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LEBANON BANKING SECTOR REPORT

A CHALLENGING ENVIRONMENT DRIVING PRUDENT DE-RISKING AND FIRM EFFICIENCY
MEASURES

Lebanese banks navigating through an increasingly tough environment

While it is true that Lebanese banks are facing persistently tough operating conditions characterized by
local political bickering and regional geopolitical tensions weighing on domestic economic activity and their
income generation capacity on top of new taxes affecting their bottom lines, they remain well placed to
navigate through difficulties without much trouble. This is mainly owed to their stable and large deposit
base, comfortable financial standing, widely acknowledged conservative practices and globally praised
compliance with international standards.

De-risking policies fostering lending contraction and liquidity enhancement
While lending to the private sector has contracted over the past year, banks can adequately reinforce their
financial intermediation role once conditions improve and support the private sector economy without
pressure on their balance sheet books. This also comes along a high primary liquidity ratio, covering more
than half their deposit base, against 36.1% for MENA banks and 25.9% at the global level.

Adequate capital adequacy and asset quality despite economic sluggishness

Lebanese banks maintain solid capitalization levels should pressures arise, boasting a capital adequacy ratio
of 17.8% (the bulk of which consists of Tier 1 capital). The domestic regulatory requirement stands at 15%,
while Basle Ill requirement stands at 10.5%, paving the way for domestic regulatory forbearance if need be.
As to asset quality, the ratio of net credit-impaired loans to gross loans stood at 4.0%, which still compares
favorably to international benchmarks.

Ratings downgrade with no major impact on depositors community

Having said that, as banks ratings remain constrained by the sovereign ceiling, they have been subjected to
downgrades and changes in outlook in tandem with the rating actions on Lebanon’s sovereign ratings. The
impact of such actions on the depositors community remained however immaterial, given the maintained
confidence in Lebanese banks that enjoy sound financial standing amid a tough operating environment and
a weak public sector on the overall constraining the sovereign ratings that are capping bank ratings.

Profitability becoming a rising challenge prompting efficiency measures

The main challenge remains that tied to profitability. A net decline was witnessed in the Lebanese banking
sector’s consolidated net profits to reach US$ 2.5 billion in 2018, contracting by 5.0% from the previous year.
At the level of return ratios, results remained similar with the return on average assets dropping to 0.90% in
2018 (1.04% in 2017), while the return on average common equity dropped from 11.83% to 10.68%, which is
below the cost of equity of Lebanese banks. In the aim of supporting profitability, Lebanese banks embarked
on a series of efficiency measures that contracted cost to income and cost to average assets.

Continuing compliance with international standards and requirements

Lebanese banks are very keen on fully complying with all international regulatory standards and are quite
active in fighting against money laundering and terrorism financing. They have adequate policies and
procedures as well as due diligence rules on clients to promote ethical and professional standards in the
sector and to prevent any bank from being used in any illegal activity. Banks maintain solid relationships with
global banking authorities keeping them abreast of the latest measures adopted in this regard.

Well positioned to meet any trend reversal domestically or in foreign markets of presence
Finally, Lebanon’s banking sector remains a major pillar of the Lebanese economy, proving resilient in difficult
times, maintaining noticeable financial soundness and its ability to fund the economy. Notwithstanding its
financial intermediation role in foreign economies and banking systems, whereby they adequately exported
their domestic expertise at the service of a number of cross border markets of presence. Shall Lebanon or
foreign economies of presence witness trend reversals in their operating conditions, Lebanese banks would
be the first to benefit given their latent growth opportunities and wide expansion capacities in markets that
are in big needs for developed banking products and services.

The following banking sector research is based on “consolidated” Lebanese banking figures as at end-2018 as provided by Bankdata Financial Services. It aims at an in-
depth analysis of Lebanon’s banking industry, with a thorough investigation of banks’ performance drivers, their current financial standing and their overall risk profile.
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CONSOLIDATED ACTIVITY GROWTH

The past year was a somewhat satisfactory year for Lebanese banks. It saw a 10.6% growth in their
consolidated activity, compared with a 6.8% growth in 2017, with their total assets reaching US$ 285.2
billion at end-December 2018 (US$ 248.6 billion for domestic assets). The branch network increased by
10 branches to reach 1,424 branches at end-2018, along with a contraction in their staff count by 178
employees, translating noticeable efficiency measures introduced.

