Economics

Botswana: Annual economic outlook

The diamond dilemma

Projections for 2010

e  Real GDP growth of 3% in expected

e  Annual inflation expected to average 5.9%

e  Exchange rate expected to average BWP6.9/USD
e  Trade deficit of about 6% of GDP is expected

e  Fiscal deficit of about 15% of GDP is expected

Recent trends

Production

The diamond industry suffered its greatest reversal of fortune in 2008
and 2009 since Botswana became independent in 1966. The severity
of the credit crunch, which turned into the “Great Recession”, can be
seen in Botswana’s quarterly real GDP growth figures. In the first
quarter of 2009, real GDP dropped by 18.8% compared to the same
quarter in 2008; whereas the mining and quarrying industry (mostly
diamond mining) fell by an astonishing 68.6% over the same period. In
the second quarter the economy grew by 1.3%, but the mining sector
contracted by 18.7%. In the third quarter the mining sector again
contracted, by 28.1%, causing the overall economy to contract by
3.1%.

Surprisingly, diamond prices did not collapse by as much as
anticipated. The Antwerp Diamond Index (see Figure 7), published by
the Bank of Botswana (BoB), the central bank, fell to end-2007 levels
in 2009, which by itself fails to account for the severe retrenchment in
mining output. This means that the drop in mining output was mostly
as a result of a collapse in output volumes, i.e. the result of a collapse

in international demand for and sales of rough diamonds.

As a consequence of the loss of mining sector output, employment
declined in the sector; over the four quarters to March 2009, the sector
experienced a drop of 9.3% (and manufacturing a drop of 0.5%),
according to the 2010 budget speech. However, formal sector
employment rose by 3% over the same period. A possible danger is

that unemployment may persist in the mining and manufacturing
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sectors, despite output recovering to former or near-former levels, as
the long-term unemployment rate no longer has any effect in helping to

contain upward wage pressures (a phenomenon known as hysteresis).

The mining industry has contributed to the country achieving extremely
high economic growth rates and to arguably become the best-
managed economy in Africa. However, the sudden collapse in
international diamond sales has left the country reeling, as it remains
highly dependent on the diamond industry, despite government’s

concerted efforts to diversify the economy.

Figure 1: Real output growth of four largest sectors

annual % change
40

-60 mQ408 mQl09 mQ209 mQ309 —

Source: Bank of Botswana

Botswana is the largest diamond producer in the world by value and
volume. It is the world’s largest gem diamond producer, with output of
33.6 million carats in 2007. In 2004, Botswana accounted for about
26% of the world’s diamond production, followed by Russia (18%),
Canada (12%) and South Africa (12%). The Jwaneng mine, near the

capital Gaborone, is the world’s richest diamond mine by value.

The mining sector (36.7% of GDP), dominated by diamond mining, is
the largest and most important growth driver in the economy. The
sector grew by 7.9% in 2006, but contracted by 2% in 2007 and 3.7%
in 2008. As global demand for diamonds collapsed in the last quarter



of 2008, several mines were forced to close. In the first quarter of 2009
the annual growth rate was negative 68.6%, in the second quarter

negative 18.7% and in the third quarter negative 28.1%.

Agriculture’s contribution has declined to the lower single digits both in
terms of contribution to GDP (1.7% of GDP) and employment. The
sector’s output is volatile, but supported GDP growth in 2009, as
annual growth amounted to 16% in the first quarter, 53.8% in the
second and 57.1% in the third. Weather conditions were generally

favourable.

Figure 2: GDP by type of activity (2008)
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The manufacturing sector’s contribution to GDP (3.8%) is small, but
government is focused on this sector — often regarded as a high-
productivity sector — to help accelerate the diversification of the
economy, particularly through private sector participation. In 2009,
annual growth amounted to 2.5% in the first quarter, -9.5% in the
second and -12.3% in the third. Electricity supply constraints and the

closure of a textiles company caused the sector’s slowdown.

The manufacturing and mining sectors have been hampered by
electricity shortages and blackouts as South Africa’s Eskom, which
supplies more than 70% of Botswana’s power needs, is facing severe
electricity shortages. Furthermore, large electricity tariff hikes have
been approved by the National Energy Regulator of South Africa
(Nersa) to fund expansion plans, which will drive firms’ operating costs
higher. In March 2010 Nersa granted Eskom three tariff increases of
about 25% each for the next three years. This will put additional strain
on Botswana’s business environment. Also, Eskom cut electricity
supply to the country by 100 MW in the beginning of this year,
necessitating the use of an emergency generator to make up some of

the shortfall, further adding to cost pressures.

The closure of the textile company, Caratex Botswana, in December
2009, is a setback for the manufacturing sector. Some 5 000 workers

were retrenched when its six factories closed.

The services sector contributes about 55% to GDP and accounts for a
large portion of formal employment. Banking, insurance and business
services is the third largest sector (11.8% of GDP), supported by the
establishment of the International Financial Services Centre (IFSC) in

2003. The IFSC “aims to establish and develop Botswana as a world

class hub for cross border financial and business services into Africa
and the region”. It is one of the government’s major strategies to
lessen the country’s the dependence on diamonds and expand the
services sector. In 2009 financial and business services annual growth
was 13.9% in the first quarter, 9.1% in the second and -1.4% in the
third.

General government services, at central and local level, is the second
largest sector, accounting for 16.3% of GDP and around 38% of formal
employment, thus making the government the largest services
employer. Government is thus an important and large economic player
in the economy and its spending decisions can have a direct impact on
the economy. In 2008/09, the government wage bill (P8.7 billion)
amounted to almost a quarter of expenditures and net lending (P35.1
billion), which is equivalent to about 10% of GDP (P87.5 billion). In
2009, general government services grew at an annual rate of 13.3% in
the first quarter, 2% in the second and 11% in the third, providing some

stability to the economy.

