Banking industry 2016: an analysis of activity performance, risk profile and return indicators

By Dr. Marwan S. Barakat

In view of their considerable openness to foreign markets with 18 banks present in 32 countries managing total assets of US$ 37 billion,
Lebanese banks are impacted by global considerations and regional conditions, which necessitate an analysis of the global and regional
environment before digging into domestic market considerations that were relatively atypical in the year 2016.

General operating environment

The global economy registered modest growth throughout 2016, a year marked by subdued economic activity across the world’'s major
economies and the UK vote to leave the EU (Brexit). The global economy is still struggling to regain sustainable momentum on the overall
after years of slow growth. The latest IMF estimates place global growth at 3.2% in 2016, slightly inching down from 3.4% in the previous
year. As a matter of fact, world trade is constrained and low inflation persists in many global economic heavyweights. Investment continues
to be soft against the backdrop of slow growth prospects and higher policy uncertainty, while export growth remains constrained by rather
subdued external demand. On the upside, the recent rise in commodity prices following OPEC and non-OPEC deals towards year-end is
set to support some recovery in capital flows. Furthermore, while the Brexit vote initially triggered a rise in political, economic and
institutional uncertainties and suggested a likely reduction in trade and financial flows, the markets’ reaction was generally contained and
related financial stability risks appear to have receded thereafter.

Such macroeconomic conditions characterized by modest growth and below-target inflation rates warranted a continued accommodative
monetary policy across the board from major central banks around the world throughout 2016. Monetary regulators have provided further
monetary stimulus as a response to subdued outlook for growth and inflation at large, thus easing monetary and financial sector conditions
in 2016. This has, in turn, favored some recovery in the overall risk appetite from financial market volatility earlier in the year. To sum
things up, large scale unconventional monetary policy response including quantitative easing among others, has helped bolster confidence
by having a positive impact on financial markets in general and lending conditions in particular. Major global central banks have either
announced additional rounds of quantitative easing or at least maintained their accommodative stance, while the US Fed slightly raised
rates by year-end but warned current economic conditions continue to warrant a gradual increase in rates throughout its policy cycle.

Amidst this global environment, the 2016 MENA economic scene was dominated by geopolitical and oil price developments. Regional
uncertainties arising from the complex conflicts in a number of countries of the region have been weighing on overall confidence. Low oll
prices are also taking a toll on economic activity, mainly in the oil-exporting countries with varying spillover effects on oil importing
countries.

As a matter of fact, the slump in oil prices and ongoing conflicts continue to weigh on MENA’s economic conditions. Uncertainties arising
from conflicts in Iraq, Libya, Syria and Yemen are weakening confidence and lower oil prices are taking a toll on exports and economic
activity in oil exporters. Oil importers are somewhat benefiting from low oil prices with favorable effects on fiscal and external accounts,
although declining remittances from oil exporters are partly offsetting these benefits. Within this environment, MENA growth is estimated to
be modest at 3.8% in 2016 despite the recent relative correction in oil prices. It is worth mentioning that while real GDP growth for GCC
countries regressed significantly from 3.8% in 2015 to 2.0% in 2016, that of oil importers inched downward from 3.9% to 3.7% over the
past couple of years.

The MENA banking sectors remained at the image of macroeconomic developments at large. Measured by the consolidated assets of
MENA banks, banking activity reported a mild annual growth of 0.8% in December 2016 relative to the same month of the previous year.
Likewise, deposit growth registered a negative growth of -1.1% over the same period, while loan growth retreated to 2.7%. Not less
importantly, MENA banks’ net banking profitability remained under pressure within the context of relatively low activity growth and tough
operating conditions in their respective economies underlined by narrowing net interest margins, growing provisioning requirements and
slow fee income growth generation at large.

Banking sectors' assets in the Arab MENA region

in US$ billion Dec-14 Dec-15 Dec-16 Var 16 Var 15
Algeria 136.5 116.3 118.1 1.7 -20.2
Bahrain 79.8 82.0 82.8 0.8 2.2
Egypt 275.4 317.4 218.7 -98.7 42.0
Jordan 63.3 66.5 68.2 1.8 3.2
Kuwait 189.2 193.1 197.8 47 3.9
Lebanon 217.4 227.9 241.4 13.5 10.5
Libya 79.4 64.3 72.0 7.6 -15.1
Morocco 133.7 126.4 128.7 2.3 7.3
Oman 64.5 73.2 70.3 2.9 8.7
Qatar 276.0 305.7 346.9 41.2 29.7
Saudi Arabia 568.7 589.0 601.7 12.7 20.3
Sudan 15.5 17.9 20.1 2.2 2.4
Tunisia 445 43.8 42.7 -1.0 0.7
United Arab Emirates 627.6 674.8 710.9 36.1 47.2
Arab MENA 2,771.4 2,898.3 2,920.4 22.1 126.8

