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BOTSWANA’S ECONOMIC & EXTERNAL POSITIONBOTSWANA’S ECONOMIC & EXTERNAL POSITION

 SmallSmall openopen economyeconomy
 TypicalTypical ofof aa commoditycommodity richrich developingdeveloping countrycountry
 NarrowNarrow domesticdomestic economiceconomic basebase
 OneOne ofof world’sworld’s leadingleading diamonddiamond exportersexporters
 RelativelyRelatively highhigh reservesreserves (in(in monthsmonths ofof importimportRelativelyRelatively highhigh reservesreserves (in(in monthsmonths ofof importimport

cover)cover) comparedcompared toto otherother developingdeveloping countriescountries inin
itsits leagueleague ((1919 months)months)

 PartPart ofof revenuesrevenues heldheld asas foreignforeign currencycurrency reservesreserves PartPart ofof revenuesrevenues heldheld asas foreignforeign currencycurrency reservesreserves
toto yieldyield additionaladditional foreignforeign currencycurrency incomeincome
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TRANCHINGTRANCHING

 BotswanaBotswana needsneeds toto holdhold higherhigher reservesreserves becausebecause
ofof adverseadverse exogenousexogenous factorsfactors

RelativelyRelatively undiversifiedundiversified && reliesrelies mainlymainly ononRelativelyRelatively undiversifiedundiversified && reliesrelies mainlymainly onon
extraction/exportextraction/export ofof aa nonnon--renewablerenewable commoditycommodity
(diamonds)(diamonds)
Country’sCountry’s termsterms ofof tradetrade dependdepend toto aa substantialsubstantialCountry’sCountry’s termsterms ofof tradetrade dependdepend toto aa substantialsubstantial
degreedegree onon realreal exchangeexchange raterate betweenbetween ZARZAR andand SDRSDR
SusceptibleSusceptible toto periodsperiods ofof sustainedsustained droughtdrought
GeopoliticalGeopolitical uncertaintiesuncertainties aboundabound

 TranchesTranches establishedestablished toto reflectreflect differentdifferent
objectivesobjectives && Risk/ReturnRisk/Return preferencespreferencesobjectivesobjectives && Risk/ReturnRisk/Return preferencespreferences

LiquidityLiquidity PortfolioPortfolio
 TransactionsTransactions BalanceBalance TrancheTranche
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 LiquidityLiquidity InvestmentInvestment TrancheTranche
PulaPula FundFund



PULA FUNDPULA FUND
(Established in 1993)(Established in 1993)

 Main ObjectivesMain Objectives

(Established in 1993)(Established in 1993)

NationalNational savingssavings deployeddeployed toto contributecontribute toto sustainablesustainable
economiceconomic developmentdevelopment
LongLong termterm offshoreoffshore investmentsinvestments necessarynecessary toto deflectdeflectLongLong--termterm offshoreoffshore investmentsinvestments necessarynecessary toto deflectdeflect
demandsdemands forfor immediateimmediate useuse forfor possiblepossible unproductiveunproductive oror
unsustainableunsustainable projectsprojects
GenerateGenerate relativelyrelatively higherhigher returnsreturns thanthan possiblepossible inin shortshort--
termterm investmentsinvestments
AdditionalAdditional longlong termterm earnerearner ofof foreignforeign exchangeexchangeAdditionalAdditional longlong--termterm earnerearner ofof foreignforeign exchangeexchange
FormForm ofof diversifyingdiversifying sourcessources ofof incomeincome awayaway fromfrom
dominantdominant commoditycommodity salesale incomeincome toto includeinclude financialfinancial
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investmentinvestment incomeincome
PrudentPrudent yieldyield maximisingmaximising venture/alternativeventure/alternative



PULA FUND (cont’d)PULA FUND (cont’d)

