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1. Introduction

The Board recognises the importance of on-going identification and management of risk in
order to maintain a sound financial and reputational condition. The Board has adopted a risk
management policy to affirm its awareness of the need to establish a program for enterprise
risk management (ERM). The Board further commits to providing sufficient personnel and
other resources to ensure full implementation of an enterprise risk management program.
Further, the Board acknowledges that each of BBS Limited (BBSL) activities has an element
of risk. Because not all risk can be transferred to third parties through insurance policies,
contracts or waivers, the management of residual risk at all levels of BBSL is imperative.
The Board has delegated responsibility for Enterprise-wide Risk Management Framework
(ERMF) matters to the Finance and Audit Committee which is a sub-committee of the Board.

2. Risk Exposures and Assessment

The Board is satisfied that the risk management system and process for identifying,
evaluating and managing significant risks is effective, and operated throughout the period of
this report, providing reasonable assurance. The Board is further satisfied that the processes
will identify and enable it to take adequate action against any material undue, unexpected
or unusual risks. In the period under review, no such risks were identified.

2.1 Enterprise-wide Risk Management Framework

BBSL has adopted an Enterprise-wide approach to risk management. The ERM approach
can be defined as a process that enables organisations to effectively deal with varied types
of risks and opportunities, thus increasing stakeholder value. In terms of the ERM framework,
risks identified are categorised by sources to facilitate the determination of root cause and
subsequently to assign responsibility for responses.

The Board approves the overall business strategy, which includes the overall risk policy and
management of procedures.
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Table 1 — BBSL Risk Universe and assigned Risk Owners

The following chart represents BBSL risk universe:
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The 3 lines of defence in terms of the ERM framework and risk culture

The level of BBSL profitability is directly derived from how successfully BBSL manages and
prices for risk. Risk management is therefore at the core of banking and risk awareness has
been embedded in the whole organisation. Risk governance is designed according to the
three ‘lines of defence’ as per best banking practise.
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defense defence Internal audit and
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1. The first line is the ‘business’. This refers to both customer facing staff as well as staff
in back offices and operational departments. All departments are directly responsible
to identify and manage all risks that will or can materialise in the course of doing
business. This includes the mentioning of risk management in each policy and
procedure and making sure procedures are designed to include checks and balances
through internal control activities and the separation of duties as much as possible. It
also includes performing risk self-assessments, keeping track of risk events,
monitoring and reporting. Departmental heads also need to ensure risk related Key
Performance Indicators (KPIs) are embedded in staff job descriptions and
performance management documents.

2. The second line of defence are the various departments in the Risk Function. These
departments play a supporting and controlling role for the benefit of the first line of
defence, ensuring necessary risk activities are executed with the necessary detail and
quality. The second line of defence is considered ‘part of management’; and

3. The third line of defence is the Internal Audit and External Audit functions. The audit
department is not considered as ‘part of management’ and works independently,
objectively and reports to the Board Finance and Audit Committee.

A strong risk culture is critical to BBSL’s success and underpins both the business strategy
and risk appetite of BBSL. BBSL’s culture is to actively take risks that are adequately
rewarded and that support its objectives and vision. Shareholder value is added by creating
profits measured after charging for the cost of risk or by activities that are of strategic
importance and related to a wider shareholder value growth opportunity.

2.2 Risk Appetite

The Board and management use a balanced approach in determining acceptable levels of
risk to undertake. BBSL will only tolerate those risks which permit it to:

Achieve its stated strategic business objectives
Provide a return that meets or exceeds expectations
Comply with all applicable laws and regulations
Conduct its business in a safe and sound manner.



The Board approves and the Executive Committee sets general risk appetite levels annually
through several means.

¢ The overall internal and external risk environments are considered in conjunction with
the strategic planning process.

o Key strategic business objectives and their financial and non-financial risk appetite levels
are set annually and expressed in the strategic plan and policies. Within the scope of
their authority and guidelines established in business plans, policies, and procedures,
business unit managers make decisions regarding acceptable levels of risk. Managers
are also responsible for implementing risk mitigation strategies of retention, control,
avoidance and transfer.

