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Honourable Minister of Finance and
Development Planning

Ministry of Finance

P O Box 395

MASERU 100

Lesotho

Honourable Minister

| have the honour to transmit the Annual Report of the Central Bank of Lesotho for the year 2005,
which includes:

(a) a review of economic developments during the year; and

(b) in accordance with Section 53 (1) of the Central Bank of Lesotho Act No.2 of 2000:

i) the Bank’s annual accounts for the year ended December 31, 2005, certified by
Sheeran & Associates assisted by Pricewaterhouse Coopers; and

ii) a report on the Bank’s operations and statement of affairs during 2005.

Yours faithfully

A Fb s —

E. M. Matekane
GOVERNOR
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PART 1:

THE DECLINE IN MANUFACTURING ACTIVITY IN 2005:

CAUSES AND POSSIBLE SOLUTIONS.

1.1 Introduction

The manufacturing sub-sector has been grow-
ing over the years as an important contributor
to economic growth and employment creation.
From a relatively low contribution to GDP in the
early 1980s, accounting for about 8.0 per cent,
manufacturing reached a peak of 16.2 per cent
in 2004. However, this strong growth turned to
a decline in 2005, posing challenges for eco-
nomic development.

In this article, section 1.2 traces the evolution
of the manufacturing sub-sector with a view to
understanding factors that led to its growth.
Section 1.3 focuses on the impact of African
Growth and Opportunity Act (AGOA) while sec-
tion 1.4 reviews the behaviour of the sub-sec-
tor in 2005, in particular. Section 1.5 highlights
policy responses.

1.2 Growth of manufacturing
in the 1980s and 1990s

In the early 1980s, manufacturing formed a
small portion of GDP relative to agriculture and
construction sub-sectors. Manufacturing activi-
ties were concentrated in the food and bever-
ages industries, which constituted 72.7 per
cent of all manufacturing, with the textile and
footwear industries second at 7.4 per cent. As
figure 1 indicates, apart from 2005, perform-
ance of the manufacturing sub-sector has fol-
lowed a strong upward trend over the years.
The growth was driven by promotion of the
sub-sector to foreign investors by the Lesotho
National Development Corporation (LNDC), in
a relatively stable political environment in the
early 1990s. The Government aimed at boost-
ing the country’s balance of payments position
and employment through an export-oriented
manufacturing sub-sector, and this resulted in
the growth of textile trade. The macroeconom-
ic environment was also favourable after the
introduction of the Structural Adjustment
Programme (SAP) in 1988, with the

Government running budget surpluses and
increasing its savings while the loti-rand peg
facilitated price stability and strong external
reserves.

Figure 1: Sectoral Trends in constant
1995 prices (million maloti)
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As the 1990s approached, manufacturing’s
share of GDP began to grow faster while the
share of agriculture experienced slower
growth. Manufactured exports were mainly
destined to the Southern African Customs
Union (SACU)® market, especially South
Africa. In 1990, the SACU market accounted
for 60 per cent of manufactured exports, fol-
lowed by the European market at 19.4 per cent
and the United States (US) at 13.3 per cent.
The growth of the sub-sector in the 1990s
reached its peak in 1996, when manufacturing
grew by 14.0 per cent in real terms, on a year-
on-year basis.

After 1996, the sub-sector’s activity began to
slowdown. This was worsened by the social
and political unrest in 1998, which disrupted
production and undermined business confi-
dence.

1.3 The introduction of African
Growth and Opportunity Act

The performance of the manufacturing sub-

'8SACU: Botswana, Lesotho, Namibia,
South Africa and Swaziland.
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sector however improved in 2000 following the
introduction of AGOA by the US Government.
AGOA provided duty and quota free access to
the US market on selected products. AGOA led
to a significant increase in manufactured
exports and the US grew in importance as a
trading partner of Lesotho relative to SACU
countries, until it became the largest destina-
tion of exports at 50 per cent in 2000. In 2001
export earnings for the first time exceeded min-
ers’ remittances, which traditionally were the
major source of foreign exchange earnings.
The manufacturing sub-sector also overtook
Government as the largest employer in the
domestic formal sector with 44537 workers in
2002. The AGOA-driven trend continued until
its pinnacle in 2004, when exports to the US
accounted for 73.6 per cent of all exports. The
share of manufacturing to GDP surpassed that
of agriculture at this point (see Figure 2).

Figure 2: Sectoral Shares

60.0%

50.0%

40.0%

30.0%

20.0%

10.0%

0.0%

1980 1985 1990 1995 2000 2004 2005"

\ B Primary sector m Secondary sector [ Tertiary sector \

This meant that Lesotho’s textile and clothing
exports to the US continued to grow despite the
adverse economic conditions in the US, which
were exacerbated by the September 2001 ter-
rorist attacks and the instability that followed.
The strong export performance was partly
boosted by the depreciation of the loti against
the US dollar and the relatively small share of
Lesotho’s clothing exports in the US market
(which helped them to be marginally affected
by the slowdown in US consumer demand).

1.4 The slowdown in 2005

The expiry of quota restrictions, at the end of
2004, in the world trading system, increased
competition for Lesotho’s exports from coun-
tries such as China and India.

In addition, the depreciation of the dollar
against loti squeezed the loti value of sales rev-
enue and profits. The situation became worse
towards the end of 2004 because the loti
strengthened by 39.3 per cent against the US
dollar since 2002. As a result, some firms
closed early in 2005 and about 14 per cent of
workers were laid off.

1.5 Policy Responses and
the Way Forward

The Government has taken steps to assist the
sub-sector to recover. On the administrative
side, the processing of work and residence
permits has been eased. Task teams have
been established under the Ministry of Trade,
Industry, Cooperatives and Marketing to inves-
tigate legal, tax and economic reforms that
could be undertaken. Plans are underway to
facilitate the establishment of a fabric textile
mill. This mill will be essential to meet AGOA
third country fabric sourcing requirement of
2008, which would prevent Lesotho-based
firms from exporting products manufactured
with imported fabric under AGOA concessions.

Furthermore, recommendations of the task
team on duty credit certificate (DCC) are being
considered at SACU level, where Lesotho has
concurred that the scheme should be extended
for 18 months and that the certificates should
be tradable. The DCC scheme gives a rebate
on import duty based on the value of goods a
firm exported. A firm may use the duty credit for
not paying duty on the next shipment of import-
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ed raw materials or sell it through a broker to
another importer.

The Government is also at advanced stages of
establishing a “one-stop-shop” for the process-
ing of import and export permits, to facilitate
speedy and hassle free issuance of permits.
Also, plans to improve security and infrastruc-
ture (water, electricity, refuse removal and oth-
ers) are underway. Finally, the Lesotho
Revenue Authority (LRA) agreed to implement
a new system for improving the process of

refunding value added tax, in order to lessen
the cash-flow problem of firms.

The experience of 2005 has shown that the
manufacturing sub-sector needs to improve
ways of hedging against foreign exchange rate
risk. In this connection, CBL has introduced
gradual capital account reforms (effective from
20083), which allow business entities to open
foreign currency and off-shore accounts.
These measures enable local businesses to
hedge against foreign exchange risk.

2005 Annual Report



PART I

WORLD ECONOMIC DEVELOPMENTS AND THEIR

IMPLICATIONS FOR THE LESOTHO ECONOMY

2.1 Industrialised Countries

Economic growth in the US was expected to
decelerate in 2005 compared to the previous
year. On average, a real GDP growth rate of
3.6 per cent was realised during the first three
quarters of the year. The main growth drivers
during this period were consumer, investment
and government spending. Based on the
observed trend, the International Monetary
Fund (IMF) forecast a GDP real growth rate of
3.5 per cent for 2005, which represented a
deceleration from the 4.2 per cent realised in
2004. Economic activity in the US was expect-
ed to be overshadowed by negative impacts of
hurricanes Katrina and Rita, which were con-
sidered to be the most costly natural disasters
in recent years.

Despite a slowdown in the US economic growth
during the year, unemployment rate fluctuated
between 5.2 per cent and 5.0 per cent from the
first to the third quarter. The IMF estimated an
annual unemployment rate of 5.2 per cent com-
pared with 5.5 per cent in 2004.

Inflation in the US maintained an upward trend
throughout the year. After registering 3.1 per
cent in the first quarter, it generally accelerated
and closed the year at 4.7 per cent. The pick-
up in the rate of inflation was fuelled by high
international oil prices due to uncertainties in
the Middle-East, lower crude oil production by
the Organisation of the Petroleum Exporting
Countries (OPEC)", expansion in oil consump-
tion in India and China, and hurricanes in the
Gulf Coast of the US, which disrupted oil pro-
duction and refining facilities.

At the end of the first quarter of the year under
review, the US benchmark lending rate was
recorded at 2.75 per cent. However, the
Federal Reserve Bank’s Open Market
Committee (FOMC) maintained the trend of

tightening the monetary policy by raising its
benchmark lending rate by 25 basis points in all
its meetings. Consequently, the rate closed the
year at 4.25 per cent compared with 1.75 per
cent at the end of 2004.

As a result of slower economic growth and a
decline in the unemployment rate in the US,
implications for the economy of Lesotho are
mixed. On the one hand, prospects for eco-
nomic slowdown in the US do not bode well for
the economy of Lesotho, since a large propor-
tion of Lesotho’s exports are destined to the US
market. On the other hand, a fall in the unem-
ployment rate is expected to have positive spill
overs onto the economy of Lesotho, by boost-
ing demand for Lesotho’s exports in the US.

In the Euro-zone 2, economic recovery lagged
behind that of the US and remained largely
weak throughout the year. Real GDP growth
rate ranged between 1.1 per cent and 1.5 per
cent during the first three quarters. According
to the IMF projections, real GDP in the region
would grow by 1.2 per cent in 2005 against 2.0
per cent realised in 2004. However, despite the
weak economic performance in the Euro-zone,
the unemployment rate improved throughout
the year. It was recorded at 8.9, 8.8 and 8.4 per
cent during the first, second and third quarters,
respectively. The IMF forecast a rate of 8.7 per
cent for 2005 against 8.9 per cent realised in
2004.

Like in the US, inflation in thee Euro-zone gen-
erally accelerated during the year on the back
of higher international oil prices. The annual
inflation rate in the region, as measured by
changes in the Harmonised Index of Consumer
Prices (HICP), was recorded at 2.1, 3.2 and 3.8
per cent during the first, second and third quar-
ters, respectively. According to the IMF projec-
tions, the rate of inflation in the Euro-zone was
expected to close the year at 2.1 per cent in

° OPEC: Algeria, Indonesia, Islam Republic of Iran, Iraq,
Kuwait, Libya, Nigeria, Qatar, Saudi Arabia,
United Arab Emirates and Venezuela.

20 Eyro-zone: Austria, Belgium, Germany, Greece,
Finland, France, Ireland, Italy, Luxembourg,
Netherlands, Portugal and Spain
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2005, the same rate as in the previous year.

As a consequence, the European Central Bank
(ECB) kept its benchmark-lending rate
unchanged at 2.0 per cent throughout the year.
This was intended to stimulate economic
growth in the region.

Economic developments for the Euro-zone
have a direct effect on South Africa’s (SA’s)
economy, since the European Union (EU) is
SA’s main trading partner. Shocks to the SA
economy can easily be transmitted to Lesotho
since the two countries are closely linked.
Furthermore, Lesotho exports a large propor-
tion of diamonds to the EU. Thus, the seeming-
ly sluggish economic performance of the Euro-
zone does not augur well for both SA and
Lesotho economies.

2.2 Emerging Markets

Economic activity in the emerging market
economies generally slowed down in 2005.
While growth in China and India remained rel-
atively robust, the expansion in much of the
rest of the region decelerated, reflecting,
among other factors, the negative impact of the
high oil prices on a number of emerging Asian
economies. As a result, the IMF estimated that
the region would realise growth of 7.3 per cent
in 2005 as opposed to 7.9 per cent in the pre-
vious year. Recent data suggest that industrial
production and trade in the region is picking up.
However, the global economic slowdown is
likely to have negative spill-over effects in the
region.

Annual consumer inflation rate in the region
was estimated at 3.9 per cent in the review
year compared to 4.0 per cent in 2004.
Inflationary pressures were expected to arise
from the increase in commodity prices, espe-
cially oil prices. The observed slowdown in
inflation rate in the region could exert down-
ward pressure on the cost of raw materials to
Lesotho’s manufacturing firms thereby lower-

ing the country’s import bill, as most of the local
firms source raw materials from Asia. This
could, to some extent, enhance Lesotho’s
export competitiveness by lowering the manu-
facturing sub-sectors’ production costs.

On the balance of payments (BOP) front, the
current account surplus in the emerging Asian
economies was projected to decline to 3.7 per
cent of GDP in 2005, from 4.1 per cent in 2004.
Although the current account surplus in China
continued to rise due to rapid growth in manu-
facturing exports, aided by the phasing out of
the quotas under the Agreement on Textiles
and Clothing (ATC), current account deficits
were observed in other countries in the region.
This was due to higher oil prices, slower growth
in exports and exchange rate appreciation.

Economic activity in Latin America was expect-
ed to weaken in 2005 due to a decline in
domestic demand as well as global economic
activity. The hurricanes, Katrina and Rita, in the
Gulf of Mexico and Gulf Coast of the US also
contributed to the slowdown in economic activ-
ity in the region. The IMF projections indicated
a deceleration in the growth rate of GDP from
5.6 per cent realised in 2004 to 4.1 per cent in
2005.

2.3 Southern African Development
Community (SADC)*' Region

The SA economic performance continued to
remain positive during 2005. The seasonally
adjusted real GDP at market prices grew by an
annualised rate of 4.6 per cent, 5.4 per cent,
4.2 per cent and 3.3 per cent in the first, sec-
ond, third and fourth quarters, respectively. The
strong growth was mainly supported by low
interest rates, which boosted domestic demand
in SA.

2 SADC: Angola, Botswana, Democratic Republic of Congo,
Lesotho, Madagascar, Malawi, Mauritius, Mozambique,
Namibia, South Africa, Swaziland, Tanzania, Zamibia
and Zimbabwe.

