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PART | - GOVERNOR’S REMARKS

Significant strengthening of the management of
the Central Bank of Lesotho (CBL) took place
in 2006 through the appointment of two Deputy
Governors. These appointments enabled the
Bank to dedicate significant efforts to complet-
ing the initiatives started in 2005.

In last year’s report, we discussed the Bank’s
commitment to accelerating financial sector
reforms. One of the major considerations in
this initiative is to expand financial services to
the poor. Lesotho still lags behind other
Southern African Development Committee
(SADC) member states in financial intermedia-
tion and credit availability. Expanding financial
services to the poor therefore, requires broad-
ening the reach of formal financial institutions
by improving the banking sector’s infrastructure
for financial intermediation and developing
approaches that encourage banks to offer
affordable financial products to poor house-
holds.

We therefore, in 2006, focused much of our
business planning and operational process
review towards embedding access to financial
services in our policy development and super-
visory activities. Accordingly, we strengthened
the financial systems regulations, enhanced
supervision and continued with efforts to devel-
op money and capital markets. Development
of the Non-Banks financial sector was equally
pursued.

Another related initiative that was focused upon
in 2006 is the enforcement of prudential regula-

tions. We recognise that sound policy and its
administration can be undermined unless
matched by a commitment to ensuring regula-
tory compliance. We allowed no regulatory for-
bearance, exercised a range of powers from
imposing financial penalties to prosecution of
offenders. Presently, we have two cases
before the courts, of suspects apprehended at
Moshoeshoe | International Airport for contra-
vening exchange control regulations and
money laundering offences. Three more cases
have been handed to the Director of Public
Prosecutions. We have established close work-
ing relations with law enforcement agencies
and plan to continue this approach during
2007.

As part of our commitment to combat money
laundering, the Bank continued to be actively
engaged in fostering a culture of Anti Money
Laundering/Combating Financing of Terrorism
(AML/CFT) compliance within the financial sec-
tor and developing a rigorous anti-money laun-
dering regime.

In conclusion, | wish to thank all CBL staff for
their collective effort in making a successful
year of change.

M. Senaoana (Dr)
GOVERNOR
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PART Il - OVERVIEW OF SUPERVISORY ACTIVITIES

21 REGULATION OF FINANCIAL
INSTITUTIONS

One of the key responsibilities of the
Department of Supervision is to ensure that the
legal framework for the regulation and supervi-
sion of financial institutions remains current
and relevant. The Department, therefore, has
to review the legislation on an on-going basis
and make necessary amendments.

In 2006, the Department worked on the follow-
ing major laws and guidelines:

* Financial Institutions Act (FIA) 1999

The Department reviewed the FIA to take
account of local and international develop-
ments in regulation and markets with the assis-
tance of the International Monetary Fund (IMF).
The draft amendments aim at harmonising the
system of banking supervision with the Core
Principles for Effective Banking Supervision
issued by the Basle Committee on Banking
Supervision. The reviewed law strengthens the
supervisory role of the CBL, which henceforth
extends to Microfinance Institutions. The draft
amendments are to be submitted to Cabinet for
approval in 2007.

e The Insurance Bill

The review of the Insurance act was completed
and the new Bill has been submitted to the
Minister of Finance and Development Planning
for consideration and onward transmission to
Cabinet for approval. The Insurance Bill aims
at strengthening the supervision of the insur-
ance industry.

» National Payment Systems Bill

This new law was prepared with the help of the
IMF in order to regulate the functioning of the
National Payment System. This law aims at
regulating Lesotho’s national payment system.
The Bill has been submitted to the Minister of
Finance and Development Planning for onward

transmission to Cabinet for approval.
* “Know Your Customer (KYC) Guidelines”

In view of the surge in the incidence of report-
ed criminal and suspicious transactions in
banks and other financial institutions from both
within and outside the country, banks have
been encouraged to develop and put in place
adequate policies and procedures that would
ensure rigorous customer due diligence. The
Department prepared “Know Your Customer”
Guidelines to assist the banks on procedures
necessary for proper knowledge of their cus-
tomers.

2.2 LICENSING OF NEW
FINANCIAL INSTITUTIONS

In 2006, the Bank issued a license to the first
merchant bank in Lesotho, namely, Kish City
Bank. There were no new insurance compa-
nies licensed during 2006. Licenses were
issued to eighteen (18) insurance brokers, one
Money Transfer and one Bureau de Change. A
total of Twenty (20) Money Lenders’ licenses
were issued.

2.3 FINANCIAL INSTITUTIONS
SUPERVISORY FUNCTION

With the assistance of IMF supervision consult-
ants, the Department intensified its supervisory
practices through more stringent licensing pro-
cedures and vigorous on-site and off-site sur-
veillance of all licensed financial institutions.

The IMF Consultant on Banking Supervision
helped the Department to upgrade the On-site
Examination Manual by addressing each of the
components of the CAMEL (Capital, Assets
Quality, Management, Earnings and Liquidity).
Henceforth, on-site examination focused on all
the five components of CAMEL will be
reviewed and enhanced to assess the financial
condition and operational performance of
licensed commercial banks.
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Off-Site analysis continued to be carried out
through compliance reviews and financial
returns analysis. In order to improve off-site
monitoring, a prototype Off-site Monitoring
Model developed by IMF was introduced and
adopted by the Bank. This model interfaces
with the Bank Supervision Application (BSA)
already in use.

The performance of the banking industry was
generally satisfactory during the reporting peri-
od, with prudent regulations being strictly
observed. All banks complied with the capital
adequacy requirements. A promising trend was
observed in the form of a decrease in the ratio
of non-performing loans to total capital.
However, the industry’s exposure on only a few
borrowers continued to be a worrisome feature.

Banks remained highly liquid in the reporting
period and hence the extent to which banks
could meet their short-term liabilities without
facing liquidity problems was highly satisfacto-
ry. However, the level of compliance with the
Weekly Liquidity Requirements Regulations
was slightly negative as there were cases of
non-compliance which were addressed through
penalty impositions. A few other shortfalls had
been as a result of the operational hitches
associated with the Real Time Gross
Settlement System (RTGS) on the side of the
Bank. The introduction of the RTGS in the sec-
ond half of the year brought challenges to both
the CBL'’s operations and the intra-day liquidity
management by the banks at the initial stages.

A milestone development in the banking sector
in 2006 was the successful conclusion of the
merger between Standard Bank and Lesotho
Bank (1999) Limited. The CBL worked closely
with Standard Bank in analysing the application
for merger and ensuring that all the licensing
requirements are met.

The insurance industry was also closely moni-
tored through the twin approach of on-site

inspection and off-site surveillance. All the five
insurance companies were inspected.
Compliance with Section 54(1) of the Insurance
Act 1976 continued to pose a problem for the
majority of insurance brokers who failed to sub-
mit their financial statements within six months
after the financial year end. There were a few
cases in which companies were requested to
inject additional capital in order to ensure com-
pliance with the requirements of the law.

As already mentioned in our previous reports,
the Microfinance industry is neither organised
nor regulated in Lesotho. This leaves a vacu-
um in the financial sector in as far as credit
extension to a large part of the population is
concerned, particularly in the rural areas.
Efforts to address this undesirable state of
affairs continued in the review period.

24  OTHER ACTIVITIES

- Monitoring and addressing public complaints
has been an important, though time
consuming activity for the Department;

- The Department continued efforts to develop
a strategy for enhancing the operations of a
Commercial Court;

- Efforts to secure assistance for the
establishment of Credit Information Registry
continued in 2006;

- Discussions on the implementation of the
New Basel Accord have continued to take
place. Parent companies of subsidiary banks
operating in Lesotho are committed to
implement the new Accord in 2008.

- The Department continued to participate
in the supervisory activities at the regionall
level. Bilateral Memoranda of Understanding
were negotiated and finalised between the
Bank and its regional counterparts.
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PART Ill - SUPERVISORY RESPONSIBILITIES

3.1 LICENSING
3.1.1 Banks

In 2006 CBL licensed the first Merchant Bank
under the name of Kish City Bank, although it
has not yet commenced operations. This
brought the total of licensed banks to five.

3.1.2 Money Lenders

During the period under review, the number of
registered money lenders increased from twen-
ty two (22) to forty-two (42). Despite this
increase, a large number of money lenders
remained unlicensed. Money lenders continue
to contravene the Money Lenders Act of 1989
by charging as it was reported in the previous
Report. Many complaints were lodged against
the industry and were dealt with on an ad hoc
basis.

In an effort to strengthen oversight on money
lenders, the Bank’s proposal to establish a
Non-Bank Division was approved. The
Division’s task is broad as it covers oversight
on money lenders, collective investment
schemes, money transfers, foreign exchange
bureaus and microfinance institutions.

3.1.3 Insurance Companies

During the year under review, there were five
licensed insurance companies operating in
Lesotho. Of the five, two engaged in short-term
and two in long term, while one conducted both
short and long term insurance business.