For monitoring and reporting purposes, the Executive Committee and the Board use a set
of Key Risk Indicators (KRIs) of inherent risk across the predefined risk categories,
assessing if they are within tolerances, and if the trend is increasing, stable, or decreasing.
These are tracked in a common reporting format. High risk indicators and action plans are
tracked by the various committees with update reporting to the Board at least quarterly or
as requested.

BBSL Risk Appetite Statement

BBSL considers both qualitative and quantitative measures as part of its risk appetite and
focuses on capital, liquidity, profitability, and growth as primary measures. Financial
operations are managed to obtain a reasonable risk / return relationship within the
management of the various risks to which BBSL is exposed, including strategy risk, credit
risk, liquidity risk and reputational risk. BBSL's risk appetite is linked to its short and longer-
term strategy focussing on higher return on equity, growth in profitability, year on year growth
and revenue diversification. BBSL’s risk appetite also specifies, as part of risk appetite, risk
tolerances around its risk appetite, such as acceptable limits of credit losses. The risk
appetite is reviewed annually and is adjusted to take cognisance of target values and market
prospects.

3. Regulatory Capital and Capital Adequacy
3.1. Capital Structure
Bank of Botswana sets and monitors the capital requirements for BBSL. It requires BBSL to

maintain a minimum of 15% of risk weighted assets covering operational, market and credit
risks.

Table 2: Capital Adequacy Ratio (CAR) Requirements (all numbers in percent)

Common Equity Additional Tier |  Tier | Capital Tier 1l Capital Total Capital
Tierl

 Minimum 45 3 75 75 15

Regulatory capital is divided into 3 main categories namely Common Equity Tier 1 ("CET1"),
Additional Tier 1 and Tier 2 capital as follows:

* CET1 capital comprises shareholders’ equity and related eligible non-controlling interest
after giving effect to deductions for disallowed items (e.g. goodwill and intangible assets)
and other adjustments. CET1 Capital must be at least 4.5 percent of risk-weighted
assets at all times;



» Additional Tier 1 capital includes qualifying capital instruments that are capable of being
fully and permanently written down or converted into common equity tier 1 capital at the
point of non-viability of the firm. The Tier 1 capital ratio is calculated as the adjusted Tier
1 capital divided by the total risk-weighted assets of BBSL. The Tier 1 capital ratio must
be at least 7.5% of risk-weighted assets at all times; and

+ Tier 2 capital comprises qualifying subordinated debt and related eligible non-controlling
interests and other tier 2 instruments, which no longer qualify as tier 2 capital and are
subject to grandfathering provisions. Total capital (Tier 1 capital plus Tier 2 capital) to
risk-weighted assets must be at least 15% of risk-weighted assets at all times.

3.2. Capital Adequacy
3.2.1 Qualitative Disclosures
Capital Management Approach

BBSL has a Board-approved Capital Management Framework. The purpose of the Capital
Management Framework is to provide a clearly defined, documented and mandatory
approach and principles in the capital planning process. Effective capital management
ensures that BBSL:

meets individual capital ratios required by Bank of Botswana;

meets the Board approved target capital ratios;

generates sufficient capital to support overall business strategy;

makes capital allocation decisions as part of the strategic and financial planning review,
taking into consideration the return on regulatory capital; and

e achieves a return above the cost of equity.

In terms of the Capital Management Framework, the Board and Executive Management
assess the appropriateness of the Capital Plan which is presented to the various governance
forums (ALCO on a monthly basis and Finance & Audit Committee on a quarterly basis) in
light of any change in BBSL's risk profile and other relevant factors.

Stress and Scenario Testing

BBSL has a stress and scenario testing framework which is used, inter alia, to stress its
base case projections in order to assess the adequacy of BBSL’s capital levels, capital
buffers and target ratios. The framework is an integral part of BBSL’s Internal Capital
Adequacy Assessment Process (ICAAP) under Basel Il, strategy and business plans.
BBSL'’s stress and scenario testing recognises and estimates the potential volatility of the
capital requirements and base case (expected) three-year business plan projections,
including the key assumptions and sensitivities contained therein, which themselves are
subject to fluctuation.