The trade, hotels and restaurants sector, the fourth largest sector,
contributed 10.4% to GDP. The global slowdown negatively affected
the tourism industry in 2008 and 2009. Although international tourist
arrivals fell by about 4% in 2009, arrivals in Africa, particularly sub-
Saharan Africa (SSA), grew by about 5%, according to the UN World
Tourism Organisation (WTO). This partly explains why the sector grew
in 2009 - by 5.8% in the first quarter, by 7.4% in the second and by
2.4% in the third, despite the slowdown in international tourism during
the economic crisis. Boosting the sector was the WTTC’s 2010
Tourism for Tomorrow Awards (in the Destination Stewardship
category), where Botswana was one of 12 finalists, recognised for their

“best practice in sustainable tourism”.

The economy needs to diversify into high-productivity sectors such as
manufacturing, as diamond mining has probably reached a plateau.
Although diversification is high on the government’s list of priorities, it
has had limited impact on the structure of the economy. The recent
diamond sector shock is a timely reminder that a more balanced
economy is a sine qua non for long-term economic stability and
growth.

Domestic expenditure

From 2007 to 2008 gross domestic expenditure (GDE) rose by 19.5%,
with household expenditure rising by 7.7%, government expenditure by

9.6% and investment by 7.1% in real terms.

Consumer and government consumption expenditure are significant
drivers of GDE, as they comprise about 63% of GDE. The projected
growth contraction in 2009 will impact negatively on household as well
as government expenditure. Botswana, an upper-middle-income
country, enjoys a relatively high standard of living, with gross national
income (GNI) per capita of US$6 120 (2007). In comparison, sub-
Saharan Africa‘s GNI per capita was US$952.

In the first three quarters of 2009 household final consumption growth

was relatively low but positive, and rose by 1.2%, 3.8% and 3.5%



respectively on an annual basis. The impact of higher unemployment
in the mining and manufacturing sectors, which rose by 9.3% and 0.5%
respectively between March 2008 and March 2009, is the main reason
for subdued household spending. In early 2009 Debswana diamond
mines ceased production temporarily and laid off workers in the

process.

Figure 3: Gross domestic expenditure (% contribution)
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Government final consumption came under strain in 2009. It dropped
by 10.3% in the first quarter, but rose by 4.4% in the second and by
16.7% in the third on an annual basis. Lower spending in the first
quarter of 2009 was largely due to lower central government spending
as mining tax revenues fell. Mineral revenue in the first three quarters
of 2009 were significantly lower than in the same period in 2008 as the
diamond market contracted from the global economic slowdown and

sales plummeted, particularly at the end of 2008.

Gross fixed capital formation (investment) rose steadily during 2009.
Overall investment rose by 7.5% in the first and second quarters, and
by 4.1% in the third. Although investment in some sectors was volatile,
the construction sector provided stability. New investment in the power
sector will boost electricity supply, lessening Botswana’s dependence
on imports. In October 2009 the African Development Bank (AfDB)
approved a loan of €153 million (US$225 million) to the government to
finance specific components of the Morupule B power station and
associated transmission infrastructure. This is over and above the
Economic Diversification Support Loan of US$1.5 billion approved in
June 2009, which is the largest loan ever granted by the AfDB.
According to the AfDB, it is providing 15% of the project's cost
estimated at US$1.4 billion. The other contributors include China’s
ICBC and Standard Bank (59%), the Government of Botswana (15%)
and the World Bank (11%).

The World Bank also provided a loan of US$186 million to fund

Botswana’s Integrated Transport Project.

Moreover, Botswana received Special Drawing Rights allocations of
SDR53.1 million (about US$78.4 million) from the IMF in August and
September 2009. The SDR allocations were made to all 186 IMF

members, supplementing their foreign exchange reserves, thus

providing liquidity to the global financial system.
Monetary policy

Botswana'’s inflation rate fell during 2009, from 12.8% yly in January to
5.8% yly in December, to average 8.2% in 2009 from 12.6% in 2008.
The two core inflation measures — which exclude volatile price
movements - showed broadly similar trends. The “sixteen percent
trimmed mean core inflation rate” (CPIT) fell to an average of 8.1% in
2009 from 11.3% in 2008. The “core inflation rate by exclusion”
(CPIXA), which excludes administered prices, also dropped, to an
average of 13.2% in 2009 from 10.7% in 2008.

As three-quarters of landlocked Botswana’s imports are from the
SACU, particularly South Africa, inflation is largely imported from its
southern neighbour. Lower food inflation (the food component is the
largest weight at 21.84% in the consumer basket), moderating
international crude oil prices (which translated into lower transport
costs) and subdued imported inflation from South Africa (its inflation
rate dropped to 7.2% in 2009 from 11.5% in 2008) account for falling
inflation in 2009.

Although South Africa’s CPI inflation rate has the largest impact on
Botswana'’s inflation trends, exchange rate weakness against the rand
and broad monetary growth are also important factors. As the pula
weakened against the rand in 2009 by about 11% (Figure 9), some
inflation pass-through can be attributed to the exchange rate channel,

but not enough to trump lower imported inflation.

Broad money supply (M3) growth dropped to single figures in March
and then turned negative in September and October 2009, thus

supporting lower prices.