2005 Annual Report



| [N o  HEEEEE @ |

CENTRAL BANK OF LESOTHO

The rate of inflation in SA, as measured by
changes in the consumer price index, exclud-
ing interest on mortgage bonds (CPIX), closed
the year lower than at the end of the previous
year. Like in 2004, it remained within the target
range of 3 to 6 per cent. The annual percentage
change in the CPIX decelerated to 3.9 per cent
in the review year compared to 4.3 per cent
realised during the previous year. The relative-
ly strong rand helped mitigate the adverse
effect arising from the high international oil
prices on inflation. However, on average, pro-
ducer price inflation in 2005 was recorded high-
er than in 2004 due to pressure from oil price
increases in the international markets. It accel-
erated from an annual rate of 0.6 per cent dur-
ing 2004 to 3.1 per cent in 2005.

It is estimated that about 70.0 per cent of
Lesotho’s inflation is imported from SA, as a
result of trade relations between the two coun-
tries. Accordingly, price movements in Lesotho
normally follow trends in SA and the average
annual rate of inflation in Lesotho was expect-
ed to decline from 5.2 per cent in 2004 to 3.4
per cent in 2005.

The generally subdued inflation conditions and
positive outlook allowed the SA Reserve
Bank’s Monetary Policy Committee (MPC) to
reduce interest rates further during the year.
Thus the repo rate closed the year at 7.0 per
cent compared with 7.5 per cent at the end of
2004. Hence the average prime lending rate in
Lesotho closed the review year at a lower rate
of 11.5 per cent compared with 12.17 per cent
at the end of 2004.

The benign economic conditions in SA augur
well for Lesotho’s economy. The favourable
inflation conditions and outlook and low interest
rates imply positive conditions for Lesotho,
which may enhance the country’s investment
climate.

Central Bank of Lesotho 6
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2.4 Commodity Price Developments
and their Impact on the Economy
of Lesotho

The price of gold was stronger in 2005 than in
2004. Its annual average price increased from
$411.17 an ounce in 2004 to $445.42 an ounce
during the review year. The minimum and max-
imum price levels were recorded at $412.70
and $528 an ounce, respectively. The surge in
the price of gold was mainly influenced by high
demand by European investors as the metal
became cheaper due to the depreciation of the
US dollar against major currencies, such as the
euro. In rand terms, the annual average price
increased from R2,600.98 per ounce in 2004 to
R2,837.55 in 2005.

The increase in the price of gold, both in dollar
and rand terms, bode well for the SA mining
sector and employment prospects for Lesotho.
This is because it could offset the impact of an
increase in oil prices, which is used as an input
in the SA mining sector. Furthermore, the
increase in the rand price of gold, if sustained,
could result in the improvement in profitability
of the SA mining companies.

The oil market was also characterised by sharp
increases in crude oil prices during the year
under review. For the large part of the year, the
price by far exceeded the upper limit of OPEC’s
target of $22-$28 per barrel. The minimum and
maximum price levels were recorded at $35.67
and $61.37 per barrel, respectively. It closed
the year at $51.73 per barrel compared to
$36.43 per barrel at the end of 2004. On aver-
age, it registered $50.61 per barrel in 2005
compared to $35.99 in 2004. This resulted
from a combination of demand and supply-side
factors. Expansion in oil consumption in China,
Japan and India continued to be the main rea-
son for the soaring oil prices. Secondly, uncer-
tainties in Irag and in the Middle East also con-
tinued to exert upward pressure. Thirdly, the
price increased in response to lower crude oil
production by the OPEC. Furthermore, the
increase in oil prices was exacerbated by dis-

turbances in oil supplies as a result of
unfavourable weather conditions in the Gulf of
Mexico and Gulf Coast of the US.
Infrastructure in some of the oil refineries was
damaged by the hurricanes, Katrina and Rita,
and disrupted oil production.

In maloti terms, the price of crude oil increased,
on average, from M230.24 per barrel at the end
of 2004 to M322.41 at the end of the review
year. In line with global developments, there
were five upward revisions of prices of fuel in
the country during the review year. Prices of oil
products in Lesotho closed the review year
higher at M5.40 per litre of petrol, M5.60 per
litre of diesel and M4.05 per litre of illuminating
paraffin. These compare with M4.40 per litre of
petrol and diesel, and M3.05 per litre of illumi-
nating paraffin at the end of 2004. The main
reason for the surge in petroleum prices
domestically, as already mentioned, emanated
from the increases in the international oil
prices.

2.5 Lesotho in the Context of Regional
Economic Cooperation

Lesotho continued to actively participate in the
activities of regional organisations, which are
intended to address common challenges
through regional integration, cooperation and
coordination. These include the Common
Monetary Area (CMA), SACU and the SADC.
Although member states of these groups are at
different levels of economic development, they
all face common challenges such as poverty
alleviation and sustainable economic growth.

SACU negotiated numerous free trade agree-
ments (FTAs) with major trading blocs and also
participated in the Doha Development Agenda
negotiations. The essence of the Doha negoti-
ations in November was to seek a new balance
between the needs of developed and develop-
ing countries. Specifically, it was intended to
redress an imbalance against the developing
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countries that existed in the world trade sys-
tem. The main objective of FTAs is to reduce
trade barriers between member states and lib-
eralise trade and investment rules. This
improves market access, which is key to for-
eign export earnings and investment. In this
regard, SACU’s efforts during 2005 were
aimed at enhancing the region’s market
access.

The SACU/US free trade negotiations that
started in 2003 continued during 2005. These
negotiations were mainly aimed at ensuring
that the region would continue to enjoy prefer-
ential trade benefits in the US even after the
expiry of AGOA. The negotiations were expect-
ed to be concluded by the end of 2006. Under
AGOA, SACU exports, mainly textiles and
clothes, enjoy preferential market access to
the US.

Negotiations with the European Free Trade
Association (EFTA)? were finalised in June
2005. The Agreement was expected to open
up duty-free and quota-free access for SACU
industrial products to EFTA's markets. It was
also expected to yield similar or improve upon
rules-of-origin requirements as applicable to
the trade agreement between SA and the EU.
The new Agreement, which has been in the
pipeline since May 2002, will only be imple-
mented in 2006. The agreement excludes
issues such as trade in services, intellectual
property rights, investment, competition and
government procurement.

Progress was also made with regard to SADC
activities. For example, throughout the years,
movement of seed from one SADC member
state to another was hampered by the diverse

2 EFTA: Iceland, Lichtenstein, Norway and Switzerland

and fragmented seed regulations. As a result of
this, countries in seed deficit were unable to
take advantage of the benefits of surpluses in
other member states. In addressing this diffi-
culty, the SADC Seed Security Network
through guidance of Food, Agriculture and
Natural Resources Directorate facilitated tech-
nical discussions on the need to harmonise
seed regulations. At their recent technical
meeting, regional seed experts finalised techni-
cal specifications regarding crop variety
release and seed certification. The experts fur-
ther requested SADC Secretariat, through the
Seed Network, to begin the process of present-
ing the technical specifications to the ministeri-
al level with a view to seek approval. It is there-
fore envisaged that when approved, the har-
monised specifications will facilitate easy
movement of seed in the SADC region.

The manner in which the monetary and
exchange rate policies are implemented within
the CMA is asymmetric in nature. For example,
SA is largely responsible for monetary policy
formulation and implementation. The inflation
targeting framework in SA is practically a oe
facto monetary policy framework for the CMA
as a whole. This creates a need for a symmet-
ric monetary union. As a consequence, a joint
rsolution was adopted by the CMA Governors
to investigate the possibility of deepening mon-
etary policy coordination in the region. One
way of achieving this objective is through
establishment of a Common Central Bank
(CCB) for the CMA countries. A study was
therefore commissioned by the Governors and
proposals were made to the respective
Governments through the Ministers of finance
for approval.

Central Bank of Lesotho
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3.1 Real Sector Developments

3.1.1 Trends in output and income

According to the macroeconomic projections of
the Central Bank of Lesotho (CBL), the Lesotho
economy was projected to grow at a rate of 1.2
per cent in 2005 compared with 3.1 per cent
realised in the previous year, as seen in table 2
below. This growth rate is far less than 4.5 per
cent projected for Africa in 2005. It is insuffi-
cient to bring about a reduction in unemploy-
ment and poverty levels in the economy.

The downward trend largely reflected the poor
performance of the secondary sector, as man-
ufacturing output contracted. The manufactur-
ing sub-sector has largely been driven by tex-
tile and clothing industries in Lesotho since
2001. However, their performance deteriorated,
owing to the end of the ATC in January 2005.
The expiry has resulted in increased competi-
tion from low-cost producers in China and other
Asian economies. Furthermore, the weak per-
formance was compounded by the relatively
strong rand hence loti vis-a-vis the US dollar,
which hampered textile and clothing exports to
the US. Value added by the manufacturing sub-
sector was estimated to decline by 8.3 per cent
in real terms in 2005, following a 5.9 per cent
rise observed in the previous year. This sub-
sector is the pillar of Lesotho’s economy, as a
result, the deceleration had an adverse impact
on the overall economy. Value added by the
construction sub-sector (the second largest
contributor to real GDP) increased by 2.0 per
cent in contrast to a 0.4 per cent rise recorded
in 2004.

Gross National Income (GNI), in real terms,
was estimated to register a lacklustre growth of
0.3 per cent in 2005, in contrast with 6.1 per
cent increase realised in 2004. The low growth
rate was a result of the decline in net factor
income from abroad. A major source of net fac-
tor income from abroad is miners’ remittances
emanating from the SA mining industry.
Remittances fell significantly in 2005. The

decline in miners’ remittances was on the back
of several factors, /nfer alia, the relatively
strong rand coupled with the persistent
increase in international oil prices. They both
impacted negatively on the profitability of the
SA mining industry and hence resulted in lay-
offs of some mine workers. Remittances con-
tracted by 5.6 per cent compared with 8.1 per
cent rise recorded in the previous year. GNI per
capita was estimated to decrease by 0.9 per
cent in 2005 in contrast with 2.4 per cent rise in
2004.

Table 2

AGGREGATE ECONOMIC INDICATORS
(Percentage Change)

2001 2002 2003 2004 2005*

Constant 1995 Prices

GDP 32 35 33 31 1.2
GNI 02 16 6.0 6.1 03
GDP Per Capita 08 16 10 20 -0.1
GNI Per Capita 21 -02 40 24 -09

Source: Bureau of Statistics
* CBL Projections

3.1.2 Performance of Sectoral Outputs
(a) Developments in the Primary Sector.

In Lesotho, the primary sector consists of agri-
culture, mining and quarrying sub-sectors. The
sector’s share in GDP is about 20.0 per cent.
Preliminary estimates indicated that perform-
ance by this sector increased by 1.8 per cent
after registering a 1.2 per cent upturn in 2004.
The agricultural sub-sector has for the past
years been a significant contributor to the pri-
mary sector, with mining and quarrying
accounting for a small share.

Preliminary estimates indicated that value
added by the agricultural sub-sector increased
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by 1.7 per cent in 2005, following a 0.2 per cent
increase realised in the preceding year.
Although there was an improvement in the per-
formance of the agricultural sub-sector, the
increase is still very low to bring about a reduc-
tion in poverty since the sub-sector provides
livelihood for the majority of the poor in
Lesotho. This sub-sector continues to face
serious challenges /nter alia, adverse weather
conditions and limited arable land. The other
threat to this sub-sector and other sectors in
general, is the HIV and AIDS pandemic.

Due to the unsatisfactory performance of the
agricultural sub-sector, as a result of the afore-
mentioned factors, Lesotho is facing severe
food shortage. A report released by Food
Agricultural Organisation (FAO) and World
Food Programme (WFP) showed that Lesotho
is facing the fourth successive year of severe
food insecurity. Cereal import requirements for
2005/06 marketing year were estimated at
about 293 000 tonnes, of which 213 000
tonnes were expected to be imported commer-
cially. According to the report, an estimated
548 800 people would have a significant food
shortage between June 2005 and March 2006.

The mining and quarrying sub-sector, contin-
ued to display buoyant performance in 2005.
Value added by the sub-sector was estimated
to rise by 10.0 per cent in the review year com-
pared with 164.1 per cent in the preceding
year. Growth in this sub-sector continued to be
underpinned by the pick-up in diamond
exports, following the re-opening of the
Lets’eng Diamond mine late in 2003. The sub-
sector is likely to continue to contribute posi-
tively to the economy of Lesotho, with another
diamond mine expected to come on stream in
2006/07. Although this sector is a marginal
contributor to GDP, growth in this sub-sector is
important in ensuring sustained economic
growth, creating employment prospects,
increasing government revenue earnings and
foreign investment, and increasing foreign
exchange earnings through higher exports.

Figure 3: Sectoral Real Growth Rates
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(b) Developments in the Secondary Sector

In Lesotho, the secondary sector comprises
manufacturing, electricity and water, building
and construction sub-sectors. This sector was
estimated to register a contraction in output in
the review year. As earlier mentioned, the
downward trend was mostly on account of
weak performance of the manufacturing sub-
sector. Value added by the sub-sector was esti-
mated to drop by 8.3 per cent in the year under
review compared with 5.9 per cent growth
recorded in 2004. The poor performance of the
sub-sector has been on the back of the expiry
of the ATC in January 2005 (as explained in
part Il of the report) which has resulted in the
closure of a number of textile firms.

In addition, the loti continued to remain strong
against the US dollar and hence exacerbated
the already weak performance of the textile
and clothing industries. However, the extension
of AGOA is expected to mitigate the cessation
of all textile and clothing quotas under the ATC,
implying that Lesotho will continue to enjoy
duty free access to the US. Despite this, the
greatest challenge for Lesotho is to diversify its
products and markets to restore its competi-
tiveness in the world markets.

In 2005, performance of the utilities (water and
electricity) sub-sector was expected to improve
by 3.5 per cent compared with a 0.6 per cent
fall realised in 2004. This moderate increase
was expected despite the negative spill-over
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effects related to the weak performance of the
textile and clothing industries. However, the
increase in the performance of the sub-sector
was associated with the increase in the number
of electricity connections as well as overall
electricity consumption. The building and con-
struction sub-sector’s output was estimated to
improve appreciably. It was estimated to rise by
2.0 per cent following a 0.4 per cent increase,
realised in the previous year. The pick-up was
related to road construction activities undertak-
en by Government. The rise in building permits
for both residential and commercial purposes
also explained the estimated growth of the sub-
sector.

