallic minerals -38.7 -3.7 -10.7 53.1 0.0
Metals and machinery -38.0 -6.1 -24.1 68.3 0.0
Other manufactures 1.0 -5.0 -70.5 74.5 0.0
Construction 27.2 2.5 50.3 -80.0 0.0
Utilities -23.0 4.9 18.1 0.0 0.0
Services 1.2 3.3 14.6 -19.1 0.0
Trade services -9.9 2.6 7.3 0.0 0.0
Hotels and catering -3.3 -4.1 -2.7 10.0 0.0
Transport -34.9 10.0 16.6 8.3 0.0
Communications -28.9 -1.8 30.3 0.4 0.0
Finance and business -40.7 -1.2 37.0 5.0 0.0
Real estate 5.9 -2.7 -3.1 0.0 0.0
Community services 25.1 9.4 253 -59.8 0.0

Source: Own calculations using Malawi SAM and CGE model.
Notes: Allocated supply-demand gaps include domestic production, intermediate demand, and household consumption.
Unallocated includes gross capital formation, government consumption, imports and exports.

Unfortunately, existing data sources does not allow spatial allocation of investment, government
consumption, and exports on the demand-side, or imports on the supply-side. Apart from separating
production and household consumption spending across rural areas, towns and cities, it is difficult to
infer the direction of rural-urban trade for certain goods and services. For example, the table reports
that rural and urban areas are both net importers of community services. Although the government is
the major consumer of these services, it cannot be discerned where government demand is located and
thus it is not possible to determine which regions are net importers or exporters of community services.
A similar problem exists for construction, because investment demand cannot be spatially identified. For
most other products, however, the unallocated gap mainly reflects net imports. For example, the large
unallocated gap in chemicals (mainly petroleum and fertilizer) indicates that Malawi satisfies the excess
demand for chemicals in both rural and urban areas through imports.

In summary, complex migration, production and consumption linkages exist between rural areas,
towns and cities in Malawi. Malawi’s modest urbanization is mainly driven by internal rural-to-urban
migration, which has accounted for more than half of urban population growth over the last decade and
a half. The long-term implications of urbanization for Malawi’s economic development prospects is yet
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difficult to gauge. Survey and census data reveal strong production and consumption linkages between
rural areas, towns and cities. The existing structural differences and economic linkages will help
determine the national benefits and trade-offs from urbanization, with different implications for
Malawi’s development strategies.

24. Urbanization and Investment Scenarios

Based on the past growth trajectory, an economy-wide model of Malawi is developed in order to
examine whether faster urbanization would benefit Malawi in the long-run. The type of model used
for the projection of future growth pattern, called a “Computable General Equilibrium” (CGE) model,
captures the structural characteristics of and linkages between urban and rural areas.”* The CGE model
includes the complex workings of the economy, including all interactions between producers,
households, government and the rest of the world. Figure 2.3 offers a stylized representation of the
model.?2 Drawing on the spatial SAM discussed in the previous section, Malawi’s economy is separated
into three spatial units: primary cities, secondary towns, and rural areas. Each spatial unit contains up to
58 different sectors depending on the location of producers in Malawi. International or foreign trade, as
well as internal migration between rural areas, towns and cities, are considered in the model.

Figure 2.3 Spatial Modeling Framework
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Rural-urban linkages in the model include trade flows in product markets, and labor migration and
capital allocations in factor markets. Urbanization affects rural areas through production and
consumption channels. Macroeconomic and resource constraints also generate spillovers between
urban and rural economies. For example, a rapid expansion of rural agricultural exports generates the

? This model is widely used to evaluate national policies and investment plans. In Malawi, CGE models have been
used to inform national growth and investment strategies (World Bank 2007b; Benin et al. 2012); to estimate
economic costs from climate risks (Pauw et al. 2010; Arndt et al. 2014) and foreign exchange shortages (Pauw et al.
2013); and to evaluate the Farm Input Subsidy Program (Arndt et al. 2015).

*? Detailed information on the model can be found in the appendix and in Diao and Thurlow (2012).
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foreign exchange needed to pay off imported goods used by urban industries and households.
Conversely, increased migration to urban centers means less labor is available in rural areas and can
cause rural wages to rise. Finally, urban agglomeration and congestion effects are also included.

The model is used to examine three scenarios of urbanization and public investment for the period of
2010-2030. First, in the “Faster Urbanization” scenario, the economic implications of more rapid rural-
to-urban migration is explored. Secondly, in the “Urban Investment” scenario, faster urbanization is
matched by larger public investments in urban areas. This scenario assumes that government resources
are fixed and so higher urban investment reduces rural investment. Finally, in the “Rural Investment”
scenario, there is faster urbanization and higher urban investment, but rural investment levels are
maintained by increasing urban taxation. Table 2.6 summarizes the key differences between the
scenarios — more detailed information for each scenario is provided below.

Table 2.6 Model Simulations

Model scenarios Relative to historical trend: maintain (=), increase (1) or decrease (/)
Rural-to-urban  Urbaninvestment Rural investment Urban
migration rate  shares shares tax rates

Baseline - - - ->

1 Faster Urbanization ™ > -> S

2 Urban Investment 0 T N% >

3  Win-win Investment ™ -> ™

Source: Malawi CGE model simulations.

In order to measure the impacts of the three urbanization and investment scenarios, a baseline or
reference scenario is developed first, on the assumption of a “business-as-usual” growth path.

2.4.1. Baseline or “business-as-usual” scenario

The baseline scenario assumes that economic growth in Malawi during 2010-2030 replicates historical
trends observed during 1998-2013. The national population grows at 2.8 percent per year with faster
growth in cities and towns (see Table 2.7). Total labor supply expands more slowly than population
growth at 1.4 percent, which is close to the 1.5 percent growth rate during 1988-2013 (see Table 2.1).
This means that the national dependency ratio increases over time, as well as population density. The
model captures this by assuming slow agricultural land expansion in rural areas (0.5 percent per year)
and no land expansion in urban areas. Private capital accumulation rates are determined inside the
model based on past levels of investment. Public investment is assumed to grow at four percent each
year, which is faster than population growth.” This means that public capital per capita is rising in the
baseline and this contributes positively to urban economic growth by reducing congestion effects.

Table 2.7 Baseline “Business-as-Usual” Scenario, 2010-2030

Rural Towns  Cities All
Annual GDP growth (%) 3.04 491 5.22 3.96
Labor 1.10 2.90 2.90 1.38

> 1n 2013-2014 capital expenditure for all local governments was just above five percent of the total expenditure
(see Chapter 3 for further details).
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Crop Land / Livestock 0.50 0.00 0.00 0.48

Private capital 4.09 6.17 6.37 6.22
Public capital 3.67 3.93 2.95 4.00
TFP 1.28 1.43 1.64 1.30
Annual migrant flow (1000s) -16.98  3.35 13.63 0.00
Inflow 0.00 3.80 13.63 17.43
Outflow -16.98  -0.45 0.00 -17.43
Share of workforce (%) -0.31 1.62 1.71 0.00

Population growth rate (%) 2.70 3.27 2.98 2.75

Source: Malawi CGE model results.

Labor supply growth rates in rural and urban areas diverge over time due to migration. The model
endogenously reallocates labor and populations across cities, towns and rural areas based on wage
differentials. It is assumed that the wage differentials in the model’s base year (2010) reproduce the
migration flows observed in the 2010 IHS3 (NSO 2012). Due to national population growth, a net annual
inflow of 14,000 migrants into urban areas during 2005-2010 rises to an average 17,000 migrants per
year during 2010-2030, with 3,800 moving to towns and 13,200 moving to cities (Table 2.7). There is also
migration from towns to cities, which then receive a total of 13,600 migrants annually. Migration causes
urban population growth to exceed that of rural areas, which is consistent with the historical trends.

Economic growth in the models is determined by changes in factor supply and total factor productivity
(TFP). As described in the previous section, productivity growth is determined by endogenous migration
and agglomeration effects and by exogenous trends. Migration generates positive agglomeration
effects, which are only partially offset by congestion effects. In order to replicate historical GDP growth
rates (in Table 2.1), exogenous productivity growth is set at 1.5 percent per year for rural agriculture and
industry and at 0.5 percent per year for rural services. Urban productivity grows faster at one and two
percent per year for services and industry, respectively. Overall, total GDP in the baseline scenario grows
at four percent per year (see Table 2.4) or 1.2 percent in per capita terms. This matches average GDP
growth rates during 1998-2013.

The nature of structural change in the baseline scenario (Figure 2.4) resembles the pattern of structural
change that occurred between 1998 and 2013 (see Figure 2.2), with a falling share of the workforce
employed in agriculture and a rising share in trade and community services. Poverty declines in the
baseline scenario, but at a fairly modest rate. The lowest section in Figure 2.5 reports welfare changes
for poor and non-poor household groups. Welfare is measured using “equivalent variation”, which is a
consumption-based measure that controls for changing prices. “Poor households” are those in the
bottom two national per capita consumption quintiles. Poor households’ welfare increases by 0.1
percent per year in the baseline causing poverty to fall over time. Non-poor households’ welfare grows
much faster at 1.2 percent per year, causing the gap between poor and non-poor households to widen.
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Figure 2.4 Structural Change in the Baseline Scenario, 2010-2030
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Source: Malawi CGE model results.
Notes: Size of circle equals initial employment share. AGR is agriculture; MIN is mining; MAN is manufacturing; UTL is utilities

(electricity and water); CON is construction; TRD is trade services; TRN is transport and communication; FBS is financial and
business services; and CSV is public and community services.

Figure 2.5 Growth and Welfare Outcomes in the Baseline Scenario, 2010-2030
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Source: Malawi CGE model results.
Note: Welfare is measured using equivalent variation, which is a consumption-based measure that controls for price changes.

The baseline scenario is meant to provide a counterfactual against which the three alternative growth
scenarios can be compared, and thus is broadly consistent with Malawi’s growth trajectory from the
last 15 years. Based on observed migration and population growth, Malawi continues the gradual pace
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of urbanization whereby its urban population share rises from 15.4 percent in 2010 to 16.2 percent in
2030. Agriculture’s slower growth relative to industry and services reduces its share of national GDP and
reflects ongoing structural change in Malawi.

2.4.2. Faster urbanization scenario

The first simulation explores the implications of faster urbanization (21.2% in 2030 as compared to the
baseline urbanization of 16.2%). The urban population share rose to 16.2 percent in 2030 in the
baseline scenario. By increasing rural-to-urban migration above historical rates, in the Faster
Urbanization scenario this share is increased by five percentage points, i.e., to 21.2 percent in 2030. The
larger flow of migrants increases job competition in urban areas and reduces labor availability in rural
areas. This causes the ratio of average urban wages to average rural wages to fall (see the second
column in Table 2.8). For example, by the end of the baseline scenario, the average urban wage was
about 4.5 times higher than the average rural wage. However, the flow of migrants arriving in urban
centers rises from 17,000 in the baseline to 47,500 in the Faster Urbanization scenario. This narrows the
urban-rural wage gap to about 3.3 times the rural wage in 2030.*

Table 2.8 Wage Differentials and Migration Flows, 2010-2030

Baseline Urbanization scenarios

scenario  Faster Urban Win-win
migration investment investment

Average wage ratios, 2030

Towns / Rural areas 3.46 2.75 2.84 2.80

Cities / Rural areas 4.85 3.66 3.72 3.73

Cities / Towns 1.40 1.33 1.31 1.33
Annual net migrant flows (1000s)

Rural areas -16.98 -47.45 -48.06 -49.10

Towns 3.35 7.95 7.73 8.37

Cities 13.63 39.49 40.33 40.74
Urban population share, 2030 (%) 16.24 21.18 21.27 21.42

Source: Malawi CGE model results.

Agricultural GDP increases in the Faster Urbanization due to strong urban-to-rural demand linkages.
More rapid urbanization reduces the total supply of labor in rural areas, which places downward
pressure on agricultural GDP growth. However, urban producers benefit from higher labor supply and
lower wages. Faster urban growth generates backward linkages to agriculture, mainly because rising
urban incomes generate demand for agricultural products, almost all of which are produced in rural
areas (see Table 2.5). This positive linkage-effect outweighs the loss of rural labor, causing agricultural
GDP growth to accelerate in response to faster urbanization. The agricultural GDP growth rate in the
Faster Urbanization scenario is 0.17 percentage points higher than the baseline (as highlighted in Table
2.9) —i.e., itis now 2.98 instead of 2.81 percent per year.

Table 2.9 Economic Growth Results, 2010-2030

*The falling urban-to-rural wage ratio acts as a disincentive to migrate. Thus, while historical migration rates are
initially increased by fivefold, there is less than a threefold increase over the entire simulation period.
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Total Baseline Urbanization scenarios

GDP annual (%-point deviation from baseline)
share, growth Faster Urban Win-win
2010 (%) rate (%) migration  investment investment

Annual GDP growth 100 3.96 0.66 0.68 0.82
Agriculture 32.3 2.81 0.17 -0.03 0.14
Industry 16.5 4.69 0.83 0.95 1.10

Manufacturing 10.6 4.60 0.89 1.01 1.10
Agro-processing 6.0 4.10 0.79 0.81 0.93
Other manufacturing 4.6 5.19 0.99 1.22 1.29

Other industry 4.7 4.90 0.90 1.00 1.32

Services 51.2 4.35 0.83 0.90 1.03
Rural areas 61.6 3.04 -0.29 -0.52 -0.33
Towns 5.9 491 1.23 1.22 1.54
Cities 325 5.22 1.60 1.83 1.91

Source: Malawi CGE model results.

Faster urbanization leads to faster national economic growth, with the Malawi’s economy growing
14.1 percent larger than the baseline by 2030. Increasing the urban population share by five percentage
points raises the total GDP growth rate by 0.7 percentage points per year, leading to the cumulative
effect whereby the economy is 14.1 percent larger than it would have been without faster urbanization
(Figure 2.6). It should be emphasized that this positive growth-effect is entirely due to more people
leaving rural areas for urban centers, i.e., the total population and workforce force remains unchanged
from the baseline.

All additional growth resulting from faster urbanization occurs in cities and towns, whose economies
are 37.4 and 27.7 percent larger in 2030 than in the baseline. Despite increased agricultural production,
the rural economy contracts (relative to the baseline) due to a slowdown in the growth of rural non-
farm activities. Changes in the composition of rural employment patterns is driven by two factors. First,
greater demand from urban consumers causes food prices to rise faster than the consumer price index.
Higher real food prices encourages rural workers to remain in agriculture. Second, and more
importantly, urbanization and faster urban growth generates increased demand for imported goods.
Most of Malawi’s foreign exchange is generated by agricultural exports, such as tobacco and cotton. As
such, labor allocations within agriculture shift towards export crops and those food crops that are
difficult to substitute with imports, such as livestock and fish. Urbanization therefore encourage a
positive transformation within the agricultural sector towards higher-value activities. This is consistent
with recent studies suggesting that urbanization in Sub-Saharan Africa will transform national food
systems (see Tschirley et al. 2015).

Figure 2.6 Final Year Deviation in Growth and Welfare Outcomes in the Faster Migration Scenario
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Deviation from baseline in 2030 (%)
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Figure 2.7 Structural Change in the Faster Migration Scenario, 2010-2030
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business services; and CSV is public and community services.
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Faster urbanization accelerates the pace of structural change in Malawi. Faster agricultural GDP
growth is caused by farm labor moving away from food crops towards higher value agricultural
activities. Migration to urban centers causes a decline in agriculture’s employment share and non-
agricultural employment to increase, particularly trade and community services (Figure 2.7). However,
unlike in the baseline scenario (Figure 2.4), more new jobs are created in manufacturing and
construction, in part because new urban residents increase demand for manufactured goods, while
urban GDP growth generates greater demand for investment goods and services, like construction.

Finally, the increase in urban population exceeds the increase in urban GDP, leading to lower urban
per capita GDP and welfare relative to the baseline (see Figure 2.5 and Table 2.7). Conversely, the
decline in the rural population is larger than the decline in rural GDP, causing rural welfare to improve.
Faster urbanization leads to higher national welfare and falling poverty, but most of the benefits accrue
to non-poor households.

Table 2.10 Household Welfare Results, 2010-2030

Average per Baseline Urbanization scenarios
capita con-  annual (Annual growth rate, %)
sumption, growth Faster Urban Win-win
2010 (S) rate (%) migration investment investment
National
welfare 458 1.01 1.52 1.48 1.36
Poor 147 0.13 0.25 0.14 0.25
Non-poor 665 1.16 1.73 1.70 1.56
Urban welfare 1,102 1.74 1.54 1.58 1.29
Poor 174 0.95 -0.07 -0.16 0.00
Non-poor 1,217 1.90 1.88 1.92 1.63
Rural welfare 341 0.35 0.61 0.49 0.50
Poor 146 0.06 0.23 0.12 0.22
Non-poor 502 0.45 0.82 0.71 0.70

Source: Malawi CGE model results.
Note: Welfare is measured using equivalent variation, which is a consumption-based measure that controls for price changes.