Even though the number of insurance compa-
nies remained constant since 2004, during the
review year CBL experienced a high expres-
sion of interest from prospective insurers. Six
companies held preliminary conferences with
the CBL and expressed serious intent of estab-

lishing insurance business in the country.
Subsequent to the preliminary conferences,
three companies submitted applications for
licensing to operate as insurers. All applica-
tions were analysed and findings communicat-
ed back to applicants.

It was noted that there could be a number of
reasons for the interest shown in operating
insurance business. One of such reasons
could be that insurance covers are becoming
an integral part of risk management plans of
commercial enterprises. The other reason
could be the changing attitudes and percep-
tions of the general public towards insurance,
spurred by consumer education campaigns
conducted by licensed insurance companies
and CBL on separate occasions.

3.1.4 Insurance Brokers

As previously reported, there was a significant
increase in the number of applications for reg-
istration of insurance brokers. This trend con-
tinued even in the period under review as evi-
denced by an increase of more than 100 per
cent in insurance brokers. This movement also
reflects the insurers’ eagerness to trade with
licensed brokers and thereby providing incen-
tive to prospective brokers to seek proper
authorisation before engaging in insurance
brokering.

The number of licensed insurance brokers
increased from 14 in 2005 to 32 in 2006. The
increased participation in the insurance broker-
age market has had positive effect on the
development of this market in terms of
enhanced competition and regulation. Brokers
are becoming more innovative to improve their
competitiveness and consequently prompting
the Regulator to hone its supervisory skills
through amongst others, periodic consultative
meetings with the brokers to discuss issues of
mutual interest.

Supervision Department

2006 Annual Report



3.2 FINANCIAL INSTITUTIONS
MONITORING

3.2.1 Banks
Off-Site Surveillance

Since July 2004, commercial banks submit
their periodic returns through the BSA. In the
first half of 2006, the industry comprised five
banks: Lesotho Bank (1999) Ltd, Standard
Bank Lesotho Ltd, Nedbank (Lesotho) Ltd, FNB
Branch in Lesotho and Lesotho Post Bank. The
second half saw the merger of Standard Bank
Lesotho Ltd and Lesotho Bank (1999) Ltd,
reducing the number of banks to four.

All banks are conversant with the reporting sys-
tem as evidenced by the returns submitted to
the Central Bank in the form of: Foreign
Currency Exposure Requirement, Liquidity
Requirement, Minimum Local Assets
Requirement, Capital Adequacy Ratio, Loans
to Top Twenty Borrowers, Loans to Directors,
Officers, shareholders and other related par-
ties, Frauds and Losses, Loan Review
Summary, Abandoned Funds Properties,
Monthly Banking Statistics, Income Statement,
and Audited Financial Statements

In this report only two returns, namely Liquidity
Requirements and Abandoned Funds
Properties, will be highlighted as these are the
areas that were largely impacted by the merger
of Standard Bank Lesotho Ltd and Lesotho
Bank (1999) Ltd.

1) Liquidity Requirements

In the first half of the year, banks were highly
liquid with liquidity ratios above the minimum
requirements. However, it was during the merg-
er of the two large banks: Lesotho Bank (1999)
Ltd and Standard Bank Lesotho Ltd that liquid-
ity shortages began to surface. It must be noted
that there was no active interbank market tak-
ing place in the industry except that these two

banks used to exchange balances between
themselves, indicating interbank transactions
amongst themselves only.

A series of liquidity shortages reported by
banks during the second half of the year influ-
enced the move towards the introduction of the
interbank market in the industry. Participation in
interbank transactions continued to increase
towards the end of the year as indicated in the
balance sheets of the banks. The year ended
with all banks in compliance with the Liquidity
Requirements Regulations.

2) Abandoned Funds Properties

The Abandoned Funds Properties report for
December 2006 showed unclaimed deposits of
Two Hundred and Sixty Six Thousand, Eight
Hundred and Seventy Seven Maloti (M266,
877) that still remain with the banking system.
When Lesotho Bank (1999) Ltd and Standard
Bank Lesotho Ltd merged to form Standard
Lesotho Bank, all the deposit books of the
Standard Bank Lesotho which had been in
operation for more than 15 years were inherit-
ed by Standard Lesotho Bank. The CBL in col-
laboration with all banks are exploring ways of
treating these balances.

On-Site Examination

In 2006, a full scope examination of three
banks and a targeted or special examination of
one commercial bank were conducted.

The full scope examinations covered all phases
of the operations of the three banks with the
aim of determining the safety and soundness,
compliance with applicable laws, as well as
compliance with the directives issued pursuant
to the previous examinations. The full scope
examination was based on the capital adequa-
cy, asset qualityy, management capabilities,
earnings/profitability, liquidity and sensitivity to
market risk while the targeted examination
focused only on asset quality.
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The following summarises the findings of the
full scope examinations:

i) That all the banks were adequately
capitalised, with their capital adequacy
ratios well above the required minimum
ratio of 8 per cent.

ii) The banks were highly liquid, holding
liquidity ratios above the required minimum
of 25 per cent of the aggregate value of
deposit liabilities, balances due from banks
abroad and other borrowings.

iii) The banks were profitable, with the
exception of one bank.

iv) All banks maintained local assets well
above the minimum required ratio of 5 per
cent of the aggregate value of its liabilities to
the public in Lesotho and its required paid-up
or assigned capital and the reserves.

v) Non-compliance with some provisions
of the FIA 1999 and its regulations was still
common in the banks. A strong warning has
been given to all banks for non-compliance.

The targeted examination revealed that man-
agement of credit was satisfactory with reason-
ably low incidences of non-performing loans.
Provisions for probable losses were adequate.

The examinations further revealed that CBL’s
concern on financial intermediation has still not
been addressed. The industry’s loans to
deposit ratio was still low at 25 per cent. The
lending book, which should be representing the
largest portion of banks’ assets, constituted
only 19 per cent of the industry’s total assets
and continued to be concentrated on the top
twenty borrowers. Placement of funds was the
largest component at 76 per cent of the total
assets. The industry’s major source of income
was derived from placements of funds and
commissions received.

3.2.2 Insurance Companies
Off-Site Surveillance

An analysis of the returns submitted by the
insurance companies in 2006 revealed some
degree of non-compliance with the Insurance
Act 1976. The following summarises maijor find-
ings:

i) Two insurance companies contravened
Section 21 of the Act that requires every
insurer to submit audited financial statements
to the Commissioner within six months after
the end of the financial year. CBL cautioned
the insurers that did not submit and
or submitted the audited financial statements
late that compliance with the Act is
mandatory and should be adhered to as
failure could lead to penalty being imposed
in accordance with Section 58 of the Act.

ii) Section 45(1)(a) requires every life
insurance business to keep the value
of assets exceeding the value of liabilities
by Thirty Thousand Maloti (M30,000) while
Section 45(1)(b), requires every general
insurance business to keep the value of
assets exceeding the value of liabilities by
the greater of Fifty Thousand Maloti
(M50,000) or one tenth of the net premium
income during the last preceding financial
year. One company that did not comply with
Section 45(1) (a) and 45(1) (b) was
penalised for non-compliance in accordance
with Section 58 of the Act.

Insurers’ quarterly meetings were held during
2006 in order to discuss issues of mutual con-
cern such as guarding against unethical prac-
tices in the insurance industry.

On-Site Inspection

On-site inspections carried out in 2006
revealed failure of some insurance companies
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to comply with some of the provisions of the
Insurance Act 1976 and its implementing
Regulations 1985. One insurance company did
not comply with section (45) of the Insurance
Act by not meeting the prescribed margin of
solvency. In addition, insurance companies
continued not to comply with some
International  Association of Insurance
Supervisors (lAlIS) Core Principles on corpo-
rate governance and internal controls. Efforts
are being made by insurance companies to
strengthen corporate governance and internal
controls.

It was observed that the rates of lapses with
some insurance companies are too high.
Amongst others, the main reason behind this is
that clients were offered policies by agents and
brokers that did not fully comprehend the
nature of products they were selling. The poli-
cyholders in most cases were not given good
advice on the product at the underwriting stage
and were hence found not meet all conditions
of the policy at the time that clams were lodged.
This trend of events caused policyholders to
lodge complaints to CBL against the insurance
companies on non payment of claims. High
rates of surrenders in all the insurance compa-
nies were also observed. The reason cited for
this was that, policyholders were surrendering

their policies to invest in one of the investment
schemes with much higher returns than those
offered by the insurance companies.

Some insurance companies were found to con-
tinue to take business from unlicensed brokers.
Strict directives were issued to such companies
to immediately cease dealings with the unli-
censed brokers. The problem of transmission
of premiums to insurance companies within
sixty (60) days of receipt by the broker had
improved substantially from the previous years.

