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Risk Management AND Basel |11
VS.
Risk Management IS Basel 111

The supervisory agenda in the Middle East is heavily influenced by a desire to implement
the Basel Ill reforms.

Banks’ risk management priorities are heavily weighted toward understanding and
implementing Basel lll-related regulations
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Basel 111 Implementation (1)
(FSI Survey, Basel 11, 2.5 and 111 Implementation. July 2013)

Definition of Risk coverage Capital Countercyclical Leverage ratio

capital conservation buffer
buffer

Bahrain 1 1 1 1 1 1 N/A

Egypt 2 N/A 1 N/A N/A 1 1

Jordan 1 1 1 1 1 1 N/A

Kuwait 1 1 1 1 1

Lebanon 1 4 N/A 3 1 1 1

Morocco 2 2 N/A 2 1 1 1

Oman 1 1 1 1 1 1 1

Qatar 2 1 1 1 1 2

Tunisia 1 1

UAE 3 1 1 1 1 1 N/A
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Basel 111 Implementation (2)
(Saudi Arabia: BIS Report, August 2013)

Risk-based capital G-SIB/D-SIB requirements

Liquidity (LCR)
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Leverage ratio

Saudi Arabia 4 1

Notes to Slides on Basel Il Implementation:

= Draft regulation not published
= Draft regulation published

= Final rule published

= Final rule in force

PwDPE

Where a cell is left blank, this reflects a lack of response from the country concerned.

FSI July 2013 Survey addressed countries that are not members of the Basel Committee.

Data on Saudi Arabia are taken from August 2013 “Report to the G20 on Monitoring implementation of Basel reform,”, published by the BIS and addressing progress

in the 27 jurisdictions comprising the Basel Committee on Banking Supervision.

Note that regulators are moving quickly to implement Basel standards. These tables do not reflect any progress since the reports were published in July and August

2013.
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Other regulatory initiatives: Corporate Governance

These initiatives driven more by a “Governance” Agenda than by a “Basel” Agenda

Examples include*:

Central Bank of Oman: Circular regarding Board/senior management conflicts of interest (March 2013)

Saudi Arabia Monetary Agency: Principles of Corporate Governance for Banks Operating in Saudi Arabia (July
2012)

Central Bank of Kuwait: Rules and Standards of Corporate Governance in Banks (June 2012, for implementation
1/7/2013)

QFCRA: Guide to Corporate Governance for QFC Authorised Firms (January 2012)
Central Bank of Egypt: Instructions on Corporate Governance for Banks (August 2011)
Banque du Liban: Corporate Governance Guidelines for Banks Operating in Lebanon (January 2011)

Central Bank of Jordan: New corporate governance standards for banks under consideration.

*This is not a comprehensive list of new CG Codes for Banks
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Other regulatory initiatives:

Often focused on expanding financial markets as well as improving the
regulation of existing activities

Examples include*:

* Introduction of mortgage financing laws, or development of existing laws (e.g. Saudi Arabia 2012ff,
and Egypt, new regulations early 2013)

. Furtr;er expansion of Islamic banking (e.g. Oman'’s Islamic Banking Regulatory Framework, December
2012

* Introduction of regulations to more strictly control lending against property (e.g. Kuwait, new
regulations Nov. 2013)

* Introduction of specific regulations for micro-finance institutions (e.g. Bahrain, new Rulebook
January 2014; and possible introduction in Jordan)

*This is not a comprehensive list of other regulatory initiatives
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Challenges to Basel 111 Implementation in the
Middle East: Financial

Availability of High Quality Liquid Assets to Include in Liquidity Ratios
. availability of the assets themselves

. tradability (i.e. liquidity) of the assets

Large exposures to state-owned enterprises (SOEs) or quasi-SOEs (Though BIS March 2013
Consultative Document does not address sovereign exposures.)

Countercyclical Capital Buffer (because rapid credit growth/asset price growth may be prompted by
external events and may happen quickly — historically, the price of oil is volatile.)
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Challenges to Implementation in the Middle East:
Non-Financial

Administrative difficulty of drafting and implementing a large volume of new regulations
» difficulty of adjusting Basel standards (if appropriate) to align them with local market conditions.