(c) Developments in the Tertiary Sector

The tertiary sector remained the main contribu-
tor to GDP in 2005, at a share of 44.8 per cent.
The performance of the sector was estimated
to improve from a growth rate of 2.5 per cent in
2004 to 4.4 per cent in the review year.
Improved performance was largely accounted
for by catering and finance and insurance activ-
ities. Value added by the catering sub-sector
was projected to rise by 7.1 per cent following
a 4.5 per cent increase recorded in 2004. This
sub-sector received a boost from various inter-
national conferences and seminars held in the
country during the year under review. Finance
and insurance activities were expected to ben-
efit from the entry of two financial institutions
into the banking industry in 2005. Value added
by finance and insurance was estimated to
increase by 10 per cent in 2005 after rising by
0.5 per cent a year ago.

Value added by the transport and communica-
tions sub-sector was estimated to slow down
slightly, reflecting the impact of the rise in inter-
national oil prices. The increase in internation-
al oil prices negatively impacted on the prof-

itability of most business enterprises in the
economy.

In 2005, the wholesale and retail trade sub-
sector was estimated to register a growth rate
of 2.5 per cent in value added in 2005 com-
pared with 4.7 per cent rise realised in the pre-
vious year. The slowdown emanated from a
reduction in the purchasing power of con-
sumers, as more households lost income fol-
lowing the retrenchments of migrant labourers
from the SA mining industry and job losses in
the textile and clothing industry.

Figure 4: Sectoral Shares in GDP
at Factor Cost
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3.1.3 Savings and Investment

Savings as a proportion of GNI slightly exceed-
ed investment in 2005. Thus savings-invest-
ment gap was 0.5 per cent of GNI in 2005.
Gross national savings as a percentage of GNI
was estimated at 34.8 per cent, while Gross
national investment was projected at 34.9. The
rise in levels of savings was on account of a
pick-up in both private and government sav-
ings. The marginal rise in government savings
reflected receipt of SACU revenue windfall.

1"
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Figure 5: Savings and Investment
(As a percentage of GNI)
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Saving as a share of GNDI

National savings is obtained as a balancing
item, in which case it is derived from GNDI less
final consumption. Saving as a ratio of GNDI
has recorded a lower magnitude, of 25.3 for
2004 and 30.0 for the year under review, rela-
tive to the trend observed in saving as a ratio
of GNI as depicted in figure 3. The low levels in
the former are largely a result of fluctuations in
the current transfer’s category in GNDI, which
is considered erratic.

3.2 Employment, Wages and Prices
3.2.1 Employment Developments

Employment developments are gauged
through employment in the manufacturing sub-
sector, migrant mineworkers and Government.
However, this data are not indicative of overall
employment in the economy, as it excludes
data in other sectors of the economy.

The level of employment in the manufacturing
sub-sector was reported at 43 131 in the
review year, compared with 50 607 observed
in 2004. This represented an annual decline of
14.8 per cent. The drop resulted from the clo-
sure of some textile and clothing firms follow-
ing the phasing-out of the ATC. This was in line

with an expected 8.3 per cent contraction in the
output of the manufacturing sub-sector com-
pared with a 5.9 per cent rise registered in
2004. Government employment, which is the
second largest, increased marginally in 2005. It
rose from 36 215 in 2004 to 37 245 in 2005.
The increase in overall employment by
Government emanated from a rise in the num-
ber of civil servants and teachers.

The SA mining industry has for several years
been a significant contributor to the economy of
Lesotho by absorbing thousands of Basotho
men. However, the average number of Basotho
migrant mineworkers in SA declined from 56
357 in 2004 to 52 450 in 2005. This 6.9 per
cent decline in employment was driven by,
among others, the strong rand vis-a-vis the US
dollar and a rise in international oil prices.
These factors negatively affected the profitabil-
ity of the SA mining industry. Therefore, in an
effort to engage in cost cutting measures some
mines laid-off workers.

Figure 6: Average Number of Migrant
Mineworkers in SA
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3.2.2 Wages

Minimum wage levels for different occupations
are determined annually by the Government,
based on the advice of a tripartite advisory
board. This Advisory Board consists of repre-
sentatives of the Government, employers and
labour unions. Minimum wages for various cat-
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egories were increased on average, by 5.0 per
cent for 2004/05. The increment came into
operation in October 2004. In October 2005,
they were adjusted by 3.5 per cent for 2005/06.
In adjusting the minimum wage levels, the
Board takes into consideration price develop-
ments. With the average annual rate of inflation
registered at 5.0 per cent and 3.4 per cent in
2004 and 2005 respectively, the increment
compensated employees for wage erosion by
inflation.

The Government granted a 5.0 per cent incre-
ment for civil servants salaries and wages, in
the fiscal year 2005/06. The increment was
also based on price developments.

3.2.3 Price Developments

Inflationary pressures continued to remain rela-
tively subdued in 2005. Overall inflation rate
measured by changes in the Consumer Price
Index (CPI) recorded an average of 3.5 per
cent, down from 5.1 per cent registered in
2004. The slow-down in inflation continued to
benefit from the generally low level of inflation
in SA, given the close trade links between the
two economies. This augured well for Lesotho
as the country benefited from lower imported
inflation on the back of the strong rand vis-a-vis
major international currencies, which mitigated
import costs.

Nonetheless, oil and food price developments
are potential threats to the inflation outlook. The
price of brent crude oil hovered around US$65
per barrel, which remained a serious threat to
oil importing countries such as Lesotho.
Furthermore, shortages in food production (and
hence higher food prices), are expected to
pose a threat given that food inflation accounts
for about 39.8 per cent in the CPI basket.

Figure 7: Lesotho Consumer Price Index
(Annual Percentage Change)
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3.3 Balance of Payments (BOP)
3.3.1 Overall Balance

The external sector position was expected to
continue to improve in 2005. According to the
projections by CBL, the overall surplus in the
BOP was expected to increase from M10.6 mil-
lion in 2004 to M260.0 million in 2005. The BOP
surplus indicated that earnings from economic
transactions between Lesotho residents and
the rest of the world during the year exceeded
the payments. This means that the country is
building reserves.

The expected improvement in the country’s
BOP position resulted from positive develop-
ments in the current account. The current
account deficit was estimated to narrow signifi-
cantly in 2005, owing mainly to a 14.0 per cent
increase in current transfers, which were driven
largely by the receipt of the SACU revenue
windfall. Furthermore, net payments on servic-
es were anticipated to decline by 15.9 per cent
in 2005. These outweighed the impact of the
deterioration in the capital and financial
account. The transactions balance, which is a
measure of change in reserves without the
effect of exchange rate movements, was also
estimated to narrow from a surplus of M175.7
million in 2004 to that of M151.2 million during
the review year.

13
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Figure 8: Official Reserves in

Months of Imports

Months of Imports

2001 2002 2003 2004 2005*
Period

*CBL Projections

Gross official reserves increased by 8.4 per
cent from M3343.8 million in 2004 to M3625.6
million in 2005. As a result, official reserves in
months of imports increased from 5.2 months
in 2004 to 5.8 months during the review period.
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Table 3

SUMMARY OF BALANCE OF PAYMENTS
Excluding LHWP+
(as a percentage of GDP)

2001 2002 2003 2004 2005*

Current

Account -3.6 -143 7. 1.2 0.6
Capital and

Financial

Account 2.3 7.9 4.7 1.8 0.5

+LHWP related imports and capital flows are excluded,
as they are considered to be transitory.
*CBL Projections

3.3.2 The Current Account

The current account balance was expected to
show some improvement in 2005. Including
Lesotho Highlands Water Project (LHWP)
related flows, the current account balance was
expected to improve from a deficit of 2.9 per
cent of GDP in 2004 to that of 1.2 per cent in
2005. The main contributing factor to this
improvement, as already mentioned, was an
increase of 14.0 per cent in current transfers.
The latter were mainly boosted by 19.3 per
cent surge in SACU non-duty receipts, which
constituted the bulk of transfers to the
Government. In addition, net payments on
services were expected to decrease by 15.9
per cent resulting in the narrowing of the cur-
rent account deficit. However, excluding LHWP
related flows, the current account balance was
expected to decline from a surplus of 1.2 per
cent of GDP in 2004 to 0.6 per cent in the
review year.

3.3.3 Income and Trade in Goods
and Services

Preliminary estimates indicated that exports
lost strength in 2005, following an increase in
the previous year. The nominal value of exports

cent, driven largely by increases of 26.0 per
cent and 32.0 per cent in interest income by the
CBL and the commercial banks, respectively.
On the other hand, miners’ remittances fell by
10.9 per cent in 2005, as the number of
Basotho employed in SA mines maintained a
downward trend. A decline in miners’ remit-
tances compared with an increase of 6.6 per
cent registered in 2004.

3.3.4 Capital and Financial Account

The net inflows of the capital and financial
account were estimated to decline to 2.8 per
cent of GDP in 2005 from 6.9 per cent in 2004.
Excluding flows related to activities of the
LHWP, the capital and financial account inflows
were estimated to fall to 0.5 per cent of GDP
compared with 1.8 per cent of GDP in the pre-
vious year. The deterioration emanated largely
from the official loan repayment during the sec-
ond half of the year, therefore leading to an
increase in the official repayments. Slow
implementation of government projects, as
reflected in the substantial decline in official
grants also impacted adversely on the capital
and financial account. Furthermore, Foreign
Direct Investment (FDI) also declined in line
with developments in the manufacturing sub-
sector. However, despite the significant fall
from 6.9 per cent of GDP in 2004 to 2.8 per
cent in 2005, capital and financial account sur-
plus was still sufficient to finance the current
account deficit.

3.3.5 Foreign Exchange Rates

The loti, which is pegged at par to the SA rand
continued to strengthen in 2005. On average,
the local currency unit appreciated by 0.03 per
cent, 1.42 per cent and by 0.21 per cent
against the Special Drawing Rights (SDR), the
UK pound sterling and the euro respectively.
However, it depreciated by 0.71 per cent
against the US dollar.
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was estimated to decrease to 44.1 per cent of
GDP in the review period compared to 51.3 per
cent in the previous year. This decrease was
attributed to the slowdown in consumer spend-
ing in the US, as the bulk of Lesotho’s exports
were destined to the US market. Some textile
and clothing manufacturing companies closed
down at the end of 2004. The closing down of
these companies was largely a result of the
phasing out of the quota system, under the
ATC of the World Trade Organisation (WTO),
at the end of December 2004. The apprecia-
tion of the loti as well as cash-flow problems
further worsened the situation for the Lesotho
export manufacturers. These factors impacted
negatively on manufacturing production and
exports.

The nominal value of imports was also expect-
ed to decrease by 4.1 per cent in 2005 follow-
ing an increase of 10.5 per cent in 2004.
Expressed as a percentage of GDP, the value
of imports was estimated to decline to 85.5 per
cent from 93.2 per cent in the previous year.
The decrease resulted from the relatively weak
performance by the manufacturing sub-sector,
as indicated by a reduction in imports of raw
materials, since the sub-sector relies heavily
on imported inputs. In addition, the sluggish
capital expenditure due to slow implementation
of government projects also harmed imports.

Net payments on services acquired from
abroad were estimated to continue to decline
in 2005. They fell from M209.2 million in 2004
to M176.0 million in the review year. This was
ascribed to, among others, an estimated 4.1
per cent decline in payments for shipment.

Net income receipts increased, albeit margin-
ally, during the review period. Following an
increase of 9.4 per cent in 2004, net income
receipts were projected to rise by 0.8 per cent
in 2005. The marginal growth in net income
receipts mainly reflected a combination of a
robust increase in investment income and a
steep decline in miners’ remittances. On the
one hand, investment income rose by 28.3 per

A number of factors continued to support the
loti during the year. Interest rates in the CMA
remained relatively high compared to the
world’s major economies. This continued to
enhance the attractiveness of rand denominat-
ed assets and therefore attracted portfolio
investment flows into the SA market.

The appreciation of the loti against other major
currencies such as the euro and the UK pound
sterling had various implications for the econo-
my of Lesotho. On the one hand, it may reduce
price competitiveness of the country’s exports
in overseas (£Euro-zone and United Kingdom)
markets. This, in turn, may impact negatively
on earnings accruing to Lesotho companies.
Furthermore, the appreciation could negatively
affect SA’s exports due to trade relations
between SA and the European Union, which
would in the long-run affect the rand, hence the
loti. On the other hand, by reducing the cost of
euro and pound sterling denominated imports,
the appreciation of the local currency eases
inflationary pressures.

The depreciation of the loti against the US dol-
lar could improve the price competitiveness of
Lesotho's exports in the US, where the bulk of
country’s exports are destined. This in turn, has
positive implications on the country’s export
earnings and therefore manufacturing produc-
tion. However, it simultaneously increases the
cost of US dollar denominated imports and
may thus increase inflationary pressure.
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3.4 Money and Banking

3.4.1 Money Supply

At the end of December 2005, broad money
supply (M2)® grew at a faster rate of 9.1 per
cent compared with last year’s slower increase
of 3.3 per cent. The increase in money supply
in 2005 was attributable to an increase in
domestic credit including net claims on
Government, as well as net foreign assets.

M2 grew as a result of a significant rise of 15.1
per cent in narrow money (M1) which offset a
fall of 2.9 per cent in quasi money. The

2 M2 is defined as the sum of currency in circulation, demand,
savings and time deposits with the commercial banks as well
as demand deposits at the central bank.

increase in M1 was mainly driven by a jump of
16.7 per cent in demand and call deposits. The
increase in this category of deposits was main-
ly due to two factors. First, it resulted from an
increase in the number of holders of call and
current accounts, in view of insignificant returns
attracted by funds in interest earning accounts.
Second, the environment of generally low inter-
est rates in the economy reduced the opportu-
nity cost of maintaining current accounts. This
situation encouraged the public to hold money
largely for transaction purposes during the
review period. Consequently, fixed time
deposits also saw a small increase of about 1.0
per cent of total deposits following a 26.6 per
cent rise observed at the end of last year.