Figure 4: Inflation (% y/y change)
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Since mid-2008 and throughout 2009 interest rates declined
dramatically, in line with lower inflation rates over the same period. The
weaker economy was also a major cause for concern and monetary
policy became more accommodative to support economic growth. A
loosening monetary policy bias is clearly evident in 2009. The policy
rate, the bank rate, dropped by 550 basis points from the peak of
15.5% (June through November 2008) to 10% in December 2009. The
bank rate averaged 12.2% in 2009, down from 15.1% in 2008.



Figure 5: Interest rates (%)
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At the December 2009 MPC meeting, the committee lowered the bank
rate to 10% from 11%, maintaining its loosening monetary policy bias.
At the February 2010 meeting the bank rate was left unchanged at
10%. The committee indicated that it expects inflation to settle to within

the policy range over the coming months.

The real policy rate, however, has risen on the back of falling inflation.
The real bank rate averaged 4% in 2009, above the 2008 real average
of 2.5%, indicating that monetary policy may not be as accommodative

as suggested by nominal interest rates.

The prime lending rate followed similar declining trends; falling from
17% in 2008 to 11% in February 2010. The prime rate averaged 13.8%
in 2009, down from 16.6% in 2008. The differential between the policy
rate and the prime rate is typically 1.5 percentage points. In its
December statement, the MPC used “moral suasion” to urge
commercial banks to “effect a symmetrical adjustment to the deposit
and lending interest rates” to “ensure that savers generally earn real

positive returns on their savings”.
International trade

The credit crises and lower economic growth in the major developed
economies and consequent contagion in both the developed and
developing world have impacted negatively on global trade. One
frequently watched indicator of global trade, the Baltic Dry Index, has
collapsed by about 75% from its peak in June 2008. Similarly, the
WTO reported that world merchandise exports contracted by 31.2% in
Q1 2009, 33.2% in Q2 2009 and by 26.1% in Q3 2009, affecting all
regions of the world. These figures are indicative of the severity of the
banking and credit crises, which caused a contraction in global trade

credit and finance.

Diamonds dominate the country’s export profile, followed by copper
nickel matte; jointly accounting for more than four-fifths of total exports.
It is one of several countries in the world where just a few products

account for a large share of exports.

Botswana’s diamond export earnings (Figure 6) fell dramatically in
2009, from US$3 441.8 million in 2008 to US$2 021.4 million in 2009, a
41% drop. Diamond prices dropped (Figure 7) and export volumes
slumped as global demand for diamond jewellery fell.

Figure 6: Diamond export earnings (US$ million)
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Botswana’s main export trading partners are the UK (which received
51.5% of its exports in 2008) and the Common Monetary Area (CMA),
mostly South Africa (which received 21.9% of its exports in 2008).
Botswana’s exports to the UK consist mainly of rough diamonds.
Botswana’s diamonds are marketed in London and re-exported from

the UK to other countries, such as the US.

Figure 7: Antwerp Diamond Index (US$ based)
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Open economies, where goods and services trade (exports plus
imports) represent a large share of GDP, are directly affected by a
global trade slowdown, as exports are an important source of real GDP
growth. Botswana’s ratio of total trade to GDP was 69% in 2008,
compared to South Africa’s 74%, and both are relatively open
economies. As a small economy - Botswana’s GDP in current US
dollar terms was valued at US$12.3 billion and ranked at 97 out of 134
countries by size in 2007 - its economic growth recovery is bound to be
export led, as domestic factors are insufficient to put the economy back

onto a sustainable growth path.



Figure 8: Composition of exports (2008)
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The bulk of Botswana’s imports (79.4% in 2008) are from the CMA,
mostly neighbouring South Africa. Botswana does not have a
consumer-orientated production base; hence, a wide range of
consumer goods, such as food, machinery and equipment, vehicles
and transport equipment, chemicals, fuels and other goods are

imported.
External sector

The pula exchange rate averaged BWP7.15/USD in 2009 compared to
BWP6.83/USD in 2008. Although the pula strengthened from
BWP7.88/USD in January 2009 to BWP6.71/USD in January 2010, the
average rate in 2009 over 2008 was weaker. The weaker average
exchange rate in 2009 was largely driven by inflation differentials
between Botswana and its main trading partners. The weaker rand
against the US dollar, which traded at an average of ZAR8.42/USD in
2009 and ZAR8.22/USD in 2008, also contributed. The stronger pula
against the US dollar over the past five months reversed the sharp
weakening in the last quarter of 2008, as global risk aversion towards

emerging markets abated.

Figure 9: Exchange rate
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Botswana’s merchandise trade account has typically shown large
surpluses over the past decade; in 2008, however, the trade surplus
slumped almost 85% to an estimated P1 503.5 million from P9 878.2

million in 2007, as exports stagnated while imports surged (BoB data)
(see Figure 10).

According to Central Statistics Office (CSO) quarterly data, this trend
continued in 2009: in the first three quarters, the trade balance
deteriorated in every quarter compared to the previous quarter. Up to
September 2009 the trade deficit amounted to P6 633 million, with
exports of P17 560.6 million and imports of P24 193.6 million. The
deficit trend continued in October and November. The deteriorating
trade balance was caused by the sharp drop in diamond exports,

despite imports moderating.

The income account is typically negative and this trend continued in
2009, largely from investment income outflows from foreign investment

in Botswana exceeding inflows from Botswana investment abroad.

Current transfers from the Southern African Customs Union (SACU)
have risen sharply in recent years to an estimated P6 898.4 million in
2008. However, during the first three quarters of 2009 transfers were
estimated to be lower compared to the previous periods, by 12.1%,

12.45 and 18.9% respectively, as intra-SACU trade slowed.

