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• Kuwait Banks Face a Tough Operating Environment in 2009e: Slowing loan growth, financial 
difficulties at Kuwait's investment companies, to which most banks have direct credit exposure, and 
potentially rising defaults in the banks' retail loan books, which are generally highly geared to securities 
lending, suggest a weak short-term earnings outlook for Kuwaiti banks. 

• Government's Bailout Plan, a Potential Positive Catalyst for Share Price Performance: According to 
local media reports, the Kuwaiti Cabinet has approved a USD17 billion rescue package that includes a 
number of measures to alleviate the investment companies' liquidity squeeze. The plan, that needs 
Parliament approval, has however faced criticism by several MPs and given the on-going disagreement 
between the government and the Parliament, we believe that there is a risk that the rescue plan will not 
be implemented. 

• Long Term Growth Dynamics Contingent on Kuwait's Economic Diversification Drive: We have a 
more sanguine view on the long term growth prospects for the sector and believe a key driver of loan 
growth will be infrastructure spending. We believe, however, that the uncertainties on any improvement 
in Kuwait's political stand-off will lead to lower long term non-oil economic growth and lower asset 
growth opportunities for Kuwaiti banks vis-à-vis their GCC peers, particularly in Qatar and Saudi.  

• We Prefer Qatari and Egyptian Banks Within the MENA Context: From a regional perspective, we 
favour Qatari and Egyptian banks, where we see lower systemic threats and more attractive valuations 
relative to the rest of the region. Kuwait banks currently trade at an average 2009e P/E of 11.5x and P/B 
of 2.0x, a premium to the average multiples of both Qatari and Egyptian banks.   

• NBK Our Favoured Kuwaiti bank in the Short Term; Initiate with ST/LT Accumulate: We like NBK's 
lower credit risk profile relative to peers, its leading franchise in its domestic market and its higher 
earnings exposure to regional growth markets, particularly Egypt. Our KWD1.31 LTFV implies 13% upside. 

• Initiate on Burgan Bank with ST Neutral/LT Buy and LTFV of KWD0.65, Implying 65% Upside: Burgan 
trades at a significant discount to the sector, despite management's strong track record in turning around 
profitability. We believe, however, that a significant re-rating of the stock in the short term will likely be 
contingent on further clarification of its planned acquisition of UGB's regional banking operations. 

• Initiate on CBK with ST Reduce/LT Neutral and LTFV of KWD1.05: CBK trades at a significant P/B 
premium to the sector. CBK has an above average ROE and strong corporate franchise, but we do not 
expect any positive company-specific short-term newsflow that can lead to further multiple expansion.   

• Initiate on KFH with ST Reduce/LT Neutral; KWD1.29 LTFV implies 4% Upside: KFH is Kuwait's 
leading Islamic bank and we do not expect its market position is threatened in the short term, despite 
increasing competition. Our ST Reduce reflects lower short-term earnings growth visibility given KFH's 
higher reliance on investment and property income in its revenue mix relative to conventional banks. 
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SECTOR NOTE 
  

Banks Analysed in this Report 

 

    Upside/ 
Downside 

Recommendation P/E P/B Div. 
Yield 

 Mkt Cap 
((KWD mn)

Price 
(KWD) 

LTFV 
(KWD) 

% ST LT  2009e  2010e 2009e  2010e  2009e 

National  Bank of Kuwait 3,136 1.16 1.31 13% Acc. Acc. 12.1 10.7 2.1 2.0 3.5% 

Burgan Bank 918 0.40 0.65 65% Neutral Buy 5.9 5.1 1.0 0.9 8.5% 

Commercial Bank of Kuwait 1,374 1.08 1.05 -3% Reduce Neutral 11.6 10.2 2.7 2.5 5.6% 

Kuwait Finance House 2,552 1.24 1.29 4% Reduce Neutral 16.4 15.3 2.0 1.8 2.6% 

 
*Prices as at 4 February 2009 
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EXECUTIVE SUMMARY 

DIFFICULT OPERATING ENVIRONMENT FOR KUWAIT BANKS IN 2009E 
After several years of strong loan growth and benign credit quality, the Kuwaiti banking sector faces a 
tough operating environment in 2009e. The sharp fall in oil prices since July 2008 is not the only concern. 
In fact, we believe that while lower oil prices will result in a sharp deterioration in Kuwait's main economic 
indicators for 2009e, as elsewhere in the GCC, the vast amount of foreign reserves built up after several 
years of high oil prices place the Kuwaiti government in a strong position to boost private consumption 
and corporate investment through government spending.  

One of the key areas of concern for Kuwaiti banks is their direct lending exposure to the domestic 
investment companies segment, which according to the Central Bank of Kuwait's statistics accounts for 
12% of Kuwaiti banks' loan book on a sector basis (KWD 2.9 billion or USD10.5 billion). Kuwaiti 
investment companies – a sector that comprises 95 firms that invest primarily in equities, real estate and 
private equity assets and mainly on a leveraged basis – have been experiencing a liquidity squeeze since 
the end of 2008 triggered by the dry-up of financing from foreign banks. The government has announced 
its intention to launch a KWD5 billion (USD17.2 billion) rescue plan to alleviate their financial difficulties. 
The execution of this plan, however, remains contingent on parliament’s approval and given the ongoing 
disagreement between the government and the parliament, we believe there is a risk this plan will not be 
implemented.  

Furthermore, and after the 30% fall in Kuwait's stock exchange main index over the past 12 months, there 
is a risk of rising defaults in the banks' retail loan books which are generally highly geared to securities 
lending, despite these loans being largely collateralised. 

Against this backdrop, we forecast average loan growth for the sector to slow to 7% in 2009e with banks 
restricting significantly their lending policies. Slowing loan growth, rising provisioning charges and weak 
investment income lead us to take a bearish view on the earnings growth outlook for Kuwaiti banks in 
2009e. We forecast flat earnings growth in 2009e for our peer group.  

LONG-TERM ASSET GROWTH CONTINGENT ON ECONOMIC DIVERSIFICATION DRIVE 
From a medium- to long-term perspective, we are more sanguine about the growth prospects for Kuwaiti 
banks and believe an important driver for loan growth will be the economic diversification drive. The 
government's long term investment plan (USD300 billion) targets both capacity expansion in the oil 
sector as well as infrastructure upgrades, key for expanding the Kuwaiti non-oil economic base. 

Implementation of the programme has been slow because of continued political difficulties, with the 
parliament opposing an increase in both private sector and foreign company involvement in the Kuwaiti 
economy. As a result government spending, particularly on the capital spending side, has been below 
government targets over the past five years. Little visibility on any improvement in the ongoing political 
stand-off suggests the medium- and long-term growth outlook for Kuwait is weaker than that of other 
GCC countries.  

Within the retail segment, further growth opportunities are underpinned by Kuwait's young population, 
and the expatriate segment, which remains fairly untapped. The relatively small size of Kuwait's 
population and strong competition in the retail segment has led Kuwaiti banks to focus on regional 
expansion in markets with more attractive long term growth dynamics and/or lower banking penetration 
as a means to enhance long-term earnings growth and profitability. We believe geographical 
diversification will continue to be a key long-term strategic focus for Kuwaiti banks. 
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STOCKS AND RECOMMENDATIONS 
 

NATIONAL BANK OF KUWAIT (NBK): ST ACCUMULATE/LT ACCUMULATE, LTFV KWD1.31 (13% 
UPSIDE POTENTIAL) 
We like NBK's regional diversification drive, lower risk profile in its corporate and retail portfolio vis-à-vis 
the rest of Kuwait's conventional banks, and leading franchise in its domestic market. We do, however, 
believe NBK will experience market share losses in Kuwait in the medium term and therefore view 
positively the banks' focus on expanding its regional footprint. We believe that while regional expansion 
remains a key strategic objective, NBK will not be targetting acquisitions in the short term but will focus 
on further integrating its foreign subsidiaries, particularly Al Watany Bank in Egypt. While NBK's current 
ROE is below sector average, this reflects to some extent the bank's lower balance sheet gearing and lower 
reliance on investment gains relative to peers. While we do not see a strong external catalyst that can 
drive a rally in the shares in the short term, we do however see lower downside risks for NBK vs. peers, 
particularly with regards to credit quality. NBK's direct lending exposure to investment companies is c5% 
of total loans, compared to 12% for the industry. We rate the stock ST Accumulate/LT Accumulate.  

BURGAN BANK: ST NEUTRAL/LT BUY, LTFV KWD0.65 (65% UPSIDE POTENTIAL) 
Burgan Bank trades at very low 2009e multiples of 5.9x P/E 2009e and 1.0 x P/B, a significant c50% 
discount to the sector average. This is despite management's strong track record in turning around 
profitability and despite exhibiting one of the highest ROEs amongst Kuwait banks (25% in 2007 and 17% 
in 2008e). Burgan is a medium-size bank with potential to strengthen its market positioning in Kuwait and 
with a new strategy since 2006 focussed on the development of products and services as well as 
refurbishing and expanding its current branch network. The acquisition of UGB's Algerian, Iraqi and 
Tunisian assets, however, remains on hold after it failed to obtain Amiri approval for its planned capital 
increase. UGB's Jordanian assets have been effectively purchased and financed through subordinated debt, 
which will add some pressure on funding costs. While we view Burgan's current multiples as attractive, we 
believe a re-rating will be contingent on further clarification on the capital raising/regional acquisition 
issue. We rate the stock ST Neutral/LT Buy, with our LTFV implying 65% upside potential.  

COMMERCIAL BANK OF KUWAIT (CBK):  ST REDUCE/LT NEUTRAL, LTFV KWD1.05 (3% DOWNSIDE 
POTENTIAL) 
CBK's core franchise is the corporate segment, although the bank has been increasing its lending exposure 
to investment companies since 2007 (13% of total loans). We believe earnings growth will be muted in 
2009e because of lower investment income (which had been a significant driver of revenue growth in 
2007 and 9M2008) and rising provisioning charges. CBK is trading at a significant premium to the sector 
on a P/B basis, 2.7x vs. 2.0x, although this partly reflects a more efficient capital structure (i.e., less excess 
capital); we nonetheless expect limited room for multiple expansion in the short term. Additionally, our 
LTFV implies limited downside of 3%. We rate CBK ST Reduce/LT Neutral. 

KUWAIT FINANCE HOUSE (KFH): ST REDUCE/LT NEUTRAL, LTFV KWD1.29(4% UPSIDE POTENTIAL) 
KFH, the largest Islamic bank in Kuwait, enjoys a very strong deposit and retail franchise in its domestic 
market, having been the sole Islamic bank operating in Kuwait for almost 30 years until 2005. The new 
entrants in Islamic banking have not changed the sector dynamics to date, though we do expect an 
erosion in returns and/or market share in the long term because of competition. KFH has lost its 
traditional valuation premium relative to the conventional banks, on a P/B basis. We believe this reflects 
justifiable concerns on the bank's revenue growth outlook in the short term, given its high reliance on 
investment and property income. We reflect these concerns in our ST Reduce recommendation. Our LTFV 
implies 4% upside potential, leading to our LT Neutral rating.
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I. MACRO-ECONOMIC BACKDROP 

THE OIL SECTOR DOMINATES THE ECONOMY 
The hydrocarbon sector dominates Kuwait’s economy, one of the GCC’s least diversified, with the oil 
sector in 2007 accounting for slightly more than 50% of GDP and for about 90% of both total exports 
and government revenues. Kuwait currently produces 2.5 million barrels of oil per day – close to its 
capacity of 2.7 million and about 3% of the global total – and has the world’s fourth-largest reserves: 
about 8% of the proven global total.  

The country's economic dynamics from the beginning of the decade until mid-2008 were determined by 
historically high oil prices and rising oil production that generated vast current account surpluses (USD51 
billion in 2007, or 42% of GDP) and helped to deploy a strong fiscal stimulus to the economy. High oil 
revenue and the increase in government expenditure sustained very high rates of economic expansion, 
with nominal GDP growth rates in the double digits from 2003 to 2007. Real GDP growth averaged 10% 
per annum over the same period and, despite the fall in oil prices since mid-2008, real GDP growth is 
expected to exceed 5% in 2008e. 

In spite of the government's expansionary fiscal policy, the budget remained in surplus over the nine years 
until FY2007/08, allowing the country to build up a large foreign reserves position. The majority of the 
fiscal surplus is invested overseas by the Kuwait Investment Authority (KIA). Assets at one of the two 
funds managed by the KIA – the General Reserve Fund (GRF) – were USD280 billion in March 2008 
(compared to nominal annual GDP of USD155 billion in 2007); the assets of the Reserve Fund for Future 
Generations have not been disclosed, but some estimates put them at almost the same as those managed 
by the GRF. These reserves are critical for supporting the economy through government spending when oil 
prices are weak. 

Figure 1: Kuwait's Oil Production and Oil Price 
In USD/Barrel (LHS) and million barrels per day (RHS) 

 Figure 2: Current Account and Fiscal Balances as 
a % of GDP and GDP Growth 
In %, unless otherwise stated 
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HYDROCARBON ENDOWMENT PER CAPITA IS ONE OF THE GCC’S HIGHEST  
Driven by booming oil prices, GDP per capita rocketed to cUSD46,500 in 2008e from USD15,800 in 2002. 
Kuwait's demographics are similar to those of the rest of the GCC, with the indigenous population 
accounting for only one-third of the total population of 3.4 million in 2007, giving it one of the highest 
hydrocarbon reserves per capita ratios in the world if only Kuwaiti nationals are included. 

Expatriate population growth, which averaged 9.7% per annum from 2004 to 2007, has accelerated 
significantly with the economic expansion. The Kuwaiti national population has also grown quickly, at 3% 
per annum. A high GDP per capita and stability in employment (the government and government-owned 
companies employ 90% of Kuwaiti workers) make for an attractive retail banking sector, especially from 
the standpoint of credit quality. However, the small size and overcrowded nature of the Kuwaiti segment 
is leading banks to open up to the still fairly untapped expatriate segment as well as to expand in other 
countries, mainly in the Middle East and North Africa. 
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While Kuwait's vast oil reserves may allow high standards of living for a long time, the rate of growth of 
Kuwait's native population and its age structure – around 40% of Kuwaiti nationals are below the age of 
15 – does generate pressure for job creation over the long run.  

Figure 3: GDP and Endowment Per Capita 
In '000 barrels per national, unless otherwise stated 

 Figure 4: Kuwait's Population Structure 
In million, unless otherwise stated 

USD

0

50

100

150

200

Q
at

ar

Ku
w

ai
t

U
AE

Sa
ud

i 

O
m

an

-
20,000
40,000
60,000
80,000
100,000
120,000

Total Reserves/pop ('000 barrels per national), LHS
GDP Per Capita (2008e), RHS

 

0

1

2

3

4

2002 2003 2004 2005 2006 2007

0%

2%

4%

6%

8%

10%

Kuwaitis, LHS
Expatriates, LHS
Growth in total population (RHS)

Source: BP Statistical Report, Central Bank of Kuwait, and 
EFG-Hermes 

 Source: Public Authority for Civil Service, EFG-Hermes 

 

OPPORTUNITY TO UTILISE OIL INCOME AND BROADEN SOURCES OF ECONOMIC GROWTH 
Across the GCC, we have seen governments using revenues from the recent “oil boom” more prudently 
relative to previous cycles and focussing on economic reform. GCC countries have launched ambitious 
investment programmes to broaden their sources of economic growth and to help reduce their 
dependence on oil income. The ultimate objective is to provide a base for sustainable non-oil economic 
growth that, coupled with increased spending in education services, can lead to job opportunities for 
young nationals.  

In the specific case of Kuwait, the government has been committed to structural economic reforms for 
more than a decade. More recently, it announced a five-year strategic plan (2009-2015) designed to 
increase foreign investment in Kuwait, speed up privatisation and progressively reduce the government's 
share in Kuwaiti land from its current level of around 90%.  

Kuwait's planned investment programme is worth around USD300 billion, or close to 30% of the value of 
total projects planned in the GCC region. While a significant amount of these are earmarked for expanding 
capacity in the upstream and downstream oil sectors, the government has also made upgrading and 
developing Kuwait's infrastructure a top priority to enable the country to expand its non-oil economic 
base.  

INVESTMENT EXPENDITURE HAS RISEN BUT MORE SLOWLY THAN IN OTHER GCC COUNTRIES… 
Total government spending in Kuwait has increased significantly since 2002. Actual spending, however, 
especially on the capital expenditures side, has remained below the government's target for at least the 
past five years. When measured as a proportion of GDP, public spending has also been below most of the 
other GCC countries.  

While Kuwait has traditionally saved a larger proportion of its oil income, the key reason for the 
government's lower spending vis-à-vis other GCC countries is its relatively slow progress in project 
implementation. Improvements to the business environment by the UAE and Saudi governments caused 
foreign investment to surge into their countries at a time when Kuwait's more sluggish progress limited 
FDI inflow to just 2% of GDP in 2007. FDI in the UAE was c15% and in Saudi Arabia c25% in 2007. 
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Figure 5: Capital Expenditure as a % of GDP 
(2007) 
In % unless otherwise stated 

 Figure 6: Investment Implementation 
Projects Size in USD billion,  "Hit" Rate in % 

0%

2%

4%

6%

8%

10%

12%

Ba
hr

ai
n

Ku
w

ai
t

O
m

an

Q
at

ar

Sa
ud

i 

U
AE

*

 

30%

25%

14% 48%
27% 35%

0
200

400
600
800

1,000

1,200
1,400

U
AE KS
A

Ku
w

ai
t

Q
at

ar

O
m

an

Ba
hr

ai
n

Projects Awarded
Total Projects Planned

*UAE data for 2006 
Source: Central Banks, EFG-Hermes 

 Source: MEED, EFG-Hermes 

 

… WITH THE LACK OF POLITICAL CONSENSUS DELAYING ECONOMIC REFORMS  
Kuwait has had a long history of difficult political relationships, a fact that has also played a role in 
Kuwait's economic dynamics. Unlike in other GCC countries, any law approved by the emir, a member of 
the ruling family, must also be ratified by the parliament, which has blocked a number of key economic 
reforms proposed by the government. The main areas of disagreement relate to privatisation as well as to 
involvement of foreign companies in the Kuwaiti economy. Moves by the government to shift spending 
towards higher capital expenditure have been hindered by parliament, which has pushed to increase 
current expenditure to share the wealth created by the oil boom. In 2008 alone, the government approved 
two salary increases for Kuwaiti nationals in response to parliamentary pressure.  

Despite the difficult political relationship, some key economic legislation was enacted in 2008, including a 
law that reduces taxes for foreign companies to 15% from 55% and exempts foreign investors from 
capital gains taxes on equity investments. 

Tensions between the parliament and the government have led the prime minister to resign three times 
since March 2007, most recently in December 2008 and only six months after parliamentary elections. 
The emir, Sheikh Sabah al-Ahmad al-Sabah, reappointed the same prime minister and the executive 
branch of government is likely to pursue its reform agenda while the legislative branch continues to 
question it. Political relationships in Kuwait will hence remain difficult in the short to medium term, which 
may in turn mean that corporate lending opportunities for Kuwaiti banks will be more limited than in 
other GCC countries. (For more details on Kuwait's political system, refer to EFG-Hermes’ 22 October 
2008 macro-economic report on Kuwait, "Juggling Challenges".)  

FOREIGN RESERVES BUILD-UP PROVIDES CUSHION AGAINST LOWER OIL PRICE AND PRODUCTION 
Kuwait's headline economic growth figures will deteriorate sharply in 2009e. In addition to the sharp 
decrease in oil prices – at the time of writing, the price of Kuwait Export Crude had fallen to USD44.3 
from its peak of USD147 in July 2008 – oil production will fall following substantial cuts in OPEC 
production quotas since the end of last year. Our economist forecasts Kuwait's real GDP will contract 
1.2% in 2009e. Nonetheless, we believe the large foreign reserve position built up over the past years 
places the government in a very strong position to support the non-oil sector through continued fiscal 
spending. We do nevertheless expect a deceleration in non-oil economic growth as a number of projects 
will likely be delayed and private consumption will be less buoyant after the sharp correction in the 
regional and local equity markets. Furthermore, we expect the implementation of the investment 
programme will continue to be slower than in other GCC countries because of Kuwait's specific political 
dynamics. 
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I. BANKING SECTOR DYNAMICS 

A. RECENT TRENDS IN LOAN AND DEPOSIT GROWTH 
As in other GCC countries, a very supportive macro-economic backdrop and ample system liquidity have 
helped lending volumes at Kuwaiti banks grow by a strong 2003-2008 CAGR of 23% at the sector level, 
despite the marked deceleration in volume growth in the second half of last year. 