3.2.3 Insurance Brokers

In accordance with Section 54(1) of the
Insurance Act 1976, every insurance broker is
required to submit the balance sheet, revenue
account and insurance transactions report with-
in six months after the financial year-end to the
CBL. Four insurance brokers did not comply
with Section 54(1) of the Insurance Act 1976.

In an effort to minimize the risk of unethical
practice and as part of policing the insurance
industry, the CBL through the insurance bro-
kers’ quarterly meetings continued to encour-
age insurance brokers to establish the
Insurance Brokers Association.
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PART IV TRENDS

41 OBSERVED TRENDS
IN BANKS IN LESOTHO

This section reflects on the banks’ performance
indicators during the period under review.
Comparison is made for the three years ended
December 2004, 2005 and 2006. The perform-
ance ratios include Capital Adequacy, Asset
Quality, Liquidity and Profitability. During the
period under review, the banks reported high
ratios, which were regarded as an indication of
good performance. Table 1 provides a sum-

mary of the performance ratios. Ratios marked
with asterisk have been revised.

4.1.1 Capital Adequacy

During the period under review, the banking
industry remained highly capitalised as reflect-
ed in Figure 1. The capital adequacy ratio
closed at 19 per cent as compared to 22 per
cent that was reported in the years 2004 and
2005. However, the ratio indicated that the
industry’s capital would still be able to absorb
any losses if they were to occur because it was
high above the minimum requirement of 8 per
cent. The decrease of the ratio was influenced
by the capital of Lesotho Bank (1999) Ltd which
ceased to exist when the bank merged with
Standard Bank Ltd to form Standard Lesotho
Bank Ltd. As at the end of December 2006, the
new bank’s capital had not yet been increased
to the required level of M20.6 million as set out
in the merger proposal which was accepted by
the CBL.

The ratio of non-performing loans to total capi-
tal was high at 6 per cent as compared to 3 per
cent and 2 per cent reported for 2005 and
2004, respectively. This resulted from a gener-
al increase in the non-performing loans in the
review period, in comparison to the previous
periods.

The banks remained highly exposed to top
twenty borrowers, showing a high risk of losses
in cases of default. The ratio of top twenty bor-
rowers to total capital closed at 114 per cent as
opposed to 100 per cent and 83 per cent
reported in December 2005 and 2004, respec-
tively.
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Figure 1: Capital Adequacy Ratios

Figure 2: Loans and Earning Assets Ratios
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4.1.2 Asset Quality

The banking industry held assets of high quali-
ty during the period under review. Figure 2
below comprises of the asset quality ratios for
the years ended December 2004, 2005 and
2006. Loans to deposit ratio dropped from 29
per cent reported in December 2005 to 26 per
cent in December 2006. This ratio indicated the
low level at which the banking industry extend-
ed credit to the public from which they
mobilised deposits. The ratio of earning assets
to total assets rose from 93 per cent reported in
December 2005 to 95 per cent as at 31
December 2006. The ratio of non performing
loans to total loans remained unchanged at 2
per cent as at end of December 2006.
Reserves for losses to total loans ratio
remained constant at 3 per cent in the reporting
period. Reserves for loan losses to non- per-
forming loans declined from 167 per cent
reported in December 2005 to 125 per cent as
at the end of December 2006.
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4.1.3 Liquidity

The banks remained highly liquid in the period
under review. The liquidity ratios are indicated
in figure 3 below. The ratio of liquid assets to
total assets rose from 77 per cent reported in
December 2005 to 78 per cent in December
2006. Liquid assets were adequate to cover
deposit liabilities as reflected in the ratio of lig-
uid assets to total deposits at 100 per cent;
however, this ratio decreased by 20 per cent
when compared to the same period in 2005.
Available reserves to total deposits ratio
declined by 8 per cent to close at 4 per cent in
December 2006. This ratio represented the
statutory cash reserve requirements held with
the CBL.

Figure 3: Liquidity Ratios
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4.1.4 Profitability

The banks were profitable in the period under
review as indicated by the profitability ratios
reported in December 2006. Figure 4 indicates
the profitability ratios for the years ended
December 2004, 2005 and 2006. Return on
Assets (net income after tax as a percentage of
average total assets) rose by one per cent to
close at two per cent in December 2006, indi-
cating the industry’s ability to generate earn-
ings from its existing assets. Return on Equity
(net income after tax as a percentage of aver-
age total equity) increased from 10 per cent
reported in December 2005 to 27 per cent
reported in December 2006. Net income after
tax as a percentage of total income rose from
18 per cent to 22 per cent in December 2006.
The ratio of total expenses to total income
declined from 81 per cent to 70 per cent during
the period ending December 20086, indicative of
management of operational efficiency.

Figure 4: Profitability Ratios
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4.2 INSURANCE COMPANIES

Insurance companies in Lesotho do not have
the same financial year-end, therefore, the
trends analysis shown in Table 1, 2, 3 and 4
compares the annualized audited financial
statements for the years ended 31 December
2006, 31 December 2005 and 31 December
2004.

4.2.1 Life Insurance Business
Profitability of Life Insurance Business

Gross Premium written decreased by 1.1 per
cent from M251.8 million in 2005 to M248.9 mil-
lion in 2006 while the same increased margin-
ally by 0.3 per cent from M251 million in 2004.
This implied that more business was underwrit-
ten in 2005 than in both 2006 and 2004.

Premium ceded increased by 41.2 per cent
from M3.9 million in 2005 to M8.5 million in
2006, while the same increased by 67.9 per
cent from M3.6 million in 2004. This implied
that the absorption capacity of the long-term
industry declined from year to year.

Underwriting results improved by 185.9 per
cent from a loss of M29.9 million in 2005 to
M25.7 million in 2006. The poor results were
mainly as a result of increase in claims incurred
which increased by 35.1 per cent between
2006 and 2005. Management expenses
increased by 49.6 per cent to M267.8 million.

However, due to increased investment income
from year to year by 3.9 per cent in 2006 and
by 49.5 per cent in 2005, the industry’s profit
before taxation and other expenses increased
by 28.8 per cent in 2006 and by one per cent in
2005. The improved investment income result
implied that the industry invested in high inter-
est earning investment instruments.

Ratio Analysis of Life Insurance Business

Table 2 and Figure 5 show that premium ceded
to gross premium ratio maintained an upward
trend from year to year implying that the
absorption capacity of the long-term insurance
industry declined. This resulted in a downward
movement in net premiums to gross premiums.

Net claims to net premiums experienced a
downward movement from 2005 to 2006 imply-
ing that the industry incurred less claims and

Supervision Department
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contributed to the improved underwriting
results as shown in Table 2 below.

Management expenses ratios on average and
commission expenses to gross premiums ratio
showed a decreasing trend from 2005 to 2006
and as a result underwriting to net premium
ratio improved from a loss of 12.2 per cent to a
gain of 10.7 per cent.

Figure 5: Life Insurance Performance Ratios
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Assets and Liabilities of Life
Insurance Business

Total assets increased by 120.9 per cent from
M1.4 billion in 2005 to M1.6 billion. The
increase in total assets was mainly as a result
of increase in investments by 21.9 per cent
from M1.3 billion in 2005 to M1,6 billion in 2006,
loans and receivables by 67.6 per cent and
debt securities by 35 per cent.

Total capital and reserves decreased by 23.5
per cent from M233.9 million in 2005 to M178.9
million in 2006. The decrease was as a result of
decreased in retained earnings of 50.6 per cent
from M108.9 million in 2005 to M53.7 million in
2006.

Policyholders’ liabilities constituted 84.8 per
cent of total liabilities in 2006 and 79.7 per cent
in 2005 implying that adequate provisions were
made to take care of policyholders’ claims.
Policyholders’ liabilities increased by 28.7 per
cent from M1.1 billion in 2005 to M1.4 billion in
2006.

Other liabilities increased by 71.1 per cent from
M40.9 million in 2005 to M70.1 million in 2006,
mainly due to a M25.8 million increase in provi-
sions for unearned premiums.

Figure 6: Composition of Assets of Life
Insurance Business
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Figure 7: Composition of Liabilities of Lfe
Insurance Business
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4.2.2 General Insurance Business

In accordance with the Insurance Act 1976,
general insurance business includes fire,
motor, marine accident, employers’ liability
insurance or any type of insurance but
excludes life insurance business.

Profitability of General Insurance Business

Gross premium written increased by 34.5 per
cent from M128.1 million to M172.3 million in
2006 while the same ratio increased by 7.1 per
cent from M119.6 million. This implied that
more business was underwritten in 2006.

Premium ceded increased by 36.2 per cent
from M70.1 to M95.9 million in 2006 and by 4.4
per cent from M67.5 million in 2004. The
increase implied that the general insurance
industry absorption capacity declined.

Underwriting results increased by 70.6 per cent
from M8.9 million in 2005 to M15.3 million in
2006 and by 151.9 per cent in 2004. The
improved results were due to an increase in net
premium of 32.5 per cent and 69.2 per cent in
commission receivable. However, all under-
writing expenses components increased from

year to year implying that the industry needed
to control management of underwriting expens-
es.

