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Abstract

Global oil market disruptions from Middle East tensions create risks for fuel-
importing economies such as Malawi. This brief presents early findings on how the Middle
East conflict affects Malawi via global petroleum price shocks. It uses a standard CGE
framework adapted from the IFPRI Social Accounting Matrix. Key findings: (1) Global fuel
price increases pass through strongly into domestic prices, especially in energy-intensive
sectors. (2) Cost-push inflation is the main channel, reducing real incomes and
purchasing power. (3) Macroeconomic conditions worsen, with declines in absorption,
consumption, GDP, and indirect tax revenues. This occurs despite export growth and
fewer imports. (4) External adjustment results in a welfare-reducing rebalancing. Gains
from trade do not offset domestic contraction. (5) Broad-based inflation hits industrial
sectors like chemicals, construction, and transportation. Food prices, especially maize,
also rise, impacting welfare. (6) The agricultural sector diverges. Food crops shrink, while
export-oriented crops such as oilseeds, tobacco, and pulses expand due to improved
competitiveness. (7) Household income and consumption drop across all groups. Urban
and higher-income households lose more proportionally, but poorer households are more
vulnerable. (8) Poverty and hunger increase, especially in rural areas, showing regressive
distributional effects. In summary, petroleum price shocks are contractionary and reduce
welfare. This highlights Malawi’s vulnerability to external energy shocks and the urgent
need for coordinated policy, such as short-term stabilization and long-term investment in
energy diversification and resilience.

Keywords: Fuel price shocks, Computable General Equilibrium, Household Income,
Household Consumption, Poverty and inequality, Agricultural Productivity

1. Introduction

The Middle East remains central to global energy markets, accounting for
approximately 30—35% of global oil supply, with the Strait of Hormuz handling about 20—
30% of globally traded petroleum liquids. As one of the world’s most critical maritime
chokepoints, disruptions in this corridor have immediate and significant effects on global
oil prices. Consequently, geopolitical tensions in the region transmit rapidly into
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mternatlonal fuel markets, disproportionately affecting net oil-importing, low-income
countries such as Malawi.

Malawi is a landlocked, low-income economy whose structural characteristics
make it highly vulnerable to external shocks (National Planning Commission, 2021),

including extreme weather events, global
OO SR G T P AT SN ATy energy market volatility, and geopolitical
e S Py oo (S o e o 2 e Jo30 v e instability (Banda, 2025; Pangapanga et
0%, COnPuns b the Pucrome piless SRSInGY tn Jarastey: XS, Witch al., 2023). Recent tensions characterized
ndio oonil; roas Seght hen, rutien by Iran-USA-Israel war in the Middle
. ; : Srces 2% bated = the rate East, a key hub of global oil supply, have
Product | Wikng Pump | Approved | % intensified fluctuations in international
i N petroleum prices. These fluctuations
s (o have direct implications for fuel-importing
countries like Malawi. Fuel imports
pums prces ,‘,';;;,'.;.";.;,“:1:‘",f;;,;,’;;;;‘-‘“"-'?“”'- account for a significant share of
B tow. 48 retah cpuraiors are recuires 1o seh Petro and Dvese a1 pice Malawi’s import bill, often exceeding 15—
moT i s e e e 20%  of total imports,  making  the
e B e S os o & st i tha s economy highly sensitive to global oil
o e T price fluctuations. This transmission s
already evident domestically. On March
oo 2O 31, 2026, the Malawi Energy Regulatory
raarcn 202 Authority (MERA) increased pump fuel
prices for diesel from US$ 2.83 to US$
3.82 per liter and for petrol from US$ 2.84
to US$ 3.81 per liter. MERA cited
continued upward pressure on global
petroleum prices driven by the Middle East conflict (see Figure A1). Malawi’s fuel pricing
system typically relies on a lagged import cost structure. However, suppliers have
temporarily shifted to a shorter pricing window of approximately a fortnight, responding to
heightened global price volatility. This adjustment underscores how external shocks now
feed into the domestic economy with immediacy and intensity (Sabola, 2024).

Malawi’s vulnerability is further amplified by its landlocked position and reliance on
regional transport corridors, particularly through Mozambique and Tanzania. Fuel imports
are subject to high transport and logistics costs, which magnify global price shocks. In
addition, persistent foreign exchange shortages constrain the country’s ability to finance
rising fuel import bills, reinforcing exchange rate depreciation and domestic price
instability.