There are some factors that are nonetheless specific to Kuwait that have affected its recent loan growth 
dynamics. First, the Central Bank of Kuwait has been more proactive than most GCC central banks in 
containing the expansion of monetary aggregates that might cause asset prices to "overheat”. Second, 
Kuwait is the only GCC country to abandon the USD peg, having restored the KWD’s link to an 
unspecified currency basket in May 2007. Even though the USD is still believed to be the main component 
of the currency basket, the de-linking of the KWD from the USD has enabled the central bank to 
implement a slightly more flexible monetary policy and avoid following the series of USD interest rate 
cuts from September 2007 to September 2008 as closely as other GCC countries. These factors partly 
explain the much higher loan growth rates seen for UAE and Qatari banks in 2007 and up to mid-2008 of 
around 40% Y-o-Y. Additionally, a more dynamic non-oil economic sector might explain higher growth 
rates in these countries relative to Kuwait.  

LOAN-TO-DEPOSITS CAP IN PLACE SINCE 2005 FAILS TO CURB CREDIT GROWTH MATERIALLY… 
Kuwaiti banks have been subject to an 80% ceiling in their loan-to-deposit ratios (the "80:20" rule) since 
July 2004, with the central bank having allowed banks a transitional period up to July 2005 to comply 
with the ratio. The rule was further tightened in 2007, when banks were required to adhere to the limit for 
the month average rather than just at the end of the month. The ceiling, despite having been relaxed to 
85% in October 2008 to ease tightening liquidity in the system, remains more restrictive than in other 
GCC countries with Qatar, for example, setting a limit of 90% and the UAE a limit of 100%. Definitions of 
the ratio also vary between countries with the Central Bank of Kuwait defining qualifying deposits as 
those from customers (corporate and retail), government and non-bank financial institutions. The UAE 
uses a broader definition of loans to "stable resources" and the rule seems to have been applied with some 
degree of flexibility.  

Although the "80:20" rule did translate into a slowdown in loan growth from in 2004 and 2005 following 
a credit boom in 2003, loan growth accelerated again in 2006 and 2007 against a backdrop of abundant 
system liquidity. The flow into Kuwait – and other GCC countries – of speculative capital betting on 
potential currency revaluations began increasing in late 2006, thus further boosting system liquidity. As 
illustrated in Figure 8 below, the foreign liabilities of Kuwaiti banks began increasing markedly at the end 
of 2006, coinciding with the increased currency speculation. Capital inflows were strong despite the 
central bank cutting KWD deposit rates to discourage speculative capital inflows.  

Figure 7: Loan and Deposit Growth 
Y-o-Y Growth in %, unless otherwise stated 

 Figure 8: Large Capital Inflows Since End-2006 
In KWD million, unless otherwise stated 
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Statistics available at the central bank or data reported by most of the individual banks do not allow us to 
calculate the regulatory loan-to-deposit ratio. If we were to include only customer deposits, however, it 
becomes clear there has been an upward trend in the loan-to-deposit ratios of banks over the past five 
years, suggesting there has been a greater reliance on deposits from financial institutions (other than 
banks) to comply with the regulatory ceiling.  

Figure 9: System Loan to Deposit Ratio 
In %, unless otherwise stated 
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… AND INITIALLY DRIVES EXPANSION IN HIGHER MARGIN RETAIL LENDING  
Retail lending was a key driver of loan growth for Kuwaiti banks from almost the beginning of the decade 
until end-2006. Following the enforcement of the 80% cap on the loan-to-deposit ratio, Kuwaiti banks 
focussed generally on growing their retail loan books more aggressively to compensate for potential 
erosion in asset yields, since the remaining 20% of deposits had to be directed towards lower-margin 
central bank deposits, government securities and interbank assets. Additionally, funding costs started to 
rise as competition for growing deposits to comply with 80:20 rule grew more intense. 

Figure 10: Retail and Corporate Loan Growth  
Y-o-Y growth in %, unless otherwise stated 

 Figure 11: Retail Loan Book, Sector Level 
In %, unless otherwise stated 
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Instalment (or personal) loans and loans for the purchase of securities account for the bulk of the retail 
loan books of Kuwaiti banks on a sector basis. Exposure to residential mortgages is fairly limited for 
Kuwaiti banks, as every Kuwaiti married couple is entitled to a KWD70,000 loan at a subsidised interest 
rate from state-owned Savings & Credit Bank. There is, however, indirect – and unquantifiable – exposure 
to the residential real estate market as some of the instalment loans are often used for purchasing real 
estate or improving existing residential property.  

Securities Lending Has Grown Strongly … 
As of December 2008, securities lending accounted for as much as 35% of the retail loan book of the 
overall banking sector, up from 27% in 2006. On a sector basis, securities lending makes up a sizeable 
12% of the total loan book of Kuwaiti banks.  

… Leading to Significant Indirect Market Exposure for Kuwaiti Banks 
Kuwaiti banks have relatively limited direct market exposure, as they are only allowed to hold securities 
equal to 50% of their capital base, and for most banks the actual ratio is well below the regulatory limit. It 
would nonetheless be fair to say that they have been taking significant credit risk on their balance sheets 
via securities lending. The Kuwaiti main stock market index fell by 38%, compared to 45% for the average 
for GCC stock exchanges, and it has fallen 9% since the beginning of 2009.  

Most of this securities lending has been channelled to Kuwaiti nationals, a fairly "good credit" considering 
most are employed by the public sector. Additionally, these loans are supported by large collateral, and 
the KIA is expected to intervene to support the Kuwaiti stock market: Kuwait's Finance Minister 
announced at the end of last year that a fund of USD5.4 billion, equivalent to 6% of the total market cap, 
would be used to stabilise Kuwaiti stock prices. Despite these caveats, it is realistic to assume that bad 
debts are likely to rise in this segment. Additionally, it is not clear at this point what the timeframe of 
these potential inflows to the Kuwait's stock market will be and whether they will actually be deployed.  

CENTRAL BANK IMPOSES STRICTER LIMITS IN 2007-2008 TO SLOW LOAN GROWTH  
Because the ceiling on the loan-to-deposit ratio had restrained lending growth by only a limited degree, 
the central bank introduced a series of additional restrictive measures in late 2007 and early 2008. As a 
result of these and tightening liquidity, loan growth slowed in the second half of 2008, dropping to 17% 
Y-o-Y in December 2008 from 37% Y-o-Y in January 2008. The slowdown was especially pronounced in 
the retail segment, with the proportion of retail lending to total loans falling to 33% at the sector level 
from around 40% in earlier years, with a consequent negative effect on banks' asset yields. Among the 
measures introduced by the central bank, we highlight the following: 

•  The maximum debt burden ratio for retail customers, i.e., interest and principal payment as a proportion 
of net monthly salary, was lowered to 40% for employees and 30% for retired employees from the 
previous 50%. 

• The maximum interest rate that can be charged on instalment and consumer loans was reduced to 3% 
over the discount rate from the previous 4%. The discount rate is set by the central bank and used as 
benchmark for lending. In addition, the interest rate for this type of loan is now fixed for five years and is 
no longer allowed to change according to movements in the discount rate. 

• Banks are now forbidden from charging upfront fees on retail loans and from charging fees on 
complementary products – mainly insurance. 

• Risk-weightings for real estate and securities lending were increased to 150% and to 100% for 
mortgages and consumer loans (from 75%). In addition, the central bank stopped allowing banks to use 
property collateral in the capital adequacy formula to reduce risk weightings for loans (although the 
restriction was lifted at the end of 2008), thus limiting risk-weighted asset growth across the sector. 
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REAL ESTATE AND INVESTMENT COMPANIES HAVE BEEN KEY VOLUME DRIVERS  
 
Non-Retail Exposure is Mainly to Real Estate, Construction and Investment Firms 
Because the Kuwait economy is relatively undiversified, and because of the Kuwaiti government’s key role 
in financing oil sector activity, the domestic corporate lending book (ex non-bank financial institutions) of 
Kuwaiti banks is directed largely towards financing construction, real estate and to a lesser extent trade.  

As in other GCC countries, real estate and construction have been key drivers of loan growth in Kuwait 
over the past few years. Construction activity was spurred not only by the booming commercial and 
residential real estate markets in an environment of abundant system liquidity, but also by the 
implementation of a number of infrastructure projects.  

Real estate prices appreciated significantly between 2005 and early 2008, even though non-GCC nationals 
are not allowed to own property in Kuwait. Real estate activity and prices, especially residential, 
nevertheless began falling at the end of the first quarter of 2008, particularly after the government 
introduced new laws (Laws 8- & 9-2008) that banned corporates and banks (except Kuwaiti banks) from 
trading in residential properties. 

Figure 12: Loan Mix, Sector Level 
In %, unless otherwise stated 
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The Boom and Burst of Kuwait's Investment Companies  
Lending to non-bank financial institutions accounted for 12% of Kuwaiti bank lending at the sector level 
in December 2008, with Kuwaiti investment companies representing a large share of that lending.  

According to central bank data, the number of investment companies operating in Kuwait rose to 95 from 
65 over the past two years, with their asset base having almost doubled to KWD18 billion (USD66 billion) 
from the end of 2006 to mid-2008. While transparency at these companies is poor, it is generally believed 
they have channelled a great part of their investments to regional and international equities, private 
equity funds and other illiquid long-term assets, including real estate in both Kuwait and the region, 
mainly on a leveraged basis.  

Based on central bank statistics, we estimate that around c40% of these investment companies’ total 
debt of KWD9 billion (USD33 billion) was financed by foreign banks, with local banks financing KWD2.8 
billion (USD10 billion). With foreign financing having dried up and their assets base shrinking because of 
falling equity markets, many of these companies are now experiencing a liquidity crunch. The first official 
"casualty" was Global Invest House (one of the largest in the sector), which confirmed last month it had 
defaulted on all its debt to foreign and domestic banks.  
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According to local media reports, the government has approved a KWD5 billion fund (USD17 billion) 
rescue plan to provide funding to companies facing a liquidity squeeze as well as to buy some of their 
illiquid assets in exchange for Treasury bills, which can then be used as collateral for loans from domestic 
banks. It is unclear however if the potential law will gain parliamentary approval. Some MPs have already 
signalled their intention to urge the government to give financial assistance to Kuwaiti citizens, who saw 
their wealth erode as equity markets fell.  

Problems arising in the investment company segment and the slowdown in the real estate market will 
likely be sources of additional credit quality stress for the banking sector. The potential risks for the 
banking sector are magnified by the fact that a great number of Kuwaiti corporates have investment 
subsidiaries actively trading in the equity and real estate markets.  

Figure 13: Investment Companies Financing Mix 
In KWD million, unless otherwise stated 
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POLICY FOCUS SHIFTS TO MANAGING LIQUIDITY IN 2H2008 
The rapidly deteriorating global financial environment prompted a shift in the focus of the central bank, 
which has acted rapidly to provide sufficient liquidity to the banking system. Liquidity had tightened since 
August 2008, partly as a result of the departure of foreign deposits that had been placed in the banking 
system in the expectation the KWD would be re-valued.  

The central bank also acted rapidly to support confidence in the banking sector by guaranteeing all 
customer deposits. This was particularly important after it emerged at the end of October 2008 that Gulf 
Bank – the third-largest in the country by assets – had incurred sizeable losses of around USD1.4 billion 
(almost equal to the banks' shareholders' equity pre-planned recapitalisation) mainly from dealing, on 
behalf of customers, in foreign exchange derivatives. The central bank stated soon after this that no other 
bank in Kuwait had similar exposure to this kind of FX derivatives.  

Other actions adopted by the central bank since October 2008 to ensure enough liquidity in the banking 
sector included: i) cutting both the repo (benchmark for deposit rates) and discount rates (benchmark for 
lending rates) several times, ii) lifting earlier credit restrictions – the loan-to-deposit ratio ceiling was 
increased to 85% from 80% and the earlier limits that the central bank had informally imposed on a 
bank-by-bank basis were eased, iii) injecting government deposits directly into the financial system, and 
iv) making new 1-day, 1-week and 1-month repo agreements available to banks. The tightness in system 
liquidity seems now to have eased, with interbank rates falling since November 2008.  

The government has also pumped liquidity into the banking system directly. Government deposits now 
account for 14% of the total deposit base (ex-interbank and other financial institutions) of Kuwaiti banks, 
up from 9% in December 2007.  
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Figure 14: Kuwait 3-Month Interbank Rates 
In %, unless otherwise stated 

 Figure 15: Government and Private Sector 
Deposits Evolution 
In KWD, unless otherwise satated 
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B. LOAN GROWTH FORECASTS  
 
Short Term: Forecasting 7% Y-o-Y Loan Growth in 2009e 
We believe the operating environment for Kuwaiti banks will be difficult in 2009e: while the repercussions 
of the global liquidity crunch seem so far to have been serious only for the investment companies and real 
estate sectors, it is not unreasonable to assume that other Kuwaiti corporates will face difficulties 
following the dry-up of foreign financing. Additionally, and despite the expected extension of the 
government’s expansionary fiscal policy, lower confidence after the sharp drop in oil prices should cause 
both investments and private consumption to slow down. 

Banks have already tightened their lending policies significantly, with some Kuwaiti banks targeting loan 
growth of c10-15% for 2009, with 15% being a best-case scenario. We are assuming loan growth of 7% 
in 2009e and 11% in 2010e. 

We expect lending to be driven in the short term primarily by the corporate sector. The profitability of 
retail lending in Kuwait was undercut by a series of measures introduced by the central bank in 2008, such 
as the forbidding of upfront fees and an increase in risk weightings for retail lending. In addition, after two 
salary increases in early 2008 and the imposition of the 40% cap on the debt burden ratio, the retail 
divisions of banks are still re-assessing the lending capacity of their customers, and we expect retail loan 
portfolios to remain flat or to grow by low single-digits in 2009e.  

Medium Term: Opportunities for Higher Penetration in Corporate Lending  
The high penetration in the retail banking segment relative to other GCC countries (retail loans account 
for 20% of GDP) leads us to take a conservative view in our medium and long-term retail loan growth 
forecasts. The size of the retail market that most banks currently target is small, as the Kuwaiti labour 
force consisted only of 325,000 individuals as of the end of 2007, and the market is considered fairly 
overcrowded already. The limited room for growth has led most banks to start considering the expatriate 
workers market of 1.8 million more seriously. While around 75% of these might not be considered 
“bankable", this segment nonetheless has the potential of doubling the current retail base of Kuwaiti banks 
in the long run.  
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Figure 16: Loans to GDP and GDP per Capita 
in USD, unless otherwise stated 

 Figure 17: Retail and Corporate Loans to GDP 
in %, unless otherwise stated 
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Even though loans-to-GDP ratios are relatively high compared to other markets, we expect corporate 
loans-to-GDP ratios to increase in the longer term should Kuwait be successful in diversifying its 
economy.  

 

Figure 18: Loan Growth Forecasts 
in %, unless otherwise stated 
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C. COMPETITION DYNAMICS 
 
HIGH BANKING SECTOR CONCENTRATION 
There are 16 banks operating in Kuwait, including three Islamic banks, six commercial banks, one 
specialised bank and six foreign banks. Sixteen appears to be a large number considering Kuwait's small 
population of just 3.4 million, and competition in the sector has been fierce indeed – and has intensified 
over the past three years, especially in retail lending and deposits, following the series of restrictive 
measures introduced by the central bank to curb loan growth.  

The sector has a high degree of market share concentration, as almost elsewhere in the GCC, with the top 
five banks (National Bank of Kuwait, Kuwait Finance House, Gulf Bank, Burgan Bank and Commercial Bank 
of Kuwait) accounting for 96% of system assets. The two dominant players are National Bank of Kuwait 
(25% asset market share in 2007) and Kuwait Finance House, the largest Islamic financial institution in 
Kuwait (20% asset market share). 

FOREIGN BANKS COULD CHANGE COMPETITION DYNAMICS, BUT IN THE LONGER TERM 
The central bank allowed foreign players into Kuwait in 2004 and since then BNP Paribas, HSBC, Citigroup, 
National Bank of Abu Dhabi and Bank of Bahrain and Qatar National Bank have established subsidiaries. 
However, competition from foreign banks has not yet started to bite as the central bank has so far 
restricted them to a single branch each, therefore limiting their scope for deposit gathering and retail 
lending. The Central Bank of Kuwait has nevertheless indicated that it will continue to open up the sector 
to foreign players and likely lift the one-branch limit. According to some local players, most foreign banks 
are seeking to grow their wealth management activities rather than target the more overcrowded "mass" 
retail segment.  

ISLAMIC BANKING 
Kuwait Finance House was the sole Islamic bank since its establishment in 1977 until 2003, when the 
central bank granted Islamic banking licences to Kuwait Finance House, Boubyan Bank and Kuwait Real 
Estate Bank. More recently, the central bank awarded a fourth licence, to Bank of Kuwait & the Middle 
East, a subsidiary of Bahrain's Al Ahli. Despite this, we expect KFH to maintain its leadership in Kuwait as it 
will take some time for the other banks to mature their operations. KFH nevertheless faces potential 
erosion of market share and profitability in the longer term. 
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Figure 19: Kuwait Banking System Structure 
in KWD million, unless otherwise stated 

 Assets - Sept 2008 Asset Market Share 
(Domestic) 

Branches (Domestic) 

Conventional Kuwaiti Banks    
National Bank of Kuwait 11,641 25% 69 
Gulf Bank 5,187 13% 43 
Commercial Bank of Kuwait 4,344 11% 54 
Burgan Bank 3,816 10% 22 
Al Ahli Bank of Kuwait 3,116 8% 20 
    
Islamic Banks    
Kuwait Finance House 10,543 20% 44 
Bank of Kuwait & the Middle East 2,373 6% 22 
Kuwait International Bank 1,151 3% 9 
Boubyan 932 2% 15 
    
Foreign Banks *    
HSBC NA NA 1 
BNP Paribas NA NA 1 
National Bank of Abu Dhabi NA NA 1 
Bank of Bahrain and Kuwait NA NA 1 
Citibank NA NA 1 
Qatar National Bank NA NA 1 
    
Specialized Banks    
Industrial Bank of Kuwait 573 1.5% 1  
Source: Banks, Central Bank of Kuwait, and EFG-Hermes 
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II. PERFORMANCE OF OUR COVERAGE GROUP 

We provide a comparable analysis of the recent trends (2005-2008) in balance sheet growth and 
profitability for our Kuwait bank coverage universe. Figures for 2008 are estimates for all banks, except 
NBK, which recently released its detailed 4Q2008 results. KFH has only provided some key earnings and 
balance sheet figures.  

EVOLUTION OF MARKET SHARE 
Lending and deposit market shares of our coverage universe – National Bank of Kuwait, Kuwait Finance 
House, Commercial Bank of Kuwait and Burgan Bank – have not changed dramatically over the past three 
years. The concentration of both loans and particularly deposits at the five largest banks nevertheless 
seems to be increasing, despite the entrance of foreign banks into Kuwait since 2004 and the 
establishment of a new Islamic bank Boubyan Bank in 2004 (it started to be operational in 2005).  KFH 
and CBK recorded the largest market share gains in deposits over the past three years. We believe that in 
the case of CBK, this reflects their attempt to make up for its more stretched loan-to-deposit ratio when 
the 80% ceiling was introduced in mid-2005, while KFH has continued benefitting from its almost 
monopolistic position in the domestic market.  

NBK's consolidated balance sheet includes fully fledged banking subsidiaries in the UK, Lebanon and Egypt, 
with the latter being the largest contributor to the group's balance sheet (at around 5% of NBK's assets in 
December 2007). We have tried to exclude loans and deposit for its foreign subsidiaries from our market 
share calculation, but as NBK does not provide lending or deposit data by country, our estimates might be 
slightly inaccurate.  