Lebanese banks mostly fund their balance sheet growth through a large and resilient customer deposit
base amounting to US$ 203.7 billion, accounting for 71.4% of total assets, of which US$ 178.2 billion of
domestic deposits, the equivalent of 316% of Lebanon’s GDP. Comparatively, deposits to GDP stand at
82% in MENA, 40% in emerging markets and 52% at the global level. The large bank dimension relative
to the size of the domestic economy translates into noticeable bank loans to GDP ratio although at a less
accentuated pace amid the newly implemented consolidation strategies at Lebanese banks. Domestic
loans to GDP amount to 101.2% in Lebanon today, against 58% for the regional average, 31% for the
emerging markets average and 44% for the global average.

Deposits from customers managed to report a positive growth of 2.0% over the year 2018, with
domestic deposits rising by 2.6% while deposits of foreign entities contracted by 1.6% mainly due to
FX translation impact in foreign markets that witnessed exchange rate depreciation relative to the US
dollar. The breakdown of domestic deposits by currency suggests that there were net conversions from
LL deposits to FX deposits, raising deposit dollarization to a 10-year high at 73.0%. For domestic deposits,
dollarization reported 69.1% for domestic deposits at end-2018 against 67.2% at end-2017. As a matter
of fact, LL deposits contracted by 3.5% in 2018, while domestic FX deposits rose by 5.6% over the year.

Amid a persistently challenging environment in Lebanon and foreign markets of presence, Lebanese
banks adopted a policy focusing on improving efficiency and de-risking, resulting mainly in net loan
settlements and a reduction of loan exposures. As such, loans to customers contracted by 3.8% in 2018,
with a 2.3% reduction in domestic loans and an 8.7% decrease in loans in foreign entities that were
also affected by some FX translation impact. The reduction in domestic loans to the private sector was
especially due to a contraction in the LL loan portfolio of 5.7%, noting that the BDL requested banks

GEOGRAPHIC CONCENTRATION (YEAR 2018)
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during 2018 to reduce the LL loans to LL deposits ratio to a maximum of 25% by end-2019. Subsequently,
the dollarization of domestic loans rose from 68.1% at end-2017 to 69.2% at end-2018.

The analysis by group of banks according to their size shows that activity growth was realized at different
paces by the different bank groups. Bilanbanques divides the banking sector into three groups by size,
the first being the Alpha Group (Group of large banks), then the Beta Group (Group of middle size banks),
then the Gamma Group (Group of small banks). The fastest activity growth in 2018 was realized by the
Alpha Group displaying a growth rate of 11.0%, followed by the Beta Group with 9.0% while the Gamma
Group reported a contraction of 0.2% over the year.

But banking activity continues to be significantly concentrated. The Alpha Group’s share remains highly
dominant at 91.5% of the sector’s consolidated assets (91.2% in 2017), followed by the Beta Group with
6.5% (6.6% in 2017), and the Gamma Group with 2.0% (2.2% in 2017).

DOMESTIC MARKET SHARE (YEAR 2018)
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The analysis of Lebanese banks groups by dollarization ratios suggests that the group of large banks is
the most dollarized in terms of deposits and loans. Deposit dollarization stands at 73.3% for the Alpha
Group, followed by 69.7% for the Beta Group and 65.7% for the Gamma Group. On the other hand, loan
dollarization is the largest for the Alpha Group with 78.1%, followed by 72.2% for the Beta Group and
27.9% for the Gamma Group.

GROWTH RATES OF BANKING AGGREGATES

pIp PIGE] 2014 2015 2016 2017 2018 15:;?"7
Assets 8.4% 9.6% 9.3% 4.8% 5.9% 6.8% 10.6% 3.8%
Loans to customers 11.4% 15.1% 11.0% 5.6% 2.0% 2.3% -3.8% -6.1%
Customer deposits 8.8% 9.6% 8.5% 4.5% 3.6% 33% 2.0% -1.3%
Shareholders' equity  13.4% 8.5% 10.8% 6.9% 9.9%  6.6% 0.4% -6.2%
Annual L/C openings  -5.3% -5.8% 1.5% -21.0% 58% 16.0% 3.3% -12.7%
Net profits
for the year 7.6% 0.2% 9.1% 6.9% 12.6% 4.3% -5.0% -9.3%

.

