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PART A: StaTuTORY REPORT ON THE OPERATIONS AND FINANCIAL STATEMENTS OF THE BANK, 2016
GOVERNOR’S FOREWORD

The Bank publishes the 2016 Annual Report in accordance with Section
68(1) of the Bank of Botswana Act (CAP 55:01). The Report provides a
summary of the operational activities and audited financial statements of
the Bank for the period ended December 31, 2016.

The Report also covers the key functions and responsibilities, and outlines
the accountability framework for the Bank’s performance. These functions
and responsibilities include conduct of monetary policy; maintaining finan-
cial stability, implementation of the exchange rate policy; the design and
issuance of currency, management of foreign exchange reserves; regulation
and supervision of banks; oversight of the payments systems and provision
of banking and settlement services to Government, commercial banks and

other financial institutions as well as economic research and policy advice.

The year 2016 was of special significance to the Bank in several ways. First, the commemoration of the Bank’s
40th Anniversary on March 31, 2016, marked a major milestone in the history and growth of the Bank as the
central bank of the Republic of Botswana. The Bank came into existence on July 1, 1975, with the promulga-
tion of the Bank of Botswana Act, but commenced operations in January 1976. Second, the commemoration of
the 40th Anniversary coincided with Botswana’s 50th Anniversary of Independence celebrations on September
30, 2016. Third, 2016 also marked the 40th Anniversary of the introduction of the national currency, Pula and
Thebe, which replaced the South African rand as legal tender on August 23, 1976, Pula Day.

The Bank experienced significant changes in leadership, notably the retirement of Ms Linah K Mohohlo, the
long-serving former Governor of the Bank from October 21, 1999 to October 20, 2016. Subsequent to her retire-
ment, His Excellency the President appointed Mr Moses D Pelaelo, on October 21, 2016, as Governor of the
Bank. Earlier, Mr Oduetse A Motshidisi, retired on January 31, 2016, after serving the Bank for over 27 years,
15 of which he was Deputy Governor. His Excellency the President also appointed Mr Andrew M Motsomi
and Dr Kealeboga S Masalila as Deputy Governors on February 4, 2016 and December 1, 2016, respectively.

The Annual Report contains a theme topic titled Botswana s Trade Pattern, International Investment and Re-
gional Economic Integration: Opportunities for Industrial Development and Inclusive Growth. The topic reviews
Botswana’s external sector, in particular, trade and investment performance, related institutional and policy
support, and suggests opportunities that should be exploited through trade and industrial policies to stimulate
sustainable economic diversification, inclusive growth and job creation.

The Bank was successful in the implementation of its work programmes and, in general, achieved its policy objec-
tives during 2016. However, as in the previous year, the domestic and external environment was less favourable
and uncertain. Global economic activity was weak in 2016 relative to 2015, with varying performance across
countries and regions. In advanced economies, growth in output slowed, weighed down by ongoing structural
adjustments, policy uncertainty and slower growth in global demand and trade. In the emerging markets, output
growth was unchanged in the same period, reflecting the combined outcome of slowdown in economic activ-
ity in emerging Asia, moderation in China’s economic growth and some improvement in hitherto contracting
economies, particularly Brazil and Russia.

For Botswana, non-mining output growth improved, although overall economic expansion was constrained by
a contraction in mining production and weak performance of the agricultural sector. Inflationary pressures were
generally subdued, reflecting modest domestic demand, which, in turn, and in part, reflected slow growth in
personal incomes, and a reduction in fuel prices. Inflation in Botswana has been, since June 2013, either within
or slightly below the desired medium-term objective range.
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Domestic inflation fluctuated around the lower end of the 3 — 6 percent medium-term objective range in 2016
and was 3 percent in December. This outturn was the combined result of a decrease in fuel prices in the first
quarter of 2016; the absence of major upward adjustments to administered prices and government levies; sub-
dued domestic economic growth; and, low global inflation. The consumer price index (CPI) was rebased from
September 2006 to September 2016 and the consumer basket composition and weights were adjusted based
on the results of the 2009/10 Botswana Core Welfare Indicators Survey.

A positive medium-term outlook for inflation and a stable financial environment provided scope for monetary
policy easing to support economic activity. The Bank Rate was, therefore, reduced by 0.5 percentage points to
5.5 percent in August 2016. Moreover, to encourage productive commercial bank lending and market efficiency,
as well as alleviate the cost of liquidity absorption, the Bank conducted monetary operations with a view to
limiting Bank of Botswana Certificates (BoBCs) issuance and the use of repos, although this was balanced
against the need to keep money market interest rates aligned with the monetary policy stance.

Given projected low inflation in Botswana compared to trading partner countries, the nominal effective exchange
rate (NEER) of the Pula crawled upwards by 0.38 percent during 2016, while the Pula basket weights were 50
percent each for the South African rand and the Special Drawing Rights (SDR).1 However, the real effective
exchange rate (REER) depreciated by 0.8 percent in 2016, as the upward rate of crawl was smaller than the
inflation differential between Botswana and its trading partner countries.

The banking industry remained sound, prudently managed, solvent, liquid and profitable. All licensed banks met
the minimum prudential requirements as set out in the Banking Act and Banking Regulations. The industry’s
profitability was due to the increase in both net interest income and non-interest income. The process of liqui-
dation of the failed Kingdom Bank Africa Limited (an offshore bank) was ongoing as at December 31, 2016.

The banking sector’s balance sheet increased by 5.2 percent from P76.7 billion in December 2015 to P80.7
billion in December 2016. The 4.1 percent and 8.7 percent growth in total deposits and capital, respectively,
supported the increase in government bonds, treasury bills and gross loans and advances. Even so, annual credit
growth slowed from 7.1 percent at the end of 2015 to 6.2 percent at the end of 2016 because of the slower rate
of increase in lending to both households and businesses.

National and international payments were carried out efficiently through various platforms, including the
Botswana Automated Clearing House (BACH). The Bank continues to embrace improvements in the payments
and settlement landscape as driven by developments in information and communications technology, competi-
tion and customer requirements. At the same time, the Bank continued to implement related security and risk
mitigation measures to avert any possible cyber-attacks, fraud and misuse of payments systems.

Both Moody’s Investors Service and Standard & Poor’s retained Botswana’s investment credit ratings of
A2 and A-, respectively. The ratings affirmed the Government’s strong financial position as underpinned by
prudent macroeconomic policies, net external creditor position and low public debt. The rating agencies also
recognised the presence of robust institutional frameworks that facilitate prudent policymaking and continuing
political stability. However, both rating agencies reiterated the concerns about the country’s heavy reliance on
the diamond industry, narrow economic base and the slow pace of economic diversification.

With regard to financial performance, the Bank’s total assets fell by P7.8 billion to P77.6 billion in Decem-
ber 2016, of which P76.8 billion (P84.9 billion in 2015) was foreign exchange reserves. The reserves were
equivalent to 17 months of imports of goods and services. The decrease in foreign exchange reserves, in Pula
terms, reflects a drawdown in the Government Investment Account, market and currency valuation losses, the
latter being due to the appreciation of the Pula against currencies in which the reserves are held. The Bank’s
net income for the year was P1.4 billion, compared to P9.1 billion in 2015. After transferring non-distributable

1. The SDR is the IMF’s unit of account, comprising of the US dollar, euro, Japanese yen, British pound and the Chinese renminbi.
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currency gains of P2.2 billion from the Currency Revaluation Reserve, the net distributable income was P3.6
billion, which was higher than the P2.3 billion given to Government in 2015.

The focus on skills development, through appropriate short- and long-term training programmes, and staff
welfare improvement was maintained with a view to sustaining the Bank’s operational and leadership capabil-
ity and productivity.

In addition to the ceremonial activities for the 40th Anniversary, the Bank facilitated a seminar on the Emerging
Role of Central Banks — Policies and Strategies and hosted the 42nd meeting of the Committee of SADC Cen-
tral Bank Governors. Earlier in January, the Bank co-hosted, with the International Monetary Fund, a regional
conference on “Small Middle-Income Countries in Sub-Saharan Africa — Raising the Bar” at which the Deputy
Managing Director of the IMF, Mr Min Zhu, delivered a keynote address.

In fulfilment of its statutory obligations, the Bank’s Annual Report and Banking Supervision Annual Report for
2015 were submitted to the Minister of Finance and Economic Development on March 31 and June 30, 2016,
respectively. The Bank also continued to publish the monthly Botswana Financial Statistics, the biannual Busi-
ness Expectations Survey and the Research Bulletin.

External stakeholder relations were maintained during the year, and this included: economic briefings, consul-
tations with relevant international bodies and institutions, such as the Association of African Central Banks,
Committee of SADC Central Bank Governors, International Monetary Fund, World Bank and Bank for Inter-
national Settlements.

The management and staff owe a debt of gratitude to the Board for the guidance and support in implementing
the 2016 work programme. It is hoped that stakeholders will find the 2016 Annual Report informative.

Moses D Pelaelo

GOVERNOR
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STATUTORY REPORT ON OPERATIONS AND
FINANCIAL STATEMENTS OF THE BANK - 2016

THE BANK’S MISSION AND OBJECTIVES

The mission and primary objectives of the Bank, as stipulated in Section 4 (1) of the Bank of Botswana Act
(CAP 55:01), are to: promote and maintain monetary stability, an efficient payments mechanism and the liquid-
ity, solvency and proper functioning of a soundly based monetary, credit and financial system, and, in so far as
it would be consistent with the monetary stability objective, to foster monetary, credit and financial conditions
conducive to the orderly, balanced and sustainable economic development of the country.

These objectives are pursued through the following:

(a) monetary policy - monetary stability provides a healthy macroeconomic environment for sustainable
economic growth;

(b) banking regulation and supervision - banks are regulated and supervised to foster operational safety and
soundness;

(c) macro-prudential supervision - financial sector vulnerability assessment and performance monitoring are
carried out to help inform policy to maintain financial stability;

(d) issuance of currency (banknotes and coin) - currency management ensures adequate supply of high quality
banknotes and coin to facilitate daily transactions and economic activity;

(e) central banking, payments and settlement services - the Bank provides banking services to the Government,
commercial banks and selected public institutions. Facilitation of payments systems enables the flow of
payments and settlement. Moreover, oversight and regulation entrenches confidence in the payments and
settlement system and mitigates systemic risks;

(f) implementation of exchange rate policy - the Bank also implements the Government’s exchange rate policy,
the objective of which is to promote and maintain competitiveness of domestic firms and contribute to
overall macroeconomic stability;

(g) management of official foreign exchange reserves and make foreign payments on behalf of Government -
the Bank manages the country’s foreign exchange reserves as an agent of Government. The management of
foreign exchange reserves enables the country to meet international financial obligations. The investment
guidelines ensure that the reserves are managed prudently to ensure safety, liquidity and return within ac-
ceptable risk parameters; and

(h) economic analysis and policy advice - furthermore, the Bank provides advice to Government on macro-
economic and financial policy matters.

In an endeavour to achieve its mission and objectives, the Bank utilises various strategies, activities and sup-
portive infrastructure as indicated in Figure 1.

GOVERNANCE AND ORGANISATIONAL STRUCTURE

The Bank’s functions and key responsibilities, its organisation and how it is held accountable for its performance
are as described below.

The Board is at the apex of the governance structure of the Bank and it is chaired by the Governor, who is
also the Chief Executive Officer of the Bank. The Governor oversees eight departments and four divisions;
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FIGURE 1: Miss1oN, OBJECTIVES, STRATEGIES AND SUPPORTIVE STRUCTURES
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supported by two Deputy Governors and two General Managers (Figure 2). The governance structure fosters
coordination and synergy between policy-oriented activities and support services, including human resource
management and training, adoption of efficiency-enhancing technology, risk, safety and security management,
creating a culture of good conduct, staff discipline and adherence to institutional values.
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FIGURE 2: ORGANISATION STRUCTURE AS AT DECEMBER 31, 2016
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Board Functions, Membership and Appointments

The Board oversees and guides the Bank’s general strategic direction, policy formulation and operations in ac-
cordance with the Bank of Botswana Act and Bye Laws. It comprises nine members, two of whom are ex-officio
members, the Governor and Permanent Secretary of the Ministry of Finance and Economic Development. The
other seven members are appointed by the Minister of Finance and Economic Development in their individual
capacity, two of whom may be public officers. The Governor and the two Deputy Governors, who are not Board
members, are appointed by the President.

The Board has two committees, the Audit Committee (AC) and the Remuneration Committee (REMCO), which
are chaired by non-executive board members. The Audit and Remuneration Committees consider issues pertain-
ing to their respective mandates and make recommendations to the Board. The Board is required to meet once a
quarter, although in practice it typically meets six times in a year. Indeed, in 2016 there were six Board meetings
held (Table 1, oveleaf). The Board approves the Bank’s annual budget, monitors the financial and operational
performance of the Bank, ensuring that the Bank is well run in accordance with the Bank of Botswana Act and
the Bye Laws. At year-end, the Board had seven members and two vacancies.

Governor

The Governor implements Board decisions and submits the Annual Report on the operations and financial
performance, including the audited financial statements of the Bank to the Minister of Finance and Economic
Development within three months of the end of the financial year as stipulated in the Bank of Botswana Act. In
turn, the Minister presents the Annual Report to Parliament within 30 days, following receipt of the Report. The
Banking Supervision Annual Report is submitted to the Minister by the end of June each year. The Governor
represents the Bank at relevant local, regional and international fora, and is Botswana’s representative on the
non-executive Board of Governors of the International Monetary Fund (IMF).
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TABLE 1: BOARD MEETINGS AND ATTENDANCE IN 2016

Meeting LK GK CS M
Mohohlo S Cunliffe RN Botlhole- Bakwena
(Chairman,| Sekwakwa | (Chairman,| Matthews Mmopi J Sentsho | P Collier |(Chairman,
Board) | (Ex-officio) AC) (AC) (AC) (REMCO) | (REMCO) | REMCO)
BB 1/16
(Feb 19) v x v v v v x v
BB 2/16
(Mar 24) v v v v v x x v
BB 3/16
(Jun 16) v x v v v v x v
BB 4/16
(Aug 11) v v v x x v v v
BB 5/16
(Sept 23) v x v v x v x v
BB 6/16
(Dec 8) M v v v x x NM v
I. The first Board Meeting chaired by the new governor
Key: v Attended

x Not attended

BB Board Meeting

NM No longer a member

Source:  Bank of Botswana

Executive Committee

The Executive Committee comprises Deputy Governors, General Managers and Heads of Department and
is chaired by the Governor. Senior advisors may be co-opted as members. The Committee has the collective
responsibility for advising the Governor on day-to-day administration, including policy formulation, risk and
financial management as well as overall governance of the Bank. It meets once a week to monitor and review
the implementation of the Bank’s work programme.

Departments and Divisions

The Bank has eight departments, four of which are policy departments that fulfil the Bank’s core mandates,
while four departments provide auxiliary support and corporate services. The Research and Financial Stability
Department undertakes data collection, research, macroeconomic analysis, monitors the financial sector and
evaluates emerging risks and other developments emanating from the macroeconomic environment. The De-
partment also conducts macro-prudential assessments, and facilitates coordination with other relevant external
entities to ensure macroeconomic and financial stability. Furthermore, the Department undertakes macroeco-
nomic forecasting and policy review in support of the Bank’s conduct of monetary policy and implementation
of the exchange rate policy. Production and dissemination of the Bank’s Annual Report, monthly Botswana
Financial Statistics (BFS) and several other Bank publications are also responsibilities of the Research and
Financial Stability Department.

The Banking Supervision Department licenses, regulates and supervises banks and other financial institutions
that fall under the Bank’s regulatory and supervisory purview; and prepares the Banking Supervision Annual
Report. The Department is also responsible for investigating unauthorised/illegal deposit-taking activities, im-
proper use of banking names as well as market conduct, including fair treatment of customers. The Financial
Markets Department is responsible for the management of foreign exchange reserves, foreign exchange dealing,
open market operations and other money and capital market activities, which include issuance of government
bonds and treasury bills. The provision of banking services to the Government, commercial banks and selected
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institutions as well as oversight and regulation of payments and settlement transactions, is carried out by the
Banking, Payments and Settlement Department. The Department is also a repository for the country’s financial
relations with the IMF, World Bank and African Development Bank.

The Finance Department is responsible for accounting and reporting on the Bank’s financial activities, including
production of monthly and annual financial statements of the Bank, in accordance with the Bank of Botswana
Act (CAP 55: 01) and International Financial Reporting Standards (IFRS). The Department also coordinates
strategic planning, formulation and implementation of risk management and business continuity management.
The Human Resources Department is responsible for staff recruitment, training, remuneration and welfare,
while the Information Technology Department ensures that the Bank’s information technology systems and
infrastructure are robust and effective in meeting the needs of the Bank. The Currency and Protective Services
Department is responsible for procurement, management, custody and issuance of the national currency, as well
as ensuring the safety of Bank staff, information and property.

The Secretariat serves the Board and Executive Committee and discharges related support functions. It is also
responsible for the library, registry, records management and protocol services. Other support services are
undertaken through the specialised activities of three divisions: Internal Audit, Communications and Public
Education, and Property Management. The Internal Audit Division ensures that the Bank’s operations are sound
and comply with established financial and operational controls as well as governance structures in line with
the Bank of Botswana Act, Audit Committee Charter and international best practice. The Communications and
Public Education Division coordinates communications activities in relation to media and effective transmission
of information on the Bank’s mandate, policies and practices to stakeholders in a timely, efficient and effective
manner. The Division also coordinates the Bank’s Public Education Programme and policies with the aim of
promoting financial and economic literacy and improving public understanding of the Bank’s role in economic
development of the country. The Property Management Division undertakes procurement, custody and main-
tenance of immovable and movable assets, including the Bank’s related equipment.

REVIEW OF THE BANK’S MAIN ACTIVITIES IN 2016

Monetary Policy, Money and Capital Market Activities and Exchange Rate Policy

Monetary Policy

The Bank conducts monetary policy primarily through setting of the policy rate (Bank Rate), open market op-
erations and primary reserve requirements. While the Bank may use prudential regulations and moral suasion,
the primary instrument to manage liquidity and influence short-term deposit interest rates is Bank of Botswana
Certificates (BoBCs).

In 2016, monetary policy was conducted in the context of a positive medium—term inflation outlook. Inflation
was either at the lower end of, or below the Bank’s 3 — 6 percent objective range throughout the year due to
modest domestic demand, downward adjustment in fuel prices as well as benign foreign price developments. In
view of the positive inflation outlook and in order to support economic growth, the Bank Rate was reduced by
0.5 percentage points from 6 percent to 5.5 percent during the year. The conduct of monetary policy also took
into consideration the need to maintain financial stability. Among others, the relevant considerations relate to
liquidity developments, credit dynamics (expansion and loan default rates) relative to economic activity (includ-
ing property market developments) and growth in incomes as well as financial sector performance.

Money and Capital Markets

Monetary policy was implemented using open market operations (OMO) to absorb excess liquidity to ensure
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TABLE 2: MONEY MARKET 2015-2016
End-2015 End-2016
Interest rate (Percent)1 Interest rate (Percent)'
Outstanding Outstanding

balances’ balances’

(P Billion) Nominal Real (P Billion) Nominal Real
6-month Treasury Bills"” 0.84 1.61 -1.45 1.0 .00 -1.94
14-day BoBCs' 4.2 0.97 -2.07 3.9 0.84 -2.10
91-day BoBCs' 4.0 1.17 -1.87 4.0 1.01 -1.93
Reverse repos 1.7 1.50 -1.55 1.3 1.0 -1.94
Repos 0 5.50 2.33 0 5.0 1.94
88-day deposits for commercial banks 9.5 2.50 -0.58 2.1 2.03 -0.94
Prime rate 7.50 4.27 7.0 3.88
1. The stop-out yield is used for Treasury Bills, while the weighted average yield is used for both the 14-day and

91-day BoBC yields.

2. Book value
3. Original date to maturity
Source: Bank of Botswana

levels of interest rates that were consistent with the pol-
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The 14-day BoBC weighted average yield decreased
from 0.97 percent in December 2015 to 0.84 percent in
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decreased from 1.17 percent to 1.01 percent in the
same period. The prime lending rate of the commercial
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in 2016 in line with the Bank’s decision to reduce the
Bank Rate by 0.5 percentage points during the year.
Meanwhile, the nominal 3-month (88-day) deposit
interest rate decreased from 2.5 percent in December Source: Bank of Botswana
2015 to 2.03 percent at the end 0f 2016. In line with the
Bank’s commitment to encourage savings, commercial
banks continued to offer and advertise the 91-day deposit facility or equivalent deposit product which pays an
interest rate that, at a minimum, is the prevailing Bank Rate less 3.5 percentage points,1 with higher interest
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2016

rates for longer-dated deposits.

1 Given the Bank Rate of 5.5 percent, the minimum deposit interest rate was 2 percent for the 91-day and equivalent deposit facili-
ties.
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The P15 billion Government Bond Programme remains in place, with a focus on the development of the capital
market, as well as providing an alternative source of government funding. The Government continued borrowing
from the domestic market in 2016. Outstanding bonds of various maturities and Treasury Bills increased from
P7.196 billion at the end of 2015 to P9.258 billion in December 2016 (Table 3). Primary dealers (commercial
banks) and their customers held P3.05 billion (32.93 percent) and P6.19 billion (66.85 percent), respectively, of
the government securities outstanding at the end of 2016. Meanwhile, the Bank held P20 million (0.28 percent)
of the total outstanding securities for possible repo transactions.

TABLE 3: GOVERNMENT BonDs AND TREASURY BiLLs 2015 — 2016
End 2015 End 2016
Market Yields? Market Yields?
Outstanding (Percent) Outstanding (Percent)
Bond Code* (P Million)" Yield Real (P Million)'” Yield Real
6-month Treasury Bills 840 1.60 -1.25 1 000 1.00 -1.94
BWO010 (14/03/2017) 718 3.54 0.62 718 2.40 -0.58
BWO005 (12/09/2018) 1338 3.83 0.90 1 808 3.02 0.02
BWO008 (08/09/2020) 1083 4.59 1.64 1564 4.05 1.02
BWO007 (10/03/2025) 1410 4.96 2.00 1629 4.59 1.54
BWO11 (10/09/2031) 1370 5.52 2.55 1 653 5.19 2.13
BWO012 (13/06/2040) 437 5.86 2.59 886 5.44 2.37
7196 9 258
1. Where outstanding values differ for the same bond code between the two years, it means the bond was reopened for issuing an
additional amount.
2. Book value.
3. Indicative yields.
4. Maturity dates are in parentheses.
Source:  Bank of Botswana

Exchange Rate Policy

The Bank acts as the Government’s agent in implementing the exchange rate policy. In accordance with the
Bank of Botswana Act, the framework for the determination of the external value of the Pula is set by His
Excellency, the President, on recommendation by the Minister of Finance and Economic Development, after
consultation with the Bank. The Bank implemented a 0.38 percent upward rate of crawl of the nominal effec-
tive exchange rate (NEER) during 2016, as projected inflation was close to the lower end of the medium-term
objective range and lower than the expected average inflation for trading partner countries. The Pula basket
weights were maintained at 50 percent each for the South African rand and Special Drawing Rights (SDR). In
October 2016, the Chinese renminbi was included in the SDR basket, automatically becoming part of the Pula
basket. In the twelve months to December 2016, the trade-weighted NEER of the Pula appreciated by 0.38
percent, consistent with the rate of crawl of the Pula exchange rate. However, the real effective exchange rate
(REER) depreciated by 0.8 percent in 2016, as the difference between inflation in Botswana and that of trading
partner countries more than offset the rate of crawl. Lower inflation in Botswana than in trade partner countries
contributes to an improvement in international competitiveness of domestic industry and, thereby, is supportive
of national objectives of economic diversification and employment creation.

For 2017, the Pula basket weights have been adjusted to 45 percent for the South African rand and 55 percent
for the SDR, with a slower upward rate of crawl of 0.26 percent. The enhanced transparency engendered by
the disclosure of Pula exchange rate parameters helps to reduce uncertainty surrounding exchange rate policy
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and enriches information used in making financial and investment decisions by economic agents.

Supervision and Regulation of Banks and Bureaux de Change

During 2016, the Bank continued to monitor the performance of banks through a system of monthly and quar-
terly returns, risk-based supervision, on-site examinations and regular consultative meetings with each bank.
The banking sector was adequately capitalised, profitable and liquid as at December 31, 2016. The industry’s
compliance with the regulatory and prudential requirements was satisfactory, as shown in Table 4. Most banks
reported higher levels of profit compared to the previous year, with the exception of Standard Chartered Bank,
First National Bank, Bank of India and Bank SBI. The banking sector’s balance sheet increased by 5.2 percent
from P76.7 billion (December 2015) to P80.7 billion as at December 31, 2016. The industry’s total deposits
increased by 4.1 percent from P60 billion in 2015 to P62.4 billion in 2016, compared to an increase of 6.2
percent in loans and advances from P48.3 billion in 2015 to P51.3 billion in 2016. As a result, the financial
intermediation ratio” increased marginally from 0.81 in 2015 to 0.82 in 2016.

The liquidation of the defunct Kingdom Bank Africa Limited (KBAL) and the subsequent litigation instituted

TABLE 4: FINANCIAL SOUNDNESS INDICATORS AND RANGE OF PRUDENTIAL STANDARDS FOR LICENSED
Banks (2013 - 2016)

Prudential and Financial Indicators Prudential Range of Indicators for Local Banks (Percent)
Standard
(Percent) 2013 2014 2015 2016
Capital Adequacy >15 16.2-24.3 16.1 -23.1 16.4-31.0 16.3-35.9
Liquid Asset Ratio >10 12-36 10.5-19.6 2.9-28.6 10.3-36.5
Profitability (Return on Assets) Positive 0.7-4.0 02-3.8 (1.0)-2.7 (1.9)-2.5
Profitability (Return on Equity) Positive 6-32 2.1-27.7 (6.4)-21.4 (10.5) - 20.4
Asset Quality (Non-Performing Loans/ 25 06-116 06-11.8 0.6—8.4 08_85
Total Loans)
Intermediation (Advances/Deposits) 50 - 80 63 - 86 68.7 -94.9 51.1-104.6 58-91.3

l. Figures as at September 30, 2016

Source: Bank of Botswana

by one of its major creditors against the Bank of Botswana for alleged negligence in the performance of statu-
tory duties, were ongoing as at December 31, 2016.

Abandoned funds continued to be administered in accordance with Section 39 of the Banking Act (CAP. 46:04).
As at December 31, 2016, the total abandoned funds balance had increased to P6.9 million, from P5.5 million
in December 31, 2015. During the year, an amount of P372 291 was claimed, while P547 055 was transferred
to the Guardian Fund.’

Following extensive industry consultations, spanning over several years and a one year parallel-run, the Bank
adopted the revised International Convergence of Capital Management and Capital Standards (Basel II/III) as
a basis for determining the minimum regulatory capital adequacy requirements for banks in Botswana. This is
aimed at strengthening and safeguarding the soundness of banks and, in general, the resilience of the banking
system.

2 The financial intermediation ratio is calculated as the liabilities of the financial corporations divided by the sum of the liabilities
of all the other sectors. It is a measure of the degree of financial intermediation of an economy.

3 The Guardian Fund is administered under the Administration of Estate Act (CAP 31:01). It is under the custody of the Master of
the High Court and was created to hold and administer funds whose rightful owners could not be located immediately.
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In addition to its prudential supervisory role, the Bank continued to monitor business conduct to ensure that
banks treat their customers in a fair, professional and transparent manner. Following the expiry of a two-year
moratorium on upward adjustment of banking tariffs (non-interest fees), the Bank allowed commercial banks
to adjust fees as necessary, balanced against the need for the bank charges to be commensurate with the quality
of service and not be a deterrent to savings mobilisation and cost-effective access to banking services. Overall,
the banking sector remained solvent, profitable and prudently managed.

Foreign Exchange Reserves Management
In 2016, global financial markets were affected by two major developments, namely, the decision by the
United Kingdom to leave the European Union and the outcome of presidential elections in the United States
of America. These events led to significant market volatility and policy uncertainty which adversely impacted
global economic growth prospects. At the end of December 2016, foreign exchange reserves amounted to P76.8
billion, a decrease of 9.5 percent from P84.9 billion in December 2015 and represented 17 months of import
cover." In US dollar terms, the level of reserves decreased by 4.7 percent to USD7.2 billion and in SDR terms
they decreased by 1.9 percent to SDR5.4 billion over

the same period. The decrease in foreign exchange CHART 2: FOREIGN EXCHANGE RESERVES
reserves (both in Pula and foreign currency terms) 100 30
reflects, among others, market revaluation losses, wl
foreign currency translation losses, which resulted [ 55
from the appreciation of the Pula against currencies o5 1
in which the reserves are held, and a drawdown of 70
reserves to meet government obligations. 60 |

7]
The national (official) foreign exchange reserves g 50 - %
are managed by the Bank in accordance with Board “ 0 =
approved investment policies and guidelines under- L 10
pinned by the key objectives of safety, liquidity and T 1T rrrrr1
return within well-defined risk parameters. The for- 29 1T Frrrrr1 | 5
eign exchange reserves, tranched into two portfolios, 0345 1 -
the Liquidity Portfolio and the long-term (Pula Fund) o [N ON O 0 °8 ON N i) 0
portfolio, are managed prudently using a diversified 2009 2010 2011 2012 2013 2014 2015 2016
pool of high quality financial instruments traded in . SDR
deep and liquid international markets. In addition to USD
its staff, the Bank uses selected international fund Pula
managers to manage a portion of the foreign ex- Months of import cover (RHS)
change reserves and, also, employs the services of a
reputable, well-rated global custodian to safeguard Source: Bank of Botswana
the reserve assets.

Currency Operations

The Bank continued to monitor the supply and quantity of banknotes and coin in circulation, withdrawing from
circulation and destroying soiled and damaged currency; replacing it with banknotes and coin of high accept-
able standard, in accordance with the Bank’s Clean Banknote Policy. The Bank continued to develop strategies
against banknote counterfeiting activities in collaboration with the Botswana Police Service and other law
enforcement agencies.

The annual rate of growth of banknotes in circulation decreased from 8.3 percent in 2015 to 6.2 percent in

4 The calculation of import cover excludes imports of rough diamonds, as these are mainly for re-export.
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2016. Notably, the rate of increase in net issuance of P20 and P10 banknote denominations decreased from 17.8
percent and 19.4 percent in 2015, to 5.1 percent and 6.5 percent, respectively, in 2016. The P200 denomina-
tion continued to have the highest share of total issuance at 29.5 percent in 2016. The net issuance of all coin
denominations increased by 6 percent in 2016, less than the increase of 10.4 percent in 2015. The relatively
low net issuance in 2016 was attributable to sufficiency of coin issued into the market and the fact that coin is
exchanged at commercial banks and not ordinarily returned to the Bank of Botswana.

Banking Operations, Payments and Settlement
The National Payments System landscape continued to evolve, as evidenced by an increase in participants
and new payment methods associated with information and communications technology developments.
These necessitated a close monitoring of the operations and provision of oversight in respect of Systemi-
cally Important Payment Systems (SIPS) licensed

by the Bank to provide payments and financial CHART 3: BoTsSWANA INTERBANK SETTLEMENT SYSTEM
services. Consistent with its oversight responsi- (BISS) TrANsAcTIONS (2011 - 2016)
bilities, the Bank continued to foster and monitor 200 5000
these developments, while promoting measures b 1 4500
aimed at mitigating related risks. 785 T ~ 1 4000

o —_
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Interbank Settlement System (BISS) and the elec- é 100 | 1 2500 E
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monitoring o SIPS, internationally prescribed Settlement Instructions and cancelled payments.

Source: Bank of Botswana
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operating standards for financial market infrastructures (FMIs) are applied for effective management and
mitigation of risks and to engender resilience.

One commercial bank (First National Bank of Botswana) participates in the Southern African Development
Community’s Integrated Regional Settlement System (SIRESS). SIRESS was launched in July 2013 to facili-
tate and lower the costs of regional cross border transactions. It is considered an important milestone towards
regional trade facilitation and economic integration.

Information Technology

The Bank’s computing and information systems continued to be upgraded in line with innovation and techno-
logical advancements and in order to meet evolving functional and strategy requirements, while also allowing
for effective internal and external connectivity. Cyber-crime and international regulatory compliance pose major
challenges for the global financial industry. The Bank allocated substantial resources to upgrade its banking
information technology systems to ensure security and protection of its mission-critical systems as well as to
achieve operational efficiency.

The Bank played a leading role in the development of IT Security Guidelines for SADC central banks in line with
the ISO 27001/2 international IT Security Standard. These guidelines were presented to the Committee of Central
Bank Governors (CCBG) IT Sub-Committee and have been adopted by the SADC central banks for implementation.

Human Resources, Staff Welfare and Staff Pension Fund

Human Resources and Staff Welfare

As at December 31, 2016, the Bank’s Staff Establishment was 590, compared to 593 in December 31, 2015.
The vacancy rate stood at 8.5 percent, down from 9.4 percent in 2015. Twenty nine (29) staff joined the Bank,
while 26 terminated employment. The Bank continued to place emphasis on staff development and, in this re-
gard, several staff members benefited from both short- and long-term training. The Bank has established staff
committees and clubs to coordinate staff welfare activities, including health and wellness, and sports.

Staff Pension Fund

The Bank of Botswana Defined Contribution Staff Pension Fund declared an investment return of 7.5 percent
and 6.94 percent for the active and deferred members, respectively, for the year ended September 30, 2016. This
compares to the 2015 declared return of 11.42 percent and 10.86 percent for the active and deferred members,
respectively.

External Relations, Special Events and Communication

External Relations

The Bank participated in relevant regional and international meetings, as well as hosting conferences, consul-
tation, surveillance and technical assistance missions. The Bank also took part in meetings and conferences
organised by the World Economic Forum, Bank for International Settlements, World Bank and International
Monetary Fund. At a regional level, the Bank participated in meetings organised by Southern African Customs
Union (SACU), SADC CCBG, Association of African Central Banks (AACB) and the Macroeconomic and
Financial Management Institute of Eastern and Southern Africa (MEFMI). In addition, the Bank hosted Moody’s
Investors Service (Moody’s) and Standard & Poor’s (S&P) sovereign credit rating agencies. Moody’s reviewed
and reaffirmed, for 2016, Botswana’s credit rating of A2 for foreign and domestic bonds (stable outlook), while
S&P reaffirmed the ratings of “A-" for long-term bonds and “A-2” for short-term bonds in domestic and foreign
currency denominated borrowing and maintained the negative outlook.
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Special Events

The Bank successfully hosted the 4™ ordinary meeting of the SADC CCBG which was attended by SADC central
banks. Furthermore, the Bank hosted the IMF Deputy Managing Director, Mr Min Zhu, as well as co-hosting,
with the IMF, a regional conference on Small Middle-Income Countries in Sub-Saharan Africa — Raising the
Bar. The Bank commemorated its 40™ anniversary on March 31, 2016 under the theme of “History of Growth
and Adaptation”. His Excellency, the President delivered a keynote address and launched the commemorative
activities, which included a symposium on “The Emerging Roles of Central Banks — Policies and Strategies”.

Publications, Communications and Public Education

The Bank submitted the 2015 Annual Report on the Bank’s operations and financial statements and the 2015
Banking Supervision Annual Report in accordance with statutory requirements to the Minister of Finance and
Economic Development on March 31, 2016 and June 30, 2016, respectively. The 2016 Monetary Policy State-
ment (and Mid-Term Review), monthly Botswana Financial Statistics and Research Bulletin were also published,
while the Bank’s website provided timely access to data, publications, press releases and the Bank’s policies.

