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Executive Summary

Executive Summary

Increasing policy uncertainty dragged on global launched Vision 2030 and National Transformation
trade for the year, which hampered global growth Program(NTP) 2020.
momentum. In 2016 the global economy grewy 3.1
percent, versus 3.4 percent growth in the previous year.

The slowdownwas duetbes | ower gr owt h i ot 0sS o :
. . . Implementation “should enaure containing the risk
advanced economies, which decreased from 2.1 percentin _ .. ) S
arising from macro-financial linkages. These measures

2015 to 1.7 percent in 201&merging markets and are critical to safeguard against the volatility of the oil
devel opi ng ec o Gbgrowth &lighdtyo mb i _n g 9 y

declined to 4.1 percent in 2016 from 4.3 in the previous m;’?‘rﬁsiZ'gli\éirt?rils:;pZ?Stnrﬁnzz(s;ne(;’n?::)ar(]jsueac:lgexvtlzlelzs on
year. The weakness in global trade and the investment, and economic growth, unemployment, andition rates

the growing policy uncertainty were the primary factors ' ' '

behind slowing global growth. Furthermore, the reforms should remain
accommodative to new investments and the level of
aggregate demandto avoid disturbing economic
growth and minimize deflationary pressuresStructural
reforms and fiscal consolidation should aim toréase
efficiency of government spending on one hand, and
resource allocationon the other. Thisimplies that

Notwithstanding the importance and need for
E‘]iscatl (honesolidation measuresand structural reforms,

Deflationary risks have abated as the global
inflation rate slightly increased in 2016 In most
developed economigtheinflation rate picked up while in
many emerging markets and developing countries, it
moderatelydecreased. Headline inflation in developed
markets reached 0.8 percent in 2016 compared t0 0.3 gconomic policies should remain accommodative to

percent in 2015, while core inflation remained below the . homic growth and irstments in a way that stimulate
targeted inflation by mostgpfidddiitishrl hdeasé &irdghtddemarkarhi&k s -
However, deflation riskshould remainmonitored by will also help stabilize inflation trends and abate any
policymakers. potential deflationary pressures.

The global downside risk factors remaird
largely unchanged in 2016 compared to the previous
year. The growth performance during 2016 witnessed a
slowdown despite the monetary accommodation in many g idity was tested during the yeashich resulted in a
advanced economies. Low commodity psicentinued to rise in market rates reflecting the_increasing cost of

weigh on emerging and devVelpghy RRadfeloBoth® RMRE S SX&Madhd Sresp
and energy sectors in Advanced Econombdsreover, the resumption of payments from the Ministry of Finance

the slowdown irthe Chinese growth continued to hamper 1, jomestic companies, that the liquidity pressure was

global confidence. These combined factors have temporary, andeased by the end of the yeawhich

contributed to some risk of financiaistability in 2016. resulted in market rates trending downwards toward the
Furthermore, dealing with potential divergence in end of 2016.

monetary policiesmongadvanced economies remains a

The domestic banking system remains resilient,
despitethe squeeze in system liquidityn the first half
of the yearand the slaving economic growth System

challenge. Although the Banking growth potential is
) ) correlated with the sluggish economic growth the
The outlook for global economic growth is soundness of the sector remains intacBank assets

positive. Global growth is expected to reach 3.5 percent
in 2017 compared t8.1 percent in 2016. Both emerging
market and developing economies are expected to drive
global growth performance hile growth in advanced
economiess expeotd to be subdued.

grew by only 2.1 percent during 201® marked decrease

from the previous yeérs gr o wt h.Dedpitethe per c e
slowing growth, asset quality remains high with NPL rates

only at 1.4 percent for thyear. The banking system is well
positioned to handle any further deterioration in assets,

In Saudi Arabia, macroeconomic indicators given their strong solvency positions as measured by the
continuedto slowdown in 205 asa result of the low oil Capital Adequacy Ratio, which stood at 19.5 peraettie
prices. Real GDP grew by Z.percent in 2016 compared end of the yearStress tests for the year imporated
to 4.1 percent in 2013Viacroeconomic developmeriesi different market rate scenaridgs addition to shocking

the government to take serious steps to reduce the relevant domestic economic indicators. The results of the

economyods dependenceconamic oi $resaifst dempnstialte rebustness of theéanking
diversification Consequently the government has system where the domestic banking system was shown to
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Executive Summary

be solvent in all thescenariosAs the economic climate
continues to moderate, banks have been shifting to lower
risk assets, which serves to contain any undue risk in their
exposuresThe soundness of the banking system grows
ever more important as the country embarks onng-lo
term economic diversification strategy as envisioned by
Vision 2030, and SAMA will continue to build on its
overarching regulatory framework to ensure the stability
and success of the vision.

As a result of economic slowdown,the non
banking finance sectorwitnessed lower credit growth
and decreasing profitability. Despite the highest
increase in the assets of Specialized Creuftitutions
(SCls) the sector recorded lower credit growth by 0.2
percent in 2016 compared to lérpent in the previous
year. At the finance companies level, their overall
performance was positive as their assets and total credit
have increased by 11 and 10 percent, respectively.
However, profitability continues to slow down for the
third year in a ra.

The performance of the insurance sectorhas
slightly improved in 2016 despite the persistence of
structural differences within the sector. While
profitability has increased in 2016, thgross Written
Premium (GWP) recorded the lowest growth rate, which
came at 0.2 percent for the yed#oth lvency and
efficiency increased as reflected by 8wvency margins
and loss ratios. Howevesectorwise performancemong
insurance companiefas widely diverged where the
performance of the top three companies has outweighed
the rest of companies in the sectigloreover the sector
remains concentratdd two of the business lineshealth
and motor insurance.

The Saudi capital market fared well despite the
current challenges in the Saudi economyThe Saudi
stock exchangéncreasedd.3 percent while its turnover
declined by 31 percent in 2016Stock market
capitalization increased slightly to SAR 17 trillion
compared to SAR 1.6illion in the previous yearAt the
Authorized Person\fs) industrylevel APs® net
continued to decline for the second consecutive .year
However, the sector has a strong capital adeqlea®}
andliquidity remained at a comfortablevel as thdiquid-
assets to total assets ratio reached 61 percent.

As the threats of cyber securitykeep growing
SAMA has implemented several measures to ensure
the security of its payment systemsn order to have a
comprehensive Payment Systems Framework, SAMA
conducted a muliievel selfassessment dhe Financial
Market Infrastructures. Further to the rigorous oversight
efforts, SAMA has been making concerted efforts to
increase cashless tranBans in the domestic economy,
primarily by the Integrated Payment Strategy whichuld
increase electronic transaction to pércent by 2021
Other ®veral cyber security initiatives were implemented
including thesetupo f  tCyberSdéc ur i ty
and establishment of the Banking Committee for
Information Seurity.
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The Global Economy: Trends, Risks and Growth Outlook

1. The Global Economy: Trends, Risks and Growth Outlook

1.1 Recent Trends groupings havecontinued toconverge in the 1.5 to 4.5

. ) percent range, as can be see(Chart 1.1).
Global growth momentum was disrupted amid

worries of increased policy uncertainty. Global Chart 1.1: World and Regional Real GDP Growth Trends
economic outpugrew by 3.1 percent in 2016, a decline

from the 3.4 percent growth in the previous y&&e main

reason for this slowdown was a decline in the growth of

t he wor |l dbés advanced econt
slowed markedly, from 2.1 percent in 2015 down to 1.7
percent in 2016. The slowdown also struck the emerging &
markets and developing economies, but to a lesser degree,
with growth slowing to an estimated 4.1 percent rate. This
represented a slight decline from th8 percent expansion

in 2015. This slowdownin the world economy can be
attributed to three primary factors that weighted
negatively on the overall global growth performance;

NFRPOFRPNWMOIOON
!

2012 2013 2014 2015 2016
Advanced Economies Euro Area
Emerg Mkt & Devp Econ—— GCC

weakness in global trade and investment amdncrease World
in policy uncertainty* Source: IMF World Economic Outlookpril 2017

The growth in the worldé& advanced economies In general, globaltrade growth rates witnessed
varied widely in 2016, but the majority of countries a slowdown in 2016, as the global trade volume
showed a slower growth trend. US economic growth expanded by only 2.2 percent compared to 2 @ercent

showed the largest decline, slowing to 1.6 percentfrom2.6 in the previous year In particular, imports grew
percent in 2015Growth in the Euro Area and Japan also  substantially for emerging markets and developing
slowed, but noas steep as the USosidown dropping economies, reaching 2 percent compared ®percent in
only by 0.3 and 0.2 percentage points, respectivehe T the previous year. On the other haimports of advanced
only G7 countries showing faster growth in 2016 were  economieslowed down to 2.Bercent, versué.4 percent
Germany and Canada. the year beforeMore importantly, the slowdown in global
trade volumes in 2016 can be attributed to CdEna
rebalancing process and its slowdown spiler, and the
weakness in the overall global demand, especially from
econonies undergoing economic stress.

Growth patterns in the emerging/developing
world also showed a wide variance Russid@s economic
contraction improved considerably frofd.8 t0-0.2 in
2016. In contrast, Braf# economic contraction continued
as their GDP dropped by 3.6 percent, the seg@ad of Globally, deflation risks have abated The dobal
large negative growthThe Emerging and Developing inflation rateslightly picked up in 2016, but it remained
Asian region catinued to be the fastest growing region in below one percent for advanced economies, with a slight
the world, but growth did slow moderately from 6.7 in dip for emerging markets and developing countries.
2015 down to 6.4 percems a result of these divergent Headlire inflation in developed economies rose slightly,
growth patterns, the growth rates of the various world  reaching 0.8 percent, versus 0.3 percent in 2015. However,

the average 2015 inflation rate was uncomfortably low,

1These 2016 growth rates are from the IMF April 204@rld Economic Outlooknd are based in part on partial/preliminary country data

that are subject to revision. This is particul arusesakPunceasitgas e f |
Power Parity methodology to weigh individual countrgights. This gives more weight to the developing and emerging world. Using
regular exchange rate methodology would give an estimated world growth rate of 2.4 percent for 2016, down from a 2Xpa@sient

the year before
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The Global Economy: Trends, Risksd Growth Outlook

with Japan and several Eurozone countries approaching
the deflationary zone. The highereastin 2016 reflected
the committed policies of the central banks of the
developed world specifically, the EU and Japaro fight
deflationary trends, and the US policy tightening, as the
US expansion continuesHowever, core inflation
remained below central banks targets in most countries.
As a result of the low inflation environment, thentral
banksof Japan and the Euro areantinued to resorto
placing negative interest rates on certain categories of
commercial bank excess reserves in an attempt to keep real
interest rates low in order to stimulateestmentgChart

1.2.

Chart 1.2: World and Regional CPI Inflation Trends

8 -

2012 2013 2014 2015 2016
Advanced Economies Euro Area
——— Emerg Mkts & Devp Econ GCC

World
Source: IMF World Economic Outlookpril 2017

In the US, signs of slowing real GDP growth may
weigh on the pace of monetary normalization Real
GDP growth in the US was subdued and reached 1.6
percent in 2016 compared to 2.6 in the previous year.
Overall activities showed more resiliency, supported by a
strength in housing andlabor markets, along witha
relative easing of financial conditiongiowever, the
gradual increase in the federal funds rate that took place in
2016 and the strength of the US dollar are expected to
weigh on manufacturing activities, while the lower oil
price environment is expesd to impact oil, mining and
equipmentrelated investmentsOn average,inflation
picked up to 1.2 percent compared to 0.1 percent in.2015
Core inflation (excluding food and energy) rase2.2
percent.

Euro area growth expanded by 1.7 percent in
2016,which is 0.3 percentage points lower compared to
the previous year The negative effect of the overall
weakening in net exports was partially offset by stronger
private consumption. Additional support was provided by
the positive contribution of both a lowil price
environment an@asyfinancial conditions The quante
tive easing (QE) program hadso been helpful and is
expected to be unchanged in Z0thus euro interest rates
are expected to remain below US rates for the next year.

For the second consecutive year, Japan showed
a relatively strong trend of growth i - expanding by one
percent in 2016 The relatively robust performance was
backed by fiscal support and low oil prices
Accommodative monetary policy is expected to corginu
in the short term in order to promote more growth and to
circumvent deflationary pressures.

Growth in emerging market Economies(EMES)
was at 4.1 percent, the second straight year of 4+
percent growth. Although Chinals growth continues to
slomdown, a result of the gradual rebalancing toward
consumption and away from investment and exports
emerging and developing Asia showed a strong growth of
6.4 percent in 201@ndia remained the fastest growing
country for the second year in a row, reaching 6.8q@r
in 2016. For the Middle East, the recovery in oil prices had
little positive impact on growth performance for most oil
exporting economies, since it came too late in the year.
The average Brent oil price for the year, declined by over
16 percent, anthe GCC countrig®economies slowed due
to the implemetation of fiscal consolidation. Overat,
stronger US dollar, higher US interest rates, and weaker
global financial markets have all combinedweigh on
EME growth, andthese challenges areexpected to
continue into 207

1.2 Global Financial Developments and
Financial Stability Risks

The global downside risk factors in 2016 are
largely unchanged compared to the previous year
Despite the continuation of monetary accommodation
followed by mostof the advanced economies (except the
US), growth performance witnessed a slowdown in 2016,
reversing the growth pickup of the previous year. In
addition, a slower rebound in depressed commaodity prices
(excluding energy) continued to weigh on emerging
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maikets and developing economies expofisrthermore,
the Chinese growth slowdowrebalancing procesand
highly leveraged corporate sectoontinued to have a
noticeable effect on global confidence. Thesenbined
factors have contributed #furtherelevation of the risk

of financial instability in 2016 Moreover, although
deflation risks abated in 2016, it should remain dipse
monitored by policy makers. Furthermore, dealing with
potentialdivergence in monetary policies (between the US
and other majodeveloped nationgemains a challenge.

On average, guity markets in 2016resumed an
upward trend, with less volatility, following some
disruptions during the previous year. Other indices
(except theShanghai composite)itnessed aelatively
strongerrebound in the second half of 20{6hart 1.3).

For example, the FTSE 100 showed a better performance
in the second half of 2016, due to the Bank of England
interest rate cut to support economic growth. This strong
performance went against earlier expectai@about a
possible equity market slowdown following the Brexit.

Chart 1.3: Global Equity Markets
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Overall, EMEs sovereign bond vyields
remained stable.] ndi a and Brazil
improved in 2016, decreasing from their e2Qil5 levels
- especially for Brazil, whose yields witnessed a record
high in 2015 since 201(Chart 1.4). The decrease in these
yields was supported by policy measures in some
emerging economie$or example, th&keserveBank of
India has cut its key lending rates doerprovement in
liquidity conditions and softening of inflatiany pressures

0s

during 2016. An improvement in inflation expectations
and liquidity injections by some governments also resulted
in bond yields declining further

Chart 1.4:10Y SovereigrBondYields in Emerging Markets
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Bond yields in advanced economies withessed a
rebound in the second half of 2016In the US, the
expectation of an interest rate hike by the Fed and the
outcome of the US presidential election contributed to the
rebound in yiads In the EU, the Brexit was a major
component fueling the level of uncertainty with regards to
the UK growth performance in 2016 and the euro region
as a wholgChart 1.5).

Chart 1.5:10Y SovereigrBond Yields in Advanced Economies
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Compared to the lastfew years, wlatility in start of the year (around $30/barrel) and rose above
foreign exchange markets has been lowewyhile the $50/barrel. This strong recovery was mainly fueled by
USD continued to appreciate againsinost currencies. OPECO6s willingnesra pdssble sile t

(Charts 1.6, 1.7. This could be attributed to the production cut agreement and by the gradual shrinking in

divergence in monetary policies of major advanced  yhe giobal supply and demand gap. In addition, metals,
economies from the U$&onetary policy normalization .
. natural gas and coal prices all showed strong recovery,
and a relatively better output performance from the US. . ] L .
which is primarily attributed to stronger demand,

The appreciation of the US dollar may enhance ) : ) } )
competitiveness of EME exports to US, where the latter is gspec!ally from ChlnaThe lmpa(?t IS egpected to Increase
financial stability in the global financial systen@n one

seen to be a major source for global economic growth.
hand the fiscal stance of oil and commodity exporting

Chart 1.6: & Dollar Exchange Ratgainsthe Chinese Yuan . . . .
- = countries, which are characterized by strong fiscal

(yuan/$) . el i
financial ties, would improve. On the othéand the
75 financial position of highly leveraged oil companies in
' advanced economies will improve, reducing defaults rates.
-
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advanced economies helpeth promoting growth and

Euro Swiss Franc Japanese Yen (RHS financial stability in 2016. Fiscal and monetary policies
Source: Bloomberg are expected to remain largely unchanged in 2017
althoughboth fiscal and monetary policies for emerging
A relatively stronger recovery of most markets and developing economies are etqik to
commodity prices would further contribute to global diverge on a countripy-country basis. As of December
financial stability. In the second half of 2016, most 2016, the US Federal Reserves had implemented another
commodity prices, especially energy productsovered interest rate hike, the second since the 2007 global
from recordlow levels registered by the end of 2015. financial crisis, with a magnitude equal to last yed@5

Furthermore, in the fourth quarter of 2016, a stronger pasis point increase. Howayethe normalization of
recovery in most industrial commodities (excluding  monetary policy in the US has been widely anticipated and
agricutural products) was evident. In particular, the Brent

crude oil price outperformed its poor performance at the
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is expected to continue smoothly in 2017, with no
expected sharp swings in the global financial markets.