Source: Bankdata Financial Services wil
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GROWTH RATES OF LEBANESE BANKS’ GROUPS (YEAR 2018)

Alpha Beta Gamma
Assets 11.0% 9.0% -0.2%
Loans to customers -4.7% 5.3% -2.3%
Deposits from customers 2.1% 1.9% -4.7%
Shareholders' equity 0.2% 2.1% 2.3%
Total L/C openings of the year 6.3% -35.6% 21.4%
Net profits for the year -5.7% 6.5% -3.9%

4

Source: Bankdata Financial Services wil

DEPOSITS/ASSETS RATIOS (YEAR 2018)

100%

80% — 71.4%

66.0%

62.5% 62.7%

60% -

40%

20% —+

0%

Lebanon MENA Emerging World
Markets

Sources: Bankdata Financial Services, IMF, BankFocus, Fitch, MENA Central Banks

LIQUIDITY AND SOVEREIGN EXPOSURE

The year 2018 also portrayed a continuation of the banks’adequate financial standing in terms of liquidity,
capital adequacy, financial flexibility and asset quality, suggesting a sound risk coverage in a tough
operating environment. With respect to liquidity, net primary liquidity represented 56.5% of customers’
deposits at year-end 2018, against 44.9% at end-2017. Comparatively, the average liquidity ratio in MENA
banks stands at 36.1%, that in emerging countries reports 18.2%, while the ratio stands at 25.9% at the
global level.

The analysis of liquidity by currency in 2018 suggests that liquidity is increasingly sound in both LL and in
foreign currencies. Net primary liquidity in FX as a percentage of deposits in FX rose from 39.6% in 2017 to
42.7% in 2018. Net primary liquidity in LL as a percentage of deposits in LL reached a high of 94.0% at end-
2018.Those liquidity ratios come on the background of a low transformation ratio of loans to deposits at
35.8% at end-2018 (32.0% in LL and 37.3% in FX).

Having said that, liquidity remains increasingly placed at the Central Bank, which in turn has prime liquid
assets abroad. The ratio of liquidity at the Central Bank as a percentage of assets rose from 32.0% in 2017
to 38.7% in 2018, while liquidity in foreign banks declined from 7.3% to 6.5% of total assets over the past
two years. The rise in the banks placements at the Central Bank follows attractive financial engineering
operations undertaken in 2018.
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In parallel, as a result of the Lebanese banks’ purchases of Lebanese eurobonds from BDL following its
debt swap operation with the Ministry of Finance, the Lebanese banks’ eurobond portfolio rose from
USS$ 14.9 billion in December 2017 (10.4% of FX deposits) to US$ 16.8 billion (11.3% of FX deposits) in
December 2018. Lebanese banks’ sovereign eurobond portfolio is yet still way below their consolidated
shareholders’ equity. The ratio of Lebanese sovereign eurobonds to shareholders equity actually rose
from 60.4% at end-2017 to 67.7% at end-2018.

The analysis of liquidity by Lebanese banks’groups in 2018 shows that liquidity is correlated with the size
of banks. The most liquid group is the Alpha Group with a ratio of 57.9%, followed by the Beta Group with
a net primary liquidity to deposits ratio of 44.2%, while the Gamma Group stands with a negative ratio of
-8.3% as it holds a significantly large amount of government paper among its asset base.

The analysis of sovereign exposure by Lebanese banks’ groups in 2018 suggests that sovereign exposure
seems to be almostinversely related to the size of banks. The group with the highest exposure in Lebanese
pounds is the Beta Group with a ratio of Lebanese Treasury bills in LL to deposits in LL of 42.1%, followed
by the Gamma Group with 40.3% and the Alpha Group with 30.4%. In parallel, the group with the highest
exposure in foreign currency in 2018 is the Gamma Group with a ratio of Lebanese sovereign eurobonds
to deposits in foreign currency of 23.3%, followed by the Beta Group with 12.3% and the Alpha Group
with 11.1%. Nonetheless, the large banks tend to have the largest Central Bank exposure in relative terms.
As a percentage of their asset base, placements at the Central Bank represent 39.7% for the Alpha Group,
followed by the Beta Group with 29.8% and the Gamma Group with 18.3% at end-2018.

