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1. As part o f  the joint IMF-World Bank Financial Sector Assessment Program (FSAP), 
a missions visited Saudi Arabia in January 2004.’ The principal objective o f  the mission was 
to discuss with the authorities potential vulnerabilities in the financial system that could have 
macroeconomic consequences and to identify measures to reduce these r isks.  The mission 
also provided an assessment o f  the observance o f  the Base1 Core Principles for Banking 
Supervision, and the code o f  Transparency o f  Monetary and Financial Policies. The mission 
reviewed with the authorities the development needs o f  the financial system and i t s  potential 
contribution to economic development. 

I. OVERVIEW 

2. Professionalism and creativity have governed the development of the country’s 
financial system in the face of significant challenges. Saudi Arabia’s financial system has 
developed in an economy largely dominated by the hydrocarbon sector, wi th in the context o f  
a large and rapidly growing population and a legal and judicial system that reflects country 
conditions. 

3. 
Under the guidance o f  the Saudi Arabian Monetary Agency (SAMA), the banking regulatory 
and supervisory framework has been strengthened, the payment and settlement systems have 
become modern and efficient, and systemic liquidity availability has been organized. 
However, the system should be consolidated and expanded to improve its ability to serve the 
economy’s demand for financial services. 

The banking system has experienced stability and growth since the early 90s. 

4. 
the authorities have launched a number of  reforms of the financial system. These 

To address the challenges of  accelerated growth and economic diversification, 

’ The mission consisted o f  Mr. David Marston (IMF, Leader), Mr. Waf& Grais (World Bank, Deputy Leader), 
Messrs. Ashok Bhatia, Michael Gorbanyov, and Amadou Sy (all IMF); Ms. Valerie McNevin, Messrs. Tadashi 
Endo and Deane Jordan (all Wor ld  Bank); Mr. Zarir M o h d  Rawi  (Bank Negara Malaysia), Mr. Stefan Spamer 
(Deutsche Bundesbank), and Mr. Elias Kazarian (European Central Bank). 
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include the introduction o f  new laws, most notably, for capital markets (2003), insurance 
(2003), AML/CFT (2003), pensions (2004); the preparation o f  leasing and mortgage 
financing legislation; a small- or medium-sized enterprise (SME) loan guarantee scheme; the 
liberalization o f  issuance o f  banking licenses to non-Saudi banks; and participation in Gulf 
Cooperation Council (GCC) monetary union. These reforms contain a significant potential 
for the development o f  the financial system although their final effectiveness will depend on 
the extent and quality o f  their implementation. 

5.  Essential to the potential for success of  the large reform efforts will be the quality 
of the institutional infrastructure that contributes to the integrity o f  financial 
transactions. SAMA’s approach, effective to date within the banking system, may need to be 
reassessed in the context o f  the expansion and diversification o f  financial services beyond 
commercial banking with a perspective o f  a wider reach and access. 

11. OVERALL  ASSESSMENT^ 

6. 
regional uncertainties has been strengthened considerably over the past decade. 
Historically, the operating environment has been volatile as a result o f  pervasive dependence 
on the hydrocarbon sector and swings in investor confidence associated w i th  uncertainty in the 
region. This experience has helped shape fairly risk-averse portfolios: the bank-led financial 
system has functioned wi th  substantial capital-adequacy ratios (CAR), loan-loss provisions, 
and liquidity buffers. The sector i s  highly profitable, with returns on assets averaging above 
2 percent, supported by a large, low-cost demand deposit base. These buffers are underpinned 
by an effective regulatory and supervisory structure that proactively contains risk taking 
through the use o f  maximum loan-deposit ratios, caps on individual and corporate 
indebtedness, and pre-approval requirements on foreign lending. The sector i s  supported by a 
modem and efficient payment and settlement infrastructure. 

The capacity of the banking sector to respond to macroeconomic shocks and 

7.  
infrastructure to manage liquidity r isks could further evolve as the market develops . Stress 
tests suggest that the aggregate system could withstand various credit, liquidity, and interest 
rate events. This reflects the conservative banking portfolios and large capital cushions that 
exist. Increased depth in the market arrangements to manage liquidity risk i s  desirable as the 
market practice o f  augmenting illiquid government securities market through derivative 
products may have limits . In this regard, the incentive for an inter-bank rep0 market could be 
improved through a review o f  SAMA’s pricing o f  i t s  own rep0 facility. Complementing this, 
however, a strategy to increase the tradable stock o f  government securities would need to be 
developed, as much o f  the free float i s  bought and held by investors, including the Autonomous 
Government Institutions (AGI). In this regard, SAMA’s introduction o f  an auction process for 
bonds, expected in 2004, and the consideration underway for a system o f  primary dealers are 
welcome developments. 

The banking system i s  resilient to a range of single and combined shocks. The 

’ The FSAP team completed detailed assessments o f  Base1 Core Principles for Effective Supervision, Core 
Principles for Systemically Important Payments Systems, and the Code o f  Good Practices on Transparency in 
Monetary and Financial Policy. 



3 

8. SAMA’s close monitoring of  some portfolio trends needs to be maintained. 
Competition for low-cost demand deposits could lead to greater market r i sk  taking by banks to 
support net income. Already, there i s  an increase in margin lending for equities. This adds 
urgency to adopting the market risk amendments being proposed by SAMA.  While asset 
quality has been supported by strong aggregate corporate performance, further work to assess 
the extent and implications o f  asset concentration i s  needed. As consumer loans become a key 
growth area, household indebtedness i s  increasing. At the same time, there needs to be a 
careful watch on potential commodity price risks inherent to some Sharia-compliant products. 

9. 
underway in the Kingdom to promote accelerated growth and increased employment 
opportunities. These reforms, discussed below, are occurring in a context where the banks’ 
domestic asset intermediation i s  relatively limited, with claims on the private sector amounting 
to 29 percent o f  GDP. The reforms are far reaching. They aim at developing a more diversified 
intermediation framework, wi th a larger role for the private sector to meet the financing needs 
o f  the population. Complementary reforms in the broader institutional framework can support 
this effort and accelerate the process. 

Comprehensive reforms to deepen financial markets and expand access are 

10. 
reforms can accelerate market deepening and the systems’ capacity to diversify risks. 
While the equity market i s  buoyant with a high turnover ratio and has the largest market 
capitalization among Arab stock exchanges, i t s  free float i s  small. This feature combined wi th  
increasing margin trading and, unti l now, limited provision o f  investment information, could 
affect the price discovery process. The provision o f  investment advice can be expected to 
improve in the context o f  the implementation o f  the Capital Markets Law (CML). Careful 
coordination between S A M A  and the new Capital Market Authority (CMA) will be needed to 
ensure effective oversight o f  market practices. Corporate bond markets are fledgling, and to 
enable market development, the very restrictive statutory caps on issuance should be removed. 
This will necessitate an amendment to the Companies Law (1965). The proposed introduction 
o f  a primary dealership system for Saudi government securities presents an opportunity to 
overhaul the functioning o f  the debt market to provide greater depth to systemic liquidity 
arrangements, broaden the base for deficit financing arrangements and, importantly, promote 
more robust yield curves that could catalyze longer te rm markets. 

Notwithstanding the overhaul underway in capital market regulation, additional 

1 1. Resolving the pervasive structural issue of  the role o f  collateral and its execution 
could serve as a major catalyst to market development. Movable property registration and 
arrangements for the execution o f  collateral in lease transactions are well a r t i c~ la ted .~  Issues o f  
enforcement and repossession o f  residential collateral in cases o f  default are legally more 
ambiguous. Finding a workable and effective framework for resolving these issues could foster 
a major expansion o f  market-based housing finance systems. Such a market would serve to 
complement the resources provided by the government through the Real Estate Development 
Fund (REDF). 

~ 

The framework governing the leasing industry i s  expected to be further strengthened with the enactment o f  the 
Leasing L a w  currently under preparation. 
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12. 
articulation o f  clear “rules of the game.” Significant steps continue to be taken. The new 
C M L  and a new Cooperative Insurance Law (CIL) are major steps towards achieving 
compliance with International Organization o f  Securities Commissions (IOSCO) and 
International Association o f  Insurance Supervisors (IAIS) principles. The proposed 
establishment o f  a Commercial Business Court will deepen the framework for dispute 
resolution that has been working through the Committee for the Resolution o f  Banking 
Disputes and the Commercial Papers Disputes Committee. Similar Disputes Resolution 
Committees are envisaged under the C I L  and CML. The importance of progress in these areas 
cannot be overstated as it would lay down the basis for an institutional infrastructure that i s  
predictable and transparent. 