Central Bank of Lesotho
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Figure 9: Money Supply Growth
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3.4.2 Domestic Credit

The contribution of the financial sector to eco-
nomic growth during the review period was
reflected by the growth in total credit, excluding
net claims on government and non-performing
loans. This rose by a considerable 61.8 per
cent at the end of the year 2005 from its previ-
ous increase of 11.6 per cent at the end of
2004. The increase was propelled by a huge
growth registered by credit to the private sec-
tor, which overshadowed the fall in credit grant-
ed to statutory bodies.

At the end of December 2005, credit to the pri-
vate sector increase by a substantial 72.9 per
cent, following a 9.6 per cent realised at the
end of 2004. This growth partly reflected that
commercial banks had regained confidence in
the private sector. Nevertheless, banks largely
continued to alternate their investments
between the domestic treasury bills market and
other instruments in South Africa.

In the mean time, the CBL persisted in its pur-
suit of financial and structural reforms to
improve credit extension in the economy
throughout 2005. For example, efforts have
been made in an attempt to prepare the Bank
to provide in-house credit bureau services.
Since credit information would be availed to
commercial banks, this would go a long way in
assisting banks to distinguish credit worthy
people and thus enhance commercial banks’

confidence in the private sector. Furthermore,
the Financial Institutions Act of 1999 had been
reviewed to keep apace with recent develop-
ments in the financial sector.

Credit to statutory bodies, which has been
plunging steeply since the end of 1997, fell fur-
ther during the review year. At the end of
December 2005, credit extended to this sub-
sector declined sharply by 36.0 per cent. The
size of credit granted to the sub-sector still
forms the smallest portion of domestic credit
and may be expected to continue to diminish
due to the on-going government privatisation
strategy.

3.4.3 Net Foreign Assets

The net foreign assets of the overall banking
system increased by a slower 7.0 per cent in
2005, compared with a 13.7 per cent increase
recorded at the end of 2004. Table 4 below
demonstrates that the main drivers of this
increase were net foreign assets of both the
commercial banks and the Central Bank. The
net foreign assets of commercial banks and the
CBL rose by 1.5 per cent and 9.2 per cent,
respectively.

The CBL net foreign assets rose by 9.2 per
cent, year on year, at the end of December
2005. This increase was a consequence of an
expansion in the CBL foreign asset portfolio in
local currency terms. This expansion was
attributable to a portfolio revaluation, and
recapitalisation during the year. Furthermore,
the increase in the net foreign assets of com-
mercial banks reflected a contraction in their
foreign liabilities to the tune of 21.4 per cent.
Nonetheless, their foreign assets sunk by 1.0
per cent indicating net transfers from abroad in
response to an increase in auction amounts by
M50.0 million. Since the domestic money mar-
ket rates hover above their counterpart SA
rates, commercial banks reduced their SA
holding of securities in favour of local securities
holding.
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Table 4

BANKING SYSTEM'S NET FOREIGN ASSETS
Million Maloti: End of period

2001 2002 2003 2004 2005

Commercial banks ~ 686.8 672.7 607.7 1117.9 1135.0

Assets 789.6 7723 837.3 12538 1241.8
Liabilities -102.8  -99.6 -229.6 -1359 -106.9
Central Bank 4627.1 3211.4 28531 2816.2 3076.2
Assets 5136.9 3858.2 3341.1 33438 3625.6
Liabilities -509.9 -646.8 -488.0 -527.6 -549.3

Net Foreign Assets 5313.9 3884.1 3460.8 3934.1 4211.2

* Figures may not tally due to rounding

3.4.4 Commercial Banks’ Liquidity

The liquidity ratio* measures commercial
banks’ ability to adequately honour customers’
demands in making withdrawals. The ratio was
registered at 66.9 per cent at the end of
December 2005, down from 68.7 per cent at
the end of 2004. The decline in the ratio, at the
end of the review year, mainly indicated an
increase in long term assets of commercial
banks.

The credit to deposit® ratio accelerated from its
previous level of 24.9 per cent at the end of
December 2004 to 36.6 per cent at the end of
December 2005. The increase in the ratio
reflected an increase in credit extended in the
form of overdrafts and loans, thus indicating
that commercial banks used a relatively larger
amount of their deposit liabilities to finance

24 Liquidity is measured by the ratio of commercial banks' notes
and coins holdings, balances with banks in Lesotho and
abroad, their clearing balances held with the CBL plus their
short-term securities to their total deposit liabilities and other
borrowings

2 This ratio seeks to establish how much credit is extended to
the private sector and statutory bodies using these sectors’
deposits with the banking system. It thus assesses the
degree to which the financial sector mobilises deposits from
surplus sectors of the economy, and allocates these funds
to deficit sectors.

credit during the year under review. This is a
good development as it shows that the financial
sector is gradually attempting to provide the
much needed funds to finance economic activ-

ity.

3.4.5 Interest Rates

Major money market rates in Lesotho general-
ly followed downward trends in line with region-
al trends. This situation was at the back of sub-
dued inflationary pressures to the economy.
Despite the threats of oil price hikes, inflation
remained under control during the year under
review.

At the end of 2005, the average prime lending
rate in Lesotho stood at 11.50 per cent. At this
level the rate was 67 basis points below last
year’s record. The decline resembled a reduc-
tion in the SA prime lending rate which fell by
50 basis points from its 2004 level of 11.0 per
cent. During the second quarter of the year the
SARB lowered its repo rate by 50 basis points.
Consequently, money market rates were simi-
larly influenced to fall. It could be observed that,
even though the direction of the change in the
two rates may be similar, the magnitude of the
change may not necessarily be equal due to,
among other factors, the differing risk profiles
of the two economies.

Similarly, commercial banks’ deposit rates fol-
lowed downward regional trends. For example,
the one year deposit rate was 5.0 per cent at
the end of 2004, but declined by 25 basis
points to 4.75 per cent at the end of 2005. At
this level the rate was 135 basis points above
the November 2005 inflation rate of 3.4 per
cent. While real interest rates on short term
deposit remained negative, real interest rates
on one year deposits turned out positive. This
situation may result from the fact that inflation-
ary pressures remained subdued and commer-
cial banks were reluctant to significantly reduce
interest rates on long term deposits as a strat-
egy to induce the public to invest long term.
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When this happens commercial banks are able
to control the risk which accrues from the lig-
uidity-investment mismatch.

The 91-day treasury bills rate dropped by 91
basis points from 7.86 per cent in December
2004 to 6.95 per cent in December 2005. At
this rate, it had reached a year on year histori-
cal low since the inception of the open market
operations in September 2001. As expected,
the rate was still exceeding its counterpart in
SA, reflecting difference in liquidity levels, as
well as the different frequencies at which the
auctions are conducted in the two economies.

The margin between the two rates narrowed
from 54 basis points observed last year to 15
basis points observed at the end of 2005. A
narrower margin indicates a convergence of
the Lesotho rate towards the regional levels.

3.5 Government Finance

3.5.1 Fiscal reforms in recent years

The last ten years came with several reforms
aimed at enhancing fiscal efficiency and pru-
dential budgetary operation. Most of these
reforms emanated from the privatisation pro-
gramme which was authorised in 1995 and
accompanied with some regulatory reforms.
One of the major reforms was the liquidation of
Lesotho Agricultural Development Bank and
the subsequent privatisation of Lesotho Bank
in 1999. As discussed under monetary devel-
opments, these reforms greatly help to reduce
the amount of credit to Government in favour of
the private sector.

The Lesotho Revenue Authority (LRA) became
operational in 2003, during which year a fiscal
surplus of 0.8 per cent of GDP was realised.
Consequently, the value added tax (VAT) was
introduced at a higher rate than the General
Sales Tax (GST). The Tax Amnesty Bill was
also enacted with the purpose of assisting tax
defaulters who had accumulated arrears over

the past years to comply. This facilitated
improvement in income tax compliance and
realised higher collections.

The revenue raising measures were not done
in isolation. For instance, efforts to consolidate
expenditure were also exerted during the peri-
od. Those involved expenditure reduction
measures that were targeted at non-essential
public expenditures.

To further consolidate fiscal performance
measures, while ensuring overall macroeco-
nomic improvement, the national long term
vision and the subsequent Poverty Reduction
Strategy (PRS) were approved in 2004. The
fiscal year 2004/05 saw the piloting of the
Medium Term Expenditure Framework (MTEF)
with the three Government ministries.

3.5.2 Fiscal performance in 2005/06

Following backward adjustment made to SACU
revenue, government budgetary operations for
the 2005/06 fiscal year were projected to result
in a surplus equivalent to 1.5 per cent of GDP.

» Revenue

Total revenue and grants were estimated to
grow by 8.2 per cent in nominal terms during
2005/06. The increase was attributed to SACU
revenue that grew by 14.6 per cent in nominal
terms. Income tax collections, on the one hand,
were estimated to increase marginally by 0.8
per cent. This may be an indication that collec-
tion of income tax arrears was exhausted. VAT
collections, on the other hand, dropped by 2.0
per cent as a result of the slowdown in eco-
nomic activities. This was despite a number of
revenue enhancing measures that were under-
taken by the LRA during the review period.
The self assessment system was introduced in
April 2004, with the aim of giving the taxpayers
the responsibility of assessing their own tax lia-
bilities and to comply as required.
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Non-tax revenue was expected to increase by
27.9 per cent during the period under review.
The increase was attributable to water royalties
which rose by 7.9 per cent, as well as a hike in
property income. Interest receipts from loans
were also expected to rise in line with an
increase in loans on-lent to semi-autonomous
agencies.

The level of capital grants was expected to fall
by about 35.2 per cent during the review peri-
od. The whole amount was earmarked for
implementation of capital projects such as
schools and the National Library.

» Expendiiture

Total government expenditure was expected to
grow by 26.7 per cent during 2005/06. This was
expected to be driven by 23.6 per cent increase
in recurrent spending coupled with 39.9 per
cent growth in capital outlays. Expenditure on
goods and services was estimated to be the
main driving force behind the rise in current
spending. Wages and salaries were estimated
to grow by 5.0 per cent due to an upward
adjustment of civil service salaries as well as
the slight increase in employment of teachers
due to the implementation of the Free Primary
Education (FPE) programme during the review
period.

Following the local government elections held
in April 2005, plus its operationalisation, expen-
diture on other goods and services was esti-
mated to grow by about 44.4 per cent. This was
ascribed to the refurbishment of some office
space for local councils, as well as catering for
their operating costs.

Total interest payments were expected to esca-

Figure 10: Sources of Government Revenue
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late by 25.2 per cent during the period under
review. This was at the back of foreign interest
payments which grew by 65.8 per cent follow-
ing the accelerated payment of one of the non-
concessional loans. However, the increase was
moderated by the decline of 29.2 per cent in
domestic interest payments. The stock of new
domestic debt comprised only treasury bills
issued for monetary policy purposes.

Subsidies and transfers rose by 29.2 per cent
during the year. This was mainly driven by pen-
sions paid to elderly people aged 70 years and
above, and support to HIV and AIDS affected
people. Subventions to various government
institutions were also estimated to contribute to
the rise in subsidies and transfers.

Capital expenditure was estimated to rise by
39.9 per cent during the review period.
Government funded projects accounted for
51.1 per cent of these outlays while loan and
grant funded projects contributed 33.5 and
15.5 per cent respectively.
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3.5.3 The overall budget balance
and financing

It has been indicated earlier, that an overall fis-
cal surplus equivalent to 1.5 per cent of GDP
would be realised during the period under
review. The said surplus enabled Government
to repay part of the non-concessional debt to
the tune of M222.3 million without reducing its
international reserves. The Government was

also able to accumulate some deposits with
the banking sector and to become a net re-
payer of foreign public debt.

3.5.4 Recurrent Expenditure by
functions of Government

During the fiscal year 2005/06, recurrent
expenditure was estimated at M3608.1 million.
The expenditure on community and social
services accounted for 52.9 per cent of the
total recurrent budget. In support of FPE, about
60 per cent of social spending went towards
education which was extended to cover stu-
dents in the 6th year of primary school, as well
as to cover costs, including bursaries, of sec-
ondary and tertiary education. Subventions
were also granted to government educational
institutions such as the National University of
Lesotho (NUL), the Lesotho College of
Education (LCE), Lerotholi Polytechnic and the
Institute of Development Management (IDM).

In an effort to curb the HIV and AIDS scourge
and other chronic illnesses, the health sector
expenditure increased by 130 basis points to
17 per cent of expenditure on social services.
Social security and welfare was estimated at
18.3 per cent. The thrust of social welfare dur-
ing the fiscal year was the provision of old age
pensions to the elderly people aged 70 or
above and support of the HIV and AIDS
orphans.

General government services slightly
increased by 20 basis points to 32.4 per cent of
total recurrent expenditure. This went mainly
towards the provision of general public servic-
es as well as public order and safety.
Expenditure on economic services took third
place at 8.3 per cent of recurrent spending.
Agriculture was estimated at 41.2 per cent of
the economic services, followed by mining and
industry, and transport and communication.

gl
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for the year ended 31 December 2005

3.6 Public Debt

3.6.1 Overview

Total outstanding government debt was record-
ed to decline by 2.2 per cent at the end of 2005
to a level equivalent to 50.5 per cent of GDP.
This improvement was a result of the 2.5 per
cent reduction in the external debt stock follow-
ing accelerated payment of one of the non-con-
cessional loans and a slight appreciation of the
loti against some major currencies in which it is
contracted.

The repayment improved Lesotho’s foreign
debt position further by retaining her position
below the developing countries’ sustainability
threshold of 60 per cent of GDP. The debt
service ratio, excluding exports of factor servic-
es, also declined to 10.6 per cent at the end of
2005, from 12.3 per cent realised in 2004. This
indicated that the country’s debt sustainability
position was better in the period under review.

3.6.2 External Debt

The level of foreign indebtedness maintained a
downward trend, in 2005. It fell by 2.5 per cent
in nominal terms to about 43.5 per cent of GDP
compared with 46.6 per cent of GDP recorded
last year. Maturity of several non-concession-
al loans from financial institutions and bilateral
creditors were responsible for the fall in exter-
nal debt.

