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Janany:

Good afternoon and good morning everyone. This is Janany
Vamadeva on behalf of Arqaam Capital I would like to welcome you
all to the Gulf Bank 2020 first half results conference call. It is a great
pleasure to have with us on the call Mr. Tony Daher, CEO of Gulf
Bank, Mr. Kevin Smith, CFO of Gulf Bank and Ms. Dalal AlDousari,
Head of Investor Relations at Gulf Bank. The call will begin with a
presentation from management and then we will open the call for the
Q&A session. I will now turn the call over to Dalal.

Dalal:

Thank you, Janany. Good Afternoon and Welcome to Gulf Bank's first
half 2020 financial results conference call. We will start the call today
with the key highlights of the operating environment that Gulf Bank
operated in during the first half of 2020 presented by the Chief
Executive Officer, Mr. Tony Daher followed by a detailed presentation
of our financial results by the Chief Financial Officer, Mr. Kevin Smith.
All amounts in the presentation are shown in millions of Kuwaiti
Dinars and have been rounded to simplify the charts. During our
presentation, we will try not to repeat the currency when discussing
specific amounts unless that amount is in a currency other than
Kuwaiti Dinars. After the presentation, we will open the floor for Q
and A received through the webcast facility. Feel free to type in your
questions at any time during the call. The presentation will be
available at our corporate website, and will be disclosed to Boursa
Kuwait.
Please note that we can only comment on inquiries and information
that are disclosed publicly. I would like to draw your attention to the
disclosure on page 9 of the presentation, with respect to forward
looking statements and confidential information. Please feel free to
reach
out
to
our
investor
relations
team
at
investor.relations@gulfbank.com.kw if you have any questions.
Now, I would like to handover the call to Mr. Tony Daher, Gulf Bank’s
CEO. Tony?

Tony:

Thanks Dalal. Before we cover the detailed financials, I would like to
make a few brief points.
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It’s an understatement to say that these are unprecedented times
and I certainly don’t want to repeat what everyone already knows
and what has already been said. As it relates to our target market in
Kuwait, the Central Bank of Kuwait lowered its discount rate by 125
basis points in March. By our estimates, this provides immediate
cash flow relief of KD 350 million per year to corporate borrowers in
the form of lower interest payments. To support retail customers,
the Banking community agreed to provide cash flow relief in the
form of deferring interest and principal payments from April to
September of this year. Again, by our estimates, this provided cash
flow relief across the industry of another KD 1 billion in the form of
pushing contractual obligations out by 6 months. So, nearly 1.2
billion of cash flow relief has been provided to retail and corporate
borrowers from April to September, but this comes at a cost for the
Kuwait banking industry and our first half results have been
impacted in direct proportion to the benefits that have been passed
onto banking customers. However, the hope is that this cash flow
relief provides a necessary bridge for our customers to get through
this shock, allow them to fulfill their long-term obligations to us, and
prevent unnecessary provisions and write-offs in the future.
For us at Gulf Bank, our focus has been on being open for business
from the start by providing essential services to our corporate and
retail customers in Kuwait in the safest manner possible. More
specifically, our digital platforms and 24/7 call center have operated
without disruption. We now have more than 40 branches or two
thirds of our branch network available to serve customers and we
will continue opening up as the government allows. To do this, we
have adopted strict health protocols throughout all our offices and
branches.
With that backdrop, I’ll turn it over to our CFO, Kevin Smith, who will
cover the first half financials.

Kevin:

Thanks Tony.
Page 2 shows the major variances from our first half 2019 net profit
of 24 million to our first half 2020 net profit of 11.8 million. As you
can see, the reduction in our net profit was primarily driven by lower
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net interest income of 13.2 million, but 6.5 million or nearly 50% of
that reduction was offset with lower operating expenses. As a result
of lower activity in connection with the lockdown, our fee and
foreign exchange income was down 3.4 million. Other income was
down 1.8 million mainly the result of booking a non-recurring gain
during the first half of 2019, but we were able to offset that with
lower credit costs of 2.0 million. Finally, our H1 profit was pushed
down by 3.1 million driven mainly by adding general provisions in
the first quarter of 2020.
On page 3, you can see a more detailed breakdown of our first half
2020 and 2019 income statement line items. On the far right of line
1, interest income was down 14.9 million or 12% mainly due to the
re-pricing of our 2.9 billion corporate loan portfolio after the Central
Bank of Kuwait lowered its discount rate by 125 basis points and
generating lower yields on our liquid assets. The good news is that
liquidity conditions have turned favorable and you can see in the
green boxes on line 2 that our interest expense declined by 6.3
million or 22%, from 29.1 million in the first quarter of 2020 to 22.8
million in the second quarter of 2020. So, the trend going into the
third quarter is favorable and the re-pricing of our term deposits
isn’t fully reflected in the second quarter run-rate. On the other
hand, in the red boxes on line 4, you can see that our fee and foreign
exchange income dropped from 8.8 million in the first quarter of
2020 to 6.3 million in the second quarter of 2020 as the country was
virtually shut down, the low point being in May. The good news is
that we’ve seen an uplift in June and July as the country has reopened. More good news is shown in the green boxes on line 7
where we’re starting to see the impact from the actions we are
taking on operating expenses. Our second quarter operating
expenses were down 4 million or 21% compared with the first
quarter. In the red boxes on line 9, you can see our credit costs
increased from 7.3 million in the first quarter of 2020 to 21 million in
the second quarter of 2020. This was mainly due to specific
provisions associated with an increase in our non-performing loans
in both our corporate and consumer loan segments.
Page 4 shows the balance sheet at the end of June 2020 compared
with the end of June 2019. On line 5, as a result of the relaxed
liquidity ratios by the Central Bank of Kuwait, you can see that we’ve
been able to shrink the portion of liquid assets held from 27% at the
end of June 2019 to 22% at the end of June 2020. This helps
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mitigate the impact on interest income from a lower interest rate
environment. On line 6, customer loans grew by 234 million or 6%
to 4.2 billion. On line 24, as mentioned previously, you can see the
increase in our non-performing loan ratio from 1.1% at the end of
December 2019 to 2.2% at the end of June 2020. This ratio is down
from 2.7% at the end of June 2019.
Turning to page 5, our regulatory capital ratios remain strong. As of
30 June 2020, our Tier 1 ratio of 13.4 % was roughly 390 basis points
above the regulatory minimum of 9.5% and our Capital Adequacy
Ratio of 16.8% was roughly 530 basis points above the regulatory
minimum of 11.5%.
It is worth mentioning that our new minimum Tier 1 ratio has been
reduced from 12% to 9.5% and our new minimum Capital Adequacy
Ratio has been lowered from 14% to 11.5%. These minimums are
effective until 31 December 2020 and will be reviewed by the
Central Bank of Kuwait prior to that date.
Also, just wanted to remind everyone the capital ratios don’t include
the Day 1 modification loss of 42 million or our H1 profit of 11.8
million.
On the bottom right, our leverage ratio ended at 9.2%, higher than
the end of June 2019 and well above the 3% minimum.
Page 6 shows our key liquidity ratios. On the left side, you can see
that our average daily Liquidity Coverage Ratio has declined from
326% as of 30 June 2019 to 206% as of 30 June 2020, still well above
the minimum of 80%.
On the right side of the page, our NSFR ratio as of 30 June 2020 was
111%, in line with the prior year and adequate cushion above the 80%
minimum.
It is worth noting that both LCR and NSFR regulatory minimums were
reduced from 100% to 80% by the Central Bank of Kuwait until 31
December 2020.

Turning to Page 7, you can see Gulf Bank continues to be well
recognized in terms of its credit worthiness and financial strength
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internationally. We are still rated “A” by all four leading credit rating
agencies. Now, I would like to turn it back over to Dalal for the Q
and A session
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Dalal:

Thank you Kevin. we are now ready for Q and A. if you wish to ask a
question, please submit your question into the designated questions text
area. We will pause for few minutes to receive most of your questions.
(Pause)
Ok, we will go through the questions one by one.

Dalal (Q1):

Please comment on your growth in the first half and what you expect in
the second half. Did you see any growth in the new government loan
scheme for corporate and SME customers? Kevin, can you cover this?

Kevin (A1):

Let me start with the industry. According to Central Bank of Kuwait
statistics, the Consumer loan segment was flat in the first half of this year
while the Corporate loan segment grew approximately 1 billion or nearly
4% during the first six months of the year, driven mainly by corporate
borrowers drawing down on their existing credit lines. In contrast to the
first half industry trend, we continued to grow our consumer loan
portfolio and gain market share. We didn’t have as much undrawn credit
lines, so our corporate loans have been relatively flat during the first half.
In terms the new government loan scheme, it’s too early to judge the
potential, but the volume thus far for us has been extremely light.