Sources: Central Banks, Bloomberg.
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Banking sectors' deposits in the Arab MENA

in US$ billion Dec-14 Dec-15 Dec-16 Var 16 Var 15
Algeria 114.0 89.1 85.9 3.2 -24.9
Bahrain 418 434 43.9 0.6 1.6
Egypt 218.2 2445 152.4 -92.1 26.3
Jordan 42.7 46.0 46.4 0.4 3.3
Kuwait 128.9 127.8 133.0 5.2 1.1
Lebanon 178.4 186.5 193.2 6.7 8.1
Libya 65.6 50.8 58.0 7.2 -14.8
Morocco 102.7 97.7 100.7 3.0 -5.0
Oman 44.9 46.4 47.4 1.0 15
Qatar 165.1 178.6 199.7 21.0 13.5
Saudi Arabia 420.2 427.9 431.2 3.3 7.8
Sudan 9.0 10.5 12.1 1.6 1.5
Tunisia 23.9 22.8 21.7 -1.1 1.1
United Arab Emirates 387.0 400.7 425.6 24.9 13.7
Arab MENA 1,942.3 1,972.6 1,951.3 -21.4 30.3

Banking sectors' loans in the Arab MENA region

in US$ billion Dec-14 Dec-15 Dec-16 Var 16 Var 15
Algeria 34.9 33.3 36.4 3.0 -1.5
Bahrain 19.3 22.9 23.2 0.3 3.6
Egypt 88.0 101.1 71.8 -29.3 13.0
Jordan 27.2 29.8 32.3 25 2.6
Kuwait 111.6 115.9 118.5 2.6 43
Lebanon 68.8 72.6 74.1 1.5 3.8
Libya 16.7 14.4 13.1 -1.4 2.3
Morocco 88.9 83.7 84.9 1.2 -5.3
Oman 38.2 42.1 45.6 35 3.9
Qatar 178.6 205.7 230.6 24.9 27.1
Saudi Arabia 321.3 352.7 360.4 7.6 315
Sudan 7.4 8.8 10.3 1.5 1.4
Tunisia 29.9 29.2 28.3 -0.9 -0.8
United Arab Emirates 375.2 404.4 428.6 24.2 29.1
Arab MENA 1,406.1 1,516.6 1,557.9 41.3 110.5

Sources: Central Banks, Bloomberg.

In Lebanon, the economy did not get out of its state of sluggishness that characterized its performance during the past half a decade.
Despite a continuously growing private consumption, economic sluggishness was mainly tied to a weak private investment component
within the context of a wait and see attitude among investors delaying major investment decisions in the country. It is within this context
that the capital formation rate, i.e. the investment to GDP ratio registered a low of 23% in 2016, gradually down from 31% in 2010 prior to
the regional turmoil. Mirroring the sound growth of private consumption offset by declining private investment, the analysis of Lebanon’s
imports and that account for 36% of GDP suggests a rise of 5.2% in imports of non-oil consumption products in 2016 coupled with a
stagnation in imports of investment products over the same period.

With the Lebanese economy expanding at a slightly higher pace than in the past couple of years, the BDL coincident indicator, issued by
the Central Bank of Lebanon, reported an average of 289.5 in 2016, growing by 3.9% relative to the corresponding period of 2015.
Comparatively, the average coincident indicator had grown by 3.2% in 2014 and by 2.0% in 2015. Within this context, the Central Bank of
Lebanon estimated real GDP growth at 2% in 2016, in line with the average reported over the past five years, but higher than the mild
growth of 2015. While there was a slight improvement in aggregate demand for goods and services in Lebanon’s economy in 2016, the
economy is still in a sluggish mood, with growth way below the economic boom years between 2007 and 2010 when the economy
recorded a real GDP growth of 9% on average per annum.

The analysis of most real sector indicators suggests that they remained somehow on the upside in 2016. Out of 11 real sector indicators, 8
are up and 3 are down over the twelve-month period. Among indicators that witnessed a positive growth over the year, we mention the
number of tourists with a surge of 11.2%, merchandise at the Port with an increase of 6.3%, passengers at the airport with a rise of 5.5%,
electricity production with an uplift of 5.2%, property sales with an expansion of 4.9%, cement deliveries with an increase of 4.1%, imports
with a rise of 3.5%, and exports with an expansion of 0.8% year-on-year. Among indicators that withessed a negative growth, we mention
new car sales with a drop of 7.7%, cleared checks with a decline of 2.2%, and construction permits with a decrease of 0.9% year-on-year.

Consequently, the foreign sector reported a significant improvement in activity on the back of a noticeable 44% growth in financial inflows
over the year, generating a surplus in the balance of payments of US$ 1,238 million, following a large deficit the year before. While the
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year started with a large BOP deficit in the early months of the year, the financial engineering operations of the Central Bank were key to
attract significant inflows in the second half, leading to a corollary rise in the net foreign assets of the financial system.

At the capital markets level, a relative improvement in activity was witnessed, especially in the last quarter. Prices at the Beirut Stock
Exchange rose by 2.2% in 2016, with equity trading activity growing from US$ 498 million in 2015 to US$ 885 million in 2016, a year-on-
year growth of 77.8% and generating a rise in the annual turnover ratio to 8.1% of market capitalization from 4.7% over the previous year.
In parallel, Lebanon’s 5-year CDS spreads widened by 57 basis points over the year to reach 478 basis points at end-December 2016,
despite the contraction of the fourth quarter that was driven by the improved domestic political situation at large.

The year 2016 witnessed a fiscal deterioration along with a monetary improvement. Lebanon’s fiscal performance reported a net
deterioration in 2016, with budget deficit expanding by 25% year-on-year driven by a faster growth in expenditures (9.9%) relative to that of
public revenues (3.6%). At the monetary level, the Central Bank of Lebanon, in tight coordination with Lebanese banks, has undertaken
successfully innovative financial engineering operations that targeted reinforcing Lebanon’s foreign assets and supporting the balance
sheets of operating banks. Swap operations between the Central Bank and the Ministry of Finance and between banks and the Central
Bank revolved around a total of US$ 14 billion, raising BDL foreign assets to a record high of above US$ 40 billion.