 Investment Policies & GuidelinesInvestment Policies & Guidelines
PoliciesPolicies
Safety: maintenance of value/purchasing powerSafety: maintenance of value/purchasing powerSafety:  maintenance of value/purchasing powerSafety:  maintenance of value/purchasing power
Return: generation of additional Return: generation of additional forexforex
Liquidity: shortLiquidity: short--term volatility tolerated given longer  term volatility tolerated given longer  
investment horizoninvestment horizon

id liid liGuidelinesGuidelines
Strategy for implementing investment policiesStrategy for implementing investment policies
Currency RiskCurrency Risk
M k t/I t t R t Ri kM k t/I t t R t Ri kMarket/Interest Rate RiskMarket/Interest Rate Risk
Performance benchmarks for fixed income & equity Performance benchmarks for fixed income & equity 
mandates developedmandates developed

66



ASSET ALLOCATION & PORTFOLIO OPTIMISATIONASSET ALLOCATION & PORTFOLIO OPTIMISATIONASSET ALLOCATION & PORTFOLIO OPTIMISATIONASSET ALLOCATION & PORTFOLIO OPTIMISATION

 Optimisation exercise to consider:Optimisation exercise to consider:
Nature of capital marketsNature of capital marketsNature of capital markets Nature of capital markets 
Relative risk/return profile of asset classesRelative risk/return profile of asset classes
Correlation coefficients of asset classes so as to put together Correlation coefficients of asset classes so as to put together 
portfolio of negatively correlated investments  to achieve portfolio of negatively correlated investments  to achieve p g yp g y
diversified portfolios of bonds & equities (North America, Europe, diversified portfolios of bonds & equities (North America, Europe, 
UK  and Pacific Basin) UK  and Pacific Basin) 

 Asset Allocation ModelAsset Allocation Model
Quantified effects of diversificationQuantified effects of diversification
Identified asset mixes constituting efficient portfoliosIdentified asset mixes constituting efficient portfolios
Determined expected return & risk of portfolio using input Determined expected return & risk of portfolio using input 
assumptions of:assumptions of:
 Expected ReturnExpected Return
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 Standard Deviation/Risk of expected returnStandard Deviation/Risk of expected return
 Correlation Coefficient (relationship between pairs of assets)Correlation Coefficient (relationship between pairs of assets)



ASSET ALLOCATION & PORTFOLIO OPTIMISATIONASSET ALLOCATION & PORTFOLIO OPTIMISATIONASSET ALLOCATION & PORTFOLIO OPTIMISATION ASSET ALLOCATION & PORTFOLIO OPTIMISATION 
(cont’d)(cont’d)

Input assumptions considered sound & consistent Input assumptions considered sound & consistent 
with historical/long term capital market returnswith historical/long term capital market returns
T t f iti it f lt t h i i tT t f iti it f lt t h i i tTests of sensitivity of results to changes in input Tests of sensitivity of results to changes in input 
assumptions conducted in best interests of a robust assumptions conducted in best interests of a robust 
analysisanalysisyy
Hence outcome in Fig 1 (Portfolios A to H) where risk Hence outcome in Fig 1 (Portfolios A to H) where risk 
and expected return increase as portfolios are and expected return increase as portfolios are 
diversified to include equitiesdiversified to include equitiesdiversified to include equitiesdiversified to include equities
However, increase in return is less than increase in However, increase in return is less than increase in 
risk as long term assets (equities) are added to risk as long term assets (equities) are added to 
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Figure 1Figure 1
Input Assumptions (Percent)Input Assumptions (Percent)Input Assumptions (Percent)Input Assumptions (Percent)

Asset Class A B C D E F G H

Fixed Income 100 80 70 60 50 40 30 0

Equities 0 20 30 40 50 60 70 100

Expected
R t 3 2 3 7 4 4 2 4 4 4 6 4 8 5 6Return 3.2 3.7 4 4.2 4.4 4.6 4.8 5.6

Risk 3 2 4 1 4 5 5 2 6 7 7 9 11 5
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Efficient FrontierEfficient Frontier –– Fixed Income/Equity PortfoliosFixed Income/Equity PortfoliosEfficient Frontier Efficient Frontier Fixed Income/Equity PortfoliosFixed Income/Equity Portfolios

Series of efficient portfolios for every level of risk Series of efficient portfolios for every level of risk 