In fulfilment of accountability and transparency principles of governance and in the implementation of the
public outreach programme, the Bank conducted economic briefings following the publication of the 2015 An-
nual Report. Among key stakeholders briefed were the Cabinet, heads/representatives of diplomatic missions,
heads of public and private sector institutions, senior government officials and the media.
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STATEMENT OF RESPONSIBILITY OF THE BOARD AND
APPROVAL OF THE ANNUAL FINANCIAL STATEMENTS

The members of the Board are responsible for the preparation and fair pre-
sentation of the annual financial statements of the Bank, comprising the Statement
of Financial Position at December 31, 2016, Statement of Profit or Loss and Other
Comprehensive Income, Statement of Distribution, Statement of Cash Flows and
Statement of Changes in Shareholder’s Funds for the year then ended, and the notes
to the financial statements.

These financial statements include a summary of significant accounting policies
and other explanatory notes, in accordance with International Financial Reporting
Standards, and in the manner required by the Bank of Botswana Act (CAP 55:01).

The Board members are also responsible for such internal control as the members
determine is necessary to enable the preparation of financial statements that are
free from material misstatement, whether due to fraud or error, and for maintaining
adequate accounting records and an effective system of risk management.

The Board members have made an assessment of the ability of the Bank to continue
as a going concern and have no reason to believe that the Bank will not be a going
concern in the year ahead.

The independent external auditor is responsible for reporting on whether the annual
financial statements are fairly presented in accordance with the applicable financial
reporting framework.

Approval of Annual Financial Statements

The annual financial statements of the Bank, as identified in the first paragraph, were
approved by the Board on March 28, 2017 and signed on behalf of the Board by:

Moses D Pelaelo Gordon K Cunliffe
Governor Board Member
(Audit Committee Chairman)
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KPMG

KPMG, Chartered Accountants
Audit

Plot 67977, Off Tlokweng Road,
Fairgrounds Office Park

PO Box 1519, Gaborone, Botswana
Telephone +267 391 2400

Fax +267 397 5281

Web http://www.kpmg.com/

Independent Auditor’s Report
To the Members of the Board of the Bank of Botswana

Opinion

We have audited the financial statements of the Bank of Botswana (“the Bank”),
which comprise the statement of financial position as at December 31, 2016,
the statements of profit or loss and other comprehensive income, distribution,
cash flows and changes in shareholder’s funds for the year then ended and
notes, which include a summary of significant accounting policies, as set out on
pages 37 to 69.

In our opinion, the financial statements give a true and fair view of the financial
position of Bank of Botswana as at December 31, 2016 and its financial
performance and cash flows for the year then ended in accordance with
International Financial Reporting Standards, and in the manner required by the
Bank of Botswana Act (CAP 55:01).

Basis for Opinion

We conducted our audit in accordance with International Standards on Auditing
(ISAs). Our responsibilities under those standards are further described in the
Auditor’s Responsibilities for the Audit of the Financial Statements section of
our report. We are independent of the Bank in accordance with the International
Ethics Standards Board for Accountant's Code of Ethics for Professional
Accountants (IESBA Code) and we have fulfiled our other ethical
responsibilities in accordance with the IESBA Code. We believe that the audit
evidence we have obtained is sufficient and appropriate to provide a basis for
our opinion.

Other Information

Members of the Board are responsible for the other information. The other
information obtained at the date of this auditors’ report is the “Statement of
Responsibility of the Board and Approval of the Annual Financial Statements”.
The other information does not include the financial statements and our
auditor’s report thereon.

KPMG, a partnership domiciled in Botswana and a member firm of Partners: AG Devlin* NP Dixon-Warren FJ Roos**
the KPMG network of independent member firms affiliated with G Motsamai

KPMG International Cooperative (“‘KPMG International”), a Swiss *British  ** South African

entity. VAT Number: P03623901112
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KPMG

Other Information (Continued)

Our opinion on the financial statements does not cover the other information
and we do not express an audit opinion or any form of assurance conclusion
thereon.

In connection with our audit of the financial statements, our responsibility is to
read the other information and, in doing so, consider whether the other
information is materially inconsistent with the financial statements or our
knowledge obtained in the audit, or otherwise appears to be materially
misstated. If, based on the work we have performed, we conclude that there is
a material misstatement of this other information, we are required to report that
fact. We have nothing to report in this regard.

Responsibilities of Those Charged with Governance for the Financial
Statements

Members of the Board are responsible for the preparation and fair presentation
of the financial statements in accordance with International Financial Reporting
Standards, and in the manner required by the Bank of Botswana Act (Cap
55:01), and for such internal control as the members of the Board determine is
necessary to enable the preparation of financial statements that are free from
material misstatement, whether due to fraud or error.

In preparing the financial statements, members of the Board are responsible for
assessing the Bank’s ability to continue as a going concern, disclosing, as
applicable, matters related to going concern and using the going concern basis
of accounting unless the members of the Board either intend to liquidate the
Bank or to cease operations, or have no realistic alternative but to do so.

Auditor’s Responsibilities for the Audit of Financial Statements

Our objectives are to obtain reasonable assurance about whether the financial
statements as a whole are free from material misstatement, whether due to
fraud or error, and to issue an auditor’'s report that includes our opinion.
Reasonable assurance is a high level of assurance, but is not a guarantee that
an audit conducted in accordance with ISAs will always detect a material
misstatement when it exists. Misstatements can arise from fraud or error and
are considered material if, individually or in the aggregate, they could
reasonably be expected to influence the economic decisions of users taken on
the basis of these financial statements.

As part of an audit in accordance with ISAs, we exercise professional judgement
and maintain professional scepticism throughout the audit. We also:

e |dentify and assess the risks of material misstatement of the financial
statements, whether due to fraud or error, design and perform audit
procedures responsive to those risks, and obtain audit evidence that is
sufficient and appropriate to provide a basis for our opinion. The risk of not
detecting a material misstatement resulting from fraud is higher than for one
resulting from error, as fraud may involve collusion, forgery, intentional
omissions, misrepresentations, or the override of internal control.
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e Obtain an understanding of internal control relevant to the audit in order to
design audit procedures that are appropriate in the circumstances, but not
for the purpose of expressing an opinion on the effectiveness of the Bank’s
internal control.

e Evaluate the appropriateness of accounting policies used and the
reasonableness of accounting estimates and related disclosures made by
the members of the Board.

e Conclude on the appropriateness of the members of the Board’s use of the
going concern basis of accounting and, based on the audit evidence
obtained, whether a material uncertainty exists related to events or
conditions that may cast significant doubt on the Bank’s ability to continue
as a going concern. If we conclude that a material uncertainty exists, we
are required to draw attention in our auditor’s report to the related
disclosures in the financial statements or, if such disclosures are
inadequate, to modify our opinion. Our conclusions are based on the audit
evidence obtained up to the date of our auditors’ report. However, future
events or conditions may cause the Bank to cease to continue as a going
concern.

o Evaluate the overall presentation, structure and content of the financial
statements, including the disclosures, and whether the financial statements
represent the underlying transactions and events in a manner that achieves
fair presentation.

We communicate with the members of the Board regarding, among other
matters, the planned scope and timing of the audit and significant audit findings,
including any significant deficiencies in internal control that we identify during
our audit.

We also provide the members of the Board with a statement that we have
complied with relevant ethical requirements regarding independence, and to
communicate with them all relationships and other matters that may reasonably
be thought to bear on our independence, and where applicable, related
safeguards.

KPM§

Certified Auditors

Practicing member: AG Devlin (19960060:23)
March 28, 2017

Gaborone
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STATEMENT OF FINANCIAL POSITION
For the year ended December 31, 2016

Notes 2016 2015
P°000 P°000
ASSETS
Foreign Assets
Liquidity Portfolio 1.1 21 211 469 21914 420
Pula Fund 1.2 54 145 500 61 183 450
International Monetary Fund (IMF)
Reserve Tranche 2.1 585 663 424 539
Holdings of Special Drawing Rights 22 839 790 1334931
General Subsidy Account 23 21 845 23 666
Total Foreign Assets 76 804 267 84 881 006
Domestic Assets
Property and Equipment 3 395 771 403 770
Government of Botswana Bond 4 22901 23 733
Other Assets 5 370 395 122 604
Total Domestic Assets 789 067 550 107
TOTAL ASSETS 77 593 334 85431113
LIABILITIES AND SHAREHOLDER’S FUNDS
Foreign Liabilities
Allocation of IMF Special Drawing Rights 6 825107 893912
Liabilities to Government (IMF Reserve Tranche) 7 86 615 358 931
Total Foreign Liabilities 911722 1252 843
Domestic Liabilities
Notes and Coin in Circulation 8 2 858 135 2707 835
Bank of Botswana Certificates 9 7918 371 8189922
Reverse Repurchase Agreements 9.1 1302 879 1672 849
Deposits 10 6307 357 5067 372
Dividend to Government 11 2205 952 401 782
Other Liabilities 12 352 439 129 509
Total Domestic Liabilities 20 945 133 18 169 269
Total Liabilities 21856 855 19422 112
Shareholder’s Funds
Paid-up Capital 14 25 000 25 000
Government Investment Account
Pula Fund and Liquidity Portfolio 29109 428 35504 942
Currency Revaluation Reserve 20 455 967 23911 754
Market Revaluation Reserve 4 546 084 4967 305
General Reserve 15 1 600 000 1 600 000
Total Shareholder’s Funds 55736 479 66 009 001
TOTAL LIABILITIES AND SHAREHOLDER’S FUNDS 77 593 334 85431113
FOREIGN ASSETS IN US DOLLARS (000)l 7 188 879 7 545 921
FOREIGN ASSETS IN SDR? (000) 5345577 5449 361

United States dollar/Pula —0.0936 (2015: 0.0889)
2 SDR/Pula—0.0696 (2015: 0.0642)
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STATEMENT OF PROFIT OR LOSS AND OTHER COMPREHENSIVE INCOME
For the year ended December 31, 2016

Notes 2016 2015
P’000 P’000

INCOME
Interest — Foreign exchange reserves 16 1 190 868 1271312
Dividends — Foreign exchange reserves 17 520 137 562 428
Interest — Government of Botswana bond 2 003 1997
Net realised fair value gains on disposal of securities 18 2 505 803 991 575
Net realised currency gains 19 3617572 3099 736
Net unrealised currency gains 20 - 3 868 432
Net unrealised fair value gains 21 50 586 -
Profit on foreign exchange deals 37 830 38109
Other income 11 978 73 428
7936 777 9907017

EXPENSES
Interest expense 22 92 536 182 601
Administration costs 497 815 442 301
Depreciation expense 3 26 231 26 694
Net unrealised currency losses 20 5916 948 -
Net unrealised fair value losses 21 — 120 037
6 533 530 771 633
NET INCOME 1403 247 9135 384
OTHER COMPREHENSIVE (LOSS)/INCOME
[tems that may be reclassified subsequently to profit or loss
Net unrealised currency (losses)/gains on non-monetary “available-for-sale”

financial instruments (3401 924) 2249 189
Net unrealised fair value losses on “available-for-sale” financial instruments (1514 801) (325 205)
(4916 725) 1923984
TOTAL COMPREHENSIVE(LOSS)/INCOME (3513 478) 11 059 368
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STATEMENT OF DISTRIBUTION
For the year ended December 31, 2016

Notes

TOTAL COMPREHENSIVE INCOME

2

Net unrealised currency losses/(gains) on non-monetary “available-for-sale
financial instruments

Net unrealised fair value losses on “available-for-sale” financial instruments
NET INCOME

TRANSFER FROM/(TO) CURRENCY REVALUATION RESERVE 23

NET INCOME TO GOVERNMENT

TRANSFER TO GOVERNMENT INVESTMENT ACCOUNT
DIVIDEND

RESIDUAL NET INCOME 11

STATEMENT OF CASH FLOWS
For the year ended December 31, 2016

Notes

OPERATING ACTIVITIES

Cash generated from operations 26
INVESTING ACTIVITIES

Net withdrawals from foreign exchange reserves

Interest received from Government of Botswana bond

Proceeds from disposal of property and equipment

Purchase of property and equipment 3
NET CASH GENERATED FROM INVESTING ACTIVITIES

FINANCING ACTIVITIES

Dividend to Government 11
Government withdrawals
NET CASH USED IN FINANCING ACTIVITIES

NET INCREASE IN CURRENCY IN CIRCULATION
CURRENCY IN CIRCULATION AT BEGINNING OF THE YEAR

CURRENCY IN CIRCULATION AT YEAR END

2016 2015
P’000 P’000
(3 513 478) 11 059 368
3401924 (2249 189)
1514 801 325205
1403 247 9135384
2240738 (6869 975)
3 643 985 2265 409
(802033)  (1132377)
(848 000) (975 000)
(1993 952) (158 032)

2015 2014

P’000 P’000

4242 428 5 805 846
578 992 3123371
2003 1997

1030 1234

(19 879) (18 489)
562 146 3108 113
(1037782) (1275 939)

(3917092) (7 747 246)

(4954 874) (9023 185)

(150 300) (109 226)

(2707 835) (2598 609)

(2858 135) (2707 835)
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STATEMENT OF CHANGES IN SHAREHOLDER’S FUNDS
For the year ended December 31, 2016

Currency Market
Revaluation Revaluation
Paid-up Capital Reserve Reserve General Reserve
P’000 P°000 P’000 P°000

BALANCE AT JANUARY 1, 2015 25 000 19 728 010 5216279 1 600 000
Total profit and other comprehensive income - 2249 189 (325 205) -
Netunrealised currency gains on non-monetary “avail-

able for sale” financial instruments - 2249 189 - -
Net unrealised fair value losses on “available for sale”

financial instruments — - (325 205) -
Net income = — — —
Transfers (to)/from Government Investment Ac-

count: - (4 935 420) 76 231 -
Net unrealised fair value losses - - 76 231 -
Net unrealised currency gains - (4 935 420) - -
Excess of Government’s share of net income from Pula

Fund over dividend - - - -
Government withdrawals - - - -
Transfer to Currency Revaluation Reserve - 6869 975 - -
Dividend to Government = = = =
Residual net income - - - -
BALANCE AT DECEMBER 31, 2015 25000 23911 754 4967 305 1 600 000
Total profit and other comprehensive income - (3401 924) (1514 801) -
Net unrealised currency losses on non-monetary

“available for sale” financial instruments _ (3 401 924) _ _
Net unrealised fair value losses on “available for sale”

financial instruments _ _ (1514 801) _
Net income _ _ _ _
Transfers (to)/from Government Investment Ac-

count: - 2 186 875 1093 580 -
Net unrealised fair value losses - - 1093 580 -
Net unrealised currency gains = 2 186 875 = =
Excess of Government’s share of net income from Pula

Fund over dividend - - - -
Government withdrawals - - - -
Transfer to Currency Revaluation Reserve - (2 240 738) - =
Dividend to Government - - - -
Residual net income - - - -
BALANCE AT DECEMBER 31, 2016 25 000 20 455967 4546 084 1 600 000
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Government Investment

Account Accumulated Profit Total
P’000 P°000 P°000
37260 622 — 63 829911 BALANCE AT JANUARY 1, 2015
- 9135384 11 059 368 Total profit and other comprehensive income
Net unrealised currency gains on non-monetary “avail-
— — 2249 189 able for sale” financial instruments
Net unrealised fair value losses on “available for sale”
- = (325 205) financial instruments
= 9135384 9135384 Net income
Transfers (to)/from Government Investment Ac-
(1755 680) (1132377) (7 747 246) count:
(76 231) - - Net unrealised fair value losses
4935420 = = Net unrealised currency gains
Excess of Government’s share of net income from Pula
1132377 (1132377) - Fund over dividend
(7 747 246) - (7 747 246) Government withdrawals
- (6 869 975) - Transfer to Currency Revaluation Reserve
= (975 000) (975 000) Dividend to Government
- (158 032) (158 032) Residual net income
35504 942 - 66 009 001 BALANCE AT DECEMBER 31, 2015
- 1403 247 (3513 478) Total profit and other comprehensive income
Net unrealised currency losses on non-monetary
_ _ (3401 924) “available for sale” financial instruments
Net unrealised fair value losses on “available for sale”
_ _ (1514 801) financial instruments
_ 1 403 247 1403 247 Net income
Transfers (to)/from Government Investment Ac-
(6395514) (802 033) (3917 092) count:
(1 093 580) - - Net unrealised fair value losses
(2 186 875) = = Net unrealised currency gains
Excess of Government’s share of net income from Pula
802 033 (802 033) - Fund over dividend
(3917 092) - (3917 092) Government withdrawals
- 2240 738 - Transfer to Currency Revaluation Reserve
- (848 000) (848 000) Dividend to Government
- (1993 952) (1993 952) Residual net income
29 109 428 — 55736 479 BALANCE AT DECEMBER 31, 2016
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SIGNIFICANT ACCOUNTING POLICIES
For the year ended December 31, 2016

REPORTING ENTITY

The Bank of Botswana (“the Bank”) is the central bank of Botswana established under the Bank of Botswana Act (CAP 55:01).
The address of the Bank’s registered office is 17938 Khama Crescent, Gaborone. These financial statements apply to the financial
year ended December 31, 2016. The Government of Botswana is the Bank’s sole shareholder.

BASIS OF PRESENTATION OF FINANCIAL STATEMENTS
Statement of Compliance

The principal accounting policies applied in the preparation of the financial statements are stated below. These policies have been
consistently applied to all the years presented and comply with International Financial Reporting Standards in all material respects.

The Financial Statements were authorised for issue by the Board on March 28, 2017.
Basis of Measurement

The financial statements are prepared on a historical cost basis, modified by fair value accounting for available-for-sale financial
assets, all derivative contracts, financial assets and liabilities that are held at fair value.

Functional and Presentation Currency

The financial statements are presented in Pula, which is the Bank’s functional currency. Except as otherwise indicated, financial
information presented in Pula has been rounded to the nearest thousand.

ADOPTION OF REVISED STANDARDS AND INTERPRETATIONS

As at the date of finalisation of the financial statements, the following standards were relevant to the Bank’s operations and
available for adoption.

Effective for annual periods
Standard beginning on or after

Amendments to IAS 16 and IAS 38 — Clarification of Acceptable Methods of January 1, 2016
Depreciation and Amortisation

The clarification states that the revenue-based methods of depreciation are not
acceptable, as these methods reflect generation of economic benefits by the asset,
and not consumption of the asset.

The amendments to [IAS 38; Intangible Assets introduces rebuttable presumption that
the use of revenue-based amortisation methods for intangible assets is inappropriate.
The presumption can be overcome only when revenue and the consumption of
the economic benefits of the intangible assets are “highly correlated” or when the
intangible asset is expressed as a measure of revenue.

The Bank uses the straight line method of depreciation, and not the revenue-based
method, hence the amendments have had no impact on the Bank’s financial statements.

Amendments to IAS 1 — Disclosure Initiative January 1, 2016

The amendments clarify that information should not be obscured by aggregating
or providing immaterial information: materiality considerations must apply to all
parts of the financial statements; and that even when a standard requires a specific
disclosure, materiality considerations must apply.

Adoption of the amendments has not had any impact on the financial statements of
the Bank.
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SIGNIFICANT ACCOUNTING POLICIES (Continued)
For the year ended December 31, 2016

STANDARDS AND INTERPRETATIONS IN ISSUE NOT YET ADOPTED

As at the date of finalisation of the financial statements, the following standards, relevant to the Bank’s operations, are in issue
and have not yet been adopted in the financial statements.

Effective for annual periods
Standard beginning on or after

Disclosure Initiative (Amendments to IAS 7) January 1, 2017

The amendments provide for disclosures that enable users of financial statements
to evaluate changes in liabilities arising from financing activities, including both
changes arising from cash flow and non-cash changes. This includes providing
a reconciliation between the opening and closing balances for liabilities arising
from financing activities.

The amendments will result in the Bank providing additional disclosures relating
to the changes in liabilities arising from financing activities in the financial
statements.

IFRS 9 - Financial Instruments (Replacement of IAS 39) January 1, 2018

IFRS 9, published in July 2014, replaces IAS 39 Financial Instruments:
Recognition and Measurement. IFRS 9 sets out the requirements for recognising
and measuring financial assets, financial liabilities, and some contracts to buy and
sell non-financial assets. Financial assets and liabilities are to be classified and
measured based on the entity’s business model on which they are held, and the
characteristics of their contractual cash flows. IFRS 9 includes revised guidelines
on the classification and measurement of financial instruments, including a new
expected credit loss model for calculating impairment on financial assets and
the new hedge accounting requirements.

The standard will result in a reclassification of financial instruments into different
categories. The impact on the Bank’s results and financial position will continue
to be monitored.

IFRS 15 — Revenue from Contracts with Customers January 1, 2018

The standard, issued in May 2014, replaces IAS 18 Revenue and other revenue
standards. It contains a single model that applies to contracts with customers
and two approaches to recognising revenue at a point in time or over time. The
model features a contract-based five step analysis of transactions to determine
whether, how much and when revenue is recognised.

The standard is not expected to have a significant impact on the Bank’s financial
statements due to the nature of revenue transactions.

IFRS 16 - Leases (Replacement of IAS 17) January 1, 2019

IFRS 16 supersedes IAS 17 Leases, and it sets out principles for recognition,
measurement, presentation and disclosure of leases. It provides a single lessee
accounting model requiring lessees to recognise assets and liabilities for all leases
unless the lease term is twelve months or less; or the underlying asset has a low
value. Lessors will continue to classify leases as operating or finance leases.

The Bank is assessing the impact on the financial statements resulting from the
application of IFRS 16.
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SIGNIFICANT ACCOUNTING POLICIES (Continued)
For the year ended December 31, 2016

FINANCIAL INSTRUMENTS

General

Financial instruments carried on the Statement of Financial Position include all assets and liabilities, including derivative
instruments, but exclude property and equipment and other assets (prepayments, VAT receivables, sundry receivables and
sundry receipts).

Fair Value Measurement

“Fair value” is the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between
market participants at the measurement date in the principal or the most advantageous market to which the Bank has access at
that date. The fair value of a liability reflects its non-performance risk.

The Bank measures the fair value of a financial instrument using the quoted price in an active market for that particular instrument.
A market is regarded as active if transactions for the asset or liability take place with sufficient frequency and volume to provide
pricing information on an ongoing basis.

When quoted prices in an active market are not available, the Bank uses valuation techniques that maximise the use of relevant
observable inputs and minimise the use of unobservable inputs. The chosen valuation technique incorporates all of the factors
that market participants would take into account in pricing a transaction.

Financial Assets

Financial assets are initially measured at fair value plus, in the case of financial assets not measured at fair value through profit
or loss, incremental direct transaction costs and subsequently accounted for depending on their classification as either loans
and receivables, held to maturity, fair value through profit and loss or available-for-sale.

Loans and Receivables

Loans and receivables are non-derivative financial assets with fixed or determinable payments that are not quoted in an
active market. These arise when the Bank provides a service directly to a counterparty. Loans and receivables (as well as
prepayments, advances to banks and staff advances) are initially measured at fair value plus incremental direct transaction
costs, and subsequently measured at amortised cost using the effective interest method less any identified impairment losses
at the end of each reporting period.

Financial Assets at Fair Value through Profit or Loss
Financial assets are classified as fair value through profit or loss when the financial asset is held for trading. The Bank holds
short-term investments as held for trading.

A financial asset is classified as held for trading if it is acquired principally for the purpose of selling it in the short-term or if
so designated by management. Financial assets at fair value through profit or loss are stated at fair value, with any realised and
unrealised gains and losses arising from changes in the fair value of financial assets recognised in profit or loss in the year in
which they arise.

Short-term Investments (Liquidity Portfolio)
The Bank has designated the Liquidity Portfolio as a fund in which money market instruments and bonds are invested to facilitate
payments for regular transactions.

Securities invested in this portfolio are measured “at fair value through profit or loss” and are classified as held for trading. They
are initially recognised at fair value and are subsequently remeasured at fair value based on bid prices. All related realised and
unrealised gains and losses are recognised in profit or loss.

All purchases and sales of investment securities in the portfolio are recognised at trade date, which is the date the Bank commits
to purchase or sell the investments.

The realised and unrealised gains and losses recognised in profit or loss exclude interest and dividend income. Derivatives are
classified as held for trading.

Available-For-Sale

Available-for-sale assets are non-derivative financial assets that are designated as available-for-sale or are not classified as
another category of financial instruments. Available-for-sale instruments are intended to be held for long periods of time but
may be sold in the normal course of business of the Bank.

Long-term Investments (Pula Fund)

This is a long-term fund intended to generate returns and maintain the purchasing power of reserves, and is invested in foreign
financial instruments. These investments, which may be sold in response to needs for liquidity, changes in interest rates, exchange
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SIGNIFICANT ACCOUNTING POLICIES (Continued)
For the year ended December 31, 2016

FINANCIAL INSTRUMENTS (Continued)

rates, etc., are classified as “available-for-sale”, except for derivatives. These securities are initially recognised at fair value
(which includes transaction costs) and are subsequently remeasured at fair value, based on bid prices.

All realised currency gains/losses are recognised in profit or loss. Unrealised currency gains/losses on monetary items are also
recognised in profit or loss. The unrealised currency gains/losses on non-monetary items are recognised in other comprehensive
income. However, in line with the Bank policy, all currency gains/losses for this Fund are not distributable and are, therefore,
appropriated to the Currency Revaluation Reserve.

Realised fair value changes are recognised in profit or loss. Unrealised fair value changes are recognised in other comprehensive
income. Unrealised gains and losses arising from fair value changes of the instruments classified as “available-for-sale” are
non-distributable as per the Bank’s policy and are appropriated to the Market Revaluation Reserve. When these instruments
are disposed of or impaired, the related accumulated fair value or impairment adjustments are included in profit or loss as gains
or losses from investment securities.

All purchases and sales of investment securities in the portfolio are recognised at trade date, which is the date the Bank commits
to purchase or sell the investments.

Government of Botswana Bonds
The Bank acquires Government of Botswana bonds for purposes of facilitating orderly trading in the local bond market. The
bonds, which may be sold in response to the need to intervene in the market, are classified as “available-for-sale’ securities.

The bonds are initially recognised at fair value and are subsequently remeasured at fair value, based on bid prices. All
unrealised gains and losses arising from changes in the fair value are recognised in the Market Revaluation Reserve. When
these instruments are disposed of or impaired, the related accumulated fair value adjustments are included in profit or loss as
gains or losses from Government of Botswana bonds.

All purchases and sales of bonds are recognised at trade date, which is the date that the Bank commits itself to purchase or
sell the bonds.

Derivative Instruments
The Bank uses a variety of derivative instruments to manage its exposure to interest rate and foreign exchange risks. These
include interest rate futures, foreign exchange forward contracts, cross-currency swaps and options.

Derivative instruments are initially recognised at fair value (including transaction costs) and are subsequently remeasured at fair
value, based on bid prices for assets held or liabilities to be issued, and ask/offer prices for assets to be acquired or liabilities
held. The resulting gain or loss is recognised in the profit or loss.

Impairment of Financial Assets

Financial assets, other than loans and receivables, are carried at fair value. “Loans and receivables’ are assessed for any evidence
of impairment at each Statement of Financial Position date. Financial assets are impaired when there is objective evidence
that as a result of one or more events that have occurred after the initial recognition of the financial asset, the estimated future
cash flows of the investment have been adversely impacted. For financial assets carried at amortised cost, the amount of the
impairment is the difference between the asset’s carrying amount and the present value of estimated future cash flows, discounted
at the original effective interest rate. In respect of “available-for-sale” equity securities, any increase in fair value subsequent
to an impairment loss is recognised directly in other comprehensive income.

Financial Liabilities
All the Bank’s financial liabilities are classified as other financial liabilities at amortised cost. Financial liabilities are initially
recognised at fair value and subsequently measured at amortised cost using the effective interest method.

Derecognition

The Bank derecognises a financial asset when it loses control over the contractual rights that comprise the asset and transfers
substantially all the risks and benefits associated with the asset. This arises when the rights are realised, expire or are surrendered.
A financial liability is derecognised when its contractual obligations are discharged, cancelled or expire.

Other Financial Liabilities
Other financial liabilities are initially measured at fair value, net of transaction costs.
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SIGNIFICANT ACCOUNTING POLICIES (Continued)
For the year ended December 31, 2016

FINANCIAL INSTRUMENTS (Continued)

Other financial liabilities are subsequently measured at amortised cost using the effective interest method, with interest expense
recognised on the effective yield basis. The effective interest method is a method of calculating the amortised cost of a financial
liability and of allocating interest expense over the relevant period. The effective interest rate is the rate that exactly discounts
future cash payments through the expected life of the financial liability, or where appropriate, a shorter period.

Bank of Botswana Certificates

As one of the primary tools for maintaining monetary stability in the economy, the Bank of Botswana issues its own paper,
Bank of Botswana Certificates (BoBCs), to absorb excess liquidity in the market and thereby influence short term interest rates.
BoBCs are issued at a discount to counterparties. They are classified as “other financial liabilities”.

The Bank’s liability in respect of BoBCs is stated at offer prices on auction date, adjusted for movements in matured and
unmatured discount recognised in profit or loss.

CREDIT FACILITY

Under the Credit Facility, the Bank provides emergency and intermittent funding to solvent banks, intended to bridge intra-day and
overnight liquidity shortages. The advances are secured by Government of Botswana bonds and Bank of Botswana Certificates
(BoBCs), valued at fair value prices on the date of the transaction. Only high quality, marketable and freely transferable paper
with a minimum amount of risk is acceptable as collateral at the discretion of the Bank. Government bonds and Government
guaranteed securities of any maturity and other eligible paper with a remaining maturity of 184 days or less are also acceptable
as security. The Bank has the right to call for additional collateral, should the value of the security decline during the tenure
of the facility. Interest earned on the advances is credited to profit or loss, while advances outstanding as at the Statement of
Financial Position date are recorded under “other assets”.

SECURITIES LENDING PROGRAMME

The Bank takes part in a Securities Lending Programme. Where securities are lent, the Bank holds collateral in the form of cash
or other securities. The securities lent continue to be recorded in the Bank’s Statement of Financial Position.

The Bank’s global custodian administers the Securities Lending Programme and monitors the securities lent and related collateral
against requirements agreed by the Bank.

The Bank records income from lending securities as it accrues.
REPURCHASE AND REVERSE REPURCHASE AGREEMENTS

This facility is one of the mechanisms designed to deal with short-term liquidity fluctuations in the domestic money market. It
is available to primary counterparties which are solvent institutions licensed and supervised by the Bank.

The term of a repurchase agreement and reverse repurchase agreement can vary from overnight to 91 days, depending on the
liquidity conditions in the domestic market.

Interest earned by the Bank on repurchase agreements and interest paid by the Bank on reverse repurchase agreements is
recognised in profit or loss.

OFFSETTING FINANCIAL INSTRUMENTS

The Bank offsets financial assets and liabilities and reports the net balance in the Statement of Financial Position where:

(a) There is a legally enforceable right to set off; and
(b) There is an intention to settle on a net basis or to realise the asset and settle the liability simultaneously.
FOREIGN CURRENCIES

All transactions denominated in foreign currencies are translated to Pula at the mid exchange rate at the transaction date. All
assets and liabilities denominated in foreign currencies are translated to Pula using mid rates of exchange at the close of the
financial year. Foreign currency differences arising on translation are recognised in profit or loss, except for unrealised exchange
differences arising on translation of non-monetary “available-for-sale” financial instruments, which are recognised in other
comprehensive income. However, all gains and losses relating to disposals whose proceeds are reinvested in foreign assets, and
all the unrealised gains/losses arising on financial instruments are not considered distributable in terms of Bank policy; they are
appropriated to the Currency Revaluation Reserve.
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SIGNIFICANT ACCOUNTING POLICIES (Continued)
For the year ended December 31, 2016

NON-FINANCIAL ASSETS, LIABILITIES AND RECOGNITION OF PROVISIONS

Non-financial Assets
Non-financial assets are recognised when the Bank obtains control of a resource as a result of past events, and from which
future economic benefits are expected to flow to the Bank.

Contingent Assets

The Bank discloses a contingent asset arising from past events where it is probable that economic benefits will flow from it,
but this will only be confirmed by the occurrence or non-occurrence of one or more uncertain future events outside the control
of the Bank.

Liabilities and Provisions
The Bank recognises liabilities (including provisions) when:

(a) It has a present legal obligation resulting from past events;

(b) It is probable that an outflow of resources embodying economic benefits will be required to settle this
obligation; and

(c) A reliable estimate of the amount of the obligation can be made.

INCOME AND EXPENSE RECOGNITION

Interest income on all assets is calculated using the effective interest method and is recognised in profit or loss. The ‘effective
interest rate’ is the rate that exactly discounts the estimated future cash payments and receipts through the expected life of
the financial asset or financial liability to the carrying amount of the financial asset or financial liability. When calculating the
effective interest rate, the Bank estimates future cash flows considering all contractual terms of the financial instrument, but
not future credit losses. The calculation of the effective interest rate includes transaction costs that are an integral part of the
effective interest rate. Transaction costs include incremental costs that are directly attributable to the acquisition or issue of a
financial asset or financial liability.

Interest income and expense presented in the statement of profit or loss and other comprehensive income include:

(a) interest on financial assets and financial liabilities measured at amortised cost calculated on an effective interest
basis; and
(b) interest on available-for-sale investment securities calculated on an effective interest rate basis.

Dividends on available-for-sale equity instruments are recognised in profit or loss when the right to receive payment is established.
Usually, this is the ex-dividend date for quoted equities.

GENERAL RESERVE

Under Section 7(1) of the Bank of Botswana Act, (CAP 55:01), the Bank of Botswana is required to establish and maintain a
General Reserve sufficient to ensure the sustainability of future operations of the Bank. The Bank may transfer to the General
Reserve funds from other reserves, which it maintains, for the purposes of maintaining the required level of the General Reserve.

CURRENCY REVALUATION RESERVE

Any changes in the valuation, in terms of Pula, of the Bank’s assets and liabilities in holdings of Special Drawing Rights and
foreign currencies as a result of any change in the values of exchange rates of Special Drawing Rights or foreign currencies
and in realised currency gains reinvested in foreign assets are transferred to the Currency Revaluation Reserve.

The proportion directly attributable to the Government Investment Account is transferred to such investment account.
MARKET REVALUATION RESERVE

Any changes in the value of the Bank’s long-term investments as a result of any change in the fair values of such investments
are transferred to the Market Revaluation Reserve.

The proportion directly attributable to the Government Investment Account is transferred to such investment account.

GOVERNMENT INVESTMENT ACCOUNT

The Government Investment Account, which was established on January 1, 1997, represents the Government’s share of foreign
exchange reserves in the Pula Fund and Liquidity Portfolio.
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SIGNIFICANT ACCOUNTING POLICIES (Continued)
For the year ended December 31, 2016

PROPERTY AND EQUIPMENT
Property and equipment are stated at cost less related accumulated depreciation and any accumulated impairment losses.

Land and buildings are carried at cost. These are valued on a fair value basis every two years, and the recoverable (revalued)
amounts disclosed by way of a note to the Financial Statements, providing that revalued amounts are in excess of the carrying
amounts. Where the carrying amounts are more than the revalued amounts, an impairment loss is recognised in profit or loss.

At each Statement of Financial Position date, the Bank reviews the carrying amounts of its tangible and intangible assets to
determine whether there is any indication that those assets have suffered an impairment loss. If any such indication exists, the
recoverable amount of the asset is estimated in order to determine the extent of the impairment loss (if any).

Any impairment loss is recognised immediately in profit or loss.

Where an impairment loss subsequently reverses, the carrying amount of the asset is increased to the revised estimate of its
recoverable amount, but so that the increased carrying amount does not exceed the carrying amount that would have been
determined had no impairment loss been recognised for the asset in prior years.

If significant parts of an item of property or equipment have different useful lives, they are accounted for as separate items
(major components) of property and equipment.

Depreciation

Depreciation is charged so as to write-off the cost of assets less residual values, other than land and buildings under construction,
over their estimated useful lives, using the straight-line method. The estimated useful lives, residual values and depreciation
methods are reviewed at each year end, with the effect of any changes in the estimate accounted for on a prospective basis.