The financial engineering operations started with a swap of LP Treasury bills held by the Central Bank with new Eurobonds issued by the
Lebanese Treasury by the end of May. The Ministry of Finance has accordingly increased the amount of public debt held in dollars by
swapping with the Central Bank local currency debt into US$ 2 billion worth of Eurobonds. More importantly, the new Eurobonds acquired
by the Central Bank were all subsequently sold to banks, in addition to the sale of additional Eurobonds and CDs by the Central Bank. As a
matter of fact, BDL actually offered to discount LP TBs and LP CDs held by banks at an attractive premium under the condition that banks
invest in parallel at the Central Bank in US dollars by the same amounts (through Eurobonds or FX CDs). The amount of the operation was
circa US$ 14 billion, reinforcing Central Bank reserves, reversing the deficit of the balance of payments to a net surplus and enhancing
overall funding of Lebanese banks.

In December 2016, the Central Bank of Lebanon issued the Intermediary Circular No. 446 which provided how the exceptional revenues
resulting from the financial engineering operations should be used, as detailed hereby: (1) To allocate additional collective provisions
corresponding to 2% of risk-weighted loans. (2) To allocate any additional provisions required for the implementation of IFRS 9. (3) To
book goodwill impairment. (4) To book impairment on investments for entities abroad. (5) With remainder amounts to be allocated as
follows: 70% as reserves for capital increases accounted for as Common Equity Tier 1 capital, and 30% as deferred liabilities accounted
for as Tier 2 capital.

While Lebanese banks were able to generate circa US$ 5 billion in revenues from the financial engineering operations, the Central Bank
required to fully allocate such revenues as per the above, leaving almost nil impact on the banks bottom lines.

Lebanon's major economic indicators

US$ million 2015 2016 Var 16/15
Macroeconomy

GDP 50,807 51,991 2.3%
Real GDP growth (%) 1.0% 1.0% 0.0%
GDP per capita (US$) 11,156 11,309 1.4%
Monetary sector

Var M3 5,946 9,175 54.3%
Velocity 0.47 0.43 -7.8%
Average CPI inflation (%) -3.7% -0.7% 3.0%
Public sector

Gross domestic debt 43,247 46,785 8.2%
Foreign debt 27,064 28,101 3.8%
Total gross debt 70,311 74,886 6.5%
Gross debt/GDP (%) 138% 144% 5.6%
Fiscal deficit 3,952 4,944 25.1%
Fiscal deficitt GDP (%) 7.8% 9.5% 1.7%
External sector

Imports 18,069 18,705 3.5%
Exports 2,952 2,977 0.8%
Trade deficit 15,117 15,728 4.0%
Current account deficit 9,328 8,305 -11.0%
Current account deficit/GDP 18.4% 16.0% -2.4%
Gross financial inflows 11,763 16,966 44.2%
Balance of payments -3,354 1,238 -
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Sources: BDL & concerned public & private entities.
Consolidated activity growth

Lebanese banks actually registered a satisfactory activity growth in 2016 in a tough operating environment. Consolidated assets of
Lebanese banks increased from US$ 227.9 billion at end-December 2015 to US$ 241.4 billion at end-December 2016, corresponding to a
rise of US$ 13.5 billion, i.e. a growth of 5.9%. The growth in volume proved around 30% higher than the one registered during the previous
year and in line with the rise seen on average in the last five years.

This performance was nonetheless impacted by the 10.6% nominal decline in foreign activity as a result of the depreciation of respective
currencies in main markets of presence, namely the Egyptian Pound and the Turkish Lira (42% of the assets of Lebanese banks foreign
subsidiaries being in Turkey and Egypt) which exchange rates lost 58% and 18% respectively versus the US Dollar in 2016, which
reflected on the conversion of these assets within the overall consolidation (foreign currency translation impact).

Consolidated deposits, which account for 80% of total activity, followed the same performance. While foreign deposits dropped by a
nominal 12.2%, again driven by currency fluctuations, domestic deposits rose by 6.7%. It is worth mentioning that the growth in domestic
deposits was mainly driven by FX deposits which grew by 8.2% while LL deposits increased by 4.2%, thus raising deposit dollarization over
the year. The growth in domestic FX deposits was mainly tied to the financial engineering operations of the Central Bank.

It is important to mention that the share of foreign entities declined in 2016 to the benefit of the share of domestic entities in the overall
consolidated balance sheet data, again as a result of foreign currency translation movements and thus not tied to pressures on foreign
operations, as most of the business in the latter is denominated in local currencies and has witnessed healthy growth. For assets, the
share of foreign entities dropped from 18.1% to 15.2%. For deposits, it decreased from 16.5% to 14.0%. For loans, it contracted from
27.1% to 25.8% respectively.
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Geographic Concentration (Year 2016)
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The analysis by group of banks according to their size shows that growth was realized at different paces by the different bank groups.
Bilanbanques divides the banking sector into four groups by size, the first being the Alpha Group (Banks with customer deposits above
USS$ 2 billion), then the Beta Group (Banks with customer deposits between US$ 500 million and US$ 2 billion), then the Gamma Group
(Banks with customer deposits between US$ 200 million and US$ 500 million) and finally the Delta Group (Banks with customer deposits
below US$ 200 million). The fastest activity growth in 2016 was realized by the Gamma and Alpha groups displaying a growth rate of 6.4
and 6.1% respectively, while the Beta Group reported a growth of 4.9%, and the Delta Group’s assets rose by a mere 1.5%.