LIQUIDITY OF LEBANESE BANKS’ GROUPS (YEAR 2018)

Alpha Beta Gamma

Primary liquidity/Assets 46.0% 35.2% 35.6%
o.w. Central Bank/Assets 39.7% 29.8% 18.3%
o.w. Banks/Assets 6.3% 5.4% 17.3%
Net primary liquidity/Deposits 57.9% 44.2% -8.3%

o.w. Net primary liquidity in LL/Deposits in LL 97.9% 62.8% -71.6%

o.w. Net primary liquidity in FC/Deposits in FC 43.3% 36.2% 24.8%

Source: Bankdata Financial Services wil
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SOVEREIGN EXPOSURE OF LEBANESE BANKS
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SOVEREIGN EXPOSURE OF LEBANESE BANKS’ GROUPS (YEAR 2018)
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LENDING QUALITY AND PROVISIONING

In 2018, Lebanese banks were generally shying away from extending new waves of loans to customers
and corporates in the currently prevailing weak overall economic conditions and looming uncertainties.
In fact, banks’loan portfolio to the private sector contracted by 3.8% over the year 2018 when compared
to the previous year. As such, total loans reached US$ 73.0 billion at end-December 2018, with a US$
2.9 billion decline in lending volumes during 2018 compared to a US$ 1.7 billion increase during 2017.
However, with the loan-to-deposit ratio at a low 35.8% at end-December 2018, banks benefit from
sufficient firepower to extend new waves of loans to the economy once conditions improve tangibly and
sustainably.

BREAKDOWN OF LOANS AND ADVANCES TO CUSTOMERS (% OF TOTAL LOANS) IN 2018
All Banks
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Source: Bankdata Financial Services wil

On another hand, the conservative practices with extensive risk management and scrutinized credit
analysis are some of the factors that have helped Lebanese banks to avoid a broad deterioration in their
asset quality. Still, the consolidated gross credit-impaired loans represented 10.4% of gross loans at end-
December 2018, from 8.6% at end-December 2017. It is important to mention that the ratio of net credit-
impaired loans to gross loans stood at 4.0%, which still compares favorably to international benchmarks.
In parallel, the coverage ratio of credit-impaired loans by provisions reported 61.7% last year, slightly
lower than its end-December 2017 level of 62.3%, leading to a coverage of the total loan portfolio by loan
loss reserves of 7.9%, up from 6.8% a year ago.
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The analysis by group of banks suggests that the Alpha Group reported the lowest gross credit-impaired
loans to gross loans ratio of 9.0%, followed by the Beta Group with 14.9% and the Gamma Group with
30.6%. In parallel, the ratio of net credit-impaired loans to gross loans reported a low of 3.5% for the
Alpha Group, 6.8% for the Beta Group and 9.2% for the Gamma Group. On the other hand, small sized
banks were the best provisioned, the ratio of loan loss reserves on credit-impaired loans as a percentage
of credit-impaired loans reported high ratios of 70.0% for the Gamma Group, while the Alpha Group
registered a ratio of 61.7% and the Beta Group recorded a ratio of 54.7% in 2018.

ASSET QUALITY OF LEBANESE BANKS

2017 2018
Gross credit-impaired loans/Gross loans 8.6% 10.4% 1.8%
Net credit-impaired loans/Gross loans 3.3% 4.0% 0.7%
Loan loss reserves on credit-impaired loans/ClLs 62.3% 61.7% -0.6%
Allowances for ECL on Stages 1&2/Net loans 1.5% 1.6% 0.1%
Net credit-impaired loans/Equity 10.7% 12.7% 2.0%
V.

Source: Bankdata Financial Services wil

ASSET QUALITY OF LEBANESE BANKS’ GROUPS (YEAR 2018)

Gross credit-impaired loans/Gross loans
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Loan loss reserves on credit-impaired loans/CILs 61.7% 54.7%  70.0%
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Source: Bankdata Financial Services wll
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CAPITAL ADEQUACY AND SOLVENCY

Lebanon’s banking sector remained well capitalized on the overall in 2018, with persistently sound capital
buffers covering the various types of risk involved. The total capital reported a healthy growth of 5.3%. As
a matter of fact, the growth in Tier 2 capital was the most vigorous at 32.3% at end-December 2018 amid
a challenging operating environment.

With the growth in shareholders’ equity lagging behind asset growth, the equity-to-asset ratio dropped
from 9.6%in 2017 to 8.7% in 2018. A related measure is the ratio of shareholders’equity to net loans which
reached 33.9% for Lebanon’s banking sector at end-2018, against a regional average of 23.7% and an
average of 15.2% in emerging markets and 14.2% in the world at large. At the mirror image of Lebanon’s
banking sector, capitalization is the leverage ratio of average assets to average equity, which went up
from 10.5 times in 2017 to 11.0 times in 2018, indicating a higher financial leverage.

