
DOCUMENT OF INTERNATIONAL MONETARY FUND AND FOR OFFICIAL USE ONLY 

FOR 

AGENDA 

SM/10/31 

 

 

February 9, 2010 

 

 

To:  Members of the Executive Board 

 

From:  The Secretary 

 

Subject: Kingdom of Lesotho—Staff Report for the 2009 Article IV Consultation 

 

Attached for consideration by the Executive Directors is the staff report for the 2009 

Article IV consultation with the Kingdom of Lesotho. The staff report, together with the 

response of the authorities (SM/10/32, 2/9/10), is part of the pilot on innovating Article IV 

consultations and is tentatively scheduled for discussion on Monday, February 22, 2010. At 

the time of circulation of this paper to the Board, the Secretary’s Department has not received 

a communication from the authorities of the Kingdom of Lesotho indicating whether or not 

they consent to the Fund’s publication of this paper; such communication may be received 

after the authorities have had an opportunity to read the paper. 

 

Questions may be referred to Mr. Thugge (ext. 39761) and Ms. Morgan (ext. 37798) in AFR.  

 

Unless the Documents Section (ext. 36760) is otherwise notified, the document will be 

transmitted, in accordance with the procedures approved by the Executive Board and with the 

appropriate deletions, to the WTO Secretariat on Thursday, February 18, 2010; and to the 

African Development Bank and the European Commission, following its consideration by 

the Executive Board.  

 

This document, together with a supplement providing an informational annex, will shortly be 

posted on the extranet, a secure website for Executive Directors and member country 

authorities. The supplement, which is not being distributed in hard copy, will also be 

available in the Institutional Repository; a link can be found in the daily list (http://www-

int.imf.org/depts/sec/services/eb/dailydocumentsfull.htm) for the issuance date shown above. 

 

Att: (1) 

 

Other Distribution: 

Department Heads 



 

 

 



 
 

INTERNATIONAL MONETARY FUND 
 

KINGDOM OF LESOTHO 
 

Staff Report for the 2009 Article IV Consultation 
 

Prepared by the staff representatives for the  
2009 Article IV consultation with the Kingdom of Lesotho 

 
Approved by Sharmini Coorey and Tom Dorsey 

 
February 4, 2010 

 
 
 

 

 Mission: November 4-18, 2009. The mission met with Finance and Development 
Planning Minister Thahane, Central Bank of Lesotho Governor Senaoana, other senior 
government officials, and representatives of the private sector and the donor community. 
Discussions were concluded on January 15. 

 Team: Messrs. Thugge (head), Pastor and Gaertner, and Miss Morgan (all AFR). 
Ms. Lephoto (OED) and representatives of the World Bank also attended.  

 Previous Fund advice included: (i) strengthening non-SACU revenues; (ii) containing the 
growth of recurrent spending; (iii) improving public expenditure management; and (iv) 
accelerating the pace of structural reforms to increase productivity. Progress has been 
made in consolidating non-SACU revenues, and the introduction of the IFMIS in early 
2009 should help in public expenditure management. However, government spending has 
continued to increase sharply, and implementation of structural reforms has been slow. 

 Lesotho has accepted the obligations of Article VIII, Sections 2, 3, and 4, of the Articles 
of Agreement and maintains an exchange system free of restrictions on the making of 
payments and transfers for current international transactions. Lesotho is a member of the 
Common Monetary Area (CMA) and the Lesotho loti is pegged at par to the South 
African rand, which is also legal tender in the country.  

 Macroeconomic data have some shortcomings, but are broadly adequate for surveillance.

 Consultation cycle: Recommended to be held on the standard 12 month cycle. 
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Glossary 
 
AGOA   African Growth and Opportunity Act 
CBL   Central Bank of Lesotho 
CRP   Common Revenue Pool 
CMA   Common Monetary Area 
DBIs   Doing Business Indicators 
DSA    Debt sustainability analysis 
FIA   Financial Institutions Act 
LHDA   Lesotho Highlands Development Authority 
LHWP   Lesotho Highlands Water Project 
LNDC   Lesotho National Development Corporation 
MCC   Millennium Challenge Corporation 
M   Maloti (plural for the loti, Lesotho’s currency) 
MoFDP  Ministry of Finance and Development Planning 
MDGs   Millennium Development Goals 
NBFIs    Non-bank Financial Institutions  
OBFC   One-Stop Business Facilitation Centre 
PAC   Project Appraisal Committee  
PFM   Public Financial Management 
SACU   Southern African Customs Union 
SADC   Southern African Development Community 
SACCs  Savings and Credit Cooperatives 
VAT   Value-added Tax 
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I.   BACKGROUND: THE RISE AND FALL OF SOUTHERN AFRICAN CUSTOMS UNION (SACU) 

REVENUES 

An increase in SACU revenues over several years was followed by a marked expansion in 
government spending which peaked in 2009/10. The global economic crisis has led to a 
steep and unexpected reduction in SACU revenues and, as a result, current levels of 
government spending have become unsustainable.  