Profit before taxation increased by 55 per cent
from M11.1 million in 2005 to M17.3 million in
2006. Investment income decreased from year
to year by 27.2 per cent to M3.8 million in 2006
and by 21.2 per cent to M5.2 million in 2005.

Figure 8: General Insurance Performance Ratios
(In Percentages)
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Ratio Analysis of General
Insurance Business

Premium ceded to gross premium increased
from 55 per cent in 2005 to 56.5 per cent in
2006, implying that absorption capacity of
short-term insurance industry declined and as
a result net premium to gross premiums expe-
rienced a downward trend during the same
period under review.

Net claims to net premiums increased to 53.7
per cent in 2006 from 43.9 per cent in 2005
implying that a large percentage of net premi-
ums were used to pay out net claims. This led
to decline in the financial muscle hence the
increase in premium ceded. Commission
expenses to gross premium and management
expenses ratios on average declined between
2005 and 2006.

Supervision Department
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Figure 9: Composition of Assets of General

Assets and Liabilities of General Insurance Business
Insurance Business (As Percentage of Total Assets)
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This implied that the industry invested in more
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Total capital and reserves decreased by 12.3
per cent from M50.4 million in 2005 to M44.2 %
million in 2006 as a result of a decrease in other
reserves by 16 per cent. However, retained
earnings remained constant at M8.6 million.
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Figure 10: Composition of Liabilities of
General Insurance Business
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Other liabilities increased by 5.7 per cent from
M64.4 million in 2005 to M68 million in 2006 as
a result of increase in other payables by 43 per
cent and reinsurance contracts by 7.6 per cent
while unearned premium provision decreased
by 35 per cent.
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4.3 Insurance Brokers

The only available information in relation to the
insurance brokers was for the period ended 31
December 200, 2004 and 2003 as the financial
statements for the year ended 31 December
were not yet received at the time of preparing
this report.

Profitability of Insurance Brokers

Commission received increased by 2 per cent
from M14.9 million in 2004 to M15.3 million in
2005, while other income increased by 3 per
cent to M1.7 million during the same period
under review.

Commission paid increased by 1.9 per cent
from M7.1million in 2004 to M7.2million in 2005
during the same period under review while
operating expenses increased by 6 per cent
from M7.1million to M7.5million in 2005.

Profit before taxation declined by 7.2 per cent
from M2.4million in 2004 to M2.3million in
2005. Notwithstanding the decline in profitabili-
ty from year to year, the industry continued to
be profitable for the three years under review.

Figure 11: Insurance Brokers
Performance Ratios
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Ratio Analysis of Insurance Brokers

Commission paid to commission received ratio
declined marginally to 47.1 per cent in 2005
from 47.2 per cent in 2004.

Commission income to commission received
ratio declined to 52.9 per cent from 79 per cent
during the same period while operating expens-
es to net earned income ratio increased to 76.8
per cent from 50 per cent.
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Assets and Liabilities of Insurance Brokers Figure 12: Assets and Liabilities of Insurance
Brokers (as Percentages)

Total assets decreased by 10.8 per cent from
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decrease in retained earnings by 6.4 per cent
to M4.7 million from M5.1 million during the
same period.

Current liabilities decreased by 18.3 per cent
from M19.1 million in 2004 to M15.6 million in
2005 mainly because of 21.3 per cent decrease
in trade creditors.

Supervision Department 15



PART V - DEVELOPMENT RELATED TO SUPERVISION

5.1 ECONOMIC OVERVIEW
5.1.1 Recent Economic Developments

The Lesotho economy measured by real Gross
Domestic Product (GDP) is estimated to have
grown by 6.2 per cent in 2006 compared to 2.9
per cent recorded in 2005. The projected accel-
eration in real GDP was due to positive devel-
opments in a number of sub-sectors. For this
period, the most important of these sub-sectors
were manufacturing, mining and quarrying,
electricity and water and wholesale and retail.
The financial sector, in particular registered a
growth of 13.2 per cent in 2006 compared with
9.4 per cent in the previous year. This good
performance of the financial sector in recent
years is attributable to strong supervisory
framework. Real Gross National Income (GNI),
on the other hand, is estimated to have grown
by 7.1 per cent in 2006. During the year, real
GNI benefited from the strong growth in net fac-
tor income from abroad. The number of
Basotho employed in the South African mines
rose by 3.9 per cent compared to a steep fall in
the previous year.

Price developments in Lesotho during the
review period continued to follow those in
South Africa. Inflation measured by the con-
sumer price index (CPI) is expected to average
6.0 per cent in 2006 compared with 3.4 per cent
recorded in 2005. The upward movement in the
general price level was mainly due to the
imported part of inflation. Imported inflation dur-
ing the year was mainly driven by the prices of
crude oil.

Lesotho’s external sector position continued to
remain healthy in 2006. At the end of the year,
gross reserves were recorded at 6.7 months of
import cover. The current account moved from
a deficit of 6.7 per cent of GDP in 2005 to a sur-
plus of 0.3 per cent of GDP in 2006. The per-
formance of the current account was mainly
influenced by a strong growth in current trans-
fers in the form of SACU non-duty receipts. The

capital and financial account deteriorated to a
net inflow of 2.41 per cent of GDP compared
with 4.85 per cent of GDP recorded last year.
This was due to the commercial banks increas-
ing their investment abroad.

The Government of Lesotho budgetary position
for 2006/07 is expected to record a surplus
equivalent to 4.9 per cent of GDP. The surplus
is expected to augment the government posi-
tion with the Central Bank. The healthy budg-
etary position is expected to cushion the gov-
ernment in future in the event that SACU rev-
enue declines due to the reduction of tariffs in
the region.

5.1.2 Financial Sector Activities

At the end of December 2006, M2 money sup-
ply accelerated to 35.4 per cent compared with
9.1 per cent recorded in 2005. The acceleration
in money supply was mainly due to develop-
ments in the Net Foreign Assets (NFA) of the
banking system and domestic credit. The
acceleration in the growth rate of money supply
was also reflective of the upward trend in infla-
tion experienced during the year. The NFA of
the banking system rose by 46.0 per cent in
2006 compared with 6.0 per cent in 2005. Both
CBL and commercial banks NFA increased dur-
ing the year. Net foreign assets of CBL rose by
42.3 per cent while those of commercial banks
rose by 56.2 per cent during the year. The
increase in net foreign assets of CBL was influ-
enced by increased current transfers to govern-
ment while the increase in commercial banks’
NFA was due to increased foreign exchange
earnings from diamonds sales.

Domestic credit rose by 13.7 per cent at the
end of 2006 compared with 40.9 per cent at the
end of the previous year. This was mainly driv-
en by credit to the private sector which offset
the declining credit to statutory bodies. Credit
extended to the private sector increased by
16.3 per cent in 2006 compared with 49.9 per
cent in 2005.
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The yield on the 91-day Treasury-bill, which is
the main rate in the economy, fell to 6.76 per
cent at the end of 2006 from 6.95 per cent at
the end of 2005. At this level, the Lesotho 91
day Treasury-bill rate was below that of a simi-
lar instrument in RSA. The decline in the 91-
day TB rate was reflective of excess liquidity in
the banking system. The average prime lending
rate rose from 11.50 per cent to 12.33 per cent
while the average savings deposit rate rose
from 2.00 per cent to 2.68 per cent during the
same period.

5.2 CBL OFF-SITE MODEL

As part of the International Monetary Fund
(IMF) Technical Assistance training, in 2006
Financial Institution Supervision Division
(FISD) introduced the use of a new tool in
analysing the various returns submitted to CBL
by financial institutions. This new tool is simply
called CBL Off-Site Model. The model makes
use of the CAMEL (Capital Adequacy, Asset
Quality, Management Capabilities, Earnings
Quality and Level, Liquidity Adequacy and
Sensitivity to Market Risk) bank rating system
and Financial Soundness Indicators (FSlIs).
FSlIs are risk weighted ratios based on industry
standards, which have been selected by CBL
as basic indicators in the analysis of the
Lesotho financial institutions sector.

Table 8 provides an overview of various FSls
under each CAMEL component;

The objective of CBL off-site model is to
analyse monthly income statement and bal-
ance sheet data from Bank Supervision
Application (BSA) and then provide early warn-
ing signals concerning probability of failure in
the industry, as well as in individual banks. This
early warning system also provides timeous
information to the on-site examination section.

As at the end of 2006, the model was not yet
operational because when initially developed
the model was based on five banks, two of
which had recently merged; the overall
CAMELS being the aggregated rating from all
banks. Therefore the model has to be revised
to four banks.