But banking activity continues to be significantly concentrated, with no significant changes in the shares of the different bank groups. The
Alpha Group’s share remains highly dominant at 89.7% of the sector's consolidated assets (89.6% in 2015), followed by the Beta Group
with 8.1% (8.2% in 2015), the Delta Group with 1.3% (1.3% in 2015) and the Gamma Group with 0.9% (0.9% in 2015).

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 69.9% for the Alpha Group followed by 68.8% for the Delta Group, 64.8% for the Beta
Group and 59.1% for the Gamma Group. On the other hand, loan dollarization is the largest for the Alpha Group with 80.2%, followed by
70.6% for the Beta Group, 48.2% for the Gamma Group, and 48.0% for the Delta Group.

Growth rates of banking aggregates

2010 2011 2012 2013 2014 2015 2016 Var 16/15
Assets 11.9% 7.9% 8.4% 9.6% 9.3% 4.8% 5.9% 1.1%
Loans to customers 25.2% 13.6% 11.4% 15.1% 11.0% 5.6% 2.0% -3.6%
Customer deposits 12.4% 7.4% 8.8% 9.6% 8.5% 4.5% 3.6% -0.9%
Shareholders' equity 15.9% 1.9% 13.4% 8.5% 10.8% 6.9% 10.0% 3.1%
Annual L/C openings 31.2% -8.4% -5.3% -5.8% 1.5% -21.0% -11.0% 10.0%
Net profits for the year 28.4% -4.7% 7.6% 0.2% 9.1% 6.9% 12.6% 5.7%
Growth Rates of Lebanese Banks' Groups (Year 2016)
Alpha Beta Gamma Delta
Assets 6.1% 4.9% 6.4% 1.5%
Loans to customers 1.4% 6.1% 17.4% 7.6%
Customer deposits 3.7% 3.7% 12.8% -11.7%
Shareholders' equity 10.7% 7.0% 12.2% 0.9%
Annual L/C openings -7.5% -33.4% -67.8% -5.5%
Net profits for the year 10.5% 45.9% - -9.3%
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100% Deposits/Assets (Year 2016)
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Liquidity and sovereign exposure

As banks partly resorted to their placements at foreign banks to engage in the Central Bank’s financial engineering operations, core
primary liquidity in foreign banks fell from 8.75% of assets in December 2015 to 7.93% of assets in December 2016. But when adding
rising foreign currency liquidity available at central banks, banks’ total primary liquidity ratio (as a % of assets) reached a high of 34.43% at
end-2016, well above international benchmarks.

As a result of the Lebanese banks’ net sales of Lebanese Eurobonds to foreigners over the second half of 2016 during the BDL swaps
operations to replenish their foreign currency prime liquidity, the Lebanese banks’ Eurobond portfolio decreased from US$ 18.4 billion in
December 2015 to US$ 16.2 billion in December 2016. Lebanese banks indeed enhanced their sales efforts with foreign investors holding
Lebanese Eurobonds and that are mainly underweight relative to the bond indices. Some foreign investors have recommended to their
customers as well to invest in Lebanese Eurobonds on the back of attractive relative bond prices raising the risks of underweight.

As such, the Lebanese banks’ sovereign Eurobond portfolio is now well below their consolidated shareholders’ equity, which sheds light on
the improving sovereign exposure profile. The ratio of Lebanese sovereign Eurobonds to shareholders equity fell from 87.54% at end-2015
to 69.88% at end-2016.

The analysis of liquidity by Lebanese banks’ groups in 2016 shows that liquidity is correlated with the size of banks. The most liquid group
is the Alpha Group with a ratio of 36.49%, followed by the Beta Group with a ratio of 26.41%, the Gamma Group with a net primary liquidity
to deposits ratio of 9.26%, and the Delta Group with a negative ratio of -26.0% as it holds a significantly large amount of government paper
among its asset base.

The analysis of sovereign exposure by Lebanese banks’ groups in 2016 suggests that sovereign exposure seems to be almost inversely
related to the size of banks. The group with the highest exposure in Lebanese Pounds is the Delta Group with a ratio of Lebanese
Treasury bills in LL to deposits in LL of 85.60%, followed by the Beta Group with 43.16%, the Alpha Group with 32.38%, and the Gamma
Group with 31.71%. In parallel, the group with the highest exposure in foreign currency in 2016 is the Gamma Group with a ratio of
Lebanese sovereign Eurobonds to deposits in foreign currency of 50.54%, followed by the Delta Group at 24.09%, the Beta Group with
13.84% and the Alpha Group with 11.63%.

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 27.38% for the Alpha Group, followed by the Gamma Group with 20.38%, the Beta Group with
19.0% and the Delta Group with 16.03%.