A.   A Prolonged Increase in SACU Revenues was Followed by a Significant Increase in 
Government Spending  

1. During the period 2004/05-2009/10, Lesotho’s SACU revenues rose markedly 
driven by the economic boom and large imports in South Africa, and by a change in the 
SACU revenue-sharing formula in 2004/05 (Figure 1 and Annex 1). SACU revenues rose 
from around 19 percent of GDP in 2003/04 to an estimated 35 percent of GDP in 2009/10. 
Non-SACU revenue remained broadly unchanged during 2004/05-2008/09, but rose 
noticeably in 2009/10. 

Figure 1. Southern African Customs Union (SACU) Revenues,  
Total Revenue and Grants, and Government Spending 

(percent of GDP) 

 
 

2. Government spending during 2004/05-2007/08 lagged the increase in revenues 
and grants, but subsequently rose rapidly and is expected to surpass revenues in 
2009/10.  With government outlays rising only gradually from about 48 percent of GDP in 
2004/05 to 52 percent in 2007/08, and revenues rising sharply, sizable fiscal surpluses 
(averaging 10 percent of GDP) emerged which contributed to a marked increase in 
government deposits. However, expenditures rose rapidly in 2008/09 and 2009/10 bringing 
estimated total spending to an unprecedented level of 70 percent of GDP in 2009/10. This 
increase in spending reflected two consecutive general nominal wage increases of 15 percent 
and 8.5 percent; hiring in the education and health sectors; increased spending on social 
safety nets for vulnerable groups; and funding for the newly-established defined contribution 
pension scheme. For the first time in five years, Lesotho’s fiscal position is estimated to shift 
to a deficit of 1 percent of GDP in 2009/10. 
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Figure 2. Lesotho: Recent Economic Developments and Outlook 

 
Real GDP growth has been erratic and narrowly based on 
sectors such as mining with limited linkages to the rest of 
the economy. Growth in 2012 and 2014 is expected to be 
driven by construction of the Metolong Dam and start-up 
of the water project (LHWP II), and recovery in mining. 

 
Inflation has decelerated since end 2008 due to moderate 
increases in international fuel and food prices, and is 
expected to be broadly in line with that of South Africa. 

 
Sizable SACU revenues resulted in large fiscal surpluses 
during 2005-08. However, with sharply lower SACU 
revenues projected in the next three years, large fiscal 
deficits are expected. 

 
Public debt declined through 2009, but is expected to rise 
gradually thereafter in line with increased borrowing to 
finance emerging deficits. Nevertheless, public debt should 
remain broadly manageable. 

 
Large SACU receipts resulted in current account surpluses 
prior to 2009. As SACU revenues decline, large deficits are 
expected in the near term before narrowing to more 
sustainable levels by 2014. 

 
The strong external position facilitated a build up of 
international reserves to a comfortable level by 2009.  
However without additional external support, the expected 
worsening of the external position could reduce reserves 
below the CBL’s target. 
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Figure 2. Lesotho: Recent Economic Developments and Outlook 
(concluded) 

Growth in broad money remained high.. 

 
…as did credit to the private sector. Financial 
intermediation remains low by regional standards. 

 
B.   Despite Large Current Account Surpluses, Competitiveness Remained a Major 

Challenge 

3. The sizeable increases in SACU revenues, supported by higher workers’ 
remittances and exports of diamonds, resulted in large current account surpluses which 
facilitated a significant build-up of reserves. The external current account shifted from a 
deficit of 8 percent of GDP in 2005 to surpluses averaging 9.5 percent of GDP between 2006 
and 2008, leading to a large build-up of international reserves. However, lower export 
earnings in 2009 owing to the global economic crisis, along with higher levels of imports 
linked to increased government spending, are expected to result in a current account deficit 
of 1.5 percent of GDP. Capital inflows, including those from the Millennium Challenge 
Corporation (MCC), should finance this deficit and help further build-up reserves to US$1.1 
billion at end-2009 (equivalent to 7.4 months of imports cover).1 This is well above the 
amount of US$ 650-700 million targeted by the Central Bank of Lesotho (CBL) for stability 
of the exchange rate peg.   