According to the IMF&s latestWorld Economic
Outlook, Global growth in 2017 is expected to
accelerate Global growth is expected to rea8!d percent
in 2017, compared to 3.1 percent in the previous yEhe.
growth performance is expected to be driven mainly by
emerging markets and developing economies, especially
from emerging and developing Asia, while the outlook for
developed economies is expected to be subdued.

Overall, financial stability has increased in 2016,
but policy makers should remain vigilant of several
potential sources of risk. A move towads deregulation
and trade barriers in the United States may induce higher
financial risk taking and weigh on global growth. As the
partial recovery of commodity prices, especially oil,
would improve the balance sheets of highly leveraged
corporates in emgy-related sectors, these corporates
should clean up their balance sheets by increasing their
capital relative to total liabilities. In Europe, the banking
sector remains weak but may still benefit from
macroeconomic improvements and accommodative
monetay policy. In emerging economies, a shargiaan
expected economic slowdown along with Cliinaeeded
transition to a more balandgrowth, and highly leveraged
corporate sectomight poserisk to emerging and global
financial markets. Finally, geopoliticalensions, and
political uncertainties (e.g., in the European Union and
US) may increase uncertainty in the global financial
system.
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2. The Saudi Economy: Trends, Risks and Growth Outlook

2.1 Growth and Inflation Trends induce some uncertainty as new laws and rules will be
introduced. However, with pragmatidmplementain of

the reform, such consequences will abate in the long run.
More importantly, the achievement of the Vision 2030
would help reduce macroeconomic and financial
vulnerabilities against oil price volatility and changes in
the fiscal position.

Despite somerecovery, the plunge in oil
prices, which started in mid-2014, have had large
impact on fiscal and macroeconomic developments in
Saudi Arabia. Oil prices continued to rise during the year,
and, by Decembe&016, they were over 50 percent higher
compared tadhe end of 2015However, on a yeapver

year basis, prices were still down by around 18 percent in Since theannouncement of the Vision 2030,
2016.This in turnled to a significant fall ingovernment transparency and public communication have
oil revenues placing downward pressure ornthe increased significantly, which helped reduce
governmend sfiscal stance. As a result, overall uncertainty and increase credibility. Furthermore, other

government spending, the engine of economic growth, programs were introduced to offset the adverse impact of
was cut, with the largest cut coming from capital some reforms, such ashe ACi ti zen Accoun
expenditures which were down by 37 percent from the  which is designed to reduce the impact of subsidy
2015 level. removals. Acontinuation of such measuredgll be a
corner stone for easing its short run implications and

D i h in WNSi r r n . . .
espite the sustained downside pressure o ensuring a successful economic transformation.

the Saudi economy, real GDP growth remained
positive in 2016 Real GDP grew by 1.7 percent, albeit at Chart 2.1: GDP Groth by Producing Sector
slower rate than the 4.1 percent in 20T6e oil sector
remained the strongest driver of real GDP groudke to

an increaseén bothcrude oil productior{up 2.8 percent) 5 : S
and refining activitiegup 14.8 percent)in sharp contrast, N %
N—"

both the government and neail private sectorslowed 0 . ; . —
markedly,with growth rates 0.6 percent and 0.1 percent
respectively a considerable declinefrom the -5
corresponding 2015 rates of 2.7 percent and 3.4 percent 2012 2013 2014 2015 2016*
(Chart 2.1) ol non-oil
+seees0 nON-0il private non-oil govrnment
These macroeconomic developments Source: General Authority for Statistics * Provisional
motivated the implementation of fiscal consolidation,
and structural reform programs. To reduce budget
deficits, andurn the economy frorits dependencyn oil In 2016, changes in inflation rates were mainly
to a diversified set of sources for economicvgty the driven by the reforms of subsidies on energy and water
Saudi governmentaunchedits Vision 2030 initiative, prices. The nflation rate increased to an average3o
which constitutes several programs including National percent on a yeesveryear basiscompared {@.2 percent
Transformation Program (NTP) 202@nd the Fiscal in 2015(Chart 2.2). The main factors contributing to the
Balance Program (FBP)Box 2.1) increase were the energy and water price reforms
implemented in early 2016. These developments in turn
Despite someshort-term implications, the long led to higher monthly prices when compared to the same
run impact of the Vision 2030 is expected to ease the month in the previous year. In particular, theryever
ties between the fiscal stance, and the real and financial year price change reached 4.3 percent in January 2016, and

sectors.As the economy is still fiscally dominated, the  then began to decline until it ended with a rate of 1.7
fiscal and structural reforms needed to transition to a percent in December on a yeareryear basig(Chart
diverdfied economy may imply some unintended 2.3).

consequences on economic gr owt h, financi al sectorséo
performance, and the fiscal stance. The transition may also
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Chart 2.2: Inflation Yearly
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Chart 2.3: Inflation Monthly
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Evidently, monthly inflation rates reflected
disinflationary pressures (Chart 2.3). This wasmainly
due toslowing economic growth, and lower aggregate
demand for goods and services. The impact of the partial
subsidy removal was temporary and had only resulted in a
onetime shift in the general price levedfter which
inflation ratesresumed their downwardeind. Asfurther
future subsidy reforms are expected to have similar
impact, it is important to ensure easing the disinflationary
pressures throughpolicies that stimulate economic

growth, attract investments, and increase aggregate
demand.
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Box 2.1

EconomicObjectivesof Vision 2030

Saud Arabia has committed to transform its economy from its dependence on crude oil to a more div
economy making it less vulnerable to bouts of oil volatilifyo achieve this transformation, SaudaBia has launche
its Vision 2030, whichis built on three pillars economic, social and governanaédsion 2030 aspires to achiev
sustainable economic growth as k& promoting h e e c cesilenmog/tdexternal shocks. Vision 2030 has launc
several initiativesgontained in the National Transformation Program (NTP) 2020, aiming to accomplish various
and economic goals. Each government entity, based on the NTP 2020, has a key role in diversifying the econon
the outlined strategies, alf which contribute inbuilding a sustainable and more resilient econyo The key economic
targets outlined in the vision to be accomplishg®030 are to increase:

Contribution of the private sector in the GDP from 40 percent to 65 percent.

Non-oil government revenue from SAR 163 billion to SARillion.

Share of noroil exports in noroil GDP from 16 percent to 50 percent.

Employmentvia the redationin the Saudunemployment rate from 11.6 percent to 7 percent.
Percentage of loca@ontentof theoil and gas sectoffsom 40 percent to 75 percent.

Local contentto more than 50 percent of military equipment expenditures.

Contribution ofsmall and mediursized enterprise SMES) to GDP from 20 percent to 35 percent.
Share of foreign direct investment of GDP from 3.8&pat to the international level of 5.7 percent.
Public I nvestment Fundos &ART7drilien. from SAR 60

= =4 A4 -4 A -—Aa -8 _a -8 -2

Ranking on theelative size of theconomy in the world from 1o the top 15.
1 Ranking orthe Qobal Competitiveness Index fm28 to be among the top 10.
These goalsaccompaniedy additional social and governmental go@s documented in Vision 2030would
contribute in driving the economy toward a waiNersified one driven btheprivate sector rather thane public sector.
To pursie these goals, the government has been implementing a series of structural reforms since 2016 prooret

sustainable econorhy

1. For more details, segww.vision2030.gov.sa

2. In addition to the abovmentioned objectives, the Fiscal Balance Program (FBP) has been launched in 2017

objective of balancing the fiscal budget by 2020

10
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2.2Monetary Developments

2.2.1.Monetary Aggregates

The 2016 growth in the nonetary aggregates
continued its slow pacefrom the previous year. The
monetary base recorded the lowest growthsiaiee 2001
around 0.6 percent compared to a growth rate @B
percent in 2015. Likewisdéhe 2016growth inthe money
supply slowed conglerably, particularly for the narrow
and broad money supplivll and M3 respective)yThese
monetary developments wer@ssociated with the
reduction in government spending necessitated by the
lower oil prices. Thughe decline in the growth rate of the
aggregates was due solely to the demand for money,
reflecting the slow growth of the naml sectors of the
economy.Such developments, however, were expected as
they have been, historicallywitnessed several times
during times of low oil prices and reducgdvernment
spending.

The broad money supply (M3),a measure of
overall liquidity, witnessed a slower growth pace
during 2016. It showed a slower growth rate 6f8
percent a decline from th&015 growth of 2.5 percent.
The lower growth rate in M3 wadlie to thedeceleration
in growth of its overall components withe exceptionof
time and saving deposit3his component experienced an
acceleration in its growth ratg to13.1percent in 2016,
versus a 2015 growth rate of 9.0 percent. This faster
grovt h can be attributed to
SAR 35.0 billiort in the formof depositplacements with
domestic banks in 2016.

Much of the lower growth in the other M3
componentscan be attributed to the sharp decline in
other quasimoney deposits, which declined by 22.0
percent in 2016 Also contributing to the lower growth
was a sharp contraction in the growth of currency outside
banks, which only grew by 1.1 percent, versus a 9.6
percent growth in 2 Demand deposits shrank in 2016
by 0.2 percentwhichimproved from the 1.3 percent drop
in 2015(Chart 2.4).

Chart 24: Growth Rates of M3 and its Components
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2.2.2.Reserve Assets

Maintaining a solid foreign reserve position is
fundamental to supporting the fixed exchange rate
policy. Foreign reserves aralso essential in providing
financial resources in case of any unexpected challenges
facing the economy.In this context the Saudi
governmert s d e ipvested absoatly SAMA, have
contributedto building up of foreign reserve assets during
oil market booms over the past decadss.a resultthe
governments ableto rely on its reserve assetsnhitigate
any sudden risks facing its economyhe accumulated
buffersenabled thgovernmento mitigate the downward

Fﬁé@éﬁ'ﬁésﬁoﬁ its'fi&:&l Bafahct 8uﬂng Befiodsaop 18wl

prices such as in the 2009 worldwide recession

I n 2016, tots Aokkiyrd eserve assets
continued to decrease but remained highT'he stock of
reserve assets declined frorAFS 2.3 trillion in 2015 to
around SAR 2 trillion by end of 201§Chart 2.5).
However,evenwith the current level of foreign reserves,
Saudi Arabia is ranked among the top ten countries
worldwidein terms of the stock of foreign reserve assets.
Thecurrentstock ofreserves is sufficient cover, at least,
33 month  w o rimgorts.d-dirthermore, the rate of
decline in the reserve asshts slowed dowfrom around
15 percent in 2015 to 13 percentthgend of 2016a sign

2 The deposits were placéutwo rounds; the first was a SAR biflion deposit by SAMA while the second was a SAR 22 billion deposit

that SAMA placed on behalf of government entities
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of abating due to fiscal consolidation, revenue
diversificationand international debt issuance.

Chart 25: Total Reserve Assets
3.0 -

2.5 1

2.7 2.7
2:5 2.3
2.0
2.0 1
15 -
1.0 A
0.5 A
0.0 - T T T T

2012 2013 2014 2015 2016

Trillion SAR

The current level of the reserves does not pose
financial stability concerns. S A M A Goreign reserve

assets remaimore than adequate to support the monetary
anchor (the FX rate) as well as economic activities. It,

currently, equates to, at
GDP. It is important, however, to be mindful of the
implications of a steeper decline of theserves on

financial stability.

The very low level of public debt and
diversification of debt financing have alleviated the
pressure on the foreign reserved\bout 34 percent of the
cumulative deficits in the last two yearsvkabeen
financedthrough the issuance of domestic and foreign

debt. These debt issues have been routinely

oversubscribed, with relatively low yields, showing high

appetite for Saudi sovereign bonds in financial markets

(both inkernationally and domestically)lhe total debt
burden at the end of 2016 wabout 13.2 percent of
nominal GDP, one of the lowest figures in thG

2.2.3 Exchange Rate

SAMA remains committedto its exchange rate
policy. The Saudiriyal is fixed at SAR 3.75 per US dollar.

In 2016, there was relatively minimal pressure on the

exchange rate due ® A M A étreng commitment to its
exchange rate regime

Volatility in the Forward market has largely
tapered off into 2016.Despitesome swings in the price,

the mar ket has | arg

ely adjust

position in maintaining the peg. The Saudi economy has
demonstrated its capacity to handle speculation on the
currency, and has vast reserves to quell any potential
threat. Furthermore, Saudi Arabian policymakers have

made clear their position on the exchange rate regime,

with no plans to depe@hart 2.6).

Chart 2.6: Saudi Riyal exchange rates

3.755 r
3.754 r
o AMAL
7 3.753 | I
=2 3.752
% 3.751 [
P 375 I
3.749 L
3.748
M A M AN AN M
coooocoQoooCoC
N ANO M T OO o o
=== = = = = = =
O O O O O O O O O o
N N AN AN AN NN NN N
Spot Forward (RHS)

2.24. Interest Rates

700
600
500
400
300
200
100
0

-100 count

Points

Monetary normalization in the US did not pose
a significant risk to the Saudi financial system,

economic growth, or liquidity. SAMA S

s policy

corridor (the spread between the Repo rate and the Reverse
Repo rate) was narrowed by around s due to a
cumulative 50 bps increase in the Reverse Reps,ra
following interest rate hikes in the UBhe impact of this
moretary tightening on economic growth was
insignificant due to its well anticipated modest adjustment

and the fact that rates are still relatively low

Nevertheless, he 3month Saudi

Arabian

Interbank Offered Rate (SAIBOR), the interbank
bench-mark rate, witnessed a disproportionatehike in

2016 due to a technically driven episode of liquidity
squeezeThe 3month SAIBOR rallied from an average of
1.1 percent at the beginning of 2016, to about 2.4 percent
by the end of the third quarter of the same y€&drart

3 The corridor was narrowed as a result of two rounds @ipR5ncrease in the reserve repcerat each roundince 2015. As of February 2017, the rate

was increased by another 25 bps reaching 1 percent.
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2.7). The increase was due tighter liquidity conditions resulting inabudget deficit for the third consecutive year.
caused by a shivf deposits fromhe banking sector to Specifically, the budget deficit in 2016 wided toreach
investments in government bonds, as well as some around SAR311 billion compared to SAR &b billion in
withdrawals of large governmentelated entitied 20154

accounts from the banking system. This fiscal imbalance raised the need for

SAMAOGs response to syst e@fveEImant getionsdtp tcontrad (speading eFiscal

resulted in ameliorating liquidity conditions dur ing the consolidation measuresvhich wereinitiated during the

fourth quarter of 2016. SAMAGs money meeong kalf of 201&nd continuedhroughout 2016have
intervention included relaxing dan to Deposit Ratio led to lower government expenditure$he government

(LDR) from 85 percent to 90 percent, placing SAR 35 succeeded in cutting government expenditures by 15.1
billion with the domestic bankgeducing the ceiling of percent in 2016 compared to
SAMA bills subscription from SAR 9 billion tSAR 3 percent drof This cut reflects the governmerd s

billion, and offering longer dated Repos foday, 28day commitment to prioritizespending on public projectnd

and 90day tenors. Additionally SAMA engaged in achieve a higher level of efficiencyith regard to
restructuring the SAIBOR governance framework in  Current expendituresdata reflects arise in Current
compliance with IOSCO standards to ensure pricing eXxpenditures during the course of 2016 by percent

transparency. As part of the new SAIBOR goance versusa decline by 3.percent in 2015. The rise carrent
framework, Thomson Reuters was named as the official spendingin 2016 is mainlyassociated with the delayed
SAIBOR administrator and calculating agent payments by government the private sector amounting

to SAR 80 billion, which represented an accrued balance

Chart 27: Saudi Interbank Offer Rate (SAIBOR) from 2015 Overall governmenspending declinetly 6.6

2:5000 - percent in 2016 compared tohe pr evi oSJus Vyea
2.0000 percentdrop.