Looking ahead, and after the recent events at Gulf Bank, we would expect to see some "flight to quality" 
in deposits. NBK and KFH, which in our view have the strongest deposit franchises, are likely to be the 
main beneficiaries. This is despite the traditional implicit support from the government and a recent law 
guaranteeing all banking deposits in Kuwait.  

Figure 20: Deposit Market Share 
in %, unless otherwise stated 

 Figure 21: Lending Market Share 
In %, unless otherwise stated 
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VOLUME GROWTH AND LOANS TO DEPOSITS 
Banks in our universe experienced strong credit growth from 2005 to 2007 that averaged 30% per year, 
with a clear acceleration in 2007. Measures by the central bank to restrict credit growth, especially on the 
retail side, since early 2008 and a very rapid deterioration in global economic and monetary conditions in 
the second half of 2008 acted to slow loan growth rates in 9M2008. 

NBK has indicated that its lending exposure to the Kuwaiti investment company sector and other financial 
institutions, at c5% of the loan book, is low, and that this might also help to explain why loan growth at 
NBK during 2007 was weaker than the sector average.  
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NBK started to consolidate its Egyptian subsidiary, Al Watany Bank of Egypt, in December 2007. We 
estimate that on a like-for-like basis, loan growth was 31% in 2007. Burgan Bank's strong loan and deposit 
growth figures in 9M2008 reflect the consolidation of Jordan Kuwait Bank as part of the acquisition of 
United Gulf Bank's assets. We estimate that on an adjusted basis, loan growth may have slowed to 24% in 
9M2008 from 50% in December 2007.  

Tighter liquidity and slower economic growth will likely cause credit growth to slow in 2009-2010e, to 
around 7% on average for our covered banks in 2009e and 11% in 2010e. 

Figure 22: Loan Growth  
Y-o-Y Growth in %, unless otherwise stated 

 Figure 23: Deposit Growth 
Y-o-Y Growth in %, unless otherwise stated 
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The faster growth in customer lending relative to customer deposits has driven up loan-to-deposit ratios 
across the sector and has in turn added pressure to funding costs in the context of the loan-to-deposit 
ceiling. It should be noted that the ratios in Figure 25 include only deposits from customers, but for 
regulatory purposes, deposits from non-bank financial institutions and government are also included as 
part of resources. While these are not reported in most banks' financial statements, banks have stated to 
us recently that current ratios are below the current regulatory limit of 85%.  

NBK has a much higher weighting of deposits from interbank and other non-bank financial institutions in 
its total deposit mix – 46% as of December 2008 – than the sector average. NBK has been able to attract 
non-domestic deposits at its branches in London and New York. This, coupled with the fact that NBK has 
maintained the highest credit rating not only among Kuwaiti banks but also among regional banks, has 
allowed it to broaden its sources of deposit growth and minimise to some extent its need to bid for 
deposits in the very competitive domestic market.  
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Figure 24: Loan to Deposit Ratio (Customer 
only) 
in %, unless otherwise stated 

 Figure 25: Deposit Mix (September 2008) 
in %, unless otherwise stated 
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NET INTEREST SPREAD  
Net interest spreads, at 2.78% on average for our peer group in 2008e, are relatively high in the MENA 
context, with the exception of Saudi banks, which enjoy a very favourable liability structure with a high 
weighting of non-interest-bearing deposits. Banks in Kuwait have generally seen a contraction in net 
interest spreads over the past three years, mainly because of growing pressure on funding costs. More 
recently, although to a lesser extent, spreads attrition has been prompted by the changing loan mix effect, 
after the sharp slowdown in higher-margin retail loan growth. Spread compression was exacerbated in 
2007, as banks took a one-off hit in their net interest income after a regulatory change.  

NBK has an above-average net interest spread, which is mainly the result of a lower funding cost vs. peers. 
It is interesting to note that KFH does not enjoy higher spreads relative to the conventional banks, as is 
normally the case for Islamic banks in other countries. KFH does not have a significant proportion of 
interest-free deposits, and its business model is similar to that of an asset manager, where the depositor 
bears the risk of investment returns. High investment returns in booming property and equity markets 
over the past two years have enabled KFH to enjoy high investment returns, with depositor rates therefore 
higher than those at competitors. 

Figure 26: Net Interest Spread  
in %, unless otherwise stated 

 Figure 27: Net Interest Spread, Yield on Earning 
Assets & Funding Cost (2008e) 
In %, unless otherwise stated 
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Average loan-to-asset ratios have been on a rising trend for the medium-size banks. In the case of Burgan, 
the higher leverage has been the result of a more aggressive stance towards lending after a new 
management team was appointed in 2004, and especially since 2006 after its bad-debt restructuring was 
complete. Partly because of a more restrictive regulatory framework, average loan-to-asset ratios for 
Kuwaiti banks, at 50%, are generally lower than in most of the GCC, particularly the UAE. Most of the 
remaining interest-earning assets are invested in Treasury bills, central bank bonds and interbank assets.  

Figure 28: Yield on Earning Assets 
in %, unless otherwise stated 

 Figure 29: Funding Cost 
in %, unless otherwise stated 
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Source: Banks, EFG-Hermes 

 * NBK 2008 data actual 
Source: Banks, EFG-Hermes 

 

All banks have seen pressure on funding costs since 2005, but the pressure seems to have eased in 2008 
following several cuts in interest rates. As the vast majority of Kuwaiti banks' deposits are of a very short 
maturity, ranging between one month and three months, we expect declining rates will have a positive 
impact on spreads in 4Q2008e and possibly 1Q2009 as deposits will re-price downwards fairly quickly 
and faster than the loan book. 

 

BANKING INCOME BREAKDOWN 
Net-interest income on average accounts for 60% of the revenues of Kuwait’s conventional banks and a 
much lower 30% of KFH’s, as Islamic banks tend to invest a higher share of their assets in property 
investments and securities. Fee income accounts for c70% of NBK's non-interest income, a much higher 
proportion than peers. This is explained, we believe, by NBK’s larger investment banking and private 
banking operations relative to the peer group. The medium-size banks have started to focus on these lines 
of business but are still at an early stage of development.  

Among the conventional banks, CBK and Burgan had the largest exposure to investment income in 2007 
and 9M2008 – including gains from the sale of investments and dividend income – in their revenue mix, 
helping them to sustain strong revenue growth and compensate for spread compression.  
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Figure 30: Banking Income Breakdown 
in %, unless otherwise stated 
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Falling equity prices since the second half of 2008 did not have a dramatic impact on bank earnings, as 
most equity investments are classified as available-for-sale, and hence investment losses were booked 
through shareholders' equity. For most banks, however, this had a minimal impact in the banks' 
shareholders' equity. We would expect however a significant fall in the banks' fair value reserves at their 
December year-end 2008 results. However, while a proportion of fair value reserves counts as tier-2 
capital, this is generally a small component in the banks' total capital base.  

NBK's 4Q2008 earnings included a relatively large investment loss as a result of both investment 
revaluation losses in the banks' trading securities as well as an impairment in available-for-sale securities. 
We expect the rest of the banks' 4Q2008 earnings to be weighed down also by revaluation losses and or 
investment write-offs.  

 

Figure 31: Equity Investments as a % of Assets 
and Shareholders Funds* 
In %, unless otherwise stated 

 Figure 32: Changes in Fair Value Reserve in 2008
In KWD million, unless otherwise stated 

0%

5%

10%

15%
20%

25%

30%

35%

40%

NBK KFH CBK BB

Equities as a % of Total assets
Equities as a % of Sh.Equity

 

(20)

-

20

40

60

80

100

NBK* KFH CBK BB

Fair Value Reserve 1H08
Fair Value Reserve 9M08

* NBK data for 2008; remaining banks data for 2007 
Source: Banks, EFG-Hermes 

 * NBK latest data are for 2008 
Source: Banks, EFG-Hermes 
 

 

 



 

 

 SHORT TERM, SAND TRAP; NBK TOP PICK   
   05 february 2009 

 KUWAIT BANKING SECTOR   

  21

COST STRUCTURE 
Kuwaiti banks had an average cost-to-income ratio of 25% in 2007, positioning them as the most 
efficient banks in the GCC, although this ratio will have worsened in 2008e, as a result of lower 
investment income or investment losses. The low cost to income ratio is mainly the result of a high share 
of banking transactions being carried out through electronic channels and of their high deposit 
concentration: for example, the ratio of deposits per branch is USD303 million for NBK and USD58 million 
for Egypt's CIB.  

We also look at other relative measures of efficiency such as revenue per employee, cost per employee 
and operating profit for employee. Our analysis suggests that CBK's higher efficiency by cost to income 
seems to be the result of having the lowest cost per employee. 

Figure 33: Cost to Income Ratio 
In %, unless otherwise stated 

 Figure 34: Revenue and Costs Per Employee 
In KWD '000, unless otherwise stated 
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 Source: Banks, EFG-Hermes 

 

CREDIT QUALITY  
Kuwaiti banks' NPL ratios are among the lowest in the GCC, to a great extent the result of government 
support to the banking system following two crises that had severe repercussions on the asset quality of 
the banks: i) the crash of the unofficial Souk Al-Manakh stock market in 1982; ii) the Iraqi occupation in 
1990/91. The 1990/91 crisis was particularly severe with around 50% of pre-invasion loans at Kuwaiti 
banks becoming non-performing. After liberation, the central bank stepped in and on behalf of the 
government purchased all non-performing debt owed by Kuwaiti and GCC nationals in exchange for 
Government Debt Bonds.  

Kuwaiti banks disclose both pre-invasion and post-liberation non-performing loans. Pre-invasion non-
performing loans relate mainly to international loans or other debt that did not comply with the central 
bank's purchase agreement and are in most cases fully provided for. Post-liberation NPL ratios stood at an 
average 1.7% in 2007 and have generally been declining over the past three years on the back of a 
booming economy. Burgan has seen the largest decline in its NPL ratio since 2005, after a new 
management appointed in 2004 focussed on restructuring the bank's bad debt portfolio.  
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Figure 35: NPL Ratio (2007, except 2008 for 
NBK) 
In %, unless otherwise stated 

 Figure 36: Coverage Ratio 
In %, unless otherwise stated 
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Going forward, we expect NPLs to start rising, with investment companies, the real estate sector and 
potentially the retail segment being particularly weak, given the large exposure to securities lending. The 
increase in NBK's NPL ratio in 2007 reflects the consolidation of Al Watany Bank of Egypt. The actual 
2008 numbers signal a slight increase in the NPL ratio; perhaps more importantly, provisioning charges 
rose significantly, from 42bps to 107 bps, highlighting an expected worsening in credit risk conditions.  

The coverage ratios of all banks are well in excess of 100%, putting them in a relatively strong position to 
withstand the downturn. In early 2008, defaults in the retail segment rose for a number of banks as some 
customers were expecting to be bailed out by the government, which set up a KWD300 million fund 
(USD1 billion) to help nationals struggling to pay their debts. According to the conditions that were 
ultimately set in 2008, however, the individual seeking relief would have to declare personal bankruptcy 
and would not be able to borrow again from the banking system. As a result, some of the clients paid back 
their debts.  

CAPITAL ADEQUACY RATIO AND RETURN ON EQUITY 
A relatively high, albeit declining, exposure to the retail sector, a low cost structure and, in some cases, 
high investment and property-related income resulted in Kuwaiti banks reporting a high ROE until 2007 of 
27% on average for our peer group. This is despite the banks exhibiting generally low balance sheet 
gearing, with the minimum CAR of 12% required by the Central Bank of Kuwait. Most of the banks' capital 
is tier-1, and most banks have generally maintained an ample cushion of excess capital. Kuwaiti banks' 
strong capital position has allowed them to maintain high dividend payout ratios. 

With lower investment income and higher provisioning charges, we expect a significant decline in ROE in 
2008e and 2009e to c18% on average. Despite the slowdown in loan growth in 2008, we expect CARs to 
have come under pressure after the central bank imposed higher capital charges for consumer, securities 
and real estate loans in 2008. Additionally, fair value reserves in the banks' shareholders funds – a 
percentage of which qualify as tier-2 capital – should have dropped significantly in 4Q2008. The central 
bank has nevertheless allowed banks once again to use real estate collateral as a mitigating factor for the 
calculation of risk-weighted assets after having stopped the practice earlier in 2008, and this has provided 
some respite to the banks' CARs.  

We do generally expect a cut in dividend payout ratios for most banks in 2008e and 2009e. NBK reported 
a 260 bps decrease in absolute terms in its CAR (15.3% in 2008 from 17.9% in 2007), with the cash 
dividend payout cut to 45% in 2008 from 67% in 2007.  
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Figure 37: RoE and Capital Adequacy Ratio 
In %, unless otherwise stated 

 Figure 38: Dividend Pay-Out Ratio 
In %, unless otherwise stated 
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DUPONT ANALYSIS 
We sum up the profitability comparison of our Kuwaiti banks universe by providing a DuPont analysis. 
Among conventional banks, CBK and Burgan are the most profitable with above-average ROAs and ROEs. 
The DuPont analysis reveals that a main driver of CBK's and Burgan's higher profitability in 2007 was high 
non-interest income to average assets, reflecting high investment gains in both 2007 and to a lesser 
extent 2008e. CBK in addition enjoys a lower cost structure relative to peers. Lastly, NBK's lower returns 
relative to the medium-size banks reflect not only its lesser reliance on investment income but also a less 
leveraged balance sheet following its USD1 billion rights issue in 2007 to finance its acquisition of Al 
Watany Bank of Egypt.  

Figure 39: DuPont Analysis 

  NBK   CBK   Burgan   KFH  
 2007 2008 2007 2008e 2007 2008e 2007 2008e
 As a % of Average Assets          
 Net Interest Income  2.9% 3.1% 2.8% 2.9% 2.0% 2.1% 2.1% 2.7% 
 Fee & Commission Income  0.8% 0.9% 0.7% 0.7% 0.7% 0.6% 0.7% 0.7% 
 Other Non-Interest Income  0.6% 0.2% 1.3% 0.6% 1.5% 0.3% 4.1% 2.4% 
 Total Non-Interest Income  1.4% 1.0% 2.0% 1.4% 2.2% 1.0% 4.8% 3.1% 
 Total Banking Income  4.4% 4.1% 4.8% 4.2% 4.2% 3.1% 6.9% 5.7% 
 Operating Expenses  -1.2% -1.4% -0.9% -0.8% -1.1% -0.9% -2.0% -1.7%
 Pre-Provision Earnings  3.2% 2.8% 4.0% 3.5% 3.1% 2.2% 4.9% 4.1% 
 Provisions  -0.2% -0.5% -0.2% -0.7% 0.0% -0.3% -0.5% -2.2%
 Taxes           
 Net Profit (RoAA)  2.8% 2.2% 3.7% 2.7% 3.0% 1.8% 3.6% 1.6% 
         
 Assets / Equity (Gearing)  6.8 7.6 8.1 8.4 8.1 10.6 5.9 7.2 
 ROAE  22.6% 17.4% 32.2% 27.4% 24.5% 17.1% 28.8% 12.7% 

Source: Banks, EFG-Hermes 
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III. EARNINGS OUTLOOK FOR 2009E 

We forecast average flat EPS growth for our universe in 2009e and 12% in 2010e. Our forecasts factor in 
slow loan growth of 7% on average in 2009e and a recovery to 11% in 2010e, sluggish core banking 
income growth, albeit with contained spread pressure, and rising provisioning charges. While we expect 
high provisioning charges in 2009e and 2010e, our earnings forecasts assume that provisioning charges 
will top out in 2009e.  

Net Interest Spreads to Narrow, But to Lesser Extent Than 2005-2008 
We believe we will continue to see downward pressure on net interest spreads, but that it will be more 
contained than the spread erosion Kuwaiti banks experienced from 2005 to 2008. Our forecasts factor in 
an average 50 bps spread compression. Our view is based on the following: 

i) Less Competition for Deposit Growth Should Limit Pressure on Funding Costs: Along with our 
assumption that loan growth for Kuwaiti banks will slow sharply to 8% Y-o-Y in 2009e (from 16% in 
2008e, 48% in 2007 and 27% in 2006, on average for our peer group), we also forecast that the strong 
pricing competition for building up deposits, a persistent dynamic since 2005, will ease. We believe this 
will be a function of both weaker lending growth opportunities as well as the increase in the loan-to-
deposit ceiling to 85% at the end of last year from the previous 80%.  

ii) Assets Yield Likely Narrowing With a Negative Loan Mix Effect: Our assumption is that retail lending 
growth will remain muted in 2009e with the main driver for loan expansion being the corporate segment. 
Additionally, lower interest rates will result in lower yields on interbank assets, central bank bonds and 
Treasury bills. We therefore expect the overall asset yield to narrow further in 2009e.  

iii) Lower Interest Rates Likely to Have Positive Effect on Spreads Short Term: After several cuts in the 
discount rate (the benchmark for pricing loans) and the repo rate (the benchmark for pricing deposits), we 
expect there will be a positive short-term effect on spreads because of the faster re-pricing of deposits 
relative to loans. For most banks, the majority of deposits have a very short-term maturity, ranging from 
one to three months. According to the maturity analysis of assets and liabilities provided in the banks' 
full-year accounts (2008 for NBK and 2007 for the rest of the banks), it appears that NBK would benefit 
the most, with a higher proportion of assets with a maturity of  more than one year relative to the rest of 
the banks. The limitations of this analysis are that actual sensitivities to interest rate movements will 
likely be different because of changes in the asset mix and hedging policies.  

Lower Investment and Property Income 
We take a conservative view on property and investment-related income forecasts for the banks on the 
assumption that property and real estate markets will not recover significantly in 2009e. KFH, with 40% 
of its revenue from investment and property income in 2007 and 38% in 9M2008, will likely have the 
weakest growth in non-interest income in the short term. 

Provisioning Charges Likely Rising 
We expect rising provisioning charges to reflect Kuwait's weaker macro-economic backdrop. We forecast 
that average provisioning charges will rise on average to 130 bps in 2009e from 72 bps in 2008e and 28 
bps in 2007. We expect all banks to continue maintaining coverage ratios in excess of 100%. 

Figure 40: Net Income Forecasts 
In KWD mn, unless otherwise stated 

  Net Income    Y-o-Y Growth  
 2007 2008e 2009e 2010e 2007 2008e 2009e 2010e 
 NBK* 274 255 260 292 8% -7% 2% 12% 
 CBK  132 120 118 135 32% -9% -2% 14% 
 Burgan  75 61 62 71 34% -19% 2% 15% 
 KFH* 275 157 156 167 70% -43% -1% 7%  
* NBK's and KFH's 2008 net profit are actual figures 
Source: Banks, EFG-Hermes 
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IV. VALUATION 

A. DECF VALUATION 
 
Methodology 
We have used a Discounted Equity Cash Flow technique (DECF) to derive our Long-Term Fair Value 
estimates for the four Kuwaiti banks under our coverage. Equity cash flows measure the expected future 
cash flows that will be accrued to equity holders of the bank. For a given year, these are calculated as the 
net income of that year minus the amount of earnings that need to be retained to support our estimated 
growth in risk-weighted assets (RWAs) and to maintain the CAR at a target level. We use 8-year explicit 
forecasts until 2016e and calculate a terminal value thereafter. 

Cost of Equity 
We base our cost of equity calculation on the US risk-free rate of 2.6% (the current yield on the US 10-
year Treasury bond), to which we add a premium to reflect both country and sector-specific risk. The 
difficulty lies in determining what the appropriate measure of country-specific and sector-specific risks are 
for Kuwait.  

On the one hand, Kuwait's long-term economic growth outlook appears weaker than that of other GCC 
countries, with the economic diversification drive lagging the momentum of the UAE and Qatar, and with 
very little visibility on any improvement in the current political stand-off. On the other hand, Kuwait could 
seem less risky than other GCC countries. Not only does Kuwait have a longer history of economic 
development compared to for example, Qatar; additionally, Kuwait's central bank has been one of the 
most if not the most proactive in the region in containing credit growth and the likelihood of the 
development of asset bubbles that could lead to systemic risks in the banking sector. The recent turmoil in 
the investment companies sector, to which most of the banks have exposure, and generally the large 
exposure of the retail books to securities lending raises concerns that systemic risks are a possibility in 
Kuwait.  