In summary, faster urbanization accelerates the pace of economic growth and structural change and
raises national welfare. Increasing urbanization from its current modest pace could help set Malawi’s on
a more sustainable long-term development trajectory. Urbanization might also catalyze agricultural
transformation. However, the results from the Faster Urbanization scenario suggest that urbanization,
without increased public investment in urban infrastructure, might not generate sufficient economic
growth to absorb new migrants, leading to slower welfare improvements for the urban poor. In the next
scenario, it is examined whether allocating more public resources to urban areas can prevent an
“urbanization of poverty”.

2.4.3. Urban investment scenario
The Urban Investment scenario replicates the Faster Urbanization scenario but now allocates more
public investment to cities and towns. Urban investment levels are increased until urban public capital
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per capita remains unchanged from baseline levels. This means that there are no negative congestion
effects to offset positive urban agglomeration effects. This will lead to faster urban economic growth,
which will increase the absorptive capacity of the urban labor market. Urban infrastructure per capita is
higher than in rural areas and so maintaining per capita levels with an inflow of new migrants requires a
substantial reallocation of public resources.

Without raising the overall level of government spending in this scenario, increasing urban investment
reduces investment in rural areas. The growth rate of rural public spending falls by 2.4 percent, i.e.,
from 3.4 percent per year in the baseline to 1.0 percent per year in the Urban Investment scenario.”
Subsequently, rural agriculture’s annual TFP growth rate® falls by 0.4 percentage points (i.e.,
0.15x2.4=0.4). This is the trade-off from increasing urban investment. Agricultural GDP growth in the
urban investment scenario is then even slower than it was in the baseline scenario. In comparison,
industrial and service sector GDP growth is higher than it was in the Faster Urbanization scenario (see
Table 2.9 above). Faster urban GDP growth widens the gap between average urban and rural wages and
encourages more migration to urban centers (Table 2.8). Combined together, urban welfare is higher
and rural welfare is lower when investments are reallocated towards urban centers (Table 2.10).

However, reallocating investment away from rural agriculture does not achieve the goal of preventing
urban poverty from rising. Instead, reducing rural investment leads to worse outcomes for poor urban
households (see Table 2.10), because slower agricultural growth leads to higher real food prices. Food
purchases are a major share of poor urban households’ consumption baskets and so higher food prices
lowers their real incomes, despite the increase in urban wages and job creation caused by faster urban
economic growth. This finding is consistent with the reverse argument of the traditional development
model that raising agricultural productivity benefits the urban poor by reducing food prices (see Diao et
al. 2010). In short, increasing urban investment, while necessary to prevent an urbanization of poverty,
should not come at the expense of rural investments.

Figure 2.8 Final Year Deviation in Poor Households’ Welfare
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Source: Malawi CGE model results.
Note: Welfare is measured using equivalent variation, which is a consumption-based measure that controls for price changes.

% Urban investment growth increases from 5.8 percent to 9.3 percent per year.
?® An agricultural spending to TFP growth elasticity is assumed to be 0.15, an estimation by Benin et al. (2009)
using data from 18 African countries.
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24.4. Win-win investment scenario

In the final scenario, rural investment is maintained at baseline levels, while urban investments are
also increased (thus named Win-win Investment scenario). This implies that total government spending
increases (rather than rural investment is reduced to finance the increase in urban investment).
Additional government spending comes from raising direct tax rates on urban enterprises and
households. The rationale for this financing mechanism is that urban producers and non-poor urban
households were the main beneficiaries from faster urbanization and increased investment in urban
areas. They are also the main tax payers in the country.

Maintaining rural investment while also increasing urban investment leads faster agricultural growth
relative to the baseline by 0.14 percentage points per year (Figure 2.7). This is similar to the agricultural
growth outcome in the Faster Urbanization scenario when rural public investment was also unchanged
from baseline levels. By preventing a deceleration in agricultural GDP growth, the Rural Investment
scenario leads to higher overall GDP growth, partly due to positive growth linkages between rural and
urban economies. Both rural and urban GDP growth is higher when rural agricultural productivity does
not fall.

In fact, secondary towns are the main beneficiaries from maintaining rural investment levels, since
the economy of towns is more closely linked to rural agriculture. Town households also tend to be
poorer than city households and so food purchases and real food prices are more important for the
town economy. Preventing a fall in agricultural productivity leads to faster rural-to-urban migration, and
most of which occurs within secondary towns (Table 2.8).

In the Win-win Investment scenario there is no decline in the welfare of poor urban households
relative to the baseline, despite the even larger increase in urban migration. Faster urbanization on its
own reduced poor urban household welfare by 1.3 percent, and increasing urban investment by
reducing rural investments (Urban Investment scenario) caused this to fall even further by 3.1 percent
(see Figure 2.8 above). When rural investment is maintained at baseline levels, poor rural households
are also better off. Only non-poor urban households are worse off when taxes are raised to finance
urban investments. However, even with higher taxes, non-poor urban households are still the main
beneficiaries from faster urbanization — their per capita welfare is 38.1 percent higher in 2030 than it
would have been without faster urbanization, and this is only slightly below the 46.4 percent welfare
improvement they would have enjoyed had they not had to finance urban investments.

The results from the final scenario indicate that raising taxes on urban households in order to finance
urbanization and urban investment leads to win-win outcomes. There is faster economic growth,
positive structural change, and improved national welfare. A tax-financed investment strategy prevents
an urbanization of poverty, while also promoting agricultural transformation and reducing rural poverty.
These positive outcomes are achieved with urban economies financing their own development.

2.5. Conclusion

Economic growth over the last 15 years was mainly caused by workers moving out of agriculture into
higher productivity jobs — a process known as “positive structural change”. Structural change is
typically associated with urbanization and long-term economic development but most non-farm job
creation in Malawi occurred in rural areas, which reflects Malawi’s small urban population and slow
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urbanization process. This does not, however, mean that urban centers and urbanization could not
contribute significantly to future economic development.

A dynamic economy-wide analysis suggests that faster urbanization can be a potential catalyst for
long-term economic development in Malawi. Three alternative implications for Malawi’s national
development strategy can be drawn from the urbanization and public investment scenarios:

First, slow agricultural growth might suggest that public investments should be directed towards
agriculture in order to benefit the majority of Malawi’s population, who are smallholder farmers living
in rural areas (Diao et al. 2010). Although rural poverty is falling, it is still more pronounced than in
urban areas. Raising farm incomes should directly benefit the poor and allow farmers to diversify into
rural non-farm activities (Benin et al. 2012; World Bank 2014). This agriculture-oriented perspective lies
at the heart of Malawi’s first two Growth and Development Strategies (MGDS), which identified the
country’s policy priorities for 2006-2016 (GOM 2006; 2011). The MGDS gives particular emphasis to
agriculture, food security, and investments in rural villages. A stated goal in both MGDS’s is to reduce
the pace of urbanization, which is viewed as a constraint to future economic development in Malawi.

Secondly, faster nonagricultural growth over the last decade and a half might suggest that there is
greater growth potential within the urban economy. An alternative strategy would direct more
investments towards major cities in order to accelerate the pace of nonagricultural growth, create more
non-farm jobs, and reinvigorate urban poverty reduction. Urban centers can also generate positive
agglomeration economies that arise when workers and economic activities are spatially concentrated
(Dorosh and Thurlow 2014). An urban-oriented strategy might encourage more people to migrate to
cities where poverty and presumably the per capita cost of providing improved public services are
lower. An urban-oriented strategy might also be better at promoting industrialization and economic
transformation and may be more consistent with the aspirations of Malawi’s large youth population.
Contrary to the thinking behind the MGDS, urbanization might promote rather than constrain future
economic development.

Finally, an intermediate strategy might be to invest in small towns, such as through road
infrastructure and information systems. Small town development could strengthen the linkages
between agriculture and other sectors (via product markets) and provide opportunities for farmers to
diversify incomes (via temporary migration and local labor markets). Developing small towns might lead
to incremental improvements along agricultural value-chains, while also providing a more gradual
employment transition for rural-to-urban migrants. The MGDS prioritizes investment in “rural markets”
rather than small towns, although there is often little distinction between the two in Malawi.

Each of the three strategies has its strengths and limitations, and it is important to understand the
relative merits and potential trade-offs between investment options for a national development plan.
The comparative analysis of urbanization and public investment scenarios cautions against reducing
investments in rural agriculture in order to finance urban development because this leads to an
“urbanization of poverty” that underpins many of the concerns about urban migration in Malawi.
Instead, it is recommended that urbanization finances itself by increasing the urban tax base at the level
where higher-income urban households still benefit from urban development. In discussing the ways to
materialize the desired scenario, it is imperative to examine the current institutional and financing
arrangements of local governments, which will be the focus of the next chapter.
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3 Local Government Functions and Financing

3.1. Introduction

This chapter aims to provide a descriptive and analytical overview of the local and
intergovernmental institutional and fiscal system in Malawi, particularly in relation to urban
management and service-delivery. In addition to the duplication of functions across the levels of
governments or between institutions, limited capacity of local governments to efficiently deliver
infrastructure and services remains a prime challenge for meeting current and future challenges of
urbanization. This is largely related to the low level of resources available at the local government
level and weak institutions for revenue generation. In view of this, the chapter concludes by making
proposals to strengthen the system in order to better manage Malawi’s urbanization and urban
development. One caveat to what follows is the limited availability of information and
documentation on local government, inter-governmental relations, and urban development issues.”’
While official documents — such as laws and regulations — are hard (or sometimes impossible) to
locate, a good deal of the operational framework for local government in Malawi is less clearly
defined by formal procedures than by “inherited” practice and unwritten rules.

3.2. Decentralization and Local Government System

3.2.1. Decentralization

Following the establishment of multi-party politics in 1993 and the promulgation of a new
constitution in 1994, the principle of elected local government was enshrined. Decentralization
returned to the policy agenda after a long period of one-party rule and centralized political authority
during Hastings Banda’s regime (1964-93).%% Post-1993 decentralization and representative local
government in Malawi were clearly seen (by many Malawians and development partners) as part
and parcel of a wider democratization process, as well as an important step towards improving
infrastructure and service delivery through greater public participation and increased accountability.

The constitutional commitment to local government was followed by the adoption of a National
Decentralization Policy (1998) and, shortly afterwards, by the passing of the Local Government
(LG) Act (1998). Local government elections were held in 2000; elected Assemblies assumed
responsibility for the management and oversight of local government. As articulated in the NDP,
Malawi’s decentralization policy is far-reaching and ambitious. In its own words, the NDP:

7 Examples of this problem include: the absence of published, readily available or official documentation on
local government finance in general; the almost complete absence of any documentation on Local
Development Fund (LDF) operations and activities; and the general paucity of official regulations and
procedures. This chapter therefore relies on data and information that has been obtained through a large
number of meetings with central and local government officials. Wherever possible, copies of legal and
regulatory documents were used, but in some cases the chapter has had to rely on verbal hearsay with respect
to statutory procedures. The National Local Government Finance Committee (NLGFC) does not publish reports
on local government finance but kindly provided unofficial (and sometimes incomplete) spreadsheet files on
Local Government finance issues. Finally, the chapter relies heavily on the hands-on experience and knowledge
of one of its authors, who was (for many years) a senior member and then CEO of Blantyre City Council, as well
as an active participant in recent local government policy discussions in Malawi.

*® For further information and analysis of local governance in the colonial and Banda periods, see the chapter
by Chiweza in Tambulasi, R. (ed) (2010): Reforming the Malawian Public Sector, Council for the Development
of Social Science Research in Africa) and Cammack, D., Kanyongolo, E. & O’Neil, T. (2009): ‘Town Chiefs’ in
Malawi, APPP Working Paper No.3, ODI.; and Joint Malawi Government/Donor Review Team (May 2004):
Review of the National Decentralization Program of Malawi.
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e Devolves administration and political authority to the district level;

e Integrates governmental agencies at the district and local levels into one administrative unit,
through the process of institutional integration, manpower absorption, composite budgeting
and provision of funds for the decentralized services;

e Diverts the center of implementation responsibilities and transfers these to the districts;

e Assigns functions and responsibilities to the various levels of government; and

e Promotes popular participation in the governance and development of districts.

However, in its early years (1998-2004), progress on implementing this ambitious decentralization
policy was modest and effectively came to a hold, when the Government called off scheduled local
elections in 2005. A combination of institutional inertia, vested and competing interests, and a lack
of incentives slowed down the initial process of decentralization. Furthermore, during the period
2005-2013, locally elected councils were replaced by un-elected consultative committees appointed
by the Central Government and recentralization took place. Underlying this were a number of
factors: political consolidation under President Bingu wa Mutharika, the ruling party’s concerns that
local elections might provide opposition parties with a power base, and the continued reluctance of
central government agencies to devolve authority, functions and resources to local government.
Unsurprisingly, this decade-long hiatus has further stalled any progress made on decentralization
after the mid and late 1990s.

After a series of postponements, new local elections were held in May 2014 (at the same time as
presidential and parliamentary elections), restoring formal electoral accountability to the local
government system. The Government is also currently in the process of reviewing the 1998 LG Act.
As far as can be understood, however, most revisions will be related to “political”, council and
human resource issues — rather than to any rethinking of urban/rural distinctions, local government
functions and finance, which will be discussed further in the following sections.

3.2.2. Local Government System

The current system of local government in Malawi is structured and functions in accordance with
constitutional provisions, the Local Government Act of 1998, a significant 2010 amendment to the
Act, and a host of other sectoral and thematic laws. Both the Constitution and the LG Act provide
local governments with broad and wide-ranging political, administrative and developmental
responsibilities. In terms of development, local governments are responsible for local planning, as
well as for general infrastructure and service delivery. Local government policy, oversight and
support are in the hands of the MLG&RD. Local government finance, on the other hand, is the
responsibility of the National Local Government Finance Committee (NLGFC), a constitutionally
mandated body, which decides on local revenue sources, determines the scope and scale of inter-
governmental fiscal transfers, exercises oversight with respect to local government budgets and
submits a consolidated annual local government budget® to the Ministry of Finance.

There is only one tier of local government, currently consisting of 35 Councils: 28 District Councils,
4 City Councils, 2 Municipal Councils and 1 Town Council. The three administrative regions (central,
northern and southern) that divide up Malawi’s national territory are not sub-national governments,
do not have elected councils (or administrative heads), and largely serve as geographical units for
the purposes of deconcentrated line ministries (Figure 3.1). Each local government area is under the

*® Based on draft LG budgets submitted by Councils, themselves partly based on indicative budget allocations
calculated by the NLGFC.
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authority of a local Council.*® Annex Il presents local government areas with their population size
and number of elected councilors.

Figure 3.1 map of Malawian Districts and Cities

Source: NSO: Statistical Year Book 2012

Local government councils consist of elected and ex-officio members, and are headed by
Chairpersons (in the case of Districts) and Mayors (in the case of urban local governments). Elected
councilors represent individual wards on the basis of first-past-the-post elections, either as party or
as individual candidates, and serves five-year terms. Voting ex-officio members of councils include

0 prior to its 2010 amendment, the LG Act referred to Councils as Assemblies.
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the Members of Parliament (MPs) whose constituencies lie within the local government jurisdiction
in question. There are five ex-officio non-voting representatives of special interest groups (e.g.
women, youth), selected by other locally elected council members. Locally elected councilors are
typically the largest group in a City Council.*! Council heads, elected by their respective councils from
amongst their membership, are "mayors-in-council”, with no executive functions (which are the
responsibility of Chief Executive Officers in urban LGs and District Commissioners in rural LGs).

Both rural and urban Councils are assisted by Secretariats, headed by District Commissioners (DCs)
and Chief Executive Officers (CEOs), respectively. Both DCs and CEOs are appointed by the Ministry
of Local Government and Rural Development (MLG&RD). Other City Council Secretariat staff (with
the exception of the Education Department Manager, who is on the Ministry of Education payroll)
are recruited locally and paid directly out of the City Council budget. District Council Secretariats, on
the other hand, rely on line department staff, paid by their respective line ministries, and on a small
number of directly hired and paid core staff. City Council Secretariats operate as local executives and
consist of a number of technical departments for planning, administration, public works (or
engineering services), finance, education, health, commerce and other functions (e.g. parks,
recreation and environment). They work alongside ministry line departments and other public sector
agencies to provide infrastructure and services.

In accordance with the LG Act, LG Councils operate on the basis of a number of statutory
committees (at least six including finance, development, education, health, public works and
administrative), in which both elected councilors and full-time Secretariat staff work together.
Council committees are responsible for taking day-to-day decisions, overseeing activities and
preparing submissions to full Councils for approval. In cities, Council Secretariats and their
departments are responsible for day-to-day management. In principle, Councils (as local legislatures)
direct and oversee the activities of their respective Secretariats. The designation and number of
Secretariat departments are similar across City Councils. On the other hand, secretariat technical
departments, in principle, are responsible for implementing decisions reached and policies made by
the Council (and its service committees).