1.5000 - Several revenue enhancemenineasureswere

°\°1_0000 | implemented in 2016, as part of the Vision 2030, NTP

2020, and other initiatives.In 2016 the government

0.5000 - applied its first round of energy and water price reforms

0.0000 4—— — — — — . which gavean immediate boost to namil revenues

o 333 o 333 o 533 o 333 o 333 Further fiscal and structural reforritsthe new programs

§ § § § § are expected to contribute significanttyboosting fiscal

balance. Such reforms include the introduction of excise
taxes theimposition of avalueadded &x,asecond round

of energy and water price reforms, amtlevelopedand
The gover nment 6s  fhass bean Sthx@salf ¢f whichto be implementedh the 20172020

2.3. Fiscal Developments

adversely impacted bythe slump in oil prices since period These new revenue sources are all part of the
mid-2014. A|thOUgh oil prices recorded some government 0 s Fi scal Bal ance
improvement durin@016, oil exportevenuesleclinedoy achieve a balanced buetgby 2020, even with oil prices
approximatelyl2 percent in 2016 frorthepreceding year remaining atow levels.

which resulted in adrop in governmentoil revenues
Historically, oil revenueshave accounted fasround80
percent of government revenudhus, the decline has
generated downward presssiren the fiscal balance

Notwithstanding the importance and need for
fiscal consolidation measures, their gradual
implementation would ensure containing the risk
arising from fiscal-financial linkages. Fiscal

4The 2016 deficit figuref SAR 105 billionwas forgovernment payment farrears
5 These percentagéake into accountapital expenditure figures that include spending on certain holy site projects.
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developmentsare highly correlated with key economic
and financial indicatorssuch as system liquidity, credit
growth, money supply, inflation rates and economic
growth. Therefore, it is essential that the implementation
of structural reforms and fiscal consolidatioeasureare

done gradually to ensure minimizing the unintended
consequences of these reforms. For example, a sudden and
large cutin government spending could have an impact on
economic growthtisk deflationary pressures, and impact
the demand for credit

The government hagartially financed the fiscal
deficit by the issuance of public debt. Despite the
substantial deficits over the past several years, the debt
level remains in the comfort zone and does not pose any
concerns with regard to sovereigsks or the crowding
out of domestic private sector borrowersThe
g oV er n debtnnt ZB6reached tol3.2 percent of
GDP, from 5.8 percenin 2015 (Chart 2.8). In a more
noteworthy changdor the first time since the 1980he
government has resorted to both domestic and
internationalsources to finance its budget shortfafi.
terms of borrowing breakdownthe governmentraised
USD 10 billion via syndicated loans from international
banks in April 2016issued its first international sovereign
bonds for USD 17.5 billion in October 2016 which
oversubscribed four timesand borrowed SAR 213.5
billion from domestic sources (i.e. an aggregate borrowing
of 316.6 billion in 20165. The move toward borrowing
from international marketfias diminished the risk of
crowding out thelomesticprivate sector.

Chart 28: Fiscal Developments
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2.4. Labor Market

Although the increase inunemployment rates does not,

yet, pose significant financial stability concerns,
further deterioration in unemployment rates may spilk

over to the financial systemThe overall unemployment
rate remained unchanged at 5.6 perceHbwever,
unemployment rate among Saundtionalsincreasedrom

11.5 percent in 2015 to 12.3 percénptthe end 02016
recording the highest rate since 20Thért 2.9). This
increase was due to two factorsa slowdown in
employment growth (due to slower private sector growth
and less government hiring) and an increase in the Saudi
labor force due to a higher participation rate of 42.2
percent.The slowdown in employméanamong Saudis is
seen as a sherérm side effect of the transitional fiscal
consolidation and structural reforms and is expected to be
temporary, given successful transitionitgwards the
Vision 2030 objectives.  Nevertheless, further
deterioration of uemployment rate, especially among
Saudis may result in an increase in the level of systemic
risk as they may increase the probability of defaults among
househtds and reduce aggregate demand.

2015 2016

61n April 2017, the government issuid first Sukukissuancelslamic bonds) worth $9 billian
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Chart 29: Unemployment Rate
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2.5. External Sector

Since oil still comprises the largest share of
Saudi exports, the current accountemain vulnerable
to oil price shocks With increasing oil priceghe Saudi
current account was in surplus over the past decatde
leastuntil oil prices start falling in mie2014.2016 imports
of goods and service measured in SAR terms declined by
23.5 percent, reflecting a drop in domestic demand for
imports. As a result of these developments, the current
account deficit shrank from SAR13 billion in 2015 to
93.4 billion in 2016. Chart 2.10 presents the current
account balance as a percent of nominal GDP.

Chart 210: Current Account Balance (percent of GDP
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2.6. Saudi Economic Outlook and Risks

The main challenge facing the Saudi economy in the
upcoming yearwould stemfrom the global oil market,
which poses a challenge for fiscal policyl heoil prices
reboundeddue to the successfulOPEC agreemenof
reducing oil production in late 201&ndan extension of
this agreement to the second half of 2@dlf reduce this
risk’. We anticipatethatthe Saudi economyill grow ata
slowerratein the short terngue to the negative growth of
the oil sectorcaused byhe production cutOn the other
hand, a faster growth in the nonoil private sector is
expecteddue to themplementation of th&/ision 2030
initiatives, which include promoting the role of the private
sector in creating more jobs, increasing its contribution to
GDP, supporting small and miead enterprises (SMESs),
and reducing burden on fiscal policy through privatization
andPublic Private Partnerships (PPPs)

Living with a relatively low oil price environment is
still manageable for Saudi Arabia for both the short
and medium terms This istrue because Saudi Arabia
still maintains a high level of its accumulated foreign
reserves notwithstanding the withdrawals from the
reserve over the past two yegrandretainsthe ability to
finance deficits through the bond market with relatively
low yields

Geopolitical tensiors remain a risk acrossthe
MENA region. Regional instability couldncrease the
vulnerabiliies in financial markes, volatility of capital
flows, as well as increasing oil market volatility.

”The agreement has been extended for nine months starting fron§'JR0L 7.
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3. Banking Sector: Operating Efficiency, Risks andResilience

3.1 Overview

The Saudi Banking System continues to show
strong resilience, despite the headwinds stemming
from slower economic growth given the persistently
low oil prices. Oil revenue is a large determinant in the
growth of the domestic economy, and its volatility
introduces some pressure on local growth prospects.
Despite low oil prices following the sharp decline in late
2014; the banking system as a whole has remained
profitable, with capital and liquidity measures indicating
healthy buffers held by the domestic kanAsset quality
in the banking system has showed slight deterioration
during the year, with indicators gauging somewhat
increasing risk. Although there has been some
deterioration in asset quality, it remains very low relative
tototal creditinthebankn g syst em. The
profitability has marginally decreased. A key concern is
that the continuation of the current macroeconomic
environment may result in an extended slowdown of
credit, impacting traditional avenues for revenue
generation, widh may a further source of profitability
strain in addition to higher provisions. But this concern is
largely mitigated due to sufficient capital buffer that
domestic banks have in place. The domestic banking
system has repeatedly shown a strong abilitgridure
strains stemming from the slowing economic growth due
to the comprehensive regulatory framework put in place
by SAMA, which ensures that it can act efficiently and
anticipate any burgeoning risks.

There was a brief period of tightening of
liquidit y during 2016, but due to SAMA policy actions,
the pressure on liquidity eased back to normality by
the end of the yearThe domestic debt issuances program
that began in 2015 and continued into 2016 has put some
pressure on the baredlingd
higher market rates as banks competed for deposits to
shore up funding. The liquidity pressure was stiged
due to prompt SAMA actions, causing market rates to
trend down by the end of 2016, thereby bringing down the
cost of funding in thénterbank market. To ensure robust
liquidity supervision, SAMA collects monthly (calculated
by banks based on daily averages over the month)
Liquidity Coverage Ratios from the domestic banks,

systemds

which serves to anticipate any potential liquidity strains in
the system, and it also ensures that domestic banks are
adequately investing in their operational infrastructure to
meet the reporting requirements.

SAMA continues to ensure strict compliance
with the measures put forth by the Basel Committee on
Banking Supervision (BCBS). Additional capital
measures help ensure that risks stemming from linkages to
the other sectors of the economy, as well as risks
emanating from banks that have a disproportionately
strong presence in the domestic banking system are
thoroughly accounted for. In this regard, SAMA has
issued guidance relating to domestic systemically
important banks (EBIBs) that has been put in place for
2016 Box 3.1)The capability demonstrated by SAMA in

b @applyingAngernatignal Reguiaosy measures will easar

complimentary financial system to the goals envisaged by
Vision 2030. Furthermore, SAMA is currently in the
implementation phase of its own Banking Vision 2020,
which aims to further refine the Financial Sector in terms
of financial inclusion, technofgical advances and
increasing the skillset
Banking Vision will be a critical pillar in ensuring a
healthy financial system as the economy gears to transition
away from one that is fuelled by oil revenues to a more
diversified economic base, ensuring theccess of the
National Vision.

of

deposits,
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3,2 Balance Sheet Assessmem®anks Asset

Despite the global and local eammic and
financial conditions, the Saudi banking system has
continued to grow, albeit moderately.In 2016 their
asset base expanded &yt percentto SAR 22 trillion,
which is lower than the average growtt8qiercentluring
the past five year<Chart 3.1 is about growth of bank
assets, reflecting the current slowdown in economic
output.

Chart 3.1: GrowttPattern of Bank Assets
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While asset growth slowed down, it outpaced
growth in nominal Non-Oil GDP, signalling the
possible growth of nonproductive financing if the
economic climate were to persisiThe annual growth of
banksd assets in 2016
GDP and NorDil GDP, while this has occurred
sporadically in previous years, a sustained trend may
potentially lead to a less productive use of financing. The
aforementioned conce can be noted in its effect on the
ratio of banksd assets to
consistently increasing over the past five years, reaching
94 percent in 2016.
GDP increased to 126 percef@hart 3.2), which ha
remained relatively stable over the past 5 years, despite a
slight uptick in 2014, it still remains below historical
trends. It should be noted that while assets relative to the
Non-Oil sector are greater than 100 percent, it is not
indicative of excesse credit in that sector, given that a
share of banking assets are used to finance the oil sector.

ex cee &semiGovernment

T h-@il s h a gother Assets

Chart 3.2: Bank Assets Relative to GDP and fbhGDP
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Saudibanks 6 assets conti
in the domestic market, limiting crossborder
contagion risk. Claims onthe domestic private sector
continue to
account for 62 percent of the total, and exposures to

domestic debt securities are the second largest component

at roughly 12 percen{Chart 3.3). While the heavy
concentration may serve to mitigate any risks emanating
from abroad, the lack of geographic diversification
exposes banks to the cydimature of the local economy.

Chart 3.3: Distribution of Bank Assets (Percentage)
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In addition, SAMA may put in place any additional requirements and other policy measures it considers to be appropt
address the risks posed by &5IB including Recovery and Resolution Plans and other measures as deemed appropriate.

Box 3.1
A Framework for Dealing with Domestic Systemically Important Banks in Saudi Arabia

|. Introduction

The Basel Committee on Banking Supervision (BCBS) in November 2011 issued the rules text on the asse
methodology foiGlobal SystemicallylmportantBanks (GSIBs) and the additional loss absorbency requirements over &
above the Basel Il requirements that have been introduced for all internationally active banks. The G20 leaders alg
the BCBS and the Financial Stability Board (FSB) to work aratities to extend expeditiously theS3FI framework to
DomesticSystemicallylmportantBanks (BSIBS).

Accordingly, the BCBS developed assessment methodology to identify and desigSiBe Hanks in the domestic
economies of National Jurisdictions. g regard, SAMA has developed an assessment methodology based on an4indi
based measurement approach for assessing and design&IBg I Saudi Arabia that is consistent with the BCBSIB

assessment methodology. The selected indicators are chinderalibrated to reflect the different aspects and operatiof
dynamics of the Saudi Arabian Banking System that generates negative externalities and makes a bank critical foy the
of the financial system. F unk-sphcdiccharabieidlidsdfsystarmisimparame sudh
size, interconnectedness, substitutability, and complexity, which are correlated with the systemic impact dffarkeieee
6 banks that have been labeled aSIBs, with 1 required to hold afdercent capital buffer, and 5 to hold a 0.5 percer
capital buffer.

Il. The Assessment Methodology

The assessment methodology fotSO0 Bs ref |l ects the potenti al i mpact of
the reference system for assessirgithpact of failure by ESIBs is the domestic economy. The impactof&@D B6 s f
on the domestic economy, or the assessment and designae8IBE in Saudi Arabia iassessed annually having regarg
tobanks peci fic factor s c oretbni (mased onwipenhsonsjddiyhiedts Thdsj tee assessment
designation process for-BIBs by SAMA take place in February of each year based on geddata.

D-SIBs identified and designategt SAMA under this methodology arequired to comply with the Higher Loss Absorbency
(HLA) measures with effect from Januariyassed3et @t.a condolaateq
level. The methodology of designation for theSIBs in Saudi Arabia is based on foategoriesis summarized in the below
table:

Table2: Categories, subategoiesand wei ght s u-SiBgMethodoloyA MAG6 s D

Category(weighi Individual Indicator Indicator Weighting
Size (30%) To_tal exposure as defined for use in the BaseleNkerage 30%
ratio
Intra-financial system assets: due from commercial ba 9
L ' T 10%
specialized banks, and other financial institutions.
Interconnectedness Intra-financial system liabilities: due to commercial ban 10%
(30%) specialized banks, and otHarancial institutions. 0
Total Marketable securities 10%
Complexity (10%) OTC derivatives notional value 10%
Substitutability (30%) Payments cleared and settled through payment system 30%
4 categories 6 indicators 100%

lll. Higher Loss Absorbency(HLA)

The purpose of an HA requirement for ESIBs is to further reducthe probability of failure compared to negstemic
institutions, reflecting the greater impact eSIB failure is expected to have on the domestic financial system and econd
The HLA requirement imposed on a bank is commensurate with the degree of systemic importance, as identified ur
assessment and designation process. Also, the HLA requirement should be met @olyimpnEquity Tier 1 (CET1)
Capital The HLA capitalchargevi | | be cal cul ated by SAMA based on t hg
in the scoring exercise and each baddlocated a bucket based on its scores.
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Bank assets hsme been shifting towards
greater domestic debt holdings, indicating diminishing
demand for credit. Following the drop in oil prices, a
direct effect can be noted in the drivers of asset growth,
beginning in 2015 and continuing into 2016. Namely, the
decreaed contribution of Private Sector Claims to Total
Asset growth, which has historically been the largest
component of balance sheet expansion. Claims on the
Private Sector in 2016 reported an even smaller
contribution to Total Asset growth relative to 2qTChart
3.4). Banks in aggregate have been investing in Public
Debt, resulting in a continued reduction in SAMA bills
and an increasing contribution of Claims on the Public
sector. Consequently, SAMA reduced the issue size of its
weekly bills from SAR 9 Bllion to SAR 3 Billion, that
took place in September 2016. Ultimatelyhile banks
have reduced their holdings of shtetm securities, they
increased their lorterm holdings, thereby changing
drivers of growth in the
changing composition of asset growth may be indicative
of waning credit demah which is reflected in the 4
percent growth in Bank Reserves that primarily consists of
t he Banking Syst embds Repo
indicating limited opportunities in expanding their balance
sheets, as Repo placements would earn arlmtern than
atypical loan.

Chart 3.4 Asset Contribution to Total Bank Asset Growth
(Percentage)
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3.2.1 Banking Credit

Bank Credit continues to slow down, but
relative to GDP, the trend remains stableCredit growth
during2016was2.2percenta marked slowdown from the
12.6 percent average growth rate over the past four.years
Due to slowing growth, Credit to GDP and N&il GDP
remains relatively smallThe share of Bnks 6
both GDP and to No®il GDP increased to reach8
percent and8percent respectivelyesulting in a minimal
change in the ratio over the past two ye&haft 3.5).