It is believed that the collaboration of the on-
site CAMELS rating system and CBL off-site
model will help improve efficiency and effec-
tiveness of bank supervision.
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5.3 ON-SITE CAMELS RATING

In 2006, the Financial Institutions Supervision
Division introduced a CAMELS Bank Rating
System with the help of IMF Technical
Assistance. Before then, the division assessed
the condition of banks using CAMELS but no
rating was given to the components.

The CAMELS bank rating system is a uniform
financial institutions rating system used to rate
each of the six components of CAMELS on a
scale from one (Strong) to five (critically defi-
cient). A rating of one indicates the strongest
performance and risk management practices
and therefore the least degree of supervisory
concern. A rating of five is the lowest and indi-
cates the weakest performance and critically
inadequate risk management practices and
therefore the highest degree of supervisory
concern.

The six individual component ratings are used
to derive one composite rating for the bank.
Ratings are assigned based on the findings of
an examination but the process is a subjective
one.

The CAMELS Rating System is a reliable indi-
cator of a bank’s current condition at the time
that the rating is made, that is, following com-
pletion of an On — Site examination. The rating
has to be adjusted on an annual basis as it has
a short useful life.

The ratings are an internal tool used by the
supervisors and are not, for the time being,
communicated to the examined banks. In 2006
the banks were rated a one or two with the
exception of one bank which was rated four
due to the deficiencies observed during its
examination.

5.4 LESOTHO UNIT TRUST

As reported in the previous Annual Report,

Lesotho Unit Trust experienced serious opera-
tional problems which culminated into the cap-
ping of the Fund to new business. The capping
prompted the Management Company and
Government of Lesotho (GOL) to hold intensive
consultations to try and find a pragmatic solu-
tion that would ultimately result in uncapping of
LUT. The problem of the differences among the
Management Company members was resolved
when the major shareholder, now Standard
Lesotho Bank bought out the minority share-
holder, Sentinel Asset Managers (Pty) Ltd
effectively from 1 January 2006. Following this
buy-out, the Management Company is now
equally owned by Standard Lesotho Bank and
Stanlib.

The problem of private equities pricing and dis-
posal of the underlying securities still remained
though and had to be resolved by both the GOL
and the Management Company. In an effort to
resolve this problem, at a meeting held on 5
July 2006 the Management Company pro-
posed three options to GOL. The first option
was that GOL should make a provision in the
national budget for the full market value of the
private equities and underwrite the buy-back of
these shares at current market value from LUT;
second option was that GOL should buy-back
the private shares at current market value from
LUT and hold them in a special purpose vehicle
with a view to listing them on a stock exchange
once such an exchange is established, and
lastly GOL should consider allowing LUT to
enter into a buy-back agreement with its strate-
gic partners, namely AON, Standard Lesotho
Bank and Lesotho Brewing Company with the
understanding that if LUT is required to sell the
shares the sale would be at a predetermined
market value. GOL favoured the last option and
requested the Management Company to initi-
ate negotiations with the strategic partners. It is
expected that the negotiations will be drawn-
out and the Fund only be uncapped in 2007.

The culture of saving cultivated by LUT contin-
ued to grow despite the capping during the year
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under review. This was demonstrated by the
good performance of the STANLIB collective
scheme whose registration was temporary until
LUT resolved its problems. Again as was previ-
ously reported, the successful performance of
LUT triggered interest among investors. CBL
held preliminary conferences with three
investors who exhibited serious intent to estab-
lish a collective investment scheme.

During the year under review, one investor
went further and put together the application for
registration and it is expected to be submitted
early next year. Further during the reporting
period, two more prospective investors made
enquiries which resulted in dates for prelimi-
nary conferences being set for early 2007.

While interest in collective investment schemes
increased, CBL is still faced with the task of
providing enabling environment that would
match the increasing interest. During the
reporting period, CBL identified legislation
which had to be enhanced and enacted; the
collective investment scheme and the securi-
ties laws. The collective investment scheme
law will strengthen and give more effect to the
current CBL collective investment scheme reg-
ulations. The securities law will provide the
operating framework for non-banking financial
institutions.

5.5 LESOTHO NATIONAL

PAYMENT SYSTEM
5.5.1 Legal and Regulatory Framework

In an effort to strengthen the payments system
legal and regulatory framework, CBL requested
technical assistance from the International
Monetary Fund (IMF) to review the Lesotho
National Payment System (LNPS) legal frame-
work, and the IMF sent a legal expert in
February 2006 for drafting of the National
Payment System (NPS) Act. The Draft was
finalised in April 2006 and has since been

passed to the Minister of Finance for his com-
ments and approval en route to law office.
Lesotho’s Real Time Gross Settlement (RTGS)
system was implemented in August 2006 and
when it became apparent that the NPS Act
would not be in place then, Rules and
Procedures were drafted for the RTGS system.
Those Rules and Procedures were signed and
approved by the participants (the commercial
banks together with CBL) before the system
went live on 25 August 2006. The Rules and
Procedures are binding on the participants and
form the legal basis for participating in the
RTGS for the time being. The Rules and
Procedures determine the criteria to be fol-
lowed by the bank in order to become a partic-
ipant, obligations of the parties namely the CBL
as the system provider and the commercial
banks as the participants, and generally the
procedures to be followed in operating the sys-
tem with special attention dedicated to
Business Continuity Plans. Attached to the
Rules are the annexes for different require-
ments including technical and capacity require-
ments as well as return of payment procedures.

5.5.2 Real Time Gross Settlement

One of the strategies identified by the Vision
Document was the strengthening of the domes-
tic payment by eliminating risks inherent in the
payments system through the implementation
of RTGS system. RTGS system settles large
value, time critical transactions in real time and
at gross value without netting. The central sys-
tem is owned and operated by CBL and all the
commercial banks in the country are partici-
pants in the system. CBL also participates on
behalf of the Government of Lesotho as well as
for its own payments.

Montran Corporation was selected as the
appropriate supplier of the system and they
commenced their work in January 2006 with
the initial study aimed at finding out exactly
what CBL required and the current situation
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analysis. The initial study was followed up by a
report which formed the basis for developing
the RTGS system relevant to Lesotho.
Subsequent to hardware procurement and cus-
tomisation, the system was configured and
went live on 25 August 2006 and has per-
formed very well since then. Lesotho’'s RTGS
system is called Lesotho Wire (LSW) and all
local transactions amounting to M100,000.00
(one hundred thousand maloti) or more are set-
tled through LSW. Cheques worth
M100,000.00 shall no longer be accepted in
Maseru Clearing and Settlement House with
effect from 1st January 2007, otherwise draw-
ers of such cheques will be heavily penalised.

LSW has operated very well so far though the
volumes are still very low especially from the
commercial banks. The volumes are expected
to increase given the fact that with effect from
01 January 2007 all the transactions above
M100,000.00 shall be cleared through the
LSW. As at end of December 2006, the system
had processed a total of 3,233 transactions out
of which 2,452 were CBL transactions. NPS
has planned refresher training on LSW to be
undertaken in early 2007 especially in the
northern and southern parts of the country.

5.5.3 Automated Clearing House (ACH)

LSW deals with large and time critical pay-
ments, now the next project is to deal with low
value high volumes payments through the
implementation of Automated Clearing House
(ACH). The implementation of ACH is expected
to commence in 2007. Millennium Challenge
Corporation has tentatively agreed to finance
the ACH following the initial study and the rec-
ommendations from the consultant who was
appointed by FIRST Initiative to undertake such
a study.

5.5.4 Developments in Banking Sector

Standard Lesotho Bank is in the process of

introducing internet banking and this new prod-
uct is expected to commence early 2007.
Internet banking is aimed at providing cus-
tomers with real time access to their accounts
and enables them to transfer funds within the
designated accounts. Nedbank Lesotho intro-
duced interoperable ATM cards in 2006 and
these cards can be used on all SASWITCH
machines in Lesotho and South Africa. First
National Bank Branch in Lesotho opened a
Bulk Cash Held facility aimed at reducing large
cash deposit at the branch. All the banks have
increased their ATM network significantly in
2006 in order to improve access to funds and
these machines are interoperable.

5.6 ANTI-MONEY LAUNDERING
5.6.1 Legislation

The draft Money Laundering and the Proceeds
of Crime Bill (MLPC) 2006 prepared by the
Anti-Money Laundering Task Team was submit-
ted to the office of the Parliamentary Council.
The Law Society of Lesotho had raised con-
cerns on some sections of the draft Bill which
were considered by the Team. Some concerns
had been addressed in the Bill while others
would be debated in Parliament.

5.6.2 The Development Strategy
Implementation Program

Following the adoption of the Mutual Evaluation
Report by the Council of Ministers meeting held
at Mbabane, Swaziland in October 2005, the
Eastern and Southern African Anti Money
Laundering Group (ESAAMLG) undertook a
Development Strategy Implementation (DSI)
Program in August 2006. The objective of the
Program was to identify all the AML/CFT tech-
nical assistance needs for Lesotho and pro-
duce a report to detail specific needs for the
entire program. At the end of the reporting peri-
od the report had not been finalised.
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5.6.3 The Anti-Money Laundering and
Combating Financing of Terrorism
(AML/CFT) National Strategy

The ESAAMLG member states were mandated
to develop the AML/CFT National Strategies.
While proceeding with the exercise, the Task
Team met some of the following challenges:

» The delay in the tabling of the MLPC Bill
in parliament resulted in suspicious
transactions reports not being investigated
or prosecuted.