The substantial reform program underway can only benefit from judicious 

13. Saudi Arabia i s  compliant or  largely compliant with most of  the FATF 40 
Recommendations for AML and 8 Special Recommendations for Combating the Financing 
of Terrorism (CFT).4 The f i r s t  customer-identification procedure was implemented in 1975. A 
more extensive AML regime began to be put in place with the issuance o f  the 1995 AML 
manual and several other circulars from the SAMA and other government agencies. The AML 
Law, enacted in August 2003, provided a statutory basis for money laundering and terrorism 
financing offences, established a Financial Intelligence Unit (FIU), and enabled greater 
exchanges o f  financial information in suspected cases. 

14. The rules covering AML/CFT requirements for the banking, insurance, and 
securities sectors are comprehensive, while separate rules exist for money exchange 
business. The SAMA plays a central role in overseeing al l  AML/CFT programs and 
supervises all banking, securities, and insurance activities in the country. Saudi Arabia i s  not 
fully compliant in three areas, however: (i) it lacks a clear definition o f  terrorism financing to 
ensure that i t i s  an offence if the funds are intended for terrorist use; (ii) the requirement that all 
law enforcement requests for information from financial institutions, including those from the 
FIU, must be routed via the SAMA may delay unduly the process o f  providing effective legal 
assistance in AML/CFT inquiries or prosecutions; and (iii) there i s  a need to strengthen 
customer identification measures for nonbank financial institutions, including by adding the 
requirement to transmit originator information on wire transfers throughout the payment chain 
as called for under Special Recommendation VII. 

15. 
the financial system; they will continue to require close monitoring and institutional 
adaptation as they develop further. SAMA has developed an efficient design that works well 
with the present configuration o f  the payment system. While expanded reliance o f  the financial 
system on electronic technology magnifies potential productivity gains, i t simultaneously 
increases security risks. The attendant r isks and cost implications need to be considered 
carefully. As market information i s  disseminated more widely and in real time, the importance 
o f  rules for market integrity and sound corporate governance will grow. 

SAMA has made significant strides in implementing technological innovations in 

This assessment i s  based on the FAFT mutual evaluation exercise that was conducted during 
September 21-25,2003. 
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111. THE FINANCIAL SECTOR CORE CHALLENGES 

16. Saudi Arabia’s financial sector operates in an open capital account economy that 
remains heavily dependent upon the hydrocarbon sector, which directly contributes one- 
third of GDP. Real oil-sector GDP fluctuates with the Organization o f  Petroleum Exporting 
Countries (OPEC) quota adjustments; i t contracted by 7.5 percent in 2002 as quotas were cut 
and expanded by about 13.5 percent in 2003 as quotas were increased. These swings, 
compounded with world price fluctuations, affect public sector revenues and expenditures that 
remain the key link between the o i l  and non-oil economies. . The dependence on the o i l  sector 
limits the ability to diversify r isks domestically, particularly credit risks, as credit recipients are 
vulnerable to the same macro fluctuations. Real non-oil GDP has grown at annual rates o f  3- 
4 percent in recent years. 

17. 
among the highest in the world. Saudi Arabia has a population o f  24 million, o f  which a 
quarter are expatriates. Just over hal f  o f  all Saudis are less than 20 years o f  age. Skill 
mismatches and the modest non-oil GDP growth constrain the economy’s ability to reduce the 
unemployment rate o f  about 10 percent. GDP per capita stood at about US$8,660 in 2003, 
placing the country in the category o f  upper middle-income countries. One challenge facing 
financial sector development i s  to expand access to financial services to underserved groups in 
the population, increase product diversification while preserving the system’s stability. 

The financial sector has to cater to a population growing at a rate of 3.3 percent- 

18. 
judicial demands of efficient market expansion with the country’s cultural foundations. 
All law in Saudi Arabia i s  subject to its Constitution and the Basic Law. Article One o f  the 
Basic Law establishes Saudi Arabia as a sovereign Arab Islamic State. I t  proclaims Islam as 
the state religion and the Ho ly  Qur’an and the Prophet’s Sunnah (traditions) as the 
Constitution. Article 23 provides that the State shall cater to the application o f  Sharia. 
Article 46 asserts that judicial authority i s  an independent power, and, in discharging i t s  duties, 
the judge shall bow to the authority o f  Islamic Sharia. The country’s financial authorities have 
successfully fostered the development o f  a profitable banking system through focused and 
adapted approaches. They are diligently contemplating the institutional challenges posed by the 
next stage o f  development o f  the sector. 

Financial sector development will need to continue to balance the legal and 

Box 1. Priority Recommendations 

Bank Supervision: 
0 Amend the Banking Control L a w  (BCL, 1966) or the Ministerial Decision o n  Rules Enforcing Provisions o f  the 

B C L  to take into account financial system developments o f  the last 40 years, including consolidated supervision 
and other modern prudential practice. In addition, the amendment should limit the influence o f  the min is ter  o f  
finance in banking matters, restrict the granting o f  exceptions f rom the BCL, and clari fy the definition o f  
confidentiality wi th regard to exchanges o f  information w i th  domestic and foreign supervisors under Article 19 
o f  the BCL.  

I Market Infrastructure and Safety Nets: 
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0 Reconsider the price at which S A M A  conducts i t s  repurchase and reverse repurchase operations in order to lay 
the basis for secondary market transactions in Saudi government securities and facilitate the evolution o f  a more 
robust Saudi Arabian Riyal  (SFU) yield curve against which other markets can benchmark. 

0 Consider the establishment o f  a formalized board o f  governance w i th  ultimate responsibility for defining and 
implementing payment system policy for the Saudi Arabian R iya l  Inter-bank Express (SAME) payment and 
settlement systems. In order to  facilitate the work o f  such a board, S A M A  could consider setting up a dedicated 
payment and settlement systems’ oversight team responsible for defining policy, issuing regulations, and 
monitoring a l l  payment and settlement systems operating in the country, including the SAME, the Saudi 
Payments Network (SPAN), the Clearing House, the stock exchange’s securities settlement systems, and 
SAMA’s settlement system. 

Capital Markets: 
0 Build the credibility o f  the C M A  in order to ensure good market practice and integrity through clear and 

transparent coordination arrangements with S A M A  and the Ministry o f  Commerce and Industry (MoCI). 
0 Amend the Companies Law to be consistent with new developments in capital and insurance markets, wi th a 

particular focus on  removing caps on  corporate bond issuance. 

Financial Services: 
0 Consider an overhaul o f  the framework for housing finance, including mechanisms to facilitate the execution o f  

collateral and, more broadly, to ensure that the arrangements exist to recognize creditors’ l iens o n  owner- 
occupied residential property and permit an effective, transparent, and predictable process for enforcement. 
Similar features o f  collateral enforcement are also necessary to promote the expansion and reduce the cost o f  
market-based fmancing o f  SMEs and o f  leasing. 

Iv. OVERVIEW OF THE FINANCIAL SYSTEM 

19. 
middle-income countries, although i ts  banking sector is  modest in size by international 
standards, with M 3  equivalent to 53 percent o f  GDP at end-December 2003. Asset 
intermediation i s  limited, with commercial bank claims on the private sector amounting to 
29 percent o f  GDP. Cross-border activity, in contrast, i s  substantial, with commercial bank 
gross and net foreign assets amounting to 10 percent and 5 percent o f  GDP, respectively. 

Saudi Arabia has a fairly developed banking system compared with other upper 

20. Commercial banks dominate the financial system. Assets o f  the 11 commercial 
banks operating domestically account for about ha l f  o f  total system assets. In addition, all 
commercial banks hold universal banking licenses and manage mutual investment funds. 
Public ownership i s  fairly extensive, exceeding 20 percent in five banks, and reaching 
79 percent in one bank. Foreign bank participation i s  mainly through substantial equity 
positions as opposed to majority shareholdings. Six banks have foreign equity stakes o f  
20 percent or more. Assets o f  the joint Saudi-foreign banks accounted for 49 percent o f  total 
banking sector assets at end-November 2003, compared with 53 percent in 1998. 