4. Lesotho’s exports of garments to the United States under the Africa Growth and 
Opportunity Act (AGOA) have been declining since 2006-07.  Increased competition from 
lower cost Asian producers, and more recently, the reduction in demand for garments from 
the United States in the aftermath of the global financial crisis, have resulted in layoffs in the 
textiles industry.  As a result, Lesotho’s share of apparel exports to the United States has 
declined significantly by over 35 percent since 2004 while the share for Asian countries has 
increased (Text Table 1).  

                                                 
1 The allocation of SDR 29.1 million has been added to reserves and has not been converted to other currencies.  
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C.   Narrowly-Based Growth has Contributed to Significant Social Challenges  

5. Real GDP growth in recent years has been relatively strong, but was largely 
confined to sectors that have limited linkages to the rest of the economy and modest 
impact on employment. Real growth averaged 4.5 percent during 2006-08 driven largely by 
the mining sector before slowing to 1.4 percent in 2009 owing to the global economic crisis. 
Large remittances from South Africa also supported domestic consumption during 2006-08 
but these fell significantly in 2009 as the South African economy contracted. The share in 
GDP of the low-labor content mining sector rose from 0.2 percent in 2000 to about 
9.2 percent in 2008, at the expense of the more labor-intensive agriculture sector whose share 
declined from 11.6 percent to 7 percent over the same period (Figure 3). Agricultural 
production has been affected by high input costs, poor farming practices, and recurrent 
drought.  

Figure 3. Changes in Composition of GDP, 1980-2008 

 
 

6. The decline in agriculture has exacerbated poverty in the rural areas where a 
majority of Basotho make a living. As a result, although recent growth has facilitated some 
progress on the social front, considerable challenges remain in reducing poverty, 
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unemployment and income inequality (Figure 4). In addition, the HIV/AIDS pandemic has 
not only hindered the pace of socio-economic development, but it also continues to 
negatively impact productivity and public service delivery, and threatens the achievement of 
the MDGs. These socio-economic challenges could be exacerbated by the global economic 
crisis, which is forecasted to reduce economic growth in 2009, with only a moderate recovery 
expected in the near term. 

Figure 4. Lesotho: Social Indicators1 

 

D.   The Financial Sector has Weathered the Global Financial Crisis and Progress was 
made in Financial Sector Reforms 

7. The financial sector appears to have weathered the global financial crisis 
relatively well. The banking sector’s liquidity, profitability and capitalization remain 
satisfactory, although with the slowdown of the economy in 2009, non-performing loans to 
households have risen, albeit from a very small base (Figure 5). Non-bank financial 
institutions (NBFIs) have been relatively more affected by the global crisis. Gross premiums 
in the insurance sector declined significantly between end-2007 and end-2008 in the context 
of slow economic growth, while the sector’s profitability has also been eroded by the poor 
performance of international equity markets. 
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8. Financial sector vulnerabilities stem mainly from weakly supervised NBFIs and 
the potential for re-emergence of Ponzi schemes. The CBL is making progress in 
strengthening prudential regulations for banks and NBFIs, and efforts are underway to amend 
the Financial Institutions Act (FIA) to address gaps in the supervision of insurance brokers, 
pension funds and money lenders along international best practices. To address Ponzi 
schemes, the government has introduced an amendment to the FIA that deals with illegal 
financial schemes. In the meantime, the largest Ponzi scheme (MKM) remains closed and the 
government is awaiting a court ruling before proceeding to liquidate it. 

Figure 5. Lesotho: Financial Sector Developments 

 
The impact of the global financial crisis has been 
moderate on the banking system… 

 
…and bank capitalization, profitability and liquidity 
remain adequate. 

 
9. The CBL has also been implementing a number of critical reforms with regard 
to anti-money laundering. These include setting rules making it obligatory for commercial 
banks to report suspicious financial transactions to the CBL and implementing the “Know 
Your Customer” guidelines to seek information about the ultimate beneficiaries of bank 
accounts. The Anti-Money Laundering Act, which criminalizes money laundering and 
financing of terrorist activities, was approved in April 2008, and the establishment of a 
Financial Intelligence Unit is expected before the end of 2010. 