Portfolios thatPortfolios that maximisemaximise expected return at each level ofexpected return at each level ofPortfolios that Portfolios that maximisemaximise expected return at each level of expected return at each level of 
riskrisk

TheThe highehighe thethe e pectede pected iskisk (Standa d(Standa d De iation)De iation) thetheTheThe higherhigher thethe expectedexpected riskrisk (Standard(Standard Deviation),Deviation), thethe
higherhigher thethe expectedexpected returnreturn (upward(upward slopingsloping curve)curve)

ChoiceChoice ofof efficientefficient portfolioportfolio dependeddepended onon investmentinvestment
horizon,horizon, riskrisk appetiteappetite andand expectedexpected returnreturn
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Figure 2Figure 2
Efficient FrontierEfficient Frontier

Fixed Income/Equity PortfoliosFixed Income/Equity Portfolios/ q y/ q y
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Probability of Expected ReturnProbability of Expected ReturnProbability of Expected Return Probability of Expected Return 
of Efficient Portfoliosof Efficient Portfolios

PotentialPotential variabilityvariability ofof expectedexpected returnsreturns ofof efficientefficientPotentialPotential variabilityvariability ofof expectedexpected returnsreturns ofof efficientefficient
portfoliosportfolios assessedassessed asas guideguide toto determinedetermine appropriateappropriate
portfolioportfolio mixmix

 HorizontalHorizontal dotteddotted lineline representsrepresents “Median“Median ExpectedExpected
Returns”Returns” asas onon EfficientEfficient FrontierFrontier

 ShadedShaded areaarea representsrepresents aa rangerange ofof possiblepossible outcomesoutcomes
withinwithin oneone standardstandard deviationdeviation fromfrom medianmedian.. ThisThis isis
referredreferred toto asas thethe ((6868 percentpercent confidenceconfidence interval)interval)dd oo aa ((6868 pp o do d a )a )

 EitherEither sideside ofof shadedshaded areaarea:: 1414 percentpercent confidenceconfidence
interval,interval, ii..ee.. probabilityprobability thatthat returnreturn couldcould bebe aboveabove oror
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interval,interval, ii..ee.. probabilityprobability thatthat returnreturn couldcould bebe aboveabove oror
belowbelow shadedshaded area)area)



Probability Of Expected ReturnProbability Of Expected ReturnProbability Of Expected ReturnProbability Of Expected Return
Of Efficient Portfolios (cont’d)Of Efficient Portfolios (cont’d)

VerticalVertical lineline representsrepresents rangerange withinwithin whichwhich expectedexpected returnreturn VerticalVertical lineline representsrepresents rangerange withinwithin whichwhich expectedexpected returnreturn
couldcould fallfall -- 9595 percentpercent probability/confidenceprobability/confidence intervalinterval

MedianMedian 6868%% 9595%%
e.g. over 10e.g. over 10--yr Investment Horizon yr Investment Horizon 

Portfolio C:       Portfolio C:       8.4          6 8.4          6 –– 12.2        3 12.2        3 –– 15.415.4
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5-year Investment Horizon
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Figure 3Figure 3
Probability of Expected Return Probability of Expected Return -- Efficient PortfoliosEfficient Portfolios
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Probability of Missing Targeted Expected ReturnsProbability of Missing Targeted Expected Returns

Risk reduction when investment horizon is longerRisk reduction when investment horizon is longer

Probability of missing target returnProbability of missing target return
 Higher when investment horizon is short (5 years)Higher when investment horizon is short (5 years)
 Lower when investment horizon is longer (10 years)Lower when investment horizon is longer (10 years)

Hence relatively high risk portfolio has lower probability of missing Hence relatively high risk portfolio has lower probability of missing y g p p y gy g p p y g
expected return of 6 percent for  10expected return of 6 percent for  10--year  investment horizon (19 year  investment horizon (19 
for Portfolio H), than is the case for 5for Portfolio H), than is the case for 5--year investment horizon (27 year investment horizon (27 
for Portfolio H)for Portfolio H)
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5 year Investment Horizon

Figure 4Figure 4
Probability of Missing Probability of Missing TargettedTargetted Expected ReturnsExpected Returns