The current account surplus amounted to P5 122.4 million in 2008,
53.3% lower than in 2007. The small surplus was supported by a
positive trade surplus and high SACU transfers. In 2009 the current
account was in deficit in the first quarter (-P3 551.4 million) and second
quarter (-P191.2 million), but showed a small surplus in the third
quarter (P1 249.1 million). The first quarter deficit was caused mainly

by a slump in export volumes and earnings.

Figure 10: Current account components (P million)
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The capital account was relatively insignificant, showing small capital

inflows in the first three quarters of 2009.

Direct investment data, a sub-component of the financial account, is
not available on a quarterly basis for 2009. However, as mentioned, in
October 2009 the African Development Bank (AfDB) approved a loan
of €153 million (US$225 million) to finance specific components of the
Morupule B power station and associated transmission infrastructure.
The World Bank also provided a loan of US$186 million to fund

Botswana’s Integrated Transport Project.



Portfolio investment abroad, mainly Botswana’s pension funds
investing in offshore markets, was negative in the first and second
quarters of 2009, but positive in the third quarter, when some of the

major equity markets started to recover after March 2009 lows.

The country’s foreign exchange reserves of P60 868 million or
US$9 240 million (in November 2009) are equivalent to about two
years of exports, and well above the norm of three months of imports.

Figure 11: Gross foreign exchange reserves and import cover
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Public and external solvency indicators

The importance of SACU revenue for the fiscus is underscored by the
fact that it has accounted for about 27% on average of government
revenue (excluding grants) between 2006/07 and 2009/10. In 2008/09
customs pool revenue amounted to P7 750 million and revenue
(excluding grants) P29 832 million, a 26% contribution. SACU
payments are based on projected variables and actual payments do
not as yet reflect the slowdown in trade. Over-payment will result in

these amounts being owed to the SACU revenue pool.

Figure 12: Fiscal balance (% of GDP)

15

10
4.8

5 m
0

o
-5

10 -5.4
-15
-15.1
-20
06/07 07/08 08/09 09/10r

Source: Ministry of Finance and Development Planning

Mineral revenue has fallen steeply in the face of lower diamond sales.
In 2008/09 - the fiscal year runs from 1 April to 31 March - mineral tax
revenue amounted to P3 451 million, but dropped by 42.5% to P1 983
million in 2009/10. Mineral taxes accounted for about 12% of revenue
on average between 2006/07 and 2009/10. However, the mining sector
also contributes to the fiscus in the form of non-tax revenue, classified

as mineral royalties and dividends. The latter amounted to P6 731

million in 2008/09 and P4 852 million in 2009/10, or 22.6% and 17.7%
of total revenue respectively. The mining sector therefore contributed a
total of 34.1% in 2008/09 and 24.9% in 2009/10 of revenue, which is
on par with the SACU pool contribution of 26% and 28.9%
respectively.

Jointly, SACU revenues, and mineral taxes and royalties, and
dividends, accounted for 60.1% in 2008/09 and 53.8% in 2009/10 of
fiscal revenue. Both these revenue sources are based on exogenous
factors and to some extent are beyond the control of the government.

Personal income taxes of P4 608 million in 2008/09 and P5 852 million
in 2009/10 are also sizeable contributors to fiscal revenue,
representing 15.4% and 21.3% of revenue respectively. In 2009/10 the
level and share of income taxes rose as personal income tax collection
remained buoyant, representing a larger share of total revenue
because of lower mineral revenue. Central government, local
government and parastatal employment, which jointly account for
43.4% (29.8%, 9% and 4.6% respectively) of total employment
(September 2008 CSO data), offer relatively stable employment. This
partly explains the buoyant personal income tax revenues. The private

sector accounts for the balance (56.6%) of total employment.

Recurrent expenditures of P26 378 million (63.9% share) represented
the bulk of total expenditure and net lending (P41 265 million),
compared to development expenditure of P14 445 million (35% share)
in 2009/10. The shares are consistent with the government’s fiscal rule
set out below. Civil servants’ salaries of P10 883 million represented a

26.4% share of overall expenditure in 2009/10, a relatively high figure.

Total public debt amounted to P3 971.8 million in 2007/08 (the latest
available), representing approximately 5.2% of GDP, a relatively low

ratio.

Figure 13: Total public debt (Pula million)
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Domestic debt of P2 200 million and external debt of P1 771.8 million
represented 55.4% and 44.6% of total debt respectively in 2007/08.
Domestic debt is largely funded by the issuance of bonds, equivalent
to 86.4% of domestic debt. Treasury bills, 13.6% of domestic debt,
were first issued in 2007/08. In 2008/09 total domestic debt rose to
P3 600 million from P2 200 million in 2007/08 (external debt data not



yet available), with bonds outstanding rising to P2 600 million from
P1 900 million, and Treasury bills outstanding rising to P1 000 million
from P300 million.

The rapid rise in domestic debt is not currently a cause for concern, as
the country’'s low overall indebtedness and reserves give the
government  sufficient leeway to borrow domestically and

internationally.

In February 2010 S&P downgraded Botswana (the previous
downgrade was in December 2008). S&P lowered Botswana’s long-
term sovereign credit rating from A to A- (i.e. upper-medium grade,
with possible impairment in the future). The outlook improved from
“negative” to “stable”. The foreign currency rating was lowered from
‘A/A-1’ to ‘A-/A-2’ and the local currency rating from ‘A+/A-1" to ‘A/A-1".
The reason for the downgrade is the sharp deterioration of the
medium-term fiscal outlook and dependence on diamond exports; but
the agency acknowledged Botswana’s good track record of sound
economic management. S&P maintained that a further downgrade is

unlikely.

Moody’s overall sovereign credit rating of Botswana in December 2008
was A2 (i.e. upper-medium grade with possible impairment in the
future). However, Moody’s lowered Botswana’s outlook to negative in
February 2010.