The stability of the ratios is largely a reflection of the
overall macroeconomic environment, suggesting that
there is no excessive credit growth or risk taking. A
slowdown incredit, that mirrors the declining economic
growth, may limit concerns of elevated debt burdens, but
it would hamper bank profits if the trend in economic
growth were to continue. Despite the stability of the ratios,

GDP growth, and further growth may result in some
inefficient allocation of credit, since Bank assets are
primarily composed of credit to the private sector.
H‘gvyegle& givRR ${gnssof slgwing gemand for £redit, the
trend is not expected to dikge significantly from its
historical average.

Chart 35: Bank Credit Relative to GDP and N@il GDP
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In contrast to the previous four years, credit
growth in 2016 was largely supported by the Consumer
Sector, reflecting the large slowdown in Credit to the
Corporate Sector. The share ofCredit to the Corporate
Sector to Total Bank Qedit decreasedduring 2016
reaching 5.9 percent compared to7Y percent in the
preceding year. On the other hartk share oCreditto
the Consumer Sectamcreasedo 25.2 percent from 2.6
percent last year. Becausedsfclining economic growth
only 0.8percent ofTotal Qedit growth came frorCredit
to the Corporate Sector; while 1.2 pertecame from
Credit to the Consumere8tor (Chart 3.6). The sharp
slowdown in Coporate Credit may be a iproduct of
decreasing demand by the Corporate Sector due to future
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economic outlook, and possibly a conscious shift by banks
to direct their lending activities to the Consumer sector,
which tendgo have higher asset quality.

Chart 36: Sectoral Contribution to Growihf Bank Credit to
Private Sector
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3.2.2 Corporate Lending

Banks éredit to the Corporate Sector has begun
to taper off in 2016, reflecting the economic slovdown.
Growth in the
Sectorhas slowed down td.3 percent in2016compared
to 116 percent in2015 Given most of the Banking
Systembs exposures are
sharp reduction in Corporate Credit is a reflection of
slowing domestic growth.

Chart3.7: SectoralContribution to Growth of Business Credit
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To mitigate any consequences from further
deterioration in asset quality, it would be prudent for
banks to diversify their exposuresin order to contain
credit concentrations. The commerce egment continues
to be thestrongest driver of Corporataélit, since it has
historically claimed the largest portion of bank exposures
across all sectorChart 3.8). Despite slowing credit, the
underlying sectors that drive credit growth are relatively
the same, wherein the components have slowed down
proportionally, indicative of the strong uniformity across
sectors in response to cyclicality in the domestic sector.

Chart 38: SectorWise Distribution of Corporate Loans
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and asset quality among sectors, asset quality remains
high and risk is contained. While there has been an
increase in the NeRerforming Loan (NPL) Ratio for the
majority of Corporate Sectors (except for Agriculture,
and Others) théncrease has been insignificai@hart

3.9). Furthermore, given the concentration of bank credit
to Commerce, and to a limited extent, Construction, it
follows that they have the highest NPL rates across all
sectors. The concern is somewhat alleviated by the fact
that total NPLs in the banking sgst have only
marginally increased to 1.4 percent, which is remarkably
low given the economic slowdown

Chart 39: NPL Ratio by Corporate Sectors
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3.2.3 Consumer Lending

Credit to the consumer segment has grown in
line with the previous year, suggesting that the
consumer segment is more resilient to downside
macroeconomic  developments relative to the
Corporate Sector. In 2016 growth in consumer loans
recorded 4.5 percemeéachingSAR 352.8billion (Chart
3.10) which constituted25.2 percent of Total Bank
Credit. Consumer Credit has ovtaken the Corporate
Segment in terms of credit growth, which is partially due
to the relatively low risk nature of Consumer loans
extended by domestic banks. It should be noted that the
Consumer Sector continued to grow despiteahsterity
measures, which slightly reduced selected benefits of
some employees in the Public Setoks a means to
alleviate excessive leveraging by the affected households,
SAMA acted swiftly and allowed the impacted individuals
to reschedule their logrand only small segment went for
rescheduling. However, if the slowdown in the economy
continues, this may be reflected in the growth of the

consumer segment, as individuals may seek to deleverage.

Chart 310: Growth Pattern of Consumer Loans
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Credit quality of consumer loans remains
high. NPL Ratio for Consumer and Crediafd loans was
0.8 percent in the2016 Quality of consumer and credit
card loanslightly deterioratediuring 2015 Chart 3.11).

The overall low levels of Consumer NPLs cée
attributed to the salary assignment requirement for the
majority of consumer credit extended by domestic banks.
Although the salary collateral is a key tool in risk
mitigation, a continued slowdown in economic climate
may impact the employment status séme debtors.
However, the risk is mitigated due to domestic banks
extending credit to consumers in stable employment
segments.

Chart 311: NPL Ratio for Consumer and Credit Card Loans
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The makeup of consumer credit has
remained relatively constant In 2016, 8 percent of
consumer Loans were spent ante renovation, whil®
percent of loans were used for purchasing cars and
equipment There has been a steep drop in Consumer
Credit directed towards home renovatid@hart 3.12),
while credit for Cars andEquipment has slightly
increased, but remains lower than the trend prior to 2014,
a reflection of declining car sales which is a direct impact
on the real sector due to the slowing economic growth.

Chart 312: Growth Patterns of Classified Consumer Loans
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3.2.4 Real Estate Lending

Real Estate lending slowed down in 2016, as
the market adjusts to developments in the sector
Relative t02015 growth has dropped from ovek7.3
percent tal09 percentin 2016 The composition oReal
Estate lending wad7 percentfor Corporatel ending and
53 percentfor retail (Charts 3.13). Although Real Etate
lending growth slowed down i8016, its share of dtal
bank lending has increased by one percent, reacHigg 1
percent SAMA diligently monitors developments in the
Real Estate sector, with the Loan To Value (LTV) serving
as a valuable MacrBrudential tool for SAMA to act

8 Benefits of Public Sectorriployees were partially resumatthe first quarter of 2017.
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swiftly in response to any changes in the Real Estate sector The slight increase in the NPL Ratio in the
(Box 3.2). banking system has stemmed from sectors with
historically elevated NPLs such as Constructiorand

Chart 3.B: Distribution of Bank Loans to Real Estate
Commerce. The NPL Rate for the Consumer Segment

o 250 remains low and in general tends to reduce the Total NPL
< 200 Rate (Chart 3.15). The rates for the Construction and
= 150 Commerce sectors have risen to 3.7 percent, and 2 percent
% 100 respectively, while there has beenimal change in the
50 I I I I I I I I I I I Consumer segment. Despite the increase in NPLs, all three
0””””' sectorsd NPL ratios were | owe
Q1 Q3 Q1 Q3 Q1 Q3 Q1 Q3 Q1 Q3 2012, indicating that the exposures in aggregate have been

consistently improving up to late 2014 where the trend in

2012 2013 2014 2015 2016 :
decreasing NPL rates stagnated.
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3.2.5 Asset Quality 4.0%

3. ™
The low levelsof NPLs in the Banking System \/

offer some room for banks to absorb any further

Chart 3.5: NPLs in Key Sectors

deterioration in asset quality. Despite the increase in 20% 2.0%
NPLs, theyremain relatively low. The NPL Ratio slightly 0.6
increased during the fourth quarter of 2016 to 1.4 pércen 0.0%

relative to the 1.2 percent reported in the previous year 2012 2013 2014 2015 2016

(Chart 3.14). The low NPLs indicate that the immediate
risk from low oil prices has been contained, and with
government spending largely unchanged, it appears that Commerce

firms have been able to service their debt obligations. Consumer loans and credit cards

Building and construction

Although the short-term impact of low oil prices seems
to have had a minimal impact on changes in NPL, a
possible risk is the medium to longerm impact of
slower growth in the economy as more businesses and

consumers may b_e mpacted The concern over any account for approximately 28 percent, 29 percent, and 21
potential Adetenorauon L que_lhty Is igated by . . percent respectively of the total NPLs in the system. In
SAMAGs conservative provisigpdgeredYed Sdctord &ount for 9 percent, 13
percent, and 32 percent respectively. The Consumer
Chart 314: Quarterly Non Performing Loan Ratios (NPL) Sector being the largest por on of t he banki |
exposure, indicates that the relatively low NPL rates is
partially due to the low risk nature of consumer lending.

There have been no significant changes in the
underlying proportions of the economic sectors that
make up the banking systemds
2016 Commerce, Construction, and Consunieans
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Box 3.2
Loan To Value as a Macroprudential Tool

As a part canmitm8nhidAdlda comprehensive
Macro-Prudential toolkit, and ensure the stability of the Finangig** | LTV lmDIemented
Sector, SAMA included the Loawo-Value (LTV) Regulation in | 40% 40%
2013 as a part of the Real Estate Finance Law. The LTV wag pét |
into action in November 2014nd was initially set at 70 percent 30% S |
for residential Real Estate Lending. The LTV helps deliyesse g 4
i
I
I
I

2%

SAMAOGSs mandate of protectiing and,_ 5 i
stability, by curtailing speculative purchases, which may servg g,
increase volatility in the real estasector, and possibly fuel ass Pt 00,

ng, f i nla
bubbles.
5%

During the period of 2032013, prior to the LTV| o ™ &= I
implementation, there was a persistent increase in real estate 2010 2011 2012 2013 2014 2015 2016
lending that reached growth levels as high as 30 per¢ent
annually.Such high growth rates triggered concerns regarding
the level of systemic risk in the real estate market and through
banksd exposure to mortgage | ending. Consequentl vy, S
against a potentialevdown in the real estate market. Indeed, following the implementation of the 70 percent LTV, the grg
of real estate lending substantially dropped. The impact of the LTV ratio was mostly observed in the residential mo
lending. Previously, Realdtate lending to the residential segment was a stronger driver of growth. Following the L
implementation, the strongest driver has been lending extended to the Corporate sector.

12% 11%

mmmm Corporate Residential Total Growth

In 2016, SAMA relaxed its LTV requirement for Finance Companies-(pank$ from 70 to 85 percent based on the fact tha
such institutions are neteposit takers and do not pose systarsic As signs of a slowing real estate market started to emer
by the end of 2016, SAMA revisited its banking sector LTV requirement aretlrii 85 percent (First Time Buyers) during
the first quarter of 2017, in line with its countercyclical macroprudential framework, which aims to smooth ci
intermediation during different financial cycles. In addition, SAMA also reduced the RiskhWaigResidential Mortgages
from 100% to 75%. SAMA will continue to monitor developments in Real Estate lending to appropriately use the LT|
accordance with the needs of the market and the public at large.

ce
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Write -offs increased in 2016, but remairdow
relative to total credit extended; indicating the stability
of loans remains intact. The banking system reported
write-offs that amounted to SAR 7.8 billion in 2016, an
increase from SAR 6.6 billion in 2015. WFritdfs for the
year were mostly conceated in the Construction, and
Consumer segment, where both accounted for 19 percent,
and 61 percent respectively of the total wifés. The
growth inwrite-offs for 2016 was driven by theorporate
sector, while theonsumer segment decreased for the.yea
Despite the overall growth imrite-offs, the amount
remains small in ter ms
credit (Chart 3.16). Consumemrite-offs make up 1.35
percent of total consumer credit, and thecorporate
accounts for 0.38 percent @btal corporate credit. It
should be noted that in 2013, the large increaserite-
offs relative tocredit for thecorporatesector was not
attributed to macroeconomic developments, but was due
to the default of a large familjonglomeratdrom 2009.

Chart3.16: Write-offs to Total Credit by Sector
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Growth in specific provisions have been
outpacing the growth in total credit, suggesting further
deterioration in credit quality of loans in the banking
systemAs a part of SAMAGSs
the stability of the Financial System, the banking system
follows a comprehensiverovisioning framework. The
provision guidelines are composedyeheral, andpecific
provisions, the former is 1 percent ®h n k s 0
portfolio, while the latter accounts for asset quality
deterioration (as the quality of an exposure deteriorates,
the amount of specific provisions increas&sderlying
changes inspecific provisions serve to capture actual
downgradesofte banki ng sy Astaeumpd s
SAMA stipulates that banksrovision agains5 percent

of e

€

of an exposure that is deemed Substarfda@ipercent of
an exposure that is classifieddmibtful, and 100 percent
of an exposure that is considered a LoGsowth in
Specific provisions indicate that some portion of the

Banking Systemdbs exposures ha
Specific provisions grew by 17 percent for 2016, largely
driven by thecorporate segment, which accounted for 14
percent, while theconsumer segment made up the
remaining 3 percer{Chart 3.17).
Chart 317: Growth in Specific Provisions by Sector
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Nevertheless, the increase in provisioning
provides a cushion against any expected loss&milar
to write-offs, the growth ofspecific provisions indicate

some pressure on the quality of assets, but as a share of

total credit, they remain relatively low. In 2016, the
corporatesegment reportedpecific provisions tototal
businesgredit at 1.95 percent, and tbensumer segment
reported 1.17 percent relative dconsumer credit@hart

3.1 B Thecorporate sector reported a slight increase in the
amount of specific provisions for the year, but remains

below historical highs.
regu?atory egqforts to ensure

Chart 31 8Specific Provisions to Total Credit
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9 As a general rule, the amount provided for is indicated by the number of days past due. Substat8ajd @ibtful (186860), Loss (360 and Aboye
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The Banking System has sufficient provisions in place

to contain further asset deterioration. Total Provisions

as a ratio to NPLs increased to 177 percent for 2016
(Chart 3.1 B which was greater than what was reported
in 2015. The provision guidelines mandated by SAMA has
ensured that the banking system built up healthy buffers to
cover any potential downsidehocks to their loan
portfolio.

Chart 31 9Total Provisions to Total NPL
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3.2.6 Maturity Distribution of Bankng Credit

The maturity distribution of bank credit
remains relatively stablé®, which bodes well for the
system as longas term exposures are attached with
higher risk. The nature of lendingxtended is mainly
concentrated in the sherm segmentChart 3.2 )
since the majority of exposures are dominated by the
corporate sector which tends to rely on sheetm
financing.

Chart 32 OMaturity Distribution of Total Bank Credit
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There hasbeen a slight increase in the portion
of short-term exposures, a possible reflection of
financing strains by households Longterm loans

represented about 42 percent by end2016 with no
change from the previous ye@hart 3.2 1 The share of
mediumterm consumer loandecreasedy 5 percent to
reach26 percentwhile shortterm loans rose by 5 percent
to reach a portion of 32 perceihe increase in shetérm
exposures to consumer credit could be a result of the
overall economic conditions, whetensumers seek sheort
term solutions as aasumption smoothing mechanism.

Chart 32 1Maturity Distribution of Consumer Loans
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10 shortterm is less than 1 yeanaturity, Medium term is frorh i 3 years and Long term is more than 3 years.
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Box 3.3
Credit Risk Developments

AssetQuality indicators such as DapastDue (DPD) indicate sestibue Clselicalen i sl
some increasing credit risk during 2016. DPD accounts for thgy, 1894 0.30%
number of days that have paswsed since an obli gor o
payment,which sheds insight into future delinquency trends..60% 0.25%
DPD are often classified into four different buckets 1.40% 0286 0.20%
1 Between 0 and 30 Days. A%
1 Between 30 Days and 60 Days 1.00% 0-15%
0.80%
I Between 60 Days and 90 Days 0.60% Both indicators increased 0.10%
1 Greater than 90 Days 0.40% from 2015, reflectingsome
For the purpose of clarity, we have classified assets into tw@yoo strain in debt servicina. 0.05%
categoriesBelow 90 DPD and Above 90 DPD. The rationaleo.oo% 0.00%
behind the classification is that the nature of risk tends to be 2012 2013 2014 2015 2016
different for assets that are more than 90 DPD, as their Below 90 DPD o Credit (LHS) Above 90 DPD to Credit (RHS,

delinquency may prove to be more persistent. Domestic banks in
aggregate have reportad increase in assets that have been transitioning into DPD buckets. In 2016, Total Past Due €
grew by 39 percent, the majority of the growth stemmed from the Below 90 DPD, which accounted for 35 percent of th
while the Above 90DPD accouted for the remaining 4 percent of the total. Bedlow 90DPD growth can be attributed t
operational issues, but the concern is the movement into the Above 90 DPD bucket whose growth has outpaced cred
2016. The increase in risk has been mali when put in terms of Total Credit, as Total Past Due to Total Credit for the
amounted to only 2.1 percent, but the majority is concentrated in the Below 90 classification.