These external pressures interact with Malawi’s underlying structural constraints
(Kamkwamba, 2025). The economy remains heavily agrarian (Pangapanga et al., 2021).
Agriculture employs the majority of the population and contributes significantly to national
output. The industrial sector is small and dependent on imported intermediate input.
Malawi relies almost entirely on imported petroleum to sustain transport, agro-processing,
manufacturing, and service delivery systems. As a result, increases in global fuel prices
are rapidly transmitted through higher production, transport, and transaction costs across
the economy (Mulenga, 2024). These effects are further amplified by persistent trade
deficits and limited export diversification. Rising fuel import bills put pressure on foreign

Figure A1. MERA pump price adjustment
for diesel and petrol, 31/03/2026
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exchange reserves, contribute to exchange rate depreciation, and worsen the terms of
trade. This combination fuels inflation and constrains economic growth. For instance,
historical data? in Figure A23 shows that periods of relatively lower or stable fuel prices
(e.g., 2017-2019 and 2021) coincide with higher GDP growth rates, whereas sharp fuel
price increases (2022—-2023 and 2026) align with weaker growth outcomes, indicating a
likely negative relationship between fuel price shocks and economic performance.

At the
household level
and in rural areas,

2.7 these

macroeconomic
pressures translate
into significant
welfare losses.
Malawi has
widespread poverty
and a high reliance
on food imports.
The country also
has a limited
capacity to absorb
—=@=—Petro| ==@=Diesel GDPGrowth price shocks. Rural
households, which
depend largely on
rainfed agriculture
(Ngoma et al,
2025) and low-skilled labor markets, are particularly vulnerable to rising input and
transport costs. These costs reduce productivity and limit market access (Maganga et al.,
2021). Urban households are also affected by increases in prices of food, energy, and
other essential goods. These increases are transmitted through fuel-dependent supply
chains. With Middle East-driven fuel price shocks, real incomes are expected to decline,
consumption to contract, and poverty and food insecurity to intensify. Poorer and more
vulnerable groups will be hit hardest. These dynamics highlight Malawi’s structural
susceptibility to global fuel price fluctuations. They reinforce the need for an economy-
wide analytical framework to capture transmission channels and inform effective policy
responses.

The transmission of global fuel price shocks into the Malawian economy occurs
through several interrelated channels as noted elsewhere by Manda et al. (2012), Chen,
(2008), Choi et al. (2018), and Nasir et al. (2019). First, higher world oil prices increase
the import cost of petroleum products, exerting pressure on foreign exchange reserves
and the exchange rate. Second, rising domestic fuel prices increase transport and
production costs across all sectors, particularly agriculture and manufacturing. Third,
these cost increases are passed through into consumer prices, generating inflationary
pressures. Fourth, rising prices reduce real household incomes and consumption,
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Figure A2. GDP growth across annualized prices of petrol and
diesel prices in Malawi, WB/IMF 2016-2026

2 https://www.imf.org/en/countries/mwi
3 https://www.worldbank.org/en/programs/global-fuel-pricing-and-subsidy-policies/fuel-prices
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partlcularly among poorer households. Finally, these effects translate into higher poverty
and food insecurity, especially in rural areas.

2. Methodology
In this brief, we adopt a standard Computable General Equilibrium (CGE, an
economic modeling technique for whole-economy analysis) framework based on the

International Food Policy
Research Institute (IFPRI) Social
51 variables & 46 parameters 48 equations Account|ng Matnx (SAM, a data

o - ., system presenting all financial

: h - flows in an economy) for the

Malawian Economy (see Figure

A3). It uses linear response

: functions to approximate the

S i relationships between exogenous

e el shocks, external changes such as

S fuel  price increases, and

EZAR - | endogenous economic outcomes,

Figure A3. IFPRI Standard Model including production sectors, labor

and capital (factor) markets, trade

flows, and institutional accounts

(Mulenga, 2024). The model further distinguishes households by location (urban and

rural) and income strata, enabling a nuanced assessment of distributional effects. This

structure allows the CGE to trace how external shocks transmit through the economy,

affecting production systems, relative prices, incomes, and welfare (Mukashov et al.,

2025). We adopt the following macroeconomic closures: (i) the consumer price index

(average retail prices for goods and services) is fixed as the numeraire; (ii) investment is

savings driven, implying that total investment adjusts to available savings; (iii) government

savings are fixed, with a uniform direct tax rate applied across institutions; and (iv) the

exchange rate (price of local currency to foreign exchange) is flexible, allowing external
imbalances to be absorbed through price adjustments (Lofgren et al., 2003).