5-year Investment Horizon
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Effi i t P tf liEffi i t P tf liEfficient Portfolio Efficient Portfolio 

 Against this background:Against this background:g gg g
Compensation can be high when more risk is Compensation can be high when more risk is 
assumedassumed

Risk can also decline when investment horizon is longRisk can also decline when investment horizon is long

On this basis, Pula Fund established in 1993 and On this basis, Pula Fund established in 1993 and 
“efficient portfolio”, with limited downside risk of “efficient portfolio”, with limited downside risk of 
expected return chosenexpected return chosenexpected return, chosenexpected return, chosen

Investment horizon Investment horizon –– 10 years10 years
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GOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONAL
FRAMEWORKFRAMEWORKFRAMEWORKFRAMEWORK

 Bank of Botswana solely responsible for Bank of Botswana solely responsible for 
reserves management activitiesreserves management activities

 Board decides on policy and delegatesBoard decides on policy and delegates Board decides on policy and delegates Board decides on policy and delegates 
implementation responsibility to Governorimplementation responsibility to Governor

 Ministry of Finance consulted on strategic Ministry of Finance consulted on strategic 
asset allocation, particularly size ofasset allocation, particularly size of

Liquidity Portfolio & Pula FundLiquidity Portfolio & Pula Fund
Fixed Income & Equity in Pula FundFixed Income & Equity in Pula Fund
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GOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONAL
FRAMEWORK  (cont’d)FRAMEWORK  (cont’d)

 Financial Markets DepartmentFinancial Markets Department
Manages 50 percent of reserves (short and Manages 50 percent of reserves (short and 
l fi d i il fi d i ilong term fixed income  investment long term fixed income  investment 
instruments of Liquidity Portfolio and Pula instruments of Liquidity Portfolio and Pula 
Fund)Fund)Fund)Fund)
50 percent managed by 9 fund managers 50 percent managed by 9 fund managers 
(used since 1988)(used since 1988)
 Fixed income and equity mandates of Liquidity Portfolio and Fixed income and equity mandates of Liquidity Portfolio and 

Pula FundPula Fund
 5 specialised mandates: Fixed Income, US Equity, Japan 5 specialised mandates: Fixed Income, US Equity, Japan 
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Equity, Europe Equity, Global EquityEquity, Europe Equity, Global Equity



GOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONAL
FRAMEWORK (cont’d)FRAMEWORK (cont’d)FRAMEWORK (cont d)FRAMEWORK (cont d)

 Reasons for appointing fund managersReasons for appointing fund managers

Performance comparison with Bank staffPerformance comparison with Bank staff

Staff trainingStaff trainingStaff trainingStaff training

Fallback position in case of brain drainFallback position in case of brain drain

Added value incremental to portfolioAdded value incremental to portfolio
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GOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONAL
FRAMEWORK (cont’d)FRAMEWORK (cont’d)

 Criteria for appointing fund managersCriteria for appointing fund managers
Investment expertiseInvestment expertise
ExperienceExperience
StabilityStability

llInvestment styleInvestment style
DecisionDecision--making processmaking process
Past performancePast performancePast  performancePast  performance
Willingness to train Bank staffWillingness to train Bank staff
FeesFees
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FeesFees



GOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONALGOVERNANCE/INSTITUTIONAL
FRAMEWORK (cont’d)FRAMEWORK (cont’d)

 Custody & Portfolio Advisory servicesCustody & Portfolio Advisory services
Monitoring investment activityMonitoring investment activityMonitoring investment  activityMonitoring investment  activity
Providing audit trailProviding audit trail
Providing checks and balancesProviding checks and balancesProviding checks and balancesProviding checks and balances
Transition managementTransition management
Performance MeasurementPerformance MeasurementPerformance MeasurementPerformance Measurement
Securities lending, etcSecurities lending, etc
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CONCLUSIONCONCLUSION

 Botswana’s reserves managed actively and Botswana’s reserves managed actively and 
conservatively in the best national interestconservatively in the best national interestyy

THANK YOUTHANK YOU THANK YOUTHANK YOU
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