Liguidity of Lebanese Banks' Groups (Year 2016)

Alpha Beta Gamma Delta
Primary liquidity/assets 35.2% 26.7% 37.5% 27.2%
0.w. Central Bank/assets 27.4% 19.0% 20.4% 16.0%
0.w. Banks/assets 7.8% 7.7% 17.1% 11.2%
Net primary liquidity/Deposits 36.5% 26.4% 9.3% -26.0%
0.w. net primary liquidity in LL/deposits in LL 40.5% 17.2% 20.3% -55.5%
0.w. net primary liquidity in FC/deposits in FC 34.8% 31.4% 1.6% -12.6%
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Liquidity of Lebanese Banks
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Sovereign exposure of Lebanese Banks' Groups (Year 2016)

Alpha Beta Gamma Delta
Lebanese Treasury bills in LL/deposits in LL 32.4% 43.2% 31.7% 85.6%
BDL's certificates of deposits in LL/deposits in LL 24.7% 14.4% 26.8% 4.9%
Lebanese Sovereign eurobonds/deposits in FC 11.6% 13.8% 50.5% 24.1%
BDL's certificates of deposits in FC/deposits in FC 13.7% 10.8% 13.7% 10.4%
Lebanese Sovereign eurobonds/equity 70.2% 80.9% 110.8% 22.0%
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Portfolio securities breakdown

Equity Equity
instruments, instruments,
Other debt 1.8% Other debt 1.9%
instruments, Lebanese instruments, Lebanese
11.4% Treasury 8.4% Treasury
bills in LL, bills in LL,
26.9% 26.2%
BDL's
certificates BDL's
of deposits certificates
in FC, 7.8% of deposits
2015 oy 2016
23.8%
BDL's
ofdeposts Lebanese sovercign
inLL, 28.1% eurobonds, BDL's eu;cib?c’);ds,
24.0% certificates 070
of deposits
inLL, 18.4%

Lending Quality and Provisioning

At the level of lending activity, loans to the private sector reported a relatively mild growth of 2.0% in 2016 in an environment of sluggish
economic conditions restricting lending opportunities. The currency structure of domestic lending suggests that LL loans grew by a
significant 13.3%, while FX loans rose by a mere 0.5%. The double-digit growth in LL loans was supported by the attractive stimulus
packages in Lebanese Pounds, in addition to the excess liquidity in LL created by BDL swaps. The evolution of loans by type suggests that
housing loans and SME loans rose by 8.9% and 4.8% respectively, while retail loans and corporate loans declined by 2.1% and 1.0%
respectively.

Breakdown of loans and advances to customers (as a % of total loans) in 2016

All Banks Alpha Beta Gamma Delta
Corporate 40% 38% 50% 30% 36%
SMEs 16% 16% 18% 39% 1%
Housing 16% 16% 12% 3% 49%
Retail 11% 12% 10% 14% 5%
Secured by commercial real estate 9% 9% 9% 5% 0%
Other loans 8% 9% 1% 8% 8%
Public sector 1% 1% 0% - -

In parallel, Lebanese banks realized a slight retreat in lending quality over the year. The ratio of gross doubtful loans to gross loans rose
from 6.37% at end-December 2015 to 6.55% at end-December 2016. When adding substandard loans, the ratio rises from 7.30% to
8.01%. Concomitant to that direction, with loan loss reserves covering 75.52%% at end-2016, against 75.44% at end-2015, the ratio of net
doubtful loans to total loans rose from 1.56% to 1.60% (From 2.31% to 2.83% when including substandard loans). More importantly,
collective provisions reached a record high in absolute and relative terms, covering 1.55% of the net loan portfolio, as BDL requested
Lebanese banks to mainly allocate the exceptional revenues from BDL swaps to collective provisions prior to IFRS 9 implementation in
2018 for the amount of 2% of consolidated risk weighted loans, bearing in mind that the pot of Lebanese banks reserves is in excess of
real needs.

The analysis by group of banks suggests the Alpha Group and Gamma Group reported the lowest net doubtful loans to gross loans ratio of
1.43%, followed by the Beta Group with 2.26% and the Delta Group with 5.76%. On the other hand, small Gamma banks were the best
provisioned, as the ratio of loan loss reserves on doubtful loans as a percentage of doubtful loans reported 96.92%, followed by the Alpha
Group with 74.51%, the Beta Group with a ratio of 73.18% and the Delta Group with 65.20%.

Asset Quality of Lebanese Banks

2010 2011 2012 2013 2014 2015 2016 Var 16/15
Doubtful loans/Gross loans 7.3% 6.9% 7.1% 6.8% 6.6% 6.4% 6.6% 0.2%
Substandard loans + doubtful loans/Gross loans 8.2% 7.7% 7.8% 7.8% 7.4% 7.3% 8.0% 0.7%
Net doubtful loans/Gross loans 1.2% 1.3% 1.4% 1.5% 1.5% 1.6% 1.6% 0.0%
Loan loss reserves on doubtful/Doubtful loans 83.2% 81.8% 79.6% 78.3% 77.3% 75.4% 75.5% 0.1%
Net doubtful loans/Equity 4.0% 4.6% 5.1% 5.5% 5.5% 5.8% 5.5% -0.3%
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Asset Quality of Lebanese Banks' Groups (Year 2016)

Alpha Beta Gamma Delta
Doubtful loans/Gross loans 5.6% 8.4% 46.4% 16.6%
Substandard loans + doubtful loans/Gross loans 6.8% 11.9% 49.0% 18.0%
Net doubtful loans/Gross loans 1.4% 2.3% 1.4% 5.8%
Loan loss reserves on doubtful/Doubtful loans 74.5% 73.2% 96.9% 65.2%
Net doubtful loans/Equity 4.9% 10.1% 4.0% 11.8%
NPLs/Total Loans (year 2016) LLRs/NPLs (year 2016)
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Banking industry 2016: an analysis of activity performance, risk profile and return indicators
Capital Adequacy and Solvency

Lebanese banks’ capitalization saw a net improvement in 2016. In fact, banks’ shareholders’ equity grew by 10.0% over the past year,
compared to a 6.9% growth in 2015, moving from US$ 21.0 billion at end-December 2015 to US$ 23.1 billion at end-December 2016. The
BDL directives for the use of financial engineering proceeds translated into freeing regulatory capital (goodwill amortization and the effects
of write-offs in Syria and Sudan).