Credit Growth by Risk Classification

25.0% In addition to the DPD approach to gauging risk in the ban
sector, banksd own risk cl as
TG _Banks mc_mitor risk _Ievc_els by classifying their credit exposures
' internal risk classifications. Due to the heterogsneit the risk
classifications among banks in the sector, the banks that enter
15.0% sample needed to have at least 3 classes of risk, which woulg
more insight into the movement in risk within the domestic ban
10.0% system. We have arrived at a samplédfanks based on intern
2B _classifica_tions t_hat report their performing exposures as per
5 0% 05 internal risk rating system. In order to capture th(_a_approprlfate
‘ movements, we have grouped the broad classifications intg
oo . B N — 4% following categories:
2012 2013 2014 o015 W% TLow, which are @posures of the highest quality.

9 Moderate, which are slightly higher in riskhan the low

-5.0% classification but remain adequate.
— | oW Moderate Elevated Total 9 Elevated which are considered performing but with notal

deteriorating in the quality of the exposure.

Based ornthe sample of 8 banks, total credit in 2016 grew by 2.5 pertbatgrowth rate isomparabldo the growth reported i
section3.2.1, indicating the sample accurately reflects trends in the banking system as & i odsults indicatéhatthe growth
of credit for 2016 is largely driven by the Moderate classification, which accounted for 4.5 percent of the total groedih
the Low classificationés contribution decreased b)Credi.
Growth. The growth rates of assets with the highest risk are relatively minor, and SAMA has been rigorously monit
changing |l evels of risk of the banking systembés expos:
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notably, the domestic debt issuances. The Government

3.3 Balance sheet assessmifanking debt issuance program was initiated by the Ministry of
Liabilities Finance that aims to diversify sources of financing, and
alleviate pressure on the cou
There is little change in the composition of domestic debt issuanceds@served the need of meeting
bank liabilities, indicating that deposits remain the the | ocal ma r k eterd sebtasecyrites.i t e f
primary funding source for the Banking System. As Public Entities invested in the issuances, this prompted
During 2016, Bankdeposits represented..7 percent of a drawdown on Deposits in the Banking System. The
banksd t otaadodest dearbasel fiorh the .6  grawdowns resulted in some upward pressure on market
percent of the previous yeaChart 3.2 ¢ The decrease rates, which bears monitoring for any meaningful impact

was mainly compensated by an increase in the share of of the economy. This is due to the nature of domestic
Sharehol deros Equity. SAMA ¥polurek tdt hré primdilg BompoSet 8f leAdh@ B thé t S
in the system, as to guard against any liquidity strains  corporate sector, which are mainly shtetm floating rate

given its significant role as a source of funding for loans that rely on the SAIBOR asbenchmark. SAMA
domestic banks. Intednk liabilities remain a small source reacted to changing market conditions by relaxing the loan

of funding, reflecting that nomterest bearing deposits are to deposit ratio from 85 percent to 90 percent, actively

the primary source of bank funding. Foreign liabilities intervening through deposit placements and offering

continue to represent a small portion of liabilities,  |ongerterm repos to ease the strain in the system. The
effectively containing potential cross boratisk. support offerd by SAMA was a key factor for the growth
Chart 32 2Distribution of Bank Liabilites in Time deposits, these measures have served to bring
. down and stabilize market rates
107 pum mm mm BN BN
80 - Chart 32 3Deposit Growth Classified by Type
20
60 -
%
40 - 151 14 =x
12
/ .- 11
20 10 e ‘
0 - ‘ 5
2012 2013 2014 2015 2016 - l
H Share of total (Other Liabilities + Repos) (% of total) 0 - - 1
Share of Inter- Bank Liabilities (% of total)
Share of Capital Accounts(% of total) 5) -
= Share of Foreign liabilities(% of total) 2012 2013 2014 2015 2016
u Share of Deposits liabilities(% of total) == Demand mmmm Time & Savings
i . Other Quasi-Monetary Total Deposits
3.3.1 Banking Deposits
Given the economic conditions, deposits grew Demand deposits continue to be a primary
at a slow rate.In 2016, Total @posits grew by0.76 source of funding for the bankingsystem.However, the
percent(Chart 3.2 3 a continued slowdown from the percentage share of time and saving depositeased to
previous year. There was littthange in the contribution 30percentywhile otherquastimoney deposits decreased
of Demand Deposits out of the totilslightly decreased to 9 percen(Chart 3.2 } Demand deposits remain e
at a rate of 0.2 percent, which is a lower rate than the 1.3 ~Specific characteristic of the domestic banking system,
percent reported in 2015 here are multiple factors that which presents some risk. Historically, in times of severe
are contributing to the slowing growth in depositsst systematic stress, outflows from demand deposits have

11 Other quasimoney deposits comprise of residents' foreign currency deposits, marginal deposits for LCs, outstanding remittances, and
banks' repo trar&tions with private parties.
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remained manageable without any detrimental effects. To Off Balance Sheet transactions decreased by 15 percent,

further safeguard the stability of Degits, SAMA has compared to a growth of 4 percent in the previous year.
instituted the Deposit Protection Fund (DPF) in 2016, The total reached a level of SAR 1.8 trillion, but the

where all eligible deposits up to SAR 200 Thousand will  amount is not indicative of the actual value at risk, since

be insured through a specific fund that is provided for by  off-balance sheet transact®consist mainly of contingent

Banks in the systenfrurthermore, as can be noted in the liabilities, and derivatives at notional amounts. The
distribution ofdeposits inChart 3.2 4other and quasi domesti c ban kbalange slsegtactivities@re o f f

monetary deposits have a lower portion of system primarily concentrated in forward foreign exchange
deposits, which is a byproduct of their negative growth.  transactiongChart 3.2 } which decreased along with the
The change in their growth could be a function of domestic  other components, most notably Letters of Credit (LCs)
economic climate, especially since this categofy o and Guarantees. The decline in all of these components
deposits is composed primarily of outstanding remittances reflects declining domestic growth, resulting in the
and marginal deposits for LCs. The smaller growth in  corporate sector opening fewer LCs, and with imports
Trade Finance calls for lower deposits, and the shrinking declining there is declining demand for R¥dges.

foreign labor force would bring down remittances. While
its end effect on deposits fisinor in magnitude, it serves
as an indicator to the upcoming headwinds if thenentdc
climate were to persist.

Chart 32 5Components of OfBalance 8eet in2016

Chart 32 4Distribution of Bank Deposit§/t) = Letters of Credit
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3.3.1.1Maturity Distribution of Banks Deposits .
Maturity -mismatch remains a concernWhile 3.5 Foreign Currency Exposure

the majority of bank exposures are of sHertm to Foreign currency exposures have decreased
mediumterm duration, deposits in the system remain significantly during the year, implying a decrease of
concentred in sight deposits. There has been a concerted ik arising from external shocks from international
effort by policy makers to promote a saving culture in the developments.During 2016, Net Foreign sets(NFA),
country, which would serve tiacrease deposits of longer which is the difference between Foreign Asset exposures
dated maturity. Even though the system bears some ang Foreign Liabilitiesgecreasetly 35 percent, reaching
maturity-mismatch risk, SAMA ensures that domestic SAR 145.7 billion (Chart 3.2 § which are roughly 7
banks hold a sufficient amount of high quality liquid assets percent of Total AssetsForeign assets are generally a
(HQLA), which can serve as a counter balancing capacity  gmg|| component of Domestic Bank Assetdith the

to guardagainst unforeseen outflows that are not matched largest component of Foreign Assets being investments.
by inflows. In addition, the banking system currently  The other components of both Foreign Assets and Foreign

benefits from a large concentration of raterest bearing Liabilities account for an even smaller portion of Total
deposits, since they increase their profitability margins  Assetsand Liabilities, and tend to be held for operational
leading to greater retained earrsngolstering Tier 1 purposes. The sharp decrease could be indicative of
Capital (highest quality of capital). decreasing growth in correspondent banking activities
3.4 Off-Balance Sheet Operations which could be attributed to decreasing imports given the

current economic climate.
Decreasing economic activity has led to a
notable decrease in OffBalance Sheet ltems Ba n k s 6
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Chart 32 6Growth Pattern of Banks NebFeign Assets Chart 32 8Components of Foreign Liabilities
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Foreign assets dropped significantly in 2016, Due to Others
indicating the Banking Sy =Bﬂg£,§g’r‘2&e§§kr§ad
Domestic Debt.A significant driver behind the decrease Share of Foreign Liabilities to Total Banks Liabilities(RHS
was the steep drop in investments abroad, which decreased
by roughly 26 percent, the other components of Foreign 3.6 Banking Sector Resilience
Assets also reported decreases. A major contributor
behind the drofin investments abroad, was a trisios
towards domestic debt securities, as banks expanded thei

holdings of domestic debt.

Despite the economislowdown, the banking
r sector remains resilient to weather the current
economic climate.Despite the current macroeconomic
backdrop, the banking system is well positioned to
Chart 32 7Components of Foreignskets withstand further deterioration in assets. SAMA ensures
350 - - 20.1 that domestic banks areeqliately provisioning for their
entire loan portfolio and for loans that exhibited some

%0 14 | 151 credit deterioration, as per the rules governing Specific
5(:250 1 12 u B and General Provisions. Furthermore, domestic banks tend
©200 - o % to follow a conservative writeff policy, specificaly with
Sieo | r 10.1 their consumer loan portfolio, in addition to having
m

sufficient capital buffers in place.

3.6.1 Regulatory Capital and Asset Quality

SI BN NN}
0 - || o1 The strength of SAMAG s

2012 2013 2014 2015 2016 Regulatory Framework is evident as banks continue to
Due from Others be tested, but their solvency position remains strondn
Investments Abroad 2016 bank$ Capital Adequacy Ratio (CARjurther

s Due from Branches Abroad
mmmm Due from Banks Abroad

Foregin Assets to total banks assets (RHS)" Chart 32 9RegulatoryCapitalto RiskWeighted Assets

increased to reactB.5 percent.

. . . 0,
Similar to Foreign Assets, there was a 25%

significant drop in Foreign Liabilities, further 20%

containing the Banking System from global 2
imbalances. In 2016, Ban k sabilities telt ei g °%

slightly toSAR 80.1billion, decreasing by 12 percefithe 10%

decrease in Foreign Liabilities, brought the ratio to

roughly 3.6 of Total LiabilitiesGhart 3.2 B The decrease 5%

was mainly driverby balances Due to Branches abroad, 0%

which decreased by 44.4 percent, which could be 2012 2013 2014 2015 2016
attributed to less of a need for operational deposits as = T1 Ratio = T2 Ratio

mentioned earlier.
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While there are some concerns over further 3.6.2 Profitability
asset deterioration, domestic bankare well positioned ) o o ]
to protect depositors and maintainthe solvency of the Higher provisions and liquidity strains
system and protecting depositorsWith oil price staying hampered profitability in the banking sector. Domestic

relatively|l ow during 2016, banks &ankpofisahige ead,qf 2016, qrapped, o SGR, 35.8

served as a solid buffer to weather any unforeseen shocks Billion, adecrease by 8.gercent growth relative to the

to the quality of their ®%€dng yearSlowinggrogyt in sfyql_e'mngjﬁ foans, |
methodology ensures that individual banks under its Proved to be astrain on profit opportunities, coupled with
Supervision hold capital well above the global &as the |ncr.ease In provision Charges, and Intgrest expens-e
requirement. The underlying components of Regulatory 1 ne Split between the components of gross income remain
Capital have remained relatively stable, with Tier 1  relatively similar to the previous year, but with Net
Capital, the highest quali tpergstincamg ingrgasing ,';_5 spareap pifen SPUrcesof |

share at roughly 89 percent, which primarily consist of ~ Income decrease€harts 3.3

common equity and retained aargs. Chart 33 1Components of Gross Income
The increase in the CAR for 2016 has been
. . . 80% o
primarily motivated by a shift towards assets that are 2.1%
relatively less risky.Chart 3.3 Orhe ratio of the Banking 60% | .

. . . 2.0%
Systembs Risk Weighted Asse g4 al
Assets, peaked in 201faching 87 percent, by 2016 the . e on
ratio has decreased, and is expected to continue declining 20%
if credit growh moderates in the mediutarm and Banks 0% 1.8%

H H H 2012 2013 2014 2015 2016
increase their holdings of government debt. Revenue on Trading. FX. Other (%)
. . . mmmm Fee Income (%)
The main concern over growing claims on mmmm Net Interest Income (%)
domestic debt is that while itmay increase the Banking Return on Assets (RHS)
Systemdbs CAR, it also increases the Ilinkage between

the System and Governmentlf banks, which tend to
hold government debt to maturity, were to liquidate their
holdings for balance sheet reasons, then it would be
difficult to do ® in the absence of ael-developed
secondary marketherefore, alternative options would be
to engage in repo rollovers with SAMA or an outright
transaction with SAMA, and this in turn increases the cost
of funding (liquidity premium) for government bonds.

Rising rates in the later part of 2016 increased
Interest Income, but had a greater effect on Interest
Expense Total Income for 2016 grew by 20 percent
(Chart 3.3 P where the only driver was Interest Income,
which grew by 22 percent as a share of Total Income
Growth. Other sources of income, such as those from
Feebs and Trading Acti WBities,
percent decrease in Total Income. While the temporary
Chart 33 ORatio of Risk Weighted Assets to Tofsésets rise in market rates served to outweigh the impact of
declining profitability from other sources, the growth in
interestincome may slowdown going forward; given

87% o . L
86% adequate liquidity in the system, cdegh with declining

0 .

demand for credit.
85%
84% Chart 33 2Component Contribution to Income Growth
83% 40%
82%
20%

81%

0 20% P
80%
79% 9% 8% 5%

2012 2013 2014 2015 2016 0% . [ ]
(]

88%

2013 2014 2015 2016
Revenue on Trading, FX, Other
= Fee Income
-20% = |nterest Income
Total Income
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Total Expenses grew by a significant amount, Chart 33 4Component Contribution to Expense Growth
primarily due to the short-lived period of tightening 55.0%
liquidity. Total Expense for 2016 grew at 44 percent 44%

(Chart 3.3 % where the primary contributor was Interest 35.0%
Expense, which grew at roughly 30 percent for the year.

The great growth in expense was attributed to tightening 15 9o 8% 6%
liquidity conditions during the year, primarily due to some = 2%
drawdowns in the system. The tightegiliquidity may 5.0%
" 2013 2014 2015 2016
have prompted banks to offer more competltlve rates to = |nterest Expense = Non-Interest Expenditur
attract depositors, where the effect is noted in the large Total Provisions Total Expenses
increase in Interest Expense. Interest Expense as a ratio to
Interest income, hovered around 20 percent from 2012 In addition to Interest Expense, Provisions

through 205, drastically increasing in 2016 to 32 percent reported greater growth for 2016, reflecting some asset
(Chart 3.3 B The large jump in the ratio indicates the quality deterioration in the Banking System.Provisions
limited funding sources of the Banking System beyond for 2016 grew at approximately 6.8rpent, while Nor
their NonInterest Bearing Accounts. Interest Expense grew at 6.5 percent. While INaarest
Expense grew roughly in line with the previous years,
Provision reported a greater increase in 2016 relative to
2015, where provisions only grew at 0.5 percent. Loan
Provisions in te Saudi banking system consist of General
and Specific provisions, the former is a function of the
Bankdés | oan portfolio, while
increase depending on the asset quality of the specific

20%
loan.
15%
10% 3.6.3 Liquidity
5% Liquidity was tested during 2016, but has
0% returned to comfortable levels by the end of the year

Chart 33 3Total Interest Expense to Total Income

35%
30%
25%

2012 2013 2014 2015 2016 During the early part of the year, greater than expected
m Total Interest Expense to Total Income credit growth resulted in some pressure on rét@ of
liquid assets to total asse@hart 3.3 & The ratio dropped
The rising market rates due to liquidity to 17.1 percent in the first quarter of 2016, compared to
strains, impacted Interest Expense at a greater rate 19.7 percentin Q1 2015. The drop in liquid assets toshort

than Interest Income. When assessing the maturity term liabilities was not quite as steep, decreasing to 26
profile of both Assets and Liabilities for domestic banks, percent in the first quarter of 2016, relative to 30.2 percent
interest bearing liabilities are concentrated in artgn in Q1 2015, which cahe attributed to the weaker deposit
term period relative to interest earning assets. Relatively growth in the banking system.

tight liquidity in the system caused market rates to
increase, resulting in interelsearing liabilities being
repriced at a faster rate t 35 inte
earning assets. Vila the loan book does consist of

floating rate exposures, a % ysten
exposures, namely consumer loans, are fixed, wherebythe & 25
repricing of debt does not occur as frequently relative to 2 I
the banki ng -bearingliabiittss i nt er e
15
Q1

Q2 Q3 Q4 Q1 Q2 Q3 Q4
2015 2016

Chart 33 5Liquid Assets td&Shortterm Liabilities

o

m Liquid Assets to Total Asseis Liquid Assets to Short-term Liabiliti
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Despite the tightening of liquidity, domestic 3.7 Risk Outlook of Banking Sector
Banks continued to exceed the minimum liquidity

requirements proposed by Basel Ill Both the Liquidity The risks to the banking system largely stem
Coverage Ratio (LCR) and the Net Stable Funding Ratio from a continued decline in economic growthA slower

(NSFR) Chart 3.3 Bhave remained above the minimum ~ 9oWth may impact credit growth. A potential risk is
requirements. The same period in which there was some further asset quality deterioratiomhich may impact the

pressure on the banking sy SYRYRbgeditas Bagks hepome morecqptiopsdn thgiy, o

corresponding deemse in both the LCR and NSFR, lending activities. However, as no ed eanjithe Banking
dropping to 150.8 and 120.3 percent, respectively. Both Sygtem is in a.solid position to withstand lower profits
ratios indicate that even during the time of a brief stress of ~ during the mediurterm, and have enough room to keep
liquidity, Baselos |iquidi tterfskaprefduing thg\ison 2030 4ranEin. 5 oy
expected Basel Minimum of 100 percent for bo8R.and The Saudi Banking System remains contained
NSFR by 2019. As the liquidity situation eased  from headwinds stemming from global risks.As noted
subsequently, LCR and NSFR increased to 196 and 126 n section 1.5, the domestic banking system has relatively

by the end of 2016. low exposures to the global market. Potential risk
Chart 33 6Liquidity Coverage Ratio & Net Stable Funding emanating from abroad would have litlle effect o t
Ratio domestic system, and this has been historically tested
during the Global Financial Crisis, where foreign
216 141 exposures have been relatively similar to their current
196 136 portion.