We reflect these concerns in what we believe is a conservative premium of 10.5% over the US risk-free 
rate, leading to a base cost of equity of 13.1%. We have lowered NBK's cost of equity to 12.6% on 
account of NBK's strong franchise in its domestic market and the lower direct lending exposure to the 
Kuwaiti investment companies segment. Despite KFH's leading franchise in Kuwait in Islamic banking, we 
have not applied a discount to our base case scenario of 13.1%, mainly because of the bank's higher 
reliance on investment and property income relative to the rest of the conventional banks, leading to 
higher revenue volatility. 

Terminal Growth Rate 
We assumed a terminal growth rate of 3.5%, reflecting Kuwait's high lending penetration, especially in the 
retail nationals segment.  

Results of DECF 
Based on our DECF methodology, the largest upside potential-65%- rests with Burgan Bank.  

Figure 41: DECF Values and Implied Upside Potential 
In KWD, unless otherwise stated 

 Share Price* Cost of Equity Long-Term Growth 
Rate 

LTFV  Upside Potential 

NBK 1.16 12.6% 3.5% 1.31 13% 
CBK 1.08 13.1% 3.5% 1.05 -3% 
Burgan 0.40 13.1% 3.5% 0.65 65% 
KFH 1.24 13.1% 3.5% 1.29 4%  

* Share price as of 4 February 2009 
Source: EFG-Hermes 
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Sensitivity Analysis 
We provide sensitivities of the banks' DECF values to changes in the cost of equity and long-term growth 
rates. A 100bps increase in our cost of equity assumption would result in our DECF value being cut by 6% 
for Burgan, KFH and CBK and 12% for NBK. We analysed additionally the impact of changes in 
provisioning charges; a 30bps increase in provisioning charges over our forecast period would result in our 
DECF values being reduced by an average 15% for the four banks.  

Figure 42: NBK Sensitivity 
In KWD, unless otherwise stated 
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Figure 43: Burgan Bank Sensitivity 
In KWD, unless otherwise stated 

 

 Cost of Equity 

 12.1% 12.6% 13.1% 13.6% 14.1% 
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Figure 44: CBK Sensitivity 
In KWD, unless otherwise stated 
 Cost of Equity 

 12.1% 12.6% 13.1% 13.6% 14.1% 

2.5% 1.10 1.04 0.99 0.94 0.89 
3.0% 1.14 1.08 1.02 0.96 0.91 
3.5% 1.18 1.11 1.05 0.99 0.94 
4.0% 1.23 1.15 1.08 1.02 0.96 
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Figure 45: KFH Sensitivity 
In KWD, unless otherwise stated 
 Cost of Equity 
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2.5% 1.37 1.28 1.21 1.13 1.07 
3.0% 1.43 1.33 1.25 1.17 1.10 
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4.0% 1.56 1.45 1.35 1.26 1.18 
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B. RELATIVE MULTIPLE VALUATION 
 

On both a P/B and P/E basis, Burgan trades at a large discount to the sector average. This is despite the 
bank's strong track record in turning around profitability and despite being one of the most profitable on a 
ROE basis (25% in 2007 and 17% in 2008e). The market might be factoring that Burgan's historic high 
returns are not sustainable, especially considering that revenues have been highly reliant on investment 
income (in 2007 and 9M2008). News regarding the lack of Amiri approval for Burgan to raise its capital by 
KWD200 million to finance the acquisition of several regional banks (from United Gulf Bank) and the 
possibility therefore of a delay in its regional expansion plans, has been the main factor in our view for 
Burgan's weak share price performance year-to-date (-44% on an absolute basis).  

CBK trades at a significant premium to the sector on a P/B basis, at 2.7x 2009e P/B, compared to a sector 
P/B average of 2.0x in 2009e. CBK's ROE is high (27% in 2008e), the result of high cost efficiency but also 
high investment returns (at least up until 9M2008) and higher balance sheet gearing vs. other peers, such 
as NBK.  

KFH's traditional PBV valuation premium relative to the conventional banks has closed, we believe on 
concerns that the bank's high exposure to real estate and equity will hold back earnings growth in the 
short term.  

Figure 46: Kuwait Banks Multiples Valuation 
In KWD, unless otherwise stated 

 Share 
Price* 

Market Cap LTFV Upside P/E PBV Divi. Yield 

  (mn)   2008e 2009e 2010e 2008e 2009e 2010e 2008e 2009e 
NBK 1.16 3,136 1.31 13% 12.3 12.1 10.7 2.2 2.1 2.0 3.7% 3.5% 

CBK 1.08 1,374 1.05 -3% 11.4 11.6 10.2 3.0 2.7 2.5 5.7% 5.6% 

Burgan 0.40 918 0.65 65% 6.0 5.9 5.1 1.1 1.0 0.9 9.1% 8.5% 

KFH 1.24 2,552 1.29 4% 16.3 16.4 15.3 2.1 2.0 1.8 2.5% 2.6% 

 

* Share price as of 4 February 2009 
Source: EFG-Hermes 

 
C. KUWAITI BANKS' MULTIPLES RELATIVE TO GCC BANKS 
 

The table below includes comparable valuation multiples for all banks within our MENA coverage.  

Kuwait banks' PE and PBV valuations are not particularly attractive in the MENA context.  Kuwait banks 
(ex Burgan) trade at a P/E premium to most of the UAE banks, although partially justifiable by a higher 
rate of expected earnings growth relative to some of the UAE banks. Most Saudi banks currently trade at a 
P/E discount to Kuwaiti banks, despite Saudi banks exhibit higher earnings growth, according to our 
forecasts, although we believe there are downside risks to our earnings forecasts for the Saudi banks.  

In a Regional Context, We Favour Qatari and Egypt Banks 
We see less systemic risks and the most attractive valuations within the Qatari and Egyptian banks. Qatari 
banks trade at a median 2009e PE of 7.1x and PBV of 1.3x, and Egyptian large cap banks trade at a 
median 2009e PE of 4.5x and PBV of 1.0x. UAE banks are trading at a significant discount to the MENA 
banks average, however, we see a higher likelihood of systemic risks stemming from the property sector. 
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Figure 47: MENA Banks Coverage Universe, Key Valuation Metrics 
 

 Price* LTFV ST/LT 
Rec. 

MCap P/E P/B ROE EPS CAGR DY Price 
Perf 

    (USD mn) 08e 09e 10e 08e 09e 10e 2009e 08-10e 09e YTD 
Kuwait               
NBK 1.16 1.31 Acc./Acc. 10,684 12.3 12.1 10.7 2.2 2.1 2.0 17.7% 6.9% 3.5% -15% 
Burgan  0.4 0.65 Neu./Buy 3,129 6.0 5.9 5.1 1.1 1.0 0.9 17.1% 7.2% 8.5% -44% 
CBK 1.08 1.05 Red./Neu. 4,681 11.4 11.6 10.2 3.0 2.7 2.5 24.5% 2.8% 5.6% -8% 
KFH 1.24 1.29 Red./Neu. 8,697 16.3 16.4 15.3 2.1 2.0 1.8 17.0% 8.8% 2.6% 5% 
Median     11.5 11.8 10.4 2.2 2.0 1.9 17.3% 7% 5% -12% 
UAE               
ENBD 3.34 7.89 Buy/Buy 4,594 3.7 4.0 4.9 0.6 0.5 0.5 14.4% -13.1% 4.1% 9.5% 
NBAD 7.35 13.41 Acc./Acc. 3,956 4.7 6.3 7.0 1.0 0.9 0.9 15.6% -18.2% 4.2% -17.0%
DIB 1.67 3.96 Red./Acc. 1,567 3.5 3.1 3.3 0.5 0.5 0.4 16.1% 3.0% 8.4% 0.6% 
FGB 7.65 19.40 Buy/Buy 3,124 3.6 3.7 3.7 0.7 0.6 0.5 17.1% -0.9% 4.4% -16.4%
ADCB 1.40 2.99 Neu./Acc. 1,833 3.4 5.0 5.9 0.6 0.5 0.5 10.6% -23.9% 5.7% -21.3%
CBD 3.00 7.99 Neu./Buy 1,153 3.9 3.9 4.5 0.8 0.7 0.7 19.5% -6.7% 10.1% -28.1%
ADIB 2.23 6.59 Acc./Buy 1,196 4.5 4.7 4.4 0.8 0.7 0.6 15.4% 0.9% 6.5% -14.2%
Median     3.7 4.0 4.5 0.7 0.6 0.5 15.6% -6.7% 5.7% -16.4%
KSA        
Al Rajhi 55.5 128.6 Acc./Buy 22,193 12.9 11.2 9.3 3.2 3.2 2.7 31.9% 23.1% 5.4% -0.9% 
Al Bilad  23.2 34.6 Neu./Neu. 1,851 95.8 35.5 21.9 2.1 2.1 1.9 9.2% 47.5% 0.0% -17.3%
Al Jazira 15.3 39.5 Neu./Neu. 915 5.7 6.9 4.3 0.9 0.9 0.8 14.5% 16.3% 3.5% 1.3% 
Saudi British  61.5 121.5 Acc./Buy 6,148 14.2 11.8 9.6 3.3 3.3 2.8 31.8% 22.2% 5.2% 13.9% 
Saudi Fransi 52.0 116.0 Acc./Buy 7,798 10.8 9.3 7.7 2.3 2.3 1.9 27.5% 20.1% 5.2% 15.3% 
ANB  30.7 97.5 Neu./Acc. 5,320 7.2 5.8 4.8 1.6 1.6 1.3 24.7% 23.2% 4.3% -1.6% 
Samba  41.9 122.0 Neu./Acc. 10,053 7.8 7.0 5.9 1.8 1.8 1.6 28.6% 21.6% 6.8% -18.2%
Saudi 
Hollandi  

42.1 73.7 Acc./Buy 2,970 25.4 10.9 8.7 2.0 2.0 1.6 20.2% 23.2% 2.3% 5.3% 

Riyad  20.1 52.3 Neu./Neu. 7,502 6.4 6.2 5.1 1.1 1.1 1.0 17.0% 19.2% 9.7% -5.2% 
Saudi Inv. 
Bank 

17.0 36.2 Neu./Neu. 2,039 9.3 7.8 6.7 1.0 1.0 0.9 14.1% 16.7% 3.0% 2.7% 

Median     10.0 8.6 7.2 1.9 1.9 1.6 22.4% 21.9% 4.8% 0.2% 
Qatar               
QNB 111.5 260.7 Acc./Acc. 7,211 8.0 7.1 5.8 1.5 1.3 1.2 22.4% 42.6% 4.3% -35% 
CBQ 63.8 186.5 Buy/Acc. 3,522 6.8 5.4 4.3 1.5 1.1 0.9 21.3% 52.3% 6.0% -30% 
QIB 73.1 129.5 Neu./Neu. 3,936 8.5 8.3 6.6 2.0 1.7 1.4 20.8% 34.2% 2.2% -12% 
Median     8.0 7.1 5.8 1.5 1.3 1.2 21.3% 42.6% 4.3% -30% 
Egypt        
CIB 32.0 51.9 Buy/Buy 1,687 6.5 5.7 5.0 1.8 1.5 1.2 28.6% 13.5% 4.9% -14% 
NSGB 14.0 33.8 Acc./Buy 765 3.5 3.5 3.1 1.2 0.9 0.7 26.3% 7.0% 5.2% -19% 
CAE 7.3 17.0 Neu./Buy 377 5.5 4.5 3.7 1.2 1.0 0.9 21.8% 21.7% 10.3% -9% 
Median     5.5 4.5 3.7 1.2 1.0 0.9 26.3% 13.5% 5.2% -13.5%
Morocco               
ATW  241.0 332.4 Acc./Acc. 5,399 16.8 14.9 13.5 2.5 2.2 2.0 15.8% 11.6% 2.5% -8% 
BMCE Bank 252.3 267.2 Neu./Neu. 4,649 38.4 31.4 26.4 5.7 5.2 4.7 17.2% 20.7% 1.5% -8% 
BCP 250.6 261.3 Neu./Neu. 1,795 20.0 18.4 16.8 3.0 2.7 2.5 15.5% 9.1% 2.2% 4% 
Median     20.0 18.4 16.8 3.0 2.7 2.5 15.8% 11.6% 2.2% -8% 
Lebanon               
Audi  44.5 N/R N/R 1,458 7.0 6.1 5.5 0.9 0.8 0.7 16.1% NA 4.1% -17% 
BLOM 66.0 103.8 Acc./Buy 1,583 5.9 5.3 4.7 1.0 0.9 0.8 19.2% 12.5% 6.8% -9% 
MENA Med.     7.1 6.6 5.9 1.5 1.2 1.4 17.4% 13.5% 4.7   

*Share prices as of 4 February 2009; all prices and LTFV in local currency, except Lebanon in USD 
Source: EFG-Hermes 
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D. STOCKS AND RECOMMENDATIONS 
 

National Bank of Kuwait: ST Accumulate/LT Accumulate, LTFV KWD1.31 (13% Upside Potential) 
We like NBK's regional diversification drive, lower risk profile in its corporate and retail portfolio and 
leading franchise in its domestic market. We do, however, believe NBK will experience market share losses 
in Kuwait in the medium term and therefore view positively the bank's focus on expanding its regional 
footprint. NBK was aggressive in its pricing for the 2007 Egypt acquisition, but potentially over-pricing 
acquisitions should not be a short-term investment concern as we expect the bank's near-term focus will 
be on consolidating existing regional operations. While NBK's current RoE is below sector average, this 
reflects to some extent the bank's lower balance sheet gearing and lower reliance on investment gains 
relative to peers. While we do not see a short-term catalyst to lead a rally in the shares, we do see lower 
downside risks for NBK relative to peers given its lower risk credit profile (below-sector average lending 
exposure to investment companies). We rate the stock a ST Accumulate/LT Accumulate.  

Burgan Bank: ST Neutral/LT Buy, LTFV KWD0.65 (65% Upside Potential) 
Burgan Bank trades at very low 2009e multiples of 5.9x P/E and 1.0x P/B, a significant c50% discount to 
the sector. This is despite management's strong track record in turning around profitability and despite 
exhibiting one of the highest ROEs amongst Kuwait banks. Burgan is a medium-size bank, with potential 
to strengthen its market position in Kuwait and with a new strategy since 2006 focussed on the 
development of product and services as well as refurbishing and expanding its current branch network. 
The acquisition of UGB's Algerian, Iraqi and Tunisian assets remains on hold, however, after it failed to 
obtain Amiri decree for its planned capital increase. UGB's Jordanian assets have been effectively 
purchased and financed through subordinated debt, which will add some pressure on funding costs. While 
we view Burgan's current multiples as attractive, we believe a re-rating will likely be contingent on further 
clarification on the capital raising/regional acquisition issue. We rate the stock a ST Neutral/LT Buy, with 
our LTFV estimate implying 65% upside.  

Commercial Bank of Kuwait: ST Reduce/LT Neutral, LTFV KWD1.05 (3% Downside Potential) 
CBK's core franchise is the corporate segment, although the bank has been increasing its lending exposure 
to investment companies since 2007 (13% of total loans). We believe earnings growth will be muted in 
2009e because of lower investment income (which had been high in 2007 and 9M2008) and rising 
provisioning. CBK is trading at a significant 2009e P/B premium to the sector: 2.7x P/B vs. 2.0x. We believe 
there is limited room for multiple expansion in the short term. In addition, our LTFV estimate of KWD1.05 
implies 3% downside potential. We rate the stock a ST Reduce/LT Neutral. 

Kuwait Finance House: ST Reduce/LT Neutral, LTFV KWD1.29 (4% Upside Potential) 
KFH, the largest Islamic bank in Kuwait, enjoys a very strong deposit and retail franchise in its domestic 
market, having been the sole Islamic bank operating in Kuwait for almost 30 years until 2005. The new 
entrants in Islamic banking have not changed the sector dynamics to date, though we do expect an 
erosion in returns and/or market share in the long term because of competition. KFH has lost its 
traditional valuation premium relative to the conventional banks. We believe this reflects justifiable 
concerns on the bank's revenue growth outlook in the short term, given its high reliance on investment 
and property income. We reflect these concerns in our ST Reduce recommendation. Our LTFV implies 4% 
upside potential, leading to our LT Neutral rating. 
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• Initiate with ST Accumulate / LT Accumulate: NBK offers one the lowest risks profiles among Kuwaiti 
banks and we believe there are less downside risks for NBK relative to the rest of Kuwait's banks, especially 
with regards to credit quality. NBK is therefore our preferred pick in the sector from a short-term 
perspective. Our LTFV estimate of KWD1.31 implies 13% upside from current levels. 

• Leading Franchise in Kuwait but Scope for Further Market Share Gains Limited: NBK enjoys a 
domestic market share in excess of 30% in most business segments. While its core franchise has 
traditionally been the large corporate and high net worth retail segments in Kuwait, NBK today is a full-
service bank operating in the consumer, corporate, private banking and investment banking segments. 
While we expect NBK to remain the dominant player in Kuwait, we believe it will be increasingly 
challenging for NBK to maintain its current market share given strong competition from medium-size 
banks and the increasing presence of foreign players in the Kuwaiti market. 

• Regional Expansion, a Key Strategic Objective: NBK's medium-term strategic focus is on continued 
expansion via acquisitions and/or greenfield projects in regional markets that offer high long-term growth 
prospects. NBK is present in 16 regional and international markets, but its most significant and we believe 
most attractive foreign operations are its 98% stake in Al Watany Bank of Egypt and its 30% stake in 
International Bank of Qatar. Foreign operations accounted for 20% of group's earnings in 2008 (on a 
normalised basis) with NBK targeting a 25% share by 2009 and 50% in the longer term.  

• Sharp Slowdown in 2009e Loan Growth: NBK's 4Q2008 results signalled a sharp slowdown in volume 
growth, which we expect to extend into 2009e, in an environment of lower liquidity and with a significant 
tightening in credit policies. NBK's low exposure to investment companies suggests a lower risk profile for 
its loan portfolio relative to the sector, although we do expect an increase in provisioning charges. We 
forecast earnings growth of 2% in 2009e.  

• Valuation: NBK trades at a 2009e P/E of 12.1x, a premium to the Kuwaiti bank sector average of 11.5x, 
and at a 2009e P/B of 2.1x, compared to 2.0 for the sector average. NBK's 2009e ROE of 18% is below the 
sector average, but this partly reflects lower balance sheet leverage following a KWD410 million rights 
issue in 2007 to finance the Watany acquisition. We estimate NBK's ROE should improve to c.20% in the 
medium term as the Watany operation begins to impact earnings more significantly. 

NATIONAL BANK OF KUWAIT (NBK) 
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Short-Term Rec.: Accumulate Current Price*: KWD 1.16 

Long-Term Rec. : Accumulate LT Fair Value  : KWD 1.31 

December Year End 2008a 2009e 2010e 2011e
Total Banking Income (mn) 486.3 521.3 587.7 653.6
Cost to Income  32.7% 35.1% 35.7% 35.6%
Provisions to Av. Gross Loans (bps) 107 90 90 70
Attributable Income (mn) 255.3 260.1 291.7 342.2
RoAE 17.4% 17.7% 17.4% 19.1%
RoAA 2.2% 2.1% 2.2% 2.3%
 
EPS 0.094 0.096 0.108 0.127
P/E 12.3 12.1 10.7 9.2 
Dividend Yield 3.7% 3.5% 4.2% 4.9%
P/BV 2.2 2.1 2.0 1.9
 
Capital Adequacy Ratio (CAR) 15.3% 14.2% 13.5% 13.2%
Loan Growth 17.5% 6.8% 11.0% 13.1%
Loans / Deposits (Customer) 125% 122% 122% 124%
Provisions / NPLs 183% 188% 194% 196%
Figures in KWD, unless otherwise stated 
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Estimate Changes FY2008a FY2009e FY09/10e 

KWD (mn)  Old New Old New 

Net Interest Income 366.8 N/A 381.8 N/A 424.1

Net Banking Income 486.3 N/A 521.3 N/A 587.7
Income Before Provisions 327.4 N/A 338.4 N/A 377.7

Attributable Income 255.3 N/A 260.1 N/A 291.7

Stock Data 
Last Ex-Div Date  KWD0.075 on 21 Feb. 08
Mkt. Cap./ Shares (mn)  KWD3,136 / 2,703
Local Av. Monthly Liqd   KWD124 million
52-Week High / Low   KWD2.16/ 0.81
Bloomberg / Reuters NBK KK / NBKK.KW
Est. Free Float  20% 

 
*Prices as at 4 February 2009   
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A. BACKGROUND, SHAREHOLDERS AND MARKET POSITIONING 
NBK is the leading bank in Kuwait with a market share in excess of 30% in most business segments and a 
domestic network of 69 branches. NBK is a fully fledged commercial bank and is organised in five main 
business divisions: corporate banking (including large, mid-size and SME clients), consumer banking, 
investment banking, private banking and international banking (with presence in 16 countries). It was 
established in 1952 as the first indigenous bank in Kuwait by leading Kuwaiti merchant families. These 
families remain the bank’s core shareholders and control around 80% of NBK's capital, although no single 
core shareholder's stake exceeds 5%. The remaining 20% of the shares are the free float.  