The annual depreciation rates used are as follows:

Percent
Buildings 25-6
Other Assets
Furniture, fixtures and equipment 5-25
Computer hardware 25
Computer software 20
Motor vehicles 5-25

A gain or loss arising on disposal or retirement of an item of property and equipment is determined as the difference between
the net sales proceeds and the carrying amount of the asset and is recognised in profit or loss.

Capital works in progress comprise costs directly attributable to the construction of an asset. Assets remain in capital works
in progress until they have become available for use or commissioned, whichever is the earlier date. At that time, these assets
are transferred to the appropriate class of property and equipment as additions and depreciated.

Subsequent expenditure is capitalised only when it is probable that the future economic benefits of the expenditure will flow
to the Bank. Ongoing repairs and maintenance are expensed as incurred.

RETIREMENT BENEFITS

Pension benefits are provided for employees through the Bank of Botswana Defined Contribution Staff Pension Fund, which is
governed in terms of the Pension and Provident Funds Act (CAP 27:03). The contribution per pensionable employee is at the
rate of 21.5 percent of pensionable salary, which comprises 16 percent and 1.5 percent payable by the Bank as its contribution
to the Fund and for administration costs of the Fund, respectively, and a 4 percent contribution by each pensionable employee.
Other than the contributions made, the Bank has no commitments or obligations to this Fund. Obligations for contributions to
the pension fund are recognised in profit or loss in the periods during which services are rendered by employees.

SHORT-TERM EMPLOYEE BENEFITS

Short-term employee benefits obligations are measured on an undiscounted basis and are expensed as the related service is
provided.
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SIGNIFICANT ACCOUNTING POLICIES (Continued)
For the year ended December 31, 2016

FINANCE LEASES

Assets held by the Bank under leases that transfer to the Bank substantially all of the risks and rewards of ownership are classified
as finance leases. The leased asset is initially measured at an amount equal to the lower of its fair value and the present value
of the minimum lease payments. Subsequent to initial recognition, the asset is accounted for in accordance with the accounting
policy applicable to that asset.

Assets held under other leases are classified as operating leases and are not recognised in the Bank’s statement of financial position.
RELATED PARTY TRANSACTIONS

The Bank enters into various transactions with other wholly owned or partly owned Government institutions and its key
management personnel (related parties). All related party transactions are entered into at arm’s length in the ordinary course of
business. The transactions with key management personnel are staff benefits provided under the General Conditions of Service
of the Bank.

SIGNIFICANT ACCOUNTING ESTIMATES AND JUDGEMENTS IN APPLYING ACCOUNTING POLICIES

The Bank makes estimates and assumptions that affect the reported amounts of assets and liabilities within the next financial

year. Estimates and judgements are continually evaluated and are based on historical experience and other factors, including
expectations of future events that are believed to be reasonable under the circumstances.

Useful Lives of Property and Equipment
Management reviews the estimated useful lives of property and equipment at the end of each annual reporting period. In this
financial year, no change was made to the useful lives, hence the depreciation rates provided are similar with the prior year.
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NOTES TO THE ANNUAL FINANCIAL STATEMENTS
For the year ended December 31, 2016

2016 2015
P’000 P°000
1. FOREIGN EXCHANGE RESERVES
1.1 Liquidity Portfolio
Bonds: held for trading 8 520 683 12 904 792
Amounts due from Pula Fund 931 761 1071 669
Short-term deposits 11 759 025 7937959
21211469 21914 420
1.2 Pula Fund
Equities: available-for-sale 20 576 760 28253 210
Bonds: available-for-sale 32424 379 33418 814
Derivative instruments: assets (Note 13) - 30233
Amounts due to Liquidity Portfolio (931 761) (1071 669)
Derivative instruments: liabilities (Note 13) - (21 770)
Short-term deposits 2076 122 574 632
54 145 500 61 183 450
(a) Statement of Financial Position
Capital Employed
Government 28 692 442 35004 942
Bank of Botswana 25453 058 26 178 508
54 145 500 61 183 450
Employment of Capital
Investments 54 145 500 61 183 450
Investments expressed in US dollars (’OOO)3 5068 019 5439 208
Investments expressed in SDR (’000)4 3768 527 3927978
(b) Statement of Profit or Loss and Other Comprehensive Income
Income
Interest and dividends 1255091 1279 454
Realised currency revaluation gains 2 877 949 1610182
Unrealised currency revaluation losses/gains (3 856 189) 2 822 091
Realised fair value losses/gains 2 616 808 1045107
Sundry income 174 1 440
2 893 833 6758 274
Expenses
Administration charges (157 957) (166 539)
(157 957) (166 539)
Net income 2 735 876 6591735
Other Comprehensive (Loss)/Income
Items that may be reclassified subsequently to profit or loss
Net unrealised currency (losses)/gains on non-monetary “available-for-sale” financial
instruments (3401 924) 2249 189
Net unrealised from fair value losses on “available-for-sale” financial instruments (1513 966) (324 805)
Other comprehensive (loss)/income (4915 890) 1924384
Total comprehensive (loss)/income (2180 014) 8516119

3 United States dollar/Pula — 0.0936 (2015: 0.0889)
4  SDR/Pula—0.0696 (2015: 0.0642)

50



PART A: StaTuTORY REPORT ON THE OPERATIONS AND FINANCIAL STATEMENTS OF THE BANK, 2016

NOTES TO THE ANNUAL FINANCIAL STATEMENTS (Continued)
For the year ended December 31, 2016

2016 2015
P’000 P’000
2. INTERNATIONAL MONETARY FUND (IMF)
2.1 Reserve Tranche
This asset represents the difference between Botswana’s Quota in the IMF and IMF
Holdings of Pula. Botswana’s Quota is the membership subscription, of which at least
25 percent was paid for in foreign currencies and the balance in Pula. The holding of
Pula by the IMF, which initially was equal to 75 percent of the quota, has changed from
time to time as a result of the use of the Pula by the IMF in lending to member countries.
Quota (SDR 197 200 000; 2015: SDR 87 800 000) 2833333 1366 579
Less: IMF Holdings of Pula (2 247 670) (942 040)
Reserve Position in IMF 585 663 424 539
The IMF Holdings of Pula are represented by the Non-Interest Bearing Note of
P1 477 900 684 (2015: P353 179 294) issued by the Government of Botswana in
favour of the IMF, maintenance of value currency adjustments and the amount in the
current account held at the Bank (included in other deposits in Note 10).
2.2 Holdings of Special Drawing Rights
The balance on the account represents the value of Special Drawing Rights (SDR)
allocated and purchased less utilisation to date. 839 790 1334 931
2.3 General Subsidy Account
Face Value (SDR 1 520 000) 21 8398 23 658
Interest 6 8
21 845 23 666

This is an investment with the International Monetary Fund, the purpose of which is

to augment the resources of the Poverty Reduction and Growth Trust Fund. It matures
on August 22, 2017.
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For the year ended December 31, 2016

Free- Leasehold  Buildings Capital Other Assets Total

hold Land Works in
L P
3. PROPERTY AND EQUIPMENT and rogress

P’000 P’000 P’000 P’°000 P’000 P’000
Cost — December 31, 2016
Balance at the beginning of the year 2 065 3083 400 428 11 062 192 924 609 562
Additions - - - 9310 10 569 19 879
Disposals - - - - (11 710) (11 710)
Transfers from WIP - 1849 2 963 (20 178) 15366 -
Balance at year—end 2 065 4932 403 391 194 207 149 617 731
Accumulated Depreciation
Balance at the beginning of the year = = 85 818 = 119 974 205 792
Charge for the year - - 10 646 - 15 585 26231
Disposals — - - - (10 063) (10 063)
Balance at year—end — - 96 464 - 125 496 221 960
Net book value at

December 31, 2016 2 065 4932 306 927 194 81 653 395771
Cost — December 31, 2015
Balance at the beginning of the year 2 065 3083 399 931 6117 183 612 594 808
Additions - - - 6357 12 132 18 489
Disposals - - - - (3 735) (3 735)
Transfers from WIP - — 497 (1412) 915 -
Balance at year—end 2 065 3083 400 428 11 062 192 924 609 562
Accumulated Depreciation
Balance at the beginning of the year - - 75 231 - 105 959 181 190
Charge for the year - - 10 587 - 16 107 26 694
Disposals - - - - (2092) (2 092)
Balance at year—end — - 85 818 - 119 974 205 792
Net book value at
December 31, 2015 2 065 3083 314 610 11 062 72 950 403 770

Valuation of Properties
Freehold and leasehold land and buildings were valued by an independent professional property valuer in December 2016 at an
open market value of P852 005 000 (2014: P770 940 000).
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2016 2015
P’000 P°000
4. GOVERNMENT OF BOTSWANA BOND
Government Bond BW005, maturing on September 12, 2018, bearing interest at
the rate of 10 percent, receivable semi-annually in arrears:
[ waling 22 288 23123
Interest accrued 613 610
22901 23 733
5. OTHER ASSETS
Staff loans and advances 59334 52579
Prepayments 3363 3677
Donor funds — Government projects 303 095 61971
Other 4 603 4377
370 395 122 604
6. ALLOCATION OF IMF SPECIAL DRAWING RIGHTS
This is the liability of the Bank to the IMF in respect of the allocation of SDRs to
Boany 825 107 893912
7. LIABILITIES TO GOVERNMENT (IMF RESERVE TRANCHE)
This balance represents the Bank’s liability to the Government in respect of the
Reserve Tranche position in the IMF (Note 2.1). 86 615 358 931
8. NOTES AND COIN IN CIRCULATION
Notes 2709 457 2 564 979
Caim 148 678 142 856
2 858 135 2 707 835
Notes and coin in circulation held by the Bank as cash in hand at the end of the
financial year have been netted off against the liability for notes and coin in circulation
to reflect the net liability to the public.
9. BANK OF BOTSWANA CERTIFICATES
Faee vallne 7919 900 8192 650
Unmatured discount (1529) (2728)
Carrying amount 7918 371 8189 922
Bank of Botswana Certificates are issued at various short-term maturity dates and
discount rates.
9.1 REVERSE REPURCHASE AGREEMENTS
1302 879 1 672 849

Fair value

The reverse repurchase agreements matured on January 4, 2017 (2015: January 4,
2016).
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2016 2015
P°000 P°000
10. DEPOSITS
Government 1084 419 888 240
Bankers — current accounts 1 064 061 429 700
— statutory reserve accounts 2556716 2 588 660
Other 1602 161 1160 772
6307 357 5067372
These deposits are various current accounts of Government, commercial banks,
parastatal bodies and others, which are repayable on demand and are interest free,
except for the statutory reserve requirement, which is also interest free, but not
repayable on demand.
11. DIVIDEND TO GOVERNMENT
Balance due at the beginning of the year 401 782 544 689
Dividend to Government from Pula Fund 848 000 975 000
Paid during the year (1037 782) (1275 939)
Residual net income 1993 952 158 032
Balance due at the end of the year 2 205952 401 782
The final instalment of the pre-set dividend of P212 000 000 and the residual net
income of P1 993 952 000 unpaid as at December 31, 2016 has been provided for in
accordance with Section 6 of the Bank of Botswana Act (CAP 55:01); which requires
that all profits of the Bank be distributed to the shareholder, the Government.
12. OTHER LIABILITIES
Accounts payable 8 844 10713
Donor funds — Government projects 303 095 61971
Other payables and accruals 40 500 56 825
352 439 129 509
13. CATEGORIES OF FINANCIAL INSTRUMENTS
13.1 Financial Assets
Held for trading
Bonds 8 520 683 12 904 792
Derivative instruments (Note 1.2) — 30233
8520 683 12 935 025
Available-for-sale
Bonds 32424 379 33418 814
Equities 20 576 760 28253210
Government bonds 22 901 23 733
53 024 040 61 695 757
Loans and Receivables
IMF Reserves 1447 298 1783 136
Staff loans and advances 59 334 52 579
Short-term deposits 13 835 147 8512 591
Total Financial Assets 76 886 502 84 979 088
The above is disclosed in the Statement of Financial Position as follows:
Total Foreign Assets 76 804 267 84 881 006
Add: Derivative instruments (liabilities) (Note 1.2) - 21770
Government of Botswana bonds 22901 23733
Other Assets — staff loans and advances (Note 5) 59 334 52 579
76 886 502 84 979 088
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2016 2015
P’000 P°000
13. CATEGORIES OF FINANCIAL INSTRUMENTS (Cont’d)
13.2 Financial Liabilities
Held for trading
Derivative instruments (Note 1.2) - 21770
Other Financial Liabilities - at amortised cost
Bank of Botswana Certificates 7918 371 8 189 922
Reverse Repurchase Agreements 1302 879 1672 849
Allocation of SDR (IMF) 825 107 893 912
Liabilities to Government (IMF) 86 615 358 931
Deposits 6307 357 5067 372
Dividend to Government 2205 952 401 782
Other liabilities 352 439 129 509
18 998 720 16 736 047

13.3 Derivative Instruments
The Bank’s investment guidelines authorise the use of derivative instruments. The derivatives are held for managing risk.

The Table below shows the market values and the total notional exposures of derivative instruments as at year end.

Notional Notional

Asset Liabilities Amount Assets Liabilities Amount

2016 2016 2016 2015 2015 2015

(P?000) (P?000) (P?000) (P’000) (P’000) (P°000)
Fixed Income Futures —Buy - - - 30233 - 651 841
—Sell - - - - (21 770) (662 833)
Currency Futures —Buy = = = = — =
- - - 30233 (21 770) (10 992)

The above derivatives are classified by type of asset and derivative instruments. The assets and liabilities reflect the net position
between the market values and the notional amounts.

Futures

A futures contract is an agreement executed on the floor of an exchange to buy or sell a specific amount of a security or cash at a
specified price and time. A fixed income futures contract would be an agreement to either buy or sell a specified amount of a fixed
income security at a specified price and date, while a currency futures contract will be an agreement to either buy or sell a specified
amount of currency at a specified exchange rate and date. Futures contracts are collateralised by cash or marketable securities and
changes in the futures contract values are settled daily.

Options

An option is an exclusive right, usually obtained for a fee, but not the obligation to buy or sell a specific financial instrument within
a specified time. A fixed income option is the exclusive right to either buy or sell specified units of a fixed income security by a
specific date. A currency option is an option to either buy or sell a specified currency by a specific date.

Swaps

A swap is an agreement between two or more parties to exchange sets of cash flows over a period in the future, typically either
in the form of interest rate swaps or currency swaps. The cash flows that the counterparties make are linked to the value of the
underlying debt financial instrument or the foreign currency, as the case may be.
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2016 2015
P’000 P’000
14. PAID-UP CAPITAL
Authorised and Paid-up Capital 25 000 25 000
The capital is the amount subscribed by the Government in accordance with
Section 5 of the Bank of Botswana Act (CAP 55:01). The Bank is not subject to
any externally imposed capital requirements. Therefore, capital is not actively
managed. Management considers the Paid-up Capital and the General Reserve
to be capital.
15. GENERAL RESERVE
In the opinion of the Board, the General Reserve, taken together with other
reserves which the Bank maintains, is sufficient to ensure the sustainability of
future operations of the Bank.
1 600 000 1 600 000
16. INTEREST — FOREIGN EXCHANGE RESERVES
Liquidity Portfolio
Short-term deposits: loans and receivables 258 978 321 815
Bonds: held for trading 196 215 230 647
IMF Reserves: loans and receivables 548 383
Pula Fund
Short-term deposits: loans and receivables 20 402 20235
Bonds: available-for-sale 714725 698 232
1190 868 1271312
17. DIVIDENDS - FOREIGN EXCHANGE RESERVES
Pula Fund
Equities: available-for-sale 520137 562 428
18.  NET REALISED FAIR VALUE GAINS ON DISPOSAL OF
SECURITIES
Liquidity Portfolio
Bond: held for trading (111 006) (53 532)
Pula Fund
Derivative instrument: held for trading - 7373
Bonds: available-for-sale 370 634 273 788
Equities: available-for-sale 2 246 175 763 946
. . 2 505 803 991 575
Included above are net fair value gains of P2 616 809 000 (2015: P1 037 734
000), which have been reclassified from equity to profit or loss on disposal of
investments classified as available-for-sale.
19. NET REALISED CURRENCY GAINS
Liquidity Portfolio
Short-term deposits: loans and receivables (235 670) 965 028
Bonds: held for trading 975293 524 526
Pula Fund
Derivative instruments: held for trading - 8276
Short-term deposits: loans and receivables (29 106) 68 621
Bonds: available-for-sale 1116 741 930 847
Equities: available-for-sale 1790314 602 438
3617572 3099 736

Included above are net currency gains of P2 907 055 000 (2015: P1 533 285 000),
which have been reclassified from equity to profit or loss on disposal of
investments classified as available-for-sale.
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2016 2015
P’000 P’000
20. NET UNREALISED CURRENCY (LOSSES)/GAINS
Liquidity Portfolio
Short—term deposits: loans and receivables (269 305) 101 284
Bonds: held for trading (1796 189) 890 898
IMF reserves: loans and receivables 4734 54 159
Pula Fund
Short-term deposit: loans and receivables (25 398) (9 070)
Bonds: available—for—sale (3 830 790) 2 820 668
Derivative instruments: held for trading — 10 493
(5916 948) 3 868 432
21. NET UNREALISED FAIR VALUE GAINS/(LOSSES)
Liquidity Portfolio
Bonds: held for trading 50 586 (118 007)
Pula Fund
Derivative instruments: held for trading — (2 030)
50 586 (120 037)
22. INTEREST EXPENSE
Bank of Botswana Certificates (BoBCs) 75 057 113 334
Reverse Repurchase Agreements 17 479 69 267
92 536 182 601
23. NET CURRENCY REVALUATION (LOSSES)/GAINS RETAINED IN
PROFIT OR LOSS
Total net realised gains (Note 19) 3617572 3099 736
Total net unrealised (losses)/gains (Note 20) (5916 948) 3 868 432
Total net currency revaluation (losses)/gains (2299 376) 6968 168
Appropriated to Currency Revaluation Reserve:
Net realised currency gains reinvested in foreign assets (3676 210) (3001 543)
Net unrealised currency (losses)/gains (Note 20) 5916 948 (3 868 432)
Transfer from/(to) Currency Revaluation Reserve 2 240 738 (6 869 975)
Net currency revaluation (losses)/gains retained in profit or loss (58 638) 98 193

24. CONTRIBUTION TO THE BANK OF BOTSWANA DEFINED CONTRIBUTION STAFF PENSION FUND

The Bank’s contribution to the Bank of Botswana Defined Contribution Staff Pension Fund for the year ended December 31,
2016 is P27 388 000 (2015: P26 234 000)

25. STATEMENT OF CASH FLOWS

The definition of cash in IAS 7 is not wholly appropriate to the Bank. Due to its role in the creation and withdrawal of currency
in circulation, the Bank has no cash balances on its Statement of Financial Position (see Note 8). However, the Bank has the
ability to create cash when needed.
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2016 2015
P’000 P’000
26. CASH GENERATED FROM OPERATIONS

Net income for the year adjusted for: 1403 247 9135 384
Net realised and unrealised exchange gains/(losses) 2240 738 (6 869 975)
Depreciation expense 26 231 26 694
Loss on disposal of Property and Equipment 612 414
Interest: Government of Botswana bond (2 003) (1997)
. . 3 668 825 2290 520

Adjustments for movements in:
Deposits: banks and other 1 043 807 (1 881451)
Deposits: Government 196 178 106 994
Bank of Botswana Certificates (271 551) 3988 538
Reverse Repurchase Agreements (369 970) 1368 492
Other assets (247 791) 18218
Other liabilities 222 930 (85 465)
Cash generated from operations 4242 4238 5 805 846

27. CAPITAL COMMITMENTS

Approved and contracted for 4937 3174
Approved, but not contracted for 58 235 57 898
63 172 61072

These capital commitments will be funded from internal resources.

28. COLLATERAL

(a)  Credit Facility
There were no open positions as at December 31, 2016 (2015: Nil) under the Credit Facility accounted for as
“Advances to banks”.

(b) Securities Lending Programme
Under the Bank’s Securities Lending Programme, the Bank has lent securities with a fair value of P9.3 billion
(2015: P9 billion). The Bank has accepted securities with a fair value of P9.7 billion (2015: P9.4 billion) as collateral
for the securities lent under this programme.
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GOVERNMENT OF BOTSWANA BONDS AND TREASURY BILLS
In accordance with Sections 56 and 57 of the Bank of Botswana Act (CAP 55:01), the Bank acts as agent of the Government for
the issuance and management of the Government Bonds and Treasury Bills. An analysis of the bonds and treasury bills issued

during the financial year ended December 31, 2016 is provided below:

Government of Botswana Bonds and Treasury Bills issued during the year 2016

Bond/
Treasury BWO005 BWO007 BWO008 BWO11 BWO012 |BW070916| BW071216 | BW080317 | BW670617 Total
Bill Detail

Mar 9, Mar 9, Mar 9, Mar 9, Mar 9, Mar 9, Jun 8, Sep 7, Dec 7,

Jun 8, Jun 8, Jun 8, Sep/ Jun 8, 2016 2016 2016 2016
Date of Sep/ Sep 7, Sep/Dec Dec 7, Sep/
Issue Dec 7, 2016 2016 2016 Dec 7,

2016 2016
Date of Sep 12, Mar 10, Sep 8, Sep 10, Jun 13, Sept 7, Dec 7, Mar 8, Jun 7,
Maturity 2018 2025 2020 2031 2040 2016 2016 2017 2017
Interest Rate
Percent (per 10 8 7.75 7.75 6 - - - -
annum)

P?000 P*000 P’000 P?000 P*000 P’000 P*000 P?000 P’000 P?000

Nominal 470000 [ 219000 | 481000 | 283000 [ 449000 | 500000 500 000 500 000 500 000 | 3902000
Value
Net

(Discount)/ 68 133 51066 67 145 68 651 20783 (3 775) (2975) (2 725) (2 480) 263 823

Premium

Net 538 133 270 066 548 145 351651 469 783 496 225 497 025 497 275 497520 | 4165823
Proceeds

Interest Paid 7500 7 440 8060 5813 11 970 3775 2975 = = 47 533
Interest

Accrued 14 412 5469 11 842 6 846 1 406 = = 1737 341 42 053
(a) Net proceeds realised from the issue of the bonds of P4 165 823 000 (2015: P2 970 655 000) were invested in the

Government Investment Account. The nominal value of holdings of total outstanding Government bonds and treasury
bills as at December 31, 2016, was P9 258 000 000 (2015: P7 196 000 000).

(b) Interest is payable on all interest earning bonds on a semi-annual basis in arrears. During the year to December
31, 2016, total interest payments of P573 119 400 were made (2015: P628 738 550) and were funded from the
Government’s current account maintained with the Bank.

(c) Government bonds and treasury bills are liabilities of Government; and are, therefore, not accounted for in the
Statement of Financial Position of the Bank.

RISK MANAGEMENT IN RESPECT OF FINANCIAL INSTRUMENTS

Risk is inherent in the Bank’s management of financial instruments which comprise primarily foreign currency denominated
assets, which are held in various financial instruments. This risk is managed through a process of ongoing identification,
measurement and monitoring that is subject to an extensive framework of risk limits and other controls. The process of risk
management is critical to the Bank’s ongoing operations, with the day to day management of the financial instruments being
conducted by the Financial Markets Department. A key element in the risk management of the foreign exchange reserves is
safety, defined as the preservation of purchasing power of the foreign exchange reserves. To this end, the Bank has continued
to pursue a conservative and diversified investment strategy, with an SDR weighted currency allocation as the benchmark.
The Bank’s objectives, policies and procedures for managing the risk exposures and the method used to measure the risks have
remained consistent with the prior year. The risk management framework remains sound and effective.
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30. RISK MANAGEMENT IN RESPECT OF FINANCIAL INSTRUMENTS (Continued)

Risk Management Governance Structure
The Bank’s risk management governance structure is broadly as follows:

(a) Board

The Board is responsible for the Bank’s overall risk management and for approving investment policies and guidelines.
The Bank’s management reviews the risk management policies from time to time.

(b) Investment Committee

The Investment Committee, which is chaired by the Governor and comprises representatives from relevant areas
of the Bank, meets regularly to review developments in the international financial and capital markets. Where
necessary, the Investment Committee makes decisions on Bank managed portfolios. The Investment Committee
also monitors the performance of the external fund managers.

(c) Financial Markets Department

The Financial Markets Department is responsible for the management of the foreign exchange reserves and has a
specialised Risk Management Unit focusing on the risks associated with all the investment portfolios and ensures
compliance with Investment Guidelines.

(d) External Fund Managers and Custody

External fund managers are engaged to complement the Bank’s reserve management activity. The Bank uses the
services of a custodian which provides custodial services for the Bank’s assets.

(e) Segregation of Duties

At an operational level, the main feature of risk control is the segregation of duties relating to dealing, settlement,
risk monitoring and recording. These responsibilities are split among three Departments: Financial Markets, Banking,
Payments and Settlement and Finance.

Tranching of Foreign Exchange Reserves — Liquidity Portfolio and Pula Fund

The Bank of Botswana Act (CAP 55:01) requires the Bank to maintain a primary international reserve, that is, the Liquidity
Portfolio, while Section 34 provides for the establishment and maintenance of a long-term investment fund, the Pula Fund. In
compliance with the statutory requirements, a major feature of the foreign exchange reserves management strategy is, therefore,
to allocate a certain level of reserves to the Liquidity Portfolio, with the remaining amount invested in the Pula Fund.

Pula Fund

Investments of the Pula Fund comprise long-term assets, such as long-dated bonds and equities actively traded in liquid markets,
with the expectation of earning a higher return than could be achieved on conventionally managed investments. The asset
allocation between bonds and equities is determined using a combination of historical data and assumptions. Exercises are also
conducted in respect of the Pula Fund risk/return sensitivity analysis, using different portfolio options, where risk is measured
by a standard deviation on the rate of return.

Liquidity Portfolio

In terms of the investment guidelines, the Liquidity Portfolio gives priority to liquidity over return, given the constant need to
provide foreign exchange to finance international transaction payments. While the eligible investment currencies are similar to
those of the Pula Fund, the Liquidity Portfolio is largely invested in the Bank’s international transaction currencies.

There are no equities in the Liquidity Portfolio and investment instruments include government bonds of eligible grade currencies
issued by AAA-rated supranational and AAA-rated US agencies in eligible currencies; other liquid money market instruments
are also eligible.

Types of Risk Exposure

The Bank’s investment guidelines cover basic types of risk exposures, namely, market risk (currency risk, interest rate risk and
equity price risk), credit risk and liquidity risk. These types of risk apply to the foreign assets and liabilities.
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RISK MANAGEMENT IN RESPECT OF FINANCIAL INSTRUMENTS (Continued)

(@)

(b)

(©)

Currency Risk

The foreign exchange reserves are invested in currencies that are freely convertible, less susceptible to frequent and
sharp exchange rate fluctuations and are used in well developed financial markets. The Bank’s policy is to invest
only in currencies with high ratings assigned by Moody’s Investors Service and Standard and Poor’s. Through a
diversified currency allocation relative to an SDR weighted benchmark, the Bank ensures that the purchasing power
of the foreign exchange reserves is preserved. In terms of the investment guidelines, a maximum deviation from
the neutral level (using the SDR weights as a benchmark) for USD and EUR of 10 percentage points is permitted,
while a deviation of up to 5 percentage points on all other currencies is permitted. At the end of 2016, the Bank’s
total exposure to SDR and related currencies was P72.1 billion (2015: P81.2 billion). The Bank is also exposed to
SDR currency risk on net IMF balances amounting to P535 575 000 (2015: P530 293 000).

Interest Rate Risk

Interest rate risk is the possible loss in the value of a fixed income asset resulting from an unexpected and adverse
movement in interest rates and a consequent change in price. Interest rate risk is measured by modified duration,
which measures the sensitivity of the price of a bond to changes in interest rates expressed in years. The Bank
benchmarks the interest rate risk for the Pula Fund (fixed income assets) to reflect the long-term nature of the portfolio,
with emphasis on higher return. The higher interest rate risk is generally compensated by higher returns expected
from longer maturity bonds. The modified duration benchmark will vary over time, as changing market conditions
and index weights impact the global modified duration of the index. At the end of 2016, the average modified
duration of the fixed income portion of the Pula Fund was 7.6 years (2015: 7.4 years). As the Liquidity Portfolio
gives priority to liquidity over return, given the constant need to provide foreign exchange to finance international
transaction payments, from the Bank’s perspective, this portfolio is exposed to minimum interest rate risk. At the
end of 2016, the Liquidity Portfolio’s average modified duration was 2.3 years (2015: 1.9 years).

Equity Price Risk

Equity price risk is the risk that the value of equities decrease as a result of changes in the level of equity indices
and diminution of value of individual stocks. The geographic allocation of equity exposure follows generally the
market capitalisation among the major markets. The investment guidelines stipulate the holding levels of equities.
Holdings of more than 5 percent in one company are not permitted. A reasonable spread among the industry sectors
is maintained in the portfolio. There are no investments in private placements or unquoted stocks. At the end of
2016, the equity portion of the Pula Fund was P20.6 billion (2015: P28.3 billion).

Market Risk Sensitivity Analysis

The set of assumptions used for each of the risk factors hereunder are not forecasts, but merely “what if” scenarios
and the likely impact on the current portfolio, based on selected changes in risk variables over a one year horizon.

The Table below gives an indication of the risk sensitivities of the portfolio to various risk parameters. Assuming
that the probability of the beneficial change in the risk variables are as likely to happen as an adverse change, both
potential increase and decrease are shown for the indicated scenarios.
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30. RISK MANAGEMENT IN RESPECT OF FINANCIAL INSTRUMENTS (Continued)

December 31, 2016
Risk Variable Adverse market change Beneficial market change
Scenario Effect on Statement of |Scenario Effect on Statement of
Profit or Loss and Other Profit or Loss and Other
Comprehensive Income’ Comprehensive Income’
(P’000) (P*000)
Increase in yields by Decrease in yields by
Interest Rate Risk 50 basis points (1354 941) 50 basis points 1354 941
SDR Strengthening of the Weakening of the Pula
currencies |Pula by 1 percent (7135712) by I percent 735712
South
African Strengthening of the Weakening of the Pula
Currency Risk rand Pula by 1 percent (3233D) by 1 percent 32331
Decline in global Increase in global eq-
Global equity prices by uity prices by 5 per-
Equity Risk Equities 5 percent (1028 838) cent 1 028 838
December 31, 2015
Risk Variable Adverse market change Beneficial market change
Scenario Effect on Statement of |Scenario Effect on Statement of
Profit or Loss and Other Profit or Loss and Other
Comprehensive Income’ Comprehensive Income’
(P’000) (P’000)
Increase in yields by Decrease in yields by
Interest Rate Risk 50 basis points (1384 841) 50 basis points 1384 841
SDR Strengthening of the Weakening of the
currencies |Pula by 1 percent (830182) Pula by 1 percent 830 182
South
African Strengthening of the Weakening of the
Currency Risk rand Pula by 1 percent (18 628) Pula by 1 percent 18 628
Decline in global Increase in global
Global equity prices by 5 equity prices by
Equity Risk Equities percent (1412 661) 5 percent 1412 661

The market risk estimates as presented in the Tables above are based on sensitivities to the individual risk factors. The correlation
between the risk variables is not reflected in the effect on the Statement of Profit or Loss and Other Comprehensive Income.

(d) Credit risk

This is the risk that would arise if an entity that the Bank conducts business with is unable to meet its financial
obligations or in the event of an adverse credit event or default. This may be a commercial bank accepting a deposit,
a sovereign, supranational or corporate entity issuing a bond or a counterparty with whom the market participant
has contracted to buy or sell foreign exchange or money or capital market instruments. In the Bank’s endeavour to
control credit risk, it deals with only the best quality institutions or counterparties, as determined by international
rating agencies.

Consistent with the investment guidelines, the Bank withdraws the invested funds if there has been a downgrade of
any institution. In cases where the new lower rating necessitates a lower exposure, funds are withdrawn to ensure
that the new limit is not exceeded.

> The effects are expected to have the same impact on shareholder’s funds.
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RISK MANAGEMENT IN RESPECT OF FINANCIAL INSTRUMENTS (Continued)
The Bank mitigates credit risk by addressing the following underlying issues:

* Defining eligible investment instruments;

* Pre-qualifying counterparties (financial institutions, brokers/dealers, and intermediaries) doing business with the Bank; and

¢ Diversifying investment portfolios so as to minimise potential losses from securities or individual issuers.
The Bank has not impaired any of its assets in the current and previous period.

Exposure to Credit Risk

The Table below shows the maximum exposure to credit risk for the components of the Statement of Financial Position, including

derivatives. The maximum exposure is shown gross, before the effect of the above mitigation factors.

2016 2015
Notes P°000 P°000
Financial Assets
Liquidity Portfolio
Bonds: held for trading 1.1 8520 683 12 904 792
Short-term deposits: loans and receivables 12 690 786 9 009 628
Pula Fund
Bonds: available-for-sale 1.2 32424 379 33418 814
Derivative instruments: held for trading - 30233
Short-term deposits: loans and receivables/(payables) 1 144 361 (497 037)
International Monetary Fund- loans and receivables
Reserve tranche 2.1 585 663 424 539
Holdings of Special Drawing Rights 2.2 839 790 1334931
General Subsidy Account 23 21 845 23 666
Government of Botswana bond: available-for-sale 4 22901 23 733
Other Assets- staff loans and advances: loans and receivables 5 59 334 52 579
Total 56 309 742 56 725 878
Analysis of Credit Exposure by class:
Measured at fair value
Bonds 40 945 062 46 323 606
Derivatives - 30233
Government of Botswana bond 22901 23733
Measured at amortised cost
IMF Reserves 1447298 1783 136
Staff advances 59 334 52 579
Short-term deposits: loans and receivables 13 835 147 8512 591
Total 56 309 742 56 725 878

While some financial instruments are recorded at fair value, the amounts shown above represent the current credit risk exposure,
but not the maximum risk exposure that could arise in future as a result of changes in values. The Tables below reflect the credit

exposure based on the fair value of the assets with counterparties as at December 31, 2016.
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30. RISK MANAGEMENT IN RESPECT OF FINANCIAL INSTRUMENTS (Continued)

Credit Exposure on Bonds

2016 2015
Moodys/S&P Government Corporate Total Total
Rating (P’000) (P’000) (P’000) (P’000)
AAA 26 823 767 68 170 26 891 937 38 549 529
AA+ 3674208 105 973 3780 181 409 931
AA 5089 133 16 867 5 106 000 3350511
A+ 3540 810 - 3540 810 2 195 542
A - - - 30370
Other® 1626 134 - 1626 134 1787 723
40 754 052 191 010 40 945 062 46 323 606
Credit Exposure to Banks (Short-term deposits)

2016 2015
Fitch Rating (P*000) (P’000)
AAA’ 4455047 2975 442
AA+ - 528 122
AA’ 52 744 =

A 45962
at5 636 691 222222
al 581 460 562 492
as 494 797 1 101 506
aa2 157 074 -
aa-1 605 866 -
aa-2 2083912 -
aa-5 1332 500 668 032
a-5 983 511 691 733
BBB-’ 1 740 863 1278 130
bbb+1/bbb+5/bbb-3 664 720 484912
13 835 147 8512 591

Credit Exposure on Securities Lending Programme

The Bank’s global custodian manages a securities lending programme as agent of the Bank. Due to the short term nature of the
The Bank’s global custodian manages a securities lending programme as agent of the Bank. Due to the short term nature of the
securities lending transactions, the collateral received under this programme changes on a short term basis. The securities lend-
ing is regulated by a securities lending agreement with the global custodian and follows the general criteria for the Bank’s credit
exposure. The global custodian monitors the market value of the collateral and, where necessary, obtains additional collateral in
line with the underlying agreement.