E.   The Steep Unexpected Fall in SACU Revenues Will Result in Unprecedented Fiscal 
and External Deficits and Significant Downside Risks Remain 

10. The lingering effects of the global economic crisis are expected to result in 
sharply lower SACU revenues and a substantial deterioration in Lesotho’s fiscal and 
external positions. Lower imports by South Africa are expected to result in dramatically 
lower SACU revenues (net of repayments to the Common Revenue Pool) by 21 percent of 
GDP in 2010/11 relative to 2009/10.2 Although some recovery in SACU receipts is 

                                                 
2 SACU repayments account for about 5 percent of GDP of the total reduction in SACU revenues in 2010/11 
and for about 15 percent of GDP over the period 2010/11-2012/13.  
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anticipated, a permanent loss of SACU revenues is projected, stabilizing at a sustainable 
level of around 20 percent of GDP in the medium term. This is slightly below the levels (22 
percent of GDP) prevailing prior to the change in the SACU formula in 2004/05 and the 
economic boom in South Africa. 

11. This unexpected and sudden decline in revenues comes at a time when 
expenditures are at their highest historical level and will lead initially to large fiscal 
deficits (Text Table 2 and Figure 6). Under an unchanged policy scenario, Lesotho’s fiscal 
position would deteriorate sharply to a deficit of about 22 percent of GDP in 2010/11 and 
average about 17.3 percent of GDP in 2011/12-2012/13. 

 
 

Figure 6. Medium-Term Fiscal Position 
(percent of GDP) 
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12. The authorities intend to take immediate actions to constrain the growth of 
spending. The government plans to reduce spending by 4.3 percent of GDP relative to 
2009/10,  but given the difficulty of further cuts in spending, particularly in light of the on-
going economic slowdown, Lesotho’s overall fiscal deficits are set to rise to an all time high 
of 16.5 percent of GDP in 2010/11. As SACU revenues recover and the proposed 
expenditure measures are implemented, the overall fiscal deficit should narrow and reach a 
balanced position by 2015/16. The non-SACU deficit is projected to decline to about 20 
percent of GDP by 2014/15 broadly in line with levels prior to 2004/05.  

13. The external current account deficit is also expected to initially widen sharply in 
2010-2011 owing to the lower SACU revenues, but to narrow thereafter as the fiscal 
adjustment takes place (Text Table 3 and Figure 7). The current account deficit is 
expected to widen to 19.7 percent of GDP in 2010, however, as net SACU revenues recover 
and government spending is reduced, the deficit should narrow to about 5.4 percent of GDP 
by 2014. Gross international reserves are projected to remain at or above the CBL’s reserve 
target for sustaining the loti peg to the rand through end-2012. 

 

Figure 7. Medium-Term External Current Account Position 
(percent of GDP) 
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14. Considerable downside risks to the outlook remain related to: (i) prospects for a 
global and regional economic recovery; (ii) delays in undertaking the needed fiscal 
adjustment; (iii) potentially lower SACU revenues than assumed in the baseline because of:  
a change in the SACU revenue-sharing formula, a reduction in the Common External Tariff 
rates due to trade liberalization, and the creation of a SADC customs union (Figure 8). 

Figure 8. Economic Impact of a Stagnation in SACU Revenues 

 
SACU revenues for alternative scenario are 
assumed to remain constant at their 2010 levels. 

 
Unless additional fiscal adjustment is undertaken, 
fiscal deficits would widen significantly to 
unsustainable levels … 

 
as would external current account deficits…  

…and international reserves may drop well below 
the CBL’s target for sustaining the peg. 
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II.   STAFF ASSESSMENT AND RECOMMENDATIONS 

15. Against this background, the consultation discussions focused on:3 

 Measures for medium-term fiscal consolidation;  

 Structural reforms to increase productivity and external competitiveness;  

 Improving the investment climate to achieve sustained, broad-based growth for 
poverty reduction; and  

  Further strengthening the financial sector to support economic development. 

A.   Fiscal Consolidation Will Rely Mainly on Reducing Expenditure to a Level 
Consistent with a Sustainable Level of Revenues 

16. The staff concurs with the government on the urgent need to address the 
emerging large fiscal imbalances. This will require a judicious balance between financing 
measures and actions to prioritize and contain expenditures, particularly recurrent spending 
(Table 2). The fiscal savings accumulated in recent years provide some scope to draw down 
reserves to finance the deficits. In this regard, the staff supports the government’s plan for a 
cautious drawdown of its deposits in amounts which do not jeopardize the CBL’s 
international reserves position and the credibility of the loti peg to the rand. Other possible 
financing sources include new budget support from development partners and some domestic 
borrowing in the form of bond issuance. To ensure debt sustainability and preserve the 
exchange rate peg, the authorities would need to target a balanced budget as a medium-term 
anchor. 