A key concern for the next year is some
deterioration in asset quality. The Table 3.1 offers a
summary of the most pertinent indicators to gauge risks in
136 121 the Banking system, where the greatest impact from the
anticipated hikes would be on profitability. As a means to

2015 2015 2015 2015 2016 2016 2016 2016 gauge the potential response from the Banking System,

QLI Q2 Q3 Q4 Q1 Q2 Q3 Q4 SAMA has incorpaeated two different scenarios in its Top
——LCR (LHS) NSFR (RHS) Down stress testing that relate to market rates in addition

3.6.4 Leverage to shocking significant domestic variables, and the

) R response of the domestic banking system was shown to be

~The banking systemos l|afg¥Iye resfich@Box P Phk Fedulsbf thetress test
continues toimprove. Throughout the year, the leverage  efiect the strength of domestic banks in both a rising and
ratio as prescribed by Basel, continued to increase, gecreasing market rate environment. The strongest
reaching 13.2 percent by the end of 20Ch4drt 3.3 ).
The leverage ratio for the domestic banking system  fom decreasing market rates. In the decreasing market

remains much higher than the Basel minimum of 3 |5ieg scenario, the avge CAR reaches roughly 19
percen. The strong leverage position is a function of a percent, and NPLs projected to reach 2.07 percent by the

well-capitalized banking system, and is expected 0 gng of 2019, both measures indicate a muted impact on
increase as credit growth tapers off. overall system.

176 131

156 126

116 116

Chart 33 7Leverage Ratio Table3.1: Risk indicators in the banking system.

135 Indicator |Current Level off B4k Risk Out
13.0 Asset Qudlity Low Increasing
12.5 Solvency Low Stable

= oo Liquidity Low Stable
s Profitability Low Increasing
11.0

2015 2015 2015 2015 2016 2016 2016 2016
Ql Q2 Q3 Q4 Q1 Q2 Q3 Q4
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Box 34
StressTesting of the Banking Sector in Saudi Arabia

As part of its risk assessment toolkit, SAMA conduag-Down macraconomicstress testing dhe Saudi banking sector
onaquarterhbasi s. This Box provides an o vrmodel itseassumptionsSaAditd\niam
results.The objective is to assess the resilience of the Saudi Banking Sector to absorb macroeconomic shocks, ail
identify potential weaknesses on both an aggregate and individual basis to allow prompt SypeeticgarThe credit risk
stress test exercise has been carried out using bank level data, to bridge satellite models to gauge the resiliesteenst the
which utilize statistically significant macroeconomic variables (Oil Prices, Government Spendiwth@®ate, Implicit
Lending Rates, SAIBOR, Tadawul All Share Index Growth Rate).

1. Stress Testing Scenarios:

Thescenarios for conducting stress tests are based on
The stress test utilizesrde different scenarios: Baseline ScendWacroeconomic Shock with rising interest rates, and ¢
Macroeconomic Shock with declining interest rafEse three scenarios used in 8@tesummarized as below:

1. Baseline scenarioshows an improvement in gitice, which stagfrom $53 in 2017, and increaste $64 per barrel
Implicit lending rates and theASBOR are also assumed to increase gradually under this scenario. Governn
spendimy growth rates increase annually to 3.03 perbgrihe end of 2019Finally, TASI and credit growth rates
register positive liumodest levels that reach 0.79 percent and 1.58 paesggctively, byheend of 2019.

2. Macroeconomic shock with rising interest rates scenario assumes a drop in oil prices (Brent) to arpent&2él
in 2017, and recovemodestly ending up at around $48y end 2019The drop in oil prices causes government
spending to contraadn a quarterly basis during our projected horizon, slightly easing with each passing V
eventually registeringegative 6.85 percent on an annual basis during Z0I®SAIBOR is assumed to increase to
2.75percenty the end of 209, which increasetheimplicit lendng rate that reaches 5 percent by the en204P.
TASI, in this scenario is assumed to experience a shock similar in magnitudshodkef Feb 2006, where it gr®
by 40percentand then stabilizes at its new level. Finally, we assumed a negative scenario of credit growth simi
the scenaridhat happened in thiate ninetieq98-99) where growth contrastind decreases b9.55 percentand
begirsto fluctuate but by the end of 20tt%eganto improve and reaed 2.31%.

3. Macroeconomic shock with decreasing interest rates scenario assumpsreairprices to around $25 per barrel in
2017, and recovemodestly ending up at around 40$, by end 2019. Simultaneously, Government sgenttiacts
to negative 6.85 percent on an annual bagihieend of 2019. The SIBOR is assumed to fall from20 percent in
Q4 2016 to 1 percemy the end oR019. This, in turn, is assumed to caumsplicit lending rates to faat faster rates
from around 3.78 percent to 1.00 perceuating he same period. The TASI drops by 40 pereamt then stabilizes
at its new level.

2. Stress test Results:

The stress testing results shtvat Saudi banks can easily withstand various economic shock scehatlsbaseline
scenariq the projected noperforming loan ratio slightly increases in the first quarter @sponse to the shock, reaching
around 1.7ercenbut converges back to their normal levelsraiuend 1.54 percent by the end of 20C®&nsequently, the
NPL coverage ratio drops to around 83 centin the first quarter and converges back around itgirmal level of 148
percent Individual banks NPL ratios range from 2 2&rcent (the upper percentile)@d1percentthe lower percentile).
The capital adequacy ratio (CAR) would increase throughout the stress period reaching armperw@2by en@019.
The increase in CAR is mainly attributed to slower growth Risk Weighted Assets (RWAS) relative to total capital (Tie
Tier 2).

Underthe macro shocks with a rise in interest rates scenarjdhe results show th#éte projected noperforming loan
ratio is expected to increase significantly (although still remain low relative to internatiorddrstsnreaching a level of
2.26 percenby the enel019. Individual banks NPL ratios would rangenfr8.74 percent(the upper percentilgp 0.82
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percent the lower percentile)Consequently, the projected coverage ratio would decrease to reaplert@at by end

2019.The Projected CAR1creases from 19.5dercentto 23.04percent compared to 2percentin the baseline scenario
and that 6s mhtectionwiceditgrbwthwhieh leads to decrease in the risk weighted assets (RWA) whic
inversely related with CAR, SBAR will increase

Underthe macroeconomic shock with a decrease in interest rates scenanmn-performing loans (NPL) increaseofn
1.31percentto reach 2.0percentby the end of the thregear projection period; i.e., end of 2019. Individual bank NPL
ratios range from 3.28ercent(the upper percentiléd 0.68percentthe lower percentile). The coverage ratio decreases
122 percenttompared to 17percentin the initial period of Q2016 Thee ct or 86s CAR dr ops hyo
theend of 2019 which is attributed to the drop in capital as profitability of banks deteriorates due to the decrease in le
rates.Moreover, the increase in RWA results in a decreasing CAR due to the inverse relationship between the
Il ndi vi dual b a n k &hme 21C73 Percent(the wper dencemtite) to 17.17 pelfteatlower percentile).
Similarly, there is a decrease ifreT1 capital ratio from 17.4g8ercentin thebeginning of the period to 17.39 percahthe
end of the stress period

The stress test results using all three stress scenarios suggest that the banking sectoretbosgiitalized under large
shocks. Banks capital adequacy ratios are still comfortably above the Basel requirenprteh@&nd, more importantly,
above SAMAGs tperceats &mitincum €AR requirénZent.
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4. Non-Bank Credit: Recent Trends and Initiatives

4.1 Overview equivalent to 49 percent of total assets in 20t loan
portfolio share decreased from 47 percent in 2015 to 35
percent in 2016. The percentage share of monatagts

to total assets reached 14 percent by the end of 2ABL6 (
percent in 201p an indication of sufficient liquidity in the
SCls baks, particularly ithe monetary assets, which can
be made available for loans if necessary.

Non-Bank Credit institutions (NBCI) served to
enhance thegrowth of the Saudi economyby providing
another channel of credit The NBCI are nordepositary
institutions and consist of two major categories, the
Specialized Credit Institutions (SClsand finance
companies However the SCls are government
institutions and are funded by the governmentaiget 4.2.2 Credit Extended by SCls
specific projects or sectorsOn the other hand, Finance
Comparnes are private companies focusioigreal estate
and leasing operation, and aegulated and supervised by

SCI credit growth in 2016 witnessed a major
drop. Credit grew by only 0.2 percent for the year, a
sharp decrease from the previ

SAMA percent.In 2016, Llsratio of credit to the banks private
4.2 Performance o$pecialized Credit lendingslightly dropped to 18 percent compared 8.6
Institutions(SCIs percentin 2015, which is the equivalent AR 302
billion. Moreover, SCls share of the total lending in the
4.2.1 SCI Assets economy isl 7.6 percenta decreasedrom the18 percent
Specialized Credit Institution assets have been recorded during the previous yegChart 4.2).
continually expanding, supporting the growth of the Chart 4.2: Pagéirn of SClIs Credit
non-oil private sector. The largest increase in 20 years
wasin 2016 in line with the government 2030 visionln 20
2016, assets increased by 35.7 percent, reaching SAR 863 19 -
billion compared to SAR 635.8 billion in thgrevious 19 -
year. Assets classifications include loans, monetary assets, 18 - \/\
and investmentswhich constituted 98 percent of total % 18 -
assetsamountingto SAR 846 billion at the end of 2016 17 1
(Chart 4.1). 17 1
16 -
Chart 41: SClsAssetshy Type 16 -
15 ‘ ‘ ‘ ‘ ‘
2012 2013 2014 2015 2016
450.0
400.0
350.0 ——— SCls credit as % of total lending (Banks and SC
x 3000 /—— SCls credit as % of credit to private sector
) 250.0
S 200.0 . : .
2 1500 The total credit provided by SCis remamed_
100.0 —_— ~_ — largely unchanged In 2016, the total SClis credit
50.0 extendedwas equivalent to 11.6@&nd 21.17 percent of
0.0 total GDP and nowil GDP respectivelywhich is similar
2012 2013 2014 2015 2016 to the previous yeaihese ratios are above the average of
Monetary Assets Loans Investments the previous five years, which is 10.46 percent of total

GDP and 19.5 percent of nail GDP (Chart 4.3).

Asset classifications were dominated by
Investments. The total amount invested by SClsas
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Chart 4.3: SClIs Outstanding Credit Relative to GDP and non was 21.4 percent of the totdlhe Public Investment Fund

oil GDP sharewas 21.31 percent of the totallhe share of loans
distributed by the Saudi Industrial Devetognt Fund was
350 o5 19.2 percent of disbursed loans. Finally, the loans
provided by the Agricultural Development Funckre
300 | 20 only 2 percent of the disbursed loaf@hart 4.4).
250
4 Chart 4.4: Percentage share of disbursedslbgrsCl types
< 200 15
» % 50 -
< 150
2 10
o 100 40 A
5
50 30 4
- 0
2012 2013 2014 2015 2016 %29 1
mm Total credit 10 -
SCls credit to GDP (RHS) o4
SCls credit to Non-Oil GDP (RHS) 2011 2012 2013 2014 2015 2016

m Agricultural Dev. Fund  m Saudi Credit & Saving Bank
There are a number of reasonswhich make

the SCls risks to the financial stability of the Saudi
economy minimal. First, unlike banks SCls are nen m Real Estate Dev. Fund
depositary institutions and are finadceby the
government, which makes this sector less exposed to
liquidity risks. Secondsincethe govenment financethe 4.3.1 Finane ComparesAssets
SCls the contagion risks to the financial systeare
limited. Third, the SClIs pose no leverage implications on
the banking sector because their balance sheets are funded ] .
. - . total assets werequivalent to B percent of the Saudi
entirely by the government. Therefore, it limits the impact ) ) .
. . . [manma sys.temds Tdne{eeweaellt_dur news s & t s
ofary deterioration in the SCl[so credit. qual:/l ]}/ I'na vy,
. — . finance companies licensed in 2016, increasing the
psychologicaleffect as the Saudi citizens and private ber of : . 24
sector businesses perceiVenun%%rgoptgaqugosmpar}legtlole as being

Public Investment Fund Saudi Industrial Dev. Fund

4.3 Non-Bank Finaning Sector

The finance companies sectois relatively small
but rapidly increasing. By the end of 2016 t hi s sect

bulwarks of certain sectors of the economy such as During 2016, total assets of this sectoincreased
industrial, agriculture, and real estakdoreover,mostof by 5 percent (SAR38.9billion) (Chart 4.5). Real estate
the SCIs have been séiinded Therefore, the vast and nonreal estate assets accounted2®percent and'1
majority of borrowers are aware of the necessity of per cent of tot al f i peatively.e c o my

Apassing it forwardo by r epBhgse asgetstwearuivalent to2aparcent of GDH1.5

percent in 2015), and 2gercent of the novoil GDP in

2016 (2.6 percent in 2015)Moreover, thefinance
compani es® as slgpexentaftcotalbankt ed f
assets in 2016

Real estate loans account forhe largest share of
SClIs loans. The Real Estate Development Féns
outstanding loanslaimed ashareof 36 percent of total
SCI loans in 2016 The share of loanby the Social
DevelopmentBank formally Credit and Savings Bahk

12 The finance compaessector is divided into two segments based on the line of business, namely, real estateraaldestate. There
are six real estate and 28 naal estate companies.
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Chart 4.5: Total Assetsf finance companies Chart4.6: Credit by Business Line
45
40 |
a5 | 40.00
x 30 r % 30.00
D 25 n
é 20 5 20.00
a =
15 @ 10.00 I I
10
5 0.00
. , , , 2014 2015 2016
2014 2015 2016
ER.E mNon. R.E m Total credit
H Total Assets mR.E m Non.R.E
4.3.2 FinanceCompaies Credit 4.3.3 Financecompanies Resilience
The total credit extended by this sector 4.3.3.1Profitability
compared to the credit extended by the banking sector Although total assets and credit have increased,
was small during 2016. The totd credit (On-balance profitability has continued to decline. Profits have
sheet credithccountedor approximately 2.3ercent of decreasedby 29 percent to SARB70 million. Moreover,
the total banking sector cretfitHowever, the growth rate both ROE and ROAhave been negatly impacted
was high, with an increase of pércent, reaching SAR 31 respectively registering 5 andp2rcent(Chart 4.7). The
billion in 2016. The real estate and nwal estate downturn in profits resultechainly from three factorsi-
components grew by6 and8 percent respectively. Real the slowing economic growth, which impacted both asset

estate andaon- real estate respectively accounted for 31.4  gyality and credit growtt2- the higheroperating expense
percent, and 68.@oercent of total finance companies  \hich increased by 57 percent in 20&&chingSAR 3.07

credit. Itwas equivalent to.2 percent of GDP, and 2.2 billion compared to SAR 1.9 billion in the previous year;

companiesdéd credit classification consists of real estate

nornreal estate credit, with an average loan maturity of 15 Chart 4.7: Profitabilitf finance companies

years for real estate aned3years fomonreal estate. The 14% -

amount of credit dedicated to real estate was one third of 12%

the total credit extended. 10%
8%
6%
4%
2%
0%

%

2014 2015 2016

B Return on Assets ® Return on Equity

131f off-balance sheet credit is included, total FC credit would reach SAR 55 billion in 2016, growing by 5 percent comparedrto the ye
before.
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4.3.3.2Leverage 4.3.4 Risk Outlook ofFinanceCompanies

The leverage ratiois stable and has not incurred The credit extended in 2016 has grown by 10
a major change since last year The leverage ratio for percent. At the end of 2016, NPLs have increased from
real estate o0 mp a Imasreashéd a level of 2.3 rcent 4.4 percent in 2015 to.3 percent whichwasmainly due
in 2016 a minordecr ease from 2015 &wsachangwnalPL caledlatio@metBodiologyenforcedby
percent Moreover the nomr e a | estate cSAMp. HMoweversadset quality deterioration was more
leverage level ha been stable at 1.GFercentslightly prominent in finance companies as opposed t&ddne
decreasing from 2015 ratio of 1.p&rcent These ratios to the nature of their lending activities. Finance
are far below the maximum limits allowed by SAMA in companiesdé credit portfolios
their policy framework.Therefore the financecompanies credit extended to SMEs, at roughly 17 percent who were
are ina comfortable position in terms of being able to cope  impacted at a greater magnitude than large corporates.
with high levels of nonperforming loari§ they occur. However, while the NPL ratio is increasing, it is still

considered to be relatively low compared to other
countries. The high level of credit extended to the real
estate sectamay constitute anothevenueof risk, as the
credit to realestate projectwias 31.4 percent of the total
credit in 2016.The high concentration could amplify
finane companies' risk exposure.