We consider an increase in international petroleum prices (pw_petr), also
interchangeably used as world petroleum prices (WPP) in this brief, where 'pw_petr'
refers to the world price of petroleum, as the main exogenous shock. This serves as a
proxy for global fuel market disruptions linked to geopolitical tensions in the Middle East
(Harris and Robinson, 2001). The analysis simulates scenarios where fuel prices rise from
10% to 50% to capture different levels of external stress. For each scenario, the model
calculates proportional changes in macroeconomic (economy-wide), sectoral (industry-
specific), and household (or individual) outcomes using calibrated marginal impact
coefficients (measured effects from a small change in prices). This linear approach means
responses increase proportionally with the size of the shock, making the scenario analysis
transparent and efficient. The framework shows both direct effects, such as higher
domestic fuel costs, and indirect effects, including increased production costs, shifts in
the trade balance, price changes, and variations in household incomes.

This analysis highlights the economy-wide transmission mechanisms and
distributional consequences of fuel price shocks. Results are systematically
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disaggregated by urban and rural households and by income groups to capture patterns
of inequality and differential vulnerability. Particular emphasis is placed on welfare-related
indicators, including household consumption, poverty, and hunger, expressed as
percentage or percentage point changes to facilitate clear interpretation of impacts. By
integrating macroeconomic, sectoral, and micro-level outcomes within a unified analytical
framework, the adopted approach delivers a comprehensive and internally consistent
assessment of fuel price shocks. This ensures that policy insights are firmly grounded in
CGE effects, capturing both aggregate adjustments and heterogeneous impacts across
population groups, rather than relying on partial or sector-specific perspectives.

3. Results and Discussion

3.1. Economy-wide impacts of the Middle East Conflict on selected
Macroeconomic Fundamentals in Malawi

The results provide strong evidence that increases in world petroleum prices
associated with a Middle East conflict generate pronounced contractionary pressures on
Malawi’s macroeconomic fundamentals, operating primarily through domestic demand
compression and cost-push inflation (Figure A4). Absorption declines markedly from -
0.72% at 10% to -4.32% at 50%, closely tracking the sharp fall in consumption (-0.95%
to -5.39%), which
reflects a significant
erosion of real
household incomes as
energy, transport, and
input costs cascade
through the economy.
This pattern
underscores the high
pass-through of fuel
prices into consumer
prices and production
costs, amplifying
inflationary  pressures
and suppressing
purchasing power. The
initial increase in
investment (0.36% at

10% and 1.07% at
-40.00 -20.00 0.00 20.00 40.00 60.00 35%) suggests short-

210% m35% m40% m50% run adaptive
responses, such as

energy substitution or
efficiency
improvements;
however, the stagnation at higher shock levels signals tightened liquidity conditions,
heightened uncertainty, and reduced expected returns, all of which dampen capital
formation. With government expenditure and inventories held constant under the macro
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Figure A4. Macroeconomic effects of WPP
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closure, the adjustment burden falls disproportionately on households and firms,
reinforcing a cycle of demand contraction, reduced economic activity, and weakened
internal market dynamics.

At the same time, the external sector becomes the primary adjustment margin,
exhibiting strong but compensatory rebalancing. Exports rose substantially from 3.69%
to 15.90%, while imports contracted from -1.74% to -8.46%, indicating a shift toward
import compression and export expansion, likely facilitated by real exchange rate
depreciation and declining domestic absorption. However, this external adjustment is
largely involuntary and welfare-reducing, driven more by constrained import demand than
by productivity-led export growth. Consequently, overall economic performance still
deteriorates: GDP at market prices declines from -0.11% to -1.63%, and GDP at factor
cost from -0.06% to -1.26%, confirming that gains from net exports are insufficient to
offset domestic losses. The substantial decline in indirect tax revenues (-0.85% to -
4.95%) further signals shrinking taxable consumption and trade bases, posing risks to
fiscal sustainability in a context where public spending is fixed. Collectively, these results
point to a structural adjustment pathway characterized by stag-flationary pressures,
external imbalance correction, and fiscal strain, highlighting Malawi’s acute vulnerability
to global energy price shocks and the limited resilience of its domestic economy under
severe external disturbances.