NBK has since its creation enjoyed very strong links with the Kuwaiti government, although it has always 
been privately held. It played some of the functions of a central bank until the late 1960s, when the 
Central Bank of Kuwait was established. NBK was also key in providing credit to the Kuwaiti government 
to finance the reconstruction of Kuwait after the Iraqi invasion in 1990. NBK's strongest market 
positioning has traditionally been in the large corporate segment and among high net worth Kuwaiti 
families. While these continue to be NBK's core franchise, the bank has built up a leading position in the 
mass consumer banking business (market share of 35%). NBK holds the lion's share of government 
employee payrolls, allowing for significant cross-selling, and enjoys a very strong brand name and deposit 
franchise in its domestic market.  

Figure 48: NBK's Operating Earnings By Division (3Q2008) 
In %, unless otherwise stated 
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Source: NBK, EFG-Hermes 

 

B. STRATEGY 
NBK's medium-term main strategic objectives are: i) to grow its existing international operations and 
increasing its exposure to the MENA region via acquisitions or greenfield projects, and ii) to leverage on its 
strong brand name and relationships with large corporates to strengthen and scale up its investment 
banking division, NBK Capital.  

In Kuwait, the focus will be on maintaining its leading position as the scope for market share gains is 
limited. A business segment where NBK has been keen on expanding within its domestic market is Islamic 
banking.  The bank's current presence in this segment is limited to its Islamic funds offering. NBK has 
applied for an Islamic banking license in Kuwait; however, the central bank still has to give its decision in 
this respect. In addition, NBK recently won approval to buy up to 40% of Boubyan Bank, a start-up Islamic 
bank launched in 2005. 

REGIONAL EXPANSION, A KEY STRATEGIC OBJECTIVE 
NBK in the 1980s became the first Kuwaiti bank to launch overseas branches and subsidiaries and it is 
currently the most geographically diversified bank in Kuwait. Internationally, it is present in London 
through a fully owned subsidiary and in New York, Paris, Singapore, Shanghai and Vietnam through 
foreign branches or representative offices. NBK in addition owns a private banking subsidiary in 
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Switzerland. The bank's access to deposits through some of these foreign branches, especially London and 
New York, has allowed it to defend its below-sector average funding cost and to partially mitigate the 
strong competitive pricing pressures in domestic deposits since the introduction of a loan-to-deposit 
ceiling in Kuwait in 2004.  

NBK has most recently focused on increasing its presence in MENA. The bank stepped up its efforts 
towards regional expansion in 2007 when it bought 98% of Al Watany Bank of Egypt for USD1 billion and 
a 40% stake in Turkish Bank, a small bank in Turkey, for USD160 million. NBK is present in most GCC 
countries through a single-branch operation, with the exception of Qatar, where it owns a 30% stake in 
International Bank of Qatar. NBK is also present in Lebanon, Jordan and Iraq.  

Foreign subsidiaries accounted for 20% of NBK's consolidated earnings in 2008 (on a normalized basis, i.e., 
excluding investment losses in 2008) with the bank aiming to increase this share to around 25% in 2010 
and 50% within the next five years. We believe the bank's medium-term focus will be on growing its 
Egyptian and Qatari operations, which have the potential to become important earnings contributors in 
the medium term. NBK has said it will continue screening potential acquisition targets in the region. 

Egypt 
Al Watany is NBK’s largest regional subsidiary. We estimate that as of September 2008 it contributed 5% 
of group earnings and assets. Al Watany is a mid-size Egyptian bank with assets of USD2.5 billion, a 1.4% 
lending market share and a network of 29 branches, of which two are Islamic branches. Al Watany's core 
strength has traditionally been the medium-size corporate segment. Poor credit risk management policies 
and the economic downturn in Egypt in the late 1990s led to a severe deterioration in credit quality and 
profitability. Al Watany underwent substantial restructuring starting in 2002, and by 2007 profitability 
had markedly improved, with ROA rising to 1.95% from almost zero in 2002-2003.  

NBK worked in 2007 and 2008 to further restructure Al Watany's bad debt book and to align its systems 
and credit risk policies to those of the parent company. As a result, Al Watany's customer loans remained 
flat in 9M2008, relative to December 2007. While the Egyptian market is attractive for NBK owing to its 
favourable demographics and under-penetration in retail and SME banking services, one of NBK's key 
focuses will be on leveraging on its existing Egyptian expatriate customer deposit base in Kuwait – there 
are around 0.5 million Egyptians working in Kuwait –and on increasing its exposure to Kuwaiti corporates 
with investments in Egypt. While NBK has not disclosed specific targets for its Egyptian subsidiary, it 
stated earlier that it is targeting an asset market share of at least 5% in the medium term in the regional 
markets where it operates.  

Figure 49: Al Watany's Assets, Earnings and Key Ratios Relative to Large Private Sector Banks (2007) 
EGP million, unless otherwise stated 

 Watany CIB NSGB Credit Agricole 
Assets  12,410 47,763 47,257 21,496 
Net Profit  219 1,155 613 474 
Net Interest Spread 2.71% 2.71% 2.76% 2.32% 
Cost to Income 27.1% 33.3% 38.8% 54.3% 
ROA 1.95% 2.43% 2.16% 2.55% 
ROE 18.7% 27.9% 30.9% 28.6% 
Loans  to Deposits 60.4% 51.6% 50.2% 24.9%  

Source: Banks, EFG-Hermes 
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Qatar 
NBK owns 30% of International Bank of Qatar (IQB), a joint venture with members of the Qatari ruling 
family. IBQ is among the top 10 largest banks in Qatar, with an estimated lending market share of 4% in 
2007. The very strong growth in infrastructure projects in Qatar over the past three years has led to a 
rapid expansion in asset growth rates, and according to NBK, IQB is one of the most profitable operations 
of the group. IBQ is consolidated in the group's accounts as an associate. NBK has expressed its interest 
on increasing its stake in IQB in the future. 

Jordan 
NBK's exposure to Jordan is through 5 branches, and the target is for organic expansion by doubling the 
number of branches over the next three to five years. NBK's main business in Jordan is catering to Kuwaiti 
corporates investing in the Jordanian market as well as to affluent Jordanian clients; these two segments 
will continue to be the main focus going forward.  

Iraq 
NBK bought 75% of Credit Bank of Iraq in 2004. The subsidiary is currently focusing on trade finance and 
remittances flows. 

Turkey 
NBK bought 40% of Turkish Bank in 2008, a small player in the Turkish market with assets of USD650 
million and earnings of USD3.7 million in 2007. Turkish Bank is consolidated as an associate, and NBK has 
not disclosed any plans with regards to increasing its current 40% stake.  

GCC- Saudi Arabia a Target for Potential Acquisitions 
Within the GCC, NBK is keen on increasing its presence in the UAE and Saudi markets, where its presence 
is through one branch in Dubai and one branch in Jeddah. NBK has expressed its interest in bidding for 
Royal Bank of Scotland's 40% stake in Saudi Hollandi Bank in 2008, should this stake be formally put on 
sale.  

C. FINANCIAL REVIEW AND 2009E EARNINGS OUTLOOK 
 
Revenue and Asset Growth  
NBK's loan growth averaged a solid 29% per annum from 2005 to 2007, or 27% on a pro-forma basis, i.e., 
if we were to exclude the consolidation of Al Watany's balance sheet in December 2007. Most recently, 
lending growth has been driven primarily by the corporate book, as the central bank's restrictions on the 
retail market have led to a sharp slowdown in consumer lending volumes.  

Loan growth has slowed considerably in 2008 to 17% Y-o-Y, in line with the sector. As of December 2008, 
the proportion of retail loans to the total loan book had fallen to 27% from 34% in 2005. Within the 
corporate book, NBK has a 20% exposure (as a percentage of total loans) to the real estate and 
construction sectors. Although this is a common feature of most Kuwaiti and GCC banks, given the 
region’s economic dynamics, NBK's real estate and construction lending exposure is below the average for 
the sector. NBK has traditionally applied conservative lending criteria, and management has stated that it 
has almost no exposure to the troubled investment companies sector in Kuwait. Going forward, NBK's 
management  has indicated loan growth in the low to mid-single digits in 2009 with credit terms being 
tightened in light of current market conditions. We forecast 7% loan growth in 2009e and 11% in 2010e.  

The strong lending growth of the past three years has not been matched by customer deposit growth, 
which was 21% per annum from 2004 to 2007. NBK had been increasing the proportion of interbank 
deposits and deposits from other financial institutions in the funding mix since 2005, partly the result we 
believe of the strong foreign deposit inflows betting on currency appreciation. Furthermore, the bank has 
been focussing on attracting deposits at its foreign branches – mainly corporate/financial institutions 
deposits – to overcome the upward pricing pressure for domestic deposits. Deposit growth was flat in 
2008, reflecting we believe some foreign capital outflows. Additionally, the increase in the regulatory loan 
to deposit ceiling to 85% from the previous 80% limit at the end of last year has allowed NBK to decrease 
its exposure to some expensive corporate deposits.  

NBK's average revenue growth per annum of 16% over the past three years (average 2005-2008), in line 
with the sector (ex-KFH), but  NBK's revenue has being traditionally less reliant on investment income 
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relative to CBK and Burgan, with net interest income and fee income being the main revenue growth 
drivers for NBK. The proportion of investment income to total revenue has been below that of most 
Kuwaiti banks, and it did not exceed 6% from 2005 to 2007. 

Investment revaluation losses in the bank's trading portfolio (KWD22.1 million) and impairment losses on 
the bank's available for sale securities portfolio (KWD22 million) hit the bank's non-interest income in 
2008, particularly in the fourth quarter. There were negative investment revaluation losses amounting to 
KWD19.2 million taken through shareholder' equity in the available for sale book (including associates); 
these losses were however limited to 1% of 2008 shareholders' equity.  

Funding costs pressure had been a main driver of net interest spread attrition since 2005 through 2007. 
Spreads recovered however by 32 bps in 2008, with funding costs decreasing, a combination of both 
falling interest rates and an improvement in the deposit mix.  

We forecast net interest spreads to be roughly stable in 2009e vs. 2008. Our forecasts assume: (i) higher 
growth in corporate loans (8% Y-o-Y) relative to retail loans (6% Y-o-Y) in 2009e; (ii) potential asset 
margin erosion as the new business will be written on lower spreads because of the fall in interest rates 
since October last year; (iii) a slightly positive effect from the assets/liabilities maturity mismatch (around 
79% of NBK's liabilities have a maturity of less than 3 months, while 54% of assets have a maturity of less 
than 3 months and around 38% of assets has a maturity of over 1 year, according to NBK's 2008 financial 
statements). Overall, our core banking income-net interest income and fee income-forecasts factor in 
growth of 7% in 2009e and total banking growth of 7%. We are forecasting a much smaller investment 
loss in 2009e relative to 2008.  

Figure 50: NBK's Loan Growth Forecasts 
In %, unless otherwise stated 

 Figure 51: NBK's Revenue Breakdown 
In KWD million, unless otherwise stated 

28%

37%

17%

7%
11%

0%

5%
10%

15%

20%
25%

30%

35%
40%

2006 2007 2008 2009e 2010e

 

-100
0

100
200
300
400
500
600

2006 2007 2008 2009e

Net Interest Income Fee Income
Investment Income FX Income
Other

Source: NBK, EFG-Hermes  Source: NBK, EFG-Hermes 

 
Costs  
NBK's cost-to-income ratio deteriorated to 33% in 2008 from 27% in 2007 and 25% in 2006. The 
deterioration in 2008 reflects both the consolidation of Al Watany's income statement since January 2008 
as well as investment losses. We expect NBK's operating costs growth to slowdown significantly in 2009e 
to 15% Y-o-Y from 40% in 2008, but we forecast the cost-to-income ratio expected to slightly worsen to 
35% in 2009e. NBK may postpone branch expansions in some of its regional operations until a recovery in 
economic conditions. 

Provisions and Credit Quality 
NBK's NPL ratio remained roughly stable Y-o-Y in 2008 at 1.95%, with the post-invasion NPL ratio 
increasing only slightly from 1.64% in 2007 to 1.66% in 2008. NBK has been conservative in its 
provisioning charges (107bps of average gross loans in NBK in 2008 from  42bps in 2007 and an average 
62 bps from 2005-2008), mostly related to general provisions, suggesting no asset quality deterioration in 
2008 but an expectation of a worsening in 2009e. NBK has one of the highest quality loan books in 
Kuwait, as it serves predominantly large corporates, high net worth families and Kuwaiti public sector 
employees, and this is evidenced by NBK having one of the lowest NPL ratio among Kuwaiti banks. We 
assume a low level of loan recoveries in Egypt, and we conservatively assume a 25% increase in NPLs for 
the Kuwaiti operations. Overall, we expect high provisioning charge in 2009e of 90bps.  
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Capital and Return on Equity 
NBK's return on equity fell to 17.4% in 2008 from 22.6% in 2004 and 32% in 2006. Returns declined in 
2007 mainly as a result of a KWD410 million rights issue to finance Watany's acquisition. We expect the 
2009e ROE to reach around 18% then improve to c.20% by around 2012, when the Watany operation 
starts to contribute more significantly to earnings. NBK currently has the lowest ROE among the Kuwaiti 
banks we cover, but this reflects lower balance sheet leverage vs. peers.  

NBK saw a relatively high capital consumption in 2008, when CAR stood at 15.3% (with the tier-1 ratio at 
14.7%) from 17.9% in 2007 (tier-1 of 16.9%) and despite a significant cut in cash dividends. Risk-
weighted assets growth slowed down to 14% in 2008 from 43% in 2007, with the fall in CAR mainly the 
result of the new treasury shares' charge to capital as well as a lower fair value reserve.   

D. VALUATION AND RECOMMENDATION  
We derive our LTFV of KWD1.31 on a DECF valuation model, for which we use: (i) explicit earnings 
forecasts from 2009e to 2016e; (ii) a cost of equity of 12.6%; (iii) a terminal growth rate of 3.5%. Our 
ROE assumption in our last year of explicit forecasts is 20%. 

NBK trades at a P/E of 12.1x in 2009e, implying a premium to the average P/E multiples for our covered 
Kuwaiti banks of 11.5x in 2009e. On a P/B basis, NBK trades at 2.1x 2009e, reflecting a ROE in 2009e of 
18% and a capital adequacy ratio of 14.2%. We believe higher multiples relative to other conventional 
Kuwaiti banks can be justified by NBK's strong franchise in its domestic market; while we expect NBK to 
experience some loss of market share in its domestic market, we believe that its regional operations, 
particularly in Egypt, mean its scope for higher returns and higher earnings growth in the medium term is 
greater than its peers.  

We initiate with a LT Accumulate recommendation based on the 13% upside potential implied by the 
current share price. We also have a ST Accumulate recommendation, and believe that downside earnings 
risks for NBK are lower than for the sector, given NBK's generally lower credit risk profile.  
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E. FINANCIAL STATEMENTS 
 

Income Statement (December Year End) 
In KWD million, unless otherwise stated 
 
 2008a 2009e 2010e 2011e 2012e
 Net Interest Income  366.8 381.8 424.1 473.5 500.9 
 Fee Income  101.4 108.5 116.1 125.4 144.2 
 Dividend, Trading & Investment Income (19.8) (8.4) 6.6 11.7 16.8 
 Property Income  - - - - -
 Other Income  37.9 39.4 40.9 43.1 47.6 
 Non-Interest Income  119.5 139.5 163.6 180.1 208.6 
 Total Banking Income  486.3 521.3 587.7 653.6 709.6 
 Staff Expenses  (91.9) (106.6) (124.8) (143.5) (157.8)
 Other Expenses  (67.0) (76.3) (85.3) (89.1) (93.1)
 Operating Profit  327.4 338.4 377.7 421.0 458.7 
 Provisions  (58.6) (67.3) (73.7) (64.4) (51.8)
 Other   - - - - -
 Pre-Tax Income  268.8 271.1 304.0 356.6 406.8 
 Taxes & Zakat  (11.2) (8.7) (9.7) (11.4) (13.0)
 Net Income  257.6 262.4 294.3 345.2 393.8 
 Minority Interests  (2.2) (2.3) (2.5) (3.0) (3.4)
 Net Income after Minority  255.3 260.1 291.7 342.2 390.4  

Source: NBK, EFG-Hermes estimates 

 

Balance Sheet (December Year End) 
In KWD, unless otherwise stated 

 2008a 2009e 2010e 2011e 2012e
 Cash & CB Deposits  1,399 1,037 1,016 1,127 1,263
 Interbank Assets  1,162 1,708 1,964 2,029 2,189
 Customer Loans  6,955 7,432 8,246 9,327 10,488
 Financial Investments  1,834 1,981 2,143 2,286 2,425
 Associates Investments  128 125 135 138 140
 Goodwill & Other Intangible Assets 243 240 240 235 235
 Other Assets  119 118 130 135 145
 Fixed Assets  133 133 133 130 128
 Total Assets  11,973 12,773 14,006 15,409 17,012
  
 Deposits from Banks & Other Fin Institutions 4,622 4,880 5,281 5,637 6,313
 Customer Deposits  5,545 6,100 6,771 7,516 8,417
 Sub debt, Medium-term Loans & Other debt  - - - - -
 Other Liabilities  237 275 357 554 466
 Proposed Dividend  117 109 131 154 195
 Shareholders' Equity  1,440 1,506 1,582 1,685 1,795
 Minority Interests  11 13 15 18 21
 Total Liabilities & Shareholders' Equity  11,973 12,773 14,006 15,409 17,012 

Source: NBK, EFG-Hermes estimates 
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NBK Main Ratios 
In %, unless otherwise stated 

 2008a 2009e 2010e 2011e 2012e
Capital Adequacy Ratio (CAR) 15.3% 14.2% 13.5% 13.2% 13.1%
Growth In Loans (Y-o-Y) 17.5% 6.8% 11.0% 13.1% 12.4%
Growth in Deposits (Y-o-Y) 0.7% 10.0% 11.0% 11.0% 12.0%
Customer Loans / Deposits (Net) 125.4% 121.8% 121.8% 124.1% 124.6%
Net Interbank / Assets -28.9% -24.8% -23.7% -23.4% -24.2%
NPL Coverage Ratio 183% 188% 194% 196% 198%
NPL Ratio 1.9% 2.2% 2.3% 2.3% 2.2%
Provisions to Average Gross Loans (bps) 107 90 90 70 50
Growth in Net Interest Income (Y-o-Y) 29.3% 4.1% 11.1% 11.6% 5.8%
Growth in Non Interest Income (Y-o-Y) -15.1% 16.7% 17.3% 10.1% 15.8%
Non Interest Income / Banking Income 24.6% 26.8% 27.8% 27.6% 29.4%
Cost/Income 32.7% 35.1% 35.7% 35.6% 35.4%
Net Interest Spread 3.02% 2.98% 3.07% 3.10% 2.94%
Net Interest Margin 3.34% 3.27% 3.34% 3.39% 3.24%
ROAE 17.4% 17.7% 17.4% 19.1% 20.2%
ROAA 2.2% 2.1% 2.2% 2.3% 2.4%
EPS (KWD) 0.094 0.096 0.108 0.127 0.144
BVPS (KWD) 0.533 0.557 0.585 0.623 0.664
DPS (KWD) 0.043 0.040 0.049 0.057 0.072 

Source: NBK, EFG-Hermes estimates 
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• Initiate with ST Neutral / LT Buy: Burgan's planned acquisition of United Gulf Bank's (UGB) regional 
commercial assets is being delayed after its planned capital increase – where UGB would become a 
shareholder in Burgan – failed to obtain the required Amiri decree. While management remains confident 
the acquisition will go ahead, we believe uncertainty regarding the transaction has seen the stock trade to 
a c50% P/E and P/B discount to the sector. Doubts about sustaining high profitability have also weighed 
on the shares. We rate Burgan a ST Neutral. Our LTFV of KWD0.65 implies 65% upside which leads to our 
LT Buy recommendation. 