When measured in terms of total expenditures and revenues, local government is a small player in
the overall Malawian public sector and, in recent years, appears to have declined in importance, as
can be seen from Table 3.1. Local government own-source revenues account for only about 0.3
percent of GDP and less than two percent of central government revenues. Over the period 2011-
2014, local government revenues have become even less important, declining from 1.7 percent of
central government revenues in 2011-2012 to about 1.2 percent in 2013-2014. In terms of
expenditure, local governments account for considerably less than two percent of GDP (declining
from 1.68% of GDP in 2011-2012 to 1.22% in 2013-2014); and amount to less than six percent of
central government spending (declining from 5.5% in 2011-2012 to 3.3% in 2013-2014).

*'In Mzuzu, for example, the voting membership of the City Council consists of 15 locally elected councilors
and one MP; in Blantyre, the voting membership consists of 23 locally elected councilors and eight MPs; and in
Lilongwe, of 27 local councilors and four MPs.
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Table 3.1 local government revenues and expenditure (2011-2014)

Revenue & expenditure

Public revenues

Central Govt. - tax & non-tax revenues*

Local Govt. - tax & non-tax revenues**

Public expenditure

Central Govt:

- total expenditure*

- current expenditure (including grants to LGs)*
- development expenditure*

Local Govt:

- total expenditure (including CG grants)**

- total expenditure (less grants from CG)**
* = IMF and World Bank data ** = NLGFC and IMF/WB data

FY
2011/12 2012/13 2013/14
Kwacha % of LGas % Kwacha % of LGas% | Kwacha % of LG as %
(billions) GDP of CG (billions) | GDP of CG (billions) | GDP of CG
finance® finance finance

214.0 22.10 297.0 24.50 441.0 28.00
3.6 0.34 1.7 4.0 0.28 1.3 5.5 0.32 1.2
324.0 33.40 489.0 40.50 647.0 41.00
246.0 25.40 385.0 31.90 547.0 34.70
78.0 8.00 104.0 8.60 100.0 6.40
17.7 1.68 5.5 22.5 1.59 4.6 21.3 1.22 3.3
2.1 0.20 3.6 0.25 4.4 0.25

32 . . . .. . .
CG finance refers to all central government revenues or expenditure, as voted by Parliament and executed by central government ministries and agencies.
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Malawian local government revenues and expenditure are significantly smaller than is the case in
other developing countries (Table 3.2). Clearly, caution is required in comparing local government
revenues and expenditure patterns across countries — since LG revenues (as a percentage of GDP and
total public revenues) will vary depending on revenue assignments, while the size of LG expenditures
will depend on functional assignments. Nonetheless, the comparison does indicate that Malawian local
governments spend or raise proportionately less than LGs in other countries, reflecting their relative
unimportance when compared to central government. The very small fiscal footprint of local
government in Malawi seems to belie the intent of national policy statements and frameworks.

Table 3.2 LG revenues & expenditure — international comparisons

Measure LGs in Malawi LGs in developing
(2011-2014) countries (in the 2000s)
Total expenditure % of total public expenditure | 3.3-5.5 18.8
% of GDP 0.2-0.3 5.1
Total % of total taxes/revenues 1.2-1.7 11.4
taxes/revenues % of GDP 0.3 2.3

Source: Bahl & Bird (2013); Bahl & Bird use data for 16-20 (unspecified) developing countries, based on IMF Government
Finance Statistics.

However, since the elections in May 2014, the policy environment for decentralization has become
considerably more favorable — in response to less authoritarian rule, widened democratization and
donor lobbying. Very importantly, policy-makers appear increasingly willing to provide local government
with more “teeth” in the form of greater fiscal resources. The 2015-16 budget presented to parliament
allocated additional resources to local governments — notably, by including (for the first time) a
development component (of MWK 5 billion) in the local government General Resources Fund (GRF) and
by allocating MWK 6.5 billion to urban councils to finance road rehabilitation and upgrading. In addition,
as part of a wider and ongoing public sector reform, moves are underway to provide local government
with greater control over local human resources.

3.2.3. Urban Local Government

Urban local government in Malawi currently consists of four City Councils, two Municipal Councils and
one Town Council. Prior to 2010, the hierarchy of urban local governments included 12 units: the four
City Councils and eight Town Councils. Two of the Town Councils (Luchenza and Kasungu) have since
been “elevated” to the status of municipalities, while the remaining six have been subsumed into
District Councils®. In 2012, after local lobbying, Mangochi was re-instated as an urban LG, becoming the
only Town Council in the LG system.> The initial “de-municipalization” of smaller towns (and their
subsequent incorporation into District Councils) appears to have been justified in terms of efficiency,
since establishing a recommended standard structure of directorates for Town Councils (formerly called

** It should be noted that despite their incorporation into District Councils, these former Towns retained their
classification as “rateable areas” and thus remain subject to property taxation.

*tis not entirely clear why Mangochi residents lobbied for town council status. Media reports imply that local
citizens perceive town councils as being more likely to address issues such as solid waste management, local roads
and urban amenities, in turn seen as important to tourism (for which Mangochi is perceived as a service center).
See: http://allafrica.com/stories/201407120496.html and http://allafrica.com/stories/201404240085.html.
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Assemblies) has incurred disproportionately high overhead costs as compared to relatively small areas
and populations that they cover.*

Table 3.3 Urban population and urban local government (2008 Census)

Urban LG area Population (2008) | % of total Population
density (per km?)
Lilongwe City Council 669,021 40.8 1,479
Blantyre City Council 661,444 40.4 3,006
Mzuzu City Council 128,432 7.8 2,791
Zomba City Council 87,366 5.3 2,264
Kasungu Municipal Council 42,351 2.6 n/a
Luchenza Municipal Council 10,751 0.7 n/a
Mangochi Town Council 39,369 2.4 n/a
Total population in urban LG areas 1,638,734 100.0
Total urban population in Malawi 2,003,309

The seven urban local governments account for just over 80 percent the total urban population of
Malawi. The four City Councils are by far the largest in terms of population; and, of these, Lilongwe and
Blantyre account for over 80 percent of the total urban LG population. Notably, almost 400,000
Malawians, then, live in urban settlements that are subsumed within district (or rural) jurisdictions.
Indeed, there are 18 “non-municipalized” settlements that are bigger than Luchenza Municipal Council
(see the table below).

Table 3.4 Urban settlements in Malawi

No. | Urban Urban settlement Population (2008) Rank in 2008 | ULG status
settlement classification

1 Lilongwe Primary 674,448 1 | ULG
2 Blantyre Primary 661,256 2  ULG
3 Mzuzu Primary 133,968 3 | ULG
4 Zomba Primary 8,314 4 | ULG
5 Mangochi Secondary 50,821 5 | ULG
6 Karonga Secondary 40,334 6

7 Kasungu Secondary 39,640 7 | ULG
8 Salima Secondary 27,852 8

9 Nkhotakota Other 24,726 9

10 | Liwonde Secondary 23,463 10

11 | Balaka Secondary 22,733 11

12 | Mzimba Other 20,994 12

13 | Dedza Secondary 20,241 13

14 | Nsanje Other 20,179 14

15 | Thyolo Other 18,589 15

16 | Mchinji Other 17,881 16

** Joint Malawi Government/Donor Review Team (May 2004): Review of the National Decentralization Program of

Malawi
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17 | Rumphi Other 17,845 17

18 | Mponela Other 15,399 18
19 | Chitipa Other 14,753 19
20 | Ntcheu Other 14,642 20
21 | Mulanje Other 14,487 21
22 | Mwanza Other 14,226 22
23 | Monkey Bay Other 11,576 23
24 | Nkhata Bay Other 11,265 24
25 | Luchenza Secondary 11,207 25 | ULG
26 | Ntchisi Other 7,918 26
27 | Ngabu Other 7,523 27
28 | Dowa Other 7,408 28
29 | Chikwawa Other 6,987 29
30 | Chiradzulu Other 2,348 30
31 | Machinga Secondary 1,180 31
Total population36 2,044,203

Lilongwe has been the national capital since 1975 and is now the largest city in the country in terms of
population size, having “overtaken” Blantyre in 2008. Lilongwe is an administrative center, the
headquarters for the majority of national ministries and institutions, and also a services and agro-
processing hub. Its growth has been strongly driven by its status as the national capital, in which almost
all central government head offices are now located. Lilongwe’s growth has also been due to its role in
servicing a large agricultural area. Blantyre, established by missionaries in the 1870s, is the oldest city in
the country and is traditionally portrayed as Malawi’s manufacturing and commercial capital, serving a
distinct regional/international hinterland. Until recently, Blantyre was the largest city in Malawi;
although its population continues to grow, it currently does so at a slower pace than Lilongwe. Mzuzu
serves as an administrative and commercial service center for northern Malawi. Alongside Lilongwe,
Mzuzu is the fastest-growing city in Malawi with its population increasing by 4.4 percent annually
between 1998 and 2008 and its surface area expanded six fold since the late 1940s. It is the hub of
government administration, business, industry, commerce, and services for the northern region of
Malawi. Zomba, the original national capital, is best-described as a large university town>’ and old
center of administration, serving a relatively small hinterland.

Malawi’s secondary and other urban settlements are a combination of administrative centers, minor
agricultural processing nodes, and market and transport hubs. Some of these smaller or emerging
towns are growing rapidly and include Mangochi, Kasungu, Thyolo and Mchimji (NSO 2008). These
towns are at the frontline of the rural-urban interface in Malawi — retaining much that is agrarian
alongside an increasingly visible urban appearance and economy.

There are no hard and fast or consistent definitions of what kinds of urban settlement “qualify” as
urban local governments, thus leaving plenty of room for arbitrary decisions about LG status. There is

*® This figure for the total population of urban settlements is greater than the figure for the total urban population.
Both figures appear in official 2008 census reports.

*” Chancellor College, located in Zomba, is the largest of the five constituent colleges of the University of Malawi.
Five university faculties (humanities, science, education, law and social sciences) make up Chancellor College.
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clearly a high degree of inconsistency in having a hierarchy of urban local governments that includes
Luchenza Municipality (classified as a “secondary” settlement although considerably smaller than most
“other” urban settlements) but excludes much larger towns (such as Karonga, Liwonde and Salima). It is
also unclear that there are particular advantages for local citizens of towns like Liwonde if they were to
become municipalities; conversely, there are no obvious ways in which the particular urban needs of a
town like Liwonde are (or can be) met through being a part of a larger District.

The existing legal and regulatory framework also makes little substantive distinction between urban
and rural local government. Most distinctions are terminological or minor: e.g. “City, Municipal or Town
Councils” as opposed to “District Councils”, CEOs as opposed to DCs, and urban mayors having longer
terms than their rural counterparts. There are few formal differences in the responsibilities and powers
ascribed to urban as opposed to rural local governments or in the procedural framework defining their
activities or operations. In addition, there are no clear criteria for distinguishing between urban and
rural jurisdictions. Classifying local government areas as urban (rather than rural) is at the discretion of
the Minister of Local Government and Rural Development (in the case of municipalities and towns) or
the President (in the case of cities).*®

The lack of any substantive and formal distinction between urban and rural local governments can
largely be attributed to an overwhelming policy focus on rural areas. Decentralization policy in Malawi
is largely formulated in terms of Districts and pays relatively little attention to City, Municipal, or Town
governments. This is understandable, given that over 80 percent of Malawians live and work in rural
areas. However, the rural “bias” that underpins decentralization policy does not mean that urban local
governments operate as if they are more or less the same as district councils.*® In practice, urban local
governments face rather different challenges to their rural counterparts — ensuring the provision of
networked services (such as water and electricity supply) in high density residential areas, dealing with
complex land tenure arrangements, providing transport infrastructure for home-to-work travel by city
residents, managing environmental health issues in high density urban neighborhoods, facilitating
industrial and commercial development. City and town governments tend to be neglected in Malawi’s
institutional landscape and are thus subject to a “one size fits all” approach.

In practice, there are a number of significant differences in the ways that urban and rural local
governments are structured and operate, inter alia:

e Urban Councils do not include traditional chiefs as ex-officio members; rural councils include them.
Whereas the provisions of the LG Act (1998 and 2010 amendment) do not clearly articulate on the
membership of traditional chiefs in City Councils, the provisions of the Chiefs Act (1967) specify that
traditional or customary authorities have no jurisdiction in urban areas.

e The Mayors of Cities (and, to a lesser extent, Towns) tend to have a much higher political profile and
more (but still limited) authority than their counterpart (Chairs) in Districts. This distinction has no
basis in formal regulations — and would appear to be largely attributable to the “customary” or

% According to officials in MLG&RD, the Government is currently in the process of establishing criteria for deciding
on whether local government areas should be categorized as urban or rural. Subject to discussions, these will be
incorporated into a revised LG Act. However, no agreement has yet been reached on the criteria (population
density, population size, economic characteristics) that would be used to demarcate urban jurisdictions.

**Indeed, in its only reference to urban local governments, the National Decentralization Policy (1998) states that
Cities, Municipalities and Towns will be “districts in their own right”.
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ceremonial status of mayors®’, the greater prestige attached to urban councils, and the common
perception that mayors are better educated and better connected than their District counterparts.

e District Commissioners, the most senior civil servants in any District, appear to be administratively
more influential and important than their CEO counterparts in urban local government areas.

e Urban local governments directly employ many more staff than do District Councils. In “devolved”
sectors (other than education), urban local governments employ their own staff and manage sectors
in parallel to or separate from line departments. In rural areas, districts do not run parallel services,
but instead rely on cooperation and support from line departments and line ministry staff.

e Urban local governments also seem to be much less concerned by sector devolution policies and
indeed receive very few conditional transfers for any “devolved” sectors, with the exception of
education sector grants. Rural councils, on the other hand, receive conditional (or sector) grants for
managing devolved functions (such as health, agricultural extension, water supply). A degree of
ambiguity exists in urban areas as to who is responsible for the provision of services in devolved
sectors: without any funding for specific sectors, urban local governments may not feel obliged to
provide services, while line departments may assume that urban governments are responsible.

e Finally (and as will be discussed in more detail), urban local governments rely far more on own-
source revenues to finance their activities than do Districts.

3.3.  Functional Assignments, Performance and Expenditure Patterns

3.3.1. Local Government Functions

The Local Government Act (1998) and National Decentralization Policy (1998) assign a wide range and
large number of functions to both urban and rural local governments, which are not differentiated
and apply uniformly to both types of local government. They include functions related to security,
regulation of public areas and general public goods, vital registration, infrastructure provision, social and
economic services, and other orthodox local government activities. The table below provides a
summarized listing of local government functional assignments (drawn up on the basis of Schedule 2 of
the LG Act and the National Decentralization Policy), broadly linked to planning, infrastructure and
service delivery (LG Act, Article 6).

Table 3.5 Local government functional assignments

FUNCTION PRINCIPAL SUB-FUNCTIONS
LG Act (Second Schedule) National Decentralization Policy
Planning e Development planning e lLocal Assembly designated as a
e Physical and land use planning planning authority
Health e Management of clinics, maternity e Health centers, dispensaries,
clinics, health centers and maternity clinics and health posts
dispensaries e Control of communicable diseases
e Health education
e Environmental sanitation
Education e Management of schools e Nurseries and kindergartens

e Primary Schools

40 Mayors of Malawian Cities (but not District Council Chairs) are, on formal occasions, referred to as “Your
Worship”, reflecting the country’s colonial legacy.
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Waste
management
Water &
sanitation

Roads and
transport

Agriculture &
natural resources

Market and retail
facilities

Trade &
commerce

Emergency
services

Public Amenities

Buildings and
structures

Land & housing

Other

Collection, removal and treatment
of solid and liquid waste
Sanitation

Provide for the supply of potable
water

Construction and maintenance of
roads (subject to provisions of the
Public Roads Act and other sector
laws)

Street lighting

Public transport

Management of agricultural
extension services

Veterinary & animal health services
Management of markets and
market buildings and premises
Charge market fees

Trade development services
Business licensing

Ambulance and fire service

Management of parks and public
spaces (including sports &
recreational facilities, cemeteries,
etc.)