* Lesotho is largely a cash-based economy.
Most of the business activities are
conducted in cash rather than in cheque,
credit card or other documented transaction.
As a result, investigation of financial crimes
is difficult since little in the way of a paper
trail is left behind. According to the Financial
Sector Assessment Programme Report
2003, only a tiny proportion of the
population has access to bank accounts.

* Most banks are concentrated in major towns
leaving the maijority of the population in the
remote areas without financial services,
thereby necessitating cash transactions or
direct exchange of goods and services.

* In Lesotho, most businesses do not accept
personal cheques. High value assets such
as real estate and motor vehicles worth
thousands of Maloti can be bought in cash.

At the end of the reporting period efforts were
made to address some of the above chal-
lenges. It is anticipated that the MLPC Bill
would be tabled before Parliament on the sec-
ond quarter of the year 2007.

The CBL is continuously inviting reputable
banks to invest in Lesotho in order to encour-
age more banks in the country. The Lesotho
Post Bank has increased agencies in the rural
areas in order to encourage the public to use
banking services.
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PART VI - CHALLENGES IN SUPERVISION

6.1 STANDARD BANK LESOTHO
AND LESOTHO BANK 1999 LTD.

MERGER

One of the fundamental tasks of CBL as
Commissioner of Financial Institutions is to
keep a stable and sound financial system that
is also able to attract competitive players and to
protect the depositors.

In the first half of 2006, the financial sector had
four commercial banks namely Nedbank
Lesotho, Standard Bank Lesotho and Lesotho
Bank (1999), of which the majority shareholder
was Standard Bank Lesotho and one foreign
branch of FirstRand Bank- First National Bank.
Since 2001, Standard Bank has had the inten-
tion to take over Lesotho Bank (1999), its sub-
sidiary, but the intention was fully completed in
July 2006. From the supervisor’s point of view,
this led to an opportunity to draw the relevant
legislation that assesses mergers and acquisi-
tions. The legislation came into operation in
2001.

This was a unique case which was assessed
on its own merit as competition was to be
decreased. Standard Bank was the major
shareholder of Lesotho Bank and it was eco-
nomical for the two to become one. However,
the CBL was still faced with a challenge not to
loose focus and to ensure that the transaction
proceeds smoothly without denting the financial
sector. In line with the regulations, CBL had to
see that the transaction would not be detrimen-
tal to the public interest. Healthy competition
was also of interest. Therefore before licensing
the new entity, a comprehensive list of require-
ments was issued in order to ensure that the
merger complies with the legislation and would
be of good interest to the public. The list cov-
ered the capital requirements, asset quality,
management, earnings and liquidity.

The banks took some time to familiarise the
employees with the envisaged merger under-
took positive steps to remedy possible adverse
effects. CBL looked into the financial status in
terms of profitability versus cost saving and effi-

ciency of the merged entity compared to the
status quo. CBL also assessed the managerial
resources and future prospects and strategies
of the merged entities. An assurance was made
that the needs of the community in terms of
convenience and efficiency would be met by
the merger and that those benefits outweigh
potential adverse effects such as decreased
competition, conflict of interest, and undue con-
centration of resources. This included the
scrutiny of the fees structure to make sure that
the costs of shareholders when merging would
not be passed over to consumers unnecessar-
ily. The purchase price, any funding and
sources thereof and any purchase accounting
adjustment were looked into.

Obviously this merger would shrink the number
of banks from four to three but the fact is that
the two had never been direct competitors. As
for clients, they may have had preferences
between the two, which in the long run might
have brought adverse results or performance to
one of the banks. The merged entities would
also share costs relating to technological
expertise which is rapid these days, lines of
business like foreign exchange which require
large volumes to be viable. As one bank, effi-
ciency is promoted as the merged entity will
strategically and systematically focus on one
entity and not separate entities as before.

Therefore, the CBL rendered this merger a suc-
cess story in the financial sector since the pur-
pose to preserve a sound financial system and
to avoid unfair competition has been main-
tained.
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PART VI

7.1 DEVELOPMENT FINANCE

In 2006, the Export Finance and Insurance
Scheme had not been accessed by both large
and small scale indigenous exporters. This
was regardless of the fact that promotional
campaigns had been going on throughout the
whole year. The follow up exercise of these
campaigns had indicated that the scheme had
the following weaknesses:

* The large scale exporters had been wooed
away from the scheme by some products
which are being offered by the banks and
seem to be competing well with the scheme.
Secondly, some of these exporters were
apparently getting financial assistance from
their parents companies in the countries
from which they originated.

* With regard to the small scale indigenous
exporters, the M50,000.00 which had been
put as a threshold seems to be unattainable
to most of them. If this M50,000.00
minimum loan limit could be removed, and
the viability and profitability be considered
as some of the requirements instead, most
of these entrepreneurs would be able to
access the scheme.

* Another constraint to the small scale
indigenous exporters is the 50 per cent
exports of the annual production
requirement. To most of these indigenous
small scale exporters, it is unlikely that they
can export the 50 per cent of their
production without any form of financial
assistance. Requirements of this nature
therefore had proved to be a hindrance
rather than being instrumental towards the
success of the scheme.

During 2006 attempts were made to address
the above mentioned weaknesses. It is hoped
that very soon the blue print would be revised
accordingly. Another fund which is also meant
to assist in the private sector development is
the Development Fund of which its operational

FINANCIAL INTERMEDIATION INITIATIVES

modalities had not yet been finalised.

7.2 DEVELOPMENTS IN RURAL FINANCE

Appreciative developments within the opera-
tions of the Rural Finance Division (RFD) espe-
cially on sensitisation campaigns, monitoring
and facilitation of rural communities’ operations
of the Rural Savings and Credit Guarantee
Scheme (RSCGS) were made in 2006. The
main thrust of the scheme is to address the dis-
crepancy between savings mobilisation and
resource utilisation through promotion of
access to bank credit amongst both the rural
and low income communities. Joint efforts with
the Ministry of Agriculture (MOA), Non
Governmental Organisations (NGOs) and other
development partners paved the way to the
current success reported hereunder for the
period under review.

Extensive work on sensitisation of rural com-
munities has been accomplished with most
concentration on the remote parts of the coun-
try. Selected villages countrywide were covered
in sensitisation campaigns conducted in the
form of public gatherings (pitsos) organised
through chiefs, District Administrators and
District Agricultural Officers by the division joint-
ly with partners mentioned above. Agricultural
resource centres provided adequate vehicles
and venues for attracting several surrounding
villages accommodating a wider outreach. The
targeted communities having expressed inter-
est and willingness to participate in the scheme
have embarked on preparations towards com-
pliance with set qualification criteria. A total of
18 resource centres were sensitised during the
period. Apart from sensitisation campaigns on-
site, the division continuously received individ-
uals and groups seeking clarification on the
modalities of the scheme. A press release was
also issued in further attempts to publicise the
scheme.

RFD facilitated a visit by International Fund for
Agricultural Development (IFAD) mission to the
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rural communities operating under the scheme.
The mission was impressed with findings on
the ground. IFAD report proposed interesting
ideas to include a promise of provision for more
funding to complement the Credit Guarantee
Fund administered by the CBL. The timing for
this undertaking was opportune when
resources were strained by withdrawals in pay-
ment of NGO claims, for services rendered to
rural groups in mobilising and training that
erode the fund. The Division has, during the
period under review, embarked on a mission to
solicit more funding from development partners
to accommodate a wider and deeper intermedi-
ation base. The Mission also committed to pro-
viding financial support in the areas of training
and exposure visits to best practicing institu-
tions in rural and microfinance for the Division
and trainers in the scheme.

At the end of 2006, efforts to link groups with
commercial banks proved to have yielded good
results when out of a total number of 134
groups mobilised, 54 managed to obtain bank
accounts and 4 went further accessing loans
from commercial banks.

Though some hitches were experienced in the
repayment of disbursed loans, the end of the
year realised a turnaround in performance with
the 4 groups in question servicing their loans
well. Furthermore, 10 more groups are prepar-
ing to submit loan applications to banks.

An important milestone was reached when a
transparent successful completion of NGOs’
selection, for support of groups, led to engage-

ment of three, namely, Mineworkers
Development Agency, World Vision and
Lesotho Council of Non-Governmental

Organisations through Rural Self-Help
Development Agency, its affiliate. NGOs com-
menced their operations under a signed agree-
ment between CBL and themselves. First sub-
missions of quarterly progress reports and a
claim by one NGO for services rendered were
received and attended to accordingly.
Following on these reports, on-site visits were

conducted to verify that thorough training of
groups was done and certificates duly issued to
trainees in facilitating entry qualification
required by the scheme. Groups exposed to
this training were ready to submit their applica-
tions to banks while training of other groups
continues.