The government’s sovereign credit ratings by Moody’s and Standard
and Poor’s, despite the recent downgrades, will stand it in good stead.
Botswana has enjoyed investment-grade credit ratings for a number of
years. However, the credit crunch and global recession impacted

negatively on its ratings.

National policy assumptions and the international
environment

Botswana’s long-term economic development policy is spelled out in
the government’s Vision 2016, Long Term Vision for Botswana,
Towards Prosperity for All. Botswana will celebrate 50 years of
independence in 2016. Vision 2016 aims to triple per capita GDP over
the 20 years leading up to 2016; to achieve this target an economic
growth rate of 7.9% is required. Significantly, Vision 2016 aims at a
large manufacturing sector that contributes 30% of GDP by 2016.
However, this important high-productivity sector’s contribution to GDP

is currently about 4% and is well below the vision’s target.

The current short-term plan is the National Development Plan (NDP)
10. NDP 10 covers the period from April 2009 to March 2016 and its
theme is “Accelerating Vision 2016 through NDP 10”. It aims to
“accelerate economic growth, reduce poverty, diversify the economic
base, and create more and sustainable employment opportunities” and
“adopt a broader long-term and multi-sector approach”, according to
the 2009 budget speech. A stakeholders’ conference was held in

October 2009 to discuss the new development plan.

Free and fair National Assembly and local government elections were
held in October 2009. The ruling party, the Botswana Democratic Party

(BDP), won by a landslide victory and was rewarded with a convincing

two thirds majority in parliament, by winning 53% of the votes cast and
78% of the parliamentary seats. The Botswana National Front (BNF)
won 21.9% of the votes and 10.5% of the seats, followed by the
Botswana Congress Party (BCP) with 19.2% of the votes and 7% of
the seats. These “skewed” results must be interpreted in the light of the
country’s “first past the post” electoral system, also referred to as the
“winner takes all” system. The political party that wins the elections
holds the majority of seats in Parliament, allowing it to form the

government. Policy continuity is a potential benefit of the system.

The BDP has ruled Botswana since independence in 1966. Although
some smaller parties joined forces recently they did not win any
parliamentary seats. The president is elected indirectly and each new
parliament appoints the president. President lan Khama, who took
office as president in April 2008 after his predecessor Festus Mogae
retired, was sworn in on 20 October 2009. Voter interest was high at
75% of registered voters, the highest ever recorded, which is indicative
of voter confidence in government’s plans to stimulate and grow the

weakened economy.
International environment

The US economy contracted by 2.5% in 2009 as the credit crunch and
the financial crisis struck. US consumers, who are the largest buyers of
gem diamonds, sharply reduced their purchases of luxury goods.
Similarly, the global economy contracted in 2009 by 0.8% after
showing robust growth in 2008 (Table 1). Africa and sub-Saharan
Africa (SSA) did not escape the recession, narrowly avoiding negative
growth, but growing by less that 2%. The main global growth drivers in

2009 were the developing countries in Asia, mainly China.

Table 1: Global economic outlook

Real GDP growth (year-on-year)
2008 2009 2010p* 2011p*

World 3.0 -0.8 3.9 4.3
Advanced economies 0.5 -3.2 2.1 2.4
United States 0.4 -2.5 2.7 24
Euro-area 0.6 -3.9 1.0 1.6
United Kingdom 0.5 -4.8 13 2.7
Japan -1.2 -5.3 1.7 2.2
Emerging and developing
economies 6.1 2.1 6.0 6.3
China 9.6 8.7 10.0 9.7
India 7.3 5.6 7.7 7.8
Brazil 5.1 -0.4 4.7 3.7
Russia 5.6 -9.0 3.6 34
Africa 5.2 1.9 4.3 5.3
Sub-Saharan 5.6 1.6 4.3 5.5
Developing Asia 7.9 6.5 8.4 8.4

* p = projection
Source: IMF

The IMF’s economic growth revisions project that an international

growth recovery is imminent and that global growth is expected to



average 3.9% this year. The advanced economies are expected to
grow by 2.1% in 2010, and emerging and developing economies at a
significantly faster pace of 6%. Developing Asian countries’ growth
outlook is particularly optimistic and signals a gradual shift of economic
power and influence to Asia. Asian exports are particularly important
for sustained growth. African countries’ robust growth outlook is
predicated on the region’s natural resource abundance and the

expectation that commodity prices will continue to recover.

Standard Bank forecasts that South Africa will grow by 2.6% this year,
3.7% in 2011 and 4.1% in 2012. In 2009 the South African economy
contracted by 1.8%, after growing by 3.7% in 2008.

The diamond sector’s output is expected to level off at current levels.
According to a recent report published by the IMF, “diamond
production will continue at high levels until 2021, when a sharp decline
will set in until diamond resources are depleted around 2030”, so that
economic growth will be severely disrupted and fiscal revenues will
deteriorate from 2021. Furthermore, after about 2017 mining will need
to shift from surface to underground mining as the surface mines will

become depleted, resulting in higher costs and lower yields.

On the positive side, tourism arrivals are forecast to grow by between
3% and 4% in 2010, according to the UN World Tourism Barometer.
SSA will also show positive growth, partly boosted by the soccer World
Cup to be hosted in South Africa in mid-2010. Botswana is in a position
to benefit from these trends, but the economic impact may not be

large.
Monetary sector

The central bank’s main monetary policy objective is to support the
broader national objectives of economic diversification and export
competitiveness. The level of interest rates is the main monetary policy
tool used to achieve its objective of sustainable low inflation. “Changes
in interest rates, along with other factors such as the exchange rate,
balance of payments and the Government’s fiscal policy, affect the
overall level of demand for goods and services in the economy,”
according to the bank. Open market operations are also used to

influence demand conditions.