Having said that, with the growth in equity outpacing activity growth, the equity to assets ratio rose from 9.2% in December 2015 to 9.6% in
December 2016, one of its highest levels ever. A related measure is the ratio of shareholders’ equity to net loans which reported a high of
31.2% for Lebanon’s banking sector at end-2016 against a regional average of 23.0% and an average of 15.3% in emerging markets and
in the world at large. As to the leverage ratio of average assets to average equity, it went down from 10.94 in 2015 to 10.62 in 2016.

In parallel, the reinforcement of capitalization actually strengthened the banks’ capital adequacy, with Basel Il capital adequacy ratio
standing at 16.51% as at end-December 2016 (from 15.06% as at end-December 2015), well above regulatory requirements and
constituting a sound capital buffer for banks. The total capital ratio in 2016 is the result of a total capital of US$ 21.6 billion in 2016, against
a total of risk-weighted assets of US$ 130.6 billion that represents in turn 54.1% of total assets (54.5% in 2015). Having said that, it is
worth mentioning that more than 89% of the total capital of Lebanese banks is made up of common equity Tier 1. The total capital ratio is
broken down over a Tier 1 ratio of 14.72% and a Tier 2 ratio of 1.79% at year-end 2016.

The analysis of capital adequacy by Group of banks suggests that the relation of capital adequacy to the size of banks is uneven. Capital
adequacy (as per Basle Il requirements) reported a high of 39.56% for the Delta Group, followed by a ratio of 16.36% for the Alpha Group,
15.82% for the Gamma Group and 14.72% for the Beta Group in 2016. Likewise, the equity to assets is the highest for the Delta Group
with 25.8%, followed by the Gamma Group with 13.8%, the Alpha Group with 9.3% and the Beta Group with 9.2% in 2016.

Capitalization of Lebanese Banks

2010 2011 2012 2013 2014 2015 2016 Var 16/15

Capital adequacy (as per Basel Il requirements) 13.0% 11.8% 13.8% 14.2% 14.6% 15.1% 16.5% 1.5%
Equity to assets 9.1% 8.5% 9.0% 8.9% 9.1% 9.2% 9.6% 0.4%
Leverage (times) 111 114 11.3 111 111 10.9 10.6 -0.3

Capitalization of Lebanese Banks' Groups (Year 2016)

Alpha Beta Gamma Delta
Capital Adequacy (as per Basel Il requirements) 16.4% 14.7% 15.8% 39.6%
Equity Assets 9.3% 9.2% 13.8% 25.8%
Leverage (times) 10.9 11.0 7.4 3.9
Equity/Net Loans (Year 2016)
40% T
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Sources: Bankdata Financial Services, IMF, Orbis Bank Focus, Fitch, MENA central banks
Profitability

As a result of the financial engineering operations of the Central Bank over the second half of 2016, substantial capital gains were realized
across the banking sector, while the balance sheet of Lebanese banks and their credit profiles were bolstered.

Within this context, the year 2016 was characterized by a significant growth in net fee and commission income, driving a double-digit
growth in operating income and offsetting a significant growth in operating expenses and income taxes, all leaving a 12.6% rise in bottom
line to reach US$ 2.5 billion over the year. In fact, while net interest income rose by 6.9%, net fee and commission income surged by
66.8%, generating a 36.6% growth in total operating income, thus outpacing the rise in provisions and that of operating expenses (16.3%),
leaving a decent rise in gross and net profits, bearing in mind that there were significant non-recurrent revenues and expenses in 2016 tied
to the financial engineering operations of the Central Bank, yet with zero impact on banks’ bottom lines.
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Banking industry 2016: an analysis of activity performance, risk profile and return indicators

Subsequently, return ratios relatively improved, with the return on average assets rising from 0.99% to 1.06% and the return on average
equity increasing from 10.82% to 11.23% (12.18% for the return on average common equity). The components of return ratios suggest that
asset utilization rose significantly from 2.87% to 3.59%, driven mainly by the noticeable increase in non-interest income to average assets
from 0.95% to 1.65%, while interest margins and spreads maintained somewhat stable levels (2.02% and 1.94% respectively). Yet, the net
operating margin fell from 34.47% to 29.43%, driven by a rise in credit cost from 7.50% to 14.72% (mainly due to the Central Bank directive
of allocating out of the exceptional revenues an additional collective provision corresponding to 2% of consolidated risk weighted loans)
and an increase in tax cost from 7.68% to 9.75% (driven by the non-recurrent tax paid on the financial engineering operations proceeds for
circa US$ 775 million). It is worth mentioning that return ratios of Lebanese banks are still below their cost of equity .