From a policy perspective, these findings imply that mitigating the macroeconomic
fallout of petroleum price shocks requires a combination of short-term stabilization and
long-term structural reforms. In the short run, targeted fiscal measures, such as temporary
subsidies for critical sectors or social protection for vulnerable households, could help
cushion welfare losses without excessively distorting markets. At the same time,
monetary and exchange rate policies need to carefully balance inflation control with
maintaining external competitiveness. Over the medium to long term, reducing structural
dependence on imported fuel through energy diversification, investment in renewable
energy, and improvements in domestic productivity and value addition will be critical to
enhancing resilience. Strengthening domestic revenue mobilization and building fiscal
buffers can also improve the government’s capacity to respond to future external shocks.

3.2. Economy-wide impacts of the Middle East Conflict on selected
commodity prices in Malawi
The results indicate that increases in world petroleum prices (WPP) associated
with a Middle East conflict generate broad-based inflationary pressures across Malawi’s
economy, with the magnitude of price increases rising sharply as the shock intensifies
from 10% to 50% (Figure A5). At the aggregate level, overall prices increase modestly
from 0.16% at 10% to 2.12% at 50%, masking substantial sectoral variation. Non-
agricultural sectors drive much of this inflation, with prices rising from 0.20% to 2.42%,
compared to a more muted and less consistent response in agriculture. The initial slight
decline in agricultural prices (0.06% at 10%) suggests short-run adjustment or supply
responses, but this quickly rises at higher shocks. Overall, the pattern reflects strong cost-
push inflation, driven by higher fuel and transport costs that permeate production and
distribution systems.
Industrial sectors exhibit the largest and most rapid price increases, highlighting
their high energy intensity and dependence on imported inputs. In particular, chemicals,



/s, THE CENTRE FOR
{ | AGRICULTURAL RESEARCH
! & DEVELOPMENT (CARD)

LYy .-

-----------------------------------

Technical Brief
04/2026

-----------------------------------

rubber and plastics show extreme sensitivity, with prices surging from 8.42% at 10% to
41.92% at 50%, indicating substantial exposure to petroleum-based inputs. Similarly,
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Figure A5. Impact of WPP on commodity prices

beverages (3.55% to 16.77%),
construction (2.41% to
13.96%), and transportation
and storage (2.18% to
13.67%) experience steep
price escalations, reflecting
both direct fuel use and
indirect input cost linkages.
Other manufacturing-related
sectors, including metals,
machinery and equipment,
non-metal minerals, and wood
products, also record notable
increases, underscoring the
role of inter-industry linkages
in amplifying inflationary
transmission. These findings
suggest that petroleum price
shocks disproportionately
affect sectors central to
production networks, thereby
spreading inflation economy-
wide.

In contrast, agricultural
and food-related commodities
show relatively smaller but still
significant price increases,
with important implications for
welfare. All  food crops
increase from 0.43% to
3.08%, while maize, the staple

food, rises sharply from 1.92% to 10.51%, indicating that even the agricultural sector is
not insulated from energy shocks. These increases are driven largely by indirect
channels, including higher transport costs, fertilizer prices, and agro-processing
expenses. Although agriculture appears less responsive overall compared to industry, the
rise in staple food prices is particularly concerning in a context where households devote
a large share of income to food consumption. Thus, even moderate increases translate
into significant cost-of-living pressures and food security risks. Overall, the results
highlight that petroleum price shocks induce economy-wide inflation with severe sectoral
disparities, disproportionately affecting industrial sectors while still exerting critical
pressure on food prices and household welfare.