Chart 48: NPL ratioof finance companies

10.00

8.00
6.00
4.00
3NN
0.00

¢ & & F & &

%
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5. Insurance Sector: Performance, Coverage and Resilieac

5.1 Overview Insurance products and services are provided
. ] through three main insurance classes with each class
The structure of the insurance sector remained containing several business linesThe first class is

the same with little changes in 2018n 2016, the sector
remained comprised of 35 companie§,ldss assessors
and loss adjsters, and 8 insurance advisors. The number

General Insurancewhich includes business lines such as
Accidents and Liability, Motor, Property/Fire Insurance,
Marine, Aviation, Energy, and Engineerinthe second is

of actuaries has increased from 2 to 3 actuares, Health Insuranceand the third class iBrotection and
number of insurance brokefscreasedfrom 88 to 92, Saving(P&S) Insurance Their respective shares of total
insurance agentsicreasedrom 91 to 95, and insurance insurance activitiesin terms of Gross Written Premium
claims settlement specialists (thipdrty adminstration) (GWP) stood at 6.6 percent, B.5 percent and 2.percent
increasedrom 13 to 14. SAMA is the regulator for the in 2016 (Chart 5.2).

sector, except for health insuranoghich is shared

between SAMA and the Council of Cooperative Health Chart 52: Market $hareof Insurance Businedsnesin 2016

(% of Total GWP)

Insurance. Furthermore, since all insuranceames are
publicly listed, the CMAis mandated to ensure that all
insurance companies are compliant with$iaeidi Capital
Market Law

The Sector remains smallas measured by its
contribution to non-oil GDP and compared to the
banking sector. The insurance penetration ratio as
measured by the ratio of Gross Written Premium (GWP)
to nonoil GDP, which indicates the contribution of the
insurance market to newil output, averagea@roundl1.9
percentduring 20P-16 and remained at 2.1 percent in
2016 as in previous yeéChart 5.1). It represents amall m General Insurance  m Health Insurance
component of the financi al = P&S Insurance tot al
assets reached26 percentof nonoil GDP in 2016,
insurance total assets relative to fmhGDP stood abnly
2 percentduringthe same period.

Although moderately,the Saudi Insurance
Chart 51: Insurance Penetration (GWP as % of40drGDP) market slightly contracted in 2016 The share capital of
the entire insurance industsfightly decreased by B.

25 - 01 percent in 20160 SAR 126 billion, compared to 2
20 - 1.9 ' percent increase ipreviousyear. Moreover the overall
1.7 GWP growth rate slowed to 1 perceint 2016 from 20
15 16 percenin the previous yeastanding aSAR 36.85 billion
- ' in 2016 comparedo SAR 36.49 billionin the previous
° 10 year(Chart 5.3). The slower growth in GWP compared to
' 2015 is mainly due to two reasons. First, the slowdown in
economic activities which reduced demand for several
05 1 insurance products. Second, the structural change in
insurance pricing methodology in 2015, whereby actlaria
-7 2012 ' 2013 ' 2014 ' 2015 ' 2016 ' pricing was reinforced by SAMA, which led to a co#
jump in the amount of GWP in 2015.
m Total General Insurance m Total Health Insurance
Total P&S Insurance Total
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Chart 5.3: Gross Written Premiums Chart 54: Market Share Growth Patteof Different Insurance
Lines
40 - 25% 60.0 -
35 ; 50.0 -
30 [ 20% 40.0 -
x X 30.0
52 P % 20.0
= L 10% 7
@ 15 I 0.0 - . . . ;
10 2012 2013 2014 2015 2016
- 5%
5 J u Motor m Other General Isurance
0 = 0%
2012 2013 2014 2015 2016 Health Insurance P&S Insurance
The insurance industry remains dominated by
mmmm Total General Insurancssssm Total Health Insurance the top three players The share of the top three

Total P&S Insurance

Growth rate (RHS) compani esd6 GWHlighthainckeasedromh ar e

51.7percent in 204 to 52.1 percent(Chart 5.5).
Health and motor insurance continued to

dominate insurance activities as they accounted for
83.5 percent of total GWP. While the health insurance
segment slightly decreased by 1.8 percent, the motor
insurance significantly increase by 12.6 percent, which
represents the highest increase among insurance lines
(Chart 5.4). This concentration of insura@@ctivitiesis
mainly due to the compulsory health and motor insurance
policy whereby businesses are obliged to provide health

(medical) insurance to their employees and drivers are &
required to hold, at least, a thipérty motor insurance

policy. Such concentration is expected to continue given
initiatives to extend health insurance policies to

Chart 55 : Market Share of Top Insurance Companies as a
Percentage ofdtal GWP in 206

employees in public sector entities such asMhestry of = Tawuniya m Bupa

Education, Ministy of Justice, and Saudi Airlinedn MEDGuUIf Malath

addition, the coverage of motor insuranpelicies is - .

expected to increase given that around 50 percent of total = Alrgjhi = Others companies

motors in the kingdom are still not insure®ther

insurance businesimes, however, did not shoasimilar _ The current retention ratio of the Saudi
growth pattern in their respective GWPs2016. This insurance industry reflects less reliance on the

indicates a need féurther developments in these business reinsurance market. The retention ratio which indicates
lines (especially in the Protection and Savings line) to help  the percentage of GWP retained by the insurance

reduce the concentration risk and allow for business Companiesncreased to 84 percentin 2016 from &8gent
diversification within the industry. in 2015 (Chart 5.6). This was indicative of less integration

between the domestic and global insurance madkeitsy

to low percentage of reinsurance contracts signed with
international reinsurers. The low reliance on the
reinsurance market indicates that most of the market risk
is being assumed by the insurance companies.
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Chart 5.6 : Reeention Ratio of Total Insurancechvities Chart 58 : Insurance dderwriting, Investment and Net results
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Retention ratios of different insurance lines 2012 2013 2014 2015 2016

showed a wide divergenceHealth and motor insurance
businessesyhich combinedaccounted for 83.5 percent
of the overall GWP in 2016, registered retention radios
97 percent and 88 percent, respectively. On the other hand,
the retention ratios were significantly lower for the rest of 20 -
insurance lines reaching a level as low asp&rcent for 15

Energy insurance anfl.5 percent forAviation (Chart
5.7). 10 -
Chart 57 : Retention Ratios by @siness line ;{3‘5 i A
VO T T T 1

B underwriting result  m Investment result Net result

Chart 5.9 : Returns on Assets andjity for the insurance
sector

100 - 5] 2011 2012 2014 2015 2016
210 4
% -15
50 | ——ROA ——ROE

However, there remains a wide divergence in the
performance of individual insurance companiesThe
0 - n industrywide profitability is mainly impacted by the

2012 2013 2014 2015 2016 performance of the top two companies whosedmemes
constitutearound59.7per cent of the secto

m A&L and Other m Motor . ..
Property/ Fire m Marine If excluded, the net income across the remaining
m Aviation Energy companieswould drop to around $R 0.85 Billion.
Engineering m Total General Insurance Moreover, a large segment of insurance companies
Total Health Insurance = Total ) g g p

reported losses in 2016. Out of the 35 insurance

companies6 companies reported net losses.
5.2 Performance

Sectorwide accumulated losseshave slightly

Overall, the insurance market showed a improved. In 2016, 21out of 35publicly listed insuance
significant profitability increasein 2016. Net results companiegeportedaccumulated losses on their balance
have increased from SAR 0.8 billion in 2015 to SAR 2.1 Sheets Compared to 26 Companies in the previous year
billion in 2016 recording a growth rate of arounf01 Moreover, one company was suspended from trading in
percent. This increase in profitability was mostly led b the equity market (reflagged) due to accumulated losses

the insurance activities as insurance underwriting results  yat exceeded 100 percenitsfown capital, while another

2016 compared to SAR GBillion in 2015(Chart 5.8). accumulated losses that exceeded 75 percent of its
Moreover, both ROE and ROA significantly increased,

recording around 14.5 percent and 3.7 percent respectively
during 2016(Chart 5.9).
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capitat*. The rest of the 29 companies recorded
accumulated losses less than 50 percent of their capital
(Chart 5.10, Box 5.1).

Chart 510: Accumulated losses in the Insurance sector (% of

Paid Capital)

16 14

14
12
510 9
£
<) 8 6
o
5 6 4
§ 4

o [

> 100%99 - 75%74-50% 49-20% 19-0% No
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Investment activities have recovered from the
last year loss and registered a profiin 2016. Investment
results registered arofit of around SAR 2 7 gillion
compared with a loss of SAR 9 Millioim 2015 (Chart
5.8). The reversal in investment income can be partially
attributed to tightening liquidity during 2016, which
increased the rate at which banks pay for deposits. The
rising ratesbenefited insurance companies, as a large
portion of their investments are deposits. Given the
expected normalization of U.S monetary policy, we
foresee some response in the local rates, which may
benefit insurance companies.

A persistent, yet minimal, decease in the
industry -level loss ratio indicates an improvement in
t he efficiency of t he
underwriting activities. The average loss ratio, which is
defined as the ratio of total net claims incurred to net
earned premium, moderatalgceasedrom 80 percent in
2015 to 78 percent in 206. However, he ratio is
consideredrelatively high indicating a room for further
improvements in the underwriting standards in order to
control for market riskandlower the net claims incurred
(NCI) levels The moderate increase in the loss ratio is
further dampened by the large increase in the expense ratio
of the Insurance Sector, which has increased to 13.3
percent Chart 5.11), highlighting that there remains

room to optimize operational costs dadher work done
to decrease claims.

SAMA has introduced a new regulation
concerning the motor insurance line that is meant to
incentivize good behaviour by claim holders
Customers who maintain a clean record for more than a
year, i.e. when no claims are filed, will qualify for a
discount. Through this regulation, both insurers and
customers will benefit from the regulation, through lower
rates for customers and loweriats filed for insurers.

Chart 511: Patterns of Loss and Expensatigs
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The market remains highly concentrated,

putting further pressure on the smaller players in the
insurance sector.The market share beirdpminated by

the top three insurance companies leaves little room for
the smaller companies to compete, which may impact
prices at the usexnd level. It may prove beneficial if there
were to be some consolidation among the smaller
companies within the insance sector, by combining
synergies through Mergers and Acquisitions (M&As). The
cBrmiblhdtigh "ot he srftaffe Bo?nf)]ahieess | serve to
introduce new companies that may be able to compete
with the dominating players, and improve the profitability
standing othe smaller players through shared synergies.
Otherwise, it is likely that small companies that are unable
to compete would continue accumulating losses, and end
up running the risk of being subjected to the rules of
Article 150 of theNew Companietaw.

14 However, as a result of the implementation ofriee Companies aw, bothcomparmesweredelisedin May 2017.
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Box 5.1
Article 150

The Capital Market Authority along with the Ministry of Commerce and Investment have recently amartadédhe New
Companies Law that pertain to accumulated losses, specifiéatigie 150 of the New Companies Law whitdok effect in
April 2017. As per Article 150 companies with lossesbove20 percent will be marked with the appropriate indicator thal
indicates the severity of the accumulated loss. In addition to the indicator, the company in question must publiclheisclg
remedial plan to be taken to reduce the accumulated loss. When the accumulated loss is more than 50 percent the
must take the following actions:

1 Knowledge of the accumulated losses reaching 50 percent from a company employee or an audider m
immediately communicated to the Chairman of the Board of Directors, and the Chairman must inform the boar

1 After the Board is informed, they must call for an extraordinary general assembly within 45 days after being info
of the accumulated loss.

I Theextraordinarygeneral assembly will vote &ther reduce or increase the capital, in order to bring the lbskesg
50 percent.

The company will be delisted and dissolved if an extraordinary general assembly is not held. If an extraordinary g
assembly meeting was held, the company will be delisted and dissolvedrniédimgoffers no resolution, or if the meeting
results in a votéo increase capitabndfails to shore up the required number of subscriptions.

As of 2016 therevere 10 listedcompanieghat have accumulated l@ssof 50 percentand abovewith 20 percent of the
companies being in the Insurance Sector. For compaiitiesosses between 20 percent &fdpercent, Insurance companies
make up roughly 71 percent of companies in bratket. This large representation of the Insurance sector in companies
accumulated losses indicatiémt there are deficiencies within the Insurance sector that need to be addressed. If losse
sustained this may lead to more companies exitiagrtarket, concentrating insurance providersdelactedew companies
which will reduce competitive pricing.

The impact of companies exiting the market, as an implication of Articleid 8@batable. On one hand, some argue that th
may reduce compigibn and impact prices. Others, on the other hand, may argue that it would allow market forces to
and, more importantly, would enhance efficiency and the level of insurance services offered. As only those of econemic
value and efficient compagg would remain in the industry.
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5.3 Resilience Chart5.13: Technical Rserves

Policy measures continue to ensure the ability of 35

the Insurance sector to withstand financial 30 -
turbulences  SAMA continues to require Insurance
companies to hold a specific amount of their paid

29 30
26
25 - 22
capital as &tatutory depositwhere this reserve is geared 20 1 16
towards policyholders to meet unexpected claims, similar = 15 -
to the regulatory reserve requirement put iacpl on 10 |
Banks t o me et depositorsé of
unf oreseen instability. SA 5 her
complimented by other Regulatamyles, such as the Saudi 0 - : : : :

Company Lawthat requires listed companies to allocate 2012 2013 2014 2015 2016
20 percent of their annual profiisto a reserve, until that
amount equals paid up capital. The convergence of policy
builds a strong foundation for the Insurance Sector to
satisfy shareholders, and protect claimants. This can be
noted in the large level of reservége insurancesector
currently holds, which stands &.4 percent of Total

Billion SAR

There was a slight increase in Total Net
Claims for the year, but it has been growing at a slower
rate. In 2016,the i ndustryds tot al Ne
(NCI) increased by arountD percent, which remains far

Liabilities below the 2012015 average rate of around 24 percent.
The industry-level olvency margins have Thelevel of NCI reachedSAR 23.7 billion in 2016from
stabilized at a level above the regulatory requirements SAR 21.6 billion in 2015. Similar to the slowing growth
reflecting the resilience of insurance industry This was trend witnessed with NCI, tot@ross Claims Paid (GCP)
backed by a number of measuresipuytlaceby SAMA to grew by roughly 6 percerih 2016 which is lower than
help improve the performance of the sector which resulted growth rate of 21 percent reportectie previous yearin
in improved earnings during 261 As a result, the terms of levels, GCP in 20iAcreasedo SAR 26 billion
i ndustry 0 sgins improvedexecegdingitiaer100 compared toSAR 24.5 billion in 2015 The underlying
percent requirement and reachitis0 percent by the end components o5CPshed some sight behind the trend,
of 2016 (Chart 5.12). where GCPfor total Protection and Savings insurance
Chart 512: Solvency Margins grew by approximately 8 percent in 2016, compared to a
growth rate of 18 percent in 201%he amounts of GCP

160 - for total Protection and Savings insurance increased to

140 4 SAR 420millionin 2016, from SAR 39@nillion in 2015.