21, 
fiscal institutions. The largest o f  these are the AGI, which dominate the primary market for 
government securities and hold a range o f  domestic and foreign investments, some managed on 
their behalf by SAMA. There are also five specialized credit institutions, all o f  which extend 
interest-free loans for public policy purposes (in areas such as housing, agriculture, or 
industry). Most report to Boards o f  Directors appointed by the Council o f  Ministers. They were 
funded out o f  the central government budget although no new government funding appears to 
have been provided in recent years. During this time, these institutions have funded new 
lending out o f  loan repayments. Two o f  the AGI (the General Organization for Social 

Non-bank financial institutions are dominated, in terms o f  asset size, by quasi- 
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Insurance (GOSI) and the Pension Department (PD)) and one o f  the specialized credit 
institutions (the Public Investment Fund) have equity ownership in the banking sector, 
including in the latter case a controlling stake in the largest Saudi commercial bank. 
Underscoring the still-embryonic character o f  nonbank financial intermediation, the leasing 
companies, insurance companies, and licensed money changers together account for less than 
0.3 percent o f  total financial system  asset^.^ 

22. The demography of housing demand i s  putting pressure on current resources and 
programs o f  the REDF. The REDF provides zero interest, 25-year housing loans in amounts 
o f  SR1200,OOO-300,000 to eligible Saudi households, financing up to 70 percent o f  the 
estimated construction cost. The REDF’s outstanding portfolio o f  housing loans totaled 
SR168 bi l l ion at end-2002. In recent years, i t has been extending new loans worth about 
SR12 bi l l ion annually, one-quarter the volume o f  new applications, resulting in an applicant 
waiting l i s t  that now stands at about 10 years. The REDF does not have any l i n k s  at present 
with private mortgage lenders, nor does i t  allow second mortgages on properties that i t 
finances. By linking it to more formal finance through the banking sector, the REDF program 
could be used to help catalyze the expansion o f  a market-based mortgage finance system. 

23. 
The four existing systems are negative l is ts  that include: (i) a “B” l i s t  for large companies; 
(ii) a “C” l i s t  for consumers (containing about 42,000 names) operated by the banks (with one 
bank as custodian) and under detailed terms o f  reference and criteria approved by SAMA for 
listing and de-listing; (iii) an “E” l i s t  for the employees o f  banks; and (iv) a “M” l i s t  for 
merchants. Access to the B, C, E and M lists is  open to all financial institutions regulated by 
SAMA, including banks, financial leasing companies, and insurance companies. No name can 
be de-listed by a financial institution without the individual or entity satisfying specified credit 
performance criteria. Individuals can check the information on themselves through their banks. 
Once an individual’s credit problem has been satisfactorily resolved, h is  name i s  deleted from 
the l i s t  and no history i s  kept by the custodian. 

Credit information systems have helped maintain the quality of loan portfolios, 

24. 
addition to the negative lists, SAMA operates a “Credit Center” in which all transactions o f  
individual and corporate borrowers in amounts SR12.0 mi l l ion and above are recorded and 
exposure assessed. I t  i s  an automated system that also checks for connected or related party 
lending. Reporting by banks to the Credit Center on a monthly basis i s  mandatory. 

A Credit Center for medium to large amounts complements the negative lists. In 

25. Capitalization of the equity market i s  the largest among Arab stock exchanges, at 
almost $160 billion or  76 percent of GDP at the end of 2003. Liquidity noticeably increased 
in the last few years, in conjunction wi th  major public offerings, the introduction o f  the 
Tadawul system, a shift o f  Saudis’ investment fund flows from abroad to the Kingdom, and 
generally favorable local market conditions. The turnover ratio significantly improved to 
137 percent in 2003 from 32 percent in 2001. The market listed the Saudi Electricity Company 
in June 2002 and the Saudi Telecom Company in January 2003. The two companies, together 
with the Saudi Arabia Basic Industries Corporation, accounted for 47 percent o f  the total traded 

The domestic insurance sector has been served in the past mainly by foreign companies, that have main offices 
outside o f  Saudi Arabia and have operated in the K ingdom without regulatory oversight. 
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value in 2003 and 53 percent o f  the market capitalization as o f  the end o f  2003. Only Saudi 
banks are permitted to publ ic ly offer, manage, administrate, or act as custodians o f  mutual 
funds, set up as collective contractual agreements between banks and unit holders, but not as 
separate legal entities. Off-shore funds can be offered domestically only through Saudi banks. 
Saudi mutual funds are generally subject to intemationally established requirements for the 
industry. 

26. 
replacing bank loans in the financing of  government debt. Saudi government securities, 
comprised o f  Government Development Bonds (GDB), floating rate notes and Treasury Bills, 
amounted to 637 bi l l ion6 (82 percent o f  GDP) as o f  the end o f  2003. A corporate bond market 
i s  s t i l l  fledging, and a reform o f  the Companies L a w  i s  essential and urgent for  i ts further 
development. Cumbersome procedural requirements keep the issuing costs o f  short- and 
medium-term debt securities, such as commercial paper or medium-term notes, prohibit ively 
expensive. 

The market for government debt securities i s  substantial in size and i s  increasingly 

27. All inter-bank payment transfers are processed through the SARIE system, which 
i s  operated and regulated by SAMA. The SARIE is  a fully integrated real-time gross 
settlement system and is  both a large-value and a high-volume payment system. I t  handles both 
credit transfers and direct debits and permits al l  banks to make intermediate payments over 
accounts held at S A M A .  I t  i s  also the backbone for other payment and settlement systems 
operating in Saudi Arabia. I t  processes the banks’ net positions in automated teller machine 
(ATM) and card payments, check clearing, and securities settlement systems for equities. The 
settlement o f  government securities i s  handled o n  a gross basis with a l l  individual trades being 
settled throughout the day o n  a real-time gross settlement basis over the S A R I E .  

28. 
sale) have grown in importance in recent years, and the use of  checks has declined. S A M A  
set up the S P A N  in 1990 and enhanced i t  in 1993 to  support point-of-sale transactions. The 
S P A N  i s  a neutral national transaction system that works o n  the basis o f  full interoperability 
between the A T M s  o f  a l l  banks.7 

Non-cash payment instruments in the form o f  payment cards (ATM and point o f  

29. Domestic money markets are shallow and most banks manage their liquidity 
through inter-bank and derivatives trades. Tumover in the inter-bank markets stood at 
about 1 percent o f  deposit liabilities at mid-2003. The use o f  Treasury bills and certificates o f  
deposit i s  negligible. In the conduct o f  i t s  monetary operations, S A M A  uses repurchase and 
reverse repurchase agreements to inject or drain liquidity. The ma in  money market benchmark 
rates are the Market-Related Rep0 Rate (MRRR) and the Reverse Rep0 Rate (RRR), used for 
transactions, and the Off ic ia l  Rep0 Rate (ORR), used for signaling. The MRRR i s  set as an 
average o f  banks’ deposit rates f rom ovemight to one week. The ORR is  set taking into 
account the U.S. Fed Funds Rate and short-dated SR1 ratese8 

IMF estimate. ’ In response to  the rap id and sustained g rowth  o f  the SPAN, SAMA has init iated a project to enhance i ts 
infrastructure. 

The MFNR and the ORR stood at 1 !h percent and 1% percent, respectively, in mid-January 2004. 
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v. A STABLE AND PROFITABLE BANKING SYSTEM 

30. 
factors. First, bank assets are substantially funded by low cost demand deposits, which account 
for up to 40 percent o f  deposit liabilities, explaining consistently robust p r ~ f i t a b i l i t y . ~  Second, 
the dependence o f  the domestic economy on o i l  makes it difficult for banks to domestically 
diversify the system’s macro risks. The banks’ resort to high levels o f  capital and provisioning 
helps mitigate r isks under the circumstances.” Third, prudential arrangements prescribe 
maximum loan-deposit ratios and liquid-asset ratios, require SAMA approval for foreign 
lending, and impose statutory caps on individuals’ indebtedness. They underpin conservative 
banking portfolios. This environment o f  “managed risks” and the unique composition o f  the 
funding base, combined with advanced assetAiability management within banks themselves, 
has served the banking system well. Returns on assets and on equity stand at more than 2 
percent and less than 23 percent respectively, in the upper range o f  international observations 
o f  the largest banks. l1 

The operating environment for banks has been partially shaped by three main 

31. Asset quality has improved in spite of a high correlation of credit risk across all 
sectors intrinsic to the macro dependence of the economy on hydrocarbon. Some trends 
would require careful monitoring. The ratio o f  gross nonperforming loans (WL) to gross loans 
decreased over 1999-2003, from 1 1 percent to 8 percent, reflecting benefits to the economy 
and the banking sector o f  a recovery in o i l  prices. Loan-loss provisions coverage o f  NPL, at 
119 percent, i s  high but appropriate given the operating context. While loan concentration i s  
declining, further work may be warranted in assessing i t s  extent. Banks and supervisors also 
need to monitor closely the rapidly increasing portfolios o f  consumer “instalment lending” and 
margin lending, which now account for some 30 percent and 8 percent o f  total loans, 
respectively. The household sector’s ratio o f  bank liabilities to disposable income has doubled 
in less than two years, and the General Share Price Index increased by 69 percent in the first 
11 months o f  2003.12 