3.3. Economy-wide impacts of the Middle East Conflict on Malawi's
agricultural contribution to GDP
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The results show that increases in world petroleum prices associated with a Middle
East conflict generate heterogeneous effects on agricultural contributions to GDP at
market prices in Malawi, with overall contraction masking sharp subsectoral divergence
(Figure A6). Aggregate agriculture declines modestly from -0.07% at 10% to -1.10% at
50%, reflecting rising production and transport costs that reduce sectoral value added.
This contraction is driven largely by food crop subsectors, where GDP contributions fall
consistently, particularly for staples such as maize (-1.03% to -5.74%), rice (-0.14% to -
1.80%), and other cereals (-0.75% to -6.18%). These declines indicate strong sensitivity
to input costs (fertilizer, fuel, and logistics), compounded by reduced domestic demand
and weaker profitability. Similarly, roots and tubers, vegetables, fruits, and sugar all
experience sustained contractions, highlighting the vulnerability of domestically oriented,
consumption-linked agricultural systems to energy price shocks.
In contrast, export-
oriented and selected

Ul Other crops high-value crops exhibit
strong positive gains,
B Coffee reflecting a reallocation
[ 1] Cotton of resources toward
tradable sectors under
b
=2 O fobaceo external adjustment. Oil
H Export crops seed crops show the
Bl Fruits most dramatic increase
(3.77% to 20.39%),
W 10% ml sugar followed by tobacco
359 [} | Vegetables (209% to 8.04%)),
40% [ § ] Roots and tubers pulses (1 A4% to

7.23%), and coffee

m50% | Oil seed crops (1.21% to  4.42%),
H = Pulses indicating enhanced
competitiveness, likely

R Other cereals driven by real exchange
] Rice rate depreciation and

. improved export prices.

mE Matze The broader category of
| All food crops export crops (1.85% to

| All crops 7.02%) reinforces this

_ outward-oriented  shift.

I Agriculture However, not all export

crops benefit, as cotton

continues to decline (-
Figure A6. Agricultural Contribution to GDP at market price 5 350, g -2.64%()

-40.00  -20.00 0.00 20.00 40.00 60.00

suggesting structural
constraints or weaker market linkages. Overall, the findings reveal a structural
transformation within agriculture, where petroleum price shocks suppress food-oriented
production while incentivizing export crop expansion, with important implications for food
security, income distribution, and agricultural policy in Malawi.
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3.4. Economy-wide impacts of the Middle East Conflict on household
income in Malawi

The results show that rising world petroleum prices, triggered by a Middle East

conflict, generate broad-based declines in household income across Malawi, with the

magnitude of losses increasing

sharply as the shock intensifies

0.00 (Figure A7). At the aggregate

. ] . [ . level, income for all households

-2.00 falls progressively from ,1.11%

362 = (10% shock) to ,6.52% (50%

shock), reflecting strong economy-

wide transmission through higher

-3.99 ] ! -4.08
-6.00 transport and production costs,
inflationary pressures, and
-8.00 reduced economic activity. These
effects are consistent with earlier
-10.00 macro results showing contraction
- in absorption and consumption,

AllHHs  Rural HHs Urban HHs Poor HHs Rich HHs

-4.00

-12.00 which directly compress
household earnings. The
-14.00 nonlinear pattern suggests that
while the economy absorbs mild
-16.00 shocks with limited disruption,
larger petroleum price increases
-18.00 (35%—-50%) lead to significant real
income erosion, indicating
~20.00 vulnerability to external energy
m10% ®35% M40% m50% shocks.
- - Disaggregation reveals
Figure A7. Impact of WPP on household income important distributional dynamics.
Urban households are

consistently the most affected (up
to ,6.84%), likely due to their greater dependence on market-based consumption,
transport, and energy-intensive services, making them more exposed to cost-of-living
increases. In contrast, rural households experience slightly smaller declines (up to
,6.30%), possibly reflecting partial subsistence production that cushions income shocks.
Interestingly, poor households show relatively smaller proportional losses (from ,0.92%
to ,5.91%) compared to rich households (from ,1.14% to ,6.60%), suggesting that while
the poor are vulnerable, their lower integration into formal markets and limited energy
consumption slightly dampens the immediate income effect. However, in absolute welfare
terms, poorer households are likely to face more severe hardship, as even small income
losses can significantly affect food security. Overall, the findings highlight that petroleum
price shocks from geopolitical conflict have regressive welfare implications in practice,
intensifying economic stress across all groups while disproportionately affecting urban
livelihoods and deepening vulnerability.
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3.5. Economy-wide impacts of the Middle East Conflict on household
consumption in Malawi

The results show that increases in world petroleum prices associated with a Middle