17. In light of the expected deterioration of the fiscal and external positions, the level 
of international reserves would fall below the CBL’s target and recent levels of import 
coverage. The staff are, therefore, following up on the authorities’ interest in a Fund-
supported program. Such support would bolster reserves and strengthen the credibility of the 
loti peg. Given the need for medium-term fiscal consolidation and structural reforms, the 
staff is of the view that the Extended Credit Facility would be best suited for Lesotho.  

18. Since the financing measures noted above will help narrow the financing 
requirements, a return to fiscal sustainability will require consolidating non-SACU 
revenues and determined actions to curtail spending, particularly on the wage bill. 
Since non-SACU revenues are relatively high, the staff supports the authorities’ intentions to 

                                                 
3 Recent improvements in administrative capacity and in strengthening of public institutions should assist in the 
implementation of these measures. 



14 
 

 

improve tax administration to enhance revenue collection especially at the borders, while 
improving the compliance rate for VAT and income tax collections. More importantly, the 
staff recommends that government contains the wage bill by eschewing general wage 
increases and restricting new recruitment to high-priority areas. In addition, the government 
should take advantage of the mandatory retirement scheme for civil servants which comes 
into effect in 2010/11 to reduce the size of the public service by carefully assessing whether 
the vacated positions can be eliminated without affecting efficient services delivery. 

19. Expenditure on goods and services and other recurrent spending has risen 
substantially in recent years and needs to be curtailed. The staff urges the authorities to 
focus on cutting non-priority expenditures while taking care to safeguard spending on 
vulnerable groups and on key priority areas which are needed for sustained economic growth 
in the medium term. The limited fiscal space leaves little scope for introducing new 
expenditure policies. In this connection, the authorities’ proposed spending ceilings for the 
2010/11 budget are broadly in line with the staff’s recommendation and should go a long 
way in addressing the fiscal imbalances. 

20. Improving public expenditure management will become even more critical in 
light of the reduced resources. The staff, therefore, strongly supports the government’s 
intention to formulate the 2010/11 budget on an outturn basis rather than on the basis of the 
previous year’s budget. This will ensure more efficiency and improve budget execution as it 
will result in allocation of more resources to Ministries that have the capacity to execute their 
programs. It will also help narrow the gap between the budget and outturn, a key benchmark 
for Public Financial Management (PFM) assessment and for unlocking further budget 
support.  

21. The staff is encouraged by the government’s efforts to improve the quality of 
capital expenditure. With capital budget execution averaging 75 percent, there is need for 
closer scrutiny and monitoring of projects that are included in the budget. In this context, the 
staff welcomes the recent resuscitation of the Project Appraisal Committee (PAC), and the 
progress it has made in completing assessment of 10 infrastructure projects. The staff is 
encouraged by the PAC’s commitment to recommend for inclusion in the budget only new 
projects that meet the government’s development objectives of economic growth, poverty 
reduction, and the attainment of the MDGs. 

22. The staff’s analysis shows that Lesotho could be at moderate risk of debt distress 
over the medium term under the baseline scenario. Depending on the level of debt 
incurred for budget financing over the next 3-4 years, some debt indicators could rise above 
key threshold levels. This underscores the importance of persevering with the measures 
government is pursuing to ensure prudent fiscal policies and sound debt management (see the 
Debt Sustainability Analysis Annex).  
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B.   Structural Reforms Should be Fast-Tracked in Order to Increase Productivity and 
External Competitiveness 

23. The textile sector, which is an important source of employment and foreign 
exchange, faces significant challenges to remain competitive over the medium-term. 
Even in the event that the existing preferences under the AGOA are extended beyond their 
current expiration date of 2015, Lesotho will continue to face strong competition in the US 
market. Therefore, achieving long-term viability of the domestic textile industry will require 
significant efforts to improve productivity. This would reduce unit labour costs and allow 
Lesotho to compete more effectively with lower-cost and more efficient producers in Asia 
and Africa. It is also critical that the sector intensifies its efforts to diversify its products as 
well as the markets for its products. 