The Monetary Policy Committee (MPC) announced important changes
in February 2008. A more rigorous inflation forecasting framework will
be used as a policy tool rather than the rate of credit growth (as in the
past). Also the policy horizon will no longer be an annual objective, but
rather a rolling three-year medium-term objective of 3% to 6%. Inflation
forecasts are now used as “a comprehensive and inclusive indicator for
policy formulation and implementation”. As the policy horizon is longer
and more dependent on the bank’s inflation forecasts, policy is less
reactive to short term and volatile price changes. This policy remains

unchanged as it has contributed to lower inflation.
External sector

The currency, the pula (P), is pegged to a basket of currencies,
comprising the South African rand and Special Drawing Rights (SDR).

The SDR is also a basket of currencies comprising US dollars, euros,

yen and pounds. Although the Botswana authorities have not revealed
the weights, it can be imputed that they reflect Botswana’s trade
profile. It is estimated that the rand dominates the basket with a weight
of 60% to 70%.

Botswana employs a crawling band exchange rate system. The
currency is adjusted in small specified amounts, which reduces
currency volatility. The small adjustments are based on expected
inflation differentials between the central bank’s domestic objectives
and future inflation of the country’s main trading partners. The band
has been widened to allow moves of +0.5% around its central value,
thus deepening the foreign exchange market and promoting a more

market determined exchange rate.

Exchange rate policy has focused on the promotion of Botswana’s
international trade competitiveness, particularly of its non-diamond
exports, by maintaining a stable and competitive real effective
exchange rate (REER); and on the diversification of the economy. An
overvalued exchange rate will tend to make non-diamond and non-
mining exports more expensive for overseas buyers. The exchange
rate is thus used as a policy tool to support the creation of new
industries and sectors and to protect them from the negative effects of
an overvalued real exchange rate, as well as other Dutch disease
symptoms. Stable and low inflation contributes to the stability of the
REER.

Public sector

The government has adopted a rules-based approach to managing
mine revenues. This has contributed to macroeconomic stability,
intended to avoid the boom-and-bust type fiscal situations experienced
by some of the resource-based economies. The fiscal rule requires
that mineral revenue must be dedicated to the expansion of the
economy’s productive base, rather than to consumption. The rule
states that government expenditure must not exceed 40% of GDP. In
addition, recurrent and development expenditure must be apportioned
in an ideal ratio of 70:30; that is, development expenditure must not fall
below 30% and recurrent not exceed 70% of total expenditure. This
has enabled government finances to remain sound in recent years

despite revenues coming under pressure.

The SACU — which is 100 years old this year — has supported fiscal
stability and prosperity for its members. Several modifications to the
agreement were implemented over the period, the most recent in 2002.

Negotiations are ongoing to continue the modernisation process.

Botswana will continue to be negatively affected by the protracted
global recession. The main danger is that the large shock to the
domestic economy, emanating from the credit crunch, may deflect the
economy from its historically high growth path, and from which it may
take many years to recover. Botswana is an export-dependent
economy and its main export markets are the US and other developed
markets. In particular, consumers in the US, which purchase about half
of the world’s diamond jewellery, are in a protracted process of

rebuilding their balance sheets through higher savings and lower



consumption expenditure. High unemployment of just below 10% and
a lacklustre housing market contribute to the weak outlook. A record-
high fiscal deficit and mounting government debt are other factors
underscoring a bleak outlook for the US consumer. Luxury purchases

may be the last to recover fully from the global recession.
Forecast summary

National accounts

According to the Organisation for Economic Co-operation and
Development, Botswana’s real GDP growth averaged more than 9%
over most of the past four decades, one of the highest growth rates in
the world. However, we expect real GDP to have contracted by 5% in
2009 on the back of falling diamond mining volumes and lower
diamond prices. Botswana remains exposed to the diamond sector and

diversification is becoming increasingly urgent.

Between 2010 and 2012 diamond production volumes and prices are
expected to stagnate and economic growth to fall to more subdued
levels compared to the historical levels mentioned above. We expect
economic growth of around 3% in 2010 and 2011, rising to 3.2% in
2012.

Figure 14: Real GDP growth (%)
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Source: Bank of Botswana, Standard Bank est.

This pessimistic scenario firstly assumes that it will take an extended
period of time for greater diversification to be achieved and replace
diamond mining as the economy’s main growth driver. Secondly, the
global economy may experience a more prolonged period of sluggish
levels of economic growth than currently anticipated, causing
consumer demand for diamonds and jewellery to be subdued. A
double-dip recession cannot be ruled out as many developed countries

are now burdened with massive fiscal deficits and national debt levels.

In particular, US consumers, who constitute about 20% of world
consumption demand, will generally reduce purchases of luxury goods
as households attempt to rebuild their balance sheets and increase
their savings. The US housing market remains very fragile and a
growth recovery cannot be sustained unless the housing market
stabilises. Rapid-growing economies in Asia, such as China, are

unable to compensate for the drop in global effective demand

emanating from the US, as consumption expenditure as a share of

output in Asia is too small.

Consumption expenditure in Botswana is expected to be constrained
by job losses as well as modest salary increases. In the 2010 budget
speech the minister announced that civil servants will not receive

salary increases in the light of the severe budget cutbacks.

Some large infrastructure investment projects are in the pipeline. The
construction of a 1 200 MW coal-fired power station at Mmamabula is
being planned. The expansion of Phase 1 of the Morupule Power
Station is expected to be completed in 2012, which will add 600 MW of
power. Phase 2 of the project will add another 600 MW to the power
output. In addition, the fast-tracked Gas-Fired Power Station project is
expected to deliver power by August 2010. Botswana’s electricity
supply will, however, remain constrained and subject to interruptions at
least until 2012, which is a major constraint on the energy-intensive

mining industries.