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 1.1% in 2016, well below an average of 1.5% for the MENA
region, an average of 1.9% for emerging markets and an average of 1.6% globally. At the same time, Lebanese banks’ return on average
equity reported 11.2% in 2016, compared to an average of 11.4% for the MENA region, an average of 14.3% for emerging markets and an
average of 13.0% for the global return.

Regarding the profitability of banks by group, Alpha and Beta banks reported profit expansions of 10.5% and 45.9% respectively, while
Delta banks witnessed a decline of 9.3% in their bottom line in 2016. 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 11.74% for Alpha banks in 2016, 9.85%
for Beta banks, followed by Delta banks with 4.65% and Gamma banks with 3.42%. Interest margin reported a low of 1.92% for Beta
banks, followed by 2.01% for Alpha banks, 2.33% for Gamma banks and 3.19% for Delta banks. The share of non-interest income to total
income reported 20.83% for Gamma banks, 37.66% for Delta banks, 46.19% for Alpha banks, and 48.15% for Beta banks.

Last but not least, larger banks proved to be more efficient due to the economies of scale and strong organizational structures, with the
lowest cost-to income ratio reported for Alpha banks at 43.02%, followed by Beta banks with 52.97%, followed by Delta banks with 61.17%
and Gamma banks with 75.79%. Parallel to the cost-to-income ratio, the cost-to-average assets fell as the size of banks increased. Banks
in the Alpha group posted the lowest ratio of 1.54%, followed by the Beta Group with 1.87%, the Gamma Group with 2.07% and the Delta
Group with 2.88% in 2016.

Net Interest Margin (Year 2016)
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Non interest income of Lebanese Banks

2011 2012 2013 2014 2015 2016 Var 16/15

Non interest income / Total income 344% 355% 33.9% 33.6% 33.0% 46.0% 13.0%
Net fees and commissions / average assets 0.5% 0.5% 0.5% 0.5% 0.5% 0.7% 0.3%
Operating expenses / average assets 1.5% 1.5% 1.5% 1.5% 1.4% 1.6% 0.2%
Credit cost / pre-provision, pre-tax profit 9.7% 15.6% 13.9% 135% 15.2%  25.5% 10.3%
Income tax / profit before tax 18.5% 17.9% 175%  18.3% 18.4%  23.6% 5.2%

Profitability of Lebanese Banks' Groups (Year 2016)

Alpha Beta Gamma Delta
Spread 1.93% 1.83% 2.17% 2.93%
Interest margin 2.01% 1.92% 2.33% 3.19%
Non interest income/total income 46.19% 48.15% 20.83% 37.66%
ROAA 1.08% 0.90% 0.46% 1.20%
ROAE 11.74% 9.85% 3.42% 4.65%
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Banking industry 2016: an analysis of activity performance, risk profile and return indicators
Return Ratios of Lebanese Banks

2015 2016 Var 16/15
Yield on earning assets 5.7% 5.8% 0.1%
o.w.inLL 6.8% 6.6% -0.3%
o.w. in FX 5.2% 5.4% 0.3%
- Cost of earning assets 3.7% 3.8% 0.1%
o.w.inLL 4.7% 4.6% -0.1%
o.w. in FX 3.2% 3.4% 0.2%
= Interest margin 2.0% 2.0% 0.0%
o.w. inLL 2.1% 2.0% -0.2%
o.w. in FX 2.0% 2.1% 0.1%
X Average interest earnings/Average assets 95.9% 96.0% 0.1%
o.w.inLL 95.3% 95.5% 0.2%
o.w. in FX 96.2% 96.2% 0.0%
= Spread 1.9% 1.9% 0.0%
o.w.inLL 2.0% 1.9% -0.1%
o.w. in FX 1.9% 2.0% 0.1%
+ Non interest income/Average assets 1.0% 1.7% 0.7%
= Asset utilization 2.9% 3.6% 0.7%
x Net operating margin 34.5% 29.4% -5.0%
0.W. cost to income 50.3% 44.4% -6.0%
o.w. credit cost 7.5% 14.7% 7.2%
0.w. other provisions 0.0% 1.8% 1.7%
0.w. tax cost 7.7% 9.8% 2.1%
= ROAA 1.0% 1.1% 0.1%
x Leverage 10.9 10.6 (0.3)
= ROAE 10.8% 11.2% 0.4%
Return on Average Equity (Year 2016) Return on Average Assets (Year 2016)
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Banking industry 2016: an analysis of activity performance, risk profile and return indicators
Management efficiency of Lebanese Banks

2010 2011 2012 2013 2014 2015 2016 Var 16/15

Cost per average branch (US$ million) 1.87 1.89 2.01 2.10 2.18 2.19 2.57 17.3%
Staff expenses per average staff (US$ 000s) 42.45 43.12 45.77 48.42 51.30 50.72 54.18 6.8%
Staff expenses to general operating expenses (%) 54.0% 55.6% 54.6% 55.6% 56.4% 55.8% 52.1% -3.7%
Cost to income (%) 482%  49.7%  49.7%  51.8% 515% 50.3%  44.4% -6.0%
Cost to average assets (%) 1.52% 1.46% 1.51% 1.50% 1.48% 1.44% 1.59% 0.2%

Management efficiency of Lebanese Banks' Groups (Year 2016)

Alpha Beta Gamma Delta
Cost per average branch (US$ million) 2.67 1.83 3.08 3.13
Staff expenses per average staff (US$ 000s) 54.67 49.89 55.14 55.19
Staff expenses to general operating expenses (%) 51.69% 53.50% 58.65% 58.99%
Cost to income (%) 43.02% 52.97% 75.79% 61.17%
Cost to average assets (%) 1.54% 1.87% 2.07% 2.88%

Investment Considerations

In 2016, the Lebanese banks’ common earnings per share increased significantly on a yearly basis to reach US$ 0.52, driven by the
earnings increase and the decline in the number of shares following the merger operation of two Beta banks during the year. Similarly,
banks strived to boost their capital levels in line with requirements and further shield their shareholders from potential pressures. This
translated into a noticeable rise in the sector's common book per share measure, which reached US$ 4.36 in 2016.