Regulation & control of building
and construction

Acquisition of land, lay out of
housing areas, provision of
residential services, construction &
management of housing

Land management and surveying
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Distance Education Centers

Refuse disposal

Sewerage removal and disposal
Provision and maintenance of
water supplies including:

- Boreholes

- Piped water projects

- Protected wells

- Distribution of water

— Gravity-fed piped water schemes
Construction, rehabilitation and
maintenance of roads not under
Central Government including:

— District roads

— Township and City roads

- Estate roads

Agricultural and livestock extension
services

Irrigation dams

Licensing of small and medium
business

Ambulance and fire services
Disasters (until they are declared
national disasters)

Sports stadiums

Community halls

Recreational parks and playgrounds
Public conveniences

Burial services

Control of building standards

Housing estates

Environmental reclamation
Environmental education



It is unclear from the LG Act or NDP how far this exhaustive assignment of functions is mandatory or
exclusive or whether the intent is to spell out “permissive” functions, responsibilities that might be
taken on by local governments. If the former, the LG Act or NDP would appear to be over-ambitious and
unrealistic. If the latter, the law and policy lead to a high degree of ambiguity. Formally speaking, the
functions assigned to local governments overlap extensively with sector/other laws and regulations. The
Ministry of Education, for example, has much the same responsibilities as do local governments in the
education sector. The same applies to other service delivery sectors. This formal functional overlap
between line departments or other national institutions and local government (which is by no means
unique to Malawi) is problematic insofar as: (i) accountability becomes blurred and; (ii) inefficient
duplication can take place.

3.3.2. City Councils and Urban Infrastructure and Service Delivery

In practice, it is clear that local governments do not provide all the public goods and services that they
are mandated to by the LG Act or NDP. Indeed, urban local governments are actually only directly
involved in a sub-set of their assigned functions and, in many cases, do so along with other service
providers or agencies. For major infrastructure and service sectors, notably, education and health, the
share of spending accounted for by local government is relatively small as most line ministry spending
remains centralized.

Box 3.1 Centralized and deconcentrated sector spending

Line ministries: weak levels of decentralized spending

“Most ministries centralize their spending and do not have an important share of their budget
deconcentrated to districts, with the exception of the Ministry of Health ... only one ministry, the
Ministry of Health, which has given some spending authority to districts, has deconcentrated a large
share (about 40%) of its budgetary resources [although none to City Councils]. The Ministry of
Education has deconcentrated 4%, the Ministry of Agriculture less than 2%, and all the other

ministries together 0.4%. The total amounts to about 6% of total ministerial expenditures.”
Source: World Bank (2012): Malawi - A Snapshot of Decentralization in Malawi: An Overview of Progress, Challenges and
Policy Options in 2010 and 2011, Public Sector Reform and Capacity Building Unit (AFTPR) Africa Region.

Education and health sectors: budget devolution

“Part of the education sector budget is devolved to local councils. In 2012-13, 6% of the education
budget was devolved to the district level for [Other Recurrent Transactions, or non-payroll related]
ORT of primary education. Local [government] councils [LGCs] are only responsible for the ORT part of
recurrent expenditures for primary schools. Salaries for primary school teachers and key teaching and
learning materials for primary education are still centrally procured. [...] Most of the public [health
sector] funds — tax financed and external pooled financing — flow through the Ministry of Health
(75%), followed by the local government councils (25%). [...] There is clear separation on what budget
items are covered between the MOH headquarters and the other agencies and levels. MOH takes on
the stewardship and management role. MOH headquarters finances PE [payroll and emoluments] for
all of public health sector, and also finances some public health goods, such as vaccines. Additionally,
MOH headquarters manages the larger capital investment projects, both externally and domestically
financed. The responsibility for ORT is shared equally between MOH and its agencies and the LGC.
Over time, there is a shift of responsibility for operations to LGC, which use about 35% of this ORT for
drugs and supplies, and 65% for operations costs.”

Source: World Bank (November 2013). Malawi Public Expenditure Review, Report No. 79865
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Formal institutional arrangements in the Malawian roads sector appear clear. As in most countries,
responsibilities for road construction, rehabilitation and maintenance are divided up according to the
classification of roads. Consistent with the Public Roads Act (1962), the Roads Fund Administration Act
(2006), the Roads Authority Act (2006), the Local Government Act (1998), and the Urban Public and
Private Streets Act (1956), the designated roads network consists of five categories of road:

e Main roads are inter-territorial roads outside cities or towns, unilaterally designated by the
Government and providing a high degree of mobility connecting major settlements and/or serving
as international corridors. These are the responsibility of the national Roads Authority.

e Secondary roads consist of roads outside cities or towns linking the main population and economy,
to the main road network. These are the responsibility of the national Roads Authority.

e Tertiary roads are outside cities or towns, acting as collector roads to arterial roads, accommodating
shorter trips, and feeding the arterial road network. These are also the responsibility of the national
Roads Authority.

e District roads are outside cities or towns and provide intermediate levels of service, connecting
districts, local centers of population and developed areas with the principal arterial system. These
roads are the responsibility of District Councils.

e Urban roads, consisting of other roads in urban area, provide accessibility over relatively short trip
lengths at low speeds and services to smaller communities. Urban local governments are
responsible for these roads.

In addition to the designated roads network, the public roads network also includes a large number of
community roads, in both rural and urban areas. Responsibility for community roads lies with local
communities and local governments. In total, the designated network consists of about 15,000 km of
roads (of which about 25% is paved, the rest being earth or gravel roads); and community roads (all of
which are earth or, at best, gravel) make up a further 10,000 km of undesignated roads.

In principle, City Councils are exclusively mandated to build, rehabilitate, upgrade and maintain urban
roads and share responsibility for community roads in their jurisdictions. In practice, this clarity of
assignment is muddied by finance and “capacity” issues. Financially, City Councils do not have enough
funds to ensure much in the way of either road construction or maintenance. As will be seen below,
their capital budgets are very limited — partly because overall revenues are relatively small but also
because most resources are spent on recurrent expenditure items — which explains the limited
involvement of City Councils in major road construction or rehabilitation activities. As far as is known,
City Councils only take on construction or rehabilitation works when development partners chose to
provide financing.”* This lack of investment has clearly resulted in underdeveloped urban road networks
and poor access to low-income areas.

Most City Councils are involved in some kind of urban road maintenance but a very small proportion
of roads are regularly and properly maintained. In Blantyre, for example, the public works department
undertakes sporadic maintenance of minor urban roads — usually grading and occasional repairs —and

" Asis currently the case in Blantyre, where JICA is providing the finance for upgrading a major city road. However,
this is off-budget funding and is being largely managed by international technical assistance, rather than by the
City Council’s public works department.
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estimates that only about 10 percent of urban roads are maintained every year. The same applies to
Lilongwe and Mzuzu. In general, the maintenance of urban roads is undertaken on a force account basis,
relying directly on City Council equipment and labor, rather than through contracting with the private
sector. In all cases, City Councils are poorly equipped (Blantyre, Lilongwe and Mzuzu each have one
functioning grader/bulldozer), but do have plenty of more or less full-time road workers available (the
public works departments of Blantyre, Lilongwe and Mzuzu employ — respectively — about 200, 350 and
110 staff). Whatever maintenance does take place, then, is limited to intermittent labor-based work.*
As a result of all this, urban roads are in poor shape and now require costly rehabilitation.

Given the financial and other constraints faced by City Councils in road construction and maintenance,
the national Roads Authority has regularly and frequently taken on urban road activities.** The Roads
Authority, with external and Government financing, has been de facto responsible for the construction
and/or rehabilitation of several main urban roads. It has also carried out maintenance of some urban
roads, using finance provided by the Roads Fund Administration (RFA).** In all such cases, the Roads
Authority outsources actual works to private sector contractors. Although the RFA is mandated to
provide local governments with funding for road maintenance, this has not been the case to date. Local
governments, including City Councils, can qualify as “road agencies”, thus becoming eligible for RFA
funding. On the basis of capacity assessments by the RFA, however, City Councils have not been rated as
“road agencies” and are not able to access RFA funds for the maintenance of their urban roads.

In Malawi, local governments have no legal mandate to provide electricity generation or supply
services. Electricity supply and distribution are the exclusive function of the Electricity Supply
Corporation of Malawi (ESCOM). This is consistent with utility management in many (but not all)
countries and is the case in practice. Although City Councils play no direct role in providing electricity,
they may need to get more involved in planning for electricity distribution (and thus coordinate network
extensions or upgrades with ESCOM). The 2010 Lilongwe Urban Development Master Plan, for example,
makes no reference to electricity, despite the fact that electricity is obviously a key urban utility.

Although the LG Act does assign water supply and sanitation functions to urban local governments,
the preponderant responsibility for water supply management in Malawi’s cities now lies with
parastatal Water Boards (WB): Blantyre City WB, Lilongwe City WB, the Northern Region WB (for Mzuzu
and other towns) and the Southern Region WB (for Zomba and other towns). Practice on the ground
reflects this — no City Councils are involved in the direct supply of water within their jurisdictions apart
from being represented (by their CEOs) on the Board of Directors of each WB. City governments are
expected to play a planning, coordination and monitoring role in the water sector. In addition, they are
also directly involved in the management of a limited number of water kiosks in low income areas.

Water Boards are responsible for all water supply networks and are expected to cover their costs. City
Councils do not provide any capital funding for extensions or upgrading of the WB water supply

* And probably associated with high levels of under-employment of staff or long periods of inactivity.
43 . L .
Much the same applies to District Councils.
* The Roads Fund Administration revenues derive from a fuel levy, the proceeds of which are intended to finance
maintenance of the designated road network.
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networks. Although commercial and institutional clients account for a relatively small proportion of the
client base of WBs (by connections)®, payments from them typically account for over 50 percent of all
WB revenues; their residential clients (who account for the overwhelming majority of water
connections) provide the remaining proportion of their revenues. WBs are — by local government
standards — significant financial operations. Lilongwe and Blantyre WBs generated revenues of MWK 9.3
billion and MWK 7.7 billion in 2014-15, respectively, roughly three to four times greater than the total
revenues of their City Council counterparts.

Solid waste management (SWM) is one of the main urban services for which local governments have a
near exclusive mandate. However, as bleakly illustrated in the box below, SWM in Malawi’s main cities
is woefully inadequate — in terms of coverage, efficiency, and actual waste disposal — with low-income
areas and poor communities being particularly underserved.

Box 3.2 Solid waste management in Lilongwe and Blantyre: snapshots

Lilongwe

“Of the total waste generated within the City, only about 30% is collected. Collection from ... high
income areas is undertaken regularly from individual households. In low income areas, households
dispose of waste either in waste pits on their plots or at skip sites which are collected by the City on
an infrequent basis. No waste is collected in the squatter areas and limited accessibility is cited as the
main problem. It would appear that in 15 areas within the City, residents are required to dispose of
their own refuse. The use of skips is the common service delivery level in 16 areas with household
collection occurring in 25 areas. lllegal dumping, especially building rubble, is common and difficult to
police. There are no service delivery levels which are determined for the city as a whole and or
different settlement types.

The [only landfill] site [in Area 38] is declared as a prohibited area. Currently, there is no separation of
waste into waste for recycling and non-recycling. Scavenging is not allowed at the landfill site but due
to a lack of fencing, the practice is difficult to prevent and is therefore common. The poor waste
management within the City contributes to soil and water contamination. The existing by-laws are
outdated making enforcement difficult. The City does not manage any public awareness campaigns
for improving the management of solid waste within Lilongwe.” (See: Lilongwe City Development
Strategy 2010-2015).

Blantyre

“A recent [2010] document estimates that Blantyre residents produce an average of 0.9 kg of waste
per capita per day (equivalent to 647 metric tons per day)—81 percent of which is organic and
biodegradable (Berman, 2010). According to UN-HABITAT, only a third of the solid waste generated is
actually collected (UNHABITAT, 2011).

Solid waste collection services are available in high-income areas, but low-income areas do not have
access to the same services ... informal settlements and Traditional Housing Areas are severely
underserved. In these areas, solid waste is either not collected, or skips are emptied irregularly,
leading to the accumulation of waste and the indiscriminate disposal of solid waste. [The City Council]
has placed skips/containers in many residential areas and markets, but collection is irregular,

* Commercial and institutional water supply connections accounted for about 7 percent of all (55,000)
connections served by Lilongwe Water Board (LWB) in 2014 (personal communication, LWB officials, 22 July 2015).
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particularly when there are fuel shortages or when vehicles break down. In peri-urban areas there is
no regular solid waste collection system in place, partly because there are few access roads. As a
result, household solid waste is often dumped into pits, drains or indiscriminately discarded in the
streets. ... a number of private entities providing waste collection services, ...but they focus on
commercial/industrial companies and houses in high-income areas, leaving poor communities
underserved. The [City Council] charges private waste collectors fees to dispose of waste at the
dumpsite, and as a result, many of these collectors dump waste in undesignated areas to avoid the
fees. The official site for solid waste disposal is located along the eastern boundary of the city ... and is
nearing full capacity. The site is not a proper landfill, but rather an uncontrolled open dump without
leachate or gas management systems and without a fence, so it is accessible to residents, including
children. This is problematic because hazardous waste is not separated from other waste. Hazardous
waste includes paints, solvents, consumer batteries, construction and demolition debris, chemical and
pharmaceutical waste, medical and infectious waste, tires and sewage sludge.” (see Maoulidi, M.
(2012): Water and sanitation needs assessment for Blantyre City, Malawi, Millennium Cities Initiative
Social Sector Working Paper, Series N° 27/2012).

City Councils continue to rely on their own in-house health departments (akin to using force accounts
in the public works sector) for the direct production of SWM services. Lilongwe City Council’s SWM
operations in 2015 are currently undertaken by several hundred sweepers and garbage collectors, who
are responsible for cleaning public areas and actual waste collection from residential zones, and
commercial and industrial clients (the latter two commonly pay additional waste collection fees for their
on-site skips). The City has eight garbage trucks (all obtained through private or international
donations), of which only four are currently in operation (the other four are either undergoing repairs or
out of action). The City Council has no official SWM sub-contracts with private sector operators and
undertakes no systematic regulation of non-public SWM operations — although there are several in
Lilongwe, which function on a commercial (and apparently profitable) basis. The situation is very similar
in Blantyre where City Council’s SWM operations in 2015 employ about 250 sweepers and cleaners. The
City Council has a fleet of 11 trucks for SWM, of which only seven are currently operational. Although
there are private sector garbage collectors that operate in Blantyre, none of them are either contracted
or regulated by the City Council.

Seeking ways of out-sourcing to the private sector and then regulating privatized waste collection are
likely to be more efficient way of ensuring waste collection and disposal. In Lilongwe, a small private
sector operator is known to collect seven percent of the total amount of municipal solid waste with one
truck and four employees; whereas the City Council has 600 employees in the cleaning department
(although not all working at collecting) and four trucks, and collects 30 percent of the total waste.*®
Clearly, there is a huge difference in efficiency.

City Councils, like all other local governments, are nominally responsible for the provision of primary
education services within their jurisdictions. This is in line with the LG Act, the NDP and the Ministry of
Education’s own devolution policy. Indeed, the education sector grants (see below) allocated to City
Councils make up the largest proportion (just over 40%) of all their inter-governmental fiscal transfers.

*® Barré, J. (2014): Waste Market in Urban Malawi — A way out of poverty?, Master’s Thesis, Department of Urban
and Rural Development Swedish University of Agricultural Sciences, Uppsala.
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Education departments within City Councils, however, are relatively small: in Lilongwe, less than 3
percent of all directly hired Secretariat staff are employed by the education department.

In practice, City Councils play a largely delegated and passive role in primary education and have
limited expenditure responsibilities. Recurrent expenditure in the primary education sector is
dominated by payroll spending on teachers’ salaries, all of which is managed by the Ministry of
Education. In Blantyre, for example, all 1,700 primary school teachers are paid by the Ministry; the City
Council only pays for a few administrative personnel in its Education Department.”’ Through their
education sector grants, City Councils finance operating expenditures, such as the purchase of some
teaching and learning materials, school maintenance, and the costs of utilities for schools. Most such
expenditures are routine, offer little room for budgetary discretion and are planned/budgeted by City
Education Departments under close Ministry supervision and in collaboration with school management
committees. Capital spending (on school classrooms and other facilities) is funded either directly by the
Ministry of Education or through the LDF; in the case of LDF funding, the Ministry of Education appears
to decide on the number of construction or rehabilitation projects, with City Councils playing a minor
role in making decisions about which schools to build or rehabilitate. In Blantyre, for example, the City’s
Education Department was not aware of which school construction projects had been selected for 2015-
16. City Councils only allocate very limited funds from their own-source revenues to finance primary
education expenditure; in Blantyre, the Director of the Education Department insists that apart from
paying for a small number of administrative staff salaries, the City Council allocated no own-source
revenues to the primary education sector budget.

Primary education is not seen by most Secretariat officials as something that is actively managed by
local government — indeed, education is often not even thought of or presented as a City Council
function or service® by Secretariat staff. This is unsurprising given that: (a) the Ministry of Education
(MoEd) continues to exercise near complete control over most decisions related to primary education;
(b) City Education Departments are headed by directors employed and remunerated by MoEd, whereas
all other Council departments are headed by officials paid out of the Council budget; (c) all primary
school teachers are paid out of central government’s payroll; and (d) many school management
decisions and operations are devolved to school management committees, made up of teachers and
community representatives. Given the considerable extent to which they are earmarked, grants for
education only appear to enter and exit City Council accounts as a “post box” or “pass-through”
arrangement. In short, City Councils cannot genuinely be described as providing primary education
services within their jurisdictions. It would be more accurate to describe City Councils as a delegated or
passive conduit through which the Ministry of Education provides access to primary schools.