Future success of the RSCG scheme evolves
around improvements on issues emanating
from experiences reported at the Steering
Committee (CBL, NGOs, Government, Banks
and Groups’ Representatives) meeting. The fol-
lowing challenges face the operation of the
scheme:

» Ways of increasing capacity of role-players
so that RFD focuses only on administration
of the Guarantee fund and contribution to
improved policy environment for rural
finance operation including oversight of the
scheme within the steering committee.
Review of the staff complement from MOA
and engagement of more NGOs is core
for success.

* Lack of a wider and deeper
intermediation base.

* Inadequate spread of participating
commercial banks with concentration
only in town centres.

» Review of bank charges by commercial
banks to affordable levels as savings
incentive for groups.

7.3 MONEY AND CAPITAL
MARKETS DEVELOPMENT

A needs assessment survey was conducted
with the purpose of instituting further develop-
ments in the money market.

A questionnaire was administered to about 300
firms and corporates, mainly factories and
some retail outlets. The sample was drawn
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from a list of registered companies in Lesotho
as per the addresses that appeared on the list.
The obijectives of the study were to:

(a) obtain the current level of savings and
investment

(b) investigate the type and level of money
and bond market instruments, the business
community has and to establish which
instruments they want introduced.

(c) understand the policy environment i.e.
what are the current entry barriers?

(d) determine the company structure of the
existing companies i.e. whether it
constrains or facilitates such investments.

(e) understand the basis for decisions by
financial services providers i.e. why they
invest in Treasury bills, or send their
money to South Africa etc.

(f) understand how economic units finance
their investment decisions.

The objectives were addressed, albeit to a cer-
tain limited extent. The responses could not
assist in determining the level of savings and
investment per entity covered by the survey.
However, this micro level information could only
be indicative, it would be more appropriate to
look at the level of savings and investment at a
macro level, maybe classified in terms of indus-
tries or sectors. The macro data is however
not precise, but this poses no danger to the
blueprint as the low level of financial intermedi-
ation gives an indication that there is a mis-
match between savings and investment in
which case the level of savings exceeds the
level of investment.

The majority of entities acknowledged that they
do not have fully funded schemes suggesting
that investible funds are limited. Thus most
firms managed their own schemes while for a
few number of firms the schemes were man-
aged by insurance companies or fund man-

agers, with funds invested mostly in South
Africa. Only 6.3 per cent indicated to have fully
funded pension scheme, with a wide diver-
gence in amounts in the scheme. The average
was M26,676.00 with the highest having
around M6 million.

The survey also revealed that most entities do
not engage a lot in foreign financial transac-
tions. Only 24.5 per cent had foreign liabilities
as at the end of 31 December 2004 with 13.9
per cent having foreign liabilities of values
below M500,000.00 and only 9.5 per cent of
them having foreign liabilities of values greater
than M500,000.00. The same situation pre-
vailed on the asset side; only 3.7 per cent of
entities had foreign assets as at the end of 31
December 2004 with 1.5 per cent having for-
eign assets of values below M500,000.00 and
only 1.5 per cent of them having foreign assets
of values greater than M500,000.00. The
majority of foreign transactions seemed to have
been in the import of goods and services, a
result reflective even in the country’s balance of
payments.

Within those who wished to have borrowed, the
financial needs ranged from M1,000.00 to
M147 million, reflective of the divergence of the
size of entities covered by the survey. The
duration of the loans ranged from one year to
twenty years, while the desired rate ranged
from O per cent to 30 per cent with a mean of
2.9 per cent. The purpose of the finance, in
order of dominance, was to expand the existing
business, cater for working capital require-
ments and financing of asset replacements. It
is a small fraction (22.6 per cent) that indicated
to be managing the interest rate risk though
most of these were not aware of the existence
and even operation of derivatives such as
swaps.

In terms of exposure to money market instru-
ments, the study discovered that there is a rea-
sonable level of financial literacy in the econo-
my, with significant number of respondents
(32.4 per cent) aware of such money market
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instruments as bankers’ acceptances. The lit-
eracy was also reflected in the holding of these
assets. Only 42.1 per cent showed the desire
to invest in corporate bonds issued by private
companies in Lesotho. About 16.1 per cent
had financial investments outside Lesotho,
although most of them (94.5 per cent) were in
CMA currencies. Around 19 per cent aspired to
have either borrowings or lending instruments
that are not offered by institutions in Lesotho.
The list of these instruments ranged from leas-
ing products, money market instruments, and
corporate bonds to stock market instruments.
It could be argued therefore that the introduc-
tion of more financial instruments could spark
more attention as more surplus spenders shy
away from low paying financial instruments.
This is a reasonable assumption given that
financial institutions and even the CBL
acknowledge that surplus spenders tend to
invest most of their excess cash in the South
African financial markets mainly because of the
variety of investment products available.

The extent to which the company structure con-
strained or facilitated investments in a wide
variety of financial instruments could not be
determined by the questionnaire. However, the
information obtained was that most corporate
investments were not financed by financial
institutions. This could be expected given the
significantly low credit-deposit ratio by any
standard, signifying poor financial intermedia-
tion. The motive behind this poor intermedia-
tion on the part of commercial banks that
results in their investments in South African
markets was not captured by the questionnaire.

Following these findings, a supplementary sur-
vey was conducted in November 2006, with
focus on the financial sector, and specifically on
insurance companies and commercial banks.
The responses indicated that major investment
decisions were made locally on a daily basis,
although with close collaboration with treasury
departments of the South African head offices
for most commercial banks. The indication
was that the instruments used in money mar-

kets were call deposits, term deposits, treasury
bills, interbank market and money market
funds, while in the capital market, the financial
instruments invested in were such as South
African equities, unit trusts and government
bonds. The pension funds within the respec-
tive financial institutions are invested mostly in
South Africa due to the diversity of financial
instruments available in that market. South
African head offices of most commercial banks
issue derivatives albeit to a limited extent. The
same financial institutions however, provide the
usual off-the-shelf products to their clients.

The financial sector indicated the need for new
financial instruments both in the money and
capital market, including government paper,
bankers’ acceptances, negotiable certificates of
deposit, repos, reverse-repos, floating rate
notes, equities, corporate and government
bonds. Financial institutions showed that they
would also be interested in offering the instru-
ments to their clients. The constraints identi-
fied for the introduction of these include limited
level of skills and regulatory framework. In
addition to the constraints mentioned above
lack of credit database and long term yield
curve which can be used to benchmarks rates
were mentioned as a constraints.

7.4  CREDIT BUREAU / CREDIT
INFORMATION REGISTRY

During the year under review, the CBL relent-
lessly continued with its efforts to promote cred-
it extension in the Country. In the preceding
year, FIRST Initiative in collaboration with the
International Finance Corporation (IFC) and the
World Bank conducted a study into the feasibil-
ity of establishing the credit information registry
(CIR) within the CBL and issued a report there-
on this year. The study revealed and elucidated
several crucial factors which induced the CBL
to revise its decision. The study also furnished
advice with regard to various options for the
establishment of a credit bureau open to the
CBL.
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The study investigated the cost of setting up a
credit information registry, Lesotho’s credit mar-
ket, the legal framework, the institutional frame-
work for reporting and recommendations. The
cost of setting up a CIR was found to be prohib-
itively massive due to the small size of the
Country’s credit market, with rough estimate of
the bankable population amounting to 200,000
and approximate inquiry volume likely to be
around 30,000 per year. This statistic is inclu-
sive of all credit lending institutions’ participa-
tion in the credit extension activity. Since credit
registry operation is driven by economies of
scale, the cost of setting up such a facility must
be recovered from the sale of credit informa-
tion. As a result the CBL faced a challenge of
setting up a viable CIR given the probability of
a likely low volume of credit information sales.

To address the challenge of setting up a viable
CIR, the study recommended that CBL should
consider the development of a CIR on a shared
platform with South African providers. Such
approach would be cost efficient, sustainable
and conducive to regional financial integration.
The CBL adopted this recommendation and
also reviewed its entire decision. Thus rather
than developing an internal CIR, the CBL
resolved to support the Government’s initiative
of a public national credit bureau. At the time,
Government was engaged in intense negotia-
tions with the US Government through the
Millennium Challenge Corporation (MCC) for
the latter to finance the public bureau initiative.
Government of Lesotho also co-opted the CBL
in the negotiating team because of its interest
in the matter. The credit bureau project attained
both the eligibility and endorsement for MCC'’s
support.