32. Three banks dominate the government securities market, handle most payment 
orders through the SARIE, and are the net placers of funds in the inter-bank markets. 
The systemic importance o f  these institutions in a small banking sector cannot be overstated as 
vulnerabilities are amplified by this concentration. However, stress tests convey that the 
banking sector i s  robust to a range o f  single or combined shocks. The unique portfolio feature 
o f  having an almost 40 percent share o f  low-cost liabilities provides a scope for profitability to 
absorb substantial shocks. L o w  loan-deposit ratios and high levels o f  capital and provisioning 
also serve the banking sector well, even in the more severe simulations. Liquidity runs, 

The household sector i s  a net lender to the banking sector. Customer current accounts (and bank capital) exceed 
not only advances to households but also advances to the government and the corporate sector. The result i s  that 
Saudi banks are left  w i th  a significant amount o f  funds to place in investment portfolios and offer significant 
volumes o f  available-for-sale investments. 
lo Banks maintain C A R  at above 13 percent. ’’ Frequency distribution for largest 100 banks reported in the Bankscope database. 
l2 Installment repayments on  consumer loans (o f  interest and principal) may not exceed 33 percent o f  salary, by 
law, Banks may engage in non-collateralised non-instalment lending however. In addition, i t  i s  di f f icult  to 
ascertain the use o f  consumer loans proceeds that could finance share purchases that may add market price 
pressures, Notwithstanding market circuit breakers that halt trading if prices fa l l  or increase by more than 
10 percent in one day, banks and regulators need to be alert to the systemic implications o f  “overheating.” 
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however, would be managed only with substantial injections o f  S A M A  liquidity which carries 
an impl ic i t  cost. Overall, only one bank routinely under-performs and calls for  careful 
monitoring. 

33. Derivatives are actively used by Saudi banks for trading purposes, Le., purposes 
other than hedging, presumably in order to supplement the l imi ted liquidity o f  the secondary 
market for GDB. SR1 interest rate swaps o f  1-5 years’ maturity o n  the commercial banks’ 
books amount to  5-10 percent o f  their GDB holdings. Swaps are traded over the counter and 
often intermediated by inter-dealer brokers operating out o f  Bahrain. SR1 interest rate swaps 
with maturities o f  up to one year are highly liquid, including for amounts as large as 
SR1 500 mi l l ion.  Liquidity falls o f f  sharply for maturities in excess o f  two years.13 The SR1- 
dollar peg entices some market participants to seek liquidity for maturities in excess o f  two 
years in the dollar interest rate swap market. Divergence between the dollar and S R L  interest 
rates becomes a potential r isk in these hedging programs. Derivatives and repurchase 
transactions use standard documentation, viz., Security Lending Agreements and Customer 
Treasury Agreements, with the latter compatible with the requirements o f  the International 
Securities Deposit Association (ISDA).14 Most  contracts are o f  short maturity, and the market 
appears to  be concentrated in the three largest banks. 

34. SAMA’s repurchase facility substantially reduces systemic liquidity risks. Banks 
may, at any time, tender up to 75 percent o f  the market value o f  their government securities 
portfol io as collateral for  repurchase agreements with S A M A .  The facility i s  actively used. In 
the f i rs t  quarter o f  2003, for instance, repurchase and reverse repurchase agreements between 
banks and S A M A  averaged SR1348 m i l l i on  and SR15.9 b i l l ion per day, respectively. The 
repurchase faci l i ty effectively guarantees systemic liquidity. Moreover, in a context where the 
liquidity o f  derivative markets has fallen, the tradable stock o f  government securities i s  l imi ted 
by buy-and-hold strategies o f  the AGI, and the interbank rep0 market i s  fledgling, SAMA’s  
non-penal pricing has made it a preferred counterpart by default. Changing this incentive 
structure will be important in deepening systemic liquidity arrangements. 

VI. REGULATORY OVERSIGHT AND SAFETY NETS 

35. SAMA serves as overarching custodian of the financial system. SAMA’s  charter 
expl ici t ly designates it as regulator o f  commercial banks and exchange dealers, although the 
Minister o f  Finance retains significant powers with regard to bank licensing and intervention. 
In practice, having developed into a k e y  repository o f  financial expertise, S A M A  has also 
served as regulator o f  mutual funds, the payment system and o f  insurance companies 
(formalized under the CIL). I t  divested the regulation o f  the capital markets to  the CMA under 
the C M L  in July 2004. Each o f  the f ive specialized credit institutions and the three AGIs are 
governed by their o w n  charters. Mos t  report to  a board o f  directors appointed by the Counci l  o f  

l3 According to a market source, two-year SRl interest rate swaps trade at a bid-offer spread o f  15 basis points for 
SR1 100-200 million, and five-year swaps at 20-25 basis points for SRL 50-75 million. Currently, there are four 
market-makers for SR1 interest rate swaps. 

For netting purposes, banks execute a separate agreement supplementary to a Customer Treasury Agreement. 14 



11 

Ministers. SAMA’s regulatory framework i s  elaborated o n  in the BCL, supplemented by 
SAMA regulations, rules, and guidelines, issued as circulars. l5 

36. 
few exceptions adhere to the Basel Committee’s Core Principles for Effective Banking 
Supervision. The essential preconditions for effective supervision are met through a clear 
empowering framework reflected in SAMA Charter (1957) and the BCL,  supplemented by 
circulars and administrative guidelines issued pursuant to the BCL. Supervisory independence 
exists in practice but could be constrained dejure by the requirement for  ministerial approval 
in some areas. In practice, however, this process has been more o f  a formali ty than a hindrance. 
Legal protection for supervisors, however, i s  not  addressed in either the framework laws or  the 
supporting regulations. 

Arrangements for bank supervision and regulation are highly effective and with 

37. 
market risk i s  being developed consistent with the Basel Amendments o f  1996 and i s  planned 
to take effect in 2004. In managing credit risk, the legal framework specifies requirements for  
credit exposures to connected parties, but i s  silent o n  the prohibit ion o f  lending to connected 
parties o n  preferential terms and does not specify that approval for  connected lending be 
carried out at the higher management, Le., committee or board level. As regards the 
management o f  country risk and transfer risk, the regulations require that a l l  loans to 
nonresidents, investment in shares o f  foreign companies, in hedge funds, and emerging markets 
bond portfolios be approved by SAMA. However, there are n o  rules setting exposure 
requirements concerning country and transfer risk. Their introduction wou ld  be  helpful as the 
banking system expands and new licenses are issued. Know-your-customer regulations have 
been substantially strengthened in the context o f  a new Ant i -Money Laundering L a w  (2003) as 
we l l  as supplemental guidelines.I6 

A few areas call for adjustment, however. While currently absent, a capital charge o n  

38. In its design of  regulation and supervision and in its implementation of the 
Core Principles, SAMA makes no differentiation between conventional and Sharia- 
compliant banking arrangements. There i s  recognition, however, that some Sharia-compliant 
instruments carry unique risks, e.g., commodity price r isk in deferred-sale transactions and 
property price r isk in Islamic housing leases. In this evolving area o f  supervision, SAMA i s  an 
active member o f  the Islamic Financial Services Board’s (IFSB) working groups. 

39. The ongoing supervisory function i s  performed through a combination of off-site, 
full and limited-scope on-site monitoring. Limited-scope on-site monitoring i s  triggered by 
some preexisting concern. With regard to full-scope onsite supervision the periodicity o f  
examinations has evolved into a triennial cycle and the r isk prof i le o f  banks’ departments and 
functions are taken into account in priori t izing the focus o f   examination^.'^ In the context o f  
consolidated supervision, more explicit powers wou ld  be needed to al low SAMA to perform i t s  

l5 Detailed information o n  most o f  the above, including audited financial statements, i s  published in SAMA’s 
Annual Report and o n  i t s  website (www.suniu.~~v.sn), with the latter being developed at a rapid pace. 
l6 A Financial Action Task Force (FATF) mutual evaluation exercise was being completed at the time o f  the 
mission. 
l7 The first round o f  full scope examinations covered al l  banks during the period 1996-2000. The second round 
was started at the beginning o f  2004. A plan for l imited scope examinations i s  also being developed. 
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supervisory function on bank holding companies or sister companies, if the banking structure 
in Saudi Arabia were to change and the financial system were to expand. Moreover, while 
SAMA has the authority to supervise banks on a consolidated basis, there are no legal 
provisions-beside the very general and broad provision o f  Article 3 (d) o f  SAMA’s Charter- 
for the establishment o f  contact and for information sharing of SAMA with cross-border 
supervisory counterparts. Notwithstanding the fact that SAMA in practice has close working 
relationships with counterpart supervisors, consideration should be given to formalizing such 
arrangements. 