In the primary health sector, City Councils (in contrast to District Councils) play a very limited role in
direct service delivery. Much of this is probably due to the lack of budgetary resources (City Councils do
not receive health sector grants unlike Districts), the presence of Ministry of Health funded major
referral hospitals and clinics in urban areas, and the availability of not-for-profit and for-profit private
sector health care services in cities. In Blantyre, the City Council’s Health Department does employ and

*’ For further details on education sector spending in Blantyre, see Torre, K. (March 2010): An Education Needs
Assessment of Blantyre City, Malawi, MCI Social Sector Working Paper series.

8 Strikingly, the section on Secretariat staffing in Mzuzu City Council’s Urban Profile (2013-2017) does not even
include an enumeration of the staff employed by the Council’s Education Department.
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pay about 50 staff in a few primary health centers but city residents very clearly depend on other
facilities (not managed by the City Council) in order to access primary health care. The same is true of
Lilongwe, where the City Council operates only one permanent public health care clinic (out of a total of
17). Both Lilongwe and Blantyre City Council health departments employ medical staff, but only nurses
and no doctors; in addition, they fund limited operational expenditures.

City Councils do provide a range of classic “municipal” services: fire services, the management of local
market places, burial services, and the like. Of these, the management of market places is clearly the
most significant and important — in the eyes of most city residents. In return for daily fees charged to
sellers, City Councils ensure that market places are cleaned and regulated. They are managed by market
masters, employed by City Councils, and serviced by cleaners and other staff. As with roads and SWM,
however, there have been no attempts made to out-source market management to the private sector.

Urban local governments, especially City Councils, engage actively in planning and produce a range of
plans — but with limited coordination and little implementation. Amidst active planning (land use or
physical planning, investment planning, strategic planning) and the plethora of plans (master plans that
project spatial and infrastructure intentions, strategic plans that outline the broad ways in which
thematic issues are to be addressed, investment plans that list priority infrastructure), some of the
lacunae characterize the ways in which local governments currently engage in urban planning.

Firstly, local government planning in urban jurisdictions lacks “teeth” for implementation or
execution. Because City Councils have limited resources (as will be discussed below), the
implementation of any plans necessarily requires: (i) the active support of other stakeholders in the
form of finance and the provision of other inputs; and (ii) a capacity on the part of local governments to
ensure that a multitude of urban stakeholders comply with plans. Both of these implementation
conditions appear to be absent in Malawi. There is, for example, little point in a City Council designating
and planning future or upgraded low-income residential zones if key stakeholders cannot commit or are
not committed to providing water connections, new or rehabilitated roads, electricity distribution, and
the like. Nor do such plans make much sense if City Councils are unable to enforce (however liberally)
compliance with zoning or land use regulations. In short, there is little in the way of meaningful city-
wide and cross-sectoral planning — City Councils neither exercise control over key sectors nor have the
authority to make other agencies align their plans to city-wide coordination.

Secondly, the urban plans produced by City Councils tend to be too ambitious or rather unrealistic,
with unattainable objectives or projections. There is little in the way of robust prioritization within the
framework of hard-headed estimates of the levels of resources that are likely to be available or which
accounts changing implementation realities of the 21 century, factoring in issues such as informal
settlements, private sector initiatives, growing economic inequalities and technological change.* For
instance, Lilongwe’s 2010 Urban Development Master Plan, provides a wide-ranging overview of land
use and physical planning and envisions a long list of actions to be taken. However, in its own evaluation

* An interview with the UN-HABITAT during the fieldwork
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of the process of drafting City Development Strategy (CDS), supported by Cities Alliance, the Lilongwe
City Council recognizes the lack of funding as the prime constraint in implementing the Strategy.>

3.3.3. Urban Local Government Expenditure Patterns™

Urban local governments account for approximately 20 percent of total LG expenditure, while
Districts account for about 80 percent (Figures 3.2 and 3.3). In per capita terms, urban local
governments spend considerably more than do rural local governments.
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City Council®® as well as District Council expenditures consist very largely of spending on recurrent
items, as shown in Figure 3.4 below. Indeed, recurrent expenditure as a proportion of total appears to
be slowly rising, from about 87 percent in 2011-2012 to just over 92 percent in 2013-2014. In all four
cities, recurrent spending has amounted to between 70 percent and 100 percent of total expenditure
over the last three years (see Figure 3.5).

Figure 3.4 Recurrent expenditure as % of total expenditure Figure 3.5 Recurrent expenditure as % of total expenditure
(by City Council)
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>0 Lilongwe City Council (2015). Grant Completion Report: Grant for Lilongwe City Development Strategy Phase 3.
> All the financial data for local governments used in this chapter is based on information provided by the National
Local Government Finance Committee.

> Among the seven urban local governments, the four City Councils account for around 95 percent of all
expenditures — the following discussion therefore concentrates on the spending patterns of City Councils and does
not consider municipal or township expenditure.
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For City Councils, payroll-related costs have consistently accounted for between 40 percent and 50
percent of recurrent expenditures and between 32 percent and 47 percent of total expenditures
(Figures 3.6 and 3.7). This is a considerably larger proportion than in District Councils, for which payroll
costs account for less than 7 percent of total spending. This can be partly explained by the extent to
which many payroll-related costs (sector department staff salaries) in District Councils are paid for out of
the Central Government’s budget — in contrast, City Councils are directly responsible for paying many
(but by no means all) such staff. In addition, payroll spending (like recurrent expenditure in general)
among City Councils also appears to be steadily increasing over time.

Figure 3.6 Payroll spending as % of total expenditure Figure 3.7 Payroll spending as % of total expenditure (by City
Council)
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Not surprisingly, City Council capital expenditure has been less than 10 percent of all city spending
and appears to be declining. Nonetheless, it accounts for a greater proportion than in Districts, for
which capital spending hovers around only 5 percent of total expenditure (Figures 3.8 and 3.9).>* In per
capita terms, City Council spending on capital expenditure has also been low: for all four Cities, per
capita capital expenditure was about MWK 230 (or USS$ 1.46) in 2011-12, MWK 240 in 2012-13 (or USS
1.29) and MWK 180 in 2013-14 (or USS 0.76). It is not possible, on the basis of available data on City
Council finances, to break expenditure down into service delivery or functional categories — although it
can be said that most capital spending by cities appears to be on roads (construction, rehabilitation or
maintenance) and on equipment (vehicles).

Figure 3.8 Capital expenditure as % of total LG expenditure Figure 3.9 Cities: capital spending as % of total expenditure
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> This may be because investments financed by the Local Development Fund (LDF — see below) are off-budget.
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Levels of capital expenditure by Malawi’s local governments as a whole (rural and urban combined)
are low compared to local governments in other developing countries®. Local government capital
expenditure in Kenya, Tanzania, and Rwanda, for example, accounts for 15 percent, 26 percent and 43
percent of total spending — all considerably more than in Malawi. Malawian City Council capital
expenditure patterns also tend to be outliers: out of nine sample East African cities, Lilongwe and
Blantyre have the smallest shares of capital expenditure®. However, in comparison to other urban local
governments in southern/eastern Africa, the share of payroll expenditure in Malawian city budgets
appears to be around the norm, but with relatively greater spending on (non-payroll) operational
expenditure items than most other cities.>®

To sum up, although the LG Act formally assigns a wide range of functions to urban local
governments, in practice, City, Municipal and Town Councils actually provide a circumscribed set of
services, frequently in parallel to other institutions (which have the same functional mandates). In the
case of some services, notably solid waste management, City Council performance is sub-optimal and
could be improved through better management. In other cases, notably roads, City Councils face severe
funding constraints (the revenue side of which will be examined in the next section). Some of the fiscal
“squeeze” can probably be attributed to relatively high payroll costs and a “force account” modus
operandi. Although mandated to provide social services, in practice, City Councils either do so on the
basis of limited delegation by line ministries (e.g. primary education) or do little (e.g. primary health
care). As players in the arena of urban development, City Councils are small and not very effective.

3.4. Local Government Revenues

Overall local government spending in Malawi is financed almost entirely from inter-governmental
fiscal transfers (IGFTs) and own-source revenues (OSRs). Al local governments rely on IGFTs for over 75
percent of their total revenues, with the remaining balance (of 25% or less) accounted for by OSRs.
Districts and Cities, however, are near mirror opposites in terms of their reliance on IGFTs/OSRs: while
District Councils derive over 90 percent of their total revenues from IGFTs and less than 10 percent from
OSRs (see figure 3.10), City Councils rely on OSRs for around 65-80 percent of all revenues, but on IGFTs
for only about 20 percent (see figure 3.11). Among City Councils, property taxes account for between
40-50 percent of all revenues and other OSRs for 25-35 percent of total revenues. Sector or conditional
grants account for the lion’s share of IGFTs, while General Resource Fund (GRF) block grants account for
less than 4 percent of total revenues.

>* This may be because investments financed by the Local Development Fund (LDF — see below) are off-budget in
Malawi. For cross-country comparison, different classifications of costs, different functional assignments and other
factors can make it difficult to make meaningful comparisons.

>* See South African Cities Network (2008).

*® See South African Cities Network (2011).
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Figure 3.10 District Councils: revenue sources Figure 3.11 All City Councils - main revenue sources
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3.4.1. Own-Source Revenue Assignments, Patterns and Performance

The LG Act assigns a number of own-source revenues (OSRs), known as locally generated revenues in
Malawi, to local governments. OSR assignments®’ prescribed in Schedule 3 of the Act, in a cursory way,
include: (i) Property rates (or taxes); (ii) Ground rent; (iii) Fees and licenses; (iv) Commercial
undertakings; and (v) Service charges. Part VIl of the LG Act is entirely devoted to spelling out detailed
provisions for assessing, managing and collecting property rates (or taxes). Finally, Schedule 2 of the Act,
which details the “additional functions” of the local government, includes additional guidance on user
fees, licenses, and service charges. Other regulations that govern these OSRs, if any, are not readily
available.”® The following table provides a summary of LG own-source revenue items.> As in other
developing countries, local government OSRs are typically of limited fiscal potential since the main
sources of public revenue (e.g. VAT, customs and excise, income tax and natural resource royalties) are
generally assigned to central government.

Table 3.6 Local government own-source revenues

Locally Generated Revenues Collected or levied by:

Property rates Urban Councils or in areas designated as
“rateable”*

Market fees All Councils

Business licenses/permits All Councils

Rental charges All Councils

Advertising charges Urban Councils

Car parking fees Urban Councils

*’ In addition to these OSRs, the LG Act provides for “ceded revenues” (or shared revenues) as a source of revenue
for local governments, to be passed on by central government. In practice, local governments do not receive any
such shared revenues and these are therefore not discussed in this chapter.

2 n Malawi, nobody interviewed during the course of fieldwork was able to provide detailed and official
regulations for LG own-source revenues. Nor are such regulations available on any official or other websites.
Indeed, a good deal of the institutional and regulatory framework for local government own-source revenues
would appear to be an “oral tradition”, understood through past and established practice (rather than through
documentation).

*° The table is adapted from World Bank (2015d): Malawi Urbanization Review: Challenges and Opportunities in
Local Government Financing (Background Paper).
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Bus departure fees Urban Councils

Health fees and charges All Councils
Refuse collection fees Urban Councils
Hire of property — rooms, chamber and vehicles | All Councils
Interest on investments All Councils
Fines and penalties for breaking by-laws All Councils
Cemetery fees Urban Councils
Plot charges/sale of immovable property Urban Councils
Sale of water in markets All Councils
Sale of forest produce All Councils

Commercial undertakings - rest houses, bottle All Councils

stores, bars and restaurants
* Designated by the Ministry of Local Government & Rural Development (see below).

City Councils rely on OSRs for 65-80 percent of their total revenues — This level of dependency on OSRs
is unusual. Although larger urban local governments in developing countries typically can and do
depend on OSRs more than rural LGs (as is the case in Malawi), few of them are as reliant on OSRs as are
Malawian City Councils. In southern Africa, only Zambian and Namibian cities demonstrate comparable
rates of dependence on OSRs.% In contrast, municipalities in Nepal® rely on OSRs for a little over 50
percent of their total revenues and larger Brazilian municipalities for between 38-55 percent.®” The
relative importance of OSRs for City Councils in Malawi is largely due to the very limited transfers from
central government. Although there are inter-annual variations and some inter-city variations (see figure
3.12), all City Councils rely on OSRs for most of their overall revenues.

Figure 3.12 OSRs as % of total LG revenues (by LG category) Figure 3.13 City Councils - OSRs per capita (Kwacha)
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There is some difference between the four City Councils in terms of their OSRs per capita. OSRs per
capita for all City Councils are not large and only amount to MWK 1,500-2,000 or USS 5 per capita
annually (Figure 3.13). Lilongwe’s per capita OSRs are generally the lowest and (at the same time) most
stable (in nominal terms) — relatively low rates of OSR mobilization, according to Lilongwe City Council
officials, are due to poor collection rates from Government agencies, which are concentrated in the
national capital. Blantyre has been able to slowly increase OSRs per capita, while Mzuzu (a much smaller

% See South African Cities Network (2011).
®! See LBFC Nepal (2011).
%2 See World Bank (2014a): Municipal Finances — A Handbook for Local Governments.
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city) has recently significantly increased its OSRs per capita.®® For unknown reasons, Zomba'’s per capita
OSRs have fluctuated considerably over the last three years.

Figure 3.14 City Councils: breakdown of locally generated revenues
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Property tax is the most important revenue item for City Councils, accounting for between 50-65
percent of total OSRs, as shown in Figure 3.14. A wide range of fees and service charges make up the
rest — market fees, fees for billboards and advertising, parking fees, land allocation and development
fees, building permits, etc. Individually, these fees and charges are relatively minor, but together
amount up. They are generally intended to cover the costs of specific services.

Given their importance as OSRs (and thus as a key determinant of overall revenues), property rates
are the primary focus of fiscal effort among City Councils. According to the LG Act, property rates/taxes
can be levied on all properties within an LG jurisdiction, with a few exceptions (such as roads, parks and
cemeteries). In practice, most City Councils limit themselves to levying property taxes on properties
within “ratable” areas. Although the criteria by which areas are deemed to be “ratable” are not clearly
defined, the observed tendency is for commercial/industrial, administrative and formal low density (and
high value) residential areas to be designated as such, while informal and high density residential areas
tend not to be designated as “ratable”. The LG Act® nonetheless allows for LGs to levy simple property
taxes in non-ratable areas, allowing, in principle, City Councils to have a fairly wide property tax base.
LGs also enjoy very wide discretion in terms of setting property tax rates, which can vary depending on
the type of property (commercial, residential, etc.) and in terms of the actual percentage of assessed
property value.*

% Mzuzu'’s improvement in performance can perhaps be attributed to recent changes to the way that the City
Council assesses and administers its property rates (see below).

* LG Act 1998, Article 64: “In respect of any area which has not been designated by the Minister as a rateable area
under this Act or which for any reason has not been assessed or is not assessable, the Assembly may levy (a) a
fixed sum upon the owners of buildings which sum may be different in respect of buildings used for different
purposes; and (b) a fixed sum per unit of area of land or a fixed sum per unit of superficial area or both such fixed
sums.”

® Indeed, it has been argued that the very wide statutory discretion that LGs enjoy with respect to setting the
property tax rate should be capped. “Tax rates should be initially capped to protect the interests of the taxpayers.
Currently Assemblies have unlimited authority to set tax rates in order to generate sufficient funds to meet all
locally approved expenditures. Possible misuse of this freedom can place undue burden on taxpayers that can lead
to mis-administration and possibly to tax revolts.” (see Kelly etalia. (UNDP/UNCDF) 2001).
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Despite having a large property tax base and considerable latitude in setting property tax rates, City
Councils have difficulties in mobilizing property tax revenues, due to the following problems:

Property tax rolls are generally gross underestimates of real properties in urban jurisdictions. For
example, while Lilongwe City Council’s property valuation roll listed about 35,000 properties in
2011, it was estimated that there were perhaps a further 45,000 properties that should be on the
list but were not (SACN 2011: 44). Blantyre City Council officials echo this: they estimate (in 2015)
that their current property tax roll (drawn up in 2005) includes only a third of the guesstimated
number of properties in the city. Part of this can be attributed to City Councils’ apparent reluctance
to assess property values outside of officially designated ratable areas, even though some non-
ratable areas have, over time, become indistinguishable from ratable areas.