The services sector will be boosted by the establishment of a new
international financial services centre, Bourse Africa, a commodity spot
and derivatives exchange. It is expected to launch this year. The
exchange will be created under the auspices of the International
Financial Services Centre (IFSC). Also, two new commercial banks

entered the financial sector in 2009.

Government spending will be curtailed by lower mining revenues, an
important source of government revenue, as reflected in the 2010
budget. Also, Southern African Customs Union (SACU) revenue is
expected to be well below the windfall levels enjoyed in previous years,
as intra-SACU imports have fallen. South Africa’s Minister of Finance
recently announced that SACU transfers will be cut by about 20%.
According to Botswana’s 2010 budget speech, overpayment of
distributions to SACU members will need to be repaid, as the sharp
drop in SACU revenue was not anticipated. Moreover, to remain
compliant with the current National Development Plan (NDP10), which
aims at sustainable public finances, substantial expenditure cuts will

have to be made, hence a balanced budget is planned for 2012/13.
Monetary policy

Inflation and interest rates are expected to continue to moderate over
the next few quarters. More stable commodity prices, particularly

energy prices, will also help to contain price pressures.

South Africa’s more positive inflation outlook will also help to moderate
price pressures in Botswana. Consumer inflation (CPI) in South Africa
is forecast at 5.4% for this year (PPl 6.9%), 5.4% (PPI 6.9%) in 2011
and 5.5% (PPl 7.2%) in 2012 (Standard Bank forecasts). The pula’s
depreciation against the rand in 2009 is not expected to drive imported
prices significantly higher, as this reversed the currency’s appreciation
in 2008, and the labour market and domestic demand are weak.

Botswana'’s inflation rate is typically higher than South Africa’s.

We expect Botswana’s inflation to average 5.9% in 2010, 5.8% in 2011
and 5.7% in 2012. Inflation is not expected to fall significantly as the

international crude oil price has risen to over US$70 per barrel, driving



domestic energy prices higher. Rising electricity costs are expected to
push prices higher. The increase in value added tax (VAT) to 12% from
10% announced in the 2010 budget will also put upward pressure on
prices in the short term. Higher administered prices and government
levies are expected to increase, as indicated in the Monetary Policy
Statement 2010. However, weak economic growth will help to contain
price pressures, as actual output is below the potential or long-term

trend.

Figure 15: Consumer inflation (annual average %)
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We expect interest rates to ease during 2010 to 2012 as inflation is
expected to moderate, and economic growth is expected to slow, as

discussed above.

Figure 16: Interest rates (annual average %)
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The central bank is expected to adopt a generally accommodative
monetary policy to reduce the cost of credit and stimulate the
economy. The bank rate is expected to fall to an average of 12.2% in
2010, 11.4% in 2011 and 10.7% in 2012. The prime rate is expected to
follow bank rate trends lower and to average 13.7% in 2010, 12.9% in
2011 and 12.2% in 2012. A margin of 150 basis points between the

two rates is expected to be maintained.

10

External sector

The pula exchange rate is expected to continue to be devalued against
the US dollar in line with forecasted inflation differentials between
Botswana and its main trading partners. For example, South Africa’s
inflation rate (the South African rand represents about 70% of the pula
basket) is expected to average 5.4% in 2010 and 2011, whereas
Botswana'’s inflation rates are expected to average 5.9% in 2010 and
5.8% in 2011, indicating that a downward adjustment of the nominal
effective exchange rate of the pula is needed to maintain export
competitiveness. Botswana'’s inflation is typically higher than that of its
main trading partners, resulting in a marginally weaker currency. In line
with the expected inflation differentials, we expect the pula to weaken
to an average of BWP6.88/USD in 2010, BWP7.23/USD in 2011 and
BWP7.60/USD in 2012.

Figure 17: Exchange rate, BWP/USD (annual average)
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The trade balance came under pressure in 2009 as the quarterly data,
available until September, discussed earlier, showed trade deficits. We
expect the trade deficit for 2009 to be 6.6% of GDP.

Figure 18: Trade balance i goods and services (% of GDP)
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In 2010 the trade account is also expected to come under pressure
and record a deficit, as diamond export earnings are expected to be
subdued over the next few years. We expect that export growth will
start to improve in 2011 and 2012, if the US diamond market recovers.



Imports in 2010 could be higher than in 2009 as imports of consumer
and capital goods - investment expenditure on infrastructure - will
remain relatively strong. The relatively low international crude oil price
will provide some relief. These factors are expected to give rise to
trade deficits over the next few years. We expect a trade deficit of 6%
of GDP.

A robust growth recovery in the US as well as a resumption of strong
consumer demand for luxury goods are prerequisites for a sustained
improvement in the diamond market. Consumer confidence in the US
(as measured by the Conference Board’s Consumer Confidence
Index), which is a leading indicator for diamond sales, remains at
depressed levels, suggesting that consumers are pessimistic about

their income prospects.