The CBL was then mandated by GOL to man-
age the credit bureau proposal and conduct all
activities integral to the success of the initiative.
The CBL is now preparing to draw a project
proposal that would be submitted to MCC for
approval in the coming year.
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PART VIl - REGULATORY AND POLICY DEVELOPMENT

8.1 INSURANCE SECTOR
REFORM PROJECT

In the last reporting period, it was indicated
that, both CBL and the FIRST Initiative
Consultants had made comments on the
Insurance Bill, which resulted in the third draft
Bill. However, there were still some outstand-
ing issues regarding the Bill, which both parties
had to address and agree upon before the
Consultants could finalise the Bill. The discus-
sions were completed in early 2006 as antici-
pated, and the bill finalised.

Following finalisation of the Bill by CBL, it was
circulated to the stakeholders for further scruti-
ny and comments. The resultant comments
were then discussed in the stakeholders’ work-
shop held in July 2006. The objective of the
workshop was to ensure that stakeholder’s
inputs and views were taken on board before
the Bill could be prepared for legislative enact-
ment.

These inputs were incorporated by the end of
the reporting period. The final version of the
Bill, together with the Explanatory
Memorandum, Cabinet Memorandum and
Ministerial Brief were submitted to the Minister
of Finance and Development Planning for pres-
entation to Cabinet.

The Department had contemplated completing
discussions on and thereby finalising
Regulations relating to technical provisions of
the insurance practice. This target was not
achieved due to unanticipated emergence of
several issues regarding the Bill. The
Regulations will be debated and be prepared
for publication in the coming year.

8.2 FINANCIAL INSTITUTIONS ACT 1999

8.2.1 Amendments to the Financial
Institutions Act (FIA) 1999

The Department continued to deliver on its

mandate of regularly reviewing the regulatory
and supervisory framework. During the year
under review the Department pursed the review
of FIA 1999 with vigour and paid a scrupulous
attention to the IMF report relating to the mat-
ter.

In the preceding year it was reported that the
review done by the Department on the FIA
1999 was sent to IMF Legal Department (LEG)
for further development. After scrutinising the
internal review, the IMF sent a mission to the
CBL during the period under review for further
consultations with the CBL. Prior to the mis-
sion’s arrival, LEG sent a report which would
form the basis of the consultations. The report
encompassed an evaluation of our review and
new proposals raised by LEG. LEG also recog-
nized that for the proposed amendments to be
meaningful and effective, the overall powers of
CBL under the Central Bank Act 2000 needed
to be enhanced. Consequently LEG provided
the recommended amendments to CBL Act and
formalised them in a report which they also
sent to CBL prior to the mission’s visit.

LEG’s report on FIA 1999 amendments was
comprehensive and instructive. Not only did the
report dwell on the contentious provisions
which begged for review but rather adopted a
holistic approach to the review. In general
LEG’s review of Lesotho’s legal framework on
banking supervision was measured against
international best practice.

The report first examined the configuration of
the entire Act and made proposals with respect
to its personal scope of application. On analy-
sis, the scope of application was found to be
too wide to distinguish between different kinds
of financial institutions with different needs of
regulation. The report stipulated that the scope
of application should consider the risks
involved in the operations of the different finan-
cial institutions and align them with appropriate
supervisory regime. The general deduction
from the analysis was that it was not expedient
to apply all banking supervisory prescriptions
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on financial institutions which are of different
nature. Finally on personal scope, the report
recommended that the exemption clause be
reformulated to exclude only financial institu-
tions which would otherwise fall within the juris-
diction of the Act.

The report then examined the licensing struc-
ture of the Act. It called for enhancement of the
licensing provisions in both the principal and
subsidiary legislation. Amendments included
definition of fit and proper’ test, a specific well
drafted provision enumerating all licensing cri-
teria, inclusion in the business plan of operating
and financial plans, enhancement of right of
appeal procedure in the event that the licence
is denied, right to be conferred on
Commissioner to amend the licence conditions
at any time if justified, grounds for refusal of
licence must be specified and a list of autho-
rised activities which a bank can engage in.

The report then examined provisions for ongo-
ing supervision and meticulously addressed
transfer of ownership, approval of major acqui-
sitions or investments, capital adequacy, large
exposures, bank related lending, consolidated
supervision, risk management and control,
external auditors and access to information.
The report concluded this section by recom-
mending that a new provision should be includ-
ed to authorise the Commissioner to enter into
formal and informal cooperation arrangements.
Furthermore such a clause must be exempt
from the secrecy provisions. The report con-
cluded by making a detailed analysis of the pro-
visions relating to bank governance, regulatory
corrective measures and sanctions, immunity
and judicial accountability.

The consultative conferences between CBL
and IMF mission began on and lasted for two
weeks. The report was debated and the Bank’s
views taken on board for further analysis. The
conferences also elicited the Bank’s concerns
over the report’s failure to address a specific
request for technical assistance on bank reso-
lution and tiering of the banking system. The

mission responded that bank resolution was a
highly specialised area that required a special
expert and the IMF was willing to render assis-
tance to the Bank on it as well but would treat it
separately from the broad review of the FIA. On
the issue of tiering, the IMF felt that if the cur-
rent provision on personal scope of application
was reformulated to consider four financial
institutions subgroups according to the risks
inherent in their activities and properly align
them to their respective supervisory require-
ments, there would be no need to tier the bank-
ing system of Lesotho. The four sub-groups
referred are: commercial banks and similar
institutions (mutual banks); deposit taking insti-
tutions of a specific nature (credit unions, dedi-
cated banks, savings banks, deposit taking
microfinance); non-bank financial institutions
with fiduciary obligations towards their cus-
tomers (merchant banks, stock brokers); and
credit-only institutions and similar financial
institutions (mortgage and leasing companies).

The mission was supposed to continue with the
review immediately after the visit and issue a
second report which hopefully would reflect all
comments and suggested amendments but the
IMF deferred the exercise until it had assisted
the CBL with a more pressing need of national
payment system.

8.2.2 Financial Institutions
(Know Your Customer) Guidelines.

In terms of section 71 of the Financial
Institutions Act, 1999, the CBL may issue
guidelines as it might find it necessary or expe-
dient for giving effect to the provisions of the
Act. During the reporting period, pursuant to
this section, the CBL prepared Know Your
Customer (KYC) Guidelines.

The purpose of KYC Guidelines is to outline
basic procedures that banks’ management
should ensure are in place within their institu-
tions with a view to assisting in suppression of
unwanted vices through the banking system, to
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prevent banks from being used, intentionally
and unintentionally, by criminal elements for
money laundering activities; and to enable
banks to know or understand their customers
and their financial dealings in order to manage
their risks prudently.

The draft Guidelines were approved by an
internal Technical Committee. Following the
approval, stakeholders’ comments and inputs
were taken on board. At the end of the report-
ing period, the draft Guidelines were finalised
and submitted to Government Printing for
gazettement by the office of the Parliamentary
Counsel. The gazettal would be effected early
2007.
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APPENDIX Il (a)

BANKING INDUSTRY BALANCE SHEET AS AT DATES INDICATED BELOW
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APPENDIX Il (b)

BANKING INDUSTRY AUDITED INCOME STATEMENTS FOR THE PERIOD ENDED AS DATES INDICATED BELOW
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APPENDIX 1l (a)

LIFE INSURANCE BALANCE SHEET AS AT THE DATES INDICATED BELOW
(Amounts in Thousand Maloti)
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APPENDIX Il (b)

LIFE INSURANCE UNDERWRITING RESULTS AND INCOME STATEMENT FOR THE PERIOD ENDED
AS AT THE DATES INDICATED BELOW (Amounts in Thousand Maloti)
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APPENDIX IV (a)

GENERAL INSURANCE BALANCE SHEET AS AT THE DATES INDICATED BELOW
(Amounts in Thousand Maloti)
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APPENDIX IV (b)

GENERAL INSURANCE UNDERWRITING RESULTS AND INCOME STATEMENT FOR THE YEAR ENDED
AS AT THE DATES INDICATED BELOW (Amounts in Thousand Maloti)
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APPENDIX V (a)

INSURANCE BROKERS BALANCE SHEET AS AT THE DATES INDICATED BELOW
(Amounts in Thousand Maloti)
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APPENDIX V (b)

INSURANCE BROKERS INCOME STATEMENT FOR THE YEAR ENDED AS AT THE DATES INDICATED BELOW
(Amounts in Thousand Maloti)
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APPENDIX VI

LIST OF LICENSED BANKS IN LESOTHO AS AT 31 DECEMBER 2006

APPENDIX VII

LIST OF LICENSED INSURANCE COMPANIES IN LESOTHO AS AT 31 DECEMBER 2006
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APPENDIX VIII

LIST OF LICENSED INSURANCE BROKERS IN LESOTHO AS AT 31 DECEMBER 2006
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LIST OF LICENSED INSURANCE BROKERS IN LESOTHO AS AT 31 DECEMBER 2006
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APPENDIX IX

LIST OF LICENSED MONEY LENDERS AS AT 31 DECEMBER 2006
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