24. The peg of the loti to the rand has served Lesotho well in facilitating transactions 
with South Africa and in helping maintain low inflation. However, in light of the recent 
appreciation of the loti against the US dollar, the staff’s assessment of the real exchange rate 
suggests that the loti is moderately overvalued, assuming the fiscal adjustment is 
implemented as projected (Box 1). Given the desirability of maintaining the peg, there is no 
scope for external adjustment through the nominal exchange rate. To achieve external 
sustainability will therefore require fiscal consolidation, a fast-tracking of the implementation 
of key structural reforms to enhance productivity growth in tradables, wage restraint to 
reduce costs and improvement of infrastructure. In light of Lesotho’s close proximity to 
South Africa and comparatively lower unit labour costs, efforts should be intensified to take 
advantage of this large market as a way of developing its manufacturing industry. 

25. The staff recommends a cautious approach to direct intervention in the textile 
sector. In the staff’s view, the government should adopt a more sustainable and holistic 
approach which avoids subsidizing selected companies, and is based on accelerating the pace 
of structural reforms to identify new sources of growth, employment, and export earnings. 
The global credit crunch created financing constraints for some textile firms that were unable 
to access trade finance through their parent companies in Asia. The staff notes the 
authorities’ intention to set up a facility through the CBL to provide financing to the textile 
sector and would advice that once operational, the facility should be operated on market 
terms and should avoid extending unsustainable and distorting subsidies. 

C.   Broad-Based Growth and Poverty Reduction will Require Improving the 
Investment Climate and Undertaking Key Reforms 

26. Strong broad-based economic growth is essential for a sustained reduction in 
poverty and inequality over the medium term. Therefore, the staff welcomes the 
government’s broad-based growth strategy which emphasizes diversification into sectors 
such as tourism, agriculture, manufacturing and support for small and medium size 
enterprises as a way to achieve sustained growth and poverty reduction. At the same time, 
measures to address the HIV/AIDS pandemic (such as awareness campaigns and sustained 
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antiretroviral treatment) are critical to raise life expectancy indicators, achieve gains in 
human development, and increase labour productivity. 

27. The staff supports the government’s objective of improving the investment 
climate by implementing the reforms supported by the World Bank and the MCC.  
Lesotho’s ranking in the World Bank’s Doing Business Indicators (DBIs) has deteriorated 
over the past three years, and compares unfavourably with that of other SACU member 
countries and other African countries, which are reforming at a faster pace. Effective 
implementation of the MCC’s private sector component and the World Bank’s ongoing 
Private Sector Competitiveness and Diversification Program, among other projects, should 
help reduce the cost of doing business and enhance Lesotho’s regional and global 
competitiveness.  

28. Lesotho’s success in diversifying its economic base will depend on undertaking 
reforms that raise productivity and reduce the cost of doing business. The enactment of 
the Land Reform Bill and amendment of the Stamp Duty Act should facilitate the use of land 
as an economic asset and help improve access to bank credit with land being used as 
collateral. Major gains in lowering the cost of doing business could be attained by reducing 
delays in construction permits, better protection of investors, easing of trade across borders, 
and improving the operational aspects of the One-Stop Business Facilitation Centre (OBFC). 
In this regard, the staff recommends that a taskforce chaired by a senior official in the 
Ministry of Finance and Development Planning be charged with driving the reform agenda 
aimed at improving the investment climate. 

29. Lesotho’s medium-term economic growth should accelerate with the 
construction of the Metolong Dam and the commencement of Phase II of the Lesotho 
Highlands Water Project (LHWP II). Both projects should boost economic growth during 
the construction phase and later when water is exported to South Africa. 

D.   Strengthening Financial Sector Supervision and Enhancing Access to Financial 
Services Should Support Economic Development 

30. The staff is encouraged by the authorities' actions to develop the money and 
capital markets in Lesotho. The development of a domestic bond market will help extend 
the yield curve and deepen the securities market, while providing government with an 
alternative source of budget financing. In the staff’s view, there is a potential demand for 
longer-dated bonds, especially by institutional investors who are placing almost all of their 
assets abroad due to the lack of domestic investment opportunities.  
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Box 1. The Real Exchange Rate and Competitiveness 

The exchange rate assessments based on the IMF’s methodology suggest that the loti is 
moderately overvalued as of mid-November 2009.1/ The macroeconomic balance approach, 2/ 
which compares Lesotho’s medium-term external current account stripped of temporary factors, to a 
norm derived from panel data of Sub-Saharan African countries indicates an overvaluation of 20 
percent as of November 2009. The external sustainability approach, which assesses the level of the 
current account balance that would stabilize the country’s net foreign asset position at end-2008, 
suggests that the loti is overvalued by about 13 percent as of November 2009.  
 