• A Successful Restructuring Story: Burgan has undergone major restructuring since its privatisation in 
1997 when prominent Kuwaiti holding company KIPCO took a controlling stake. Burgan has shifted from 
being a government corporate bank to being a relatively diversified financial institution with presences in 
retail banking, corporate banking and wealth management. Burgan is relatively small in Kuwait's banking 
sector context, with an estimated asset market share of 9% and a network of 22 branches.  

• Profitability Turnaround: Under a new management team appointed in 2004, profitability has turned 
around significantly. Burgan's 2007 ROE was 25%, a substantial increase from 14% in 2004. The main 
drivers were improvements in credit quality, gains in efficiency and strong loan growth, especially in 2007. 
Burgan's revenue base was also boosted by sizeable gains on securities both in 2007 and in 9M2008.  

• Earnings Growth Under Pressure in 2008e, 2009e: We expect weak 4Q2008e earnings mainly because 
of investment revaluation losses and/or impairment of financial assets, in line with the rest of Kuwaiti 
banks. We forecast FY2008e net profit to fall 19% Y-o-Y. With decelerating loan growth and rising 
provisioning charges this year, we believe Burgan will deliver mediocre ‘09e earnings growth of 2% Y-o-Y. 

• Planned Capital Increase for Regional Expansion on Hold: Burgan announced last year that it planned 
to acquire regional banks owned by UGB, a KIPCO subsidiary, in Jordan, Tunisia, Algeria and Iraq for 
USD725 million and that it planned a capital increase whereby UGB would become a shareholder of 
Burgan. The bank has only effectively bought the Jordanian assets, a purchase it financed through 
subordinated debt. After the planned capital increase failed to gain the required Amiri decree, Burgan, 
UGB and KIPCO have indicated the transaction will go ahead, but it will require a different financing 
structure. We believe, however, that uncertainty surrounding the deal will limit any share performance  in 
the short term.

BURGAN BANK  
 05 february 2009 

KUWAIT | BANKING 

Short-Term Rec.: Neutral Current Price*: KWD 0.40 

Long-Term Rec. : Buy LT Fair Value  : KWD 0.65 

December Year End 2007a 2008e 2009e 2010e
Total Banking Income (mn) 105.7 103.5 111.9 128.2
Cost to Income  26.4% 29.6% 29.7% 29.5%
Provisions to Av. Gross Loans (bps) 2 55 65 68
Attributable Income (mn) 74.8 60.6 61.7 71.1
RoAE 24.5% 17.1% 16.5% 17.4%
RoAA 3.0% 1.8% 1.5% 1.6%
 
EPS (KWD) 0.079 0.066 0.067 0.077
P/E 5.0 6.0 5.9 5.1
Dividend Yield 15.2% 9.1% 8.5% 10.7%
P/BV 1.2 1.1 1.0 0.9
 
Capital Adequacy Ratio (CAR) 16.6% 15.1% 14.5% 14.2%
Loan Growth 50.2% 50.4% 6.3% 9.7%
Loans / Deposits 86.2% 89.4% 88.0% 88.6%
Provisions / NPLs 224% 216% 223% 219%
Figures in KWD, unless otherwise stated 
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Burgan Bank Price (KWD)
KSE Index 

  

Estimate Changes FY2007a FY2008e FY2009e 

KWD (mn)  Old New Old New 

Net Interest Income 51.1 N/A 71.3 N/A 81.9

Net Banking Income 105.7 N/A 103.5 N/A 111.9

Income Before Provisions 77.8 N/A 72.9 N/A 78.7

Attributable Income 74.8 N/A 60.6 N/A 61.7

Stock Data 
Last Ex-Div Date  KWD0.06  on 25 Mar 2008
Mkt. Cap./ Shares (mn)  KWD981.6 / 923
Local Av. Monthly Liqd   KWD38 million
52-Week High / Low   KWD1.44  / 0.36
Bloomberg / Reuters BURG KK / BURG.KW
Est. Free Float 47.5 %

 
*Prices as at 04 February 2009   
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A. BACKGROUND, SHAREHOLDERS AND MARKET POSITIONING 
Burgan Bank, established in 1977, is one of Kuwait’s youngest banks and currently its fifth largest among 
conventional commercial banks by assets with 9% asset market share. It was originally a government-
owned bank focussing on the corporate sector.  

Burgan Bank's Main Shareholder Is KIPCO, In Turn Owned by Members of Kuwait's Ruling Family 
Burgan was privatised in 1997 when Kuwait Projects Company (KIPCO) became a controlling shareholder. 
Today KIPCO owns 51.8%and the government's stake has fallen to 6%. The remaining c.42% of the shares 
are the free float. KIPCO, which is majority-owned by members of the Kuwaiti ruling family, is one of the 
largest and most diversified holding companies in the region with a strong focus on the financials sector, 
but also with investments in media, technology, real estate and healthcare, among other sectors.  

Upon its acquisition by KIPCO, Burgan underwent a major restructuring in its systems, credit processes 
and human resources. Since 2004, a new, more aggressive management team has focussed on further 
improving risk management and the quality of the loan book, and on upgrading IT systems. The NPL ratio 
has fallen to 1.7% in 2007, the lowest in the sector, from 5.5% in 2004, mainly the result of recoveries of 
provisioned loans. A significant improvement in revenue profitability since 2004 has allowed Burgan to 
substantially improve ROA to 3% in 2007 from 1.4% in 2004, and ROE to 25% in 2007, one of the 
highest in the sector, from 14% in 2004.  

Figure 52: Profitability Turnaround Since 2004 
In % unless otherwise stated 

 2004 2005 2006 2007 2008e 
Net Interest Income / Avge Assets 1.79% 2.38% 2.60% 2.02% 2.14% 
Non-Interest Income /Avge Assets 1.16% 1.46% 1.67% 2.16% 0.96% 
Total Revenue  / Avge Assets 2.95% 3.84% 4.27% 4.18% 3.10% 
Costs / Avge Assets -0.96% -1.14% -1.16% -1.10% -0.92% 
Provisions/ Avge Assets 0.32% 0.29% 0.30% 0.01% 0.30% 
ROA 1.62% 2.34% 2.72% 2.96% 1.82% 
ROE 13.7% 18.1% 22.0% 24.5% 17.1% 
NPL Ratio 5.57% 4.00% 3.42% 1.71% 1.38%  
Source: Burgan Bank, EFG-Hermes 

 

Burgan operates through a network of 22 branches and is present in the corporate, retail and wealth 
management/private banking segments. Until recently, the bank's operations were exclusively domestic. 
However, in May 2008, Burgan announced it planned to buy some of the regional banking assets of 
Bahrain's United Gulf Bank (UGB), also a subsidiary of KIPCO, an acquisition that would give Burgan 
access to the Jordanian, Tunisian, Algerian and Iraqi markets. Burgan has so far integrated only UGB's 
Jordanian subsidiary.  

 
B. STRATEGY 
Since 2007, and after successfully restructuring the bank's bad debt book, management has focussed on 
growth and on strengthening its market positioning, especially in the Kuwait retail and private banking 
segments. We expect Burgan to continue investing in its domestic operations. While we do not expect 
significant IT investments as the bank's systems were recently revamped, we do expect the bank will 
continue to add branches in Kuwait. In its 2006 strategic business plan, Burgan put forth an ambitious 
target of almost doubling its branch network over the next five years.  

In parallel, Burgan's near- and medium-term focus will be on consolidating its regional presence through 
UGB's regional banking assets.  
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C. FOCUS ON THE REGIONAL BANKS ACQUISITION 
 
Access to Jordan and Potentially to Algeria, Tunisia and Iraq 
The commercial banks included under the transaction announced last May are: i) Jordan Kuwait Bank 
(43.9% stake), ii) Tunis International Bank (76.6% stake), which also has a representative office in Libya, 
iii) Algeria Gulf Bank (60% stake), iv) Bank of Baghdad (45.3% stake).  

Burgan has so far only completed the acquisition of UGB's 43.9% stake in Jordan Kuwaiti Bank (JKB), 
which Burgan started to consolidate in its financial statements in July 2008. The regulatory approvals for 
the acquisitions of the remaining banks are in place, and according to Burgan, the acquisition is underway. 

The Figure below provides details of the assets and net profit of the various banks for 2007. We estimate 
the four regional banks combined could enlarge Burgan's net profit by 16%. JKB, a mid-size Jordanian bank 
with an estimated 8% asset market share in Jordan, will be the largest contributor to Burgan's earnings. 
We estimate it accounted for 12% of Burgan's net profit in 3Q2008. The remaining banks are smaller both 
in terms of potential contribution to consolidated earnings in the short term as well as small in the 
context of their respective markets. Nevertheless, the Algerian and Iraqi operations in our view offer the 
potential to enhance long-term earnings growth for Burgan, considering the very undeveloped status of 
their banking systems and the significant potential for banking assets growth. 

Figure 53:Estimated Potential Impact of UGB's Regional Banks on Burgan's Earnings 
In USD million, unless otherwise stated 

 Net Profit 
(2007) 

% Ownership Share of 
Earnings 
(2007) 

Total Assets 
(2007) 

Domestic 
Asset Market 

Share 

Jordan Kuwait Bank 63 43.9% 27 2,900 8% 
Tunis International Bank 12 76.6% 9 514 1% 
Algeria Gulf Bank 5 60.0% 3 190 n.a. 
Bank of Baghdad 3 45.3% 1 n.a. n.a. 
Total 82  41 3,604  
      
Burgan Bank 2007 Net Profit (stand-alone) 251     
Share of Regional Banks 2007  Net Profit 41     
Burgan 2007 Net Profit (Proforma) 292     
Regional Banks Impact on Net Profit 16%      

Source: UGB, EFG-Hermes 

 

Capital Increase to Finance the Deal on Hold 
Burgan announced in May 2008 that it would pay USD725 million (KWD195 million) for UGB's assets and 
that the transaction would be financed through a KWD200 million capital increase, whereby UGB would 
become a shareholder in Burgan. We estimate that the price agreed implies a 2007 P/E multiple of 12.7x 
for the combined regional banks assets, a multiple that in May 2008 looked reasonable, considering that 
the average P/E for our MENA banks universe was around 11.0x. 

Management recently confirmed, however, that the acquisition of the remaining regional banks (Tunisia, 
Algeria and Iraq) is being delayed because the capital increase failed to obtain the required Amiri decree. 
Burgan has stated it plans to go ahead with the acquisition of the Algerian, Tunisian and Iraqi assets. 
However, it might have to consider different financing options.  

Burgan had a considerable excess capital position in 2007, with a CAR of 16.6% (tier-1 ratio of 14.9% and 
tier-2 ratio of 1.7%), compared to a minimum regulatory CAR of 12%. We believe that Burgan's CAR will 
have declined to 15.1% in 2008e, mainly because of the increase in capital charges for retail and real 
estate lending imposed by the central bank in mid-2008. Burgan increased its subordinated debt in 
3Q2008 by USD350 million (KWD95 million at Euribor +1.5%), we understand to finance the acquisition 
of Jordan Kuwait Bank, and we believe that the financing of the remaining assets would require a 
combination of both debt and cash, possibly by using part of Burgan's excess capital. In the current 
difficult banking environment, we think however that Burgan would be willing to keep an excess capital 
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cushion, and therefore, the acquisition would require debt and possibly a rights issue. At the current 
depressed share price, a KWD200 million or even a KWD100 million would imply a significant EPS 
dilution. We therefore believe the deal will not be completed any time soon.  

 

D. FINANCIAL REVIEW AND EARNINGS FORECASTS 
 
Revenue and Asset Growth 
Burgan's loan growth lagged its peers in 2005 and 2006 with net customer loans contracting 2% in 2005 
Y-o-Y and expanding 18% Y-o-Y. By comparison, average growth for our coverage group was 20% in 
2005 and 27% in 2006. The immediate focus of the management team appointed in 2004 was to step up 
recoveries in Burgan's loan portfolio, which at the time had an NPL ratio (post-liberation) of 3.4% – high 
in the context of the Kuwaiti banking sector.  

In 2007, with most of the bad debt restructuring complete, Burgan was one of the fastest growing banks 
in Kuwait by customer loans, which grew by 50% Y-o-Y compared to an average 44% for the peer group. 
Burgan does not report a sector breakdown of its loan portfolio, but we understand the focus over the 
past two years has been on increasing market share in the retail sector. 

In line with the more aggressive stance towards loan growth, the pace of customer deposit growth 
accelerated significantly, to 33% Y-o-Y in 2007 from 6% in 2006 and 11% in 2005. In the very 
competitive environment for growing customer deposits in Kuwait, given the 80% loan-to-deposit ceiling 
(recently relaxed to 85%), Burgan's funding costs worsened markedly, by 103 bps in 2007, (compared to a 
64 bps increase in the cost of funds for peers). This led to a significant contraction in the net interest 
spread to 171 bps in 2007 from 244 bps in 2006. An additional driver of spread compression in 2007 was 
a one-off charge in interest income following a regulatory change by the central bank. Net interest 
income fell 4% in 2007 and fee income, which was also impacted by one-off charges caused by regulatory 
changes, contracted 15% Y-o-Y. Burgan did, however, benefit from high investment gains which 
accounted for 26% of banking income. That helped boost revenue growth to 21% Y-o-Y in 2007 despite 
negative growth in "core" banking income. 

For 9M2008, we estimate that like-for-like loan growth (excluding the impact of the consolidation of JKB) 
was a relatively strong 24% Y-o-Y, compared to the peer group average of 17%. Like-for-like net interest 
income growth recovered to 18%. Burgan Bank reported another sizeable investment gain through the 
income statement in 9M2008 that accounted for 24% of total banking income.  

For 2009e, we forecast that loan growth will slow to 6%, roughly in line with our forecast for our coverage 
group. We nonetheless expect less erosion in net interest spreads in 2009e-2010e. While we do expect 
asset margins to erode, since we assume loan growth will be driven primarily by corporate lending, we 
also believe fewer lending growth opportunities will translate into a less competitive environment for 
deposit growth. We forecast a net interest spread of 190 bps in 2009e, roughly stable vs. 2008e.  

We are also conservative in our investment income forecasts and therefore expect a significant slowdown 
in revenue growth to 8% in 2009e from a contraction of 2% in 2008e.  

Operating Costs 
Burgan's cost-to-income ratio improved to 26% in 2007 from 30% in 2005, the result of efficiency gains 
and also of sizeable investment gains. In 9M2008, post-consolidation of JKB, the cost-to-income ratio 
improved further to 20%, or 26% if investment gains are excluded; we expect however the FY2008e cost 
to income ratio to worsen to c30% as we expect investment revaluation losses to be taken through the 
income statement in 4Q2008e. We expect lower pressure on costs growth in 2009e relative to 2008e, 
with some of the branch expansion likely to be delayed. We forecast the cost-to-income ratio to remain 
roughly stable in 2009e at 30% relative to 2008e. 
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Provisioning and Credit Quality 
Burgan has the lowest NPL ratio among Kuwaiti banks under coverage (1.7% in 2007) and, at 223% in 
2007, the highest NPL coverage ratio. While we expect provisioning charges to rise given the deteriorating 
economic environment, we are factoring in lower charges for Burgan Bank, at c66 bps in 2009e-2010e vs. 
an average 90bps for the sector.  

Net Profit 
Our net profit forecast for 2009e implies growth of 2% (from a 19% Y-o-Y decline in 2008e) and a 
recovery in 2010e, when we forecast earnings growth of 15%. 

Return on Equity and Capital Adequacy 
Burgan's CAR at the end of 2007 was 16.6%, comfortably above the minimum 12% regulatory ratio. The 
higher risk weightings on real estate and consumer loans imposed by the Central Bank of Kuwait in May 
2008, the relatively high loan growth rates in the 9M2008 and the consolidation of Jordan Kuwaiti Bank 
surely added pressure on capital. Burgan Bank increased its subordinated debt by KWD95 million during 
3Q2008. We estimate that its CAR will fall to 15.1% by year-end. We estimate ROE will fall from the very 
high levels of 2007 and 2008e but will nevertheless remain at a relatively high 17% in 2009e.   

 

E. VALUATION AND RECOMMENDATION  
Based on a DEFC valuation methodology, we derive a LTFV of KWD0.65 for Burgan, implying 63% upside. 
The main assumptions behind our DECF model are: (i) cost of equity of 13.1% and (ii) long-term growth 
rate of 3.5%. We use explicit forecasts from 2009e to 2016e. Our LT ROE assumption is 19%, compared 
to 25% in 2007 and 18% in 2008e.  

Based on our earnings forecasts, Burgan trades at a significant discount to the sector average, at a 2009e 
P/E 2009e of 5.9x and P/B of 1.0x. While we believe that the shares are attractively valued at current 
levels, we believe that the main catalyst for a re-rating of the shares is any clarification with regards to its 
planned acquisition of UGB's regional banking operations. We therefore have a ST Neutral rating. With our 
LTFV estimate implying a 65% upside, we initiate with a LT Buy rating. 
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F. FINANCIAL STATEMENTS 
 

Income Statement (December Year End) 
In KWD million, unless otherwise stated 

 2007a 2008e 2009e 2010e 2011e
Net Interest Income 51 71 82 88 98
Fee Income 17 21 23 25 26
Trading & Investment Income 32 1 (4) 4 9
Property Income   
Other Income 5 10 11 11 12
Non-Interest Income 55 32 30 40 47
Total Banking Income 106 103 112 128 145
Staff Expenses (13) (15) (17) (20) (22)
Other Expenses (15) (15) (16) (18) (20)
Operating Profit 78 73 79 90 103
Provisions (0.3) (10) (15) (17) (18)
Other - - - - -
Pre-Tax Income 77 63 64 74 84
Taxes & Zakat (3) (2) (2) (2) (3)
Net Income 75 61 62 71 81
Minority Interests - - - - -
Net Income after Minority 75 61 62 71 81 
Source: Burgan Bank, EFG-Hermes estimates 
 

 

Balance Sheet (December Year End) 
In KWD million, unless otherwise stated 

 2007a 2008e 2009e 2010e 2011e
 Cash & CB Deposits  431 478 516 563 608
 Interbank Assets  381 514 611 721 830
 Customer Loans  1,421 2,137 2,272 2,493 2,734
 Financial Investments  544 585 668 721 772
 Associates Investments  - - - - -
 Goodwill  - - - - -
 Other Assets  53 95 100 115 115
 Fixed Assets  18 18 19 19 20
 Total Assets  2,848 3,828 4,187 4,633 5,078
   
 Deposits from Banks & Other Fin. Interest  732 765 955 1,069 1,185
 Customer Deposits  1,649 2,390 2,582 2,814 3,039
 Sub debt, Medium-term Loans & Other debt  43 190 196 192 188
 Other Liabilities  73 123 66 129 195
 Proposed Dividend  52 33 31 39 45
 Shareholders' Equity  300 327 358 390 426
 Minority Interests  - - - - -
 Total Liabilities & Shareholders' Equity  2,848 3,828 4,187 4,633 5,078 

Source: Burgan Bank, EFG-Hermes estimates 
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Burgan Bank Main Ratios 
In %, unless otherwise stated 

 2007a 2008e 2009e 2010e 2011e
 Capital Adequacy Ratio (CAR)  16.6% 15.1% 14.5% 14.2% 13.8%
 Growth In Loans (Y-o-Y)  50.2% 50.4% 6.3% 9.7% 9.7%
 Growth in Deposits (Y-o-Y)  33.2% 45.0% 8.0% 9.0% 8.0%
 Customer Loans / Deposits (Net)  86.2% 89.4% 88.0% 88.6% 90.0%
 Net Interbank / Assets  -12.3% -6.6% -8.2% -7.5% -7.0%
 NPL Coverage Ratio  223.8% 215.9% 222.7% 218.7% 227.4%
 NPL Ratio  1.7% 1.4% 1.5% 1.7% 1.7%
 Provisions to Average Gross Loans  (bps) 2 55 65 68 68
 Growth in Net Interest Income (Y-o-Y)  -4.3% 39.6% 14.8% 7.4% 11.2%
 Growth in Non Interest Income (Y-o-Y)  59.6% -41.0% -6.8% 33.8% 18.2%
 Non Interest Income / Banking Income  51.6% 31.1% 26.8% 31.3% 32.7%
 Cost/Income  26.4% 29.6% 29.7% 29.5% 29.3%
 Net Interest Spread  1.7% 1.9% 1.9% 1.9% 1.8%
 Net Interest Margin  2.2% 2.3% 2.2% 2.1% 2.1%
 ROAE  24.5% 17.1% 16.5% 17.4% 18.1%
 ROAA  3.0% 1.8% 1.5% 1.6% 1.7%
 EPS (KWD)  0.079 0.066 0.067 0.077 0.088
 BVPS (KWD)  0.317 0.354 0.388 0.422 0.462
 DPS (KWD)  0.060 0.036 0.033 0.042 0.049 

Source: Burgan Bank, EFG-Hermes estimates 
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• Initiating with ST Reduce / LT Neutral, LTFV KWD1.05: Our rating is based on: an unwarranted 40% 
2009e P/B premium to peers and 30% premium to industry leader NBK, 3% downside potential, plus 
expected weak earnings in 4Q2008e and most of 2009e, with higher provisioning looming. The shares 
have outperformed peers over the past 12 months, but with a lack of positive newsflow on the horizon we 
see no short-term drivers for continued outperformance. CBK trades at a 2009e P/E of 11.6x and 2009e 
P/B of 2.7x.  