In parallel, the total capital adequacy ratio as per Basle framework reported 17.8% at end-December 2018
as compared to 16.9% at end-December 2017, well exceeding requirements and reflecting an adequate
coverage of the aggregation of credit, market and operational risks. The sound capital adequacy ratio in
2018 comes within the context of a total capital of US$ 24.4 billion in 2018 against a total risk-weighted
assets of US$ 137.4 billion amid a declining share of risk-weighted assets in total assets from 53.3% in
2017 to 48.2% in 2018. It is worth mentioning that the total capital ratio is broken down over a Tier 1 ratio
of 15.5% and a Tier 2 ratio of 2.3%. In turn, the Tier 1 ratio consists of a 12.7% common Tier 1 ratio and a
2.8% additional Tier 1 ratio.

The analysis of capital adequacy by group of banks shows that the capital adequacy (as per Basle
framework) reported a high of 24.2% for the Gamma Group, followed by 17.7% for the Alpha Group and
16.3% for the Beta Group in 2018. When compared to the previous year, the Alpha Group reported the
highest growth in capital adequacy in 2018 of 0.93%. This is explained by a 5.5% rise in total capital (the
equivalent of US$ 1.15 billion) within the context of a challenging operating environment. On the other
hand, the equity to assets ratio is the highest for the Gamma Group with 18.6%, followed by the Beta
Group with 9.2% and the Alpha Group with 8.4% in 2018.
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CAPITALIZATION OF LEBANESE BANKS

Var
2012 2013 2014 2015 2016 2017 2018 18/17

Capital adequacy (as per

Basel Il requirements) 13.8% 142% 14.6% 15.1% 16.5% 169% 17.8% 0.9%
Equity to assets 9.0% 8.9% 9.1% 9.2% 9.6% 9.6% 8.7% -0.9%
Leverage (times) 1.3 11.1 11.1 10.9 10.6 10.5 11.0 0.5

Source: Bankdata Financial Services wil

CAPITALIZATION OF LEBANESE BANKS’ GROUPS (YEAR 2018)

Alpha Beta Gamma
Capital adequacy (as per
Basel Il requirements) 17.7% 16.3% 24.2%
Equity/Assets 8.4% 9.2% 18.6%
Leverage (times) 1.3 10.5 5.5

Source: Bankdata Financial Services wil
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PROFITABILITY

Moving on to profitability, a slight decline was witnessed in the Lebanese banking sector’s consolidated
net profits to reach US$ 2.46 billion in 2018, contracting by 5.0% from the previous year. At the level of
return ratios, results remained similar with the return on average assets dropping to 0.90% in 2018 (1.04%
in 2017), while the return on average common equity dropped from 11.83% to 10.68%.

The components of Lebanon’s return ratios suggest that the LL spread rose by 24 bps moving from 2.17%
to 2.41%, the FC spread declined by 24 bps moving from 1.81% to 1.57%, coupled with a decline in the
ratio of non-interestincome to average assets from 0.96% to 0.60%, generating a retreat in asset utilization
from 2.90% to 2.47%. This was yet offset by a noticeable rise in the net operating margin from 35.78% to
36.61%, mainly tied to the drop in credit cost from 6.38% to 4.95%, while cost to income rose from 48.30%
to 50.38% over the same period.

Moving on to a comparative global analysis, Lebanon’s return on average assets and return on average
equity ratios came short of global benchmarks. The local banking sector’s return on average assets
attained 0.90% in 2018, below an average of 1.6% for the MENA region, an average of 2.0% for emerging
markets and an average of 1.7% globally.

At the same time, Lebanese banks’ return on average equity reported 9.95% in 2018, compared to an
average of 11.6% for the MENA region, an average of 15.3% for emerging markets and an average of
13.7% for the global benchmark.

Regarding the profitability of banks by group, Alpha and Gamma banks reported profit contractions of
5.7% and 3.9% respectively, while Beta banks witnessed an expansion of 6.5% in their bottom line in 2018.
With regards to return ratios, they seem to be almost positively correlated with the size of banks, with the
return on average equity registering the highest ratio of 10.30% for Alpha banks in 2018, 8.37% for Beta
banks and Gamma banks with 5.02%.

In parallel, interest margin reported a low of 1.94% for Alpha banks, followed by 2.02% for Beta banks and
2.85% for Gamma banks. The share of non-interest income to total income reported 23.79% for Alpha
banks, 27.05% for Gamma banks and 27.54% for Beta banks.