The institutional and legal framework regulating property taxation is cumbersome, inappropriate,
unrealistic and outmoded. Thus, the LG Act prescribes that the preparation and updating of
valuation rolls can only be done by registered valuers®, of whom there are very few in Malawi. As a
result, preparing and updating valuation rolls becomes very costly: Lilongwe City Council, for
example, has estimated that updating its current property valuation roll will cost about MWK 400
million.®” Moreover, registered property valuers expect to be paid for their services as a function of
the estimated values of the property they assess, which presumably provides them with incentives
to over-estimate property values — and which almost certainly is cause for complaint and refusal to
pay taxes on the part of property owners. Property valuation methods are also inappropriate and
cumbersome — relying on individual, rather than mass, valuations — limiting City Councils to
assessing high value properties (for which high taxes can be charged to justify the assessment costs).
In general, direct incentives for encouraging better City Council staff performance are absent. In
Blantyre, for example, a dynamic and young senior official has recently tried to increase revenue
collection rates by upgrading payments systems and setting revenue targets for his staff. Although
there has been some improvement in revenue collection, the official insists that this would have
been much better had it been possible to provide revenue collection staff with direct monetary
incentives as a reward for improved performance.68

Enforcement and compliance are major challenges in mobilizing property taxes — partly because
procedures for enforcement are cumbersome, costly and counter-productive (interest charges on
and penalties for non-payment add significantly to the tax bill itself and probably deter owners from
settling their property tax bills), and partly because property owners (especially public sector
agencies) are reluctant and slow to pay. Arrears on property rates are thus high: Lilongwe City
Council estimates that it is owed almost MWK 8 billion in property taxes and is currently actively
trying to recover some MWK 2.9 billion; although Blantyre City Council has fewer arrears, they still
amount to about MWK 2 billion.

An unknown amount of collected taxes is misplaced or misappropriated by local government
revenue collectors, often in collusion with tax-payers.

o Registered under the Land Economy Surveyors, Valuers, Estate Agents and Auctioneers Act.

% Roughly USS$ 800,000 (as of July 2015).

* The City Council and its Secretariat were unable to approve such an incentive-based scheme, for reasons that are
not clear.
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e Tax-payers are reluctant to pay, given the poor services provided by City Councils. Paying property
tax is (rightly) perceived by Malawian city-dwellers as something for which they should receive
services in return.

Overall, property tax revenues are probably far lower than they should be, especially — but not only —
in the larger urban centers as officially “ratable” areas are out of step with urban development and do
not include all properties, and tax collection rates are low.

There clearly is potential to increase City Council property tax collection and thus its OSRs. The use of
simplified mass valuation methods would allow City Councils to tax many more properties while legal
and administrative reforms of the property tax are needed, along with a modernization and more
effective revenue administration. Minor improvements in the tax payment system in Blantyre (where
property taxes are now paid directly to a commercial bank), for example, have led to better collection
rates, which have risen from less than 50 percent of the amounts billed in 2011-12 to almost 60 percent
in 2013-14. The case of Mzuzu City Council, where a major reform and re-dynamization of property tax
administration and collection has recently taken place, is further demonstration of the potential for
improvement (see the box below). The reforms and new approach piloted in Mzuzu show that a good
deal can be done in other cities to increase the number of taxable properties, to improve tax collection
and administration and to raise more property tax revenues. Scaling up on what has been achieved in
Mzuzu would require some regulatory changes (such as simplifying valuation procedures, rethinking the
definition of “ratable” areas), basic improvements in tax collection processes, and greater LG
engagement with residents and property owners.

Box 3.3 Mzuzu City Council and property rates

Since 2013, with technical and other assistance from a German agency (RDF — Revenue Development
Foundation) and funding support provided by Deutsche Gesellschaft fiir Internationale
Zusammenarbeit GIZ, Mzuzu City Council has embarked on a major reform of its property tax
administration system. Prior to doing so, the City Council had been collecting about MWK 120 million
in property taxes; after a year of implementing new administrative methods and measures, property
tax revenues had increased to a little over MWK 220 million, a significant increase.®® Several key
improvements were made to Mzuzu’s property tax system:

e Use of a mass valuation method, relying on GIS and local staff follow-up in the field, and based on
a “points-based” assessment of property values — all carried out at reasonable cost, making use of
existing staff and avoiding the costly direct use of registered valuers. This resulted in a dramatic
increase in the number of assessed properties (from 8,000 to almost 40,000).

e Establishment of an effective and transparent process for lodging complaints about property
value assessments.

e Modernizing tax payments through the banking system.

e Undertaking neighborhood sensitization programs aimed at explaining property tax and its links
to local service delivery.

While technical improvements were instrumental in increasing property tax revenues, it is equally

likely that the return of an elected City Council has played a role.

% Although it should be pointed out that the rate of collection (taxes paid/taxes billed) did not improve radically.
Instead, Mzuzu was able to dramatically increase the number of properties subject to propery tax.
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Business licenses make up a small but important proportion of City Council OSRs. In Blantyre, business
licenses account for a little over 10 percent of all OSRs. Collection rates in Blantyre (as measured by
revenue estimates versus actual revenues) have apparently improved through incremental changes in
revenue administration (with staff being assigned clear revenue targets and payments being made
through the banking system, rather than to collectors). A study of LG revenue collection, carried out in
2001,”° made a number of recommendations for improving business licensing, although none have been
taken up. The most important recommendation was to expand the scope of LG business licensing and to
establish a “Single Business Permit”, similar to what has successfully been implemented in Kenya. This
would allow City Councils to widen the scope of business licensing and to increase their revenues.

Daily fees paid by sellers in locally-managed markets are one of the major sources of City Council OSRs
consists of market fees. About 10 percent of Blantyre City Council’s OSRs are derived from market fees.
Market fees are closely linked to the provision of basic market services — cleaning, waste collection,
maintenance, security, etc. — all of which require management and staff. The problem is that individual
markets may often cost more to run than they generate in terms of fees: in Blantyre, where the city
manages 24 local markets, City Council officials estimate that costs are barely covered out of fees, and
that only four markets generate a surplus (used — in effect — to subsidize the remaining 20 markets). It is
also unclear as to how far all market users actually pay daily fees and exactly what percentage of fees
collected are actually registered. In short, while there may be room to increase revenues from market
fees, this will probably require some degree of out-sourcing and semi-privatization (with City Councils
divesting themselves of running costs and “leasing out” markets to private sector management).

3.4.2. Inter-Governmental Fiscal Transfers

Inter-governmental fiscal transfers (IGFTs) account for between 75-80 percent of all local government
revenues in Malawi. District Governments are more dependent on IGFTs, which account for over 90
percent of all district revenues, than City Councils for whom IGFTs only account for a little over 20
percent of their revenues (Figure 3.15).

For both rural and urban local governments, per capita IGFTs are low and amount to well below US$5.
For City Councils, per capita IGFTs in Mzuzu and Zomba are about twice or three times greater than in
Lilongwe and Blantyre, as they receive higher per capita education sector grants in reflection of higher
poverty rates (Figure 3.16). These IGFT per capita differences also imply that relatively little weight is
given to population size in determining grants to City Councils.

% see Kelly, R. etalia. (2001): Improving revenue mobilization in Malawi: study on business licensing and property
rates, UNDP/UNCDF.
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Figure 3.15 Central Government transfers as % of total Figure 3.16 All IGFTs per capita
revenues
100.00 1,400
| 1,200
80.00 s 1,000 ——F—w
- 60.00 -§ 800 -~— — b
5 .
| = 600 — — —| - mlilongwe
40.00 S 400 |- I
20.00 - = All LGs 200 - _ ®Blantyre
- _— o Mzuzu
M Districts N ” O
Q'\”\' 0'\”)) 0\’“ '\9\' '19'\’ '\9\’ Zomba
v v v i : ; ;
N NV oy Cities N W >
RS S NI\
S o ~ v v v
Year Year

Transfers to local government consist of both unconditional block grants and earmarked or conditional
grants. In both cases, the NLGFC provides coordination and overall management. The largest grants
provided to local governments as a whole are for the health and education sectors. There are
important differences between District and City Councils in terms of IGFTs (Figure 3.17). The only
significant sector conditional grant allocated to City Councils is for education. City Councils are also
provided with earmarked grants for roads rehabilitation and maintenance, unlike rural LGs. District
Councils, on the other hand, receive up to 14 different types of sector grants, the largest of which is for
health (only districts benefit from health sector grants), followed by education.

Figure 3.17 2012-2013: Central government grants to local governments (%)
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The largest category of conditional grants is earmarked for financing “devolved” sector expenditures
(health, education, agriculture, etc.). Each sector allocation is based on a specific formula; for example,
education sector allocations to local governments are calculated on the basis of the number of school-
aged children in each LG jurisdiction. From the point of view of local governments, discretion over the
use of such sector conditional grants is very limited — as they are earmarked not only for specific sectors,
but also for specific spending items, determined by respective line ministries. In all cases, sector
conditional grants are earmarked for financing non-payroll operating costs and are not used to finance
any sector investments (such as classroom construction in the education sector). In practice, sector
conditional grants are tightly controlled and to finance delegated functions and their use is closely
monitored (on a monthly basis) by line ministries and the NLGFC and in-year disbursements are
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contingent upon LG reporting on their correct use. Local governments act as “post boxes” through which
funds are channeled to de-concentrated line departments.

Another type of conditional grant derives from the Constituency Development Fund, allocated on the
basis of the number of parliamentary constituencies in each local government area. CDF grants are
earmarked for spending in specific constituencies and to finance a range of small-scale “community-
based” projects or investments (e.g. school classrooms). Currently (FY 2015-16), each local government
receives an annual CDF grant of MWK 9 million”* for each of its parliamentary constituencies, which is
intended to be a part of the local government’s regular budget. CDF Guidelines issued by the NLGFC in
2015 specify that while each local MP is the ultimate arbiter of how CDF funds are to be used, budgeting
and execution are expected to be fully consistent with regular local government planning processes and
to be managed in line with regular financial management and procurement procedures. In practice,
however, CDF funds are rarely considered by local governments to be a part of their mainstream
development budget as noted by a critical discussion of CDF grants in the box below.

Box 3.4 The Constituency Development Fund

“The Constituency Development Fund (CDF) is a result of political manoeuvring in the mid-2000s
when President Mutharika, needing MPs’ support, agreed to their initiative. It is a fund voted by
parliament annually for all its members, which is formally managed by DCs. In practice, MPs treat the
funds as their own monies, and shun oversight by local government. The amount now [2014] stands
at MWK 7million per annum for each MP. The projects on which the CDF are spent may not be those
identified in area development plans, since most MPs aim to use the funds to gain votes and reward
loyalists, not to fulfil a district development vision. That said, some parliamentarians involve their
local party leaders in deciding how to spend the money ... but across the country ordinary citizens
report that their MPs do not involve them in CDF planning ... Similarly, some CDF projects stand as a
testament to an MP, while others can be seen as a waste of public funds ....

Overall, the CDF programme runs counter to the government’s professed objective of strengthening
local government and its capacity to meet local needs, and to more transparent and accountable
processes, as it involves the use of public funds at local levels that are outside the formal planning,
budgeting and spending framework. MPs are in practice not held to account for how they use CDF
funds, and the fund legitimises MPs’ role as deliverers of local development — which is how they are
seen by most voters and which creates another reason for tension between them and councilors,
local authorities and [traditional authorities].”

Source: O’Neil, T. & Cammack, D. (2014): Fragmented governance and local service delivery in Malawi, ODI.

City Councils (but not District Councils in rural areas) are also provided with earmarked grants for the
construction, rehabilitation or maintenance of urban roads. These grants are sometimes itemized as
being made from the Infrastructure Development Fund (IDF)’%. Budget allocations of these grants
appear to be made on an arbitrary basis, with each City Council receiving the same (large) allocation and

71 Approximately USS 20,000 per MP (using 2015 MWK/USS exchange rates).
72 The exact status of the IDF is not known. None of the Ministry of Finance or NLGFC officials met during the
course of fieldwork were certain of what the IDF is or how it is determined.
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each Municipal or Town Council receiving smaller (but identical) allocations.”® Actual amounts disbursed
as IDF grants to urban local governments have been less than the initial budget allocations, due to a
combination of funding shortfalls and under-spending.

Block grants are allocated from the General Resource Fund (GRF), a central government funding pool.
GRF block grants account for less than five percent of all LG grants, a little less than the proportion
accounted for by grants from the Constituency Development Fund (CDF). Although the total size of the
GRF funding pool appears to have been fairly steady over time, there is no statutory rule fixing the size
of the GRF as a given proportion of central government’s revenues or budget. Annual transfers to
individual local governments from the GRF are calculated (by the NLGFC) on the basis of a simple
formula that uses population size (80%) and relative poverty (20%) as allocation criteria. Local
governments can use their GRF block grants in any way that they wish, provided that this is consistent
with the provisions of the LG Act and other regulations.

In addition to “regular” IGFTs, local governments are also provided with development finance from
the Local Development Fund (LDF), a hybrid blend of the Malawi Social Action Fund (MASAF) and the
District Development Fund (DDF).”* In principle, the LDF was established as a “basket” for Government
and development partner funding aimed at a variety of local-level projects; in practice, the LDF is made
up of four funding “windows”, each of which is earmarked for specific types of investments or projects
and is funded by different development partners (Table 3.7 ). City Councils can receive LDF funding
either as part of their education sector grants or through the LDF’s Urban Window.”

Table 3.7 Local Development Fund Windows

LDF Windows Target Funding source
1. Community Small-scale community-based projects | World Bank (MASAF), supplemented
Window (£ MWK 15 million) by financing from the Education
2. Local Authority | Larger inter-community-based projects | (Sector Wide Approach) SWAp
Window (> MWK 15 million, < MWK 40 million)
3. Urban Window | Socio-economic investments in urban Demand-driven component by
settlements Kreditanstalt Fir Wiederaufbau (KfWw,

or German Development Bank);
supply-driven component by the
African Development Bank (AfDB)

4. Performance Local government capacity-building
Window activities

7 For 2014-15, each of the four City Councils was provided with a MWK 127.65 million IDF allocation and each of
the three Municipal/Town Councils with MWK 20 million; for 2015-16, City Councils have been allocated MWK 150
million from the IDF, Municipal/Town Councils with MWK 20 million, and each of the five former Town Councils
with MWK 10 million.

’* The LDF does not have a formal or distinct legal or institutional identity, although it is a separate vote (no. 272)
within the Government’s overall budget. LDF funding decisions are made by a Steering Committee and day-to-day
LDF activities are managed by a Technical Support Team (TST). The LDF’s primary “supervisors” are the Ministry of
Finance (which chairs the LDF Steering Committee) and the Ministry of Local Government & Rural Development.

’> |t is unclear as to whether LDF education sector funding for classrooms and teacher housing is on- or off-budget,
although it is clear that the LDF TST is responsible for managing these types of investments.
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The LDF Urban Window isa type of “challenge fund” that can be tapped into so as to finance either
planning exercises or infrastructure investments.’® Both urban and rural local governments submit
project proposals for urban socio-economic investments or planning activities; these are then reviewed
and appraised by the LDF and, if judged to be robust, will be approved for funding. To date, there have
been two rounds of submissions, with a third round underway; up until the end of FY 2014/15, a little
over MWK 700 million has been disbursed through the LDF Urban Window.”” LDF funds allocated for
urban investments and projects are not on-budget (from the point of view of local governments) and are
directly disbursed to contractors or consultants by the LDF itself.

To date, an underwhelming number of proposals were submitted to the LDF Urban Window by urban
local governments. Out of 128 urban investment project proposals submitted in the first two rounds of
calls for funding by the LDF, 19 were approved and of these, only four were proposals submitted by City
Councils and one by a Town Council. Only Zomba City Council and Mangochi Town Council have received
LDF funding for infrastructure projects (e.g. sports stadiums, markets, and bus depots); Blantyre,
Lilongwe and Mzuzu City Councils have used funds from the Urban Window to finance urban planning
activities.”® LDF officials attribute the underrepresentation of City Councils to their lack of motivation
and interest in seeking funding for urban investments, as well as the poor technical quality of the
disproportionately small number of proposals submitted by City Councils.

3.5. Borrowing and Other Financing

The LG Act allows for local governments to borrow, with approval by the Ministry of Local
Government and Rural Development and the Ministry of Finance. It also allows local governments to
operate short term overdrafts, provided that they do not exceed one-sixth of the previous year’s current
revenues. Borrowing spreads the cost of such investments across generations and is thus more
equitable than relying on current revenues as a source of finance, which are also unlikely to be sufficient
to finance large infrastructure investments. Thus, many local governments — especially those in urban
areas — often access to and rely on borrowing in order to finance larger infrastructure investments.

In practice, City Councils (and other local governments) in Malawi borrow very rarely for the purposes
of financing infrastructure investments and do not appear to make excessive use of overdraft facilities
to manage any cash flow issues. Debt servicing costs’® are generally very low, amounting to less than
one percent of City Council OSRs. Most debt servicing costs are associated with bank charges and
interest on overdrafts, taken out to smooth over short term cash illiquidity.

Low levels of borrowing on the part of urban local governments®® are not surprising, given their
revenue/expenditure patterns, the paucity of municipal lending institutions and the absence of any

’® As such, the LDF’s Urban Window appears to function as an embryonic municipal development fund.