40. 
Preemptively however, SAMA relies on proactive containment o f  excessive risk taking and 
high frequency interaction with banks to ensure ongoing solvency. Though the need for 
intervention has been rare, there have been at least two instances o f  public sector-funded bank 
recapitalization in Saudi Arabia. The first, in 196 1 , followed a SAMA-administered merger o f  
two banks compromised by irregularities, with the Ministry o f  Finance (MoF) providing a cash 
injection through SAMA and assuming a 38 percent equity stake in the restructured entity. The 
second, in 1986, followed S A M A  legal action against the management o f  a bank that had 
concealed large losses, with SAMA requiring a doubling o f  i t s  share capital, subscribed to in 
i t s  entirety by the Public Investment Fund. 

The BCL details SAMA’s modalities for intervention in insolvent institutions. 

41. Oversight o f  the SARIE fully observes best practice as established by the 
Committee on Payment and Settlement Systems (CPSS), but a strengthened governance 
framework may now be needed. Beyond i t s  narrow function o f  facilitating real-time 
settlement o f  transactions, the S A R I E  has evolved into a critical technology platform that has 
substantially changed banking and corporate practice. Various policy challenges are emerging, 
not least o f  which i s  the prospective GCC monetary union. Consideration as to the status o f  the 
S A R I E  in this context, and in continuing i t s  role o f  reforming business practice within Saudi 
Arabia, may now warrant the establishment o f  a formalized board o f  governance with ultimate 
responsibility for defining and implementing payment system policy. The effectiveness o f  the 
board would be enhanced if it were supported by a team that would be responsible for defining 
policy, issuing regulations, and monitoring all payment and settlement systems operating in the 
country, including the S A R I E ,  the SPAN, the Clearing House, Tadawul’s securities settlement 
systems, and SAMA’s settlement system. With this perspective, SAMA may want to review 
current arrangements governing the operation o f  existing working groups and if need be set up 
a dedicated payment and settlement systems oversight team. 

42. 
SAMA are considering clarifying explicitly SAMA’s oversight role and objectives in the 
field o f  payment and settlement systems. Until now, there was no need to formally specify 
SAMA’s competencies in the field o f  payment and settlement systems because the agency was 
the sole body operating and regulating different segments o f  the capital market infrastructure. 
Arrangements are changing, however. To avoid confusion (particularly among foreign market 
participants) regarding the allocation o f  roles and responsibilities in the domestic market, 
explicit clarity o f  SAMA’s role, possibly in i t s  Charter, would be beneficial. 

With the new developments in the oversight o f  capital markets, the CMA and 

43. Policy formulation and implementation i s  largely consistent with the IMF’s Code 
of Good Practices on Transparency in Monetary and Financial Policy. SAMA’s Charter i s  
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clear on the monetary policy objectives o f  SAMA, namely to “safeguard the external and 
intemal value” o f  the SR1. In practice, SAMA has maintained a fixed peg to the dollar since 
1986. While major policy changes such as adjustments to the peg or to reserve requirements 
require the signature o f  the minister o f  finance, the day-to-day conduct o f  monetary policy i s  
le f t  under the purview o f  SAMA. The principal instruments o f  monetary policy are SAMA’s 
repurchase and reverse repurchase facilities, although SAMA may also from time to time 
engage in foreign currency swaps and mobilize accounts o f  public entities with the commercial 
banks. SAMA i s  also designated as banker to the govemment, responsible for debt 
management and reserves management, although a stipulation that i t  shall not extend loans or 
advances to the govemment, among other relevant provisions in i ts  Charter, provides 
reasonable assurance o f  operational independence.” 

VII. FINANCIAL SYSTEM REFORMS 

44. Financial system reforms are central to the authorities’ medium-term strategy of  
economic diversification and accelerated growth. Reforms gathered pace in 2002-03, with 
progress on many different fionts. Measures, either implemented or under consideration, cover 
a number o f  areas including the Gulf monetary union, entry o f  foreign banks, banking 
supervision, Islamic finance, capital markets, insurance, SME financing and exchange 
companies. 

45. 
all GCC countries have formally pegged their currencies to the dollar with effect from 
January 1,2003. Progress toward the union will be difficult, requiring a high leve l  o f  
convergence among member countries in al l  economic policies, including banking legislation. 

GCC countries have agreed to establish a monetary union by 2010. As a f i rs t  step, 

46. 
countries, the Gulf Intemational Bank was granted a branch license in 1999. Subsequently, 
three GCC banks (the National Bank o f  Kuwait, the National Bank o f  Bahrain, and Emirates 
Bank Intemational) were granted branch licenses in 2002. The liberalized licensing policy i s  
being extended to non-GCC banks, with licenses issued to Deutsche Bank, JP Morgan, and 
BNP-Paribas in 2004. These measures are in l ine  with the spirit o f  World Trade Organization 
(WTO) principles. 

Foreign bank entry. Under a GCC agreement to permit bank licensing among member 

47. Bank supervision. SAMA issued a circular defining minimum criteria for loan 
classification and specific provisioning in January 2004. The circular identif ies NPL as 
substandard loans (overdue by 90-179 days), doubtful loans (180-364 days), and loss loans 
(365 days or more), provisioned at 25, 50, and 100 percent respectively. Exceptions to the new 
guidelines may be granted on a case-by-case basis where there i s  a strong underlying rationale 
such as the existence o f  registered collateral, or guarantees. In addition, a new Credit Bureau 
Registry has been established. 

Per a 1993 amendment to the SAMA Charter, the t e r m  o f  office o f  the governor and vice governor i s  four years, 18 

extendable by Royal Decree, and that of  other members o f  the board o f  directors i s  five years. Early dismissal 
requires the recommendation o f  the Minister o f  Finance, the approval o f  the Council o f  Ministers, and the 
issuance o f  a Royal Decree. 
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48. Islamic finance. SAMA became a founder member o f  the IFSB in late 2002. The IFSB 
will define Sharia-compliant principles for the rapidly growing Islamic finance industry, 
including supervisory standards. In addition, SAMA has created a Sharia-compliant repurchase 
facility. 

49. Promulgated in mid-2003, the CML has led to the establishment of the CMA with 
a five-member goveming board and a Committee for the Resolution o f  Securities Disputes. In 
addition, i t calls for a Saudi Arabian Stock Exchange with the legal status o f  a joint-stock 
company, with the latter consisting o f  Tadawul, the electronic share trading system hitherto run 
at SAMA, and the Securities Deposit Center. 

50. 
CML, SAMA and the CMA are carefully developing coordination to minimize potential 
conflicts. Given their respective functions, the regulatory approaches o f  the two institutions 
will be different. However, as investment departments o f  banks continue to do equity-based 
business, collaboration to ensure uniform treatment across bank and nonbank players in the 
market will be important. This i s  especially important with respect to possible perceptions o f  
unfair practice. The latter could arise if investment departments o f  banks mobilize a significant 
share o f  the activities o f  fund origination, distribution, management, administration, custody, 
and order execution, while at the same time not receiving the same supervisory attention. More 
generally, while the C M L  appears to be comprehensive, succinct, and tailored to the 
contemporary needs o f  the Saudi markets, collaboration to operationalize the law with 
consistent regulations across agencies will be needed on an on-going basis, beyond the 
enforcement o f  the anticipated Memoranda o f  Understanding among relevant authorities. 

With the overhaul o f  the regulatory framework for capital markets under the 

5 1. The corporate bond market i s  still fledging, and a reform of  the Companies Law i s  
essential and urgent. Saudi Orix Leasing offered the f i rs t  SRl45 mi l l ion corporate bond issue 
in March 2003, and has since had a second placement. Under Article 117 o f  the Companies 
Law, the total amount o f  bonds that a company may issue may not exceed paid-up capital. In 
all cases, and especially for financial institutions, including leasing companies, i t would be 
desirable to remove this constraint as soon as possible, Cumbersome procedural requirements 
keep the issuing costs o f  short- and medium-term debt securities, such as commercial paper or 
medium-term notes, prohibitively expensive, and the law does not provide for convertible 
bonds. A broader choice o f  financial instruments would allow the capital market to better serve 
the economy, including in sectors that the banking industry has not been able to serve 
adequately. To facilitate the development o f  such instruments, however, consideration may 
need to be given, inter alia, to the development o f  a domestic credit ratings infrastructure. 