 
 
Although Lesotho’s garments exports to the US increased sharply between 2000 and 2004 (to 
some US$500 million), exports stagnated thereafter with Lesotho’s market share in the US textile 
market declining in recent years.3/ The loss in competitiveness reflects, in part, the rapidly 
increasing unit labor costs and a poor investment climate, as measured by the World Bank’s Doing 
Business Indicators (DBI). Although there are several reforms underway (e.g., the One Stop Business 
Facilitation Centre), Lesotho’s competitiveness is slipping because other countries are reforming at a 
faster pace and/or many of its reforms (e.g., new businesses’ registry and licensing) are taking longer to 
implement.  
 

 
1/ The CGER methodology has been adapted to cover a sub-set of African countries, and removes Lesotho-specific temporary 
factors  
2/ Assuming the agreed fiscal adjustment scenario. 
3/Trends with Lesotho’s exports have paralleled developments in other Sub Saharan exporters, with the region’s share in total 
U.S. imports of apparel declining from 2.7 percent in 2004 to 1.5 percent by October 2009. 
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31. The staff welcomes the government’s continued efforts to resolve the MKM 
Ponzi scheme and to prevent the re-emergence of new ones. In line with previous 
recommendations, the staff urges the authorities to avoid bailing out investors in the illegal 
Ponzi scheme given the risk of encouraging such behaviour in the future. Any limited 
government intervention related to the legitimate funeral services business will need to be 
addressed within the government’s sharply reduced resource envelope. 

32. The staff supports the Department of Cooperatives intention to develop a policy 
paper on savings and credit cooperatives (SACCs). In the staff’s view, the policy paper, 
which is expected to be submitted to Cabinet in early 2010, should highlight existing 
weaknesses and develop an action plan to address gaps in prudential regulations and 
supervision of the SACCs, including for anti-money laundering requirements. It should also 
revisit the proposal for the establishment of bank cooperatives (i.e., SACCs that mobilize 
deposits from non-members). The staff recommends that regulations for SACCs be put in 
place quickly, and that bank cooperatives, which mobilize deposits from the general public, 
be supervised by the CBL and be subject to the same prudential and anti-money laundering 
requirements established for domestic banks. 

33. The prospective expansion of Postbank operations into microfinance lending 
should help improve the provision of financial services to currently underserved rural 
areas. The staff supports the cautious approach that Postbank is taking to expand its 
activities, and would advise that it first strengthens its capacity to assess credit risk before 
any significant increase in lending. As its lending operations increase, close monitoring and 
supervision by the CBL will be critical. To further strengthen access to financial services 
countrywide, the staff encourages the government to rapidly implement the reforms 
spearheaded by the MCC including: (i) production of national identity cards; (ii) 
establishment of a credit reference bureau; and (iii) modernization of the commercial court. 

E.   Improving the Quality of Economic Statistics 

34. The staff notes the progress being made to improve compilation of 
macroeconomic data, including national accounts, balance of payments, consumer price 
statistics, and preparation of fiscal data based on the IMF’s 2001 Government Financial 
Statistics Manual. Looking forward, the challenge will be to sustain the improved 
compilation efforts through the development of robust basic data sources and further 
improvements in methodology, in line with international best practices. Efforts should also 
be made to publish data on a timely basis, and develop a cadre of government officials able 
to support a sustained production of high quality statistics. The latter is particularly important 
in view of current technical assistance from donors coming to an end during the next two 
years. The timely production of robust statistics should facilitate a productive dialogue on 
economic policymaking and more effective assessment of policy outcomes.  
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III.   ISSUES FOR DISCUSSION 

 What are Directors’ views on the proposed pace of fiscal adjustment and the 
recommended balance between financing measures—involving drawdown of 
accumulated deposits, domestic issuance of bonds—and containment of expenditure 
to address the emerging fiscal imbalances? 

 What are Directors’ views on policies to strengthen competitiveness through 
structural reforms to improve productivity and contain costs?  

 What are Directors’ views on the structural policies needed to achieve broad-based 
growth and poverty reduction? 
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Annex 1 

Southern African Customs Union (SACU) Revenue-Sharing Formula 

The Southern African Customs Union (SACU), comprising of Botswana, Lesotho, Namibia, 
Swaziland (the BLNS) and South Africa, was established in 1910 and administered by the 
1969 and 2002 Agreements. All customs duties and excise taxes collected by the members of 
the union are paid into a Common Revenue Pool (CRP) administered by South Africa and 
distributed quarterly based on country shares.  For 2009/10, SACU revenue accounts for a 
significant share of government revenue for the BLNS, ranging from 27 percent in Botswana 
to 55 percent in Lesotho and 63 percent in Swaziland. 