120 A This is in contrast with the pattern reported for GCP for
100 + Health insurance, which registered higher growth in 2016
S 80 4 at 11 percent growth compared tt3 percent in 205.

28 | Finally, GCP forgeneralinsurancemarginally ncreased

20 4 to SAR 11.05 billion in 2016rom SAR 11.02billion in
o 2015.
2812 o3 2813 o3 2814 o3 2815 s 2816 o3 The insurance sector has a sizeable presence

. . . ) in the capital market in terms of market capitalization.
_ _Technlcal reserves continue to increase, WhIChA The growing interlinkages in the Insurance sector
s 1n par t due to ,S AMAG s erﬂpﬁagi?eetﬁ'et imptﬁ’rtén@ev prosficjy %botdifiion to
gwdglmes. Techmcgl reserveifund; set aside from contain vulnerabilities. Deito the nature of business by
profits to cover claimsjeported a slighincreaseSAR Insurance companies, they are expected to invest their

29.7billion from SAR 29.4b_i||i0n in 2015, growing by 1 assets in high quality investments. A large portion of their
percent(Chart 5.12). The sizeable amount accounts for assets are held in banking deposits, whar@d5, the
more than 70 percent of t heingjrnasrpaeance SeCtéordﬁespolsiiatbsi Iiint i

. s'ectors
and more than adequately covers total net claims at 126 banks, represented more ti&hpercent of total insurance
percent.

investment¢Chart 5.14). Depositancreasedrom around
SAR 14.2 billion to SAR 14.8 billion, which grew at a

44
Financial StabilityReport 20Y



Insurance Sector: Performance, Coverage and Resilience

slightly lower rate during2016 (Chart 5.15). The large Chart 515: Deposits at Financidhstitutions by the Insurance
proportion of depositsthatmakep t he I nsurance sect ar @& $eCtor

investments is well above the 20 percent minimum that is 16 -

placed by the Investment Standards issued by SAMA, 14 |

which highlights limited investment opportunities for 1 ]

insurance companies. As for the capital market, the

insurance sector makes a significant share of around 30 o 10 1

percent of market capitalization. Hence, while the impact 9 84

of an individually stressed insurance company may not be 2 4|

significant, given their small individd sizes, systemic @ 4

risk may arise if a group of companies is affected as their

collective impact may be material. Therefore, policy 21

coordination among relevant financial regulators is critical 0 . . . . .
to contain such potential systemic risk. Moreover, the 2012 2013 2014 2015 2016
deepenigp of Saudi Arabiads capi e

greater investment opportunities.

Chart 514: Share of Bch Insurance Investments in 801
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Box 5.2
Recent Developments in the Insurance Sector

As part of SAMAOGs continued efforts to further devel
andsafeguard consumer rights, a number of initiatives by way of SAMA have been taken by SAMA throughout 2016 ar
beginning of 2017. The establishment of a new Customer Care Unit within SAMA and having insurance companies es
the same units. The costme r care units wild.l i ncrease accountabildi
commitment to the betterment of consumer satisfaction in the Insurance sector.

Further to the efforts of supporting insurance customers, SAMA has asked insooanpanies to deposit insurance

compensation directly into the consumer 6s bank agom® u
efforts of refining our payment systems and how it facilitates policy in a wide range of areas. SAMKBhamrked in
advancing the Shariadah Compliant nature of insurance

the company collected more premiums than the claims it has paid out.

SAMA has also made some progress in regards t@rgmmiums charged to insurance customers by utilizing their drivin

record. l nsurance companies are expected to consider
the mandatory insurance premium and offer a discount (thatpoold si bl y reach 30 percent)
behavior. The consideration of the customerds drivin

good driving behavior. Bincorporatingcustomer behavior into the poess of insurancassessmenitisurance companies are
expected to continue to differentiate pricing based on a more comprehensive risk profile for individual customers.

SAMA has also made clear the importance of new mandatory insurance products toeototiee transportation sector. The
products should cover insurance for trucks, rental vehicles, and others, and are expected to be offered by a large ny
companies to encourage competition in the market.

The efforts by SAMA will continue with # Insurance Vision 2022vhichaims to build on the progress made in consume
protection, enhance human capital through skill development and increase the Saudization rate in the Insurance secto
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Capital Market Stability

6. Capital Market Stability

6.1 Overview Overall, stock market capitalization improved in
2016 to SAR 1.7 trillion compared to SAR 1.@rillion

in 2015 representing 694 percentof GDP compared to
64.5percentin 2015 Listed companies climbed to 176,
and the number ofAuthorized Persons (brokerage
companies asset management and investment bafking
increased to 8%Chart 6.3).

The capital market is still sound and wel
positioned despite many challenges facing the Saudi
economy from the decline in oil revenues, and the short
term predicted implications of the ambitious Saudi
Vision 2030 The dock market has beemfluenced
mainly by weakening demand across most economic

activities. Chart 6.3: Market Size
Chart 6.1: TASI & Oil Prices Correlation 200 - 200
120 - o708 - 9000 g
94.12 =93,00 c
100 - // \\ L 8000 § 150 - - 150
Q 80 1 “we=== | 7000 g B
S 60 A 48.70  43.28 £ O 100 1.00 €
o - I .
= 40 - 6000 g . é
20 - - 5000 b} =
-g 50 - - 0.50
0 4 - 4000 =
2012 2013 2014 2015 2016 zZ
mmmmm Oil price = = = = TAS| (RHS) 0 - - 0.00
SourcesBloomberg, 2012 2013 2014 2015 2016
Oil price fluctuations added more pressure on memm Market Cap (RHS) —— Listed Companies
. L 0
market stability . AI.though'0|I prices retreated by 11.1% Authorized Persons
in 2016, the Saudi stock index went 43 percent The
Source: CMA

stock market index swang by more tharp2scentduring

the year Chart 6.1). In 2016, the Saudi capital market was exposed to

liquidity and volatility risks, mainly due to a handful of
macroeconomic factors whiatause some stress on the
capital market activities. Government reforms, on the

The traded value witnessed sharp volatitifjuenced
mainly by banking liquidity tightness that pushed the
SAIBOR rate to2.38 percent during 2016. Market

. . ot her hand, have increased |
sentiments also created a continuous pressure on the stock purchasing power and corporate profitability which, to
market traded value pushing it to decline by 3ieBcent some extent reduced | i s ted o
yearonyear Chart 6.2) withtheecoomi ¢ sl owdown, APs6 act.i
Chart 6.2: TASI & Turnover decline. AISO, t he real estat
extra pressure on their investmeattfolios in the last two
350 12500 years.
300 10000 ) .
x 250 6.2 CapitalMarket Activities
< 200 7500
‘g 150 5000_‘§ Economic slowdown and investment contraction
é 100 g pushed thecapital market activities slightly down in
D 2500 2016 Capital Market Authority (CMA) in 2016 approved
0 0 214 financing operations down by &rcentcompared
«\\\,\\«0\,{"«0Vx%«\“\,x“«@\,\%«\b\,\b to 2015 Likewise, total value of issuances reaclstR
W@ \\5- W \0- RS \0 A% xo A xo A xo -
w— TUINOVET TASI 28.6 billion, decreased by 120&rcenias compared to last
Source: CMA year, and 39.fercentbelow the 5year averageGhart
6.4 & 6.5).
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Chart 6.4: Capital Market Activitig@umber of
Activities)
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6.3 Market Legislation

Six New Implementing Regulations were issued in
2016 and nine amendedMoreover four Implementing
Regulations are under development. All of which aim to
improve internal efficiency andffectiveness, strengthen
corporate  governance, promot disclosure and
transparency, arichprove internal as well as external risk
management. The new "Companies Lagrantedthe
CMA newroles and responsibilities to better stabililze
capital market. Furthermorthe CMA instructedall listed
companies toconvert intothe International Financial
Reporting Standards (IFB) and disclose anynaterial
effects during the conversion process.

6.4 Governmen®olicy Reform

Limited oil revenuesoverlapped with the expected
short term impacts of government policy reforms have
affected l'isted companiesbéb
According to reporteddata, the estimatedyovernment
fuel, water and electricity tariffs reforsrhad relatively
consideable financial and competitive impact on sem
sectors and listed companifhe reformon average has
added 21 percento the aggregate cost of listed companies
in 2016 compared ta year earlier. The impact of the
reform on sector bases showed increase in aggregate cost
for the material sector by an average of p&rcent
However, the Utilities sector was the only sectorthat
benefiedfrom thereformasits revenue and profit in 2016
improved A great part of the government reform cost is
expected to be absorbed througtmpaniesincentives
toward more fueéfficiencyuse(Chart 6.6).

Chart 6.6 Cost Increases Due to Energy Reform

Utilities 9.5%%
Materials 2.8
Market Total 2.10%

Food & Beverages 1.1
Capital Goods 0.81%
Transportation 0.76%
Consumer Dur. & App.1 0.5%%6
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Media 0.32%

Commercial & Prof. Svc I 0.32%6
Health Care Equ. & Svcl 0.30%

Phar ma, Bi ato®h & Lifeé

Food & Staples Ret.l 0.2%0
Energy 0.27%6

Banks | 0.2%%

Consumer Ser.l 0.2%%
Diversified Fin. I 0.28%6
Telecom. Ser.] 0.22%6

Retailing | 0.0%
Insurance | 0.01%
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Source: CMA

6.5 MarketSystenatic Risks

In a downward direction, Tadawul All-Share
Index (TASI) fluctuated during 2016 with an average
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of 21.2 in terms of 96day volatility, a bit lower than
the previous year That was mainly driven by

macroeconomic factors related to decrease in government
sperding and weakness in the consumer purchasing

power. Sector wise, the media seat@sthe most volatile

sector during 2016 with around 49.95-@8y volatility.

Table (6.1)breaks down systeaticrisks to see how much
pricesbd

presenting t

with their relative ranks for 2016. It is remarkably seen

of the company
mar ket return,

that there is a sign of linking excessive systéorisks

c ha

( b >tb elatively small market cap companies. The
heavyweight sectors with relatively big market cap

companies recorded low to moderate systienrisks,

such as Banks, Materials and Telecommunication sectors.
Table6.1: TASI S e ¢ t Systesafic Risk

2016
Sectors b Rank
Energy| 1.136 7
Materials| 1.034 12
Capital Goods 1.275 4
Commercial & Professional Sv  0.973 14
Transportation 1.266 5
Consumer Durables & Appar¢ 1.351 2
Consumer Service| 1.513 1
Media | 1.210 6
Retailing | 1.099 9
Food & Staples Retailin¢ 1.090 10
Food & Beverages 0.940 16
Health Care Equipment & Sv,  1.102 8
Pharma, Biotech & Life Scienc 0.958 15
Banks| 0.872 17
Diversified Financials 1.057 11
Insurance| 1.287 3
Telecommunication Service 0.733 18
Utilities | 0.726 19
REITs | -0.114 20
Real Estate Manag. & De\ 1.006 13
6.6 Market Liquidity
The short term expected impacts of

government reforms as well as liquidity contraction in

the economy as a whole had direct effects on market
liquidity . The traded value was impacted during 2016
compared to 2015Stock market turnover retreated by

30% Margin lending declined 50.4% yeaton-year to
reach SAR 6.8 billion, representing less than 1%totk
market capitalizationFortunately,there were signs of
improvement in the fourth quart€Chart 6.7)

Table6.7 Margin Lending Value
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z 6
(%) 4
27 L
0
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Source: CMA

On the other hand, traded value ofSukuk & bonds
market almost did not change in 2016 compared to
2015 The Saudi Vision 2030 is expected to have a
significant role in activating th8ukuk & bonds market.
Thus, the CMA has an ambitious strategic plan in line with
the Saudi Vision 2030 to develop the debt market to play
a substantial role to supporetlocal economy.

Assets under management of investment funds
industry posted a significant increase in 2016 to reach
SAR 215.9 billion up 19.8% from 2015 data Total
assets under management of private investment funds rose
66.2% to SAR 128.7 billion in 201¢Chart 6.8)

Chart 68: Asset Under Management
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Source: CMA

6.7 Shadow Banking

Worldwide shadow banking risk has been evolving
since the last decade to be one of the significant sources
of financial risks. As the capital market regulatahe
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CMA supervises and monitoadl capital market activities
including all shadow banking sources. Money market
funds, the major shadow banking component decreased to
SAR57.5 billion and Real Estate funds edged down
slightly to SAR 3.6 billion in 2016.

6.8 Market Resilience

6.8.1 Corporate Profitability

The overall profitability of the Saudi stock
market decreased by 4.1% to SAR 94 billion in 2016
Most sectors participated in the decline. The decrease was
mainly driven by Banksnd Financial Service sector and
Agriculture & Food Industry sector as well as Cement
sector bySAR 2.4, 2.2 and.4 billion respectivelyReturn
on assets declined marginally to 2.5 compared to 2.6
percentin 2015, while returron equitywent down to 8.9
in 2016 compared to 9fercentin 2015.(Chart 6.9).

Chart 69: Stock Market Net Income
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In the last two years, the corporate profit reduction
had diluted
new Companies Law, which has been applied since the
2nd of May 2016, has led the CMA to amend the rules
governing distressed listed companies to reflatgr alia,

the new 5(percenthreshold for losses. Accordingly listed
companies with accumulatémsses reaching 3fercenor

more of their share capital by the end of the year totaled
26, of which 13 companies were in the Insurance Sector.
The CMA has expedited the relevant processes to assist
those companies to comply with the requirements of
corrective action®f capital increase/decrease deadlines as
prescribed by the new Companies Law in orideavoid
delisting and winding up.

Table 62: Distressed Listed Companies

No. of
Companies
Companies with Accumulated Losses of 20% o 8
more, butLess than 35%
Companies with Accumulated Losses of 35% o 4
more, but Less than 50%
Companies with Accumulated Losses of 50%(+ 14

compani enstdTha b i |

TAS| 6 s-Eamings ¢PéE) ratio in 2016 stood
below the normal P/E range However,it rose in the
fourth quarter of 2016 to 17.8 by end of 2QB6bithigher
than 5 yearaverage,as market sentiment and liquidity
improved.(Chart 6.10)

Chart 610: TASI's P/E Ratio
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6.8.2 Corporate Leverage

i t yCompgatey, |pyerage igcgeasgdy bhut remains
modest The overalldebtto-assets ratio increased by 1.5
percentto 20 percent which is almost arounthe 5-year
average. However, most sectors showed negativetgear
year change in their total debt to total assets ratio. Total
debt to total assets ratio of Biotech & LBeience Sector
doubled in 2016 readty 16.2 percent however it rose
from very low base At companies level, most listed
companies in various sectors remained less dependent
borrowing.(Chart 6.11) and(Chart 6.12).
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Chart 6.11: Total Debt to TotAlssets (%)
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Cash to short term debt for the market improved
in 2016 to 167.percentcompared to 177.Percent(the
5 years average)Current ratio declined slightly to 1.25
in 2016 compared to 1.39 in 201Gompaniesn general
hold adequate liquidity andimited level of leveraging.
They continued to be wefllaced against recent economic
developmentand government reforms.

6.9 Authorized Persons

6.9.1 Profitability:

Although, APs' net income continued to
decline for the second consecutive year, the industry by
large still has strong capital adequacy ével The total
annual profit for theAPs declined toSAR 1.7 billion in
2016 comparedo SAR 2.3 billion in 2015. This drop is
attributed to the fall in revenues, especially from dealing
and managing activities which shrank by 2pe2centand

16.2 percentconsecutively. Return on assetsA#swas
6.3 percentat the end of 2016 compared to p&centn
2015 Chart 6.13 & 6.14).

Chart 6.13Net Income Growth (%)
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Chart 6.14 Return o Assets (%)
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Composition of the APs' portfolio investments
shows areasonable level of diversification in asset
classes with a tendency in the last two years towards
more exposure to the real state sectoHowever, still
significant allocation of capital was channelled to
investment funds, reachin 61.2 percent of total
investmentsin 2016. Real estate ranks second and
accounts for 23.percentin 2016(Chart 6.15).
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