7 For the two years (2013-14 and 2014-15), the planned budget for the LDF’s Urban Window was a little over
MWK 3.5 billion. Actual spending has been less due to delays and the need for multi-year investments.

’® To the LDF Urban Window, 101 proposals were submitted by 32 LGs in the first round, 27 proposals by 12 LGs in
the second round, and 32 proposals by 17 LGs in the third round. Of this total of 160 submitted proposals, 19
infrastructure projects and nine planning exercises have been approved to date.

?In the absence of audited local government balance sheets, debt servicing expenditure is the only systematic
evidence of any borrowing or credit.

¥ |n the absence of recent Annual Financial Statements for any of the City Councils, it is not possible to specify
exact debt stocks. The Directors of Finance of Lilongwe and Blantyre City Councils, however, insist that neither City
Council has any substantial medium or long term debt.
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form of municipal bond market. City Councils do not generate enough revenue to finance meaningful
borrowing and what revenue that they do collect is very largely spent on recurrent costs. And, even if
they did, there are few lenders.

The Development Fund for Local Authorities (DFLA) is the only institution in Malawi that lends
investment finance to local governments. DFLA was established (as a Trust Fund) in 1993 with a start-
up capital of about USS$ 8.5 million, as part of the World Bank funded Local Government Development
Project (LGDP).2! DFLA, as intended, has provided grant and loan finance for local government
investments: since 1993, DFLA has lent or granted funds to 31 local governments for a range of
investments (construction of roads, market facilities, and other infrastructure, purchase of vehicles,
etc.). Most DFLA grants/loans were approved in the period between 1994 and 1998; after the late 1990s
DFLA activities appear to have ground to a standstill, as a result of capital depletion — itself due to poor
rates of repayment, debt cancellation, attrition through the conversion of loans to grants (which became
an ever larger proportion of DFLA funding), and management costs.®* Since 2010, DFLA has re-
commenced operations on a very modest basis of a greatly diminished capital of about USS 1.4 million
and is seeking to replenish its revolving fund. Although it is still — in legalistic terms® — a functioning
institution, DFLA is effectively non-operational and no longer a significant source of investment finance
for local governments, few of which are even aware of the Fund’s continued existence.

Urban local governments in Malawi make very little use of Public-Private Partnerships (PPPs) to
finance public investments or services. This is partly a reflection of the Malawian public sector as a
whole, which appears to be generally averse to PPP-type arrangements (and, indeed, to out-sourcing),
as well as a result of the limited opportunities for private sector involvement in the provision of public
infrastructure and services. Nonetheless, City Councils — particularly Blantyre and Mzuzu — are well
aware of the private sector, have sought to encourage firms to take on minor functions,* and are open
to PPP options that make sense. Given the limited commercial opportunities, the private sector would
appear to have few incentives to engage in PPPs.

3.6. Conclusion

Unlike rural Districts, City Councils depend very largely on own-source revenues (OSRs) alone and
receive very little in the way of inter-governmental fiscal transfers (IGFTs), which account for 20
percent or less of their total revenues. In Malawi, central government transfers to local governments, in
general, and especially to urban local governments are currently well below the levels that would
normally be expected in a developing country. Even though District Councils are already highly

8 There is very little available documentation on the DFLA, either at the World Bank or in Malawi, apart from the
Implementation Completion Report (ICR) by both parties.

¥ The World Bank’s ICR (2001) for LGDP notes that: “The financing mechanism (DFLA) set up by the project was a
failure” (p. 17). While the DFLA, as a form of revolving fund, was expected to reconstitute itself through LG
repayments, this did not happen “ ... due to the chronic failure of local authorities to service their debt
obligations”. The ICR further notes that: “The DFLA apparently never incorporated any systems to assess the
creditworthiness of the local authorities to which it "lent". In practice, the costs of new sub-projects financed
under the LGDP would automatically appear as "loans" to the local authorities with no ex ante analysis, discussion,
or agreements”. Although infrastructure investments were completed (behind schedule), the DFLA was evaluated
as being un-sustainable.

® |ts Board of Trustees, made up of representatives from central and local government, remains in existence.

# Such as the maintenance and upkeep of roundabouts in Blantyre, in exchange for free advertising.
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dependent on IGFTs for most of their revenues, the absolute amounts thus transferred are small to
meet the needs. In the case of urban local governments, IGFTs are woefully inadequate. Such low levels
of IGFTs to City Councils are not based on any official policy prescriptions as no explicit and formal policy
statements rationalize differing levels of central government financing for urban/rural local
governments. Instead, there appears to be an informal agreement within central government policy-
making circles that rural LGs are unable to mobilize significant OSRs and therefore require more support
(in terms of transfers) than do urban LGs. In all, the Government is a long way from meeting its stated
fiscal commitment to decentralization by transferring at least five percent of national revenues
(excluding development partner grants).®®

Figure 3.18 LG total revenues per capita (kwacha)
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Staffing levels in City Councils are relatively high, which is reflected in the high share of recurrent costs
in the total expenditures. Lilongwe City Council, for example, currently employs about 2,000 staff
(roughly one employee for every 350 city residents); Mzuzu employs about 520 staff (one employee for
every 300 city residents); and Blantyre about 1,400 staff (one employee for every 500 city residents).
Many such staff are unskilled (employed as laborers for public works activities, street sweepers,
gardeners) and semi-skilled (employed in clerical/administrative positions, for market management, for
revenue collection). All City Councils insist that there are many unfilled positions, especially for senior
and technical jobs, where they have a hard time offering competitive salaries and career opportunities.

The modus operandi of City Council management can only be described as staid and “time-warped”.
Secretariat departments tend to see themselves as being directly responsible for the production (rather
than the provision) of city services. Engineering sections, for example, tend to operate on the
assumption that city public works activities will be undertaken on the basis of force account modalities,
drawing on city-owned equipment and city-employed labor — rather than through out-sourcing to
private sector contractors. For instance, solid waste collection is also seen as a task that should be
undertaken by city garbage trucks and the city’s workforce, rather than private sector service providers
contracted by the city. Although there are no regulatory limitations to out-sourcing service delivery
activities to the private sector, City Councils seem averse to do s0.%

® As spelt out in the National Decentralization Policy (1998:13).

®tis beyond the scope of this chapter to explore the rationale underlying a continued insistence on both the
provision and production of public goods and services by local governments. However, there are clearly grounds
for arguing that the private sector in Malawi is under-developed, has weak capacity to engage formally with the
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The effectiveness of City Council financial management is hard to evaluate given the unreliability of
audits. All City Councils use and have access to the Government’s Integrated Financial Management
Information System (IFMIS). However, external audits by the National Audit Office have been
consistently well behind schedule and, even when they have been carried out, audit reports have not
been submitted to Councils or made publicly available.’” Moreover, there are some grounds for
supposing that external audits by the Central Government have — in the past — been less than exhaustive
and rigorous; they are also largely limited to compliance auditing, rather than full financial auditing.
Although internal audit sections are in place, they are not seen as being effective.®®

Some of the inertia and immobilization that characterizes city management can probably be
attributed to the decade-long period (2005-2014) during which Councils did not have locally elected
councilors. Indeed, there is much anecdotal evidence that the holding of local elections in 2014 has re-
introduced a greater sense of purpose, urgency and dynamism to city management. Elected councilors
appeared to be accountable to their ward voters and, in turn, put pressure on Secretariat officials to
deliver services. On both sides, however, this has resulted in a degree of resentment. City mayors in
Lilongwe, Blantyre and Mzuzu all complain about their Secretariats’ lack of responsiveness, reluctance to
“do their jobs” and obfuscation. Secretariat officials, on the other hand, complain about council micro-
management, interference and inability to understand budgetary constraints.

Malawian cities need more resources and strengthened public infrastructure and service delivery
institutions.

First, the role of City Councils in urban development needs to be streamlined to focus on
infrastructure and service delivery responsibilities that they have comparative advantages. The
current set of functional assignments provided in the LG Act is too extensive and needs to be revised to
reflect how services are actually managed. Some functions, notably primary education and health
services, are probably best left to deconcentrated line departments, given that they are already
provided on such basis in urban areas. Other institutions (such as City Water Boards) are better-suited to
the task of delivering certain urban public goods and services. The revision of the LG Act, in the long run,
can provide a formal focus on fewer and more specific functions for urban local governments to meet
the needs that are different to rural development needs.*

public sector and may itself be reluctant to take on responsibilities for the production of publicly-financed goods
and services (see Tambulasi, R. (ed) (2010): Reforming the Malawian Public Sector, Council for the Development of
Social Science Research in Africa). At the same time, keeping production “in-house” has its logic: providing regular
and salaried employment, extending patronage to employees, avoiding conflict with organized labor, maintaining
bureaucratic “fiefdoms”, and the like.

8 The recent evaluation of NDP I, however, notes that the National Audit Office (with financial support from Irish
Aid and KfW) has now audited Council accounts up to 2011-12.

¥ “Based on the current research evidence, local-level financial control appears frequently to operate without the
full range of expected ex-post and ex-ante controls.” p. 35, O’Neil, T. & Cammack, D. (2014): Fragmented
governance and local service delivery in Malawi, ODI.

¥ n addition, a major revision of the LG Act might include provisions for different types of urban local government,
recognizing that large cities (such as Lilongwe or Blantyre) may need different municipal arrangements to those
appropriate to emerging towns or smaller cities. Some countries (e.g. Bangladesh and India) distinguish between,
for example, large City or Metropolitan authorities and smaller municipalities. This finds strong echoes in earlier
recommendations in a World Bank (2012) study of decentralization in Malawi and in ODI-sponsored work on local
governance and service delivery in Malawi (O’Neil, T. & Cammack, D. 2014).
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City Councils can focus on planning and coordination, by strengthening an institutional architecture
that improves downward accountability. Electoral representation does lead to some degree of
downward accountability, and local governments can often facilitate citizen participation and
engagement and — given the right circumstances — prove responsive to citizen priorities and needs.
These are important attributes, which are not characteristic of other types of public institution. As things
stand, City Councils have limited authority to implement any urban development plans; they can do little
to make other players actively comply with spatial (or physical) plans, even though the involvement of
agencies such as Water Boards or the Roads Authority is critical to planning initiatives aimed at, for
example, upgrading informal residential settlements. This is partly a question of political will but may
also require a formal provision of greater authority to City Councils to coordinate infrastructure and
service delivery within their jurisdictions, including water supply, provision of roads, solid waste
management, essential municipal services (fire services, for example) and planning for more integrated,
more accessible and better services.

It will also be necessary to change the ways in which local government, in general, and City Councils,
in particular, manage service provision and their budgets. City Councils do very little in the way of out-
sourcing the production of services, preferring instead to operate on the basis of force account
modalities. Given that the private sector is probably more cost-effective in producing some services (e.g.
waste collection, road works) than are in-house management arrangements, out-sourcing would not
only enable savings (which could be invested in other activities, such as waste disposal or regulatory
supervision) but might also allow City Councils to reduce payroll and other recurrent costs. Likewise,
increases in IGFTs will also need to be carefully thought through in terms of the extent to which they
either allow discretion at the local level or are earmarked (for, say, capital expenditure or specific
sectors). As things stand, increases in fully discretionary block grants (such as those allocated from the
GRF) might be counter-productive — City Councils might well use full discretion to simply increase payroll
and recurrent spending. It will clearly not be easy, in political terms, to cut back on bloated City Council
payrolls or staff numbers but there is a major imbalance in the current structure of expenditures which
needs to be addressed before additional resources are raised or accessed by City Councils.

Third, in order to meet the significant and growing needs of cities, urban local governments need
more funds and greater capacities. There are a number of options that could be explored to actually
increase fiscal resources in urban local governments.

Increasing own-source revenues through improved property taxation. A range of measures and actions
can be taken to increase property tax revenues, inter alia:

e Amending legal and regulatory provisions to make prescribed property valuation methods and
practices more up-to-date. Better ways of updating property tax rolls exist (and have been
implemented in Mzuzu) and need to be provided with legal backing;

e Modernizing payment systems to reduce leakage and encourage tax-payers to settle property rates;

e Undertaking more sensitization of tax-payers; and

e Providing City Council revenue officials with training and modern taxation tools (e.g. GIS).

Needless to say, improvements in local infrastructure and service delivery would go a very long way
towards making taxpayers more willing to meet their fiscal obligations. Increasing City Council OSRs will
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at least provide them with a basis to make immediate improvements in infrastructure and services
delivery and, in the longer term, will also enhance their creditworthiness and ability to borrow.

Inter-governmental fiscal transfers. If local government is to make a genuine contribution to urban
development, the Central Government and its development partners should explore ways of increasing
the size of IGTFs to City, Municipal and Town Councils, while using those transfers as leverage for
improvements in the way that local governments spend and manage their resources. In other words,
additional transfers should only be made available to urban local governments on the basis of their
performance and if they meet certain conditions such as increasing their fiscal effort (to raise OSRs),
making agreed changes to their management, and gradually altering the structure of their budgets. Two
basic models for this have been applied in other developing countries:

e Performance-based grant systems (PBGSs) have been widely used in Sub-Saharan Africa and
elsewhere to provide incentives for better local government management.?® The basic premise is
that grants are provided to local governments as a function of measurable and sustained
improvements in their performance such as full compliance with statutory requirements and
enhanced fiscal effort. For Malawi, a PBGS for City Councils might, for example, be designed so as to
incentivize reduced payroll and recurrent expenditure or efficient out-sourcing of service delivery.

e Municipal contracts have also been used in many countries as instruments for driving reforms in
urban local government.” Municipal contracts between central and local governments spell out a
range of reform steps to be taken at the local level; in return for embarking on reforms, urban local
governments are provided with additional grants and other assistance by central government.

Investment grants. City Councils may also need encouragement to provide financing for certain public
services — but not get directly involved in service production. A case in point here is water supply: there
is no reason why City Councils should not provide their respective Water Boards with investment grants
in order to extend or upgrade water supply networks in low-income housing areas. This would also add
teeth to the spatial planning and coordination functions of City Councils by financing key services.

Borrowing. In the medium to long term, city governments in Lilongwe, Blantyre and Mzuzu will need to
be able to access credit to finance the growing infrastructure requirements associated with urban
growth. Developing appropriate lending arrangements will take time and a good deal of expertise. The
task will probably be more difficult in Malawi than in other countries, if only because the potential in-
country municipal market for loans is likely to be relatively small, perhaps too small to justify setting up
a fully-blown set of domestic arrangements. Development partners could assist the Government in
medium term strategizing here and be ready to share financial risks as any such system starts up.

% see Steffensen (2006): Performance-Based Grant Systems: Concept and International Experience, UNCDF

' see World Bank (2014a): Municipal Finances — A Handbook for Local Governments.
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Annex 1. Economy-Wide Model

This Annex details the characteristics of Malawi’s economy and associated assumptions that are taken
into account in the functioning of the model. The overview of the model is narrated first, followed by
the elaboration of each sub-component.

In the model, Malawi’s economy is separated into three spatial units: primary cities, secondary towns,
and rural areas. Each spatial unit contains up to 58 different sectors depending on the location of
producers in Malawi. Representative producers in each sector and spatial unit produce output by
combining land, labor, capital and other inputs according to their production needs or “technologies”.
Farmers, for example, mainly combine crop land with seeds, fertilizers and family labor, whereas the
transport sector mainly uses vehicles, petroleum and hired labor. Information on production
technologies comes from the NSO’s supply-use table and annual economic surveys, and from the
Ministry of Agriculture’s farm budget analysis. These production technologies (or “input-output
coefficients”) capture the rural-urban production linkages discussed in the previous section by indicating
to what extent urban sectors use goods and services produced by rural sectors, and vice versa.

Using employment data from the household survey (IHS3), rural and urban workers are separated into
three education categories — primary, secondary and tertiary — to examine their employability in sectors
with different skill requirements. In order to capture seasonal labor shortages and skills scarcity in
Malawi, it is assumed that workers are fully employed. This is consistent with the fact that almost all
working-age adults in Malawi have at least one job (i.e., working at least four hours per week), even
though they could become more productive by working longer hours per week or more weeks per year.
Separating workers into education categories is important because it captures how different sectors
differ in skill requirements. Urban workers tend to be better educated than rural workers (Section 2.3.2).
As such, new migrants from rural areas may find it difficult to compete with better-educated urban
workers and so have limited job opportunities in sectors that are less skill-intensive, such as informal
trade and manual labor in construction. The model’s detailed technology and labor market specification
allows it to capture these important issues.