SACU receipts will be eroded as South Africa’s economic growth slows
to below potential output growth - estimated at about 4.5% - and its
imports stagnate, thus negatively affecting Botswana’s current account
balance. South Africa’s economic growth is expected to recover
gradually - from 2.6% in 2010 to 4.1% in 2012 — but remain below

potential growth over the period.
Fiscal policy

The new Minister of Finance and Development Planning, O K
Matambo, delivered the 2010 budget on 8 February. According to
revised estimates published in the 2010 budget, a fiscal deficit of 5.4%
of GDP (P4 696 million) was recorded in 2008/09. In 2009/10 a revised
deficit of 15.1% of GDP (P13 483 million) is expected, a large
deterioration (see Figure 19). The minister also anticipates a fiscal
deficit of 12.2% of GDP (P12 117 million) in 2010/11. The minister
expects diamond sales to return gradually to 2007/08 levels only by
2012/13. Economic growth was forecast at about zero for 2009/10 and
5% for 2010/11, which, although more optimistic than a number of
analysts expect, explains the relatively rapid recovery in the fiscal

balance.

Figure 19: Fiscal balance (% of GDP)
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The minister said that a sharp reduction in fiscal spending was
avoided, helping to underpin economic growth, as recurrent spending
as well as development spending remained high in 2008/09. In
2009/10 high

recurrent and development spending was also

11

maintained. However, going forward, development spending will be
curtailed, while recurrent spending will grow marginally, which are
measures aimed at containing the fiscal deficit. Lower development
spending implies that infrastructure spending and diversification could

progress at a slower pace than is desirable.

Recurrent spending is to increase from P26 378 million in 2009/10 to
P27 143 million in 2010/11, whereas development spending is to fall
from P14 445 million to P12 182 million over the same period.
servants will not receive

Although civil cost-of-living salary

adjustments, personal emoluments are estimated to increase
marginally from P10 883 million to P11 935 million over the same

period.

The main developmental focus will be investment in the education and
health sectors, and electricity (such as the Morupule B Power Station)
and water infrastructure (on three ongoing dam projects and water
supplies to villages). Air and road transport infrastructure will also be
supported.

New tax measures were announced in the budget. VAT is to be raised
to 12% and the threshold for registration was raised to P500 000 from
P250 000, effective 1 April 2010. It is estimated that this measure will
raise VAT revenue from P3 687 million in 2009/10 to P4 583 million in
2010/11. Also, a more simplified single company tax rate of 25% was
announced, replacing the two-tier system. Manufacturing companies
and IFSC-registered companies will continue to be taxed at 15%. The
final withholding tax on dividends paid will be reduced to 7.5% from
15%. These measures are expected to raise non-mineral income tax
from P5 852 million in 2009/10 to P6 618 million in 2010/11.

The deficit of P12 117 million in 2010/11 (equivalent to 12.2% of GDP)
will be financed by drawing on government's cash balances
accumulated during surplus years and borrowing in the domestic
capital market. A domestic bond will be issued in March 2010, details
of which will be announced by the central bank. This will be followed by
a bond issuance programme, details of which will be clarified in July.
The government should not have any difficulties in financing the
domestic bond as the ratio of debt to GDP is relatively low at about
5.2% in 2007/08.

A balanced budget is planned for 2012/13, in accordance with NDP10,
which runs from April 2009 to March 2016. According to the minister,
the first two years “together will absorb most of the approved deficit for
the entire NDP10”. The remaining years will therefore also require
balanced budgets, if NDP10 is to be adhered to strictly. The severity of
the global economic downturn and impact on the domestic economy is

evident in the unexpectedly large fiscal deficits.
Outlook

The global economy experienced a number of unusually severe and
unprecedented shocks as a consequence of global structural
imbalances and the financial crisis in the US and other developed

countries.



Botswana’s vulnerability and dependence on diamond mining was
exposed by the global recession in 2008. Although a global economic
recovery this year is forecast, some of the structural imbalances
remain. A number of new problems are emerging almost daily that may
cause more setbacks and result in the dreaded double-dip recession

for the global economy.

The Botswana government will need to focus on economic as well as
social issues: to diversify the economy, to reduce poverty and
unemployment, and narrow the large income disparities. The recent
election has given the ruling party a strong mandate to implement
growth-orientated policies, even if these prove to be unpopular in the
short term, if they deliver diversification and economic growth in the
medium and long term. The large fiscal deficit is cause for concern, but
the government is committed, under NDP10, to deliver a balanced
budget by 2012/13. There is no doubt that it is a difficult objective to
achieve, and the country may yet see increased hardship if the
government cannot continue to fund its social mandate to alleviate

poverty and combat the HIV pandemic.

Lower interest rates, facilitated by moderating inflation rates, and a
more accommodating monetary policy, will help boost the economy to
overcome adverse external shocks. The sound policy and institutional
environments will help guide economic agents, particularly
government, to deal effectively and efficiently with the difficult socio-

economic problems the country is facing.
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Botswana

Standard Bank forecasts of selected indicators

2006
National Accounts
Gross domestic product (millions of constant pula) 23613
Real GDP growth (%) 51
Final consumption expenditure of households (%
change) -1.0
Gross fixed capital formation (% change) 73
Prices
Inflation (%) 11.6
Monetary sector
Interest rate (%) - prime rate (average) 16.5
Exchange rate (BWP/USD) 5.8
External sector
Trade balance — goods and services (% of GDP) 16.4
Public sector
Fiscal balance (% of GDP) 71

2007

24,660
4.4

3.9
15

7.1

16.2
6.1

12.1

11.2

2008

25,374
2.9

4.6
6.5

12.6

16.6
6.8

4.2

2009f

24,105
-5.0

1.0
2.0

8.2

13.8
7.1

5.4

2010f

24,829
3.0

1.0
2.5

5.9

13.7
6.9

=131

2011f

25,573
3.0

1.0
3.0

5.8

12.9
7.2

-12.2

2012f

26,392
3.2

1.0
3.0

5.7

12.2
7.6

-5.5

Sources: Bank of Botswana, Ministry of Finance and Development Planning, Standard Bank est. .
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