• Profitability Likely to Come Under Pressure in 2009e: We forecast loan growth will slow to 7% in 
2009e from 16% in 2008e and 47% in 2007, with CBK expected to follow very strict lending policies in a 
deteriorating economic environment. Although lending is usually backed by large real estate collateral, we 
do expect an increase in provisioning charges with most of the negative news flow likely to come from the 
troubled investment companies sector in Kuwait, which accounts for c.13% of CBK's loan book. 
Furthermore, we do not expect the same level of investment gains of 2007 and 9M2008 to recur in 
2009e. We forecast earnings will fall 9% in 2008e and 2% in 2009e and ROE will decline to 25% in 2009e 
(still above the sector avg.). 

• Medium-Term Strategy Focussed on Market Share Gains, Regional Expansion: Over the medium term, 
we expect CBK will continue to strengthen its positioning in its domestic market and continue exploring 
regional business opportunities via acquisitions or greenfield projects. CBK's international exposure is 
limited to a representative office in Iraq and a 10% stake in Al Cham Bank in Syria. We believe, however, 
that regional expansion plans will be on hold in the short term given the current environment. 

• Increasingly Diversified, but Corporate Still Accounts for Largest Share of Earnings: CBK has moved 
over the past few years from a focussed-corporate bank to a more diversified full-service institution 
offering retail, corporate and private banking services. It set up a start-up investment banking unit last 
year and bought a majority stake in a securities brokerage in Kuwait. We estimate that CBK's exposure to 
the retail market is the lowest among our covered banks (at 15% of total loans), with the corporate sector 
still being the largest contributor to earnings.  

 
 
 
 

 

COMMERCIAL BANK OF KUWAIT (CBK) 
 05 february 2009 
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Short-Term Rec.: Reduce Current Price*: KWD 1.08 

Long-Term Rec. : Neutral LT Fair Value  : KWD 1.05 

December Year End 2007a 2008e 2009e 2010e
Total Banking Income (mn) 174.3 190.1 190.0 212.8
Cost to Income  17.8% 18.6% 20.2% 20.4%
Provisions to Av. Gross Loans (bps) 18 80 90 88
Attributable Income (mn) 132.4 120.4 118.3 134.9
RoAE 32.2% 27.2% 24.5% 25.8%
RoAA 3.7% 2.7% 2.5% 2.6%
 
EPS (KWD) 0.104 0.095 0.093 0.106
P/E 10.4 11.4 11.6 10.2
Dividend Yield 7.5% 5.7% 5.6% 6.9%
P/BV 3.2 3.0 2.7 2.5
 
Capital Adequacy Ratio (CAR) 14.6% 14.2% 13.9% 13.5%
Loan Growth 46.7% 15.6% 6.9% 9.8%
Loans / Deposits 84.0% 89.1% 88.2% 90.8%
Provisions / NPLs 136% 132% 134% 137%
Figures in KWD, unless otherwise stated 

0.6

0.8

1.0

1.2

1.4

1.6

1.8

2.0

04
-F

eb
-0

8

04
-M

ar
-0

8

04
-A

pr
-0

8

04
-M

ay
-0

8

04
-J

un
-0

8

04
-J

ul
-0

8

04
-A

ug
-0

8

04
-S

ep
-0

8

04
-O

ct
-0

8

04
-N

ov
-0

8

0
4
-D

ec
-0

8

04
-J

an
-0

9

04
-F

eb
-0

9
CBK Price (KWD)
KSE Index

  

Estimate Changes FY2007a FY2008e FY2009e 

KWD (mn)  Old New Old New 

Net Interest Income 101.2 N/A 129.2 N/A 135.1

Net Banking Income 174.3 N/A 190.1 N/A 190.0

Income Before Provisions 143.3 N/A 154.8 N/A 151.6

Attributable Income 132.4 N/A 120.4 N/A 118.3

Stock Data 
Last Ex-Div Date  KWD0.085 on 3 Mar. 2008
Mkt. Cap./ Shares (mn)  KWD1,374 / 1,272
Local Av. Monthly Liqd   KWD40.million
52-Week High / Low   KWD1.74 / 1.00
Bloomberg / Reuters CBK KK / CBKK.KW
Est. Free Float 50 %

 
*Prices as at 4 February 2009   
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A. BACKGROUND, SHAREHOLDERS AND MARKET POSITIONING 
Founded in 1961, Commercial Bank of Kuwait (CBK) is the fourth-largest bank in Kuwait by assets and the 
third-largest among conventional commercial banks (i.e., excluding Kuwait Finance House), with an asset 
market share of 11% as of September 2008, and 14% if we include only conventional commercial banks. 
CBK operates through a network of 54 branches, the second-largest in Kuwait after NBK.  

CBK is organised into four main business divisions: corporate banking, retail banking, private banking and 
international banking. We estimate the largest contributor to the group's earnings is the corporate 
banking division, historically the main focus of CBK. The bank has, however, been increasing its presence in 
the retail and wealth management segments over the past few years with a new private banking 
subsidiary launched in 2007. Within the retail market, CBK's core franchise is in the expatriates segment, 
which accounts for more than 50% of CBK's retail customer deposit base. CBK recently launched a 100%-
owned investment banking subsidiary, CBK Capital, and bought 80% of a securities broker in Kuwait, 
Union Securities Brokerage, in 2008.  

Around 50% of the Capital Is Owned by Members of Kuwait's Ruling Family  
CBK enjoys strong backing from its major shareholders, with members of Kuwait's ruling family owning a 
combined 50% stake in the bank.  

B. STRATEGY 
 
Consolidating its Positioning in its Domestic Market 
Despite the high degree of competition in the Kuwaiti banking sector, CBK plans to continue increasing its 
domestic market share in both the retail and the corporate banking segments. Within the retail market, 
CBK is looking at a series of initiatives to strengthen its market positioning, including increasing the 
product offering of its recently launched private banking subsidiary as well as increasing cross-selling 
ratios among its higher-margin expatriate retail clients.  

CBK plans additionally to diversify its revenue stream by increasing the proportion of non-interest income 
and thereby mitigate the impact of margin pressure – a common feature for Kuwaiti banks since 2005 – 
on revenue growth. Its start-up investment banking unit and the recent acquisition of a securities 
brokerage have to be seen in the context of increasing the share of fee income to total revenue over the 
medium term.  

Targeting Regional Expansion, but Not in the Short Term 
The bank's foreign presence is limited to: i) a 10% stake in Al Cham, an Islamic bank in Syria, and ii) a 
representative office in Iraq. CBK has been looking at potential acquisition opportunities in MENA over the 
past few years and primarily targets markets with a low level of competition or significant room for long-
term growth. Additionally, CBK is targeting regional markets where it can extract revenue synergies from 
its existing expatriate customer base. CBK competed with NBK for the acquisition of Al Watany Bank of 
Egypt in 2007 but later withdrew because of its expensive multiples (4.3x P/B and 25x P/E based on Al 
Watany's 2007 financial statements). We expect the speed of its regional expansion and its pricing will 
remain conservative relative to the more aggressive NBK. CBK was earlier in the year negotiating to buy a 
bank in Yemen and to increase its 10% stake in Al Cham, as well as to open foreign branches in the UAE, 
Oman, Bahrain and Qatar as a way to capture trading flows between GCC countries. All these expansion 
plans are now on hold until market conditions improve.  

C. FINANCIAL ANALYSIS AND 2009 EARNINGS OUTLOOK 
 
Asset and Revenue Growth  
CBK began growing its assets aggressively in 2006 with customer loan growth accelerating to 47% Y-o-Y 
in 2007 from 29% in 2006 and 19% in 2005. Customer deposits have been growing faster than customer 
lending with deposits growing by 51% Y-o-Y in 2007, 36% in 2006 and 34% in 2005. CBK's loan-to-
deposit ratio (taking into consideration customer deposits only) fell to 84% in 2007, the lowest in our 
coverage, from 91% in 2005 – at the time one of the highest in the sector. The excess liquidity has been 
directed primarily towards interbank assets with the ratio of interbank to total assets increasing to 28% in 
2007, well above the sector average of 17%, from 11% in 2005.  
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The pace of net interest income growth has been somewhat disappointing relative to the strong growth in 
earning assets, particularly in 2007, when net interest income expanded 9% Y-o-Y on a normalised basis 
(i.e., excluding a one-off charge to interest income arising from revised estimates of future cash flows and 
due to regulatory changes). The relatively slow growth in net interest income was the result of significant 
net interest spread compression after strong competition for deposits since 2005 pushed up funding costs 
in the Kuwaiti banking sector as a whole (refer to Figure 1). 

Figure 54: Change in Asset Yield, Funding Cost and Net Interest Spread (2005-2007) 
In %, unless otherwise stated 

 Change in Funding Cost 
2005-2007 

Change in Asset Yield  
2005-2007 

Change in NIS  
2005-2007 

CBK 1.74% 0.71% -1.03% 
NBK 1.75% 0.60% -1.14% 
Burgan 2.26% 1.69% -0.57% 
KFH 1.45% 1.34% -0.11% 
Sector Average 1.80% 1.08% -0.71%  

Source: Banks, EFG-Hermes 

 
Loan growth slowed significantly in 9M2008 after the central bank imposed a series of measures to 
restrict credit growth with loans increasing by 15% Y-o-Y at a time when deposits grew 19%. Net interest 
income growth nevertheless recovered to 25% Y-o-Y, mainly on lower funding costs. 

 
Management has tightened lending policies significantly, budgeting for 15% growth in loans this year as 
the best-case scenario. We are factoring in a more conservative loan growth assumption of 7% for 2009e 
and 10% for 2010e. The main driver is expected to be the corporate segment. We also expect deposit 
growth to slow significantly after the very strong expansion of 2006 and 2007, when deposits were 
boosted we believe by speculative inflows betting on an appreciation of the KWD. We forecast deposit 
growth of 8% Y-o-Y in 2009e and 2010e.  
 
We expect the net interest spread to remain almost flat in 2009e relative to 2008e. While faster 
corporate loan growth relative to retail loan growth is expected to affect negatively the bank's asset yield 
in 2009e, we believe lower funding costs on the back of lower interest rates will act as a mitigating factor 
with a short-term positive effect from faster re-pricing of deposits relative to assets, as well as lower 
pricing competition for customer deposits relative to previous years.  

We nevertheless expect revenue growth to slow significantly, as we are not factoring into our estimates 
the significant gains from investment securities that have boosted CBK's revenue growth over the past 
two years. Gains from investment securities accounted for an average 13% of total revenue between 
2005 and 2007. Most recently, CBK's 9M2008 revenue included a KWD20.7million gain from the sale of 
its stake in Bank of Kuwait & Bahrain, with the overall gain accounting for 18% of 9M2008 revenue. We 
are expecting CBK to report some investment losses in 4Q2008 but to still post positive investment 
income for FY2008e. Our 2009e forecasts factor no investment gains.  
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Figure 55: Loan Growth Estimates 
In %, unless otherwise stated 

 Figure 56: Revenue Breakdown 
In KWD, unless otherwise stated 
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Costs  
CBK is one of the most efficient banks in our coverage on the basis of both cost to income and costs to 
average assets. The cost-to-income ratio was just 17.8% in 2007 and 16.1% in 9M2008, substantially 
below the average 25% for our peer group. Even if we take into consideration a normalised revenue base, 
i.e., if we exclude investment gains, CBK's cost-to-income ratio, at 20% in 9M2008, is still lower than that 
of peers. CBK's cost advantage relative to the rest of the Kuwaiti banks lies in its lower operating cost-to-
average-employee ratio, an advantage CBK has been able to sustain over the past few years.  

We are assuming average operating expenses growth of 9% in 2009e and 13% in 2010e, compared to 
costs growth of 14% in 2008e and 15% in 2007, mainly on the back of lower wage increases as we expect 
inflation to slow significantly in 2009e and 2010e. Despite the slowdown in costs growth, lower revenue 
generation would imply a slight worsening in the bank's cost-to-income ratio to 20% in 2009e and 2010e.   

Provisioning and Credit Quality 
Following both write-offs and recoveries, CBK's NPL ratio has fallen substantially over the past three years, 
but at 5.15% in 2007 it remained well above the average for our coverage universe. When accounting 
only for "post-invasion" NPLs, CBK's NPL ratio, at 1.4% in 2007, was the second-lowest in the sector, after 
Burgan Bank. We assume the post-invasion NPL ratio will deteriorate to 1.6% in 2008e and 1.7% in 
2009e: most of the short-term negative surprises for worsening credit quality are likely to come from the 
Kuwaiti investment and real estate sectors. As with most Kuwaiti banks, with the exception to some 
extent of NBK, the investment companies segment has been an important driver of customer lending 
growth. This segment accounted for 13% of total loans and grew by more than 100% Y-o-Y in 2007. The 
real estate and construction sector accounted for 24% of total loans in 2007.  

We forecast provisioning charges will increase to c90 bps of average gross loans in 2009e, compared to 80 
bps in 2008e and 18 bps in 2007. Our assumptions could be on the conservative side, as most corporate 
loans in Kuwait are backed by large real estate collateral, in some cases covering around 200% of the 
lending exposure. 

Net Profit 
The expected slowdown in loan growth, our assumption of low investment gains and an increase in 
provisioning charges lead us to forecast a 2% fall in net profit growth in 2009e (we forecast a 9% Y-o-Y 
decline in FY2008 net profit). For 2010e, we are expecting earnings growth to recover to 14% on lower 
provisioning charges.  

Capital and Return on Equity 
Despite a slowdown in lending growth during the first nine months of 2008, capital consumption has been 
high, with CBK's CAR falling to around 12.8% (vs. a regulatory minimum of 12%) in September 2008 from 
14.6% at the end of 2007. The fall in CAR followed the more stringent criteria for capital charges 
introduced by the central bank in early 2008. As of October 2008, the CAR had nonetheless improved to 
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around 14% as the central bank began allowing banks to again use real estate collateral as a mitigating 
factor for the calculation of risk-weighted assets. We estimate a CAR of 14.2% by the end of 2008e, but 
this assumption factors in a lower dividend payout ratio of 65% in 2008, down from 77% in 2007. 

CBK's ROE has been on an upward trend over the past three years, rising to 32% in 2007, the highest 
among our covered banks, from 28% in 2005. The increase in ROE was partly the result of profitability 
improvement but was also due to an increase in the leverage of the balance sheet. On a normalised basis, 
i.e., excluding the impact of gains on investment securities, CBK's 2007 ROE would be c26% in both 2007 
and 2008e. We expect ROE to fall to 27% in 2009e and 2010e with ROA expected to decline to 2.46% in 
2009e from 2.69% in 2008e.  

D. VALUATION AND RECOMMENDATION  
We use a DECF methodology to derive our LTFV estimate for CBK. We use explicit forecasts from 2009e 
through 2016e, a cost of equity of 13.1% and a terminal growth rate of 3.5%. Based on these 
assumptions, our LTFV estimate for CBK is KWD1.05, 3% lower than the current share price.  

Based on our earnings forecasts, CBK currently trades at a P/E of 11.6x and a 2.7x P/B for 2009e, with the 
P/B multiple being at a premium both to the sector average and to that of NBK, which trades at a P/E of 
12.1x and a P/B of 2.1x. This is despite NBK's having a stronger franchise in its domestic market and a 
much larger proportion of earnings arising from regional operations .It should be noted that CBK's higher 
P/B denotes to some extent a more efficient balance sheet structure (i.e., less excess capital) relative to 
NBK. 