52. The proposed introduction of a primary dealer system for government securities 
could be used as an opportunity to overhaul the functioning of the debt market. SAMA’s 
pricing o f  i t s  repurchase facility may be inhibiting market development. Appropriately priced, 
access to this facility and other privileges could be linked to market-making obligations in the 
secondary market. Consideration could also be given to allowing primary dealers permission to 
take short positions. Without this ability, a primary dealer needs to ho ld a government security 
in his inventory before offering a quote to se l l  it, which would significantly raise the cost o f  his 
operations. A further liberalization o f  repurchase intermediation to nonbank institutions would 
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help increase and diversify demand for government securities as well as trading volume. Tiered 
settlement arrangements for nonbanks under an independent direct account may be considered. 

53. 
help win investor confidence in the capital market in general and the CMA in particular 
under the new regulatory framework. The market has no track record o f  actions against 
insider trading, for instance. Effective deterrence o f  insider trading will be central to the 
success o f  the new regulatory regime. In addition, a review o f  the business model for investor 
and professional education on capital market activities may be needed to keep up wi th  the 
accelerating pace o f  capital market development in Saudi Arabia. Professional and vocational 
programs formulated by the Institute o f  Banking, while o f  excellent quality, train about 50 
market professionals per year, falling short o f  a rapidly increasing demand for skilled human 
capital in the Saudi capital market and not yet providing sufficient opportunities to gender 
diversification. l9 

Further capacity-building and early demonstration of regulatory enforcement will 

54. An expanded role for institutional investors would help intermediate contractual 
savings more efficiently and provide long-term capital to the economy. As the development 
o f  new institutional investors takes time, in the interim, current institutional investors could be 
authorized to consider further diversification o f  their asset classes and the outsourcing o f  funds 
management to separate entities. Expanded market competition in the management o f  the funds 
o f  these important sources o f  contractual savings could contribute to better portfolio 
performance, while also accelerating the development o f  capital markets. In addition, insurance 
companies would benefit from the development o f  short-term securities markets. 

55. The government and SAMA are currently in the process of restructuring the 
insurance sector, including the operations of the National Company for Cooperative 
Insurance (NCCI). Whi le  Implementing Rules for the Cooperative Insurance Companies 
Control Law have been issued, the new Insurance Regulator i s  being established, and corporate 
governance principles for the sector are pending. The challenge i s  to achieve a smooth 
transition from a largely informal domestic marketplace served mainly by unregulated foreign 
insurers to one that operates within the framework o f  sound prudential and business practices. 
To achieve this goal, the N C C I  will be expected to operate with other domestic insurance 
companies within a cooperative framework. The structure o f  N C C I  operations will blend the 
features o f  Sharia-compliant wakalla and mudaraba contracts. Under wakalla, the “surplus” 
(viz., total premia minus funds required to cover r isks and asset management fees) would 
normally be returned to policyholders through either rebates or fee reductions. Under 
mudaraba, much o f  the surplus i s  allocated to reserves (thereby rewarding the shareholders) in 
order to build provisions for future r isks and losses. Should an eventuality arise in which 
reserves become negative, the Sharia-compliant contractual arrangement would require 
policyholders to share in the losses. While at present the insurance sector represents a de 
minimis part o f  the financial system, with about 0.2 percent o f  total assets, i t s  share i s  expected 
to grow. One systemic issue that the new structure raises is  the sharing o f  market risk across 

l 9  In view o f  multifaceted developments in the capital market, the current business model o f  the Inst i tute may need 
to be reviewed, and approaches to branching, franchising, or outsourcing o f  the programs, as wel l  as the 
application o f  Internet-based technologies, may need to be considered. 
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institutions, in the new systemic cooperative arrangements. A s  the market grows, careful 
consideration needs to be given to the possible emergence o f  r isk concentration. The executive 
regulations can help mitigate this risk by clearly specifying market-based circuit breakers in the 
event o f  distress, such as the separation o f  international reinsurance and the maintenance o f  
prudent relationships between l i f e  and non-life products. 

56. 
further beyond its current stage. Leasing companies report that the central registry for a l l  
types o f  “moveable” collateral i s  effective. I t  i s  available at the Traff ic Department. All 
moveable collateral i s  identified upon registration by the registrant’s unique identification 
number, issued by the Min is t ry  o f  Interior. At present, however, there i s  n o  central registry for 
f ixed collateral. A commercial register that govems financial contracts or leases secured by 
property, such as a f i rm ’s  equipment or  receivables, m a y  be needed. Further development o f  
the industry would cal l  for: (i) improvements in the enabling legal environment, particularly to 
ensure easier access o f  the lessor to  the leased asset in the event o f  default; (ii) more 
transparent rules o n  the accounting for the tax treatment o f  leases; and (iii) the creation o f  a 
registry for  f ixed or leased assets. Further clarity in these areas wou ld  help to reduce the 
administrative costs o f  leasing activity. A proposed Financial Leasing Law, n o w  in draft form, 
i s  expected to address these issues. 

The development o f  a healthy and dynamic leasing industry i s  being fostered 

57. 
would be managed by the Saudi Industrial Development Fund (SIDF). Fo r  the purpose, S M E  
are defined as companies having assets o f  SR150 m i l l i on  or less, a maximum o f  
250 employees, and a maximum tumover o f  SRI 10 mi l l ion.  The scheme i s  expected to 
generate some 37,000 new jobs over 10 years. K e y  features o f  the scheme include: (i) an ini t ia l  
capitalization o f  SR1200 mil l ion, shared equally by commercial banks and the government; 
(ii) a guarantee fee and SIDF handling charges to the banks o f  about 175 basis points; (iii) a 
guarantee ceiling o f  SR1 1.5 m i l l i on  and 75 percent o f  the underlying loan; (iv) durations o f  
seven years o n  f ixed assets and four years o n  working capital; and (v) possibly a cap o n  bank 
lending rates o f  400 basis points over the Saudi Inter-bank Offer Rate (SIBOR). The paid-in 
capital will be invested by the SIDF to generate retums for  the scheme. Collateral, excluding 
residences, will be sought and held by the SIDF. In events o f  default, banks will not i fy  the 
SIDF, which will execute the collateral in accordance with the Public Collections Act, without 
reference to the Sharia court. Banks will receive 75 percent o f  their loan within three months o f  
the declaration o f  default. 

A proposed loan guarantee scheme aims to further support the SME sector. I t  

58. 
consideration. Expected revenues and losses would need to be assessed to  help analyze the 
evolution over time o f  the financial equilibrium o f  the scheme. Throughout the world, loan 
guarantee schemes are notorious for eroding their capital over time. In addition, the SME 
projects may  differ greatly in their risk profiles, even with the guarantee scheme. Schemes that 
incorporate lending caps generally lead banks to “cherry pick” their lending operations, and 
thus possibly promote distortions in the growth o f  the S M E  sector. Consequently, i t i s  
considered preferable to  avoid the feature o f  caps and to al low competition among lenders to 
keep interest rate spreads low.  Other ongoing or envisaged reforms, most notably the extension 
o f  credit reporting to S M E  and the strengthening o f  the framework fo r  assigning collateral and 
its enforcement are l ike ly  to  increase SME’s access to  financing. 

The financial sustainability o f  the SIDF guarantee scheme requires careful 
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59. 
financinge2’ Their activity is, however, constrained by uncertainties in collateral registration 
and enforcement. At least two banks currently offer housing finance loans on both 
“conventional” and Sharia-compliant terms. These schemes are essentially unsecured as it i s  
currently not possible to enforce and repossess residential housing collateral that i s  pledged for 
a mortgage. The banks rely for some security on liens on the borrower’s salary. A workable 
and effective framework for the enforcement o f  collateral could foster a major expansion o f  the 
market-based housing finance system, as well as reduce households’ housing finance costs. 
One possible approach may be to allow repossession while also providing for a government- 
funded and appropriately targeted social safety net mechanism. 