Comprehensive stress and scenario testing is performed and reported annually as part of
the ICAAP process and during the strategic three-year planning process and more regularly
if called upon. BBSL'’s approach to comprehensively cover stress and scenario testing for
regulatory capital comprises several levels, including macroeconomic stress testing, reverse
stress testing and benchmarking to the latest and previously relevant international stress
testing exercises.

The impact of the stress scenarios on BBSL’s impairments, earnings, liquidity position,
Capital Adequacy Ratios (CARs) and capital buffers is considered. The macroeconomic
stress testing scenarios include a 1-in-25-year stress event as required by Basel Il and other
severe liquidity risk and market risk events.
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The 2018 stress and scenario testing ICAAP results and the Medium Term Plan (MTP)
business plans confirm that the capital levels and capital buffer both current and projected
to 2021 remain appropriate.

3.2.2 Quantitative Disclosures

Table 3 - BBSL Capital Structure as at 30 September 2019

Common Equity Tier 1 (CET1) Capital

Item Amount (P'000)
Common shares 487 014
Share premium resulting from the issue of common shares -
Retained earnings (31 100)
Accumulated other Comprehensive income and other disclosed reserves 113 437

Common shares issued by consolidated subsidiaries and held by third parties -
(Minority interest)

Common Equity Tier | capital before regulatory adjustments 569 352
Common Equity Tier | capital: regulatory adjustments

Regulatory adjustments applied to Common Equity Tier | due to insufficient Additional
Tier | and Tier Il to cover deductions
Total regulatory adjustments to Common equity Tier | (14 411)

Common Equity Tier | capital (CET1 CAPITAL) 554 941
Additional Tier | capital: instruments

Directly issued qualifying Additional Tier | instruments plus related stock surplus
Additional Tier | capital before regulatory adjustments

Additional Tier | capital: regulatory adjustments

Additional Tier | capital (AT1)

Total Tier | capital (T1 = CET1 CAPITAL + AT1) 554 941
Tier 2 Capital

Instruments issued by BBSL that meet the criteria for inclusion in Tier 2 capital (and -
are not included in Tier 1 capital)

Stock surplus (share premium) resulting from the issue of instruments included in Tier
2 capital

Unpublished Current Year's Profits (15 789)
Tier 2 capital instruments (subject to gradual phase-out treatment) -

Instruments issued by consolidated subsidiaries of BBSL and held by third parties that -
meet the criteria for inclusion in Tier 2 capital and are not included in Tier 1 capital
(minority interests)

General provisions/general loan-loss reserves eligible for inclusion in Tier 2, limited to 7718
a maximum of 1.25 percentage points of credit risk-weighted risk assets calculated
under the standardised approach

Regulatory adjustments applied in the calculation of Tier 2 Capital -

Total Tier 2 Capital (8 071)
Total Risk Weighted Assets (RWA) 2117939
Capital ratios and buffers

Common Equity Tier | (as a percentage of risk weighted assets) 26.88%
Tier | (as a percentage of risk-weighted assets) 26.20%
Total capital (as a percentage of risk weighted assets) 25.82%




Table 4 — Capital requirements for the various Basel Il risk categories

Risk Weighted

Minimum Capital

Risk Category Approach Assets (RWAS) Requirement (P000) — at
(P000) 15%

Credit Risk Simple 1951721 292 758

Market Risk Standardised - -

Operational Risk Basic Indicator Approach (BIA) 166 218 24 933

Total 2117 939 317 691

Note that BBSL is not exposed to any market risk arising from the trading book.

Table 5 — Capital Adequacy Ratios as at 30 September 2019

CET1 26.86% 4,5%
Tier 1 26.18% 7,5%
Total Capital 25.80% 15%