(e) Instrument Risk

Sovereign Bonds

In accordance with the investment guidelines, the Bank invests in eligible instruments that are direct obligations or
obligations explicitly guaranteed by governments or local governments of 13 selected sovereign countries that are
highly rated by Standard and Poor’s and Moody’s Investors Service. Exposure limits are assigned to the specific
sovereign countries in accordance with the ratings assigned by the credit rating agencies.

Corporate Bonds

The Bank invests in a small proportion of corporate bonds rated A1 or higher, with the issuer being incorporated and
tax resident in a country whose sovereign debt is eligible for investment by the Bank. A reasonable geographical
spread of issuers is maintained.

6 <Other’ includes investments rated below A-, but still remain within the acceptable investment grades as per the investment

guidelines.
7 TIncluded in AAA, AA+, AA, A and BBB- are deposits held with central banks.
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30. RISK MANAGEMENT IN RESPECT OF FINANCIAL INSTRUMENTS (Continued)

®

Liquidity risk

Liquidity risk is the risk that the Bank will be unable to meet its payment obligations when they fall due, hence
liquidity is an integral part of the Bank’s foreign exchange reserves policy. To limit this risk, the Management
manages the assets with liquidity in mind and monitors future cash flows and liquidity on a daily basis. The Bank
is exposed to daily Pula liquidity requirements on the deposits it holds on behalf of the shareholder, Government
of Botswana, the banking system and other clients holding deposits with the Bank (mainly parastatals). For the
purpose of managing foreign exchange reserves, the Bank keeps some of its assets in short-term deposits and other
liquid money market instruments to enable the availability of liquidity to meet outflows without incurring undue
capital loss and to provide flexibility to respond effectively to changing market requirements.

Financial Liabilities at Undiscounted Cash Flows
The table below summarises the maturity profile of the Bank’s financial liabilities as at December 31, 2016, based on contractual

undiscounted repayment obligations.

Less than

December 31, 2016 3 months 3—12 months 1-5 years Over 5 years Total
(P’000) (P’000) (P’000) (P’000) (P’000)

Bank of Botswana Certificates 7 919 900 - - - 7 919 900
Reverse Repurchase Agreements 1302 879 - = = 1302 879
Deposits 6307 357 - - - 6 307 357
Allocation of SDR — IMF - - = 825107 825107
Liabilities to Government — IMF - - = 86 615 86 615
Dividend to Government 2205952 = - - 2205952
Other Liabilities 352439 - - - 352 439
18 088 527 — — 911 722 19 000 249

Less than

December 31, 2015 3 months 3-12 months 1-5 years Over 5 years Total
(P’000) (P’000) (P’000) (P’000) (P’000)

Bank of Botswana Certificates 8192 650 - - - 8192 650
Reverse Repurchase Agreements 1672 849 - - - 1672 849
Deposits 5067372 - - - 5067 372
Allocation of SDR — IMF - - = 893 912 893912
Liabilities to Government — IMF = - = 358 931 358 931
Dividend to Government 401 782 = - - 401 782
Other Liabilities 129 509 - - - 129 509
15464 162 — — 1252 843 16 717 005

(2) Operational Risk

Operational risk is the risk of financial or reputational loss arising from systems failure, human error, fraud or external
events. To mitigate this risk, the Bank has in place, a policy and operational risk framework approved by the Board.
The risk management and planning function within the Finance Department focuses primarily on coordinating
management of operational risks and it ensures that there is a bank-wide system of identifying, assessing, evaluating
and monitoring operational risks including business continuity management. Management and the Board maintain
an oversight role for the management of operational risks through the Risk Management Committee and Audit
Committee of the Board, respectively.

65



BANK OF BOTSWANA ANNUAL REPORT 2016

NOTES TO THE ANNUAL FINANCIAL STATEMENTS (Continued)
For the year ended December 31, 2016

31.  FAIR VALUE OF FINANCIAL INSTRUMENTS

Fair value of financial instruments carried at amortised cost
The Board considers that the carrying amounts of financial assets and liabilities recognised in the financial statements at amortised
cost approximate their fair values.

For financial instruments that trade infrequently and have little price transparency, fair value is less objective and requires varying
degrees of judgement depending on liquidity, concentration, uncertainty of market factors, pricing assumptions and other risk
affecting the specific instrument.

Valuation models and techniques

The fair values of financial assets and financial liabilities with standard terms and conditions and traded on active liquid markets
are determined with reference to quoted market prices (includes listed redeemable notes, bills of exchange, debentures and
perpetual notes).

The fair values of other financial assets and financial liabilities (excluding derivative instruments) are determined in accordance
with generally accepted pricing models and valuation techniques. The fair values are based on net present value, discounted cash
flow models and comparison with prices from observable current market transactions and dealer quotes for similar instruments.

The objective of valuation techniques is to arrive at a fair value measurement that reflects the price that would be received to
sell the asset or paid to transfer the liability in an orderly transaction between market participants at the measurement date.

The Bank uses widely recognised valuation models for determining the fair value of financial instruments, such as interest rates
yields, that use only observable market data and require little management judgement and estimation.

The fair value of Government bonds is derived from market quotations. These are prices dealers will be willing to pay for
similar instruments.

The Bank uses discounted cash flow analysis to value Bank of Botswana Certificates (BoBCs). The valuation is based on
observable market prices, with the yield curve providing the discount factors needed.

The fair values of derivative instruments are calculated using quoted prices. Where such prices are not available, a discounted
cash flow analysis is performed using the applicable yield curve for the duration of the instruments for non-optional derivatives,
and option pricing models for optional derivatives.

Foreign currency forward contracts are measured using quoted forward exchange rates and yield curves derived from quoted
interest rates matching maturities of the contracts. Interest rate swaps are measured at the present value of future cash flows
estimated and discounted based on the applicable yield curves derived from quoted interest rates.

Fair values are categorised into different levels in a fair value hierarchy, which reflects the significance of the inputs used in
making the measurements.

Level 1 fair value measurements are those derived from quoted prices (unadjusted) in active markets for identical assets or
liabilities.

Level 2 fair value measurements are those derived from inputs other than quoted prices included within Level 1 that are
observable for the asset or liability, either directly (i.e., as prices) or indirectly (i.e., derived from prices). This category includes
instruments valued using: quoted market prices in active markets for similar instruments; quoted prices for identical or similar
instruments in markets that are considered less active; or other valuation techniques in which all significant inputs are directly
or indirectly observable from market data.

Level 3 fair value measurements are those derived from valuation techniques that include inputs for the asset or liability that
are not based on observable market data (unobservable inputs).

If the inputs used to measure the fair value of an asset or a liability are categorised in different levels of the fair value hierarchy,

then the fair value measurement is categorised in its entirety in the same level of the fair value hierarchy as the lowest level input
that is significant to the entire measurement.
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31. FAIR VALUE OF FINANCIAL INSTRUMENTS (Continued)

Fair Value Measurements recognised in the Statement of Financial Position

The following Table provides an analysis of financial instruments that are measured at fair value, including their levels in the

fair value hierarchy.

December 31, 2016 Note Level 1 Level 2 Total
P’000 P’000 P’000
Financial Assets
Held for trading
Bonds 8 520 683 - 8 520 683
Available—for—sale
Bonds 32424 379 - 32424 379
Equities 20 576 760 - 20 576 760
Government Bond - 22901 22901
Loans and Receivables — 15341 779 15341 779
61 521 822 15 364 680 76 886 502
Financial Liabilities
Held for trading
Other financial liabilities
Bank of Botswana Certificates - 7918 371 7918 371
Other liabilities - 11 080 349 11 080 349
- 18 998 720 18 998 720
December 31, 2015 Note Level 1 Level 2 Total
P’000 P’000 P’000
Financial Assets
Held for trading
Bonds 12 904 792 - 12 904 792
Derivative instruments - 30233 30 233
Available—for—sale
Bonds 33418 814 - 33418 814
Equities 28253210 = 28253210
Government Bond — 23 733 23 733
Loans and Receivables — 10 348 306 10 348 306
74 576 816 10 402 272 84 979 088
Financial Liabilities
Derivative instruments - 21770 21770
Other financial liabilities
Bank of Botswana Certificates - 8189 922 8189 922
Other liabilities — 8525934 8525934
— 16 737 626 16 737 626

There were no transfers between levels during the year.
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32. RELATED PARTY BALANCES AND TRANSACTIONS

Balances and Transactions with the Government
The Bank provides several services to its shareholder, the Government. The main services during the year to December 31,

2016, were:

(a) provision of banking services, including holding of the principal accounts of the Government;

(b) management of the Notes and Coin in issue, including printing and minting of notes and coin; and
(c) being the Government agent for government bonds and treasury bills.

The aggregate balances in Government accounts are disclosed in Note 10.
No charge is made to the Government for provision of these services.

The Bank earned interest on its holding of the Government of Botswana bonds (as described in Note 4) of P2 003 000  (2015:
P1 997 000).

Other Related Party Balances and Transactions
(a) Amounts due to related parties.

Included in the balance of outstanding “Deposits — Other” in Note 10 are the following balances with Government-owned

institutions.
2016 2015
P°000 P’000
Botswana Savings Bank 1557 1172
Botswana Unified Revenue Service 112 575 72 872
Total 114 132 74 044

The amounts outstanding are unsecured and have no fixed repayment terms.
(b) Remuneration of Key Management Personnel

Key management personnel comprise the Governor, Board Members, Deputy Governors, General Manager and
Heads of Department.

Gross emoluments of the key management personnel are:

2016 2015

P’000 P°000

Non-Executive Board members 94 214
Executive Management

Salaries, allowances and other short term benefits 13 057 13 252

Post-employment benefits 5366 2356

18 517 15 822

Of the Staff Loans and Advances per Note 5, P1 548 000 (2015 : P1 682 000) are attributable to Executive Management.
33. CONTINGENCIES
The Bank is defending an action instituted by one of the depositors of Kingdom Bank Africa Limited that is now under liquidation.

Although liability is not admitted, if the defence against the action is unsuccessful, the claim against the Bank, and legal costs
could amount to the equivalent of approximately P32 million.
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34. EVENTS AFTER THE REPORTING DATE

At the date of finalisation of the annual financial statements, there were no material events that occurred subsequent to the
statement of financial position date that require adjustment to or disclosure in the financial statements.
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CHAPTER 1

THE BorswaNnA Economy IN 2016

1. Ourputr, EMPLOYMENT AND
PricEs

(a) National Income Accounts

Overview

1.1 Real GDP grew by an estimated 0.9 percent in
the twelve months to September 2016 (Chart
1.1), compared to a revised contraction of 0.1
percent in the corresponding period ending in
September 2015." The non-mining sectors ex-
panded moderately by 3 percent, higher than
growth of 2.1 percent in the twelve months to
September 2015. In contrast, the contraction
of mining output by 11.9 percent in the year
ending in September 2016 compared to 11.8
percent in the corresponding period ending in
September 2015, weighed down overall GDP
growth. Nonetheless, the mineral sector re-
mains the largest in the economy, with a share
of 18.5 percent of GDP? in current prices.

CHART 1.1: REAL GDP GrowTH 2012 —2015/16
(PERCENT)
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Source: Statistics Botswana

1 Estimates for the final quarter of 2016 are yet to be published.

2 See Statistics 2016, Part C, Table 1.3, in this Report, for the
rest of sectoral shares of GDP in current prices.

Sectoral Performance

1.2 All economic sectors, except agriculture and
mining, recorded an increase in output in the
twelve-month period to September 2016,
hence, contributing positively to real GDP
growth (Chart 1.2). Within the various sectors,
performance at industry level was mixed, with
output expanding in some industries, but con-
tracting for others (Chart 1.3, overleaf).

1.3 The contraction in mining output was mainly
due to a decline in diamond output, as produc-
ers scaled down production. Debswana’s rough
diamond production declined by 8.6 percent
from 21.6 million carats to 19.7 million carats,
in the twelve-month period to September 2016,
while output from the smaller mines of Karowe
and Ghaghoo* also followed the same trend.*

1.4 With respect to copper-nickel, output declined
by 26.9 percent in the year ending September
2016, following the closure of the Mowana
and Thakadu copper mines in the final quarter
of 2015.%> Output of coal declined by 6.1 per-
cent in the same period, largely attributable to
Morupule B power station operating below full
capacity in the first half of 2016, while soda
ash production grew by 21.1 percent, and other

3 Production at the Ghaghoo mine was first recorded in the first

quarter of 2015. The mine’s output declined by more than
50 percent between 2015 and 2016, leading to its placement
under care and maintenance in February 2017.

4 Nevertheless, the Karowe mine continued to perform well,

boosted by sales of exceptionally large, high value stones.
Total sales were boosted by the record sale of the 813-carat
“The Constellation” for USD63.1 million in May 2016. In
addition, the second largest diamond ever found in the world
by carat size, “Lesedi La Rona”, was not sold at the Sotheby’s
auction in June 2016; its highest bid price of USD61 million
fell below the reserve price of USD70 million. It is scheduled
for sale in the first half of 2017. Furthermore, exceptional
stones are expected as Karowe mine plans to invest more on
x-ray technology.

5 Going forward, the cessation of operations by BCL and

Tati Nickel Mining Company in October 2016, following
the decision by Government to place the BCL group of
companies under provisional liquidation, will further
adversely affect the output of copper and nickel.
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CHART 1.2: CoNTRIBUTION TO REAL GDP GROWTH BY SECTOR (PERCENT)'
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CHART 1.3: REAL GDP GROWTH BY SECTOR (PERCENT)
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1.5

1.6

1.7

1.8

mining contracted by 2.1 percent.

The water and electricity sector expanded
by 143.6 percent, significantly reversing the
contraction of 16.9 percent in twelve-month
period ending September 2015 (Chart 1.3).
The increase was mainly attributable to a 97.5
percent growth in the electricity sub-sector (a
reversal of a substantial previous decline), due
to fewer disruptions in domestic generation of
electricity, and relatively stable electricity sup-
ply since the beginning of 2016. The water
sub-sector grew by 14.9 percent in the twelve-
month period to September 2016, on account
of substantial rainfall experienced across some
parts of the country in the early part of 2016,
and infrastructure developments, including
Phase II of the North-South Carrier Project. In
addition, the introduction of a dual billing sys-
tem by the Water Utilities Corporation (WUC),
where customers are charged for both potable
and waste water, helped performance in the
water sub-sector.

Growth in transport and communications was
constant at 5.3 percent in the twelve-month pe-
riod ending in September 2016 as in the prior
year, mainly supported by a 12.7 percent ex-
pansion in the railways sub-sector, following
the commencement of passenger train services
in March 2016. Furthermore, other main sub-
sectors recorded positive growth, with the ex-
ception of the Central Transport Organisation
(CTO), which contracted mainly because of a
large cut in internal travel and transport charg-
es.

Finance and business services grew by 4.5 per-
cent in the twelve months to September 2016
compared to 3.8 percent in the year ending in
September 2015. All the sub-sectors recorded
positive growth, led by real estate (8 percent),
business services (7.2 percent) and owner-oc-
cupied residential housing (7 percent). Growth
in construction slowed marginally from 4.1
percent to 3.9 percent in the same period.

Trade, hotels and restaurants grew by 2.5 per-
cent compared to a contraction of 1.6 percent
in the twelve-month period ended September

1.9

(b)

2015. All sub-sectors posted strong growth in
the review period, with the exception of whole-
sale trade which contracted by 26.1 percent,
owing to the weak performance of the mining
sector, as diamond marketing is an activity of
the wholesale trade sub-sector.

Production in agriculture decreased by 1.3 per-
cent compared to a 0.9 percent increase in the
prior year, due to a contraction in output of oz#-
er agriculture (horticulture). Manufacturing
production remained flat in the twelve-months
to September 2016 compared to a growth of
4.9 percent in the year to September 2015, due
to offsetting movements of sub-sectoral output.

Economic Growth Prospects

1.10 Real GDP is forecast to expand by 4.2 per-

1.11

cent in 2017 compared to an estimate of 2.9
percent for 2016, although the uncertain global
and domestic economic environment suggest
that the forecast for 2017 could be optimistic.
Global output growth is projected at 3.4 per-
cent in 2017, higher than 3.1 percent in 2016
(Table 1.1).¢ Thus, the modest pace of recovery
in the global economy continues to constrain
prospects for growth in Botswana. Notably, un-
certainty surrounding the trade policy direction
of the new USA administration, the process to-
wards withdrawal of the United Kingdom from
the European Union, moderation of growth in
China and risks to stability of the euro area
could alter medium-term growth prospects. In
addition, the weak growth outlook for South
Africa due to political uncertainty and slow
pace of structural reform, is likely to have an
adverse impact on neighbouring countries, in-
cluding Botswana.

Domestically, government revenues continue
to be heavily reliant on mineral and customs
and excise receipts, which are susceptible to
exchange rate and international market fluctua-
tions. Continued challenges in water and elec-
tricity related infrastructure are a risk to the
economic performance (value addition) of oth-
er sectors. In addition, business confidence re-

6 World Economic Outlook (WEO) Update, January 2017,
International Monetary Fund.
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TABLE 1.1: GLOBAL GROWTH ESTIMATES AND
Forecasts 2015 — 2017 (PERCENT)
2015 2016 2017
(Projections)
Global 32 31 34
Advanced economies, of 2.1 1.6 1.9
which, 26 1.6 2.3
USA 20 17 1.6
Euro area 1.2 09 0.8
Japan
Emerging markets, of 4.1 4.1 4.5
which, 34 16 2.8
Sub-Saharan Africa 69 6.7 6.5
China 76 66 7.2
India 1.3 03 0.8
South Africa 17 29 4.2
Botswana!
1. Projections for Botswana are sourced from the
2017 Budget Speech.
Source: International Monetary Fund, World Economic
Outlook, January 2017 update and Ministry of
Finance and Economic Development.

mains modest, thus a likelihood of constrained
investment and contribution of the private sec-
tor to economic growth. However, there is an
expectation that relatively low global oil prices
as well as improved performance in emerging
and developing economies will provide some
stimulus to the global economy. At the same
time, it is envisaged that the current govern-
ment expenditure on infrastructure and toler-
ance of relatively small deficits will support
economic activity, while stable electricity
and water supply should also improve growth
prospects. Furthermore, the ongoing recovery
in the commodity markets and the prospects
for reopening of closed mines, including the
Mowana Copper Mine, and commencement of
new operations, bodes well for future perfor-
mance of the domestic economy.

(¢c) Employment

1.12 Formal sector employment increased by one
percent from 341 115 in September 2015 to
344 490 in September 20167, attributable to a
slight increase in the number of private sector
employees, especially in the construction sec-

7 The formal sector employment figures exclude workers
engaged in the labour intensive public works programme,
Ipelegeng, a part of the poverty reduction strategy as well as
the Botswana Defence Force (BDF).
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tor. The limited movements in overall and com-
position of formal employment by sector was
maintained in the past five years (Chart 1.4),
with the private sector accounting for about 60
percent of the formal sector work force.

1.13 The most recent domestic unemployment data

are from the Botswana AIDS Impact Survey [V
(BAIS 1V) for 2013, which estimates a nation-
al unemployment rate of nearly 20 percent of
the labour force.® The unemployment rate was
higher for women than men (22.3 percent com-
pared to 17.8 percent). However, it is worth
noting that, for more effective policy-making
and monitoring, more up-to-date estimates on
unemployment are necessary.

(d) Inflation

1.14 Global inflation remained low, increasing slight-

ly from 2.8 percent in 2015 to 2.9 percent in
2016, mainly reflecting low commodity (includ-
ing oil) prices, restrained global demand and
persistent excess capacity in major economies.
Despite modest global demand and a well-sup-
plied market, international oil prices increased
late in 2016 in response to the agreement by the
Organisation of Petroleum Exporting Countries
(OPEC) and some non-OPEC oil producers
(such as Russia) to limit production, but they
remained relatively low by historical standards.
The price of the major international bench-
mark, Brent crude, increased by 40.3 percent
from USD38.01 per barrel in December 2015 to
USD53.32 per barrel in December 2016.° Simi-
larly, international food prices increased by 11
percent in December 2016 compared to a de-
cline of 17.5 percent in December 2015.

8 This is based on standard international definitions where the

labour force includes all persons aged 15 and above who are
working or actively looking for work. It neither takes account
of the extent of underemployment within the working age
population nor does it include the so-called “discouraged
workers”, i.e., those who are available for work, but not
actively looking for employment.

Another major benchmark, West Texas Intermediate,
averaged USD51.97 per barrel in December 2016, which
was an increase of 39.7 percent from USD37.19 per barrel in
December 2015. Meanwhile, the OPEC reference crude oil
basket increased by 53.6 percent from USD33.64 per barrel
to USD51.67 per barrel in the same period.
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CHART 1.4: SECTORAL COMPOSITION OF FORMAL SECTOR EMPLOYMENT (EXCLUDING IPELEGENG)
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1.15 With respect to Botswana’s trading partner
countries, trade-weighted average inflation'
increased from 2.8 percent in December 2015
to 4.2 percent in December 2016. For the SDR
countries (USA, UK, Japan, Eurozone and Chi-
na), inflation increased from 0.4 percent to 1.2
percent in the same period. Meanwhile, head-
line inflation in South Africa increased from
5.2 percent in December 2015 to 6.8 percent in
December 2016, breaching the South African
Reserve Bank’s target range of 3 — 6 percent
(Chart 1.5).

1.16 Domestic inflation fluctuated around the low-
er end of the Bank’s medium-term objective
range of 3 — 6 percent'" during 2016, falling
from 3.1 percent in December 2015 to 3 per-
cent in December 2016. The rate of increase in
prices was lower for most categories of goods
and services. In particular, fuel prices fell by 3.3

10 Being the average inflation of the countries whose currencies
comprise the IMF’s Special Drawing Rights (SDR) and
South Africa inflation.

11 Inflation was in the objective range only in February, March
and December, at 3 percent in each month, and was lower
than 3 percent in the other months (including a record low of
2.6 percent in August 2016).

CHART 1.5: BoTswANA AND TRADING PARTNER
CounTrIES’ INFLATION (2011 — 2016)
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percent in the year to December 20162 follow-

12 This was in the context of a reduction in fuel prices in
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(e)

ing a 15.7 percent decrease in 2015. However,
food price inflation increased from 0.7 percent
in December 2015 to 3.9 percent in December
2016. On average, the net effect of adjustments
to administered prices was a reduction in infla-
tion by approximately 0.11 percentage points
in 2016 compared to a reduction of 0.71 per-
centage points in 2015. Regarding core infla-
tion measures, the 16 percent trimmed mean
inflation decreased from 3.2 percent in De-
cember 2015 to 2.5 percent in December 2016,
while inflation excluding administered prices
decreased from 4.5 percent to 3.7 percent in the
same period (Chart 1.6).

Inflation Outlook

1.17 It is anticipated that global inflationary pres-

Percent

CHART 1.6: BorswANA HEADLINE AND CORE
INFLATION (2011 — 2016)

Source: Statistics Botswana
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sures will be restrained, largely reflecting
subdued commodity prices (expected to re-
cover only partially) and sluggish global de-
mand. However, global inflation is forecast to
increase from 2.9 percent in 2016 to 3.3 per-
cent in 2017. Inflation increased in several ad-

February 2016. Fuel prices were decreased in February
2016, with the price of petrol, diesel and paraffin falling by
1.96 percent, 5.91 percent and 8.23 percent, respectively.
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vanced economies in 2016, and it is projected
to increase further in 2017 as the effect of the
earlier decrease in energy prices dissipates. In
emerging market economies, it is expected that
inflation will moderate as the effect of previ-
ous currency depreciation tapers off in 2017.
For Botswana, given prospects of the modest
increase in foreign prices, domestic demand as
well as the projected moderate impact of higher
administered prices, it is forecast that inflation
will remain within the 3 — 6 objective range in
the medium-term.

PuBLIC FINANCE AND THE
2017/18 BUDGET

The Government budget for 2017/18 marks
the first year of implementation of National
Development Plan (NDP) 11, Vision 2036
(the country’s new long-term vision) and the
transition to the Sustainable Development
Goals (SDGs). The budget was presented in
the context of continuing external economic
challenges arising from weak the global re-
covery, lower commodity prices and, hence,
subdued demand and market opportunities.
Domestically, economic prospects were affect-
ed by weak performance of the mining sector,
which has been the mainstay of the Botswana
economy, and lingering constraints in the sup-
ply of electricity and water.

The prevailing economic challenges have fur-
ther strengthened Government’s commitment
to pursue the country’s six national medium-
term priorities outlined in NDP 11. These are:
(a) Development of Diversified Sources of
Economic Growth and Revenues; (b) Human
Capital Development; (c) Social Development;
(d) Sustainable Use of Natural Resources;
(e) Consolidation of Good Governance and
Strengthening of National Security; and (f)
Monitoring and Evaluation. The nation’s priori-
ties are also interrelated with objectives of the
SDGs, Vision 2016 and the ongoing Economic
Stimulus Programme and, therefore, guided the
formulation of the 2017/18 budget proposals.

Furthermore, in formulating the 2017/18 bud-
get and NDP 11, Government was mindful of



CHAPTER 1: THE BotswanNA Economy IN 2016
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volatility in mineral revenues, hence the need
to strike an appropriate balance between the
short-term fiscal objective of stimulating the
economy and the medium-term to long-term
goal of promoting fiscal sustainability. In this
regard, a proposal has been made to adopt a
comprehensive fiscal rule. The elements of the
proposed fiscal rule are: financing the recur-
rent budget from non-mineral revenues; and
splitting the spending of mineral revenue, with
60 percent invested in physical and human
capital, while 40 percent is saved as financial
assets for future generations. Additional ele-
ments of the fiscal rule include restricting the
ratio of total government expenditure to GDP
to no more than 30 percent; maintaining a
70:30 percent allocation between the recurrent
and development budgets; and maintaining the
statutory limit of the total debt-to-GDP ratio at
40 percent. Nevertheless, with the anticipated
levels of non-mineral revenue during the Plan
period, the proposed component that seeks
to limit the financing of the recurrent budget
to non-mineral revenues is not likely to be
achieved, especially in the first half of the Plan
period."

According to NDP 11, the proposed rule for
the allocation of mineral revenue (60 percent
for human and physical capital and 40 per-
cent for financial savings) may prove difficult
to implement during the Plan period due to
the sluggish performance of the mining sec-
tor. However, Government is committed to a
gradual move towards the targeted allocation
rule for mineral revenues in the medium to
long-term (NDP 12). For this to be achieved,
there will need to be a significant improve-
ment in mobilisation of domestic revenues,
especially tax revenue to finance the recurrent
budget and, also, control growth in govern-
ment expenditure.

13 National Development Plan 11, April 2017 — March 2023.

()

Budget Performance: 2015/16 and
2016/17"

2015/16 Budget Outturn

2.5

2.6

The budget outturn for the 2015/16 financial
year was a deficit of P7 billion, significantly
higher than the revised estimated deficit of
P4.2 billion (and a surplus of P1.2 billion in
the original budget). The greater than antici-
pated budget deficit was largely attributable
to receipt of lower revenues and grants (Table
1.2), which resulted in a deficit of 4.7 percent
of GDP, against the government set limit of 4
percent.

Revenue decreased by PS8.5 billion (15.2 per-
cent) to P47.4 billion in 2015/16, compared to
the previous year, as a result of a decrease in
mineral and Value Added Tax (VAT) receipts.
Total expenditure and net lending increased
from P50.6 billion in 2014/15 to P54.4 billion,
but was slightly below the revised budget esti-
mate of P56 billion. The less than anticipated
total expenditure was due to underspending of
recurrent and development budgets, by P1.3
billion and P1.5 billion, respectively, while net
lending increased by P1.3 billion.

2016/17 Revised Budget Estimates

2.7

2.8

The revised estimates of the budget for
2016/17 show a lower deficit of P1.1 billion,
compared to the original projection of a much
higher deficit of P6 billion. This is due to re-
ceipt of more-than-anticipated revenue and
grants. This resulted from higher mineral reve-
nue occasioned by increased demand for rough
diamonds and, hence, an improvement in sales
during 2016.

Revenue estimates were revised upwards by
15.6 percent from P48.4 billion in the original
budget to P55.9 billion, as a result of higher
mineral and VAT receipts. Meanwhile, the esti-
mate for expenditure and net lending was also
revised upwards from P54.4 billion to P57 bil-
lion. This was mainly due to the development

14 Calculation of percentages are based on figures in Table
1.2, and may differ from those calculated from rounded off
figures in the text.
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TABLE 1.2: GOVERNMENT BUDGET 2015/16 — 2017/18 (P MIiLLION)
2015/16 2016/17 2017/18
Budget Revised Final Budget Revised Budget
Revenue 55382 51764 47 420 48 398 55926 57 187
Mineral Revenue 20 144 18299 14 438 17 033 20 854 16 334
Non-mineral Revenue 35238 33 465 32983 31365 35072 40 853
Expenditure 54 153 55961 54 411 54 445 57031 59 544
Recurrent Expenditure 41 296 41719 40413 39699 39 663 43 071
Personal Emoluments 16 057 16 072 18 544 18 107 18 107 21450
Grants & Subventions 10 864 10 969 11269 10 986 11 100 12 496
Public Debt Interest 1079 1079 827 736 736 903
Other Charges 13296 13 600 9774 9871 9720 8222
Development Expenditure 12933 14318 12 773 14 821 16 277 16 520
Net Lending -76 -76 1225 -76 1091 -47
Balance 1229 -4 197 -6 991 -6 046 -1 106 -2 357
Source: Ministry of Finance and Economic Development

budget which increased by P1.5 billion to ac- Revenue
commodate additional funding for Botswana 2.10 Revenue for 2017/18, including grants, is pro-
Power Corporation (BPC). Recurrent expen- jected to be P57.2 billion, which is 2.3 percent
diture, inclusive of funding for the BCL lig- higher than the revised budget for 2016/17
uidation process, declined marginally by 0.1 (Table 1.3) and mainly reflects a 48.1 percent
percent. increase in SACU revenues from P11.5 billion
in 2016/17 to P17.1 billion in 2017/18. Non-
(b) The 2017/18 Budget Proposals mineral income tax revenue is projected to
2.9 The proposed budget allocations for 2017/18 increase by 7.7 percent to P12.3 billion, thus

accounting for 21.6 percent of the budgeted
revenue. Estimates suggest that VAT collec-
tions will grow by 7.7 percent from P7.5 bil-
lion in the 2016/17 revised budget to P8.1 bil-
lion in 2017/18, comprising 14.2 percent of
expected total revenues. In contrast, mineral
receipts are forecast to fall substantially by

prudence to ensure fiscal sustainability in the 21.7 percent from P20.9 billion in 2016/17 to

medium-term. In this regard, the 2017/18 bud- P16.3 billion in 2017/18, given the uncertain
global diamond market. Nonetheless, miner-

were mainly informed by the need to address
development challenges associated with unem-
ployment, poverty, income inequality and the
need for diversification of the country’s rev-
enue base, all of which are key to promoting
sustainable and inclusive economic growth.
Moreover, spending will be executed with

get underscores the need for prudent financial

management in pursuit of the national goals. als will remain the largest source of revenue,

Therefore, a budget deficit of P2.4 billion or representing 28.6 percent of the total, although

1.4 percent of GDP is forecast for 2017/18, volatility in the commodity markets under-

and it is anticipated that the revenue shortfall scores the need to diversify the revenue base.
will be financed by drawing down of govern-

ment savings and a combination of domestic Expenditure

and foreign borrowing. 2.11 Total expenditure and net lending for 2017/18
is budgeted at P59.5 billion, which is an
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TABLE 1.3: GOVERNMENT BupGeT 2012/13 —2017/18
Fiscal Year (FY) 2012/13 2013/14 2014/15 2015/16 2016/17* 2017/18*
GDP, current prices (P Million) 112 256 131221 148 027 148 353 156 094 167 374
Growth rate (percent) 3.2 16.9 12.8 0.2 5.2 7.2

Revised
Budget Budget Budget

Revenue & Grants 41658 48 951 55904 47 420 55926 57 187
Recurrent Expenditure 32 106 33220 37 583 40413 39 663 43 071
Development Expenditure 8280 8909 13072 12 773 16 277 16 520
Net Lending 351 -399 91 1225 1091 -47
Expenditure & Net Lending 40 736 41730 50 564 54 411 57 031 59 544
Balance 922 7222 5530 -6 991 -1 106 -2 357
Share of GDP (percent)
Revenues & Grants 37.1 37.3 37.8 32.0 35.8 342
Recurrent Expenditure 28.6 253 25.4 272 25.4 25.7
Development Expenditure 7.4 6.8 8.8 8.6 10.4 9.9
Expenditure & Net Lending 36.3 31.8 342 38.0 36.5 35.6
Balance 0.8 5.5 3.6 -4.7 -0.7 -14

* Projections

Source: Ministry of Finance and Economic Development

increase of 4.4 percent from the P57 billion in billion in 2016/17 to P16.5 billion in 2017/18.
the revised estimates for 2016/17 (Table 1.3).
Recurrent expenditure is projected to grow by
8.6 percent, from revised budget of P39.7 bil-
lion in 2016/17 to P43.1 billion in 2017/18,
accounting for 72.3 percent of total spending.
Development spending is forecast to grow
slightly by 1.5 percent from a revised P16.3

2.12 The bulk of 2017/18 recurrent spending, P21.5
billion (49.8 percent), is on personal emolu-
ments, which includes wages and salaries as
well as pensions and gratuities. The balance
is accounted for by grants and subventions to
parastatals and local authorities, which amount
to P12.5 billion (29 percent), “other charges” at

CHART 1.7: PROPOSED ALLOCATION OF THE RECURRENT BUDGET (PERCENT)
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CHART 1.8: PROPOSED ALLOCATION OF THE DEVELOPMENT BUDGET (PERCENT)
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P8.2 billion (19.1 percent), and interest on public
debt at P902.6 million (2.1 percent). Ministerial
allocations are led by Basic Education with a
share of 17.2 percent as reflected in Chart 1.7.

2.13 More than fifty percent (51.5 percent) of the
development budget was allocated for electric-
ity, water and security-related projects (Chart
1.8). Thus, the largest share of P2.9 billion or
17.8 percent was allocated to the Ministry of
Mineral Resources, Green Technology and
Energy Security, and includes P1.5 billion for
the Botswana Power Corporation (BPC). The
Ministry of Land Management, Water and
Sanitation Services received the second largest
proportion (17 percent), mostly to finance the
implementation of water projects, followed by
the Ministry of Defence, Justice and Security
with 16.7 percent of the development budget.