Last but not least, the Alpha banks group proved to be among the most efficient due to the economies
of scale and strong organizational structures. One of the lowest cost-to income ratios was reported by
Alpha banks at 49.20%, while Beta banks reported 63.35% and Gamma banks 55.29%. Parallel to the cost-
to-income ratio, the cost-to-average assets falls as the size of banks increases. Banks in the Alpha group
posted the lowest ratio of 1.20%, followed by the Beta Group with 1.68% and the Gamma Group with

1.99%.
NET INTEREST MARGIN (YEAR 2018)
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Sources: Bankdata Financial Services, IMF, BankFocus, Fitch,
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RETURN RATIOS OF LEBANESE BANKS

Var

2017 pIE] 18/17

Yield on earning assets 6.1% 6.4% 0.4%
ow.inLL 6.7% 7.4% 0.7%
o.w.in FX 5.7% 5.9% 0.2%

- Cost of earning assets 4.0% 4.4% 0.4%
ow.inLL 4.5% 4.9% 0.4%
o.w.in FX 3.8% 4.2% 0.4%

= Interest margin 2.0% 2.0% -0.1%
ow.inLL 2.3% 2.5% 0.2%
o.w.in FX 1.9% 1.7% -0.2%

x Average interest earning assets/Average assets 95.7% 95.3% -0.4%
ow.inLL 95.6% 96.0% 0.5%
o.w.in FX 95.8% 94.9% -0.9%

= Spread 1.9% 1.9% -0.1%
ow.inLL 2.2% 2.4% 0.2%
o.w.in FX 1.8% 1.6% -0.2%

+ Non-interest income/Average assets 1.0% 0.6% -0.4%
= Asset utilization 2.9% 2.5% -0.4%
x Net operating margin 35.8% 36.6% 0.8%
0.w. cost-to-income 48.3% 50.4% 2.1%
o.w. credit cost 6.4% 5.0% -1.4%
o.w. other provisions 1.8% 0.5% -1.3%
o.w. tax cost 7.8% 7.5% -0.2%
=ROAA 1.0% 0.9% -0.1%
x Leverage 10.5 11.0 0.5
=ROAE 10.8% 10.0% -0.9%

Source: Bankdata Financial Services wil
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RETURN RATIOS OF LEBANESE BANKS’ GROUPS (YEAR 2018)
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Alpha Beta Gamma

Yield on earning assets 6.4% 6.4% 4.9%
ow.inLL 7.5% 7.2% 4.7%
o.w. in FX 5.9% 5.9% 5.3%

- Cost of earning assets 4.5% 4.4% 2.1%
ow.inLL 4.9% 5.2% 1.9%
o.w.in FX 4.3% 3.9% 2.4%

= Interest margin 1.9% 2.0% 2.9%
ow.inLL 2.5% 2.0% 2.8%
o.w.inFX 1.6% 21% 2.9%

x Average interest earning assets/Average assets 95.4% 95.0% 92.2%
ow.inLL 96.3% 93.5% 92.9%
o.w.in FX 94.9% 95.9% 91.3%

= Spread 1.9% 1.9% 2.6%
ow.inLL 2.5% 1.8% 2.6%
o.w.in FX 1.5% 2.0% 2.7%

+ Non-interest income/Average assets 0.6% 0.7% 1.0%
= Asset utilization 2.4% 2.6% 3.6%
x Net operating margin 37.5% 30.1% 25.5%
0.w. cost-to-income 49.2% 63.3% 55.3%
o.w. credit cost 5.1% 0.4% 11.5%
o.w. other provisions 0.6% - 0.7%
o.w. tax cost 7.7% 6.1% 7.0%
=ROAA 0.9% 0.8% 0.9%
X Leverage 1.3 10.5 55
=ROAE 10.3% 8.4% 5.0%

Source: Bankdata Financial Services wil

2013 2015 2016 2017 2018
Non-interest income/Total income 33.9% 33.0% 46.2% 33.2% 24.2% -9.1%
Net fees and commissions/Average assets 0.5% 05% 0.7% 04% 0.4% 0.0%
Operating expenses/Average assets 1.5% 14% 1.6% 14% 1.2% -0.2%
Credit cost/Pre-provision, pre-tax profit  13.9% 15.2% 25.5% 12.7% 10.0% -2.7%
Income tax/Profit before tax 17.5% 18.4% 23.4% 18.4% 171% -1.3%