External debt remained within sustainability
thresholds of 60 per cent of GDP and the debt
service ratio of 15 per cent. The external debt
to GDP ratio was recorded at 43.5 per cent
compared with the 2004 ratio of 46.6 per cent.
The debt service ratio, excluding factor
income, slightly improved from 12.3 per cent in
the previous year to 10.6 per cent. This shows
that more caution must be exercised in the
management of public external borrowing as it
may not be very far from reaching levels that
could be unsustainable. This is particularly
important given the uncertainty surrounding the
future of Lesotho’s export sector, hence its for-
eign exchange earning capacity.

Government continued to limit external borrow-
ing primarily to concessional terms.
Concessional debt constituted 83.7 per cent of
total foreign borrowing. The redemption of
non-concessional loans firmed up the domi-
nance of Multilateral loans to 84.7 per cent of
the external debt portfolio. Bilateral loans and
loans from financial institutions constituted 9.9
and 3.5 per cent of foreign debt respectively.
External debt marginally fell by 40 basis points
to 86.2 per cent of the total stock of public debt.
About 79 per cent of external debt had remain-
ing maturities of 16 years and above while
loans with maturities between 6 years and 15
as well as those below 6 years represented
approximately 15 and 6 per cent of foreign debt
respectively.
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3.6.3 Domestic Debt

Domestic debt maintained almost a similar
position to that recorded in the previous year.
This was in contrast to the 44 per cent
decrease realised in 2004 as a result of the
repayment of the 5 year bond to one of the
banks during the year. As a consequence to
the fiscal surplus earlier mentioned, short term
domestic debt mainly constituted the treasury
bills issued for monetary policy purposes. The
short term debt, which was spread between
the bank and non-bank institutions, fell by 16.1
per cent. This was primarily due to the reduced
holdings of these debt instruments by the
banking sector. However, the increase in hold-
ing by the non-banking sector moderated the
decline.

Figure 11: Government Domestic Debt
(Million Maloti)
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Long term debt maintained the level recorded
at the end of 2004. This comprised of a 10 year
bond which had been issued for the privatisa-
tion of the old Lesotho Bank in 1999.
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PART IV

REPORT OF THE BANK’S OPERATIONS

4.1 Supervision of Financial Institutions

The CBL carried out its supervisory role by
collecting and analysing information about
financial institutions which fall under its
purview. The supervisory approach combines
off-site surveillance and on-site inspection.

In pursuit of its objective of focusing more
attention to the insurance industry, monitor-
ing was undertaken through the twin
approach as well as constant interaction
with both the insurance companies and
insurance brokers. Issues discussed, during
such interactions centered on the industry
performance, matters of supervisory concern
as well as developments in the insurance
industry and the financial system as a
whole. There was an introduction of a risk —
based approach to the supervisory practices
and has made marked progress considering
its recent creation.

The Central Bank has initiated a process of
reviewing the laws under its jurisdiction,
with a view to address emerging superviso-
ry challenges and to fall in line with inter-
national standards of supervision. In this
connection the revision of the Insurance Act
1976 which was started in 2004 was pur-
sued intensively in 2005 and it is hoped
that the draft bill will be presented to par-
liament during the course of 2006. In addi-
tion, the CBL has commenced a review of
the Financial Institutions Act (FIA) 1999,
with a view to introduce among others, a
tiered banking system in Lesotho. The CBL
believes that tiering of the banking sector
will facilitate entry of local investors into the
banking industry. The intention of the review
is to allow for the development of three
tiers of the banking sector. Tier 1 will rep-
resent fully fledged commercial banks, tier
2 will comprise dedicated or narrow banks
whose banking activities will be limited to
fixed term and savings deposits as well as
credit extension. Tier 2 banks will, of course,
include the Lesotho Post Bank and cooper-

ative banks. Tier 3 will be represented by
micro-finance institutions. In 2005, the
process of nurturing some cooperative soci-
eties, with the aim of upgrading them to the
status of cooperative banks continued with
vigour.

The Bank was still concerned about the low
level of financial intermediation in the coun-
try. In its endeavour to remove structural
impediments so as to level the playing field,
the Bank sponsored a study tour to the
commercial court of Uganda. This was done
in an effort to learn how the Lesotho com-
mercial court can be set in motion. The
tour was undertaken by a judge of the High
Court and two officials. Following this tour
which revealed that such an institution is
indeed viable, appropriate recommendations
were submitted to the relevant Government
authorities.

In the previous annual report, it was envis-
aged that the close of 2005 would witness
the establishment of the first credit bureau
in Lesotho. When the much hoped for
development did not materialise, the Bank
pursued an option of a Credit Information
Registry (CIR) to be located at the Bank.
An application for technical assistance has
been submitted to the IMF.

The 2004 annual report had indicated the
re-establishment of Lesotho Post Bank to
provide banking services to the rural popu-
lation. The end of 2005 saw the success-
ful completion of the pilot phase of the re-
establishment. Eleven branches were opened
in the remotest mountain areas.

In an effort to address the dearth of micro-
finance, which is an impediment to econom-
ic development, the CBL sought technical
assistance from several donor agencies, in
order to develop policy and legal frame-
works for micro- finance in the country.
African Rural and Agricultural Credit
Association (AFRACA) and  Deutsche
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Gesellschaft fur Technische Zusammenarbeit
(GTZ) responded positively and in March
2005, commissioned two consultants to
review the situation on the ground and to
assist with the development of the frame-
work. The Board of Directors of the Bank
endorsed the consultants report and recom-
mended to Government that the next phase
of implementation of the policy and legal
frameworks, as well as building capacity
within the CBL be undertaken. The Bank
wishes for a well regulated and supervised
micro- finance sector that will contribute to
poverty alleviation while complying with the
requirements of financial safety and sound-
ness.

In tandem with all other central banks
around the world, the CBL remains interest-
ed in the new capital adequacy framework,
even though there are no immediate plans
to implement the Accord. The Task Team
that was set up to consider the benefits of
the revised framework in the context of
Lesotho’s banking system, presented its
report to the Committee of Bankers. In its
recommendations the Team advocated for
the Accord to be embraced, while the Team
continues to determine the conditions,
scope and timing for implementation.

4.2 Policy and Exchange Control
- The Exchange Control Regime

The Exchange Control Regime of Lesotho is
administered in the context of the Multi Lateral
Monetary Agreements among the member
countries of the CMA. Lesotho is responsible
for administering its own exchange control pro-
visions which essentially have to be consistent
to those of South Africa in terms of the Bi-
Lateral Monetary Agreement between the two
countries.

- The Balance of Payments Cross
Border Foreign Exchange
Transactions New Reporting System

The BOP project is a regional (CMA) project
designed for the comprehensive data captur-
ing of inflows and outflows of currency to and
from Lesotho. While it is based on internation-
al standards of reporting currency flows in the
manner that bears relevance to economic data
in the region, it marks another stage in the
gradual move away from the purely prohibi-
tive/restrictive regime to the new era of simply
recording financial transactions. For the first
time currency flows between member coun-
tries of the CMA are being recorded.

The project was expected to go life in August
2005, but due to some unforeseen technical
problems some banks only managed to go life
in September 2005. Several meetings were
held throughout the year with stakeholders,
namely the Authorised Dealers (ADs), CBL,
Information and Communications Technology
Division and South African Reserve Bank
(SARB) Team to prepare the project for the
smooth take off. The operational documents
prepared to assist ADs were put on the CBL
website and can be viewed at (www.central-
bank.org.ls): Operations Manual, Business
and Technical Specifications and Validation.

* Money Laundering and Financing
of Terrorism

Lesotho as a member of Eastern and Southern
Africa  Anti-Money Laundering  Group
(ESAAMLG) underwent mutual
evaluation/assessment in June/July 2004. The
Mutual Evaluation Report (MER) was complet-
ed and presented for approval before the
ESAAMLG Council of Ministers of Finance in
Swaziland in November 2005.

In the intervening period prior to November
2005 the Division and the Anti Money

Central Bank of Lesotho

28



CENTRAL BANK OF LESOTHO

Laundering Task Team were engaged in vali-
dating and commenting on the MER.

The weaknesses identified in the MER as a
result of which Lesotho may not have a rigor-
ous Anti-Money Laundering (AML) and
Combating the Financing of Terrorism (CFT)
regime are largely systemic. These include
lack of capacity in the judiciary and law
enforcement agencies and inadequate legal
frameworks on which even the existing fragile
systems can function. Critical short-comings
include shortage of skills and resources (both
human and material).

The importance of the Mutual Evaluation
process to the envisaged AML/CFT regime was
the contribution of the ESAAMLG assessors by
commenting on the Money Laundering and
Proceeds of Crime Bill. The bill also benefited
from the comments made by the IMF mission.
Once the bill is enacted into law it will form a
solid foundation for implementation of an effec-
tive AML/CFT regime. The bill has been per-
fected for the legislative process during 2006.

- lllegal Exportation of Bank Notes

According to Exchange Control Rulings, which
assisted the Authorised Dealers to implement
the Exchange Control Regulations 1989, the
exportation and importation of local currency
bank notes is only allowed up to prescribed lim-
its. During the period under review the Bank
assisted the law enforcement agencies in two
incidences that occurred at Moshoeshoe |
International Airport, where there was an
alleged illegal exportation of bank notes of sub-
stantial amount in excess of the prescribed lim-
its. These incidences led to court cases in
which the bank was directly involved.

4.3 Developments in Rural Financial
Intermediation

During the year 2005, the Bank largely

embarked on sensitisation of rural communities
on the operation of the Rural Savings and
Credit Scheme. Visits to remote areas of the
country were made in collaboration with the
Ministry of Agriculture. The Bank facilitated a
media coverage by AFRICA REPORT where
site visits were made and activities of the
RSCGs captured. The coverage was on three
RSCGs from the districts of Teyateyaneng and
Botha-Bothe.

During the review period, that the CBL initiated
translation of the RSCGs Blueprint into
Sesotho. This was in response to the public
request for a Sesotho version of the policy. A
consultant was outsourced to undertake the
translation assignment and a contract for trans-
lation was duly completed during the year. The
final draft was approved by the management of
the CBL.

In furtherance of the policy for Financial
Intermediation, it became apparent that qualifi-
cation into the RSCGs scheme was rather
stringent when it came to grouping by villages.
The Bank, therefore, submitted a proposal to
review village grouping as connoted in the
blueprint. A paper justifying and augmenting
village grouping by clustering according to
area, was approved by the RSCGs steering
committee.

An increase in ready groups was noted with a
total of 46 RSCGs registered and holding
active accounts with commercial banks.
Despite the slow take-off, geographically the
groups’ dispersion truly represented rurality
and met eligibility criteria by virtue of the
achieved coverage in the seven districts of the
country. Moreover, the bank continuously
received enquiries from would-be users of the
scheme and requests for training in business
management, a responsibility to be assigned to
Non Governmental Organisations (NGOs).

Selection of NGOs for training of groups had
been anticipated to reach completion during
the year. However, that did not materialise due
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to financial constraints encountered by the
Fund. Under the circumstances, a training
budget was submitted to the Board for
approval.

The Credit Guarantee Fund (CGF) realised a
growth of about 2.88% in interest from April to
December 2005. The reported growth was a
result of an investment in Treasury Bills and
Call deposits.

The year 2005, saw the emergence of three
group loans from the districts of Quthing and
Berea. At the end of the year, performance of
those groups was satisfactory with repayments
up-to-date. More applications for finance under
the guarantee of the CBL managed Credit
Guarantee Fund were under process and
these were in the sector of manufacturing,
service and production. Appraisal of those
loans was at different stages of development at
the close of the year.

The Bank continuously participated in microfi-
nance activities bordering on poverty issues. In
the strife to share experiences and exchange
views on poverty related matters, workshops
and seminars were attended regionally. This
culminated in a Sub-Regional Workshop for
Southern African countries organised by
AFRACA and hosted by CBL. The workshop
theme was “Integrating Financial Services into
Poverty Reduction Strategies” and country
papers were presented with CBL presenting a
case for Lesotho.

4.4 Development Finance

- Development Finance Services

During the period under review, the CBL, in an
effort to develop the private sector, intensified
measures to assist both the existing and poten-
tial indigenous exporters to access credit under
the Export Finance and Insurance Scheme.

Access to credit from the financial institutions
has always been a problem for indigenous
entrepreneurs in Lesotho because of the clas-
sical requirements of security, down payments
etc. In most cases these requirements cannot
easily be met by these entrepreneurs due to
their level of production which is relatively
small.

The Central Bank has, therefore, intensively
promoted the scheme amongst cooperatives
which are also encouraged to pool their
resources so that they can enhance their
chances of meeting the requirements under
the Scheme and hence enter the export mar-
ket.

The promotion campaign took the form of
advertisements through the local media, public
gatherings, visits to existing cooperatives and
national exhibitions/shows. These campaigns,
it is believed will make the existing coopera-
tives aware of the benefits offered by the
scheme.

As another means of addressing the private
sector, the CBL together with the Ministry of
Finance and Development Planning, are cur-
rently working on the operational modalities for
the Development Fund aimed at small to medi-
um entrepreneurs in various industries of the
economy.

4.5 Portfolio Management

The year 2005 saw the full implementation of
the Reserves Management Investment Policy
that had been approved by the Board in March
2004. The major focus in 2005 was to bring
staff of the Department of Financial Markets
and members of the Investment Technical
Committee up to speed on the investment in
fixed income instruments such as bonds. This
exercise was successfully undertaken, and
investments in the rand and dollar bond market
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were undertaken by the Bank for the first time,
in May. This new measure has been largely
successful as evidenced by, among others, an
increase in the revenue of the Bank. Another
major achievement was realised in the internal
capacity that the Bank built in this area of finan-
cial markets.

4.6 Securities trading

Primary auctions continued to be conducted
during the period under review. The table below
shows a schedule of both the 91-day and 182-
day Treasury bills auctioned, during the year.
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4.7 National Payment System

The year 2005 saw a kick-off of the implemen-
tation of the strategies as contained in the
Vision and Strategic Framework of the Lesotho
National Payment System (LNPS)
Modernisation Project.