Debt Management

2.14 Asatthe end of the 2016/17 fiscal year, govern-
ment and government-guaranteed debt is pro-
jected at P34.8 billion,' of which P24.9 billion

15 An increase of 2.3 percent compared to the balance
outstanding at the end of the 2015/16 fiscal year.
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1s Government’s own debt, and the balance
is government-guaranteed debt (Table 1.4).
Total external debt amounts to P25.1 billion or
16.1 percent of GDP, while domestic debt and
guarantees at 6.2 percent of GDP, amounts to
P9.7 billion. Overall, total projected debt and
guarantees as at March 31, 2017, is equivalent
to 22.3 percent of forecast GDP, thus remain-
ing below the statutory ceiling of 40 percent
of GDP, with both domestic and external debts
falling below the 20 percent of GDP limit,
each.'®

3. EXCHANGE RATES, BALANCE OF
PAYMENTS AND INTERNATIONAL
INVESTMENT POSITION

(a) Exchange Rates

3.1 The exchange rate policy supports competi-
tiveness of domestic industries in the interna-
tional and domestic markets by maintaining a

16 Most figures reported for government debt are obtained
from Tables VII and VIII of the Financial Statements, Tables
and Estimates of the Consolidated and Development Funds
Revenues. These may differ in some instances from those
included in the Budget in Brief, 2017.
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TABLE 1.4: GOVERNMENT DEBT AND GUARANTEES 2013/14 — 2017/18 (P MILLION)
Financial Year 2013/14 2014/15 2015/16 2016/17 2017/18
Actual Projected
External
External Debt 16 591 17 981 17 060 16 162 15463
External Guarantees 6401 7 160 8010 8960 8960
Total External Debt 22992 25 141 25069 25122 24 423
Internal
Internal Debt 7018 7 466 8102 8701 9362
Internal Guarantees 781 792 886 1 004 1004
Total Internal Debt 7799 8257 8988 9704 10 365
Grand Total 30 791 33399 34058 34 827 34 788
GDP for FY 131221 148 027 148 353 156 094 167 374
Percent of GDP
External Debt & Guarantees 17.5 17.0 16.9 16.1 14.6
Internal Debt & Guarantees 5.9 5.6 6.1 6.2 6.2
Total Debt & Guarantees 23.5 22.6 23.0 223 20.8
Source: Ministry of Finance and Economic Development

stable real effective exchange rate (REER)'” of to December 2016. Given the relatively large
the Pula against a basket of currencies of major negative differential between inflation in Bo-
trading partner countries. In 2016, the weights tswana and that in trading partner countries, the
of the Pula basket currencies were maintained REER depreciated by 0.8 percent in the twelve
at 50 percent each for the South African rand months to December 2016. Although the REER
and the Special Drawing Rights (SDR). In depreciation may indicate gains in competitive-
October 2016, the Chinese renminbi was in- ness, it should be noted that the exchange rate
cluded in the SDR basket, thus becoming part alone is not sufficient to ensure sustainable com-
of the Pula basket. This change followed the petitiveness of local producers. The attainment
regular quinquennial (5-year) review of the of durable competitiveness of domestic produc-
SDR basket. ers is mainly through a sustained improvement
3.2 Consistent with the policy objective of main- E é);(i)(()illllctlwty, which also contributes to lower

taining a stable REER of the Pula, an upward
rate of crawl of 0.38 percent was implemented
to the nominal effective exchange rate (NEER) (b) Balance of Payments

as the projected domestic inflation was close to 3.3 The balance of payments was in overall sur-
the lower end of the Bank’s medium-term infla- plus of P2.8 billion in 2016 compared to a
tion objective and lower than the trading partner deficit of P57 million in 2015 (Chart 1.9 and
countries’ forecast average inflation. Conse- Table 1.6). The surplus was attributable to the
quently, the trade-weighted NEER of the Pula improvement in the trade balance as exports of
appreciated by 0.38 percent in the twelve months rough diamonds increased in 2016.

Current Account'®

17 The REER is a trade-weighted exchange rate of the Pula

(against a fixed basket of currencies, after allowing for 3.4 The current account surplus s estimated: at

relative inflation). It is used as an indicator of the relative

competitiveness of the country’s tradeable goods and 18 The current account comprises trade in goods and services,
services. the income account and the net current transfers.
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TABLE 1.5: PuLA EXCHANGE RATES AGAINST
SELECTED CURRENCIES

Nominal Exchange Rates (Foreign Currency per Pula)
As at end of

Change
Currency 2015 2016 (Percent)
SA rand 1.3830 1.2792 -1.5
US dollar 0.0890 0.0939 5.5
British pound 0.0600 0.0765 27.4
Japanese yen 10.72 10.95 2.2
SDR 0.0642 0.0699 8.9
Euro 0.0814 0.0891 9.4
Chinese yuan N/A 0.6544 N/A
NEER 99.7 100.1 0.4

(Sept. 2016 = 100)

Real Pula Exchange Rate Indices' (Sept. 2016 = 100)°

Change
Currency 2015 2016 (Percent)
SA rand 110.9 99.0 -10.8
US dollar 92.0 97.9 6.5
British pound 79.9 103.2 29.2
Japanese yen 107.0 112.3 4.9
Euro 93.0 103.7 11.5
SDR 91.9 101.5 10.4
Chinese yuan N/A 100.3 N/A
REER 101.0 100.2 -0.8
1. All real indices calculated using headline inflation.
2. The indices have been revised due to the rebasing
of the Consumer Price Index (CPI) to September
2016.

Source: Bank of Botswana

P19.9 billion in 2016 compared to a revised
surplus of P12.1 billion in 2015. The larger
surplus is primarily the result of the merchan-
dise trade surplus arising mainly from the in-
crease in mineral exports. The surplus is also
supported by inflows from the Southern Afri-
can Customs Union, albeit lower in 2016 than
in 2015.

Merchandise Trade'

3.5 Trends in merchandise trade continue to be
driven by diamond trade following the relo-
cation of the De Beers aggregation and sales

19 Note that the trade data used in preparing the balance of
payments does not fully match the monthly trade statistics
prepared by Statistics Botswana. For some exports, the
trade statistics are supplemented by additional information
collected directly from exporters.
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functions from the United Kingdom to Bo-
tswana in 2012 and 2013, respectively. This
relocation established a substantial re-export
trade for rough diamonds in the country® and
continues to benefit local diamond cutting and
polishing businesses (Table 1.7). The reloca-
tion also shifted the direction of diamond trade
(exports) from the United Kingdom to other
global diamond processing centres such as
Belgium and India (Table 1.8, overleaf).

CHART 1.9: QUARTERLY BALANCE OF
PaymenTs 2015 — 2016

P Billion

2015 Quarterly I 2016 Quarterly
2016 Cumulative

2015 Cumulative

Source: Bank of Botswana

3.6  Total exports rose by 9.1 percent, buoyed by a

significant 13.9 percent increase in exports of
rough and polished diamonds, which was sup-
ported by higher demand in global markets. Ex-
ternal sales of gold and soda ash also increased
by 21.5 percent and 1.6 percent, respectively
(Table 1.9, overleaf). The overall growth in ex-
ports was weighed down by a 31.3 percent de-
crease in copper and nickel sales; the financial
constraint faced by the state-owned BCL led
to closure of both the Selebi-Phikwe and Tati

20 In addition to Botswana, De Beers Global Sightholder

Services (DBGSS) processes rough diamonds from
other countries where De Beers has mining operations in
Canada, Namibia and South Africa. The aggregation and
sales processes add value to the imported rough diamonds,
which is reflected in the trade balance. Some aspects of the
statistical treatment of diamond trade flows continue to be
reviewed and, as such, published data may be subject to
further revision.



CHAPTER 1: THE BotswanNA Economy IN 2016

TABLE 1.6: BALANCE OF PaYMENTS 2012 — 2016 (P MiLLION)
2012° 2013° 2014 2015 2016*
Current Account -1275 11 619 22219 12 052 19 878
Of which
Merchandise Trade -16 715 -2339 4674 -9 114 3372
Services 1836 2954 5184 6985 7 865
Income 331 -3 152 -3102 -2322 -2 768
Net Current Transfers 13272 14 156 15463 16 504 11 409
Financial Account 1523 -8 101 2658 -7 160 -4 733
Capital Account - 1 - 2 1
Net Errors and Omissions -1 110 -2179 -13 473 -4 951 -12304
Overall Balance -862 1340 11 404 -57 2843
* Revised
# Provisional
Source: Bank of Botswana
TABLE 1.7: DiamonD TRADE 2014 — 2016 (P MiLLION)
Exports Imports Re-Exports
6) 6)=@2)-(1)
Rough Polished Total (Rough
Botswana Total Exports Exports and Polished)

Period Exports (1) ?2) A3 @D=2)+@3)

2014 35512 57953 7375 65328 25980 22 441

2015 25 809 48 286 4444 52730 25232 22 477

2016:

Q1 9256 11712 571 12284 5645 2457
Q2 10 698 13 647 1094 14 741 4504 2948
Q3 12 967 16 550 1365 17916 3653 3583
Q4 10 725 13 748 1364 15112 5103 3022

Total 43 647 55657 4394 60 052 18 905 12010

1. Botswana Exports: Refer to the value of rough diamonds mined in Botswana and sold abroad. These are accompanied
by financial inflows reported in the financial account.

2. Total Exports: Represent the value of rough diamonds from Botswana, including re-exports. Subtracting Botswana
diamonds from this total approximates the gross value of re-exports. However, this is subject to distortions due to time
lags, which means that the two sets of data are not fully comparable, especially over short time periods.

Source: Bank of Botswana

Nickel mine operations during the year. Weak
performance of the manufacturing sector also
resulted in lower exports for textiles and beef,
which declined by 24.6 percent and 11.9 per-
cent, respectively. Overall, the merchandise
trade recorded a surplus of P3.4 billion in 2016
compared to a deficit of P9.1 billion in 2015.

leaf). The decrease is largely as a result of the
25.1 percent contraction in diamond imports.
Total imports were also lower with respect to
textiles and footwear (-6.3 percent), vehicles
and transport equipment (-5.5 percent) and
fuel (-5.2 percent), developments that indicate
the generally weak economic activity in 2016.

3.7 Imports for 2016 are estimated at P66.1 billion,
which is a decrease of 9.2 percent from the re- Services
vised P72.8 billion in 2015 (Table 1.10, over- 3.8 In 2016, the services account recorded a sur-
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TABLE 1.8: ToraL Exports BY DEsTINATION 2011 — 2016 (PERCENT)

2011 2012 2013 2014 2015 2016
United Kingdom 62.4 60.4 31.0 0.9 0.8 1.5
Belgium 2.7 43 12.0 23.6 19.8 17.9
Namibia 0.5 1.9 11.7 9.8 11.8 11.6
United Arab Emirates 0.2 0.3 1.0 43 5.4 9.6
Israel 5.2 5.4 5.7 7.7 6.0 5.4
India 1.3 1.1 0.3 13.7 12.4 14.1
United States of America 1.1 1.2 1.3 2.7 2.5 2.1
South Africa 13.7 13.2 15.4 13.4 15.6 13.2
Canada 0.0 0.0 6.3 6.5 6.3 4.7
Norway 4.8 5.3 4.4 2.6 4.1 2.1
Hong Kong 0.2 0.3 0.7 2.7 1.9 2.1
Switzerland 1.5 1.7 1.8 33 43 2.6
Singapore 0.0 0.0 0.4 3.7 33 7.0
Other 1.5 4.9 8.0 5.1 5.7 6.1
Total 100 100 100 100 100 100

Source: Bank of Botswana

TaBLE 1.9: Exports 2015 — 2016 (P MiLLION)

Percentage Share

Percentage
2015 2016 2015 2016 Change
Total Exports 63 675 69 498 9.1
of which:
Diamonds 52730 60 052 82.8 86.4 13.9
Copper-Nickel 3790 2 602 6.0 3.7 -31.3
Beef 1057 931 1.7 1.3 -11.9
Soda Ash 924 939 1.5 1.4 1.6
Gold 283 344 0.4 0.5 215
Textiles 374 280 0.6 0.4 -24.6
Vehicles & Transport Equipment 701 529 1.1 0.8 -24.5
Other Goods 3817 3280 6.0 5.5 0.1

Source: Bank of Botswana
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plus of P7.9 billion compared to the revised
surplus of P7 billion in the previous year
(Chart 1.10). Total exports of services, at
P15.4 billion, were 11.4 percent higher than
the previous year. Transportation declined by
7.2 percent, while travel (mainly tourism re-
ceipts) and other services, increased by 14.5
percent and 3.3 percent, respectively. Total
imports of services increased by 10.2 percent
to P7.5 billion, with transportation, travel and

other services increasing by 100.2 percent, 8.2
percent and 5 percent, respectively. A signifi-
cant amount of transportation is from freight
services.

Income Account

3.9 The income account registered a deficit of P2.8

billion in 2016, slightly higher than the revised
deficit of P2.3 billion in 2015. The credit side
of this account comprises mainly earnings
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TaBLE 1.10: ImporTs 2015 — 2016 (P MILLION)
Percent Percentage
2015 2016 2015 2016 Change
Total Imports 72 788 66 126 9.2
of which:
Diamonds 25232 18 905 34.7 28.6 -25.1
Fuel 9117 8 647 12.5 13.1 -5.2
Food 7023 7 460 9.6 11.3 6.2
Machinery & Electrical Equipment 9208 9178 12.7 13.9 -0.3
Chemicals & Rubber Products 6386 6557 8.8 9.9 2.7
Metals & Metal Products 2908 3044 4.0 4.6 4.7
Textiles & Footwear 2173 2036 3.0 3.1 -6.3
Vehicles & Transport Equipment 5324 5031 7.3 7.6 -5.5
Other 5417 5268 7.4 8.0 -2.8
Source: Bank of Botswana

P Billion

CHART 1.10: BALANCE OF TRADE IN SERVICES (2011 —
2016)
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Source: Bank of Botswana
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from foreign exchange reserves, which de-
creased by 5.8 percent to P1.8 billion in 2016.
The debit component of the income account
consists of dividends and retained earnings?! of
foreign companies operating in Botswana and
interest payments on external debt, which in-
creased by 9.7 percent to P4.4 billion in 2016.

21 Retained earnings of foreign-owned businesses are treated as

an

imputed outflow on the income account, matched by an

offsetting inflow for foreign direct investment.

Current Transfers

3.10

3.11

3.12

In 2016, net current transfers decreased as
both SACU receipts and private transfers were
lower than in 2015. Net current transfers de-
creased from a surplus of P16.5 billion in 2015
to P11.4 billion in 2016, with net Government
transfers declining by 24.8 percent from P15.7
billion to P11.8 billion, while net private trans-
fers decreased from a surplus of P787 million
to a deficit of P362 million during the same
period.

Capital and Financial Accounts

The capital account records transfers of finan-
cial assets by migrants to and from Botswana
and, as in previous years, such transfers re-
mained insignificant in 2016.

The financial account, which is made up of
direct investment, portfolio investment and
other investment,? registered a net outflow of
P4.7 billion in 2016 compared to the revised
net outflow of P7.2 billion in 2015.2 This is
attributable to an increase in equity offshore.

22 ‘Other investment’ comprises borrowing from and lending

to foreign entities not classified as direct investment and

portfolio investment. These include; government and non-

government loans, currency and deposits, trade credits and

other equity.

23 The 2016 position is based on preliminary estimates.
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Foreign Exchange Reserves

3.13 Foreign exchange reserves decreased by 9.5

percent from P84.9 billion in December 2015 to
P76.8 billion in December 2016 (Chart 1.11).
This was equivalent to 17 months of import
cover®* in December 2016 compared to 18.4
months the previous year. In foreign currency
terms, the level of reserves decreased by 4.7
percent to USD 7.2 billion and decreased by
1.9 percent to SDR 5.4 billion. The decrease
in foreign exchange reserves (both in Pula and
foreign currency terms) reflects, among oth-
ers; market revaluation losses; foreign curren-
cy translation losses, which resulted from the
appreciation of the Pula against currencies in
which the reserves are held and a drawdown of
reserves to meet government obligations.

Billion

CHART 1.11: LEVEL OF FOREIGN EXCHANGE
RESERVES (2009 — 2016)

Source: Bank of Botswana
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Balance of Payments Outlook

3.14 Tt is expected that the current account balance

will remain positive in the medium term, sup-
ported by growth in merchandise exports, es-
pecially diamonds, which recovered in 2016
in line with improved global demand, which
is projected to strengthen further in 2017.

24 The calculation of import cover excludes imports of rough
diamonds, as these are mainly for re-export.
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(d)

3.15

3.16

It is also anticipated that an improvement in
global economic activity and demand as well
as trade, will bolster travel receipts emanating
from tourism and improve customs revenue
from SACU. However, given the narrow ex-
port base, the economy remains vulnerable to
economic shocks, especially to those affecting
the diamond market, which could undermine
the external balance outcome.

International Investment Position (IIP)
and Foreign Investment

(i) International Investment Position®

Preliminary estimates for 2016 indicate that
Botswana’s net international investment was
P57.6 billion, which was 12.9 percent lower
than P66.1 billion in 2015. The decrease is
due to a 1.6 percent decline in foreign assets
from P153 billion in 2015 to P150.6 billion in
2016 and the increase in foreign liabilities by
7 percent from P87 billion to P93.1 billion in
the same period. By component, the stock of
‘direct investment’, ‘portfolio investment’ and
‘other investment’ increased by 59.4 percent,
0.6 percent and 3.4 percent, respectively. How-
ever, ‘reserve assets’ decreased by 9.5 percent,
but remain the largest contributor to the total
stock of foreign assets. On the liabilities side,
inward ‘direct investment’ and ‘portfolio in-
vestment’ increased by 10.2 percent and 12.8
percent, respectively, while ‘other investment’
remained unchanged.

(ii) Investment in Botswana by Industry and
Country Classification in 2015

Tables 1.11 and 1.12% show the stock of Bo-
tswana’s foreign liabilities at the end of 2015,
classified by industry and country. ‘Direct in-
vestment’ is for foreign enterprises holding at
least a 10 percent share in resident enterprises
and ‘other investment’ records all other li-
abilities, including ‘portfolio investment’. The

25 There have been revisions to the data to align the IIP with

balance of payments flows.

26 These figures are based on the 2015 Balance of Payments
Survey conducted by Bank of Botswana.
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TABLE 1.11: LEVEL OF FOREIGN INVESTMENT IN BOTSWANA BY INDUSTRY 2015 (P MILLION)

Foreign Direct In- Other Invest-
Industry vestment ment Total
Mining 23 731 172 23902
Manufacturing 327 38 366
Finance 7793 2704 10 497
Retail and wholesale 3696 516 4212
Electricity, gas and water 0 7432 7432
Real estate and business services 292 0 292
Transport, storage and communications 181 0 181
Construction 146 0 146
Hospitality 401 8 409
Public administration 0 17 244 17 244
Other 1437 151 1588
Total 38 004 28265 66 269

Source: Bank of Botswana

TaBLE 1.12: LEVEL OF FOREIGN INVESTMENT IN BoTswaNA BY REGION AND SELECTED COUNTRIES 2015 (P MILLION)
Foreign Direct In-
Country vestment Other Investment Total
North and Central America 1145 360 1505
of which
United States 309 354 663
Europe 20712 807 21519
of which
United Kingdom 12715 636 13351
Netherlands 363 0 363
Luxembourg 6 644 14 6 658
Other Europe 990 157 1147
Asia Pacific 384 7378 7762
Africa 15 546 16 400 31946
of which
South Africa 8214 1633 9 847
Ivory Coast 0 14 680 14 680
Middle East 212 0 212
Other 6 3320 3326
Total 38 004 28265 66 269
Source: Bank of Botswana

mining and finance sectors continue to have
the largest shares of foreign direct investment
at 62.4 percent and 20.5 percent, respectively.
Europe is the major source of direct invest-
ment in mining in Botswana accounting for
54.5 percent, of which investment from Unit-
ed Kingdom and Luxembourg makes up 33.5
percent and 17.5 percent, respectively. Africa
is also a major source of foreign direct invest-

3.17

ment (mostly in the finance sector) at 40.9
percent, of which 21.6 percent is from South
Africa.

‘Other investment’ is mainly driven by loans
to government. In 2015, government external
debt, classified under ‘public administration’
was 61 percent of ‘other investment’. This
was followed by the electricity, gas and water
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()

4.1

4.2

category at 26.3 percent, which is dominated
by debt finance from China for the Morupule
B power plant. By region, the largest share of
‘other investment’ is from Africa and consti-
tutes 58 percent, with public borrowing from
the African Development Bank (AfDB) ac-
counting for 51.9 percent. Asia Pacific consti-
tutes 26.1 percent followed by ‘other countries’
with 11.7 percent, which represents public bor-
rowing from multilateral development banks,
such as the World Bank.

MONEY AND CAPITAL MARKETS

Monetary Policy and Liquidity Man-
agement

The primary objective of the Bank’s monetary
policy is to achieve price stability, which is
defined as a sustainable level of inflation that
is within the medium-term objective range of
3 — 6 percent. In addition, policy formulation
incorporates the objective of safeguarding the
stability of the financial system. A low and
predictable level of inflation and a conducive
financial environment foster savings mobilisa-
tion, productive investment and international
competitiveness of domestic producers, thus
contributing towards the broader national ob-
jective of sustainable economic development.

The monetary policy framework is forecast
based, with a medium-term outlook that pri-
marily guides the Bank’s response to projected
movements in inflation, while taking account
of prospects for economic growth and devel-
opments in financial soundness and other indi-
cators relevant for monitoring risks to financial
stability. To this end, in assessing the policy
stance, the Bank takes into account forecast
real monetary conditions?’ in the context of

other relevant domestic and international

27 The real monetary conditions, as measured by the real
monetary conditions index (RMCI), indicate the relative
looseness or tightness of monetary conditions and gauge
the likely effect that monetary policy has on the economy
through changes in the exchange rate and interest rates. The
RMCI combines, through a weighted average, the deviations
of the real exchange rate and real interest rate from their
respective trend values.
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(b)

43

4.4

factors® as well as their impact on the out-
put gap and, consequently, on inflation. The
framework recognises the importance of effec-
tive communication to foster policy credibility
and influence inflation expectations; as such,
there is a press release after each meeting of
the Bank’s Monetary Policy Committee to an-
nounce the policy decision and its rationale.?’

Interest Rates and Bank of Botswana
Certificates

During 2016, monetary policy was conducted
in an environment of slow growth in global eco-
nomic activity, benign inflationary pressures
and lower commodity prices, particularly for
oil. Below-trend domestic economic growth
indicated a non-inflationary output gap, while
modest domestic demand and subdued exter-
nal price pressures contributed to the positive
inflation outlook in the medium term. Thus, an
accommodative monetary policy stance was
maintained, with further lowering of the Bank
Rate by 50 basis points from 6 percent to 5.5
percent in August 2016, to support economic
activity. As a result, the prime lending rate for
commercial banks declined from 7.5 percent
to 7 percent. The yield on the 14-day Bank
of Botswana Certificates (BoBCs) decreased
from 0.97 percent in December 2015 to 0.84
percent in December 2016, while the 3-month
BoBC yield also declined from 1.17 percent to
1.01 percent (Chart 1.12).%

The real yield on BoBCs fell in 2016 due to a
larger decrease in nominal BoBC rates com-
pared to the decline in inflation. The real 14-
day BoBC rate decreased from -2.07 percent
in December 2015 to -2.1 percent at the end
of 2016, while the real 3-month BoBC yield

28 A key demand indicator is the “output gap”, i.e., the
difference between actual output and long-term trend output
(as an indicator of productive capacity). A negative output
gap means the actual level of output for a given period is
below the trend level for that period, thus indicating the
economy is operating below its estimated potential.

29 From the beginning of 2017, there will be a press briefing at

the conclusion of each MPC meeting.

30 The quoted yields for both the 14-day and 91-day maturities
are a weighted average of winning bids’ yields at auction.
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CHART 1.12: YIELD TO MATURITY ON BANK OF
BoT1swaANA CERTIFICATES AND GOVERNMENT BONDS
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4.5

decreased from -1.87 percent to 1.93 percent
in the same period.

The conduct of monetary policy entailed open
market operations through which BoBCs were
sold to absorb excess liquidity in order to
achieve interest rates consistent with the policy
stance. The value of outstanding BoBCs was
P7.9 billion in December 2016, down from
P8.2 billion at the end of the previous year

(Chart 1.13). Reverse repurchase agreements
(reverse repos) were used to manage liquid-
ity between weekly auctions. In December
2016, the amount of excess liquidity absorbed
through reverse repos was P1.3 billion com-
pared to P1.7 billion in December 2015.

(c) Banking System

Domestic Credit

4.6 Year-on-year growth in commercial bank
credit decelerated from 7.1 percent in 2015
to 6.2 percent in 2016, against a background
of subdued economic activity and restrained
growth in personal incomes. The slowdown in
annual credit expansion was mostly associated
with the decrease in growth in lending to the
household sector from 12.8 percent in 2015 to
7.6 percent in 2016. In contrast, yearly growth
in business credit increased from -0.3 percent
to 4.2 percent in the same period (Chart 1.14,
overleaf). As at December 2016, household
credit constituted a larger share of total private
commercial bank credit at 60.1 percent.

4.7 By component of household credit, annual
growth of unsecured lending decreased from
15.5 percent in 2015 to 8.3 percent in 2016,
while yearly expansion in mortgage loans de-
clined from 7.2 percent to 6.3 percent. The
slower growth in these categories of credit

P Billion

CHART 1.13: OUTSTANDING BANK OF BOTSWANA CERTIFICATES
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CHART 1.14: YEAR-ON-YEAR COMMERCIAL BANK
CREDIT GROWTH

Source: Bank of Botswana
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was consistent with the subdued activity in the
property market and modest growth of per-
sonal incomes, which engendered a cautious
approach to lending by banks.

Overall, banking system performance indica-
tors suggest a stable financial environment.
Specifically, the moderation of mortgage
credit growth in the context of a slowdown in
the property market bodes well for maintain-
ing potential risks in this area at modest levels.
The concentration of household credit in the
unsecured lending category (66 percent) con-
tinues to be a cause for concern. Nonetheless,
any risks emanating from this type of lending
to households is moderated by the extent to
which unsecured credit is diversified and its
potential contribution to economic activity,
wealth-creation and growth?! activities that it
finances. Unsecured household lending repre-
sents relatively small amounts spread across
many borrowers, thus mitigating the possibil-
ity of an escalation of bad debts. The recent
loss of employment income from the closure

31 For example, there can be wealth gains if such borrowing

is

used to acquire, construct or improve property that

subsequently increases in value and acquisition of assets
that improve production/productivity and give rise to a
prospective increase in income. Moreover, consumption
generates business and economic activity.

92

of several companies, including BCL and its
subsidiary, could be a source of some possible
strain on individuals and entities involved.
However, the impact on individual banks and
the banking system at large is expected to be
minimal, mitigated by collateral, insurance
and adequate provisioning in the context of
satisfactory levels of profitability and capital.
The aggregate ratio of non-performing loans
to total loans increased from 3.3 percent in
December 2015 to 4.9 percent in December
2016.

Monetary Aggregates
4.9 Annual growth in broad money supply de-

creased substantially from 19.9 percent in
2015 to 5.4 percent in 2016. This deceleration
in growth resulted from the impact of the con-
traction in net foreign assets and lower annual
growth in credit to the private and parastatals
sectors. By component, currency outside de-
pository corporations increased by 4.7 percent,
while other deposits rose by 2.8 percent, in the
year to December 2016. Meanwhile, trans-
ferable deposits (i.e., current accounts) grew
by 17.1 percent in the same period. The Pula
value of deposits in foreign currency accounts
(FCAs) increased by 13.3 percent in the twelve
months to December 2016 compared to annual
growth of 16.4 percent in 2015 and accounted
for 16.9 percent of total deposits at commer-
cial banks in December 2016.

Bank of Botswana
4.10 Total assets and liabilities of the Bank of

Botswana contracted by 9.2 percent, from
P85.4 billion in December 2015 to P77.6 bil-
lion in December 2016. The contraction in the
balance sheet in 2016 reflected the impact of
a 9.5 percent decrease in foreign exchange re-
serves. The total shareholder’s funds, which
largely comprise the Government Investment
Account (GIA), decreased by 15.6 percent,
from P66 billion in December 2015 to P55.7
billion in December 2016. Commercial bank
deposits at the Bank of Botswana (includ-
ing primary reserve requirement balances)
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increased from P3 billion in December 2015
to P3.6 billion in December 2016. Over the
same period, the value of outstanding BoBCs
declined by 3.3 percent from P8.2 billion to
P7.9 billion.

Other Depository Corporations

4.11

4.12

4.13

The overall balance sheet of commercial banks
increased by 5.2 percent from P76.7 billion in
December 2015 to P80.7 billion in December
2016. On the assets side, loans and advances
increased by 5.7 percent from P47 billion to
P49.7 billion, while debt securities held by
banks rose by 59.5 percent. Year-on-year to
December 2016, deposits of domestic banks in
foreign banks decreased by 2.3 percent, while
“other assets” increased by 2.5 percent. With
respect to liabilities, deposits at commercial
banks rose by 4.4 percent in the same period.
Wholesale business deposits remained the
main source of commercial banks’ funding (73
percent of total deposits in December 2016),
sustaining the net debtor position of house-
holds. The ratio of commercial bank assets to
nominal GDP was relatively stable at around
50 percent in both 2015 and 2016, while the
credit to GDP ratio was 42.1 percent in 2016
(third quarter) compared to 42.4 percent in the
corresponding period in 2015.

Total assets and liabilities of the Botswana
Building Society declined by 11.7 percent
from P4.3 billion in December 2015 to P3.8
billion in December 2016, following annual
growth of 24.6 percent in 2015. Loans and
advances increased by 2.3 percent, while the
Society’s cash and deposits declined by 58.7
percent in the same period. On the liabilities
side, the level of capital reserves increased by
3 percent to P1.1 billion in December 2016,
while public deposits fell by 15.3 percent.

For Botswana Savings Bank, total assets and
liabilities expanded by 25.5 percent year on
year to December 2016 after growing by 25.1
percent in 2015, with lending increasing by
37.1 percent (faster than 28.9 percent in 2015).
Mobilisation of deposits resulted in annual
growth of 33.3 percent in savings during 2016,

(d)

an improvement from the annual growth of
14.8 percent in the previous year.

Other Financial Corporations

4.14 The balance sheet of the National Development

4.15

Bank increased by 13.2 percent, from P1.5
billion in December 2015 to P1.7 billion in
December 2016. This was a significant im-
provement compared to the 21.2 percent con-
traction in the year to December 2015. The
increase reflected the substantial growth in lig-
uid assets funded by the capital injection from
the Government and borrowing from the com-
mercial banks.

The assets of Botswana Development
Corporation grew by 11.8 percent to P2.6 bil-
lion in December 2016, from P2.3 billion in
December 2015. This performance was under-
pinned by growth of 44.9 percent in loans, ad-
vances and leasing, which more than offset the

decline in investments in related companies.

4.16 The Domestic Companies Index of the

4.17

Botswana Stock Exchange (BSE) decreased
by 11.3 percent in 2016 to 9 400.7; this con-
trasts with the growth of 11.5 percent in 2015.
Activity improved in 2016, with 1 448.4 mil-
lion shares traded, albeit with a low value
of P2.6 billion compared to the exchange of
834.1 million shares valued at P3 billion in
2015. The market capitalisation of domestic
companies fell by 7.4 percent from P50 bil-
lion in December 2015 to P46.3 billion in
December 2016 due to the decrease in the
share prices of most of the listed companies.
The number of listed domestic companies in
2016 increased to 24 following the listing of
Botswana Telecommunications Corporation
Limited. The Foreign Companies Index (FCI)
increased by 0.8 percent in 2016, ending the
year at 1 585.8, following a contraction of 0.4
percent in 2015.

Assets of pension funds increased by 1.7 per-
cent, from P73.8 billion in December 2015 to
P75.1 billion in December 2016 (Chart 1.15).
By class of assets, investment in domestic eq-
uities grew by 14.2 percent to P18.3 billion in
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the twelve months to December 2016, while
holdings of offshore equities decreased by 0.4
percent to P36.8 billion. Meanwhile, the val-
ue of domestic bonds held by pension funds
declined by 8.7 percent to P8.2 billion, while
offshore bonds increased by 4.1 percent to
P8.2 billion in the same period. The proportion
of assets invested offshore by pension funds
decreased marginally from 60.8 percent in
December 2015 to 60.1 percent in December
2016. The ratio of pension funds assets to
nominal GDP was 48.1 percent in 2016 (third
quarter) compared to 48.3 percent in the cor-
responding period in 2015.

P Billion

CHaARrT 1.15: Borswana Pension Funp Assets (2011 —
2016)

Source: NBFIRA
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4.18 The P15 billion Government Bond Programme

remains in place, with the focus on the devel-
opment of the capital market, while also pro-
viding an alternative source of government
funding. Outstanding bonds of various maturi-
ties and Treasury Bills increased from P7.196
billion at the end of 2015 to P9.258 billion in
December 2016. The Bank held P20 million
(0.28 percent) of the total outstanding securi-
ties for possible repo transactions.

(e) Credit Rating

4.19 The international sovereign credit rating
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agencies, Moody’s Investors Service (Moody’s)
and Standard & Poor’s (S & P), reaffirmed
the ratings of ‘A-’ for long-term bonds and
‘A-2’ for short-term bonds in domestic and
foreign currency denominated borrowing,
respectively. The ratings are supported by
the strong external and fiscal balance sheets,
net external creditor position and low public
debt. The agencies recognised the presence
of robust institutional frameworks, resulting
in prudent policy-making and continuing po-
litical stability. Notwithstanding this positive
assessment, the ratings are constrained by the
persistent concern about heavy dependence
on diamond mining, the narrow economic
base and relatively slow progress in economic
diversification.



CHAPTER 2

BoTSWANA’S TRADE PATTERN, INTERNATIONAL INVESTMENT AND

REGIONAL EcoNnoMIC INTEGRATION: OPPORTUNITIES FOR INDUSTRIAL
DEVELOPMENT AND INCLUSIVE GROWTH

1.
1.1

1.2

INTRODUCTION

Botswana remains a largely open economy
with exports and imports each amounting to
approximately 40 percent of GDP. However,
trade remains heavily skewed in both product
and direction. Largely unprocessed minerals
dominate exports to a few markets in Europe
and Asia, while imports of capital and consum-
er goods, including food, mostly come from
South Africa. Increasingly, however, there has
been some progress in improving downstream
activity in the mining sector, potentially foster-
ing diversification of both products and mar-
kets for mineral-based exports and associated
employment opportunities. On the other hand,
domestic economic growth has resulted in in-
creased imports of capital goods for infrastruc-
ture development and processing industries,
while consumption goods have dominated
overall imports. The other notable changes in
trade patterns are the increase in services trade
(tourism in particular) and the importance of
trade with emerging market countries in Asia,
including India and China. At the same time
however, the potential with respect to the cattle
and textile industries appears to be faltering,
despite the existence of favourable trade ar-
rangements and substantial government sup-
port. An additional dimension of Botswana’s
external relationships is the financial flows,
including both inward and outward investment.

The country’s openness to trade and capital
flows is supported by several policies and in-
stitutional arrangements. The foreign direct in-
vestment (FDI) component of capital flows is
critical as a source of new investment capital,
promoting technology and skills transfer, en-
hancing market access and, as a result, serving
as a catalyst for the process of economic diver-
sification and promotion of inclusive growth.
The thrust of Botswana’s trade policy is pur-

1.3

suit of an outward-looking strategy in order
to support market expansion and easy access
to imports. Among others, this strategy is fos-
tered by an exchange rate policy that supports
competitiveness of domestic industry, absence
of exchange controls and trade agreements that
facilitate market access and support local in-
dustries. In addition, efforts towards regional
integration are aimed at easing constraints
on regional trade and, therefore, promot-
ing efficiency, productivity and, hence, com-
petitiveness in the context of broader market
opportunities. The supportive institutional ar-
rangements include: promotional entities (such
as Botswana Investment and Trade Centre and
Botswana Innovation Hub) that identify and
promote opportunities for domestic industrial
development, including services; access to ex-
ternal markets as well as those which ease ad-
ministrative processes for establishing and fa-
cilitating effective conduct of local businesses;
and favourable access to financing. Ultimately,
through resulting business and job opportuni-
ties, enhanced competition and broadening of
consumer choices, this leads to rising living
standards on a sustainable and inclusive basis,
and allows absorption of currently unemployed
resources as well.

The country’s industrial and privatisation poli-
cies and some of the initiatives in support of
the agricultural sector are, by and large, out-
ward looking, geared towards improving pro-
ductive capacity, with a view to expanding ex-
ports and reducing dependency on imports (or
increase the scope for choice between imports
and local products). More recently, there are
suggestions to promote selected manufacturing
activities and services through the cluster/hub
approach, including the establishment of spe-
cial economic zones. Nonetheless, outside the
mining, finance and retail sectors, success, thus
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1.4

1.5

far, in attracting foreign investment has been
limited.