The CRP is allocated among the member countries as follows: (i) customs revenues are 
shared according to each country’s share of intra-SACU trade (ii) a share (85 percent) of the 
excise pool is allocated on the basis of the country’s share of SACU GDP; and (iii) the 
remainder of the excise pool, designated as the development component, is distributed 
inversely to each member’s per capita GDP, such that the smaller the country’s GDP per 
capita, the larger its share of the development component. Under the current formula, the 
BLNS benefit in particular from the treatment of customs revenues, given that their share of 
intra-SACU trade is much higher than their share of total customs collections. 

The size of the CRP, and the resulting payments to the BLNS, increased significantly since 
2004/05, reflecting sharp increases in South Africa’s imports of capital and consumer 
durables – in particular motor vehicles, which have high tariffs - in the context of robust 
growth in investment and rising household incomes. In addition, the revenue sharing formula 
was changed in 2005 to treat customs and excise revenues separately as two distinct 
components, and provided for the establishment of the development component, which 
enhanced the receipts of the smaller economies. 

The size of the pool has started to decline as a result of the recent global economic downturn 
and ensuing contraction in most SACU countries, particularly South Africa. Reflecting a 
sharp drop in imports by South Africa in 2009 and a projected slow recovery, the size of the 
pool will remain lower than in the recent past, resulting in lower SACU payments to the 
BLNS.  The current projection is for a 31 percent reduction in collection of customs duties in 
2010/11, from R24.6 billion to R17 billion, and a 7 percent reduction in excise duties, from 
R22.6 billion to R21 billion. 
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Appendix 1 
 
 
 
Draft Public Information Notice (PIN) No. 10/xx 
FOR IMMEDIATE RELEASE 
[February [  ], 2010] 
 
 

IMF Executive Board Concludes 2009 Article IV Consultation with 
the Kingdom of Lesotho 

 
 
On February 22, 2010, the Executive Board of the International Monetary Fund (IMF) 
concluded the Article IV consultation with the Kingdom of Lesotho.1 
 
Background 
After several years of improved economic management, Lesotho’s fiscal and external 
balances deteriorated in 2009 owing to the global economic crisis and a sharp increase 
in expenditure. Real GDP growth is projected to slowdown in 2009 due to reduced 
demand for Lesotho’s main exports of textiles and diamonds and lower remittances from 
South Africa. Reflecting a sharp increase in government spending, the fiscal position is 
projected to record a small deficit in 2009/10, after five consecutive years of surpluses, 
while the external current account position is expected to shift from a surplus in 2008 to 
a deficit in 2009. 

A steep decline in SACU revenues over the next few years is expected to result in large, 
albeit declining, fiscal and external current account deficits. Containing growth of 
expenditures, particularly the wage bill, and strengthening non-SACU revenues will be 
key to achieving fiscal and external sustainability in the medium-term.  

The financial sector appears to have weathered the impact of the global financial crisis, 
and banks remain well capitalized, liquid and profitable. Financial sector vulnerabilities 
stemming from weakly supervised nonbank financial institutions are being addressed 

                                                 
1 Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with 
members, usually every year. A staff team visits the country, collects economic and financial 
information, and discusses with officials the country's economic developments and policies. 
On return to headquarters, the staff prepares a report, which forms the basis for discussion 
by the Executive Board. At the conclusion of the discussion, the Managing Director, as 
Chairman of the Board, summarizes the views of Executive Directors, and this summary is 
transmitted to the country's authorities. 

International Monetary Fund 
700 19th Street, NW 
Washington, D. C. 20431 USA 
 



30 
 

 

through the strengthening of regulations and supervision, including on illegal financial 
schemes.  

Lesotho’s medium-term growth prospects will depend significantly on the construction of 
two water projects. The outlook is subjected to significant downside risks arising from a 
more protracted global recovery, delays in undertaking fiscal adjustment, and potentially 
lower SACU revenues.   

 
Executive Board Assessment 
 
<Begin Typing Here> 
 
   

 
Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's 
views and analysis of economic developments and policies. With the consent of the country 
(or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations 
with member countries, of its surveillance of developments at the regional level, of post-program 
monitoring, and of ex post assessments of member countries with longer-term program engagements. 
PINs are also issued after Executive Board discussions of general policy matters, unless otherwise 
decided by the Executive Board in a particular case. 
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