Developments of the Project were as follows:
* Legal and Regulatory Framework

The requested technical assistance that had
been sought from the IMF to review the LNPS
legal framework was finally granted. This
assistance was with regards to the establish-
ment of a legal and regulatory framework that
supports a modern payment system.

Towards the end of the year, a Legal Expert
from IMF visited Lesotho for a preliminary and
fact finding mission. This was carried out
through meetings with stakeholders, commer-
cial banks and legal practitioners in the coun-
try. He also held a workshop to sensitise the
LNPS project members, commercial banks
and other major players in the payment sys-
tem, on legal and regulatory matters as they
affect the payment system.

A first draft of the mission report (Aide
Memoire) was prepared. This identified a num-
ber of sections from the existing legislation that
will need to be amended to cater for the LNPS
as well as the need for a fully fledged NPS Act.

* Real Time Gross Settlement (RTGS)

A Request for Proposal (RFP) was issued in
July 2005 for the establishment and installation
of a Real Time Gross Settlement (RTGS) sys-
tem at the Central Bank of Lesotho. This sys-
tem is intended to settle large value and time
critical payments in real time and at gross
value without netting. This project was given

top priority given its importance in reduction of
settlement and associated risks and shall be
followed by the Automated Clearing House
(ACH) project.

» Automated Clearing

An ACH project is expected to follow the RTGS
project and commence subsequent to the
RTGS going live. Millennium Challenge
Corporation (MCC) has tentatively shown an
interest in providing assistance for the estab-
lishment of an ACH in Lesotho, following the
initial study and the recommendations from
FIRST Initiative (FIRST). FIRST has promised
to send a consultant from Electronic Payments
and Commerce to Lesotho in January 2006 to
undertake the study and come up with a strate-
gic plan for the proposed ACH. It is expected
that the ACH shall be a joint venture between
the Central Bank of Lesotho and the commer-
cial banks and shall be housed outside the
CBL.

» Developments in Banking Sector
Debit Cards

One of the key strategies of the LNPS moderni-
sation project is to establish the debit card pay-
ment stream as a backbone for the retail pay-
ments in Lesotho. The preferred debit cards
are interoperable, universally accepted and
can be also used as an Automated Teller
Machine (ATM) card for cash withdrawal at the
ATMs. Standard Bank Lesotho Ltd issued
Maestro Debit Cards towards the end of 2004
and these cards are internationally accepted
and are interoperable, but there is no local
switch. The other problem is that there are few
merchants with Point of Sale (POS) machines
where the cards can be operated. The chal-
lenge now is to encourage more merchants to
install POS card readers in order to promote
the use of debit cards and to encourage all the
commercial banks to issue universally accept-
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able interoperable debit cards. This could
largely reduce the use of cash and the risks
associated with it.

Following its introduction in October 2004, FNB
(Lesotho branch) also issued VISA Electron
debit cards which are also internationally
acceptable and are interoperable.

Internet Banking

Nedbank Lesotho introduced Internet banking
in 2005 with the main aim of providing cus-
tomers with real time access to their accounts
and ability to perform electronic transfers to
third parties. The project is reported to have
gone well in its pilot year and the bank intends
to undertake intensive marketing to promote
this product.

4.8 Research and Publications

The Central Bank of Lesotho disseminates
information on the Lesotho economic environ-
ment and its relationship with the international
community through its publications. The publi-
cations in the year 2005 included Monthly
Economic Reviews, Quarterly Reviews and
Annual Report. There were also a series of
research papers undertaken to inform policy
makers at the Bank and in Government. For
this purpose the following research papers
were commissioned; analysis of the economic
impact of privatisation in Lesotho a paper on
determinants of Lesotho exports: Emerging
Trends and Policy Options, with particular
emphasis on the impact of exchange rate
volatility. Another research paper was the
analysis of the lending and profitability of com-
mercial banks and along side was the research
paper on the role of the financial sector in eco-
nomic growth in Lesotho. The other category of
papers included research on tax incidence,
highlighting implications for the poor, and
research work on the relationship between
inflation and economic growth.

4.9 Currency Management

Currency Management by the Central Bank of
Lesotho involves, inter alia, handling of bulk
deposits and withdrawals by commercial
banks, sorting of Maloti notes and coins and
the systematic issue of new and reissuable cur-
rency. It also includes acceptance and onward
repatriation of South African Rand Currency to
South African Reserve Bank (Bloemfontein
Branch) in accordance with the bi-lateral agree-
ment between Lesotho and South Africa.
Whilst the South African currency enjoys legal
tender status in Lesotho, the policy of CBL has
been to promote the use of Maloti Currency in
the country and in that regard, local commercial
Banks have been urged to issue rand to the
public only in the event of need for rand curren-
cy. The collected rand currency by commercial
banks, through deposits by the public, has to
be deposited with CBL.

Currency Management Activities
« Rand Deposits and Repatriation

There was a decrease of 5.8 per cent in 2005,
as shown in Table 8 below.

Table 8
RAND REPATRIATION
(Million Rand)
2001 2002 2003 2004 2005
Rand
Repatriation 237.2 1828 149.8 3214 303.7

* Reissuable Notes

The reissuable notes produced when process-
ing deposited Maloti currency drastically
reduced because of break down of our pro-
cessing machines, refer to Table 9 below.

Central Bank of Lesotho
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» Maloti Currency Issued

Maloti notes issued has increased by 13.10 per
cent compared to 2004 in Table 10 below.

» Maloti Repatriation from South Africa

Maloti Repatriation from South Africa has
shown erratic movement in the past five years.
It has increased by 1.7 per cent in 2005 as
shown in Table 11 below.

4.10 Human Resources Management

* Recruitment

In order to ensure that the Bank remains fully

operational at all times for the achievement of
its objectives, the Bank has continued to fill
vacant positions as they occurred throughout
the Bank. This year vacancies occurred at all
levels from Executive to General Services
level. At Executive level the occurrence was
mainly due to end of contract periods and as a
result of this, five Executive positions were
filled. One position was filled at the level of
Head of Division. At sectional head and profes-
sional level, five positions each were filled
through internal promotions, lateral transfers,
transfer-on-promotion and new entrants, while
four positions were filled at general service
level.

» Separation

This year the Bank saw several separations
from service in different ways from Executive
Management to the General Service levels.
Two executive members of staff and one Head
of Division resigned their positions with the
Bank. Contracts of employment for four other
members of the executive came to end
between February and June 2005. Two mem-
bers of staff in the Department of
Administration lost their lives due to illnesses.
May their Souls Rest in Peace.

* Training

The Bank places a high priority on developing
and maintaining competent staff through
organised annual training and staff develop-
ment programme. Out of a total of fifteen stu-
dents on full time training this year, eight are
studying towards obtaining first degree while
seven are pursuing postgraduate qualifications
in various specialised areas of the Bank’s oper-
ations. Nine other members of staff are provid-
ed support to study on part time basis at all lev-
els from Diploma to Postgraduate qualification.

Central Bank of Lesotho
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» Administrative Policies
The Bank continues to revise and develop new
policies and procedures in order to maintain
consistency, instil discipline among staff, and to
ensure that the Bank operates in accordance
with best HR practices.
« Community Service
Staff of the Bank planted trees in Thaba Bosiu
this year.
« Social Activity
This year the Bank hosted other sister banks in
the SADC region for the annual sporting and
social event.
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CENTRAL BANK OF LESOTHO
CORPORATE GOVERNANCE STATEMENT for the year ended 31 December 2005

The corporate governance statement for the financial year ended 31 December, 2005 focuses on
the legislative and operational frameworks of the Bank. The choice of the theme is in recognition
of the existence of the Bank for a period spanning a quarter of a century culminating in the 25th
anniversary celebration in the month of January 2005.

Since its inception, the Bank experienced different phases of development initiated by the Lesotho
Monetary Authority Act No. 13 of 1978. This Act laid down the foundation for the operation of the
Authority in 1980. Furthermore, the Act enabled the Authority to carry out its functions and objec-
tives in a legally responsible manner meeting the expectations of Government (the primary share-
holder), Lesotho citizens and the global community in which the Bank operates.

Further legislative developments included the change of the name of the Lesotho Monetary
Authority to the Central Bank of Lesotho in 1982 in accordance with the Lesotho Monetary Authority
Amendment Act No. 2 of 1982. The change of the name was influenced by the the additional func-
tions such as the Bank becoming a bank to the Government and commercial banks as well as the
lender of last resort. The 1982 amendment of the Act was followed by a holistic legislative revision,
culminating in the present Central Bank of Lesotho Act No. 2 of 2000. This revision was brought
about by the desire to grant the Bank operational autonomy and central bank independence in the
main.

On the operational front, the Bank's business is conducted by its staff led by the Governor, with
oversight from the Board of Directors. In discharging its oversight responsibilities, the Board relies
on advice from the officers of the Bank, Committees of the Board, namely, the Audit Committee,
Remuneration Committee, Monetary Policy Committee and Executive Committee and independent
professionals ( including external auditors, architects, etc).

The Board carries out its oversight function by reviewing periodic financial statements, periodic per-
formance reports, strategic plans and the recruitment of senior and middle managers. The Board
also formulates policies that govern the administration and operations of the Bank and issues
reports informative about the Bank to its shareholders, the general public and international commu-
nity.

A.L. Ramone
Secretary to the Board
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CENTRAL BANK OF LESOTHO

STATEMENT OF FINANCIAL

RESPONSIBILITY BY THE BOARD for the year ended 31 December 2005
OF DIRECTORS

The Directors are responsible for the maintenance of adequate accounting records and the prepa-
ration and integrity of the financial statements and the related information. The Auditors are respon-
sible for reporting on the fair presentation of the financial statements. The financial statements pre-
sented on pages 42 - 67 have been prepared in accordance with International Financial Reporting
Standards (IFRS) in all material respects as applicable to central banks, and in the manner required
by the Central Bank of Lesotho Act, No. 2 of 2000.

The Directors are also responsible for the Bank's systems of internal financial control. These are
designed to provide reasonable, but not absolute, assurance as to the reliability of the financial
statements, and to adequately safeguard, verify and maintain accountability of the assets, and to
prevent and detect misstatement and loss. Nothing has come to the attention of the Directors to
indicate that any material breakdown in the functioning of these controls, procedures and systems
has occurred during the year under review.

The financial statements have been prepared on the going concern basis, since the Directors have
every reason to believe that the Bank has adequate resources in place to continue in operation for
the foreseeable future.

The financial statements were approved by the Board of Directors on 31 March 2006 and are
signed on its behalf by:

AL FH s —

E.M. Matekane J.Q. Lesitha
Governor Director
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REPORT OF INDEPENDENT AUDITORS TO THE MINISTER OF FINANCE

We have audited the financial statements set out on pages 42 to 67 for the year ended 31 December
2005. These annual financial statements are the responsibility of the Bank's directors. Our responsibility
is to express an opinion on these financial statements based on our audit.

Scope

We conducted our audit in accordance with International Auditing Standards and Guidelines as adopted
by the Lesotho Institute of Accountants. Those standards require that we plan and perform the audit to
obtain reasonable assurance that the annual financial statements are free of material misstatement. An
audit includes:
* examining, on a test basis, evidence supporting the amounts and disclosures included
in the financial statements;
» assessing the accounting principles used and significant estimates made by management; and

» evaluating the overall financial statement presentation.

We believe that our audit provides a reasonable basis for our opinion.
Qualification - Foreign exchange gains and losses

As stated in notes 1.5 and 30 of the financial statements, the Central Bank of Lesotho Act, No 2 of 2000
(Section 54) states that the net currency exchange gains and losses should be taken directly to reserves,
this is not in accordance with International Accounting Standards No 21. Had the net currency exchange
gains and losses been taken to the income statement, in terms of International Accounting Standard No
21, net profit for the year after taxation would have been M247,207,000.

Audit opinion

In our opinion, except for the non-compliance with the International Standards No 21 as noted in the
preceding paragraph, the financial statements fairly present, in all material respects, the financial
position of the Bank at 31 December 2005 and the results of its operations and cash flows for the year
then ended in accordance with International Accounting Standards as adopted by the Lesotho Institute
of Accountants, and in a manner required by the Central Bank of Lesotho Act, No. 2 of 2000.

Hoaron « Ogodetes

Sheeran and Associates

Chartered Accountants and Auditors (Lesotho)
In association with PricewaterhouseCoopers Inc.
Date 31 MARCH 2006
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CENTRAL BANK OF LESOTHO

REPORT OF THE DIRECTORS for the year ended 31 December 2005

The Directors present their annual report, which forms part of the audited financial statements of
the Central Bank of Lesotho, for the year ended 31 December 2005. The financial statements are
expressed in Maloti, the national currency of Lesotho.

Nature of business

The Bank is constituted and governed by the Central Bank of Lesotho Act No. 2 of 2000 (the Act).
In terms of this Act, the Bank's primary objective is the achievement and maintenance of price sta-
bility.

Financial results

The financial results of the Bank are set out in the income statement on page 43. The residual prof-
its after appropriations have been allocated to the general and other reserves, are paid over to the
Government of Lesotho Consolidated Fund as dividends in accordance with Section 21 of the Act.
These appropriations have been fully disclosed in the statement of changes in equity on page 44.

Dividends

Dividends paid to the Government of Lesotho Consolidated Fund in terms of Section 21 (5) of the
Act are set out in the statement of changes in equity.

Share capital

There were no changes in the Bank's authorised and issued share capital during the year under
review. The entire issued share capital is held by the Government of Lesotho.

Directors

Name Date of appointment Position held
Matekane E.M. September 2001 Governor and Chairman
Foulo T November 2000 Deputy Governor |
Molemohi E.K. March 2001 Non-Executive Director
Monaheng G.T.2 March 2002 Non-Executive Director
Moiloa M.? March 2002 Non-Executive Director
Chimombe T.? March 2002 Non-Executive Director
Makhetha P.M. October 2004 Non-Executive Director
Tau-Thabane M.G July 2005 Non-Executive Director
Ledimo P.M.L.S. November 2005 Non-Executive Director
Lesitha J.Q. December 2005 Non-Executive Director
Secretary

Ramone A.L. July 1998 Secretary to the Board

1. Term expired on 09 November, 2005
2. Term expired on 28 February, 2005
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CENTRAL BANK OF LESOTHO

REPORT OF THE DIRECTORS for the year ended 31 December 2005

Events subsequent to balance sheet date

The Directors are not aware of any material fact or circumstance, which is necessary for the appre-
ciation of the financial statements, which may have occurred between the end of the financial year
and the date of this report.