Progress in advancing the regional econom-
ic integration (REI) agenda has been slow; a
process which, as with other Southern African
Development Community (SADC) member
states, Botswana should recognise entails both
costs and benefits. In particular, with its lim-
ited industrial base, Botswana may not realise
much benefit from REI in the near term, despite
its favourable business and economic climate
for investment. While regional trade has the
potential to offer greater opportunities for con-
sumers, businesses and workers, local business
may be ill-equipped to compete with more effi-
cient producers elsewhere in the region. At the
same time, greater regional integration should
result in more trade, including access to inputs
by local producers, opportunities for new busi-
ness activities and, more significantly, a large
market for Botswana’s goods and services.

Section 2 examines international trade and pol-
icy developments, current issues on free trade,
FDI and REIs. Section 3 analyses recent trends
and performance in trade and capital flows
specifically for Botswana, while Section 4
provides an overview of trade agreements and
negotiations and regional integration. Institu-
tional support for trade, investment and region-
al integration is presented in Section 5, while
Section 6 discusses opportunities for manufac-
turing and services (selected industries) and
broad-based growth. Section 7 concludes, ex-
amining policy considerations and alternatives
going forward.

OVERVIEW OF INTERNATIONAL
TRADE AND PoLICY
DEVELOPMENTS: THE GAINS
From FREE TRADE, FDI AND
REI

Overview of International Trade and Policy

Developments

2.1

96

For much of the period since the mid-1980s,
global trade has been buoyant, expanding

2.2

23

at rates exceeding growth in income levels
(Chart 2.1). According to the International
Monetary Fund (IMF), for the period 1985 —
2007, world trade measured in real terms ex-
panded by almost twice the pace of increase in
global income. This trend was apparent across
developed, emerging market and developing
economies.'

The more rapid growth in global trade was
supported by a combination of technological
developments and policy changes, which fa-
voured greater economic openness.” Notably,
new technologies and efficiencies in trans-
port and communications resulted in relative
reduction in trade costs. In addition to facili-
tating acquisition of goods and services from
other countries, this has engendered the de-
velopment of global value chains, where pro-
duction is spread across multiple locations.?
Furthermore, a more favourable geopolitical
environment and balanced global growth as
well as broad acceptance of a positive correla-
tion between openness and inclusive economic
growth, resulted in more outward-looking do-
mestic policies.

More recently, however, there has been a
marked slowdown in growth of global trade.
According to some estimates, there has been
little or no increase in global trade since the
start of 2015. In part, this can be explained by
the generally slow pace of global GDP growth
in the wake of the 2007 - 2008 economic and
financial crises, together with the changing
composition of demand. Contributing fac-
tors include: reduced spending on investment
(which is more dependent on trade than is the
case for consumption goods), including the re-
balancing of the Chinese economy away from
capital expenditure to consumption-led expan-
sion; an increase in the relative demand for

2

3

1 IMF, World Economic Outlook, October 2016.

As measured by the ratio of trade to GDP, at the global,

regional and national levels.

See, for example,
Convergence:

Baldwin, R., 2016. “The Great
Information Technology and the New

Globalisation”.
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2.4

non-tradeable services as incomes rise*; and
slower growth in cross-country value chains
as these reach maturity.

Beyond these structural reasons, an emergent
resistance to globalisation has also contributed
to the slowdown in global trade. This is par-
ticularly apparent at the detailed product-level
analysis, which indicates that the slowdown
is heavily skewed towards commodity groups
that are subject to trade restrictions.’ To some
extent, the increase in protectionism is also a
consequence of deterioration in growth trends
as policymakers seek to mitigate the domes-
tic impact of the global economic slowdown
by raising local productive capacity. In addi-
tion, the consensus that increased openness
results in prosperity has been eroded by the
apparent uneven distribution of the benefits of
globalisation, including reduced income and
opportunities for some members of society. It
is significant that a resurgence of protection-
ist policies is most evident among advanced
economies, where growth has been lower and

4 Demand for services tends to be relatively strong among

higher-income groups. More generally, continued innovation,

especially related to information and communications

technology, has helped lower the cost of many services.

5 See Footnote 3..

the perceived threat to domestic industry and
employment from low-cost foreign produc-
ers is more pronounced. In this respect, there
are mixed prospects for regional integration,
international trade agreements and economic
unions, which appear to be viewed favourably
by the emerging markets and developing econ-
omies, while a push-back is apparent for the
advanced economies.

Examining the Link Between Economic Openness

and Growth and Social Indicators

2.5

2.6

A wide range of empirical studies (Billmeier
and Nannicini, 2007) offer a positive link be-
tween economic openness and growth; also
indicated by the strong correlation between
growth in global output and trade.® Moreover,
to the extent that GDP growth is closely linked
with other key development indicators (for ex-
ample, poverty reduction), a generally positive
link between openness and welfare exists.

A number of studies have shown that produc-
tivity and competitiveness of domestic produc-
ers is enhanced by trade openness and a wider

6 Billmeier, A., and Nannicini, T., “Trade Openness and
Growth: Pursuing Empirical Glasnost”, IMF Working Paper
07/156, July 2007.
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2.8

skills base.” However, this generally positive
conclusion is subject to several important
qualifications. In particular, it is not always
the case that openness results in growth that is
inclusive across all sections of the population,
both within and across countries. This percep-
tion about the skewed benefits of openness
contributes to public skepticism, especially
in advanced economies, about the potential
gains from globalisation, hence it serves to
explain some of the increase in support for
protectionism.

Some studies also suggest that the link be-
tween openness and growth is not limited to
the narrow focus on trade policy, but rather
encompasses a holistic range of supportive
economic policies. This entails both the micro
aspects (for example, approaches to regulation
and bureaucracy) and prudent macroeconomic
policies that foster stability and, importantly,
avoid misalignment of exchange rates to the
detriment of competitiveness.®

Similarly, the link between openness and em-
ployment generation can also vary, depending
on conditions in the domestic labour market.
The growth-promoting effects of increased
openness are likely to be associated with la-
bour market adjustments, and the impact on
employment is more likely to be positive to the
extent that wages can be aligned with produc-
tivity; workers have access to relevant training
opportunities; and government social welfare
programmes do not discourage job searching
as underlying patterns of employment adjust
(OECD, 2010).° Given the close link between
unemployment and poverty, this is clearly a
key consideration, especially in light of the
concern that trade liberalisation will result in
job losses in domestic industries that are not

7 See Jae, B. A. and Moon, J. C., 2016. “From Firm-Level
Imports to Aggregate Productivity: Evidence from Korean
Manufacturing Firms Data,” IMF Working Paper 16/162.

8 Baldwin, R. E., “Openness and Growth: What’s the
Empirical Relationship?”” NBER Working Paper No. 9578,
March 2003.

9 “Trade and the Economic Recovery: Why Open Markets
Matter”, Organisation for Economic Cooperation and
Development, May 2010.
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able to compete on the global market.

There is an important role for government in
a more open economic environment in terms
of effective provision of public goods, includ-
ing necessary infrastructure, efficient admin-
istration and social safety nets. In this regard,
Rodrik (1998) reports a tendency for more
open economies to have bigger governments,
suggesting that this is explained by public ex-
penditure to protect workers from risks associ-
ated with more open markets.!” More generally,
recent experience from advanced economies
suggests that policymakers should temper sup-
port for openness and free trade with measures
that provide reassurance that national sover-
eignty is not being unduly sacrificed. Among
such measures are effective control of national
borders to monitor immigration and ensuring
that foreign investors are subject to the same
obligations, including, in particular, taxation,
as domestic businesses.! Such issues have
grown in prominence at a time when interna-
tional trade agreements are increasingly less
focused on tariffs and encompass the broader
business environment (including environmen-
tal standards and workers’ rights). Moreover,
multinational enterprises and global value
chains are increasingly prevalent, adding to
the impression that they are not subject to na-
tional control.

2.10 Asregards the distribution of income and bene-

fits, while a variety of measures are available, '
the main conclusion is that globalisation has
reduced the extent of inequality across coun-
tries. This is primarily because of the positive
impact on previously less-developed econo-
mies, notably China, that have been major
beneficiaries of growth in global trade. In turn,
this has resulted in a large reduction in global
poverty. As an indicator of this, World Bank

10 Rodrik, D., “Why Do More Open Economies Have Bigger
Governments?” Journal of Political Economy 106(5),
October 1998.

11 For instance, the outcome of the 2016 referendum where the

United Kingdom citizens voted to leave the European Union

(EU) is widely attributed to dissatisfaction over such issues.

12 See, for example, Milanovic, B., 2011. “Global Inequality:
A New Approach for the Age of Globalisation”
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CHART 2.2: THE “ELEPHANT CURVE”: GROWTH IN AVERAGE PER CAPITA INCOME ACROSS THE GLOBAL POPULATION

(1998 — 2008)
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estimates suggest that the proportion of the
world’s population living in poverty fell from
35 percent in 1990 to 12.4 percent in 2012."

2.11 The benefits have, however, not been shared

equally among all income groups. Chart 2.2
illustrates this with the so called “elephant
curve”'* which plots the percentage change in
per capita income levels broken down (from
poorest to richest) by percentiles across the
world population. Although income levels
have risen substantially in real terms for the
vast majority, the shaded areas point to two
particular areas of concern:

A: While the major gains have been heavily
concentrated in the lower sixty percent of the
global income distribution (in line with the
conclusion that inequality has been reduced

13 As a result, the First Millennium Development Goal of

halving the proportion of people living on less than $1.25 a
day between 1990 and 2015 was achieved five years early.
There were reductions in all regions, although most notably
in East Asia and the Pacific, again consistent with patterns of
globalisation. The smallest reductions were in Sub-Saharan
Africa, where integration into global trade has lagged behind.

14 So-called because the shape resembles the profile of an

elephant with its trunk raised.

at the global level), this has not been the case
for the very poorest households where, in the
extreme cases, incomes may even have fallen.
This provides support for the view that the
poorest households (the so-called “Bottom
Billion” (Collier, 2007)' should be the central
focus of social safety nets, if they are not to be
left behind.

B: This group, for which real gains of 20 per-
cent or less have been relatively modest,'® is
interpreted as largely corresponding to the low-
income households within the advanced econ-
omies. More recent research!” has suggested

15 Collier, 2007, argues that the vast majority of the global

population have benefited from open, market-based
economies. However, the poorest group (the “Bottom
Billion” of the book’s title) has been left behind and requires
additional targeted assistance. This hypothesis is broadly
consistent with the “elephant curve”, although the latter
suggests that the number requiring such assistance may be
considerably less than one billion.

16 Twenty percent over 10 years is equivalent to only 1.6

percent per annum.

17 See Corbett, A.,2016. “Examining an Elephant: Globalisation

and the Lower Middle Class of the Rich World”, Resolution
Foundation. Problems include: i) the data for the two periods
is not fully consistent in terms of coverage; ii) faster growth
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TABLE 2.1: COUNTRY COMPARISON: GDP PER CAPITA, TRADE OPENNESS, UNEMPLOYMENT AND INEQUALITY
Unemployment Rate
GDP per Capita (US$) Trade Openness (Percent) Inequality!
2010 2015 2010 2015 2010 2015 2010 2014

Kenya 991 1377 54.2 44.8 9.3 9.2 0.53 0.55
Namibia 5143 4674 108.4 112.0 22.1 28.1 0.61 0.63
Botswana 6244 6360 94.9 105.9 17.9 20.2 0.68 0.70
South Africa 7393 5724 56.0 62.5 24.7 25.4 0.64 0.67
Mauritius 8000 9252 113.5 107.9 7.7 7.9 0.76 0.78
Malaysia 9069 9768 157.9 134.2 3.4 3.4 0.77 0.78
Chile 12 785 13416 69.7 60.2 8.2 6.2 0.81 0.83
United Kingdom 38709 43 876 59.2 56.5 7.9 5.4 0.91 0.91
Singapore 46 570 52 889 372.1 326.1 3.1 1.9 0.90 0.91
United States 48 374 56 116 28.2 28.0 9.7 5.0 091 0.92
Sweden 52076 50 580 86.9 86.4 8.7 6.7 0.90 0.91
Norway 87 646 74 400 68.4 69.3 3.6 4.5 0.94 0.94
1. As measured by the inequality-adjusted human development index (IHDI) which takes into account not only the average

achievements of a country on health, education and income, but also how those achievements are distributed among its

population by “discounting” each dimension’s average value according to its level of inequality. Higher values indicate

more even income distribution, while lower values represent a larger degree of inequality.
Source: World Bank

has suggested that this conclusion may not
be so clear cut once more detailed like-
for-like comparisons between the two data
sets, together with allowance for country-
specific effects, are taken into account.
Nonetheless, the suggestion that growth in
middle-income economies has been at the
expense of low income, unskilled work-
ers in more developed countries, appears
to be in line with growing discontentment
in those countries towards globalisation,
which is mainly concentrated in lower-in-
come groups.

2.12 Such misgivings about the consequence of

globalisation have been further aggravated by
concern that inequality within countries has
likewise been increasing. This is also partly
evident from Chart 2.2, where the wealthiest

is not fully consistent in terms of coverage; ii) faster growth
among lower income countries may itself have impacted on
the ordering of the income distribution, with the seemingly
low growth among this relatively well-off cohort due, in part,
to rapid growth in incomes among the better off in emerging
economies who were previously in lower percentiles of the

overall distribution.

100
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percentiles of the global population (which are
heavily concentrated in the advanced econo-
mies), are among the major beneficiaries. But
this is not limited to the advanced economies,
with concern that reduced inequality measured
on a global basis is occurring side-by-side with
growing inequality within countries across the
income range. One manifestation of this con-
cern is that the majority of people in the world
classified as living in poverty do not come
from “poor” countries.'®

However, the suggestion that any trend to-
wards widening inequality is the consequence
of globalisation is less compelling. More im-
portant may be the impact of rapid advances in
labour-saving technologies that, in turn, have
compressed wages, resulting in job losses,
especially for low-skilled workers. To the ex-
tent that these have largely originated within
the developed economies, policies to restrict
openness may have little effect on reducing
inequality.

2.14 The positive association between trade, growth

18 Lancet Commission on Investing in Health, 2012.
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TaBLE 2.2: UNEMPLOYMENT, TRADE OPENNESS AND INEQUALITY IN BOTSWANA
Unemployment Rate (Per-

GDP per capita (US$) cent) Trade Openness Inequality’
2005 5328 22.0 88.5 0.61
2006 5342 17.6 86.3 N/A
2007 5667 18.5 95.1 N/A
2008 5562 21.9 96.7 N/A
2009 5115 18.4 86.7 N/A
2010 6244 17.9 94.9 0.68
2011 7 505 17.8 101.4 0.69
2012 6 886 17.7 108.7 0.69
2013 6 807 17.6 123.8 0.70
2014 7154 18.2 117.5 0.70
2015 6 360 20.2 105.9 N/A
2016 6771 22.0 106.3 N/A
1. N/A —  datanot available.
Source: World Bank

and social development is clearly evident in
the case of Botswana with the exception of
unemployment (Tables 2.1 and 2.2), where
the value of the national natural resource en-
dowment (mainly rough diamonds) has been
realised and generated an increase in welfare
through a combination of export revenues and
access to imported consumption and invest-
ment goods and services. In addition, external
sector performance for Botswana has enabled
government intervention involving the provi-
sion of infrastructure, social services and social
safety nets; which, in aggregate, has been posi-
tive for inclusive growth. Also, the strength of
the external balance has supported Botswana’s
high sovereign credit rating. Table 2.1 shows
selected country indicators.

Aspects of Free Trade — Benefits and Limitations

2.15 The major advantages of free trade accrue when
a country specialises in goods and services in
which it is naturally endowed or most suited
to produce as indicated by availability of in-
puts to production, including natural resources
and local labour skills, capital goods and infra-
structure. With such specialisation, economic
openness is not a “zero-sum game” where the
benefits of trade accruing to one party are off-
set by losses of others. Rather, the develop-
ment of strong external linkages is a necessary

pre-condition for the effective exploitation of
mutually-beneficial economic opportunities.

2.16 Free trade has several important implications

for the direction of policy as follows:

(a) generally, unhindered access to imports
enhances consumer welfare through ac-
cess to a wider range of competitively-
priced goods and supports the efficiency
of local producers with widest range (in
terms of quality and cost) of inputs to
production, in turn, improving their ca-
pacity to compete in both domestic and
export markets. Furthermore, a country’s
exports would be more likely to have un-
restricted entry into other markets if it
provides reciprocal treatment to imports
(which are, after all, other countries’ ex-
ports);

(b) acommitment to free trade should not be
confined to tariff reduction, since protec-
tionism includes both tariff and non-tariff
barriers that impede imports, such as de-
liberate restrictions, inefficient adminis-
tration and infrastructure (for example, at
border posts). Indeed, as tariffs have been
progressively reduced over the years,
non-tariff barriers have become the major
impediments to free trade;
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(c) free trade with respect to goods and ser-
vices needs to be complemented by open-
ness to investment, as well as technology
and skills transfer, which supplements
domestic productive capacity;

(d) for countries to maximise the benefits
of economic openness, domestic mar-
kets should be competitive and efficient,
with factors of production rewarded in
line with their productivity. This helps to
avoid the risk of failure by local produc-
ers, even where comparative advantage
exists, either due to very high costs or if
factor payments (rewards) are too low to
secure the necessary quality of inputs;

(e) a consequence of free trade and alignment
of production with comparative advantage
is specialisation, whereby countries should
not expect to be major producers across a
wide range of industrial and service sec-
tors. This consideration is especially rel-
evant for small economies with limited
inputs of production. Thus, for these coun-
tries, the welfare benefits of specialised
local production and effective access to
international markets for both exports and
imports are particularly pronounced.

Nonetheless, a commitment to free trade is not
necessarily associated with a laissez-faire ap-
proach to economic management that excludes
a significant role for government in guiding
development. The experience of some of the
successful East Asian economies provides
evidence that an interventionist approach by
government can be consistent with an out-
ward-looking and export-led growth model. In
addition, governments play a key role in the
provision of essential public infrastructure and
services that complement economic openness.
In addition, adequate social safety nets are nec-
essary to ensure that the benefits of economic
progress are shared widely. Even then, it is im-
portant that government has sufficient capacity
for effective and beneficial intervention.

Indeed, there may be cogent reasons for a cau-
tious approach to trade liberalisation. Some

degree of protection for domestic firms, ap-
propriately calibrated with respect to cover-
age and duration, may be justified where there
is need to mitigate adjustment costs and help
develop capacity in sectors where competi-
tive advantage can be achieved over time. It
may also be necessary to intervene in order to
compete with monopolies/cartels and indus-
tries that are supported by other governments
(for example, agricultural products). National
interest, including security of supply (for ex-
ample, in energy provision), could also war-
rant restrictions for some sectors or markets.

2.19 While some support for local industries can be

justified, imposition of tariffs and other trade
barriers to restrict imports is not, in many cases,
the most efficient option. Such restrictions do
not directly address the reasons for local pro-
ducers not being competitive; and may lower
the purchasing power and welfare of consum-
ers (through higher cost and sometimes lower
quality). Indeed, tariffs and similar measures
obscure the extent to which local industry is
being subsidised by consumers through higher
prices and, in the process, encourage rent-
seeking behaviour. In this respect, explicit sub-
sidies, financed through taxation, are generally
preferable as they are transparent and can be
subjected to public scrutiny.

Import Substitution

2.20 Historically, several countries have used im-

port substitution as the basis for successful
industrialisation, which might appear con-
sistent with a dynamic view of comparative
advantage whereby local productive capacity
is nurtured through “infant industry protec-
tion”. Moreover, promotion of import sub-
stitution could be viewed as being amenable
to direct influence of domestic policy initia-
tives. However, some of the earlier successes
achieved through import substitution have
been hard to replicate. In particular, small
economies are not suited to such inward-fo-
cused development strategy, given the pau-
city of domestic demand and the range of
inputs necessary for sustainable broad-based



industrial development. Furthermore, a focus
on import substitution is, in general, at vari-
ance with a commitment to free trade.

2.21 Broadly, a strategy centred on import substitu-

tion faces several disadvantages:

(a) afocus on products for which there is sig-
nificant domestic demand can be a poor
guide to a country’s productive potential
as imports are typically most prevalent in
areas where the importing country has the
least productive potential. Food is a case
in point in this respect. To be sustainable,
all countries require adequate supplies of
food; however, beyond subsistence levels
of development, only a few countries can
provide for all their food requirements.
Free trade in agricultural products is,
therefore, a major contributor to consum-
er welfare and food security;

(b) import substitution encourages diversifi-
cation that leads to inefficient distribution
of resources; therefore, ignoring the ben-
efits of specialisation in production where
requirements in terms of labour, capital,
natural resources and other inputs to pro-
duction are more in line with national en-
dowments;

(c) excessive support for local industry can
encourage unproductive “rent-seeking”
by special interest groups representing
local producers. Notably, support for “in-
fant” industries has often been sustained
with a continuing and increasing cost to
local consumers and with the implicit ad-
mission that, fundamentally, the protect-
ed industry is not viable; and,

(d) administrative expenses of maintaining a
restrictive trade regime may also be sig-
nificant, with costs tending to fall heavily
on excluded groups, such as the poor and
unemployed that, overall, benefit little if
at all, from protectionist policies. At the
same time, these costs represent an addi-
tional burden on governments, adding to
expenditure with no commensurate boost
to revenues. In addition to fiscal policy

2.22
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implications, there could be undue pres-
sure from inappropriate use of exchange
rate and interest rate policies, exposing a
country to a risk of macroeconomic im-
balance, which could further undermine
production and distribution efficiencies.

These limitations suggest that a policy more
aligned with the conventional model of
free trade, that is, developing local industry
through export promotion, may be appropri-
ate. However, this is in the context of current
trends in globalisation that require a full com-
mitment to efficiency and openness, with ap-
propriate planning to mitigate any negative
impact of accompanying structural adjust-
ments. Moreover, participation within global
value chains, with movements of intermedi-
ate rather than final products increasingly
dominating trade patterns, may not be fully
compatible with beneficiation objectives that
seek to concentrate on downstream process-
ing, final manufacture and distribution using
natural resources in the originating country. It
is recognised, in this regard, that finished dia-
mond products and jewellery, with the primary
product originating from Botswana are widely
sold across the world, predominantly in the
USA, Japan and China. While there is limited
comprehensive data, more lucrative tourism
involves visitors from the advanced countries,
emerging market economies and South Africa.

An additional challenge is that the benefits
of greater openness in terms of growth, em-
ployment and other indicators take time to fil-
ter through; while effective cooperation with
other countries is also necessary for the full
potential of the benefits to be realised. In this
context, small countries face the paradox that,
while there is a potential to gain most from
economic openness, they lack the capacity and
influence to effectively engage at the interna-
tional level in order to realise and optimise the
benefits.

Regional Economic Integration (REI)

2.24 A primary focus on REI (for example, through

regional trading blocs) is, in part, a response to
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recognition that full global integration may be
ambitious as an immediate objective. Regional
integration among less-developed economies
is further motivated by the conspicuous previ-
ous neglect of regional trade linkages, while
it is also consistent with “gravity” models
which emphasise the importance of distance
as a determinant of trade flows between coun-
tries.”” Overall, the expectation is that nego-
tiating trade agreements, sharing the costs of
infrastructure development and harmonising
regulatory frameworks among members of re-
gional groupings may be straightforward. The
challenge, however, is that, while there are
clear benefits arising from improved regional
infrastructure, there are often frictions arising
from competition among countries with similar
resource endowments, industrial development
aspirations and resistance towards perceptions
of dominance by larger economies in the re-
gion. Hence, the generally poor track record of
regional integration in Africa, and notably low
levels and slow growth of intra-regional trade.

Free Movement of Capital and Labour

2.25 Related to trade in goods and services is the

issue of the extent to which countries benefit
from free movement of capital and labour.
In this regard, the importance of FDI (either
through “greenfield” development or substan-
tial equity investment in existing operations)
is not solely measured in terms of capital, but
also in terms of access to technology, skills,
managerial knowhow and positioning within
global value chains. Thus, it should be accept-
ed that FDI implies a long-term significant and
beneficial foreign presence, including person-
nel, in local businesses.

19 Empirical analysis using such models indicates that doubling
the distance between trading partners halves trade between
them, and this effect persists despite reduced transport costs
(https://www.gtap.agecon.purdue.edu/resources/download
/3699.pdf). This applies not only to goods, but also to trade
in services where the effect of distance appears to be at least
strong; however, this may be less pronounced for low-value
added services (business service outsourcing, for example,
compared to high-value, more personalised services such as
law or management consultancy) that may be more relevant
to developing economies.
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2.26 Free movement of labour can result in major

economic benefits through supplementing the
range of skills available within a country. It is,
nevertheless, recognised that such movement
is also accompanied by broader economic and
social factors affecting both international dis-
course and domestic imperatives. This is an is-
sue across the various categories of labour and
skills and almost invariably involves trade-offs
where some of the potential gains from the
perspective of economic efficiency need to be
balanced against other considerations, includ-
ing the concern that globalisation may under-
mine national sovereignty (Rodrik, 2011) and
the frictions and social pressures arising from
large-scale immigration.*

BoT1swANA’S TRADE PATTERN
AND FINANCIAL FLows: IMpACT
ON THE EcoNOoMY

Overview of Botswana s Trade Pattern

3.1 A sectoral breakdown of Botswana’s trade?!

highlights the dominance of diamonds with a
share of around 80 percent in total exports of
goods (Table 2.3 and Chart 2.3). In contrast,
the share of copper-nickel, hitherto the second
most important mineral export commodity, has
declined since 2011 to less than 10 percent of
total exports of goods (1.2 percent in October
2016). This is against the background of a re-
surgence in copper-nickel mining from 2006
when prices rose significantly, but later on fell
and remained low for a protracted period, lead-
ing to the closure of mines from 2015. Overall,
exports of goods and services outside minerals
remains limited; performance is either declin-
ing or has stagnated.

20

21

“The Globalisation Paradox: Democracy and the Future of
the World Economy” argues that it is impossible to pursue,
simultaneously, democracy, national self-determination
and economic globalisation; and that when the social
arrangements of democracies inevitably clash with the
international demands of globalisation, national priorities

should take precedence.

Although this is for exports of goods only, a significant
feature of Botswana’s recent development with respect to
trade is the growth of exports of services, notably from the
tourism sector.
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3.2

By destination, Botswana’s exports have be-
come less concentrated (Table 2.4, overleaf).
The importance of changes in trading arrange-
ments and domestic policy is pertinent in this
regard. In particular, the UK’s dominant posi-
tion in the share of exports has declined signif-

icantly following the relocation of De Beers
aggregation and sightholder sales functions

TABLE 2.3: Exports BY PRINCIPAL COMMODITIES (PERCENTAGE DISTRIBUTION BY VALUE)
Machinery
& Electri- Meat & Vehicles &
Copper cal Equip- Meat Prod- Salt & Transport  Other
-Nickel Diamonds Gold ment ucts Soda Ash  Textiles Equipment Goods
2006 15.6 72.1 0.8 0.9 2.0 0.7 3.7 1.0 32
2007 21.4 63.2 1.0 1.3 2.2 0.6 6.9 0.6 2.8
2008 18.9 63.0 2.0 24 1.8 0.7 5.5 0.9 4.8
2009 154 62.8 2.2 2.3 33 1.3 5.9 1.6 5.2
2010 13.4 68.4 1.7 2.2 34 2.0 3.5 0.9 4.5
2011 7.5 75.6 1.4 2.5 0.9 1.2 4.5 2.1 4.3
2012 7.9 78.7 1.4 23 1.1 1.0 1.3 2.2 4.1
2013 7.1 83.4 0.7 1.8 1.6 0.8 0.6 1.0 3.0
2014 5.8 85.7 0.5 1.9 1.4 0.8 0.5 0.8 2.6
2015 6.0 83.1 0.5 32 1.8 0.9 0.6 1.1 2.8
Source: Statistics Botswana
from the UK to Botswana in 2012 - 2013. In
CHART 2.3: MEASURE OF CONCENTRATION OF turn, as a result of this development, the share
EXPORTS . . .
of exports to Belgium and India, which are the
90 world’s largest diamond polishing centres, has
increased, while re-exports of rough diamonds
80 1 o .
@ to Namibia are equally significant.
T o
Sa
g it 701 3.3 The recent trends in imports indicate that dia-
T ® o o .
] monds have become increasingly dominant
S . 60 . .
z ;,, (Table 2.5, overleaf), accounting for approxi-
g g 50— ——N————F—————— — mately 33 percent on average of total imports
8 ;_.3, between 2012 and 2015. This largely reflects
40 4 ] . . . . . .
the shift in global diamond aggregation activi-
30 . ties from the UK to Botswana in 2012. As a
gg88s882zcs gzt result, Botswana receives substantial imports
S SI]8IR]I&RIL LR .
of diamonds from other De Beers subsidiaries
=== Diamonds as a percent of total exports of . . .
goods in Namibia, South Africa and Canada. Other
Concentration Index .. . .
significant imports are mainly consumer and
Note: The concentration index used is the Herfindahl production goods (machinery and electrical
Index multiplied by 100. It is derived using equipment, fuel, food beverages and tobacco,
i diti th in Table 2. . .
various commodities as facy appear il fable chemicals and rubber products and vehicles).
Source: Bank of Botswana using data from Statistics
Botswana.
Terms of Trade

3.4 Chart 4 indicates that the commodity terms of

trade in Botswana worsened between 2006 and
2009, largely reflecting the then depreciation
of the Pula against the South African rand (the
main currency of import payments) and the ef-
fects of the 2008 global financial crisis. Since
2012, Botswana’s terms of trade have general-
ly improved, albeit with a drop in 2015 attrib-
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TABLE 2.4: DIRECTION OF TRADE (PERCENTAGE SHARE IN TOTAL VALUE)
EXPORTS IMPORTS
2011 2013 2015 2011 2013 2015
AFRICA 18.9 30.1 29.2 68.6 76.3 79.9
SADC 18.9 29.5 29.2 68.4 75.3 79.9
SACU 14.3 27.1 27.4 66.9 74.2 78.2
Lesotho - - - 0.1 0.1 -
Namibia 0.5 11.7 11.8 0.8 12.9 15.5
Swaziland - - - - - 0.1
South Africa 13.7 15.4 15.6 65.9 61.1 62.6
Zambia 1.3 0.6 0.7 0.3 0.2 0.5
Zimbabwe 3.0 1.6 0.9 0.7 0.4 0.4
Angola - - - - - -
DRC 0.1 0.1 0.1 - - —
Malawi - - - - 0.1 -
Mozambique - 0.1 - 0.5 - 0.6
Tanzania 0.1 - - - - -
Madagascar - - - - _ _
Mauritius - - - 0.1 0.2 -
Seychelles - - - - - -
Other Africa - 0.6 - 0.2 1.0 -
EU 65.2 43.5 22.2 12.4 10.5 4.5
UK 62.4 31.0 0.8 9.8 5.8 0.8
Belgium 2.7 12.0 19.8 1.2 3.6 2.9
Sweden - - - 0.3 0.2 0.1
Italy - - 0.2 0.3 0.1 0.1
France - 0.1 - 0.2 0.2 0.2
Other EU 0.0 0.4 1.3 0.6 0.6 0.4
Norway 4.8 4.4 4.1 - — —
Switzerland 1.5 1.8 43 0.2 0.1 0.2
USA 1.1 1.3 2.5 2.1 2.3 1.1
Canada - 6.3 6.3 0.1 5.1 7.0
Israel 5.2 5.7 6.0 1.4 1.2 1.0
India 1.3 2.7 12.4 1.4 0.8 0.9
Others 2.1 4.1 12.9 13.8 3.9 5.4
Total 100 100 100 100 100 100
Source: Statistics Botswana
uted to a decrease in global demand for dia- of the Pula against the US dollar, which is the
monds. The improvement since 2012 is mainly main currency of export receipts and the ap-
due to the aggregation in 2012 and sales func- preciation against the rand) and improvement
tions of De Beers that relocated to Botswana in global economic performance.

in 2013, an exchange rate effect (depreciation
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TABLE 2.5: IMPORTS BY PRINCIPAL COMMODITY (PERCENTAGE DISTRIBUTION BY VALUE)
Machin-
ery & Vehicle &
Chemicals Food Bev- Electrical Metals Transport
& Rubber erages & Equip- & Metal  Textiles &  Equip- Other
Products Diamonds  Tobacco Fuel ment Products  Footwear ment Goods
2005 12.3 1.1 13.8 13.6 17.9 7.6 4.9 13.2 15.7
2006 13.1 2.2 13.8 16.6 17.2 7.9 49 10.0 14.2
2007 12.6 3.1 13.7 15.5 18.6 8.1 4.7 11.6 12.0
2008 10.5 8.8 12.5 16.8 17.8 7.8 4.0 10.7 11.1
2009 11.1 7.7 13.8 134 17.2 7.1 4.5 12.5 12.9
2010 10.9 11.5 12.9 14.3 17.5 7.4 4.0 9.6 11.8
2011 9.2 11.8 10.9 16.6 22.9 7.4 3.6 9.2 8.5
2012 8.8 26.6 9.9 16.1 14.6 4.7 3.1 9.0 7.3
2013 8.3 349 9.1 15.5 10.8 43 2.7 7.3 7.1
2014 8.1 359 8.7 15.0 11.4 3.9 2.8 7.8 6.4
2015 8.7 34.5 9.6 12.5 12.6 4.0 3.0 7.3 7.9
Source: Statistics Botswana

CHART 2.4: TERMS OF TRADE

Regional Trade Developments 120
3.5 Within the region, the share of exports to the 100 -
Southern African Customs Union (SACU)
countries has grown, reflecting domestic in- g 801
dustrial expansion®’ and the existence of fa- g o |
vourable trade arrangements, albeit with South ]
Africa continuing as the dominant regional g ol
market. In turn, the share of exports to South- -
ern African Development Community (SADC) 20 - -
has been dominated by exports to SACU coun-
tries, reflecting more trade integration within 0

2006
2007
2008-
2009-
2010
2011
2012
2013-
2014-
2015

2005

SACU than with the rest of the SADC coun-

tries® as well as slow take-off and the subdued
Source: Statistics Botswana

practical effect of the SADC customs union
(was planned to commence in 2010).

main source of Botswana’s imports due to its
3.6 Asshown in Table 2.4, the SACU region domi- proximity and size as the largest and most eco-

nates Botswana’s imports of goods, which ac- nomically developed and industrialised country

counted for an average of 76.8 percent of to- in the region. This indicates that the process of

tal imports of goods between 2005 and 2015. diversification of sources of imports is slow.
Within the SACU region, South Africa is the This is also attributed to the tariff structure of the
SACU arrangement which discourages imports

22 This also includes diamond beneficiation and aggregation from beyond the region in favour of “regional”

activities after the relocation of De Beers Global Sightholder
Services (DBGSS) from UK to Botswana in 2012.

industrialisation. South Africa accounted for an
average of over 80 percent of non-diamond im-
ports between 2010 and 2015.%

23 The SADC countries are Angola, Botswana, Democratic
Republic of Congo, Lesotho, Madagascar, Malawi,
Mauritius, Mozambique, Seychelles, South Africa,
Swaziland, Tanzania, Zambia and Zimbabwe. 24 These imports include South African re-exports, given the
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Financial Flows and International Investment

Position

3.7

Botswana has no foreign exchange restrictions
and has, over time, attracted capital flows,
mostly foreign direct investment (FDI), partic-
ularly in the mining sector, while portfolio in-
vestment has been modest (and at times net out-
flows). The overall inflow of FDI is associated
with activity in areas of natural endowments
such as mineral resources. The most recent sta-
tistics (Table 2.6) indicate that Botswana re-
ceived the largest annual FDI inflows of about
P15.9 billion between 2010 and 2012, reflect-

ing further investment in diamond mining by
the De Beers group. While the mining sector
continues to dominate, FDI inflows to other
sectors are similarly increasing (Table 2.7). In
contrast, and despite the relatively high inter-
est rates (particularly prior to 2008) and stock
market returns, portfolio flows have been lim-
ited because of the relatively small size of the
Botswana Stock Exchange (BSE) and a pau-
city of local investment opportunities. There-
fore, the benefits accruing from dual listing
have been modest.