* Difficulty of implementing a large volume of new regulations (consultation with industry; legal
review; possible need for new primary legislation)

Front-line supervisory staff may not be experienced enough to look beyond financial ratios or to
challenge the opinions of senior bank managers.

Need for formal colleges of supervisors to co-ordinate regulatory implementation across
borders.
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Middle East Banks and the Global Financial
Crisis of 2007 — 2009

Net Losses Declared by GCC Banks, 2008-2010*

e 2010: 5 banks declared a net loss (and 70% declared higher net profits than the previous
year)

e 2009: 12 banks declared a net loss
e 2008: 8 banks declared a net loss
Non-GCC banks

* Banks not materially affected by Global Financial Crisis of 2007-2009. (Some Lebanese
banks benefitted from increased deposit flow.)

* Source: Darien Middle East Survey of 70 GCC banks
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Origin of Actual Losses Declared by Middle East
Banks

GCC Banking Systems Non GCC banking Systems

= NPLs due to poor lending procedures
= Real estate exposure and/or lending to poorly-performing

: . : state-owned enterprises
=  |nvestment in overseas financial

instruments = Political upheavals (“winners”
become “losers”)
" NPLs whenoil prices decline = Poor Governance (leads to poor
= Poor Governance (leads to poor strategy)
strategy) = Note also: lack of transparency

(losses may not be visible)
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Risk Management and the Challenge of Islamic Banking (1)

* One third of active commercial banks in the GCC are fully Shari’a-compliant banks

* 80% of all new commercial banking licenses issued in the GCC over the last ten years
have been to fully Shari’a-compliant banks

* Libya moving towards a Shari’a compliant system; plans to issue new licenses to
Shari’a-compliant banks

e Shari’a-compliant banking becoming more established in Lebanon, Morocco and
Oman

* (But prospects for Islamic banking in Egypt have diminished since July 2013)
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Risk Management and the Challenge of Islamic Banking (2)

* Strength of franchise/sustainability of business model
* Many Islamic banks and financial companies were established during times of
exceptionally high liquidity (before the global financial crisis)

e “Shari’ah uncertainty”
* Uncertainty over Shari’ah-compliance (e.g. Commodity Murabaha/Organised
Murabaha)

e Un-tested nature of some new contracts

* Quality of Shari’ah-audit (could lead to sudden problems/challenges if Shari’ah audit
Is not systematic and comprehensive

* Lack of high-quality liquid assets and tradable assets
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Agenda for Improved Risk Management

“While financial institutions have faced difficulties over the years for a multitude of
reasons, the major causes of serious banking problems continue to be lax credit
standards for borrowers and counterparties, poor portfolio risk management, and a lack
of attention to changes in economic and other circumstances that can lead to a
deterioration in the credit standing of a bank’s counterparties. This experience is
common in both G10 and non-G10 countries.”

Enhancements to the Basel Il framework, [“Basel 2.5"], Section 11.B.8. BIS, July 2009
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Supervisory Agenda for Improved Risk
Management (Basel 2.5)

Firm-wide risk oversight:

General firm-wide risk management principles
Board and senior management oversight
Policies, procedures, limits and controls

Identifying, measuring, monitoring and reporting of risk

moow>»

Internal controls

Enhancements to the Basel Il framework, [‘Basel 2.5”], Section IlI. BIS, July 2009
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Basel 2.5 Implementation
(FSI Survey, July 2013)

Revisions to Pillar 1 Supplemental Pillar 2 Revisions to Pillar 3 Revisions to the Basel Il
Guidance market risk framework
Bahrain 4 1 4 4
Egypt 4 2 4 2
Jordan 1 1 1 1
Kuwait 1 1 1 1
Lebanon 4 4 1 1
Morocco 1 4 1 3
Oman 1 1 1 1
Qatar
Tunisia
UAE 1 2 2 1
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Questions and Discussion
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