Auditors

Sheeran & Associates (Chartered Accountants) Lesotho, in association with
PricewaterhouseCoopers Inc. carried out the statutory audit of the Bank.

A db e s—

E.M. Matekane J.Q. Lesitha
Governor Director
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CENTRAL BANK OF LESOTHO
BALANCE SHEET as at 31 December 2005
2005 2004
Notes M '000 M '000
ASSETS
Cash and Balances with Banks 1 1915 323 2410 035
Due from Banks 2 14 777 22 744
Treasury Bills 3 49 320 603 443
Treasury Notes & Bonds 4 1423 832 -
IMF Subscription Account 5 364 657 349 041
IMF Holding of Special Drawing Rights 6 3249 4011
IMF Funded PRGF Advances 7 255 993 245 031
Lesotho Government Securities 8 141 33
Deferred Currency Expenditure 9 2824 582
Property, Plant and Equipment 10 160 265 144 796
Deferred Taxation 11 791 2 382
Claims on Staff 12 19718 12 687
Other Assets 13 3 241 46 094
TOTAL ASSETS 4214131 3 840 879
LIABILITIES AND EQUITY
LIABILITIES
Notes and Coins Issued 14 295 332 256 934
Deposits 15 452 455 449 644
Lesotho Government Deposits 1381 247 1313 450
IMF Maloti Currency Holding 16 327 291 313 516
IMF Special Drawing Rights Allocation 17 39 067 37 395
IMF - PRGF Facility 18 255 993 245 031
Taxation Liabilities 19 11 099 7 935
Due to Government of Lesotho Consolidated Fund 20 44 527 41 748
Internal Provisions and Accruals 21 56 340 51 469
TOTAL LIABILITIES 2 863 351 2717 122
EQUITY
Share Capital 22 25 000 25 000
General Reserve 83 515 72 330
Other Reserves 1242 265 1026 427
TOTAL EQUITY 1350 780 1123 757
TOTAL LIABILITIES AND EQUITY 4214131 3 840 879
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CENTRAL BANK OF LESOTHO
INCOME STATEMENT for the year ended 31 December 2005
2005 2004
Notes M '000 M '000

Revenue

Interest Income 23 194 417 152 596
Interest Expense 24 (15 404) (1420)
Net Interest Income 179 013 151 176
Other Income 25 7 607 4713
Total income 186 620 155 889
Operating costs ( 81 906) (61 444)
Personnel Costs 26 (39 388) (30 326)
Other Operating Costs 27 (42 518) (31118)
Profit before taxation 104 714 94 445
Taxation 28 (37 609) (32 981)
Net profit for the year 67 105 61 464
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for the year ended 31 December 2005

STATEMENT OF CHANGES IN EQUITY
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CENTRAL BANK OF LESOTHO
STATEMENT OF CHANGES IN EQUITY for the year ended 31 December 2005

Explanatory notes

General Reserve

The General Reserve has been allocated in terms of Section 21(2)(b) of the Central Bank of
Lesotho Act No. 2 of 2000.

Dividends

The residual amounts after transfers to General Reserve are paid as dividends to the Government
of Lesotho's Consolidated Fund in terms of Section 21(5) of the Central Bank of Lesotho Act of
2000.

Rand Compensatory Reserve

The Rand Compensatory Reserve represents amounts received by the Bank from the
Government of Lesotho, being the Bank's share of the Rand Compensatory payments received by
the Government, in terms of the Multilateral Monetary Agreement between the Government of
Namibia, Swaziland, Lesotho and the Republic of South Africa. The Government has directed that
this amount be treated as a reserve.

Foreign Exchange Revaluation Reserve Account

In terms of Section 54 of the Central Bank of Lesotho Act No. 2 of 2000, the gains and losses aris-
ing from any changes in the valuation of the Bank’s assets or liabilities in, or denominated in, gold
or foreign currencies, or Special Drawing Rights as a result of changes in the exchange rate for
the Maloti or of any change in the values, parities or exchange rates of such assets with respect
to the Maloti shall be carried to a special account called the Revaluation Reserve Account.
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CENTRAL BANK OF LESOTHO
CASH FLOW STATEMENT

for the year ended 31 December 2005

2005 2004
Notes M '000 M '000

Cash flow from operating activities
Cash flow from operating activities 29 379 960 121 106
Taxation paid 19 (35 236) (31915)
Deferred tax 2 382 -
Rand compensatory receipts 18 328 16 068
Payment to Government of Lesotho Consolidated Fund 20 (53 141) (45 125)
Net cash flow from / (utilised by) operations 312 293 60 134

Cash flow from investing activities
Additions to property and equipment (7638) (3248)
Proceeds from sale of fixed assets 465 89
(Increase)/decrease in claims on staff 12 (7031) 2270
Decrease/(increase) in other assets 13 42 853 (40 433)
Net increase in local investments 8 ( 108) 12
Net decrease/(increase) in treasury bills 3 554 123 (177 362)
Net increase in foreign investments 4 (1 423 832) -
Deferred currency expenditure 9 (4 235) -
Purchase and disposal of foreign exchange 1 494 712 136 597
Net cash flow from investing activities (350 691) (82 075)

Cash flow from financing activities
Notes and coins issued 14 38 398 21 941
Net cash flow from financing activities 38 398 21 941
Net increase in cash and cash equivalents - -
Cash and cash equivalents at the beginning of the year - -
Cash and cash equivalents at the end of the year 2 - -

Central Bank of Lesotho
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CENTRAL BANK OF LESOTHO

ACCOUNTING POLICIES

for the year ended 31 December 2005

1 Accounting Policies

The following are the principal accounting policies adopted in the preparation of the financial
statements of the Bank. The policies are consistent with those used in previous years.

1.1

1.2

1.3

1.4

Basis of presentation

These financial statements have been prepared on the historical cost basis, except for cer-
tain fixed assets which were revalued and certain financial instruments which are stated at
fair value. The financial statements comply with the requirements of International Financial
Reporting Standards, as applicable to central banks in all material respects and in the man-
ner required by the Central Bank of Lesotho Act No. 2 of 2000.

Where necessary, comparatives have been restated or reclassified for disclosure purposes.

Revenue Recognition

Interest income is recognised on an accrual basis by applying the effective rates on the
assets invested in, over the periods to maturity.

Rental income is recognised on an accrual basis.

Expenses

Expenses are recognised on an accrual basis.

Liabilities and provisions

Liabilities, including provisions, are recognised when the Bank has a present legal or con-
structive obligation as a result of past events, it is probable that an outflow of resources
embodying economic benefits will be required to settle the obligation and a reliable estimate
of the obligation can be made. No liability is recognised where the bank has a possible obli-
gation arising from past events, whose existence will be confirmed only by the occurrence
or non-occurrence of one or more uncertain future events not wholly within its control. In
such cases, a contingent liability is disclosed.

Employee entitlements to gratuities and other service benefits are recognised as they
accrue. Provisions are made for the estimated liability for gratuities and other service bene-
fits accrued for services rendered up to the balance sheet date.
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CENTRAL BANK OF LESOTHO

ACCOUNTING POLICIES

for the year ended 31 December 2005

1.5 Foreign currency translation
Foreign currency transactions are translated into the functional currency using the
exchange rates prevailing at the date of the transaction. Foreign exchange gains and loss-
es resulting from the settlement of such transactions and from the translation at year-end
exchange rates of monetary assets and liabilities denominated in foreign currencies are
recognised and transferred to Revaluation Reserve account in compliance with Section 54
of the Central Bank of Lesotho Act No. 2 of 2000.

1.6  Cash and cash equivalents
For purposes of the cash flow statement, cash and cash equivalents comprise balances
with local, South African and overseas banks, as well as bank notes and coins on hand.

1.7 Financial assets and liabilities
Financial assets and liabilities carried on the balance sheet exclude fixed assets, taxation
and intangible assets.
Financial assets and liabilities are initially measured at cost, which includes transaction
costs. Subsequent to initial recognition these instruments are measured as set out below.
Cash and cash equivalents and local and foreign balances with banks are all stated at cost,
converted to the local currency at year-end rates.
Investments in the United States (US) and Lesotho Government treasury bills are stated at
fair values, which approximate their amortised cost due to their short term maturities.
Investments in US Government treasury bills are held to maturity, and as such are
carried at amortised cost.
Bonds are accounted for at fair value.
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CENTRAL BANK OF LESOTHO

ACCOUNTING POLICIES

for the year ended 31 December 2005

1.8

Property, plant and equipment

Property, plant and equipment comprises owner occupied properties and equipment held for
use in the supply of services or for the Bank’s administrative purpose. These are all initial-
ly recorded at cost. Properties under development are reflected at cost.

Subsequent to initial recognition, property and equipment are reflected at a valuation based
on open-market fair value as determined every year end by independent professional val-
uers, less accumulated depreciation.

Unrealised surpluses or deficits arising on revaluation of property and equipment are trans-
ferred to a Revaluation Reserve Account.

The most recent independent valuation was performed at 31 December 2005.
Property, plant and equipment are depreciated on a straight line basis at rates which are

calculated to reduce the carrying values of these assets to estimated residual values over
their expected remaining useful lives at the following rates:

Fixed Asset Rates
Buildings 1.5%
Motor Vehicles 25%
Computers 20%
Office Equipment 20%
Housing Equipment 20%
Housing Furniture 10%
Office Furniture 10%
Security Equipment 20%
Sporting Equipment 20%

Buildings in progress are not depreciated until they are put into use.
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CENTRAL BANK OF LESOTHO

ACCOUNTING POLICIES

for the year ended 31 December 2005

1.9

Taxation

The Bank became liable to normal income tax on its profits with effect from 1 April 1989.
The charge for current year taxation is based on the results for the year, adjusted for items
which are non - assessable or disallowed. It is calculated using tax rates enacted as at bal-
ance sheet date and any adjustments for taxation payable on previous year assessments.

Deferred tax is provided on the liability method based on temporary differences arising due
to differences in the treatment of certain items for tax and accounting purposes. Deferred
tax is charged to the income statement except where it relates to transactions recognised
directly through equity. A deferred tax asset is recognised to the extent that it is probable
that future taxable profit will be available against which it can be utilised.

Deferred Currency expenditure

Expenditure incurred in connection with printing, minting and issue of Maloti Notes and
Coins is amortised over a period of three years. The appropriateness of this amortisation
period is reviewed from time to time by the Directors.

Retirement and terminal benefits

The Bank participates in a multi employer defined benefit pension plan, the assets of which
are held in a separate trustee administered fund. The pension plan is funded by payments
from employees and the employer taking into account the recommendations made by the
independent qualified Actuaries.

The pension costs are assessed using the projected unit credit method. Under this method,
the cost of providing pensions is charged to the income statement to spread the regular
costs over the service lives of employees in accordance with the advice of qualified
Actuaries who carry out a full valuation of the plan every three years. The pension obliga-
tion is measured as the present value of the estimated future cash outflows using interest
rates of government securities that have terms to maturity approximately equal to the terms
of the related liability.

All unrealised actuarial gains and losses are spread forward over the average remaining
service lives of employees.
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CENTRAL BANK OF LESOTHO
NOTES TO THE FINANCIAL

STATEMENTS for the year ended 31 December 2005
2005 2004
M '000 M '000

1 Cash and Balances with Banks

Foreign Cash 225 185
Rand Currency Holding 29 472 35 736
ZAR Coins Holding 112 126
ZAR Notes Holding 29 360 35610
Balances with banks 1 885 626 2 374 114
Current and Call Accounts

Overseas Banks 268 179 214 640

Lesotho Banks 5724 4082
South African Banks 400 386 309 999
Total Current and Call Accounts 674 289 528 721

Fixed deposits

Overseas Banks 491 337 665 393
South African Banks 720 000 1180 000
Total Fixed deposits 1211 337 1845 393

Cash and cash equivalents

Cash and cash equivalents - -

1915 323 2410035
Notes and coins held by the Bank as cash on hand at the
end of the financial year have been netted off against the
liability for notes and coins in circulation for the purpose of
the cash flow statement because they do not represent cur-
rency in circulation.
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NOTES TO THE FINANCIAL
STATEMENTS
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for the year ended 31 December 2005

2005 2004
M '000 M '000
2 Due from Banks
Accrued Interest receivable:
Due from banks
ZAR Call Accounts 1 (12)
ZAR Fixed Deposit Accounts 13 149 21588
NON ZAR Call Accounts 1580 294
NON ZAR Fixed Deposit Accounts 47 874
14777 22744
3 Treasury Bills
US Treasury bills at fair value
Maturing within 1 month - 169 114
Maturing within 1 to 3 months - 196 928
ZAR Treasury bills at fair value
Maturing within 1 month - 107 469
Maturing within 1 to 3 months 49 320 129 932
49 320 603 443
The movements in investments are:
Opening carrying amount 603 443 426 081
Additions 1116 873 1999 410
Disposals (1 670 996) (1 822 048)
Exchange revaluation - -
Closing carrying amount 49 320 603 443

Treasury bills are debt securities issued by the US
treasury department for a term of three months, six
months or a year. All bills are subject to fixed interest

rate risk (2004: variable/fixed).

Central Bank of Lesotho
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CENTRAL BANK OF LESOTHO
NOTES TO THE FINANCIAL

STATEMENTS for the year ended 31 December 2005
2005 2004
M '000 M '000

4  Treasury Notes & Bonds

US Bonds at fair value 517 877 -
ZAR Bonds at fair value 905 955 -
1423 832 -

The movements in investments are:
Opening carrying amout - -

Additions 1 335 857 -
Exchange revaluation 87 975 -
Closing carrying amount 1423 832 -

The Treasury Notes & Bonds held by the Bank
are treated as available for sale instruments
and revaluations are done quarterly.