3.8 Europe continues to be the main source of the
TABLE 2.6: INTERNATIONAL INVESTMENT PoOsiTiON (P MILLION)
As at end of 2008 2010 2012 2014 2016!
Net International Investment Position 73797 46 654 36 860 56 096 61933
Foreign Financial Assets 100 904 87 804 100 258 133 635 149 801
Direct investment abroad 6420 6486 6474 8131 9923
Portfolio investment abroad 17 051 21 328 23917 35084 45 494
Other investment abroad 8822 9143 10 551 11308 13 999
Reserve Assets 68 612 50 847 59317 79 111 80 384
Foreign Liabilities 27 107 41 150 63 398 77 540 87 868
Direct investment in Botswana 18 605 21582 37476 49 499 57789
Portfolio investment in Botswana 2779 2981 2777 2793 3153
Other investment in Botswana 5723 16 587 23 146 25248 26 927
Preliminary estimates
Source: Bank of Botswana
TABLE 2.7: FOREIGN DIRECT INVESTMENT BY SECTOR (P MILLION)!
Sector 2006 2008 2010 2012 2014 2015
Mining 6101 3553 4877 16 608 14 946 23902
Manufacturing 238 211 193 210 743 366
Finance 7 043 4184 5249 6706 9098 10 497
Retail and Wholesale 350 463 1334 604 2168 4212
Electricity, Gas and Water 287 103 106 406 6 602 7432
Real Estate and Business Services 131 493 137 229 310 292
Transport, Storage and Communications 165 73 12 157 196 181
Construction 32 40 140 0 38 146
Hospitality 22 26 19 1 148 409
Public Administration? 2143 1772 9289 13 810 15 861 17 244
Other 64 116 90 1190 2 744 1588
Total 16 576 11 034 21 446 39921 52 854 66 269
1. Data for Tables 2.6 and 2.7 are from different sources and hence the discrepancy.
2. Public Administration largely comprises public sector debt from multilateral organisations and development partners.
Source: Bank of Botswana

agency relationship with international suppliers.

108



CHAPTER 2: Bo1swANA’S TRADE PATTERN

TABLE 2.8: DISTRIBUTION OF SOURCES OF FOREIGN DIRECT INVESTMENT BY COUNTRY (PERCENT)
Country 2006 2008 2010 2012 2014
North and Central America 7.7 4.4 0.9 0.9 1.8
Of which
United States 3.1 4.4 0.9 0.1 1.5
Europe 40.4 423 28.0 424 18.2
Of which
United Kingdom 6.8 14.9 14.2 3.1 3.6
Netherlands 0.3 0.1 0.1 0.1 0.4
Luxembourg 16.1 26.3 12.5 38.7 11.1
Other Europe 17.1 0.9 1.2 0.6 3.0
Asia Pacific 3.1 0.6 7.3 2.6 13.3
Africa 36.3 34.0 19.9 18.6 274
Of which
SADC 354 24.4 16.8 18.1 27.0
DRC - - - - -
Zimbabwe 2.1 - 1.1 1.2 1.0
Mauritius 0.1 - 1.1 3.1 8.9
Mozambique 2.7 - - - -
Zambia 1.0 - 0.4 0.3 -
Malawi - - 0.2 0.1 0.2
Tanzania 1.3 - - - -
Angola - - - - -
Madagascar - - 0.1 - -
Seychelles - - - - -
SACU 28.2 24.4 13.9 134 16.9
South Africa 28.2 24.4 13.0 11.6 16.2
Namibia - - 0.7 1.4 0.6
Swaziland - - 0.2 0.4 0.1
Lesotho - - - - -
Rest of Africa 0.9 9.7 3.2 0.4 0.4
Middle East 1.1 0.0 0.3 0.4 0.5
Other 114 18.6 43.5 35.1 38.8
Total 100 100 100 100 100
Source: Bank of Botswana

stock of FDI, accounting for an average of 36 becoming significant, with its average share
percent of total FDI in the last decade, with rising from 2.7 percent between 2005 and
Luxembourg at 22.1 percent on average due to 2009 to 9.2 percent between 2010 and 2014.

the residence status of the major mining inves-
tors in Botswana (Table 2.8). On average in
the last decade, Africa accounted for 23.3 per-
cent of the total stock of FDI, including 20.7
percent from SADC, which incorporates 17.1
percent of SACU (16.7 percent from South Af-
rica). FDI from Asia, while historically it did
not play an important role, it is increasingly

Balance of Payments and Foreign Exchange Re-
serves

3.9 In the last decade, the current account balance
has, on average, been positive, except in 2009,
2010 and 2012 where negative balances were
recorded. The negative current account bal-
ances were mainly a result of the effects of the
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TABLE 2.9: CURRENT ACCOUNT, OVERALL BALANCE AND FOREIGN EXCHANGE RESERVES AS A PERCENTAGE OoF GDP
P Million Percent of GDP
Current Ac- Foreign Ex- Foreign Exchange
count Balance Overall Balance change Reserves Current Account Reserves
2007 10 140 10 694 58518 15.1 87.1
2008 1 006 7452 68 612 1.3 91.8
2009 -4 680 -4 563 57 908 -6.4 78.8
2010 -2420 -6 511 50 847 -2.8 58.5
2011 3250 3430 60271 3.1 57.4
2012 -1275 -862 59317 -1.2 54.0
2013 11619 1340 67772 9.3 54.1
2014 22219 11 404 79 111 15.2 54.2
2015 12 052 -57 84 881 8.3 58.2
2016! 8727 1 545 79 990 7.1 65.2
1. Data covers up to September 2016.
Source: Statistics Botswana and Bank of Botswana
2008 global financial crisis and the sudden rise lating to unemployment (20 percent), inequal-
in imports due to the relocation of diamond ag- ity (IHDI of 0.7) and poverty (19.3 percent)
gregation from the UK to Botswana in 2012, continue to be a concern, albeit with noticeable
respectively (Table 2.9). The current account progress with respect to the last two. Mean-
surpluses have been driven by higher growth while, the country’s openness with respect to
in exports compared to imports of diamonds, inward investment and exports has made posi-
which have been dominating the export mar- tive contribution in terms of increased fiscal
ket over the years. The surpluses have also revenues, provision of infrastructure and so-
been supported by inflows from SACU and, cial services, as well as discretion in macro-
recently, exports of travel services, mainly for economic policy-making.
tourism. As indicated in Table 9, the overall . . .
3.11 Being the largest contributor to export earnings

balance mainly reflects changes in the level of
foreign exchange reserves, which have been,
since 2008, growing at a slower pace than the
economy, hence a decrease in the ratio of re-
serves to GDP.

Current Challenges with Respect to Economic Di-

versification and Inclusive Growth

3.10 Inclusive growth refers to long-term sustain-
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able output growth that is broad-based across
economic sectors; creates productive employ-
ment opportunities and reduces poverty. High-
er levels of trade and capital flows are generally
positive for an economy, resulting in arguably
faster growth rates and greater prospects for
employment creation. However, for Botswa-
na, the benefits have been mixed in terms of
industrialisation and impact on employment.
As a result, the country’s social indicators re-

and the dominant recipient of FDI, the min-
ing sector, particularly diamonds, continues to
play a key role in fostering economic growth
and contributing substantially to government
revenue. However, this development has not
been matched by equally substantial employ-
ment creation in the economy, reflecting the
capital intensive nature of diamond mining in
Botswana and, previously, limited beneficiation
of the natural endowments. As a result, the min-
ing sector contributes around 3 percent directly
to total employment, with intermittent tempo-
rary employment opportunities created by spe-
cial projects, such as the Jwaneng Cut 8 Project,
which generated around 1 500 jobs during the
expansion phase. The extension of the life span
of the diamond mining operations to the envis-
aged year 2050 and beyond is expected to help
sustain employment in the mining sector.



durable forward and backward linkages with
other sectors of the economy such that, in the
absence of more extensive beneficiation, up-
stream and downstream investments and em-
ployment opportunities related to the mineral
sector have been modest. This, therefore, sug-
gests that the multiplier effect has been some-
what muted. The relocation of the De Beers
group aggregation in 2012 and sales activities
from the UK to Botswana in 2013 and further
development of polishing and manufactur-
ing offer the potential for higher employment
and greater positive spillovers to the national
economy. Even then, success of the diamond
polishing sector would depend on proper
alignment of labour productivity and relative
wages; given the low margins involved these
factors tend to weigh more heavily on com-
petitiveness and profitability of the domestic
secondary diamond operations. Thus, the sig-
nificance of recent retrenchments/closures by
local diamond polishing companies as a result
of competition from “low cost-higher produc-
tivity” secondary diamond activity in other in-
ternational centres, such as in India.

3.13 Historically, copper-nickel has been the second

most important mineral resource in Botswana;
several mines operated with varying duration,
size and viability over time, while secondary
activity in the form of providing a smelter for
regional producers was also a credible option
at some point. However, recent prolonged
subdued commodity prices have adversely af-
fected viability of copper production, resulting
in several operations closing down, including
the decision by Government to place the state-
owned BCL and Tati Nickel mines under pro-
visional liquidation.?

25 The BCL mine in Selebi-Phikwe and its subsidiary, the

Tati Nickel Mining Company (TNMC) in North-Eastern
Botswana, were affected by the worldwide decline in copper
and nickel prices, rendering production at the mines not
economically viable. Following the provisional liquidation
decision, operations at both Selebi-Phikwe and TNMC, with
a combined workforce of over 5 000 people, ceased and only
around 400 employees remained for care and maintenance
activities during the liquidation process. Other mines that
ceased operations are the Mowana Mine, owned by African
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3.12 Mining activities, in general, have limited 3.14 Botswana also has extensive coal resources

which, to date, remain largely unexploited,
except the output at the Morupule mine used
primarily for generation of electricity for the
domestic market. There is potential for coal to
support economic activity (including employ-
ment opportunities) through direct export, use
in generation of surplus electricity for export
and production of gas, petroleum and associ-
ated chemicals. However, the commercial case
for coal remains uncertain. Notably, there is
a significant infrastructure requirement for
mining and transportation of coal to foreign
markets. Moreover, the use of coal to generate
electricity in excess of the domestic require-
ment would need external uptake, including
tariff guarantees, which involves complex ne-
gotiations, accentuated by individual country
self-interest. The prospects for conversion of
coal to petroleum, gas and other chemicals are
technically sound, but, as with the other po-
tential operations, there are complications re-
lating to the scale of investment required and
associated organisational and funding arrange-
ments, such as the extent of involvement of
government, private sector and foreigners.

3.15 The need to address environmental and pol-

lution issues associated with coal mining and
processing operations is also fundamental. As
a party to both the Kyoto Protocol and the Paris
Agreement, Botswana is committed to reduce
greenhouse gas emissions from coal mining
and processing. Therefore, any coal mining
operations have to take into account the en-
vironmental impact and associated costs of
compliance with both local and international
standards. Even then, aspects of adherence to
standards and compliance present business op-
portunities. Overall, it is apparent that, going
forward, the potential for coal mining to have
a sustainable long-term impact on broader
economic activity and inclusive growth lies in

Copper, and Boseto mine, operated at the time by Discovery
Metals and subsequently acquired by Khoemacau. On
a positive note, the ongoing recovery in the commodity
markets and the prospects for reopening of closed mines,
including the Mowana Copper Mine, and commencement
of new operations, bodes well for future performance of the
domestic economy.
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3.16

3.17

3.18

enhanced beneficiation and innovative opera-
tional structures (public private partnerships in
particular) that afford effective funding and vi-
able operations.

Manufacturing, considered to be key to an
export-oriented and labour-intensive growth
strategy, has generally remained stagnant,
with a relatively small and static contribution
to both economic growth and employment.
In the last decade, on average, manufacturing
contributed approximately 6 percent to overall
GDP, while the share of employment has in-
creased from around 6.7 percent in 2005/06 to
9.2 percent in 2016. Broadly, these outcomes
emphasise the need to address structural issues
and (mostly industrial) microeconomic policy
impediments that constrain the potential bene-
fits from the economy’s openness and a robust
macroeconomic policy framework.?

Agriculture is critical for poverty alleviation
and has the potential for broad-based employ-
ment creation. However, the agricultural sec-
tor has not offered much potential for export
development and growth because of, among
others, adverse weather conditions and limited
uptake of appropriate technology and skills
relevant for local conditions. The sector con-
tributes less than 3 percent to Botswana’s GDP,
but it generates more than 15 percent of total
employment, most of which is for the rural
economy. It should also be noted that an im-
portant factor contributing to high unemploy-
ment in Botswana is the migration of labour
from involvement in subsistence agriculture
in pursuit of employment in other potentially
more remunerative areas of economic activity.

The services sector’’” has increasingly be-

26 The robust macroeconomic policy framework is reflected

in Botswana’s National Development Plans, which are the

main instruments for implementing policies and programmes

in order to advance the country’s development. Successive

IMF Article IV Missions and Ratings Agencies have also

indicated the benefits that Botswana has derived from a

stable macroeconomic environment and associated strong

come one of the biggest contributors to GDP
and employment growth. It accounted for
up to 36 percent of GDP in 2016 and around
27.4 percent of formal employment in 2016.
However, within the services sector, knowl-
edge-based sectors, such as information and
communications technology and financial
services, provide jobs largely to the highly-
skilled and more educated cohort of the la-
bour force. Meanwhile, there is potential for
widespread employment opportunities in the
tourism and trade sectors that have greater
backward linkages with the agricultural sec-
tor and the rural economy, hence a likely
larger impact on poverty reduction. Overall,
an appropriate strategy for employment cre-
ation and inclusive growth needs to encom-
pass promoting conditions that encourage the
effective exploitation of economic opportuni-
ties across a broad range of economic sectors,
involving primary, secondary and tertiary
activities. However, given the limitation of
resources, specialisation around the areas of
natural endowments and comparative advan-
tage is warranted (Section 6).

Opportunities and Challenges in Relation to Export
Growth and Inflows of FDI

3.19 Botswana’s trade performance does not re-

flect a transition towards diversification of ex-
ports across commodities (Table 3 and Chart
3). However, recently, there has been modest
diversification within the mining sector, in
particular from raw minerals (essentially dia-
mond) towards value-added products. There
is a circular relationship in that the slow pace
of industrial diversification and beneficiation
limits the potential development of markets
as well as prospects for capital inflows and
the generation of clusters of industrialisation.
In such circumstances, business development
and entrepreneurship as well as employment
opportunities and long-term growth potential
are also constrained.

3.20 The country’s ability to exploit trade opportu-

institutions.

27 For the purpose of this analysis, the focus is on the service
sub-sectors of trade, hotels and restaurants; transport and
communications; and, finance and business services. These

sub-sectors have the potential to form a basis for an export-
oriented service economy.
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TABLE 2.10: LoGisTics PERFORMANCE INDEX AND THE GLOBAL COMPETITIVENESS INDEX (RANKING ON INNOVATION)
FOR BOoTSWANA AND SELECTED COUNTRIES
Global Competitiveness Index (Innova-
Country Logistics Performance Index tion)
2007 2010 2012 2014 Index Rank
Belgium 3.89 3.94 3.98 4.04 5.0 15
Botswana - 2.32 2.84 2.49 32 84
China 3.32 3.49 3.52 3.53 4.0 30
India 3.07 3.12 3.08 3.08 4.0 29
Israel 3.21 3.41 - 3.26 5.7 2
Namibia 2.16 2.02 2.65 2.66 33 74
Norway 3.81 3.93 3.68 3.96 5.1 12
South Africa 3.53 3.46 3.67 3.43 3.8 35
Switzerland 4.02 3.97 3.8 3.84 5.8 1
United Kingdom 3.99 3.95 39 4.01 5.0 13
United States 3.84 3.86 3.93 3.92 5.6 4
Zimbabwe 2.29 - 2.55 2.34 2.6 129
1. The Logistics Performance Index overall score reflects perceptions of a country’s logistics based on efficiency of
customs clearance process, quality of trade- and transport-related infrastructure, ease of arranging competitively priced
shipments, quality of logistics services, ability to track and trace consignments, and frequency with which shipments
reach the consignee within the scheduled time. The index ranges from 1 to 5, with a higher score representing better
performance.
2. For Global Competitiveness, the indices range from 1 to 7, with 1 being the lowest level and 7 the highest level. The
rankings are based on 138 countries.
Source: World Bank and the Global Competitiveness Report 2016 — 2017

nities and attract capital inflows may be lim- international competitiveness.
ited by the low productivity of domestic firms.
Some apparent deficiencies in management
systems and persistent under-provision of basic
infrastructure, including, among others, inad-
equate (unreliable) transport, electricity, water,
telecommunication and internet connectivity®®,
continue to undermine productivity of firms and
constitute a major constraint on competitive-
ness of export-oriented and import-competing
sectors and, hence, job creation. Therefore, be-
ing a landlocked country, proper management
systems and a well-developed physical infra-
structure are integral to boosting productivity

3.21 In general, countries that do more to improve
logistics and facilitate trade tend to develop
faster. Botswana’s average score on the World
Bank Logistics Performance Index (LPI) has
been relatively low (Table 2.10). The country
performs below the successful emerging Asian
markets of China and India and, regionally,
South Africa. Thus, the weak development of
trade logistics might be a factor in explain-
ing differences in trade performance between
Botswana and the selected group of countries
in Table 2.10 and, hence, attraction of FDI.

that will contribute to Botswana’s regional and 3.22 Innovation is also a key determinant of trade,
enabling businesses to produce more at low-

28 Although the country has invested heavily on the information er relative costs, achieve economies of scale,
and communication technology (ICT) infrastructure, with and introduce cheaper, better quality products.
the recent initiative being the rolling out of Wi-Fi hotspots Overall, Botswana’s performance in innova-

across the country, the costs of internet services in Botswana

are still relatively high, while internet speed is low. e 3 el g e ezl by Hhe laiest mmldngs
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3.23

3.24

(Table 2.10) from the 2016 - 2017 Global Com-
petitiveness Report (GCR). Therefore, the lack
of innovation could be another key factor ex-
plaining the difference between Botswana and
the successful economies in stimulating export
growth and diversification and attracting capi-
tal inflows. Hence, the need for Botswana to
consider allocation of resources for clearly de-
fined research and development programmes
and innovation in the ICT area, including
through incentives to encourage private sector
participation. The Botswana Innovation Hub
(BIH), established in 2012, is expected to play
a leading role in this regard.

The high costs of doing business in Botswana
may also be a constraint on export growth and
attraction of capital flows. Initial research sug-
gests certain costs, such as labour, transport
and internet connectivity, are relatively high
in Botswana. In addition, compared to the
SACU regional average, the cost” of import-
ing and exporting a standardised shipment of
goods in Botswana are higher by US$1200 and
USS$800, respectively. As a result, such high
costs of doing business hinder export growth
and also lead to loss in potential FDI inflows
into the country.

Protection of some industries by government,
however well meant, may be another reason
constraining improvements in productivity and
competitiveness, export growth and attraction
of FDI. For example, while the cattle industry
traditionally played an important role in the
Botswana economy and society, with signifi-
cant contribution to GDP, in recent years, there
has been a substantial decline or stagnation of
exports and employment for this sector. There
is perhaps a need to review the beef market-
ing arrangements that give the Botswana Meat
Commission (BMC) monopoly over the ex-
port of beef and related products. Although the
system is well intended to help ensure quality
control, it appears to contribute to slow mod-
ernisation and investment in the livestock in-
dustry. In some respect, the envisaged cluster
and beneficiation framework for industrialisa-

29 World Bank database.
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tion (Section 6) should help improve prospects
for the industry.

Overall, the pace of improvement in the local
business environment has not been as rapid as
in the more successful comparator countries, as
important gaps remain in some key areas. For
example, according to the World Bank’s Doing
Business Index (DBI), Botswana’s ranking for
trading across borders remained at 51 in 2015
and 2016 (Chart 2.5). Therefore, performance
highlighted
above constrain entrepreneurship as well as
business and product development, marketing
efforts and related investment. Moreover, such
constraints hamper the success of industriali-
sation policies.

and infrastructure challenges

Cu

1

1

1

BORDERS

140 1

Source: World Bank
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Effective 2015, there was a substantial revi-
sion to the methodology for this indicator to
increase its relevance.
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4.

OVERVIEW OF TRADE
AGREEMENTS AND
NEGOTIATIONS, AND REGIONAL
INTEGRATION

Trade Agreements

4.1

4.2

Trade across countries is commonly subject
to, among others, regulation, restrictions, du-
ties, taxes, levies, quotas and subsidies with a
view to supporting local industry and raising
government revenue. However, it is generally
considered that easing trade across borders,
through trade agreements, enhances potential
for greater industrialisation and more rapid
economic advancement, as well as providing an
impetus to economic integration. Accordingly,
Botswana is a signatory to a number of bilater-
al, regional and international trade agreements,
including those shown in Table 11, principally
in pursuit of an outward-looking strategy of
enhancing access to foreign markets and fa-
cilitating inward investment and uninterrupted
availability of imports (both for consumption
and as inputs to production).

Bilateral, regional and international trade
agreements encompass easing of restrictions
and cost of trade; for example, relating to tar-
iffs, quotas, licensing and other industrial sup-
port. These are essentially preferential trade
arrangements because they benefit only the
countries to which they relate. Thus, specific
to trade, three alternative or progressive ar-
rangements can exist, namely:

(a) free trade area, whereby a group of coun-
tries eliminate tariff and non-tariff bar-
riers on substantially all trade amongst
themselves, but with each country main-
taining its own tariff schedule with re-
spect to non-members;

(b) customs union representing a single ter-
ritory for a group of countries in which
duties and other restrictive trade regula-
tions are eliminated for substantially all
intra-member country trade, but a com-
mon external tariff schedule is applied to
trade with non-members; and

(@)

43

4.4

(c) a common market, whereby, in addition
to having a customs union, restrictions on
the free movement of capital and labour
are removed.

Assessment of Selected Trade Agree-
ments: Impact and Trade Developments

Southern African Customs Union
(SACU)

SACU, the oldest customs union in the world,
was established in 1910 and currently oper-
ates under the SACU Agreement, 2002, with
Botswana, Lesotho, Namibia, South Africa and
Swaziland as members. For Botswana, SACU
is the most enduring and integrated arrange-
ment with cultural and social linkages poten-
tially reinforcing economic integration beyond
the benefits of free trade. The SACU vision of
“an economic community with equitable and
sustainable development, dedicated to the wel-
fare of its people for a common future” pro-
vides the backdrop for shared industrialisation,
market access and distribution of trade taxes,
a common external tariff structure for non-
SACU members and duty free movement of
goods originating from within SACU member
countries. However, in practice, the outcome
in terms of equitable benefits is mixed, primar-
ily because of economic imperatives as well
as apparent dominance of self-interest with re-
spect to industrialisation policies.

The economic imperatives relate to polarisa-
tion, whereby industrialisation gravitates to ar-
eas with more productive resources and larger
markets; in this instance the more developed
South Africa, with a comparatively larger pop-
ulation, advanced industrial and financial in-
frastructure as well as greater national income.
Although the SACU agreement allows infant
industry protection and there is scope for non-
tariff restrictions to support producers in the
BNLS?*® countries, South African suppliers
continue to dominate on account of entrenched
business (including supply and agency) ar-
rangements, ramifications of rules of origin

30 The BNLS countries are Botswana, Namibia, Lesotho and
Swaziland.
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4.5

4.6

to access the SACU market, and possible in-
ability to meet quality and continuity of sup-
ply requirements by producers in the smaller
countries (Tables 2.4 and 2.8 in Section 3 show
intra-SACU performance with respect to trade
and financial flows).

In recognition of the dominance of South
Africa in SACU, the revenue sharing formula
(RSF), which distributes the revenue collected
from the common external tariffs and excise
revenues from within the SACU region, helps
compensate the BNLS countries for the effects
of polarisation by rewarding those countries
that import more from other member states,
together with an explicit development com-
ponent. South Africa is primarily responsible
for the collection of the common external tar-
iff and, in practice, determining tariff levels.
These are set with the two main purposes of
raising revenue and protecting domestic indus-
try and, in this regard, South Africa has a vested
interest in promoting its own industrialisation.
Thus, although the RSF appears to dispropor-
tionately benefit the smaller countries in that
their revenue shares, ultimately, exceed the
amount of customs and excise duties on im-
ports into these countries, there is recognition
that the respective countries have less discre-
tion on the level and structure of tariffs, hence
the loss of possible revenue that could be col-
lected and the influence over industrialisation.

Charts 2.6 and 2.7 indicate that Botswana’s
trade with the other SACU members (domi-
nated by South Africa) in terms of both exports
and imports as well as associated revenue,
has generally trended upwards. Also, despite
Botswana enjoying overall current account
surpluses over the years, trade with SACU is
characterised by persistent current account def-
icits. This is attributable to heavy reliance on
imported consumption and intermediate items
from South Africa, while exports are mainly
destined to the rest of the world. However, the
ratio of SACU revenue to Botswana’s nominal
GDP has been static at around 10 percent, in-
dicating limited tax buoyancy.*' In turn, the ra-

31 Tax buoyancy refers to efficiency and responsiveness of
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tio of SACU revenue to imports has generally
fallen in the ten years to 2015/16 (Chart 2.9,
overleaf), while receipts from SACU are
among the major sources of government rev-
enue (Chart 2.8, overleaf).

While the SACU market and a wider SADC
market provide opportunities for smaller
countries to increase local production capac-
ity, manufacturing as a ratio of GDP in many
of the members has been, at best, stagnant
(Table 2.12). For South Africa, the decrease
in the share of manufacturing is more a reflec-
tion of diversification into other growth areas,
including services. In addition, the polarisa-
tion applies to other areas of economic activ-
ity, including primary production (agriculture)
and services. The perennial current account
surpluses between South Africa and the other
SACU countries emphasise the impact of po-
larisation. In this regard, it is appropriate to
consider the extent to which the focus on the
revenue aspect detracts from the leeway to use
customs and excise duties to leverage trade
and industrialisation policies.

TaABLE 2.12: SACU COUNTRIES - MANUFACTURING AS
A PERCENT OF GDP

2000 2005 2010 2015
Botswana 5 4 4 6
Lesotho 14 20 13 11
Namibia 13 14 8 9
South Africa 19 18 15 13
Swaziland 39 40 42 36

Source: SACU Website

(b)

4.8

Southern African Development Com-
munity (SADC)

SADC was formed in 1992, being a transfor-
mation of the Southern African Development
Coordinating Conference which had been es-
tablished in 1980. Its overall aim is regional
integration and poverty alleviation within
the Southern African region. It is one of the
eight regional economic communities (RECs)
in Africa. The SADC mission is guided

revenue mobilisation to growth in Gross Domestic Product
or National income.
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CHART 2.6: BorswaNA TRADE wiTH SACU
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by several protocols, among which are the 4.9
Protocol on Trade and the Regional Indicative
Strategic Development Plan. Implementation

of the trade protocol entails liberalisation of

trade among member countries and ultimately

deeper regional integration. Thus a free trade

area was declared in 2012 following comple-

tion of the tariff phase down process for sensi-

tive products.®

32 A product is considered sensitive if trade liberalisation
impacts negatively on the production or trade of the said
product. Criteria for selecting sensitive products comprise
of revenue contribution, importance of the product to a
country’s economy, potential of the sector to contribute to
regional economic development.

Charts 2.10 and 2.11 (overleaf) show
Botswana’s export and import trends within
the region and globally. Trade with South
Africa continues to be substantially dominant.
Imports from South Africa averaged 72 per-
cent of the total in the past ten years ending
2015, while the share of total exports averaged
12.7 percent with only a mild upward trend
from 2009. The decrease in the share of im-
ports from South Africa in 2013 is due to the
increase in imports of diamonds from Namibia
which form part of the aggregation process of
De Beers’ production. Thus, apart from South
Africa, there is modest trade with Namibia
as well as Zimbabwe, while trade is virtually
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non-existent with the other member states of
SADC (Table 2.4 in Section 3).

4.10 However, a notable achievement is the creation
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of the SADC Integrated Regional Electronic
Settlement System which facilitates settlement
of financial transactions by SADC banks. In
addition,

monitoring of macroeconomic

(©)

4.11

convergence under the Committee of Central
Bank Governors facilitates maintenance of
prudent policy frameworks, which augurs well
for fostering a conducive environment for pro-
ductive economic activity and cross-border
trade and investment.

SADC-EU Economic Partnership
Agreement (SADC — EU EPA)

The SADC-EU EPA was signed in 2016 as
a realignment of the Cotonou Agreement
(which allows for the export of products
from African, Caribbean and Pacific coun-
tries to the EU). Under the SADC-EU EPA,
Botswana, Lesotho, Mozambique, Namibia
and Swaziland are guaranteed 100 percent free
access of goods into the EU market; while, for
South Africa, the EU has fully or partially re-
moved custom duties on 98.7 percent of the
categories of imports. The Agreement is not
fully reciprocal; and for that reason, the SADC
countries removed custom duties on 86 per-
cent of the categories of imports coming from
the EU. The EU is the SADC-EPA group’s
largest trading partner, with South Africa ac-
counting for the largest share of EU imports
and exports from the region. The SADC-EPA
countries include major diamond exporters
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CHART 2.10: ExPORTS — SELECTED DESTINATION (PERCENTAGE SHARE IN TOTAL)
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CHART 2.11: IMPORTS — SELECTED SOURCES (PERCENTAGE SHARE IN TOTAL)
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and these constitute a dominant share of their current difficulties (see Section 3). It is also

exports to the EU. Other exports from the re-
gion include agricultural products; beef in the
case of Botswana. Despite beef exports ac-
counting for less than 5 percent of Botswana’s
total exports (Table 2.3 in Section 3), the bulk
of which are to the EU, the sector is important
for economic diversification, notwithstanding

notable that, despite the large national cattle
herd and extensive government support for the
agricultural sector, Botswana has been unable
to meet the full quota allocation for beef ex-
ports to the EU.
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(d)

4.12

4.13

The African Growth and Opportunity
Act (AGOA)

AGOA was enacted in 2000 to run for eight
years and was initially extended to 2015 and
subsequently to 2025. The Act provides eli-
gible Sub-Saharan African countries, includ-
ing Botswana, duty-free access to the United
States market for certain exports. AGOA
builds on existing USA trade programmes by
expanding the benefits previously available
only under the country’s Generalised System
of Preferences (GSP) programme. Botswana
has been a beneficiary of AGOA since incep-
tion of the programme and, from 2002, was
eligible for enhanced access afforded to less
developed countries.

Since the commencement of AGOA, Botswana
has participated in eight sectors, namely, tex-
tiles and apparel, chemicals, machinery, min-
erals, metals, forestry, transport equipment
and electronic products. However, the more
visible impact was with respect to local pro-
duction and export of textiles, which have rela-
tively low technology and skills requirements.
Chart 2.13 shows that textile exports declined
sharply from about P500 million in 2005 to
just below P100 million in 2015. In terms of
overall export performance, the initial surge
in growth of exports to the USA has not been

sustained, with an average annual decline of
12 percent between 2006 and 2016. The weak
utilisation of the AGOA potential is also in-
dicated by a decline from 13 companies that
were involved in the inaugural programme in
2000 to only two at the end of 2016. Challenges
cited by local businesses for poor performance
include supply-side constraints and high oper-
ating costs that undermine their competitive-
ness and stringent US regulations on goods
entering the country.

CHART 2.13: TeXTILE EXPORTS TO THE USA
(P MiLLION) 2005 - 2015
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Source: AGOA information website
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4.14 In general, trade, investment and access to

5.1

markets are important for economic growth
and job creation. However, trade arrangements
must be geared towards supporting a coher-
ent economic development agenda that en-
compasses inclusive growth, which involves
credible and sustainable policies as well as ef-
fective institutions. Accordingly, in Botswana,
Government has promoted several initiatives
aimed at fostering domestic productive capac-
ity and cultivating access to the larger external
markets (Section 5).

TRADE, INVESTMENT AND
REecGioNnaL EconoMic
INTEGRATION: INSTITUTIONAL
SUPPORT

Institutional support plays a critical role in
providing a conducive environment for trade,
investment and regional economic integra-
tion to thrive, while promoting international
competitiveness. A wide range of support and
facilitation arrangements that form part of a
business climate exist in the broad categories
of specialised and targeted legislation, institu-
tions, policies and strategies, which have to be
well balanced and coordinated to ensure the at-
tainment of desirable outcomes.

Legislation

5.2 Legislation and affirmation of trade agreements

underpin institutional support and facilitation
of cross-border trade, affording transparency,
predictability and reliability of the investment
environment for both domestic and foreign in-
vestors. Furthermore, some legislation, such
as that on competition, is focused on achiev-
ing equitable, free and fair trade for investors,
as well as enabling positive tangible results in
terms of improved consumer welfare and con-
tribution to economic development. Another
range of legislation fosters appropriate regula-
tion of activity, maintenance of predetermined
national and international standards and the
promotion of free entry into and exit from
the market, as espoused in the National Trade
Policy. Nevertheless, there are instances,

where, out of necessity, legislation is deliber-
ately biased towards the protection of interests
of citizen and resident businesses and entre-
preneurs. Legislation is also used to establish
relevant institutions and to safeguard and im-
plement specific policies and strategies as well
as coordination and collaboration arrange-
ments. In this regard, authorities in Botswana
continuously adopt and refine legislation to
benefit trade and economic activity generally
and to conform to global developments.

Institutions

5.3 The Ministry of Investment, Trade and

Industry (MITI) is the overarching authority
that spearheads the institutional framework
for trade, investment and regional economic
integration. Thus, the Ministry is responsible
for formulation and implementation of poli-
cies relating to industrialisation, investment
and trade arrangements. To support these poli-
cies, MITI facilitates negotiations and imple-
mentation of various bilateral, multilateral and
regional agreements, and the development and
enforcement of related domestic regulations. A
key support institution under the supervision
of MITI is the Botswana Investment and Trade
Centre (BITC), which has a broad mandate for
attracting investment and promoting exports
and, in this respect, also manages the National
Brand that promotes Botswana. Thus, BITC
helps develop external markets for domestic
producers, while fostering the development of
local industry and foreign direct investment.
Among others, BITC undertakes research to
identify growth sectors, with the current fo-
cus on mining and energy, agriculture, edu-
cation, transport and logistics, financial and
business services, and tourism. Furthermore,
BITC is involved in the implementation of the
Special Economic Zones (SEZs) Policy, which
is designed to attract domestic and foreign
investors on the basis of availability of infra-
structure, skills and state of the art technology,
targeted economic incentives, and beneficial
inter-sectoral linkages (Section 6).