NON INTEREST INCOME OF LEBANESE BANKS

Source: Bankdata Financial Services wil
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RETURN ON AVERAGE EQUITY (YEAR 2018) RETURN ON AVERAGE ASSETS (YEAR 2018)
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15.3%
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Lebanon MENA Emerging World Lebanon MENA Emerging World
Markets Markets
y y
Sources: Bankdata Financial Services, IMF, BankFocus, Fitch, Sources: Bankdata Financial Services, IMF, BankFocus, Fitch,
MENA Central Banks MENA Central Banks

COST-TO-INCOME (YEAR 2018)
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Sources: Bankdata Financial Services, IMF, BankFocus, Fitch,
MENA Central Banks

MANAGEMENT EFFICIENCY OF LEBANESE BANKS

Var
2012 2013 2014 2015 2016 2017 2018 18/17

Cost per average branch

(US$ million) 2.01 2.10 218 219 256 246 238 -3.1%
Staff expenses per average

staff (US$ 000s) 45.8 48.4 51.3 50.7 540 533 537 0.8%
Staff expenses to general

operating expenses (%) 546% 556% 56.4% 55.8% 52.1% 54.5% 56.5% 2.0%
Cost-to-income (%) 49.7% 51.8% 51.5% 503% 443% 48.3% 50.4% 2.1%
Cost-to-average assets (%) 1.51% 1.50% 1.48% 1.44% 1.59% 1.40% 1.25% -0.2%

Source: Bankdata Financial Services wil
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MANAGEMENT EFFICIENCY OF LEBANESE BANKS’ GROUPS (YEAR 2018)

Alpha Beta Gamma
Cost per average branch
(US$ million) 243 1.85 3.09
Staff expenses per average
staff (US$ 000s) 54.0 49.5 55.7
Staff expenses to general
operating expenses (%) 56.6% 53.0% 61.8%
Cost-to-income (%) 49.2% 63.3% 55.3%
Cost-to-average assets (%) 1.20% 1.68% 1.99%

o

Source: Bankdata Financial Services wil

INVESTMENT CONSIDERATIONS

Lebanese banks’adequate financial standing, conservative practices and full compliance with international
standards allowed them to demonstrate resilience in the recent past and remain on investors’ radar
screens, the latter having noticed that they fare well in quite atypical conditions. It is true that those
atypical conditions are the main reason why share prices declined in the recent past and the share
turnover of Lebanese stocks at large trended lower and now stands at a weak single-digit ratio, given the
lack of appetite for domestic banking stocks in the currently prevailing conditions. But lower price levels
are also part of what makes banking stocks look appealing given their tested resilience.

Such an appeal can be seen through three noticeable stock market metrics, namely valuation ratios,
dividendyield and dividend payout. Their valuation ratios are practically at all-time lows given compressed
share prices and lack of momentum, and continuously rising balance sheet and income statement metrics,
despite a slight retreat from highs attained in recent times. For instance, Lebanese banks’ price to earnings
ratio stood at 6.1x by the closing of the report, against a MENA average of 13.8x, an emerging markets
average of 12.4x and a global average of 11.1x for banking stocks. Similarly, Lebanese banks trade below
their book value, given that their price to book value ratio reached 0.58x, against a much higher regional
average of 2.15x, and emerging markets and international benchmarks in the 1.4x-1.8x range at the same
date.

Along the same lines, Lebanese banks’ price to assets ratio currently stands at a low 4.1%, against
noticeable regional and emerging markets averages in the range of 20%-28% and a global benchmark of
15.0%. The PEG ratio, measured by dividing the P/E ratio by the earnings per common share growth over
the past few years, is at 0.51, while international benchmarks are in the 1.5-2.1 range for banking stocks,
which implies a 66%-76% discount relative to those averages.

This means that banking stocks in Lebanon are generally undervalued given their established
fundamentals and adequate financial standing ratios. Banks also reward shareholders better than peers in
the region and across the world, on average, by paying them more dividends relative to their share prices
(measured by the dividend yield ratio for listed banks) and even relative to the income they generate
(measured by the dividend payout ratio).