5 IMF Subcription Account

Balance at beginning of year 349 041 256 440
Value adjustments during the year 10 510 7 232
Exchange revaluation 5106 85 369

364 657 349 041

The Lesotho Government Quota in the
International Monetary Fund is SDR 34,900,000.
The local currency equivalent of the subscription
account at balance sheet date is converted at the
rate of 0.0957062 (2004: 0.0999877).

6 IMF Holding of Special Drawing Rights

Balance at 1 January 4 011 4118
Net transactions ( 817) ( 204)
Exchange revaluation 55 97
Balance at 31 December 3249 4 011

The value of SDR310951 allocated by the International
Monetary Fund less utilisation is converted at 0.0957062
(2004: SDR401081 at 0.0999877).
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CENTRAL BANK OF LESOTHO
NOTES TO THE FINANCIAL
STATEMENTS

for the year ended 31 December 2005

2005 2004
M '000 M '000
7 IMF Funded PRGF Advances
Balance at 1 January 245 031 174 674
Disbursed during the year - 68 750
Paid during the year - (3743)
Exchange revaluation 10 962 5 350
Balance at 31 December 255 993 245 031
These are funds secured under the IMF Poverty
Reduction and Growth Facility and on-lent through
the Government of Lesotho. The SDR equivalents
and translation thereof are shown in note 18.
8 Lesotho Government Securities
Maturing within 1 month 102 7
Maturing within 1 to 3 months 39 4
Maturing within 3 to 6 months - 22
Total treasury bills stated at fair value 141 33
Treasury bills are debt securities issued by the Lesotho
Treasury department for a term of three months, six
months or a year. All bills are subject to fixed interest
rate risk and they are held to maturity.
9 Deferred Currency Expenditure (notes and coins)
Balance at 1 January 582 1163
Expenditure during the year 4 235 -
Amortised during the year (1993) ( 581)
Balance at 31 December 2 824 582

Expenditure incurred in connection with printing, minting
and issue of Maloti notes and coins is amortised over

three years.
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2005 2004
M '000 M '000
10.1 Property, Plant & Equipment regarding Kotulo
Included under property is a property held by Kotulo
Properties (Pty) Ltd to the value of M 13 million. This
company was formed by the Bank specifically to own
the property of the liquidated Lesotho Agricultural
Development Bank that the Government of Lesotho
allocated to the Bank for the purpose of providing
office space for another commercial bank to enter
the financial market in Lesotho.
The shareholders of Kotulo Properties (Pty) Ltd are
holding the shares on behalf of the Bank and therefore
the property and accompanying rent collected are
included in the financial statements of the Bank.
As at the end of the 2005 financial year, the voluntary
winding-up of Kotulo Properties (Pty) Ltd was being
finalised, which then lead to the disposal of the property.
11 Deferred Taxation
Balance at 1 January
(Reversing) in current year 2 382 -
Arising in the current year (2382) 1149
791 1233
Balance at 31 December -
791 2382
12 Claims on Staff
Housing Loans 9 688 5717
Car Loans 7 410 4983
Furniture Loans 1206 996
Other Loans & Advances 1414 991
19 718 12 687
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2005 2004
M '000 M '000
14 Other Assets
Cheques for collection and uncleared items 84 43 518
Other Prepayments 454 495
Other Claims 2703 2 081
3241 46 094
15 Notes and Coins Issued
Notes 285 619 247 585
Coins 9713 9 349
295 332 256 934
The Bilateral Monetary agreement between the
Government of the Republic of South Africa and
the Government of the Kingdom of Lesotho states
that both Rand currency issued by the South African
Reserve Bank and Maloti currency issued by the
Central Bank of Lesotho are legal tender within
Lesotho and are convertible at par.
Notes and coins held by the Bank as cash on hand
at the end of the financial year have been netted off
against the liability for notes and coins in circulation
for the purpose of the cash flow statement because
they do not represent currency in circulation.
16 Deposits
Deposits from Banks - Non-interest bearing
Bankers 211 853 210 665
Other Deposits - Non-interest bearing
International Institutions 2 257 2 257
Parastatals and others 226 537 225 525
Other Deposits - Interest bearing
Staff call account 11 808 11 197
Total Deposit 452 455 449 644
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2005 2004
M '000 M '000
16 IMF Maloti Currency Holding
Securities account 245 447 234 937
General resources accounts 81844 78 579
327 291 313516
17 IMF Special Drawing Rights Allocation
Balance at 1 January 37 395 36 532
Revaluation 1672 863
Balance at 31 December 39 067 37 395
Lesotho's allocation by IMF of SDR3,739,000
converted at 0.0957062 (2004: 0.0999877)
18 IMF-PRGF Facility
Balance at 1 January 245 031 174 674
Drawn down during the year - 68 750
Paid during the year - (3743)
Exchange revaluation 10 962 5350
Balance at 31 December 255 993 245 031

These IMF loans were secured under the Poverty
Reduction and Growth no. 1 and no. 2 facilities. The
Ministry of Finance tranche is now accounted for through
the Bank's records to present the total amounts due to
the IMF on a consolidated basis. The combined balance
due to the IMF amounted to SDR24,500,000 converted

at 0.0957062 as at 31 December 2005 (2004: 0.0999877).
The loans have been on-lent as per note 6. Interest
expense and exchange rate differences are borne by

the Government of Lesotho.
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2005 2004
M '000 M '000
19 Taxation Liabilities
Balance at 1 January 7 935 4 487
Paid during the year (7 935) (4 487)
Current year charge 38 400 34 223
Prior year underprovision - 1140
Provisional payments made (27 301) (27 428)
11 099 7 935
20 Due to Government of Lesotho Consolidated Fund
Balance at 1 January 41748 35 653
Prior year final dividend paid in current year (41 748) (35 653)
Profit appropriations for the current year 55 920 51 220
Current year interim dividend paid (11 393) (9472)
Balance due at 31 December 44 527 41 748
21 Internal Provisions and Accruals
Donations suspense 27177 25835
Internal provisions 7111 7 220
Promissory note for Agric Bank building 13 000 13 000
Other 9 052 5414
56 340 51 469
22 Share Capital
Authorised
Authorised capital 100 000 100 000
/ssued
Issued and fully paid 25 000 25 000

The entire Issued share capital is held
by the Government of Lesotho.
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STATEMENTS for the year ended 31 December 2005
2005 2004
M '000 M '000

23 Interest Income

Foreign Currency Deposits 125 711 140 324
Foreign Currency Investments 68 052 11 239
Government Securities 1 2
Staff loans 365 703
IAS 39 Interest - off-market loan adjustment 275 318
Other institutions 13 10

194 417 152 596

24 Interest Expense

Parastatal and Government deposits 253 8
Local bank deposits 6 13
IMF SDR allocation account 1217 620
Other Investments 13017 -
Staff call account 911 779

15 404 1420

25 Other Income

Rent received 1900 4 280
Other 5707 433
7 607 4713

26 Personnel Costs

Non-executive directors' fees 141 343
Executive directors' salaries 677 1010
Key management 1479 1580
Staff salaries and expenses 32 693 24 296
Pension fund contributions 2003 1456
Gratuity and severance expenses 2 395 1641

39 388 30 326

Key management refers to departmental heads.
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2005 2004
M '000 M '000

28 Other Operating Costs

Administration and other expenses 27 414 20 356
Auditors' remuneration - current year 795 490
Deferred currency expenses amortised 1993 581
Depreciation 6 671 6 064
Property expenses 5 645 3 627
42 518 31118
Taxation
Normal tax for the year 38 400 34 223
Prior year underprovision - 1140
Deferred tax (reversal) ( 791) (2382)
37 609 32 981

Reconciliation of tax expense:

Profit before tax 104 714 94 445
Tax calculated at a tax rate of 35% (2004: 35%) 36 650 33 056
Add:
Donations 417 48
Severance pay Provision 382 268
Gratuity Provision 457 -
Training Expenses 805 787
Legal fees - 6
Depreciation 2335 2122
50 % Entertainment 9 15
Deferred Currency - 203
Less.
Capital Allowances (1057) (1242)
Deferred Computer Software ( 119) -
Deferred Computer Software - Lehakoe (17) -
Disposal of Assets ( 114) ( 56)
2004 Staff loans interest unwound ( 246) -
2005 Staff loans interst unwound ( 96) -
Deferred tax arising - -
Training expenses 125% (1 006) ( 984)
Income tax expense 38 400 34 223
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2005 2004
M '000 M '000
29 Cash Flow from Operating Activities
Reconciliation of profit before tax to cash
generated from operations:
Profit before tax 104 714 94 445
Adjustments for:
Depreciation 6 671 6 064
Deferred currency expenses amortised 1993 582
Net Profit/loss on disposal of fixed assets ( 326) (5
Deferred tax arising - -
Net cash generated by operating activities 113 052 101 086
Changes in working capital:
Balances due from other banks and other debtors'accounts 7 967 (14 040)
Deposit accounts 70 608 199 935
Creditors and other liability accounts 4 871 15 700
Decrease/(increase) in IMF Maloti Currency holding 13775 7123
Exchange rate fluctuations 182 868 (163 501)
Changes in IMF Subscription account (15 616) (8049)
Changes in Special Drawing Rights holding account 762 107
Changes in Special Drawing Rights allocation account 1673 863
General Reserve Adjustment - 7270
Changes in Financing Activities - (25 388)
Cash utilised by changes in working capital 266 908 20 020
Cash flow from operating activities 379 960 121 106
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2005
M '000

2004
M '000

30

31

32

Transfers Directly to Reserves

As outlined in the explanatory notes to the Statement
of Changes in Equity, the net currency exchange gains
and losses are taken directly to reserves in terms of
Section 54 of the Central Bank Act No. 2 of 2000. Had
the net currency exchange gains and losses been taken
to the income statement in terms of the International
Financial Reporting Standards, net income would have
been reported as:

Profit/(Loss) before taxation 284 816
Taxation and deferred taxation ( 37 609)

(67 887)
(32 981)

Net Profit/(Loss) for the year 247 207

(100 868)

Capital Commitments

There were capital commitments at the end of 2005 in
respect of the security revamping project in the amount of
M3.08 million and improvements on residential buildings
in the amount of M120,000.00.

Post retirement obligations

The Bank contributes towards a post retirement

pension scheme that covers all employees. This fund is a
multi-employer plan and the assets and liabilities relating
to the employees of the company cannot be seperately
determined. The pensions benefits are defined based on
final salary and are fully funded. The assets of the fund
are held in an independent trustee administered fund.

The fund is valued every three years using the projected
unit credit method. The latest full actuarial valuation
performed on 31 December 2002 showed the fund to

be in surplus. The December 2005 actuarial valuation

is still underway.
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CENTRAL BANK OF LESOTHO
RISK MANAGEMENT STATEMENT for the year ended 31 December 2005

Risk is an inherent feature of the Bank’s activities. The Bank is committed to managing these risks
by applying appropriate structures, systems and procedures. These structures, systems and proce-
dures evolve continuously in response to changes in the financial and economic environment in
which the Bank operates.

Management structures

The organisational structure of the Bank is designed to ensure an appropriate allocation of respon-
sibilities. This is supported by formal delegation of authority and segregation of duties to achieve
sound internal controls.

Risk elements

The main risk elements in the Bank’s activities are market price, credit, market liquidity, operational,
human resource, legal and reputational risks. These are discussed below.

Market price risk

Market price risk is the risk of loss resulting from changes in market conditions and prices. In its monetary
policy operations, the Bank may be obliged to accept certain market-related risks, which would not be fully
compatible with pure commercial practice.

The Bank manages its market risks responsibly, utilising appropriate organisational structures and proce-
dures. Exposures and limits are measured continuously and strategies are routinely reviewed by manage-
ment on a regular basis.

The following table summarises the Bank's exposure to Foreign currency exchange rate fluctuations as at 31
December 2005:

Currency Value of Currency Exchange Rate Maloti Equivalent
M'000

Cash and Balances with Banks

South Africa 753 375 1.0000 753 375
United States 16 368 5.3411 87 423
Botswana 41 1.1537 47
England 13 205 10.9148 144 130
European Union 31158 7.4860 233 249
Switzerland 340 4.3148 1467

Treasury Bills

South Africa 49 320 1.0000 49 320
Treasury Notes & Bonds

South Africa 906 1.0000 906
United States 96 961 5.3411 517 878
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Market liquidity risk

Market liquidity risk is the risk that the Bank will encounter difficulty in raising funds to meet commitments as
they fall due.

The Bank maintains sufficient short-term liquid funds to meet obligations or commitments as they fall due. It
also has sufficient reserves to absorb losses arising from market fluctuations.

Credit risk
Credit risk is the risk of loss due to the inability or unwillingness of a counterparty to meet its contractual obli-
gations. Credit risk arises from advances to and deposits the Bank makes with other institutions, and the set-

tlement of financial instruments.

Credit risk policies are formulated by a committee, which sets counterparty limits and security arrangements.

Operational risk

Operational risk is the risk of loss due to factors such as inadequate systems, management failure, ineffec-
tive internal controls, fraud, human error or other external events.

The Bank addresses these risks through comprehensive internal controls, back-up facilities, contingency
planning and regular internal audit reviews.

Human resource risk

The particular nature of the Bank’s activities necessitates specialised knowledge in certain areas.

In order to ensure an adequate knowledge base at all times, the Bank invests significantly in staff training and
succession planning for key personnel.

Legal risk

Legal risk arises from any uncertainty of enforceability, whether through legal or judicial processes, of the obli-
gations of the Bank’s counterparties.

The Bank minimises such uncertainties through continuous consultation with internal and external legal advis-
ers to better understand the nature of such risks and to improve the documentation and structure of transac-
tions.

In addition, the Bank has put in place procedures designed to ensure compliance with all statutory and regu-
latory requirements.
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RISK MANAGEMENT STATEMENT for the year ended 31 December 2005

Reputational risk

The Bank’s objective of achieving and maintaining price stability in Lesotho exposes it to external scrutiny and
possible criticism in the event of any failures.

The Bank adheres to best practice established in keeping with international standards and, to this end, it main-
tains close liaison with its regional peers.

The Bank also strives for full compliance with the Basel Core Principles for effective banking supervision.
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