As in most countries, data on internal trade is not available in Malawi and it is assumed that rural and
urban producers supply their output to national product markets, where a single national price equates
demand and supply. In other words, while rural and urban areas do trade with each other in the model,
the exact flow of products moving between each spatial unit cannot be tracked. This could cause the
model to exaggerate rural-urban linkages because, for example, increases in rural consumer demand
can be supplied by both rural and urban producers. This assumption is less problematic when rural and
urban areas have some degree of specialization, because it can be said with greater certainty whether it
is rural or urban areas that are supplying particular goods or services. As discussed, there is some
specialization in Malawi, with rural areas producing most agricultural products and urban areas
producing most of the higher-value services. Non-food-related manufactured goods tend to be imported
or produced in urban areas. However, the two large sectors with less specialization are construction and
trade services, and this may cause the model to overestimate rural-urban growth linkages.

The model captures international or foreign trade. As a result, increased domestic demand can be
satisfied by either greater imports or domestic production. Likewise, increased domestic production may
lead to more exports rather than increased supply to domestic markets. The decision to import or
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export is based on changes in the relative price of domestic and foreign goods. There are rigidities to this
decision-making due to differences in product qualities and the difficulties in interacting with foreign
markets. To capture this rigidity, the model treats domestic and foreign goods as imperfect substitutes.
This means that even when prices in foreign markets rise, producers will continue supply domestic
markets, but the level of supply may fall and cause domestic prices to rise. Conversely, when import
prices fall, consumers in Malawi continue to purchase domestic goods, but the price of these goods fall
due to import competition. Finally, from a global perspective, Malawi is a small economy and so its
foreign trade decisions are unlikely to influence global commodity prices. To capture this, the model
fixes world prices, which is the standard assumption for most developing countries.

The model allows for internal migration between rural areas, towns and cities. During the year, workers
can only migrate across sectors within their spatial unit. Between years, however, they can migrate
between rural and urban areas in response to spatial wage differentials. Migration rates are initially
calibrated so as to replicate observed flows of 14,000 new migrants arriving in urban centers each year
(Section 2.3.1). Over time, population growth and widening wage gaps can lead to larger absolute
migration flows. Ultimately, total labor supply in rural areas, towns and cities depends on previous
period labor supply; exogenous population growth; and net internal migration. Importantly, it is
assumed that workers migrate with their family based on observed worker dependency ratios. However,
it is not assumed that rural-to-urban migration simply leads to higher rural dependency ratios; or that
urban centers benefit from new working-age migrants without also having to accommodate and feed
their families. Finally, new urban migrants adopt the consumption patterns of existing urban households
at similar levels of income, for example, consuming more import-intensive consumption baskets and so
urbanization leads to greater demand for imported goods and services in Malawi.

Standard accounting principles state that the level of investment should equal the level of private
savings less the fiscal deficit. The latter is the difference between the government’s tax revenues and
recurrent spending. New capital stocks depend on previous period investment, and are allocated to
rural and urban sectors according to profit rate differentials. Once invested, new capital cannot move
between rural and urban sectors. It is worth noting that migration tends to increase returns to capital in
the receiving region, and so urbanization can attract larger allocations of new capital and cause faster
economic growth in urban centers.

Urbanization also affects the rate of technical change or productivity growth in each rural and urban
areas. Following Henderson and Wang (2005), an assumption is made that agglomeration spillovers are
a positive function of population density. As workers move to a city or town they raise the population
density and hence productivity in all sectors.”” However, urbanization reduces the amount of public
capital available to each urban resident, and, without additional public investment, reduces productivity
gains from urban agglomeration. In other words, the model captures what are called “congestion
effects”, which arise when urbanization outpaces urban public investment, leading to overstretched
transport systems, inadequate housing, etc. Congestion effects reduce worker productivity by, for
example, increasing the time taken to get to work on crowded roads, or increasing morbidity (sick days)
because of inadequate water and sanitation infrastructure. The model therefore allows for an
“urbanization of poverty” that can arise when the urban economy cannot absorb enough migrant

> The elasticity linking population density to agglomeration effects is set at 0.08 based on estimates by Rosenthal
and Strange (2004). It is assumed that sparsely populated rural areas do not experience agglomeration spillovers.
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workers, and when urban infrastructure (capital) cannot accommodate enough migrant residents. The
allocation of public investments across rural areas, towns and cities is determined outside of the model
and is the main policy instrument in the simulations. Finally, given the low population density of rural
areas, agglomeration and congestion effects are allowed to occur only in cities and towns.

In summary, the model captures the detailed economic characteristics of Malawi’s cities, towns and
rural areas, thereby enabling a simulation of alternative future urbanization and investment scenarios,
with different implications for growth, employment and poverty (at national, sectoral and spatial levels).

Consumer and producer behavior

Representative consumers and producers in the model are treated as individual economic agents. It is
assumed that households (consumers) make decisions so as to maximize welfare (utility) subject to a
budget constraint. For this a linear expenditure system (LES) of demand is employed:

(1—s, —td,)-Y, (1)
Pi‘Cia=Pi'Yia+.8iha'< aLS ! a—Z'Pi/'Vi/a
a ir

where Cis per capita consumption of good i in area a (i.e., cities, towns or rural areas), y is a minimum
subsistence level, 8 is the marginal budget share, P is the market price of each good, Y is total household
income, LS is total labor supply (a proxy for population), and s and td are savings and direct tax rates,
respectively. The demand functions allow consumption patterns and income elasticities to vary across
households in cities, towns and rural areas.

We assume producers maximize profits subject to input and output prices. A constant elasticity of
substitution (CES) function determines output quantity X from sector i in area a:

—p; —pia\~1/pPi
Xia =, ((Sia . Liapm + (1 _ 6ia) . Kiapla) ia (2)

where a reflects total factor productivity (TFP), L and K are labor and capital demands, and é and p are
share and substitution parameters. Our production functions permit technologies to vary across
producers and areas. Maximizing profits subject to Equation 2 gives the factor demand equations:

1/(1+pia) (3)
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where W is the labor wage in area a, and r is a fixed economy-wide capital rental rate adjusted by a
sector/area-specific distortion term D. The factor substitution elasticity is a transformation of p. Higher
elasticities means producers can more readily substitute between labor and capital when relative prices
change. Intermediate demand is not shown in the equations, although this is included in the model. The
producer price PX is the sum of factor payments per unit of output:

PXig - Xig =Wy * Lig + 7 Djg - Kiq (4)

National product markets and international trade

Products are traded in national markets at a single market-clearing price P. The national market
assumption is needed because internal trade data is unavailable. Output from each area is combined
into a composite national good Q using a CES function:
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Equation 5 permits imperfect substitution between goods from different areas. Relative producer prices
are determined by the following first order condition, derived from minimizing the composite supply
price of each good:

(6)
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where ti is the indirect tax rate applied to domestic sales. This function implies that demand for an
area’s output rises when its supply price falls relative to those in other areas.

The equations governing international trade are not presented. However, the model permits two-way
trade assuming imperfect substitution between domestic and foreign goods. A constant elasticity of
transformation (CET) function determines exports and a CES function determines imports. World
commodity prices are fixed under a small country assumption. The current account balance is fixed in
foreign currency units and the real exchange rate is flexible (i.e., a price index of tradable to non-
tradable goods).

Government and investment demand
Assuming all factors in an area are owned by households in that area, then total income Yis

Vo= (WoLig+7Dig- Kig) + hq - LS 7
i

where h is per capita transfer payments from the government. The government is treated as a separate
agent. Total domestic revenue is the sum of direct and indirect taxes, as shown on the left-hand side of
the following equation:

Ztda-Ya+2tii-Pi-Qi=2Pi-A-gi+z hy LS, +B (8)
a i i a

The government uses revenues to purchase goods and make transfers (i.e., recurrent spending) and to
save (i.e., finance public capital investment). This is shown on the right-hand side of Equation 8. The
macroeconomic closure for the government account assumes that public consumption spending is equal
to base-year quantities g multiplied by an exogenous adjustment factor A. The fiscal balance B adjusts to
equalize total revenues and expenditures.

A savings-driven investment closure is assumed, i.e., total investment adjusts to the level of savings in
the economy. As shown below, a national savings pool finances investment:

zsa-Ya+B=z(Pi-l-ipi+Pi-G-igi) (%)
a i

where ip and ig are fixed base-year quantities of private and public investment, respectively, multiplied
by adjustment factors / (endogenous) and G (exogenous). For a given level of savings, an increase in
public investment G must be matched by a decline in private investment /, i.e., the government “crowds-
out” private investors.
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Factor and product market equilibrium
It is assumed that labor is fully employed. As such, total labor supply LS in each area is fixed and, in
equilibrium, must equal the sum of all sector labor demands:

LS, = z Lia (10)
i

Unlike labor, which is mobile across sectors, capital is sector/area-specific. Both factor demand K and
the economywide rental rate r are therefore fixed (see Equation 3) and the rental rate distortion term D
adjusts so that sectoral profit rate equate capital demand and supply.

Finally, product market equilibrium requires that the composite supply of each good Q equals total
private and public consumption and investment demand:

a

Market prices P adjust to ensure equilibrium is achieved. Together, the above 11 equations
simultaneously solve for the values of 11 endogenous variables (i.e., C, X, L, D, Q, PX, Y, B, |, W and P).
The national consumer price index (CPI) is the numéraire.

Capital accumulation

The model is recursive dynamic; i.e., it consists of distinct within- and between-period components. The
above equations specify the within-period component. Between-periods, exogenous variables and
parameters are updated based on externally-determined trends and previous period results. The
processes of capital accumulation, labor migration, and agglomeration and technical change are
described.

While not shown in Equations 1-11, each variable has a time subscript associated with it. Sector-level
capital accumulation is determined endogenously based on previous period investment. As shown in
Equations 12-14, the quantity of new capital N is based on the value of private investment and the
capital price PK (i.e., a composite price derived from investment demand shares ip). New capital is
allocated to sectors/areas after applying a national depreciation rate v and according to a capital
allocation factor SK (0<Sk<1; Y. SK = 1) (Dervis et al., 1982)

Ne=D (Pi-lo-ip) - PK™! (12)
L
Kigt+1 = Kige - (1 —v) + SKjq¢ + Ny (13)
SRiqt — AR, (14)
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t

SPis a sector/area’s current share in aggregate profits, SR is a sector/area’s profit rate (i.e., v - D;,), and
AR is the national average profit rate. New capital is allocated in proportion to each sector/area’s share
in aggregate capital income, adjusted by its profit rate relative to the average profit rate. Sectors/areas
with above-average profit rates receive a greater share of investible funds than their share in aggregate
profits. This “putty-clay” specification implies that new capital is mobile, but once invested it becomes
sector-specific.
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Internal labor migration

Within each period, workers can only migrate across sectors within cities, towns and rural areas.
Between periods they can also migrate between areas in response to real wage differentials. The flow of
migrants M from area a to a'is defined by

Walt (15)

Mgaie = LSqt - Mg *Caar
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where m is the base-year migration rate and c is a “compensating wage” (i.e., the inverse of base-year
wage differentials). Initially the compensating wage offsets the wage differential leaving the observed
migration rate m unchanged, and when applied to total labor supply LS, reproduces observed migration
flows M. If wages in a'increase relative to a then the migrant flow increases from base-year levels. Total
labor supply is equal to previous period supply multiplied by an exogenous population growth rate € and
augmented by net migration inflows:

LSgesr = LSa- (A + )+ Y  (Mage — Magre) (16)
ar’

While not shown in the equations, the model separates poor and non-poor households within each
area. This requires us to track both household populations and factor endowments. Migrant workers are
drawn from within-area household groups in proportion to their labor endowments. Workers are
assumed to migrate with their families (based on fixed observed dependency ratios), which limits the
need to track remittance flows between areas.

Agglomeration, congestion and technical change

Rates of technical change in each sector/area are determined by three factors (see Equation 17). The
first component is the agglomeration effects caused by changes in the density of economic activity.
Following Henderson and Wang (2005), agglomeration spillovers are assumed to be a function of
population density. Population growth and migrant inflow cause an area’s total labor supply LS to
expand relative to base-year levels Is, and raises TFP in all sectors (i.e., a in Equation 2). Given sparse
rural populations and the concentration of industry in urban centers, agglomeration effects are only
allowed in towns and cities (i.e., 8 is zero for rural areas).

LSat)e . (%)w At (17)

Tigt+1 = Xigt * (
a

Isq
The second component depends on the concentration of public capital amongst urban residents. TFP
expands more rapidly in areas where per capita public capital stocks V are increasing relative to base-
year levels v. Equation 18 shows how public capital depreciates at the same rate v as private capital and
is replenished by exogenously-determined public investment. Congestion occurs when, for a given level
of investment, an inflow of migrants causes per capita capital stocks V to decline, thereby slowing the
rate of technical change.

Vats1 = Var - (1 —v) + (z Py - Gy - igl-) .PK-1.Ls71 (18)
L
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The third determinant of technical change is an exogenous growth rate o, which allows the model to
track long-term growth trends after accounting for growth in factor supply and endogenous sources of
technical change.

Annex II. Structure of the Malawi Model

Sectors By city, town and rural area: Maize (local); Maize (composite); Maize (hybrid);
Maize (estate); Rice; Other cereals; Cassava; Cassava (estate); Potatoes; Potatoes
(estate); Pulses; Pulses (estate); Groundnuts; Groundnuts (estate); Oilseeds;
Oilseeds (estate); Vegetables; Fruits; Tobacco; Cotton; Sugarcane; Other export
crops; Improved maize seeds; Livestock; Poultry; Forestry18.5; Fisheries; Mining;
Meat, fish and dairy; Grain milling; Sugar refining; Processed tea; Other food
processing; Beverages; Tobacco curing; Textiles and clothing; Wood and paper;
Petroleum; Fertilizers; Other chemicals; Non-metal minerals; Metal products;
Machinery; Other manufacturing; Construction; Electricity; Water distribution;
Trade services; Hotels and catering; Transport services; Communication; Financial
services; Business services; Real estate; Public administration; Education; Health;
Other services.

(174 = 3x58)

Products Maize; Rice; Other cereals; Cassava; Potatoes; Pulses; Groundnuts; Oilseeds;

(50) Vegetables; Fruits; Tobacco; Cotton; Sugarcane; Other export crops; Improved
maize seeds; Livestock; Poultry; Forestry; Fisheries; Mining; Meat, fish and dairy;
Grain milling; Sugar refining; Processed tea; Other food processing; Beverages;
Tobacco curing; Textiles and clothing; Wood and paper; Petroleum; Fertilizers;
Other chemicals; Non-metal minerals; Metal products; Machinery; Other
manufacturing; Construction; Electricity; Water distribution; Trade services; Hotels
and catering; Transport services; Communication; Financial services; Business
services; Real estate; Public administration; Education; Health; Other services.

Factors By city, town and rural area: Workers not finished primary school; Workers
finished primary school; Workers finished secondary school; Agricultural land;
(21 =3x7) . . . . .
Livestock; Agricultural capital; Nonagricultural capital.
Households By city, town and rural area: Per capita expenditure quintiles.
(15=3x5)
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Annex III. Local government areas and population size (2008)

Region

Central

Northern

Southern

Totals

Local government

Dedza DC

Dowa DC

Kasungu DC

Kasungu Municipal Council
Lilongwe DC
Lilongwe City Council
Mchinji DC
Nkhotakota DC
Ntcheu DC

Ntchisi DC

Salima DC

Sub-total

Chitipa DC

Karonga DC

Likoma DC

Mzimba DC

Mzuzu City Council
Nkhata Bay DC
Rumphi DC
Sub-total

Balaka DC

Blantyre DC

Blantyre City Council
Chikwawa DC
Chiradzulu DC
Machinga DC
Mangochi DC
Mangochi Town Council
Mulanje DC

Mwanza DC

Neno DC

Nsanje DC

Phalombe DC

Thyolo DC

Luchenza Municipal Council
Zomba DC

Zomba City Council
Sub-total

Sources: NSO and MEC

No. of Population (2008 census)

elected Rural local Urban local Total

coun- government government

cilors

16 623,789 - 623,789
14 556,678 - 556,678
18 573,734 - 573,734
9 - 42,351 42,351
34 1,228,146 - 1,228,146
27 - 669,021 669,021
12 456,558 - 456,558
10 301,868 - 301,868
14 474,464 - 474,464
8 224,098 - 224,098
10 340,327 - 340,327
172 4,779,662 711,372 5,491,034
10 179,072 - 179,072
10 272,789 - 272,789
2 10,445 - 10,445
22 724,873 - 724,873
15 - 128,432 128,432
12 213,779 - 213,779
8 169,112 - 169,112
79 1,570,070 128,432 1,698,502
8 316,748 - 316,748
19 338,047 - 338,047
18 - 661,444 661,444
12 438,895 - 438,895
10 290,946 - 290,946
14 488,996 - 488,996
24 764,233 - 764,233
10 - 39,369 39,369
20 525,429 - 525,429
4 94,476 - 94,476
4 108,897 - 108,897
10 238,089 - 238,089
10 313,227 - 313,227
14 576,704 - 576,704
6 - 10,751 10,751
18 583,167 - 583,167
10 - 87,366 87,366
211 5,418,181 798,930 6,217,111
462 11,767,913 1,638,734 13,406,647
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