It is worth mentioning that Lebanese banks trade at a P/E of 7.3x, which is 30%-45% lower than regional and global standards. Similarly,
their shares trade at a P/BV ratio of less than 1x (0.90x), i.e. 35%-45% below foreign benchmarks. The banking institutions also trade at a
low price to assets of 6.3%, against regional and international averages between 15% and 20%. Last but not least, when comparing the
P/E to the average earnings per common share growth of the past few years, banks in Lebanon trade at a PEG ratio of 1.0, which is also
noticeably lower than the corresponding benchmarks that are in the 2-3 range. Such discounts are to be read in conjunction with the lack of
efficiency and liquidity in domestic capital markets, in addition to the lower return on equity realized by Lebanese banks relative to their
corresponding cost of equity.

Within this environment, it was normal that part of the rise in profits be distributed to shareholders in the form of dividends, especially that
the price performance on the Beirut Stock Exchange has been lukewarm over the past few years, with either slightly negative or slightly
positive price variations on a yearly basis. This means that a good way of rewarding shareholders is through granting higher dividend
yields in the absence of any market value added.

Common dividends rose by close to 20% last year and preferred dividends edged up by 8% in 2016 across the banking universe.
Consequently, the common dividends per share measure surged to US$ 0.18, translating into a common payout ratio of 32.8%, higher
than the 31.0% attained in 2015. This is in line with international averages, as peers across the world on average also distributed close to a
third of the profits realized each year.

For listed Lebanese banks, the average dividend yield reached 6.3% in 2016. higher than regional peers, emerging market peers or global
peers for which averages reached 3.9%, 3.4% and 2.5% respectively last year.
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PRICE TO BOOK AS AT JULY 12, 2017 PRICE TO EARNINGS AS AT JULY 12, 2017
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Conclusion

In brief, the year 2016 was an atypical year for Lebanese banks that faced arising internal opportunities in an evolving domestic
environment, coupled with the challenges of tough operating conditions in a number of foreign markets of presence.

Domestically, the most important development was the financial engineering operations of the Central Bank and its impact on Lebanon’s
financial sector at large. While the swap operations had some adverse effects at the level of banks primary liquidity and banks’ exposure at
the Central Bank, they held significant benefits reported at various levels and in different realms: The overall BDL swaps reinforced Central
Bank reserves to a new record high. BDL's foreign assets have reported a total of US$ 41 billion at the end of December 2016, the
equivalent of 74% of the Lebanese Money Supply and 26 months of imports, which suggests monetary resilience is continuing on a
bolstered overall Central Bank standing. On the other hand, the BDL swaps had positive effects on banks’ balance sheets as per Central
Bank regulatory requirements.

At this level, there were several analyses by the media on the significant benefits realized by banks from these operations. It is important to
highlight here that the directives of the Central Bank for the allocation of exceptional revenues in addition to the latest capital requirements
(15% rather than 12% in 2018), call for a total allocation of US$ 7 billion, against US$ 5 billion of realized exceptional revenues.

Within the same context, the reinforced financial sector resilience, in both its banking and Central Bank components, carries positive
spillover effects on the sovereign risk and the ability of the government to meet its borrowing needs. Within this context lies the S&P
decision to improve Lebanon’s rating outlook from “negative” to “stable” on the back of a resilient financial system and deposit inflows.

At the level of foreign entities of Lebanese banks, the most significant development of the past year was the currency depreciation of a
number of countries relative to the USD, mainly Egypt and Turkey. As such, major balance sheet aggregates of foreign entities witnessed a
net contraction, not because of pressures on the operations of those entities but due to foreign currency translation movements at large. It
is important to mention that the exchange rate correction that both Egypt and Turkey, two main markets of Lebanese banks abroad,
recently went through did not affect overall economic performances in both countries as witnessed by their relatively sound GDP growth
rates. It also did not have a material impact on banks operating conditions as witnessed by their KPIs.

Finally, on the back of a strong financial standing, Lebanese banks have been perfectly assuming their fiduciary responsibilities through
enjoying adequate corporate governance standards, well developed corporate social responsibility programs and very good transparency
and disclosure practices. The Lebanese banks’ strong financial fundamentals, their well-diversified activity profile, their innovative
management strategies, their pioneering services and product mixes, all put them in an adequate position to reap the benefits of a pent-up
demand for financial services in a number of markets of presence alongside those of a lucrative domestic market which recently benefited
from improved politico-economic prospects in Lebanon. In addition, such qualitative strengths, added to sound performance metrics and a
rigorous risk profile, put Lebanese banks in opportunistic conditions to take advantage of expansion opportunities to potentially captive
markets at large.
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