While we do not believe that CBK should trade at a premium to NBK based on fundamentals, CBK has 
been traditionally a defensive stock with its controlling shareholders having traditionally supported the 
stock in times of share price weakness. Over the past 12-months, CBK's share price has fallen by 31%, 
outperforming the rest of Kuwaiti banks under coverage. We nevertheless expect that lower investment 
income – that has been for the past two years an important revenue growth driver of CBK – and rising 
provisioning charges will add pressure on earnings growth in 4Q2008e and most of 2009e. We therefore 
rate the shares ST Reduce/LT Neutral.   
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E. FINANCIAL STATEMENTS 
 

Income Statement (December Year End) 
In KWD million, unless otherwise stated 

 2007a 2008e 2009e 2010e 2011e
Net Interest Income 101 129 135 150 174
Fee Income 29 33 35 38 41
Dividend, Trading & Investment Income 34 17 7 12 16
Property Income - - - - -
Other Income 10 11 12 13 14
Non-Interest Income 73 61 55 63 70
Total Banking Income 174 190 190 213 244
Staff Expenses (16) (19) (21) (24) (27)
Other Expenses (15) (16) (17) (19) (22)
Operating Profit 143 155 152 169 195
Provisions (7) (30) (30) (30) (25)
Other - - - - -
Pre-Tax Income 137 124 122 139 171
Taxes & Zakat (4) (4) (4) (4) (5)
Net Income 132 120 118 135 165
Minority Interests - - - - -
Net Income after Minority 132 120 118 135 165 

Source: CBK, EFG-Hermes estimates 

 

Balance Sheet (December Year End) 
In KWD million, unless otherwise stated 

 2007a 2008e 2009e 2010e 2011e
Cash & Central Bank Deposits 370 201 279 302 332
Interbank Assets 1,205 1,357 1,369 1,503 1,673
Customer Loans 2,214 2,560 2,737 3,006 3,347
Financial Investments 449 460 513 566 623
Associates Investments - - - - -
Goodwill - - - - -
Other Assets 24 58 30 32 34
Fixed Assets 28 31 34 36 38
Total Assets 4,289 4,667 4,962 5,444 6,047
  
Deposits from Banks & Other Fin. Intitutions 1,009 1,077 1,210 1,340 1,475
Customer Deposits 2,636 2,873 3,103 3,351 3,686
Sub debt, Medium-term Loans & Other debt 16 16 15 15 14
Other Liabilities 101 160 54 100 163
Proposed Dividend 103 78 77 94 119
Shareholders' Equity 424 462 503 543 590
Minority Interests - - - - -
Total Liabilities & Shareholders' Equity 4,289 4,667 4,962 5,444 6,047 

Source: CBK, EFG-Hermes estimates 
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CBK Main Ratios 
In %, unless otherwise stated 

 2007a 2008e 2009e 2010e 2011e
Capital Adequacy Ratio (CAR) 14.6% 14.2% 13.9% 13.5% 13.3%
Growth In Loans (Y-o-Y) 46.7% 15.6% 6.9% 9.8% 11.3%
Growth in Deposits (Y-o-Y) 50.6% 9.0% 8.0% 8.0% 10.0%
Customer Loans / Deposits (Net) 84.0% 89.1% 88.2% 89.7% 90.8%
Net Interbank / Assets 4.6% 6.0% 3.2% 3.0% 3.3%
NPL Coverage Ratio 136.3% 132.0% 133.6% 137.1% 138.8%
NPL Ratio 5.2% 5.0% 5.1% 5.0% 4.8%
Provisions to Average Gross Loans (bps) 18 80 90 88 70
Growth in Net Interest Income (Y-o-Y) 9.2% 27.7% 4.5% 10.9% 16.3%
Growth in Non Interest Income (Y-o-Y) 41.6% -16.7% -9.7% 14.6% 11.2%
Non Interest Income / Banking Income 41.9% 32.0% 28.9% 29.6% 28.7%
Cost/Income 17.8% 18.6% 20.2% 20.4% 19.9%
Net Interest Spread 2.2% 2.7% 2.6% 2.7% 2.9%
Net Interest Margin 3.0% 3.1% 3.0% 3.0% 3.2%
ROAE 32.2% 27.4% 25.0% 26.4% 29.8%
ROAA 3.7% 2.7% 2.5% 2.6% 2.9%
EPS (KWD) 0.104 0.095 0.093 0.106 0.130
DPS (KWD) 0.085 0.062 0.060 0.074 0.094
BVPS (KWD) 0.334 0.363 0.395 0.427 0.464 

Source: CBK, EFG-Hermes estimates 
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• Initiate with ST Reduce / LT Neutral: KFH is Kuwait's leading Islamic bank with c.20% share of system 
assets. While we like KFH's strong franchise in Kuwait, we expect higher downside risks to earnings growth 
in the short term for KFH relative to commercial banks given its higher reliance on equity investments and 
property income hence our ST Reduce. Note KFH is trading roughly in line with the average P/B multiples 
of Kuwaiti conventional banks vs. its historical premium, although it continues to trade at a P/E premium 
to the sector. Our LTFV estimate of KWD1.29, implies 4% upside and leads to our LT Neutral rating. 

• Leading Market Position Not Threatened in the Short Term: KFH enjoyed a monopolistic position in its 
domestic market, having been the only provider of Islamic banking services since its establishment in 1977 
up until 2005. There are currently three other Islamic banks operating in Kuwait, but we believe that KFH’s 
leading position is not threatened in the short and medium term as some of the other Islamic banks are 
still in the process of launching their operations. We do believe, however, that over the longer term KFH 
will experience an erosion in its domestic market share and/or profitability. 

• Expansion in Middle East and Asia Will Continue to Be Medium-Term Strategic Focus: KFH has 
Islamic banking subsidiaries in Malaysia, Turkey and Bahrain and is involved in the development of real 
estate projects not only in Kuwait but also in foreign markets, notably Bahrain and China. KFH has 
recently obtained an Islamic banking subsidiary in Saudi Arabia, where potential development of a 
mortgage market should offer significant long-term growth opportunities. 

• Earnings Fall 43% Y-o-Y in 2008 on Large Provisioning Charges: KFH has revealed only some key 
indicators of its 2008 full-year results. Net profit fell 43% Y-o-Y mainly as a result of large provisioning 
charges which we believe relate to receivables (Islamic finance facilities) and financial investments. 
Earnings in 2007 were significantly boosted by large investment income on the back of booming regional 
equity markets and while details are not available, we expect 2008e investment income will have fallen 
substantially. Property and investment income has traditionally accounted for a larger proportion of 
earnings at KFH relative to conventional banks, with Islamic banks usually investing a higher proportion of 
customer deposits in equity and property investments.  

• Expect Subdued Operating Earnings Growth in 2009e: We believe a strong pickup in KFH's earning 
growth will be contingent on a recovery in the equity markets. In addition we factor in continued high 
provisioning charges in 2009e, albeit lower than in 2008. We forecast 2009e net profit to fall only slightly  
Y-o-Y in 2009e. We expect pre-provision earnings to fall by 17% Y-o-Y in 2009e, mainly because of lower 
Y-o-Y non-interest income.  

KUWAIT FINANCE HOUSE (KFH) 
 05 february 2009 

KUWAIT | BANKING 

Short-Term Rec.: Reduce Current Price*: KWD 1.24 

Long-Term Rec. : Neutral LT Fair Value   : KWD 1.29 

December Year End 2007a 2008e** 2009e        2010e
Total Banking Income (mn) 522.9 554.7 500.1 525.0
Cost to Income  28.7% 28.9% 34.9% 36.2%
Provisions to Av. Gross Loans (bps) 49.1 111.3 135.0 115.0
Attributable Income (mn) 275.3 156.9 155.8 167.3
RoAE 28.8% 12.7% 17.0% 12.0%
RoAA 3.6% 1.6% 1.4% 1.4%
 
EPS (KWD) 0.139 0.076 0.076 0.081
P/E 8.9 16.3 16.4 15.3
Dividend Yield 4.4% 2.5% 2.6% 2.8%
P/BV 2.3 2.1 2.0 1.8
 
Capital Adequacy Ratio (CAR) 23.3% 18.0% 16.9% 16.6%
Loan Growth 43.6% 16.5% 9.0% 9.3%
Loans / Deposits (Customer) 74.7% 70.3% 69.6% 69.8%
Provisions / NPLs 138.6% 154.2% 177.0% 184.4%
Figures in KWD, unless otherwise stated 
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Estimate Changes FY2007a FY2008e FY2009e 

KWD (mn)  Old New Old New 

Net Interest Income 158.7 N/A 256.4 N/A 309.4

Net Banking Income 364.3 N/A 554.7 N/A 500.1
Income Before Provisions 372.9 N/A 394.4 N/A 325.7

Attributable Income 275.3 N/A 156.9 N/A 155.8

Stock Data 
Last Ex-Div Date  KWD0.065 on 1 Mar. 08
Mkt. Cap./ Shares (mn)  KWD2,552 / 2,058
Local Av. Monthly Liqd   KWD153 million
52-Week High / Low   KWD3.33 / 0.86
Bloomberg / Reuters KFIN KK / KFIN.KW
Est. Free Float 57%

 
*Prices as at 04 February 2009 ** KFH net profit for 2008  is actual   
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A. BACKGROUND, MAIN SHAREHOLDERS AND MARKET POSITIONING  
With total assets of KWD10.5 billion (USD38.6 billion) as of December 2008 and an estimated 20% 
market share of system assets, KFH is the second-largest bank after NBK and the leading Islamic bank in 
Kuwait.  

Established in 1977, KFH was the only provider of Islamic banking services in Kuwait for almost 30 years. 
In 2003, the central bank granted three Islamic banking licences, one of them to KFH, which has since 
been under central bank supervision. Currently, apart from KFH, there are other three Islamic banks 
operating in Kuwait: (i) Boubyan Bank, a start-up investment bank which began operations in 2005, and 
with the KIA being a main shareholder with 20% of the capital; (ii) Kuwait International Bank (KIB), which 
was formerly a specialised real estate bank and that changed its status to Islamic in 2007; (iii) Bank of 
Kuwait & the Middle East (BKME), a subsidiary of Bahrain's Ahly United Bank that received central bank 
approval to turn into a full Islamic bank in mid-2008.  

We estimate that Boubyan, KIB and BKME accounted for a combined 11% share of system assets as of 
September 2008. We believe KFH's dominant position in its domestic market is not significantly 
threatened in the short term, given the strong franchise built over more than 30 years, its larger branch 
network of 44 branches relative to the other Islamic banks (Boubyan has 15 branches, BKME, 22 and KIB, 
9) and the fact that Boubyan, KIB and BKME Islamic product offering has just been recently launched or is 
in the process of being launched. We do believe, however, that KFH will experience some market share 
loses and/or an erosion in its profitability in the longer term.  

Main Shareholders 
KFH's largest single shareholder is the Kuwait Investment Authority with a 24% stake. An additional 
18.7% stake is owned by other government entities, with the remaining 57.3% of the shares being the 
free-float. The KIA's 24% stake has been included in the government’s privatisation list for a number of 
years, but we are not aware of any near-term plans for the sale of this stake to the private sector. 

 

B. STRATEGY  
KFH provides a full range of Islamic banking products for both the corporate and the retail segments, with 
a particular focus on real estate financing. KFH is also active in trading property investments and in the 
development of real estate projects. While its key focus for real estate development had been originally 
Kuwait, KFH has been increasingly looking at other markets. In particular, KFH is currently involved in real 
estate projects in Bahrain – in partnership with the government – and China, in both the residential and 
commercial segments. 

Aside from real estate investments, KFH has international exposure in Malaysia (100% owned subsidiary 
launched in 2006 with a network of six branches), Turkey (67% stake in a local Islamic bank with 113 
branches) and Bahrain (97% owned subsidiary). KFH has in addition recently won a licence in Saudi Arabia 
to set up an investment company.  

In terms of its strategic focus, we believe KFH will continue eyeing international markets for expansion. 
KFH has highlighted Saudi Arabia as the most attractive regional market for potential growth, especially 
after changes in Saudi's legal framework appear to offer a strong catalyst for the development of a 
mortgage market. 
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C. ANALYSIS OF FINANCIALS AND OUTLOOK FOR 2009E 
 
Strong Earnings Growth in 2007 on the Back of Booming Equity Markets 
KFH, and Islamic banks generally, invest a higher proportion of their deposit base in property and equity 
investments with revenue therefore being much more reliant on property and investment income relative 
to conventional banks.  

In 2007, revenue growth of 41% Y-o-Y outperformed the conventional commercial banks with investment 
and property income accounting for 38% of KFH's total revenue. While growth in net commission income 
was strong at 33% Y-o-Y, property and investment income grew by a combined 90% Y-o-Y on the back 
of booming regional equity and real estate markets. We estimate, however, that about 56% of investment 
income, or 15% of total banking income, was one-off gains related to capital gains on the sale of 
associates.  

The strong growth in revenues, coupled with flat operating expenses after an extensive upgrade in salaries 
in 2005-2006 and low provisioning charges led to strong earnings growth of 70% Y-o-Y in 2007. 
Excluding one-off gains, we estimate that normalised earnings growth was 20% Y-o-Y. 

Benefitting from its strong franchise as Kuwait's leading Islamic bank, customer deposit growth has been 
strong at a 28% CAGR over the past three years. The strong growth in receivables (Islamic finance 
facilities to both the retail and corporate sectors) and leased assets at a CAGR of 35% over the same 
period has resulted in an increase in the utilisation ratio from 85% in 2004 to 92% in 2007.  

Interestingly, KFH's net commission spread in 2007 was in line with the average net interest spreads at 
Kuwait's conventional banks. Unlike other regional Islamic banks, and particularly those in Saudi Arabia, 
KFH does not enjoy a high proportion of interest-free deposits (or non-investment deposits) in its funding 
mix. KFH invests a percentage of its investment deposits (from 60% to 90% according to the specific 
terms of the account), with the depositor receiving a proportion of the bank's net profit or sharing a loss 
based on the results of a specific year. The share of profit/loss is decided by KFH's board of directors.  

2008 Net Profit Falls 43% Y-o-Y on Large Provisioning Charges 
KFH has only provided some key indicators of its 2008 financial results. Net profit fell sharply by 43%, and 
while we do not have a proper breakdown of the income statement, it appears that earnings were 
weighed down mainly by a large provision – likely related to both investments and receivables. If we were 
to exclude 2007 one-off gains, the normalised decline in net profit in 2008 would have been 22%. Deposit 
growth was resilient at 23% Y-o-Y (and 4% Q-o-Q in 4Q2008) and we estimate there has been a sharp 
slowdown in receivables and leased asset Y-o-Y growth rates in 4Q2008.   

Earnings Outlook for 2009e  
We believe that in line with the Kuwaiti conventional banks, growth in receivables and leased assets will 
likely experience a significant slowdown from the strong growth seen in 2005-2007. Lower investment 
income and property income will add pressure to revenue growth, which we estimate will contract 10% in 
2009e before recovering in 2010e, when we estimate 5% Y-o-Y growth. Any material recovery in 
sentiment that could lead to a rebound in equity and property markets would result in a significant 
upgrade to our revenue growth forecasts for KFH. 

Return on Equity 
According to our estimates, KFH's ROE plunged to 13% in 2008e compared to 29% in 2007. We expect a 
recovery in ROE in 2009e to 17%. Over the longer term, we expect KFH's ROE to be at c.20%, compared 
to an average 23% in 2003-2007. Our view stems from the tougher competition that we expect KFH to 
face in its domestic market from other Islamic banks.  
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D. VALUATION AND RECOMMENDATION 
We use a DECF valuation methodology to derive our LTFV estimate. We use a cost of equity of 13.1%, 
terminal growth rate of 3.5% and explicit earnings forecasts from 2009e through 2016e. We assume ROE 
of 20% at the end of our explicit forecast period, compared with 29% in 2007 and 13% in 2008e, with 
the 2008 ROE being significantly depressed by high provisioning. Based on these assumptions, our LTFV 
for KFH is KWD1.29, which implies upside of 4%. 

While we like KFH's leading franchise in its domestic market, we do believe that downside risks to earnings 
are higher for KFH relative to conventional banks given its much higher reliance on investment and 
property income. We reflect these concerns on our ST Reduce rating. Our LT Neutral recommendation is 
mainly the result of the limited upside potential implied by our LTFV.  
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E. FINANCIAL STATEMENTS 
 

Income Statement (December Year End) 
In KWD million, unless otherwise stated 

 2007a 2008e* 2009e 2010e 2011e
Net Interest Income 159 256 309 337 384
Fee Income 56 67 71 74 78
Trading & Investment Income 222 138 72 79 83
Property Income 59 60 43 35 33
Other Income 27 32 5 0 0
Non-Interest Income 364 297 191 188 194
Total Banking Income 523 555 500 525 578
Staff Expenses (74) (80) (89) (98) (109)
Other Expenses (76) (80) (86) (92) (98)
Operating Profit 373 394 326 335 371
Provisions (38) (211) (144) (139) (132)
Other - - - - (5)
Pre-Tax Income 335 183 182 196 233
Taxes & Zakat (9) (5) (5) (5) (6)
Net Income 325 178 177 190 227
Minority Interests (50) (21) (21) (23) (27)
Net Income After Minority 275 157 156 167 200 

*Net Profit for 2008 is actual 
Source: KFH, EFG-Hermes estimates 

 

Balance Sheet (December Year End) 
In KWD million, unless otherwise stated 

 2007a 2008e* 2009e 2010e 2011e
 Cash & CB Deposits  554 683 751 819 892
 Interbank Assets  1,067 1,195 1,291 1,394 1,492
 Receivables (Net) and Leased Assets  4,919 5,824 6,449 7,089 7,914
 Financial Investments  896 1,120 1,344 1,546 1,700
 Associates Investments  341 461 507 557 602
 Property Investments  374 411 498 580 653
 Other Assets  240 428 248 250 255
 Fixed Assets  407 422 492 489 559
 Total Assets  8,798 10,544 11,579 12,725 14,068
  
 Deposits from Banks & Other Financial Inst. 1,186 1,851 1,964 2,061 2,160
 Customer Deposits  5,361 6,612 7,273 7,928 8,641
 Sub debt, Medium-term Loans & Other debt - - - - -
 Other Liabilities  755 609 756 1,025 1,448
 Proposed Dividend  111 63 65 70 84
 Shareholders' Equity  1,187 1,193 1,282 1,379 1,495
 Minority Interests  196 217 239 261 239
 Total Liabilities & Shareholders' Equity  8,798 10,544 11,579 12,725 14,068 

*Deposits and Assets for 2008e is actual 
Source: KFH, EFG-Hermes estimates 
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KFH Main Ratios 
In %, unless otherwise stated 

 2007a 2008e 2009e 2010e 2011e
 Capital Adequacy Ratio (CAR)* 23.3% 18.0% 16.9% 16.6% 15.8%
 Growth In Loans (Y-o-Y)  43.6% 16.5% 9.0% 9.3% 11.6%
 Growth in Deposits (Y-o-Y)  43.7% 23.3% 10.0% 9.0% 9.0%
 Customer Loans / Deposits (Net)  74.4% 70.3% 69.6% 69.8% 71.4%
 Net Interbank / Assets  -1.4% -6.2% -5.8% -5.2% -4.8%
 NPL Coverage Ratio  138.6% 154.2% 177.0% 184.4% 196.2%
 NPL Ratio  2.6% 2.6% 2.8% 3.0% 3.0%
 Provisions to Average Gross Loans (bps)  49.1 111.3 135.0 115.0 100.0
 Growth in Net Interest Income (Y-o-Y)  33.2% 61.6% 20.7% 8.8% 14.1%
 Growth in Non Interest Income (Y-o-Y)  44.9% -18.4% -35.9% -1.3% 3.0%
 Non Interest Income / Banking Income  69.7% 53.7% 38.1% 35.9% 33.5%
 Cost/Income  28.7% 28.9% 34.9% 36.2% 35.9%
 Net Interest Spread  2.6% 3.5% 3.9% 3.8% 3.9%
 Net Interest Margin  2.7% 3.5% 3.7% 3.7% 3.8%
 ROAE  28.8% 12.7% 17.0% 12.0% 13.2%
 ROAA  3.6% 1.6% 1.4% 1.4% 1.5%
 EPS (KWD)  0.139 0.076 0.076 0.081 0.097
 BVPS (KWD)  0.534 0.579 0.623 0.670 0.727
 DPS (KWD)  0.054 0.031 0.032 0.034 0.041 

*Under Basel I 
Source: KFH, EFG-Hermes estimates 
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that may receive this report. We strongly advise potential investors to seek financial guidance when determining whether an investment is appropriate to their needs. 

 



 

 

 

GUIDE TO ANALYSIS 
EFG-Hermes investment research is based on fundamental analysis of companies and stocks, the sectors that they are exposed to, as well as the country and regional 
economic environment. Two investment ratings are offered for each stock, a Short-Term rating and a Long-term rating.  

The Short-Term (ST) rating is based on the analyst’s best expectations on the shorter-term price movements of the stock. Short-Term is defined as any time up to six 
months of the rating being applied to the stock. While shorter-term drivers could include quantifiable facts and figures, the analyst may also consider non-
quantifiable issues such as the analyst’s view on investor sentiment, potential news flow on the stock or the sector, or other issues which could impact share price 
movements. 

The Long-Term (LT) rating is based on the percentage upside or percentage downside of the stock price to the analyst’s Long Term Fair Value (LTFV). Long Term is 
defined as any time period beyond 1 year. The LTFV is based on the analyst’s current expectations of the equity fair value of the company on a per share basis which 
is normally based on rigorous and fundamental long-term analysis of the company’s financial potential. Of course, any such analysis is based on the analyst’s 
expectations for the future and are always considered estimates.  

For both the Short-Term and Long-Term ratings for any investment covered in our research, the ratings are defined by the following ranges in percentage terms: 

Rating % upside (downside) 
Buy 25% and above 
Accumulate 10 to 25% 
Neutral (10%) to 10% 
Reduce (10%) to (25%) 
Sell (25%) or more downside 
 
EFG-Hermes policy is to update research reports when appropriate based on material changes in a company’s financial performance, the sector outlook, the general 
economic outlook, or any other changes which could impact the analyst’s outlook or rating for the company. Share price volatility may cause a stock to move 
outside of the longer-term rating range to which the original rating was applied. In such cases, the analyst will not necessarily need to adjust the rating for the stock 
immediately. However, if a stock has been outside of its longer-term investment rating range consistently for 30 days or more, the analyst will be encouraged to 
review the rating. 
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