Complementing the REDF, commercial banks are expanding into mortgage 

60. 
address the issue of collateral. A comprehensive reform o f  the housing finance framework 
would help meet demand expectations and provide spillover benefits for the rest o f  the 
financial system and the economy as a whole. First, i t  would help expand the availability o f  
private sector funding for housing provision while reducing lender r isks in the financial 
system. Second, through a lengthening o f  maturities on housing loans, i t would enhance the 
affordability o f  housing. Third, it would help introduce long-term financial instruments that 
would benefit the development and deepening o f  both the financial system and the private 
sector, while also helping to deepen the capital market and increase i t s  liquidity.2* 

A new regulation for mortgage financing i s  being considered and should notably 

61. Smooth property registration, transfer of title procedures, and the ability to 
transfer mortgage liens are core to an efficient operation of a residential mortgage 
market. The legal and judicial systems need to recognize creditors’ l iens on owner-occupied 
residential property and permit and promote efficient processes for protecting creditor rights in 
the event o f  defaults. I t  i s  also important to ensure a level playing field for primary lenders to 
promote the emergence o f  a competitive mortgage market. Another important feature i s  the 
adaptation o f  prudential capital adequacy ru les  for banks’ assets collateralized by residential 
property, in order to set the stage for risk-based pricing o f  longer term loans. The availability 
and disclosure o f  reliable market and other information on the housing sector i s  also very 
important. As a new mortgage market develops, new regulatory frameworks may need to be 
established for financial institutions, as also for various types o f  real estate professionals, such 
as appraisers, mortgage brokers, and realtors. Equally, the insurance industry needs to adapt i t s  
products to the r isks associated with the sector, for example by extending the availability o f  
property t i t le insurance or, possibly, mortgage insurance for residential housing loans. In 
addition, the development o f  a long-term government bond market, on which mortgage bonds 
and securities could be benchmarked, would also be helpful. 

2o Housing finance contracts have been formulated as leases with the promise o f  sale. 
21 A review o f  the relevance to Saudi Arabia o f  housing finance systems in different countries may be helpful. 
Jordan has established a successful secondary mortgage refinancing company, operating on  commercial market 
terms, that refinances mortgage loans originated by primary commercial bank lenders, and then funds its 
refinancing operations by issuing bonds in the capital market. This has helped to reduce liquidity and maturity 
mismatching and other r isks faced by primary lenders and has led to a substantial lengthening o f  maturities o f  
mortgage loans offered in the market. Malaysia has had substantial experience with both conventional and Sharia- 
compliant mortgage f i iance operations, supported or carried out by Cagamas Berhad, a secondary market 
institution. Although securitization has been the primary approach in the United States, other large mortgage 
finance systems (such as the Federal Home Loan Bank) also function. 
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62. 
the reach of financial services and compressing the associated costs. SAMA has gradually 
put in place various aspects o f  such systems that have served i t  well to date. I t  has encouraged 
a consolidation and expansion o f  the service to foster the hrther development o f  the financial 
system and enhancement o f  i t s  capacity to support economic activity expansion. 

Internationally, credit information systems have generally supported extending 

63. A new private credit bureau company owned by banks begun operating in March 
2004 and supplanted the “C” list. I t  has been developed under the auspices o f  the bankers’ 
Credit Officer’s Committee. I t  will be a positive l i s t  that will serve all sectors o f  the economy. 
Participation will be mandatory for financial institutions but will be open to all non-financial 
companies as well. Currently, an international firm i s  setting up the procedures and automation 
for the bureau. The credit bureau would operate as a financial company under SAMA’s 
purview. 

64. 
privacy rules will be important for its effectiveness. The new credit bureau should help to 
significantly improve the behavior o f  borrowers and reduce credit r i sks  for lenders. I t  will also 
facilitate the emergence o f  credit scoring systems that should further reduce credit risks, as 
well as the efficiency o f  delivery o f  financial services. I t  i s  important to ensure that the 
proposed system i s  established utilizing best international practice in corporate govemance, 
transparency, and protection o f  consumer rights and information. 

Public confidence in the integrity of the bureau’s information and compliance with 

65. 
exchange companies to form a commercial bank specializing in exchange and transfer 
business. The proposed new bank may also diversify into Sharia-compliant financing activity. 

The government and SAMA are encouraging a merger of the largest licensed 

VII I .  BROADER INSTITUTIONAL INFRASTRUCTURE 

66. With the recent enactment of the CML and the CIL, the structural and legal 
composition of the Saudi financial market i s  changing rapidly. Both the capital markets and 
insurance laws constitute significant tools for building commercial trust and are steps toward 
achieving compliance w i th  IOSCO and IA IS  principles. The adoption o f  these laws sends a 
significant signal o f  the move from a social to a commercial trust framework to govem 
financial activity. These actions evidence positive moves toward creating an international 
presence in these markets and a determination to service the growing needs o f  the country. 
Despite the degree o f  structural change brought about by these laws, the domestic market i s  
registering significant trust in the MoF, SAMA, and the capital market’s ability to manage the 
changes required to successfully service i t s  growing domestic markets and transition to a 
commercial trust paradigm. 

67. 
the trust it has built by requiring companies to meet stringent corporate governance 
standards (Box 2). Market participants need to place trust in the govemance o f  the market. 
The insurance and securities markets can build on SAMA’s model and leverage the trust i t has 
built by requiring companies to meet stringent corporate governance standards. Traders will 
want to know the company they are dealing with and be able to determine the character and 
values o f  the people behind the corporate veil. At the time o f  this assessment both the 

The insurance and securities markets can build on SAMA’s model and leverage 
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insurance and capital markets are undergoing significant reforms with the Securities 
Commissioners appointed and the insurance regulations introduced only recently. A review o f  
the corporate governance standards was therefore premature. However, i t i s  recommended that 
the regulators review and apply where appropriate the OECD Guidelines on Corporate 
Governance as this i s  the intemationally recognized best practices standard. 

68. 
system continue to require close monitoring and institutional adaptations as they develop 
further. SAMA has developed an efficientdesign that works well with the present 
configuration o f  the payments system. More broadly expanded reliance o f  the financial system 
on electronic technology simultaneously magnifies potential productivity gains and security 
risks. Moreover, as i t  introduces greater transparency as market information i s  disseminated 
more widely and in real time, i t  raises the importance o f  established ru les  for market integrity 
and good corporate governance. 

The significant strides in implementing technological innovations in the financial 

69. 
distressed businesses i s  of paramount importance to the investor community. A 
commercial legal framework i s  a work in progress. Certain areas that have not yet been 
addressed are contract law, competition law, and testing the enforceability o f  the rules to 
prevent bankruptcy. At present, there are no codified regulations governing secured 
transactions, mortgages, pledges, or assignments. In addition, the ability to create a legal, valid, 
binding, and enforceable security interest i s  limited. Provisions o f  the C I L  and the C M L  calling 
for the creation o f  specialized Committees for Dispute Resolution in the respective markets are 
a necessary market innovation to settle disputes, and enforce awards. Equally as important, 
both laws grant authority to the regulator to supervise the compulsory or voluntary liquidation 
o f  the broker’s business in the case o f  securities, or in the case o f  insurance, to order the 
company to wind up business. Again, this f i l l s  a serious gap in the law. I t  should help 
efficiency improvements, better risk management practices, and reduce uncertainty. 

The need for specialized dispute resolution mechanisms and authority to resolve 

Box 2. Social and Commercial Trust in Financial M a r k e t  Governance 

In essence, social trust i s  a risk management tool that relies o n  information gathered f rom inter-personal and social 
contacts. I t  provides an assessment o f  whether the other party i s  committed to acting in good faith. I t  permits 
decisions on  whether or not to accept the risk that the other party w i l l  deliver and, if possible, take actions to 
minimize that risk if expectations are not met. So today one may choose to do business with an entity, even 
though i t  may cost a little more, because over time, one has developed a relationship with that bank and feels safer 
by staying with that bank. 

Commercial t rust  operates in much the same way as social t rust  in respect to due diligence but results f rom the 
need to expand opportunities and explore new markets. I t  substitutes man-made tools and techniques to 
investigate and perform due diligence on  the market. The information gathered sheds light on  the investment 
environment. Using these tools, it i s  possible to measure the market’s strengths and weaknesses and form an 
opinion about the extent to which one believes the market shares one’s values and principles. The ability to accept 
an investment risk is, in part, colored by the ability to rely o n  the  market’s integrity and credibility. 

Three tools and two techniques are heavily relied on  by international and institutional investors to provide a 
framework within which they manage their commercial t r u s t  relationships. These tools are: (i) the laws o f  a 
country; (ii) the ru les  and regulations that interpret those laws; and (iii) the processes used to resolve disputes and 
business failure. The techniques measure performance. One measures the degree to which regulators require the 
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market to comply wi th the laws and the degree to which business abides by the law. The second technique 
measures how the market and the regulators handle expectation failure. 

Written contracts are one o f  the oldest instruments illustrating the transition f rom social t rust  to commercial trust. 
Written contracts were introduced into society to provide a means by which parties could record their expectations 
and set out their remedies i f there was a failure to perform. I t  enabled parties who did not know one another at a l l  
or wel l  to take the contract to a third party, be it clergy or judge, to resolve disputes and obtain some type o f  
satisfaction in the event o f  expectation failure. Today a myriad o f  systems operate through electronic contracts 
that are managed and monitored by automated systems. For instance, securities transactions are carried out by 
placing buy and sell orders on  computer that are transmitted to a virtual trading floor to be executed. 