On the one hand, the dividend yield of listed banks, measured by dividing the 2018 common dividends
per share by the last available share price, stood at 12.8%, against 3.3% for MENA banks, 2.0% for emerging
markets and 3.5% for global banks. On the other hand, the common dividend payout ratio of the entire
banking sector, measured by dividing the 2018 common dividends per share by the 2018 common
earnings per share, reached 36.2% (noting that the total payout ratio including preferred shares stood at
42.6%). This compares to a payout ratio of 36.8% for MENA banks, 27.3% for emerging markets peers and
28.8% globally.
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All'in all, Lebanese banks might be an atypical case for stock market investors, but they have succeeded
throughout the recent past in sustaining their growth story while rewarding shareholders with above-
peer dividend metrics and enticing potential shareholders with comparatively favorable valuation ratios.
Banks stand ready to benefit from a gradual amelioration in overall operating conditions especially
should long-awaited economic and fiscal reforms be properly enacted and sustained in the near future.

COMPARATIVE STOCK MARKET PRICING RATIOS

Price to Book as at July 21, 2019 Price to Earnings as at July 21,2019
13.8
Lebanon MENA Emerging Global Lebanon MENA Emerging Global
Avg. Avg. Avg. Avg. Avg. Avg.
Price to Assets as at July 21, 2019 PEG Ratio as at July 21, 2019
27.7%
2.0
20.4%
15 0%
41% 0s
] |
Lebanon MENA Emerging GIobaI Lebanon MENA Emerging Global
Avg. Avg. Avg. Avg. Avg. Avg.

Sources: Bloomberg, Citigroup, IMF, Beirut Stock Exchange, Bank Audi’s Group Research Department
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CONCLUSION

While it is true that Lebanese banks are facing persistently tough operating conditions characterized by
local political bickering and regional geopolitical tensions weighing on domestic economic activity and
theirincome generation capacity on top of new taxes affecting their bottom lines, they remain well placed
to navigate through difficulties without much trouble. This is mainly owed to their stable and large deposit
base, comfortable financial standing, widely acknowledged conservative practices and globally praised
compliance with international standards.

While lending to the private sector has contracted over the past year, banks can adequately reinforce their
financial intermediation role once conditions improve and support the private sector economy without
pressure on their balance sheet books. This also comes along a high primary liquidity ratio, covering
more than half their deposit base. Moreover, Lebanese banks maintain solid capitalization levels should
pressures arise, boasting a capital adequacy ratio of 17.8%, the bulk of which consists of Tier 1 capital.

Having said that, as banks ratings remain constrained by the sovereign ceilings, they have been subjected
to downgrades and changes in outlook in tandem with the rating actions on Lebanon’s sovereign ratings.
The impact of such actions on the depositors community remained however immaterial, given the
maintained confidence in Lebanese banks that enjoy sound financial standing amid a tough operating
environment and a weak public sector on the overall constraining the sovereign ratings that are capping
bank ratings.

In parallel, Lebanese banks are very keen on fully complying with all international regulatory standards
and are quite active in fighting against money laundering and terrorism financing. They have adequate
policies and procedures as well as due diligence rules on clients to promote ethical and professional
standards in the banking sector and to prevent any bank from being used in any illegal activity. Banks
maintain solid relationships with global banking authorities and hold periodic meetings with the latter to
keep them abreast of the latest measures adopted in this regard.

Finally, Lebanon’s banking sector remains a major pillar of the Lebanese economy, proving resilient in
difficult times, maintaining noticeable financial soundness and its ability to fund the private and public
sectors of the real economy. Notwithstanding its financial intermediation role in foreign economies
and banking systems, whereby they adequately exported their domestic expertise at the service of a
number of cross border markets of presence. Shall Lebanon or foreign economies of presence witness
trend reversals in their operating conditions, Lebanese banks would be the first to benefit given their
latent growth opportunities and wide expansion capacities in markets that are in big needs for developed
banking products and services at large.

DISCLAIMER

The content of this report is provided as general information only and should not be taken as an advice
to invest or engage in any form of financial or commercial activity. Any action that you may take as a
result of or in connection with information in this report remains your sole responsibility. None of the
materials herein constitute offers or solicitations to purchase or sell securities. The report should not be
regarded by recipients as a substitute for the exercise of their own judgment. Bank Audi sal shall, upon
its sole discretion update, renew, continue or cease to continue to provide this report or similar reports
or publications.

Any opinions expressed in this report are subject to change without notice and may differ or be contrary
to opinions expressed by other business areas as a result of using different assumptions and criteria. Bank
Audi sal is under no obligation to update or keep current the information contained herein.

The analysis contained herein is based on numerous assumptions. Although Bank Audi sal considers
the content of this report to be reliable, it shall have no liability for its content and makes no warranty,
representation or guarantee as to its accuracy or completeness.
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