5.4 Alongside the MITI and BITC, there is a
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support network for trade, investment and
regional economic integration, comprising a
wide variety of institutions that play key roles
in fostering market access, enhancing produc-
tivity and competitiveness, quality control and
standards, business/entrepreneurship develop-
ment and access to finance (Table 2.13).

in Botswana and, in particular, encompasses
the complete framework of laws, regulations,
international agreements and negotiating posi-
tions that Botswana has adopted. Furthermore,
it covers the various guidelines and pro-
nouncements Government has espoused on the
conduct of trade with bilateral, regional and

multilateral trading partners. While the NTP
is founded on the principles of free trade and

Policies and Strategies
competition to influence the flow of goods and

5.5 Botswana’s strategic policies for trade, in- . i
. .. . services between Botswana and her trading
vestment and regional economic integration . .. ) i

partners, there is recognition that, in practice,

trade 1s in the context of a mixture of restrictive
and free trade policies. At the same time, it is

are intended to provide a holistic approach to
industrialisation that would contribute to em-

ployment creation and sustainable economic ..
critical that the country adopts complementary

policies, which can help to adapt the domestic
institutions to the requirements of free trade
and financial flows, accommodate any adjust-

growth through enabling private industries, in
particular, and business operations that would
compete with imports and in external markets.
The National Trade Policy (NTP) is at the apex

. . . ment costs arising from the adoption of new
of the trade-promoting strategies and policies

TABLE 2.13: KEY INSTITUTIONAL SUPPORT AND RELATED INSTITUTIONS'

Institutional Support Institution(s) Comment

BOBS, MADEFS, BURS,
NFTRC, BMC and National
Veterinary Laboratory

BITRI, BQA, MIHD, BIH
and NFTRC

MITI, Competition Authority

Ensuring quality infrastruc-
ture and standards

For BURS, in particular, the Customs Division

Technology transfer

Promotion of competition in
the business sector

Ensures fair and transparent business practices in the
economy

Enforcement of sanitary and MADFS

phyto-sanitary measures

It is also the institution in charge of the allocation of im-
port licences and/or the banning of importation of selected
agricultural products, which is viewed as a way to protect
local producers

Facilitate business access to financing for micro and small
enterprises

Facilitation of business access
to financing

BDC, CEDA, CEDA Venture
Capital Fund, NDB, BECI,
IFC, Botswana Trade Com-
mission, private commercial
banks and WFH

LEA, BB, CEDA, USAID,
UNDP, WIBA, BEMA, WFH
and BIH

Entrepreneurial development Promotes and supports entrepreneurial development

Trade Policy

BOBS, PPADB and MITI

Facilitates implementation of the trade policy

Energy infrastructure and
supply

MMRGTES, BOC

Ensures the security and efficiency of the domestic supply
and promotes active citizen involvement in the petroleum
industry

Regulation of exports and
imports

MITI, BOTC

Regulates the export and import of goods within the Com-
mon Customary Area

Promotion of FDI

WB, MIGA and BITC

Promotes FDI into developing countries to help support
economic growth and reduce poverty

1.

SADC programmes

MFED, SADC National
Committee

The SADC National Committee brings together all na-
tional stakeholders, including ministries, non-governmen-
tal organisations and business representatives

The list and information is indicative and not exhaustive. See abbreviation list for the full names of the institutions.
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trade agreements and maintain the stable mac-
roeconomic environment necessary to support

specific policy aspects (Table 2.15, overleaf).

lated i< activiti 5.8 The National Economic Diversification Council
related economic activities. . .
(NEDC) was established in 2011 to foster the
5.6 In addition to the NTP, an array of other sup- Economic Diversification Drive (EDD). The
portive and complementary key policies and NEDC, chaired by the Minister of Investment,
strategies exist (Table 2.14). Trade and Industry, had a membership drawn
from Government ministries, parastatals, pri-
Coordination vate sector, labour organisations and the civil
iety. It had vari b- ittees/themati
5.7 The National Committee on Trade Policy society. It ha V arious S,u commt ees' ematie
.. teams responsible for different strategic themat-
Negotiations (NCTPN) served as a forum . )
. . . . ic areas as reflected in Table 2.16 (overleaf).
for inter-agency information-sharing among
government, relevant parastatals and the 5.9 In order to minimise the potential for dupli-

private sector. In particular, it potentially
enabled discussion of business and market
opportunities arising from trade agreements
and addressed related obstacles. Several sub-
committees also handled sectoral issues and

cation of duties and mandates, simplify their
programmes and activities, as well as promote
efficient use of resources, the NCTPN and
NEDC were merged to form the Economic
Diversification and Trade Council (EDTC),

TABLE 2.14: PoLICIES THAT SUPPORT TRADE AND INVESTMENT IN BoTSWANA

Policy/Strategy Objectives

Vision 2036 and the National Devel- >
opment Plans

Vision 2036 and the subsidiary elements of national development planning seek to
achieve economic prosperity in which trade plays an important role in the realisa-
tion of economic diversification, inclusive growth, poverty reduction, equitable
income distribution and the transition to a developed, high income country.

National Trade Policy » Encompasses trade related guidelines, policies, pronouncements and strategies
that define how Botswana will conduct trade with bilateral, regional and multilat-

eral trading partners.

» Specifically, it aims to promote a private sector driven strategy, with government
playing a facilitative role of providing a conducive business environment.

Competition Policy » Aims to maximise the benefits derived by both businesses and consumers from
trade and investment liberalisation, deregulation and privatisation, while avoiding

the erosion of such benefits through anti-competitive practices.

» Aims to address problems that can arise from the globalisation of cartels, abuse of
market dominance and monopolisation of key sectors.

Industrial Development Policy » Aims to create a conducive environment for the sustainable development of the

private sector under conditions of free and fair trade.

» Sets out a road map for establishing diversified, sustainable and globally com-
petitive industries using trade liberalisation and removal of tariffs and non-tariff

barriers.

National Export Strategy » Seeks to assist Botswana firms to develop export competencies, access financial
resources and market information, and thus achieve competitiveness that allows
them to penetrate global markets.

Investment Strategy » Intends to create a conducive environment for both domestic and foreign firms to

invest and to be sustainable in Botswana.

Private Sector Development Strategy » Focuses on developing a vibrant and globally competitive private sector that is
capable of taking advantage of the market access opportunities opened by the

national trade policy.

Regional Economic Integration » Intends to foster greater opportunities for trade, industrial development and inclu-
sive growth, enhance competitiveness, as well as to promote efficiency, produc-

tivity and innovation.

Source: Republic of Botswana, Revised National Trade Policy for Botswana
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TABLE 2.15: NATIONAL COMMITTEE ON TRADE PoLicy NEGOTIATIONS’ TECHNICAL COMMITTEES

Technical Committees Responsibilities

Market Access for Industrial Goods » supports implementation of bilateral, regional and multilateral agreements
» facilitates formulation and implementation of national policies and strategies for
regional and global integration
» helps harmonise national and international standards as well as conformity assess-
ments

Export Development and Investment > development of the national export strategy and ensuring its integration into the
Promotion national development plans

» promotion of investment and the national brand
» creates awareness and understanding of international trade issues

» identifies and addresses possible administrative and other bottlenecks hindering
trade and investment

Trade in Services and e-Commerce » supports the development of an umbrella trade in services development policy
» facilitates formulation and implementation of national policies as well as strategies
dealing with services, to ensure realisation of regional and global integration
» supports implementation of bilateral, regional and multilateral agreements cover-
ing trade in services

Agriculture » promotes and encourage comprehensive analysis of national agricultural trade is-
sues, and possible impact of the same on the economy at large
» supports implementation of bilateral, regional and multilateral agreements on the
agricultural sector issues

Trade Capacity Building » systematically coordinates various trade related training and technical assistance
programmes offered by different institutions in order to maximise benefits from
such initiatives

» ensuring effective utilisation of different technical assistance programmes on trad-
ing capacity building

» identifies programmes aimed at building and strengthening Botswana’s capacity to
effectively integrate into emerging multilateral trading systems

» helps identify capacity building programmes for trade negotiations and implemen-
tations of various trade agreements

Intellectual Property Rights (IPR) » drafts Botswana’s position on IPR for bilateral, regional and multilateral negotia-
tions

» develops strategy for enforcement of IPR legislation in Botswana

Competition Policy » prepares national position for negotiations with multilateral partners on competi-
tion policy
encourages a fair and competitive environment in the economy

Y VYV

supports effective implementation of the competition policy

Trade and Environment » helps prepare national position on trade and environment negotiations at WTO and
SACU

evaluates implications of environmental issues in existing trade agreements

increases awareness on trade and environmental issues

V|V V

Labour harmonises Botswana’s position at the ILO with trade negotiations

» elaborates the national position on trade and labour standards

Source: Republic of Botswana, Revised National Trade Policy for Botswana

with their respective mandates combined un- whose responsibilities are as indicated in
der the new Council. The EDTC’s main role Table 2.17.

is to spearhead economic diversification and
trade facilitation through sectoral develop-
ment and linkages; export development and
promotion; entrepreneurship development;
and establishment of a conducive business en-
vironment and dialogue among stakeholders.
The Council has various technical committees

5.10 To reinforce commitment to transforming
Botswana into a business friendly economy, in
2011, the Government established the National
Doing Business Committee, with representa-
tives from the public and private sectors, in-
cluding labour unions. The Committee, which
reports to the Cabinet sub-Committee on
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TABLE 2.16: NaTIONAL EconoMic DIvERSIFICATION CoUNcIL THEMATIC TEAMS

Thematic Teams

Responsibilities

Sectoral Development and Link-
ages

>

develops priority sectors through the maximisation of local content; promotion of
technology transfer and innovation, the transfer of modern management know-how,
development of the SMME sector and the attraction of foreign direct investment
(FDI)

Export Development and Promo- > develops strategies that aim to maximise growth of the export sector and its contri-

tion bution towards diversification of the economic and export base of Botswana

Investment and Finance » creation of a conducive environment for investment and provision of investment
finance for the priority sectors

Entrepreneurship Development » helps in the development and inculcation of entrepreneurship culture in locals

Technological Development, » making Botswana a vibrant technology driven economy through technological de-

Transfer and Innovation velopment, adaptation, transfer and innovation

Quality Control, Standards and » assists local companies to produce goods and services that comply with accepted

Production local and international quality standards, with a view to enhancing their competi-
tiveness

Research and Development » undertakes need-based research to assist with informed EDD business decisions

Source: Ministry of Investment, Trade and Industry

TABLE 2.17: EcoNnomic DIVERSIFICATION AND TRADE CounciL TECHNICAL COMMITTEES

Technical Committees Responsibilities

Market Access >

regional and multilateral trade on goods, services and intellectual property rights

Export Development and Promo- >  development of strategies that will maximise growth of the export sector and its
tion contribution towards diversification of the economic and export base
Trade Facilitation »  implementation of the WTO trade facilitation agreement
Technology Development Inno- »  technology development
vation and Transfer
»  intellectual property rights
Finance and Investment »  business financing
»  investment promotion
Sectoral Development and Re- »  priority sector development
search and Develop-
ment »  cluster and value chain development
Enterprise Development and »  quality control, standards and production
Competitiveness
»  Dbusiness competitiveness

»  entrepreneurship development

Source: Ministry of Investment, Trade and Industry

Economy and Employment, has the responsi-
bility for improving Botswana’s business cli-
mate. As highlighted in the Bank of Botswana
2015 Annual Report, work in this regard result-
ed in adoption of the Doing Business Reforms
Roadmap and Action Plan in 2015, with
mixed impact so far on the relevant indicators.

Policy Assessment

5.11 The National Trade Policy Assessment Report
(MITI, 2015) reviews the 2009 NTP imple-
mented over the period 2010 — 2015. The as-
sessment covers existing trade related policies,
laws and regulations and their contribution to
Botswana’s trade performance, as well as the
trade support network, including institutions

and policies. This is carried out with a view to
developing a new NTP for 2016 — 2020 and,
hence, aims to improve on trade performance.

33 Some of the reforms included in the Roadmap pertain to
the reduction of government bureaucracy, elimination of
unfriendly business laws and regulations, improvement of

service delivery, as well as leveraging ICT applications. The five key messages emanating from the
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Assessment Report are highlighted below:

(a) Botswana has not achieved the level of
economic diversification expected from
the various trade-related instruments that
the country has adopted. To diversify away
from heavy dependence on the mineral
sector, it is proposed that SEZs are estab-
lished by building a culture of clustering
and value chain retention, to drive the
competitive advantage of enterprises and
nurture emerging industries that have been
shielded from competition so that they can
become internationally competitive.

(b) the trade policy institutional framework and
regulatory environment need to be re-con-
sidered to effectively address the formula-
tion, implementation and evaluation of the
policy. Institutions dealing with trade-relat-
ed matters are numerous and complex, with
overlapping functions and responsibilities.
Hence, the need to rationalise and strength-
en the institutional mechanisms so that they
can provide timely and effective implemen-

tation of the adopted policies.

(c) Botswana enjoys preferential market access
to the world’s main markets, including, in-
ter alia, the EU, through the recently con-
cluded EPA, the USA through the AGOA,
Africa; through the COMESA-EAC-SADC
tripartite agreement and agreements with
MERCOSUR and India. However, traders
face major constraints as importers have to
deal with a series of conditions and licence
requirements, de facto quantitative restric-
tions, which impede the importation of de-
fined products that are intended to protect
certain areas of the economy. Exporters
may not be able to export Botswana-orig-
inated products owing to non-compliance
with the technical requirements imposed
by the receiving country. In addition, some
products may not qualify as originating
in Botswana under the rules of origin for
specific countries, thus limiting benefits of
preferential market access.

(d) addressing the impediments faced by the

5.12

5.13

private sector pertaining to lack of a com-
petitive business environment can be im-
portant in determining whether or not the
objectives of the NTP are achieved. Issues
regarding unfair competition, environmen-
tal regulations and labour laws, among
others, play a critical role in determining
the private sector’s competitiveness and,
therefore, trade performance.

(e) being able to monitor trade agreements
and trade flows is essential for an open
trade policy framework. Currently, there
is very little monitoring of trade indicators
and regional integration indicators in order
to gauge the success of agreements and/or
to seek new trade opportunities. Similarly,
in the absence of monitoring, it is difficult
to introduce appropriate trade defence in-
struments timely. Overall, a monitoring
mechanism is needed to continuously as-
sess the potential benefits derived from the
trade agreements and propose measures
to remedy any constraints; thus be able to
maintain a pro-active trade policy.

Other observations relate to the need for ra-
tionalisation of the number of committees and
forums dealing with trade-related matters to
ensure meaningful linkages in the decision-
making process; this would allow time for
implementation and establishment of a precise
point of coordination, perhaps within the MITI,
comprising relevant stakeholders. Capacity
constraints and lack of continuity in member-
ship of committees and coordinating forums
also hinder progress, while the private sector
organisations have limited policy formulation
capability, which also weakens effectiveness
in advocacy and consultations.

Despite capacity constraints at both govern-
mental and private-sector levels, it was ob-
served that Botswana is making efforts to
implement the applicable multilateral and bi-
lateral agreements such as the SADC-EU EPA.
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6.

6.1

6.2

OPPORTUNITIES FOR
MANUFACTURING AND SERVICES
(SELECTED INDUSTRIES) AND
BROAD-BASED GROWTH

Over the years, Botswana has introduced a
number of industrial development initiatives,
including the promotion of opportunities in the
manufacturing and services sectors. The vari-
ous trade agreements, industrial development
initiatives, institutional support, policies and
strategies provide the impetus for targeted sec-
toral development as well as broader economic
activity. In addition, Botswana promotes an
enabling business environment through largely
accommodative policies relating to tariff and
non-tariff barriers, tax incentives (especially,
Development Approval Orders and a lower tax
rate for manufacturing and financial services),
as well as local preference schemes. More re-
cently, special initiatives, such as the EDD, the
Hubs and Clusters and the SEZs are spearhead-
ing the industrialisation agenda for Botswana
(Bank of Botswana Annual Report, 2015).

In this regard, the Cluster Development
Strategy>* potentially offers a cogent industri-
alisation path based on harnessing of natural
endowments and areas of comparative advan-
tage. Thus, diamonds, tourism, cattle, mining,
financial and health services provide opportu-
nities for beneficiation, extensive and deeper
value chains and economic backward and
forward linkages. The endowment areas (dia-
monds, aspects of mining, tourism and cattle)
represent products and services that are unique
(or can be transformed to such) to Botswana
and lend themselves to significant value addi-
tion through appropriate branding (Table 2.18,
overleaf). The case for diamonds is evident
from the effect of the relocation of aggregation
activity to Gaborone and beneficiation arrange-
ments currently in place, and as supported by

34 The Cluster Development Strategy came to prominence in
1990 following a book by Professor Michael Porter, “The
Competitiveness of Nations”. Following work between
Professor Porter and the National Strategy Office, an
announcement of the adoption of the Cluster Development
Strategy in Botswana was made in 2013. This section draws
extensively on the suggested strategy.

6.3

6.4

6.5

the Kimberly Certification Process. Similarly,
despite the negative impact of protracted low
commodity prices, there is potential for higher
value addition and viable activities to be de-
rived from copper and coal mining in particular,
both as refined raw materials, inputs to produc-
tion and secondary manufacturing (and related
services).

It is self-evident that the value chain and prod-
uct derivation/enhancement from the cattle in-
dustry is currently sub-optimal; thus, there is
significant scope for high-value branding and
marketing of naturally produced beef. There is
also significant scope for industrialisation and
additional value that can be derived from other
cattle products, notably leather. Unlike min-
ing and the cattle industry, tourism has been
a growth area for Botswana in the recent past
and continues to represent potential for expan-
sion and wider community benefit.

The cluster development strategy also covers
financial and health services premised on com-
parative advantage and capacity relating to po-
litical and economic stability, adherence to the
rule of law and economic openness. Specific
to health, it is considered that the experience
in handling pandemic diseases (notably HIV/
AIDS) represents a comparative advantage
that can be harnessed. In all these areas, it is
considered that development of the related in-
frastructure and services and the endeavour to
acquire and raise the requisite skills and work
attitudes also involve expansion and integra-
tion of economic activity.

Related to implementation of the cluster de-
velopment is the establishment of SEZs. The
intention is to accelerate the pace of indus-
trialisation by attracting high-calibre domes-
tic and foreign investors to conduct business
within a specialised operational environment
and incentive structure to boost the country’s
competitiveness in the global export markets,
especially in the non-mineral sector. The 2010
SEZ Policy for Botswana provides for “de-
velopment of public sector and private sec-
tor partnership SEZs across the country and
sectors, as the market would dictate.” To this
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TABLE 2.18: RESOURCES, ENDOWMENTS AND ARISING OPPORTUNITIES
Resource/Endowment Opportunities
Diamonds »  Polishing and manufacturing of diamond products
»  Secondary activities and support services
»  Infrastructure development
» Improved quality of specialised financial services
Other Minerals »  Same as under ‘diamonds’, including:
» Copper & Nickel »  Secondary processing and concession
* Coal »  Targeted investment in resources with a high potential
+ Other metals »  Enhanced regional cooperation for better market access
Population »  Growing incomes and market
» Increased demand and quality of services (education, health, communications and fi-
nancial services)
»  Job creation
Agriculture »  Extension of value chains
* Arable »  Improved support services (farm and industry management, veterinary services, etc.)
» Livestock »  Better land management and utilisation under arid conditions
Tourism »  Full exploitation of unique attractions
»  Preservation of wildlife
» Improved linkages in related activities - logistics, transportations, hospitality and agro-
business
Financial Services »  Harnessing existing liquidity for productive purposes
»  Enhanced stability of the financial system
» Improved related operational, advisory and management services
Health Services »  Transformation of quality and service delivery in healthcare service provision
» Harness comparative advantage in handling pandemic and endemic diseases (such as
HIV)
Renewable Sun Energy (solar >  Take advantage of the abundant solar energy resources
power) »  Costs of generating renewable energy have gone down in recent years and are competi-
tive with traditional sources

end, Government has embraced various types
’ yP TaBLE 2.19: THE EigHT EARMARKED ECcoNoMIC

of SEZs, including Free Trade Zones, Export Z.ONES AND AREAS OF SPECIALISATION
Processmg.Zones (EPZs), Enterprise 'Zo?es, Zome Activity
Freeport, Single Factory EPZ and Specialised Gaborone International diamond activities and
Zones (Box 2.1). specialised manufacturing
6.6 The SEZ poli foll d b " Gaborone Financial services
. (§] 0l11C as 10l1lowe an enact-
policy w wed up by . Lobatse Beef, leather and biogas
ment of the SEZ Act, 2015, and the creation
Palapye Integrated coal

of an autonomous body, the Special Economic
Zone Authority (SEZA), which has the man-

Selebi-Phikwe Mineral beneficiation

Tuli Block Horticulture
date to regulate and serves as the technical Francistown Mining supplies
advisor on the SEZ Programme. So far, eight Pandamatenga  Integrated farming

SEZs have been identified (Table 2.19).

Source: Ministry of Investment, Trade and Industry

6.7 The special features and incentives for SEZs
include:

tion arrangements and prioritising the

(a) provision of infrastructure and utilities case of doing business;
(including specialised and unique ele-
ments) on a reliable basis;

(c) corporate tax reductions or exemptions;

(d) duty-free importation of raw materials,

(b) support with logistics, business facilita- capital goods and intermediate inputs;
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Box 2.1: Types or SEZs

Export processing zones are industrial estates aimed primarily at foreign markets. Hybrid EPZs are typi-
cally sub-divided into general zones open to all industries and separate EPZs are reserved for export-
oriented, EPZ-registered enterprises.

Enterprise zones are intended to revitalise distressed urban or rural areas through the provision of tax
incentives and financial grants.

A Freeport typically encompasses much larger areas, accommodating all types of activities, including
tourism and retail sales, permits on-site residence, and provides a broader set of incentives and benefits.

Single factory EPZ schemes provide incentives to individual enterprises regardless of location; factories
do not have to locate within a designated zone to receive incentives and privileges.

Specialised zones include science/technology parks.

Source: Ministry of Investment, Trade and Industry

(e) no restrictions or taxes on capital and as a buyer/payer/distributor to meet the
profit repatriation; developmental aims and wider coverage

® h it d of infrastructure and utilities;
no charges on exports; an

(c) institutional support towards capability in
terms of meeting supply and wide-rang-
ing quality standards, including safety,

Support Factors for Cluster Development phyto-sanitary, operational and aesthetic

6.8 In addition to the special features and incen- elements;
tives provided for the SEZs, several support

factors are important for successful cluster de-
velopment, as indicated below:

(g) exemption from local and indirect taxes.

(d) effective organisation, governance and
coordination of the various elements of
cluster development, taking into account

(a) economic openness to facilitate access the need to rationalise use of resources;
to inputs (labour, physical and financial
capital, intermediate inputs and entrepre-
neurial and leadership interventions) to
both domestic and external markets;

(e) market development and expansion strat-
egies based on both demand and active
product development and differentiation
and utilising opportunities provided by

(b) effective harnessing of public-private part- trade agreements;
nerships relating to development, financ-
ing and ownership of key organisations,
infrastructure and service and utility pro-
viders. In particular, given limited fiscal
space and to guard against perverse incen-
tives as well as pursuit of effectiveness and

(f) a recognition that the apparent current
disadvantages and adverse factors rep-
resent opportunities for breakthrough re-
search and innovation that can be a long-
term growth factor.

efficiency, it might be necessary for Gov- 6.9 Operation of the cluster development strategy
ernment to give way to the private sector involves value chain mapping to inform vi-
in developing and operating infrastructure. ability and business proposition and to identify
In turn, Government may sometimes act linkages of economic activities. Value chain
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FIGURE 2.1: BEEF CLUSTER DEVELOPMENT FOR BUSINESS LINKAGES

Source: Ministry of Investment, Trade and Industry, Food and Agriculture Organisation and Ministry of Agriculture

F1GURE 2.2: BUSINESS CLUSTER — INSTITUTIONAL SUPPORT SERVICES

Business
Associations

Business
Linka_ges

Individual Firms

Business
Associations

Source: Ministry of Investment, Trade and Industry
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TABLE 2.20: EARMARKED MANUFACTURING INDUSTRIES
Manufacturing Sub-
Sector Opportunities Challenges Chances of Success
Leather Production »  Lobatse Leather Park »  Environmental (air pollution) »  Availability of infra-
and Leather Products  »  Close proximity to main >  Weak manufacturing capabilities structure and market for
raw material leather across several
» Readily available market industries and consumer
for leather products
Textiles and Clothing » AGOA and EU markets  »  Expiration of Multi-Fibre Ar- »  Weak input support and
rangement/Agreement in 2004 unlikely to be competi-
>  Low skilled personnel tive against productive
»  Low productivity of the work- low cost centres
force
»  Uncompetitive against Asian
countries
Dairy » Readily available domes- » Inadequate water supply »  Very weak because of
tic market > Non-availability of grid electric- poor/inadequate supply
ity in farming areas of utilities
» High feed cost
Beef » New markets and grow-  »  Stringent phyto-sanitary require- »  Strong market competi-
ing or maintenance of ments by EU tion
existing markets > Land degradation >  Extensive dependence
» Unique (mostly organic)  »  Prevalence of diseases on government support
pr(.)ducts . »  Frequent drought
> Private exter.lsmn and »  Inappropriate farming methods
support services
Agro-Processing »  Domestic market » Inadequate irrigation infrastruc- >  Constrained supply of
>  Horticulture ture and water supply inputs
»  Feed processing »  Requires significant investment
in infrastructure
Diamond Cutting and >  Availability of Debswana »  Vulnerable global diamond »  Realisation of potential
Polishing diamonds demand depends on enhancement
> training facilities by >  Low productivity of productivity and skills
r;putable diamond cut-  »  High cost producers relative to
ting firms main cutting centres of India and
»  Strong institutional China
support

mapping also helps to determine the respec-
tive roles for Government, regulatory authori-
ties, business operators and various support
institutions and factors. More broadly, it facili-
tates assessment of the prospective impact on
employment, import substitution and export
potential, and overall economic growth and de-
velopment. Figures 2.1 and 2.2 show the link-
ages and support factors related to the cluster
industrialisation approach, using a hypothetical
example of the beef industry, while Table 2.20
and Table 2.21 (overleaf) profile some of the
products and services considered to have poten-
tial in promoting industrialisation and employ-

ment creation.

SEZs industrialisation strategy indicates poten-
tial, but is susceptible to the perennial micro-
economic policy and administrative challenges

that Botswana continues to face. These relate

to weak implementation capacity, inadequate
monitoring and accountability mechanisms and
performance indicators, largely accommodative

remedial measures that often include creation of

additional institutions and layers of bureaucra-
cy. Moreover, the slow privatisation effort and
close control and slow pace of the government
divestiture programme can constrain the speed
of development envisaged by the cluster devel-

opment and SEZs.
6.11

To a significant degree, Botswana will con-

6.10 Overall, the envisaged cluster development/ tinue to rely on external markets for vibrant
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TABLE 2.21: SERVICES
Services Opportunities Challenges Chances of Success
Tourism »  New markets »  Availability and quality of air Strong
>  Growing or maintaining transport
existing markets »  Weak internet connectivity
»  New products »  Industrial development in the
»  Okavango: World heri- neighbouring countries
tage site
»  Strong institutional
support
»  New tourism policy
Financial » Large pension fund and >  Modest skills set Strong
insurance industry »  Significant pension management
» IFSC accreditation activities done offshore
»  Fragmented institutional »  Poor ICT and internet connectiv-
support ity
»  Relatively strong regula-
tory environment
»  Free movement of capital
Education »  International students »  Heavy reliance on Government Strong
enrolment by citizens
»  Critical shortage in »  Weak regional economic perfor-
certain educational mance
fields and new areas of
learning
»  Strong institutional
support
Communications-ICT »  Domestic and interna- »  Limited internet bandwidth and Strong
tional markets connectivity
» Upgrading of infrastruc- > Increase uptake of other services
ture, including fibre optic
»  Strong institutional
support

6.12
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domestic industrialisation; and to that extent
the country remains vulnerable to adverse
global and regional developments; but less
so, to the extent it is more diversified. Even
then, the extensive connectivity derived from
beneficiation and involving a single sector
signify both widespread benefits and potential
adverse impact across the value chain and the
backward and forward linkages. In addition,
several of the prospective sectors and products
entail a significant environmental impact for
which there is need for appropriate mitigating
strategies to forestall both domestic and inter-
national (market) resistance. Positively, the
mitigating approaches to addressing adverse
environmental impact can also involve benefi-
cial and viable business/economic activity.

However, for the value chains and, in gen-
eral, the economic clusters framework to be

successful, appropriate policies and reforms,
such as those envisaged in the Doing Business
Roadmap and Plan, for example, should be
adopted to create a business friendly envi-
ronment that is attractive to investors. There
is also a need to ensure that there are better
synergies among the array of existing policies,
strategies and legislation which have a bear-
ing on the SEZs policy, to facilitate its imple-
mentation and effectiveness. Significantly, and
unlike in the past, in the cluster approach, op-
portunities for manufacturing and services are
not considered in isolation, but collectively in
recognition of the intertwined relationship in
which the services sector facilitates the devel-
opment of manufacturing and other sectors.
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7.

7.1

7.2

7.3

CoNCLUSIONS AND WAy
FORWARD

Botswana has benefited from economic open-
ness, which facilitated the generally robust
export performance, growth in government
revenue and, in turn, accumulation of fiscal
buffers. The openness has allowed uninter-
rupted access to capital as well as intermediate
and consumption goods in support of industry
and welfare of the population. These develop-
ments were against the background of largely
favourable trade agreements and arrangements
that provided scope for accessing foreign
markets and products (goods and services).
This performance was also in the context of
a conducive policy and macroeconomic envi-
ronment. Among others, this includes favour-
able performance with respect to exchange
rate, fiscal and monetary policies, absence
of exchange controls, modest tax regime and
the signing of Double Taxation Agreements
(DTA) with several countries, both regionally
and internationally. Notwithstanding this, the
pace of industrialisation, economic diversifi-
cation and employment creation is judged to
have been modest; in particular, not match-
ing the nation’s development objectives and
aspirations.

Moreover, apart from investments in the re-
source and financial sectors, there has been
modest performance in attracting FDI. A sig-
nificant constraint in this regard remains the
relatively undeveloped nature of the capital
markets in terms of both depth and market
infrastructure. In addition, there is need for
appropriate balance between protecting and
nurturing local (citizen) businesses and en-
trepreneurs on the one hand, and encourag-
ing FDI on the other. Both are important for
Botswana’s growth prospects. In particular,
supporting local businesses contributes to the
spread of economic opportunities and shared
growth, while FDI has benefits, such as adding
to the capital stock and the transfer of technol-
ogy and skills and, ultimately has potential to
propel the growth of citizen-owned businesses.

The slow pace of economic diversification is

7.4

7.5

evidenced by continuing concentration of out-
put and trade in terms of both products and
direction. In addition, the challenges of un-
employment (20 percent), inequality (IHDI of
0.7) and poverty (19.3 percent) remain prima-
ry concerns, indicating the need for increased
effort to accelerate inclusive growth. The pre-
dominance of exports of raw materials and
dominance of imports in domestic production
and consumption, respectively, suggest a weak
impact of both the export-led and import-sub-
stitution policies and strategies. Proximity to
a large economy that is also part of a customs
union in which Botswana is a member further
accentuates the challenges of industrial polari-
sation and the limited discretion the country
has in using industrial/trade policy (including
the structure and level of tariffs) to guide the
path of industrialisation.

Given the extent of trade openness, the coun-
try’s endowments and the largely favourable
macroeconomic policy and social environ-
ment, it is apparent that the limits to business
expansion and industrialisation essentially
relate to the country’s capacity in the various
aspects of leadership, management, skills as
well as policy and strategy implementation,
monitoring and effectiveness. It is noted, in
this regard, that there has been a continuous
development and renewal of policies and in-
stitutions focused on sectoral development,
broader industrialisation, economic diversi-
fication and employment creation. Although
these efforts have yielded varying degrees of
success, overall, the achievements so far and
pace of progress fall short of the national ob-
jectives and aspirations.

A notable feature of institutional and policy
development over time has been multiplica-
tion of efforts, with deficiencies and weak re-
sults addressed through creation of additional
policies, institutions and additional layers of
bureaucracy, rather than review and rationali-
sation of prevailing approaches. In the event,
resources are thinly spread, with additional
direct and indirect costs to Government and
the economy, which could undermine the
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7.6

7.7
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country’s fiscal position. Furthermore, the
preference by Government for continued own-
ership and control of institutions and strategy
tends to restrain the pace of privatisation and
private sector participation, including exploi-
tation of economic opportunities.

Going forward, monitoring mechanisms for
the various policies and supporting institutions
need to be formalised and enforced to allow
for regular assessment of both leadership and
ex ante determined performance indicators
and timely remedial action when expectations
are not met. The Government has an impor-
tant role in policy formulation, execution and
provision of strategic direction. In playing
this role, the focus should be on effective and
efficient provision and delivery of services,
infrastructure and policy/strategic support.
Direct ownership, authority and distribu-
tion by Government is not always necessary
for cost effective delivery and coverage. In
contrast, allowing greater role for the private
sector could help improve provision of infra-
structure and services, while broadening scope
for discovering and developing new economic
opportunities. Nevertheless, it is also impor-
tant to ensure existence of sound and efficient
regulatory frameworks to protect the public
interest. At the same time, the frameworks
and the regulators implementing them must
remain focused on the need to facilitate, rather
than impede private sector development.

Therefore, it is important for Government to
assess the respective roles of the public and
private sectors and the regulatory environment
surrounding the envisaged industrial develop-
ment strategies relating to cluster development,
economic processing zones and beneficiation
more generally. With the exception of mining
enterprises, such as BCL and Debswana, and
parastatals, government efforts to facilitate
business development are typically targeted
towards small, medium and micro enterprises
(SMMESs). Notably, while there is potential for
SMMEs to accelerate economic development
and generate employment, attention should
also be directed towards promoting medium

7.8

7.9

and large enterprises in the country because
of their potential for higher-level contribution
to economic activity and growth. Thus, a reas-
sessment of public-private sector partnerships
and respective roles with respect to such ven-
tures provides scope in this regard. This ap-
plies particularly to provision of infrastructure
and utilities. There are advantages in terms
of reduced cost for Government, harnessing
relevant skills and ability to adjust quickly to
changes in the business and economic envi-
ronment, and disciplined and efficient use of
scarce resources when charges are related to
costs. Where necessary, targeted support (e.g.,
for disadvantaged communities) would apply
to meet coverage, social and developmental
needs. There is also a need for continuing as-
sessment of the relative costs of universal sub-
sidies vis-a-vis means-tested support, with a
view to moderating the cost to Government,
reduce distortions and to promote better allo-
cation of resources and enhanced commitment
and ownership of benefits and output.

Monitoring of performance also relates to the
impact of trade agreements on domestic eco-
nomic activity. In particular, it is useful to map
the intended impact of trade arrangements
and disseminate relevant aspects to stake-
holders, especially businesses and parastatals,
followed by systematic evaluation of trade
performance. Such a proactive trade policy
that involves regular assessment enables iden-
tification of opportunities and interventions as
necessary; it also serves to prevent resources
being misdirected towards areas that are not
beneficial. Regarding SACU, in addition to
engagement on the revenue sharing formula,
focus should be maintained on trade policy
and industrialisation prospects for Botswana
in order to address issues of trade diversion, in
general. In this regard, there is need to pursue
some discussion and cooperation with respect
to the tariff structure and shared industrialisa-
tion and, for Botswana (consumers and pro-
ducers), to benefit from access to products and
inputs from outside the customs union.

For Botswana, with a relatively small market,
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it is crucial to persist with an open economy
and export-led growth model. Such an ap-
proach encourages output of products (goods
and services) that can effectively compete in
foreign markets, with positive implications
for local productivity, innovation and entre-
preneurship. In turn, local producers are also
able to compete with imports in the domestic
market without resorting to additional govern-
ment support. This contrasts with protection-
ism, which stifles, shields domestic producers
from competition and is, ultimately, costly to
consumers in terms of the price, variety and
quality of products.

7.10 Trade facilitation and the promotion of in-
dustrialisation also involve rationalisation of
administration with a view to achieving integ-
rity and predictability of processes to support
legitimate economic activity, and reducing
opportunities for rent-seeking behaviour by
service providers. To complement the insti-
tutional and macroeconomic environmental
support for policy and initiatives aimed at pro-
moting industrialisation, there is need to also
focus on the human developmental issues (at-
titudes, work ethic and entrepreneurship). As
previously highlighted, this involves educa-
tion and skills development as well as engage-
ment with employers (firms) in determining
industry needs; firms also need to recognise
their role in helping employees to adapt to
the work environment (that is, in closing the
so-called “skills gap”). Moreover, in an open
economy environment, it should be accepted
that foreign workers complement locals in
various ways, including as part of the needed
foreign direct investment and skills transfer.
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