East conflict generate systematic and escalating declines in household consumption

across Malawi, with the severity of

AllHHs ~ Rural HHs Urban HHs Poor HHs  Rich HHs imhpaEtS Eis_ing fr028)10(ﬁ to 50:/0

0.00 shocks igure . Aggregate

] - ] - ] household consumption decreases

-2.00 from -0.95% at 10% to -5.44% at

-4.00 50%, driven by declining real

incomes, rising transport and
-6.00 energy costs, and broader
500 inflationary pressures that erode

purchasing power. This pattern
aligns with economy-wide
adjustments in  which reduced
absorption and income directly
suppress consumption demand.
While the relatively small decline at
-16.00 10% suggests limited short-run
adjustment, the much sharper
contractions at higher shock levels
m10% W35% mM40% M50% (35% to 50%) point to substantial
. welfare losses and a pronounced
Figure A8. Impact of WPP household demand-side slowdown, with
consumptions adverse implications for growth and

poverty.

Disaggregated outcomes
reveal clear distributional differences. Urban households experience the largest
consumption declines (from -1.20% to -6.48%), reflecting their greater reliance on market-
purchased goods, transport, and energy-intensive services, which heightens exposure to
fuel price increases. Rural households are comparatively less affected (from -0.73% to -
4.49%), likely due to partial subsistence production that cushions consumption shocks.
Across income groups, rich households register larger proportional consumption losses
(from -1.00% to -5.70%) than poor households (from -0.55% to -3.43%), indicating that
more consumption-intensive lifestyles are more sensitive to energy-related price
increases. However, despite these smaller percentage declines, poorer households
remain more vulnerable in welfare terms, as even minor reductions in consumption can
significantly undermine food security. Overall, the findings highlight that petroleum price
shocks induce broad-based consumption contraction, with stronger relative impacts in
urban and higher-income groups, while still posing serious risks for poverty and
household resilience.

-10.00
-12.00

-14.00

-18.00
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3.6. Economy-wide impacts of the Middle East Conflict on Poverty and
Hunger in Malawi
The results show that increases in fuel prices lead to a clear rise in both poverty
and hunger, with effects intensifying as the magnitude of the shock increases (Figure A9).
National poverty (POV.NAT) rises
18 from 0.1 percentage points with a
10% increase in fuel prices to 0.5

v
----------------------------------- *

16 percentage points with a 50%
1.4 increase, indicating a steady
deterioration in living standards.
b2 This increase reflects the
1.0 combined effect of declining real
incomes and rising  prices,
0.8 . .
particularly for essential goods
0.6 such as food and transport.
04 Hunger (HUN.NAT) also
increases, though more modestly,
0.2 l suggesting that households adjust
0.0 consumption patterns but still face
POV.NAT POV.URB POV.RUR worsening food security
outcomes. A strong rural-urban
0.5 disparity is evident in the results.
0.4 Rural poverty (POV.RUR)
04 increases significantly more than
urban poverty (POV.URB),
03 reaching 0.6 percentage points at
03 a 50% shock compared to only 0.2
0.2 percentage points in urban areas.
(Lofgren et al., 2001)
0.2 L .
- Similarly, rural hunger rises
0.1 . more than urban hunger. This
0.1 reflects the structural
0.0 - characteristics of Malawi’s

HUN.NAT HUN.URB HUN.RUR economy, where rural households
depend heavily on agriculture and
are more exposed to increases in
Figure A9. Impact of WPP on poverty (POV)and  fuel costs through transport and
hunger (HUN) input channels. Ip contrast, urban

households, while affected by

higher prices, have relatively more

diversified income sources and better access to coping mechanisms. Overall, these
findings confirm that fuel price shocks have strongly regressive welfare effects,
disproportionately impacting rural populations and exacerbating existing inequalities.
Even relatively moderate increases in fuel prices (e.g., 20-35%) lead to noticeable
increases in poverty, highlighting the sensitivity of vulnerable households to external
shocks. The simultaneous rise in poverty and hunger underscores that these shocks not

H10% m35% m40% m50%
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only reduce incomes but also directly affect food access and nutritional outcomes,
reinforcing the need for targeted policy interventions.