I 

i 



21 

Table 1. Saudi Arabia: Selected Economic Indicators, 1999-2003 

Est. 

National income andprices 
Nominal GDP (SRI billion) 
O i l  sector (percent share) 
Nonoi l  sector (percent share) 
Nominal GDP (percent change) 
O i l  sector 
Nonoi l  sector 
Real GDP (percent change) 
O i l  sector 
Nonoi l  sector 
Crude o i l  production (mn. barrelsper day) 11 
O i l  spot price (average, $per barrel) 21 
Consumer price index (average, pement change) 31 
Central government finances 
Revenue 
Ojwhich: o i l  sector 
Expenditue 
Balance 
Gross debt 41 
Ojwhich: AGIs 51 61 
Monetay survey 71 
Net foreign assets 
Net domestic credit 
Claims o n  central government 
Claims o n  nonfmancial public sector 
Claims o n  private sector 

External sector 
Merchandise exports, f.0.b. 
Ofwhich: o i l  sector 
Merchandise imports, f.0.b. 
Trade baknce 
Current accomt balance 
Capital account balance 
Ojwhich: commercial banks 
Ojwhich: o i l  sector 
Overall baknce 
Memorandum items: 
Official gross foreign assets ($ billion) 
SAMA gross foreign assets 
Ojwhich: liquid intemational resewes 
AGI gross foreign assets 51 
Total extemal debt ($ billion) 81 
Ojwhich: short-tam by residualmaturity 
SRI-$ interest rate spread (average, percentage points) 9/ 
Exchange rate (SRI per $) 

603.6 
33.0 
67.0 
6.2 

30.2 
-2.6 
-0.8 
-7.6 
3.2 

7.56 
17.45 

-1.3 

24.4 
17.3 
30.5 
-6.0 

1 03.5 
79.9 

- 14.4 
10.2 
75.4 

-39.2 
1 .o 

50.6 
44.8 

24.9 
0.4 

-9.3 
0.7 
0.8 

-8.9 

-25.7 

69.7 
39.4 
17.2 
30.4 

... 

... 
0.82 

3.745 

706.7 6 86.3 706.9 791.8 
40.9 37.2 37.3 40.9 
59.1 62.8 62.7 59.1 
17.1 -2.9 3 .O 12.0 
45.3 -11.6 3.1 22.9 
32 3.2 2.9 5.5 
4.9 0.6 0.1 6.4 
6.9 -3.9 -7.5 13.6 
3.9 3 .O 3.8 3.8 

8.09 7.89 7.09 7.57 
26.81 23.06 24.32 27.76 

-1.1 -1.1 0.2 0.5 
(As apercentageof GDP) 

36.5 33.3 30.1 37.3 
30.3 26.8 23.5 29.4 
32.1 37.2 33.0 31.6 

4.4 -3.9 -2.9 5.7 
87.2 93.7 97.1 81.6 
67.0 68.7 74.6 ... 

(Annual percentage change) 

18.0 2.8 -5.2 26.0 
-0.9 10.0 12.8 14.4 

-14.7 18.8 20.3 8.3 
- 13.3 -13.0 10.6 116.1 

6.2 8.6 10.0 11.0 

(In billions o f  dollars) 
77.3 67.8 
70.7 59.7 

-27.7 -28.6 
49.6 39.2 
14.3 9 A 
-2.3 -8.5 
1 .o -0.8 

-1.9 0 .o 
12.1 0.9 

81.8 
49.0 
19.8 
32.8 
29.7 
15.4 
0.24 

3.745 

82.7 
48.5 
17.8 
34.1 
26.6 
16.4 
0.25 

3.745 

72.4 
63.7 

-29.7 
42.7 
11.9 

-16.7 
-3.4 
-0.6 
-4.8 

77.9 
42.0 
20.8 
35.8 
22.0 
16.0 
0.53 

3.145 

89.1 
80.3 

-30.3 
58.8 
27.2 

3.1 
-0.3 
20.1 

-7.1 

98.3 
59.8 
22.9 
38.5 

... 

... 
0.52 

3.745 

Sources: Saudi Arabian auhorities; and Fund staff estimates. 
11 Includingcondensates andnatural gas liquids. 
21 Arabian Light Crude. 
31 All Cities Cost ofLivingIndex. Figure for 2003 i s  for January-November. 
41 Of which,extemal component &minimis. 
51 IncludesPensbn Fund, GOSI, and SFD assetsmanaged by the SAMA as fiduciary agent; excludes assetsmanaged in-house. 
61 Figure for 2003 i s  for November. 
71 Combined balance sheet o f  the SAMA andthe commercial banks. 
81 Nonfmancial public sector, commercial banks (mcludingnonresidents' deposits), andnonfmancial private sector. 
9/ Differential between average rates on three-mnth SRI and Eurodollar deposits. 
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Table 2. Saudi Arabia: Financial Soundness Indicators 
(In percent unless otherwise indicated) 

1999 2000 2001 2002 2003 11 

Banking sector 

Capital adequacy 
Regulatory capital to risk-weighted assets 
Tier I capital to risk-weighted assets 

Asset quality 
Total loans to total assets 
Gross NPLs to total loans 
Total provisions to gross NPLs 
Set NPLs to total capital 2 
Loam to property sector to total loans 
Loans to manufacturing sector to total loans 
Loans to other banks and financial institutions to total loans 

Profitability 
Pretax return on assets 
Pretax return on equity 
Soninterest expenses to total gross income 
Net interest margin (percentage points) 
Spread between reference loan and deposit rates bercentage points) 

Liquidity 
Liquid assets to total assets 
Liquid assets to short-term liabilities 
Customer deposits to loans 
Demand deposits to total liabilities 

Sensitivity to market risk 
Foreign currency-denominated deposits to total deposits 
Foreign currency-denominated loans to total loans 
Net open foreign currency position to capital 
Set open derivatives position to capital 

Nonfinancial corporate sector 31 

Capital structure 
Debt to equity 
Debt to GDP 
Short-term debt to total debt 

Profitability 
Pretax return on assets 
Pretax r e t m  on equity 

Household sector 

Set disposable income to GDP 
Net savings to GDP 
Set savings to net disposable income 
Liabilities to banks to gross disposable income 

9.6 
21.2 
17.8 

35.9 
11.4 
88.0 

5.0 
1.0 

14.3 
23.8 

0.9 
9.1 

44.8 
13.1 
4.5 

32.1 
50.6 

140.7 
45.2 

21.0 
28.9 
90.0 

... 

89.4 
25.6 
43.8 

0.5 
1.3 

79.4 
11.0 
3.0 
2.7 

9.7 
21.0 
17.1 

34.5 
10.4 
99.0 

0.2 
1.2 

13.6 
26.2 

2.0 
21.0 
41.4 
11.5 

3.9 

31.4 
51.1 

144.1 
46.6 

18.6 
25.4 
81.3 

... 

87.4 
28.0 
46.6 

1.6 
4.4 

80.6 
17.2 
13.8 

3.1 

9.9 
20.3 
17.5 

34.8 
10.1 

107.0 
0.0 
1.0 

13.1 
23.5 

2.2 
21.9 
39.4 
12.8 

4.1 

30.6 
49.8 

138.8 
49.7 

17.8 
24.3 
80.1 

1.6 

42.0 
10.1 
50.1 

5.8 
12.2 

79.7 
13.7 
21.3 

4.8 

10.2 
18.7 
17.3 

36.7 
9.2 

110.4 
0.0 
0.8 

11.5 
21.1 

2.3 
22.2 
39.4 
13.8 
4.3 

30.3 
45.3 

146.5 
48.5 

18.2 
19.5 
23.8 

0.9 

38.5 
15.5 
52.0 

3.4 
7.1 

78.6 
15.2 
17.2 
7.5 

10.8 
19.0 
16.6 

37.9 
8.2 

11 8.9 
0.0 
1.0 

11.2 
15.4 

2.4 
22.7 
35.5 

7.1 
4.4 

29.1 
44.9 

142.4 
50.6 

18.3 
19.3 
10.1 

1.2 

44.0 
17.2 
49.5 

4.1 
8.5 

19.4 
9.6 

Source: Saudi Arabian authorities. 

l /  End-June. 
21 Provisions exceed gross NPLs in 2002-03. 
31 Publicly traded companies. 