4. Conclusion and Policy Options for Malawi

Overall, these preliminary results demonstrate that increases in world petroleum
prices, triggered by a Middle East conflict, impose significant and multidimensional
pressures on Malawi’s economy, primarily through cost-push inflation and contraction in
domestic demand. Macroeconomic fundamentals deteriorate as absorption,
consumption, and GDP decline, while fiscal space weakens due to falling indirect tax
revenues. Although the economy adjusts through export expansion and import
compression, this rebalancing is largely involuntary and insufficient to offset domestic
losses. At the sectoral level, energy-intensive industries experience sharp price
increases, while agriculture shows mixed responses, with food crops contracting and
export-oriented crops expanding. These dynamics reflect structural rigidities and a high
dependence on imported energy, which amplify the transmission of external shocks
across the economy.

At the micro level, the adverse impacts are strongly felt through declining
household income and consumption, alongside rising poverty and hunger, particularly
among rural populations. While urban and higher-income households experience larger
proportional declines, poorer households face greater welfare risks due to their limited
coping capacity and high reliance on food consumption. Overall, the results highlight the
regressive and welfare-reducing nature of petroleum price shocks, exacerbating existing
vulnerabilities and inequalities. Addressing these challenges requires a combination of
short-term policy responses to cushion vulnerable groups and long-term structural
strategies, including energy diversification, productivity enhancement, and strengthened
social protection systems, to build resilience against future external shocks.

Our simulations underscore the urgency of adopting integrated policy responses
that combine short-term cushioning measures with long-term strategies to enhance
energy security, agricultural productivity, and economic diversification, thereby reducing
Malawi’'s vulnerability to external shocks and promoting more inclusive and resilient
growth. We therefore present the following eight policy options that move from short-term
cushioning measures to long-term productivity-enhancing strategies:

Short-Term Cushioning and Stabilization Measures

1. Targeted fuel and transport subsidies for essential sectors by introducing
temporary, well-targeted subsidies for public transport, agriculture, and food
distribution systems to cushion the immediate pass-through of price increases into
food prices and essential services, while avoiding broad and fiscally unsustainable
interventions. In the short term, the government, through MERA, could reduce or
temporarily suspend selected fuel levies, such as the carbon tax and other cost
build-up components, to ease pump prices and moderate inflationary pressures.

2. Scale up social protection and shock-responsive safety nets by expanding
cash transfer programs and food assistance to cushion declining real incomes,
rising poverty, and worsening food insecurity, with priority targeting of rural and
low-income households. In addition, vulnerable populations in the peri-urban areas
of Lilongwe, Mzuzu, Zomba, and Blantyre should be explicitly integrated into
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scalable social protection systems, given their increasing exposure to fuel-driven
cost-of-living pressures.

Stabilize food markets through strategic reserves and trade policy by
strengthening grain reserve management through timely bulk procurement,
strategic stock releases, and improved storage and distribution systems to stabilize
food supply and prices. Particular priority should be given to districts in the
Southern Region that have been most affected by prolonged dry spells, as well as
to other districts affected by excessive rainfall, ensuring targeted food distribution
and price-stabilization interventions to shield vulnerable populations from

compounded shocks from climate and fuel-driven inflation.

Medium-Term Adjustment and Resilience Building

1.

Promote energy efficiency across key sectors by adopting fuel-efficient
technologies in transport, agro-processing, and small-scale manufacturing,
thereby reducing the economy’s sensitivity to fuel price shocks.

Strengthen agricultural input and output market systems through investing in
rural infrastructure, including roads and storage, to reduce transport costs, improve
market access, and mitigate the impact of fuel price increases on income and food
prices.

Develop risk management and insurance mechanisms: Promote agricultural
insurance, price-stabilization instruments, and risk-sharing mechanisms to help
farmers cope with rising production costs and income volatility driven by external
shocks, including extreme weather events.

Long-Term Structural Transformation and Productivity Enhancement

1.

Diversify energy sources and invest in domestic alternatives: Accelerate
investment in renewable energy, such as solar and hydro, and promote alternative
fuels to reduce dependence on imported petroleum and enhance energy security,
for example, for agroprocessing.

Drive agricultural productivity and value chain transformation: Support
climate-smart agriculture, mechanization, irrigation, and value addition to increase
productivity, reduce unit costs, and strengthen resilience to cost-push shocks from
fuel price increases.

Given Malawi’s fiscal constraints, policy responses must balance short-term relief

with long-term sustainability, making the careful prioritization and sequencing of
interventions central to effective policy design.
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