Dalal (Q2):

There are several questions on the accounting and capital treatment of
the six-month retail loan deferral.

Kevin (A2):

Let me start with the accounting treatment. As we disclosed, the first
impact was recording a Day 1 loss of approximately 42 million directly to
retained earnings. This Day 1 loss will be essentially offset by accruing
the contractual interest for the six month period from 1st of April to 30th
of September 2020 on the income statement. So, at the end of
September 2020, from a retained earnings point of view, these impacts
net to zero. This makes sense because our retail customers don’t owe us
any interest income over the six-month period, so retained earnings
should not include any such income.
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The capital treatment is favorable. Specifically, we are allowed to count
the interest income on the P&L at the end of the year as Tier 1 capital,
but the Day 1 loss to retained earnings is excluded as a deduction of Tier
1 capital. This benefit will be reduced 25% per year from 2021 until 2024.
Dalal (Q3):

What percentage of the corporate loan book has been given a sixmonth moratorium.

Kevin (A3):

As of the end of June, less than 10% of our KD 2.9 billion corporate loan
book elected to defer principal for the six-month period from April to
September 2020.

Dalal (Q4):

What have been the key drivers of your expense reductions and do you
expect to sustain those reductions going forward?

Kevin (A4):

The cost reductions have been across the board, but driven mostly in
staff, marketing, and third-party costs. In addition, we’ve been able to
maintain our depreciation and occupancy costs at the same level as the
first quarter. These reductions are the result of a dedicated effort across
the bank to identify cost savings, but we’re also making conscious
decisions to free up expense capacity to invest in areas where we see
opportunities to serve customers more safely and more efficiently in the
long term, especially in the digital space. Regarding the second part of
your question, while some of the cost reduction is related to lower
activity in the second quarter and those costs will come back in the
second half, we are expecting most of the reductions to carry forward
into the second half.

Dalal (Q5):

Can we expect the re-pricing of loans and other assets to have been
almost complete as of June 2020 and some pickup in margins in second
half 2020 vs. first half 2020?

Kevin (A5):

The corporate loan re-pricing has been fully reflected in the second
quarter, but the re-pricing of liquid assets and consumer loans have not
been fully reflected in second quarter interest income. Having said that,
we also haven’t seen the full impact of the favorable liquidity conditions
and we expect interest expense to continue trending down in the second
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half. So, going into the second half, continued pressure on yields offset
by lower cost of funds.
Dalal (Q6):

As Gulf Bank has almost 40% of its loans in the retail segment (not
subject to re-pricing), the market expects lower NIM compression vs.
other banks with lower retail exposure. Is this a valid argument?

Kevin (A6):

Initially, this is true. However, over time, existing retail loans written at
higher rates can be paid off and replaced with new loans at much lower
rates, so that will cause yield compression to the extent we see that
trend materialize. In addition, new retail loans will be priced at 125 basis
points lower than the current portfolio, so that will add pressure to NIMs.

Dalal (Q7):

What is the exposure of your retail loan book to expatriates?

Kevin (A7):

Nearly 2/3 of our retail loan balance are to Kuwaiti nationals. Having said
that, there is a heightened focus on the expatriate segment of our
portfolio, and we have and will continue adding resources to monitor and
optimize collections and recoveries more closely.

Dalal (Q8):

We are seeing a number of questions on the trend in non-performing
loans, credit costs, and coverage?

Kevin (A8):

As I mentioned on page 4, the increase in the non-performing loans ratio
across both business segments was the principal driver of the increase in
our credit costs in the second quarter of 2020 vs. the first quarter of
2020. The decrease in our coverage ratio was also driven by the increase
in the non-performing loans ratio over this period of time, particularly in
our unsecured Consumer segment where non-performing loans initially
require a 20% provision, leaving 80% of the balance uncovered. As the
country opens up and collection activity fully resumes, we expect
consumer non-performing loans to come down and stabilize. At that
point, specific provisions would be released accordingly.
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Dalal (Q9):

What is the status of the corporate account downgraded last year? Has
the court case started and what is the visibility on reversing the
provisions Gulf Bank took last year for this account?

Kevin (A9):

The case is still in court and the court of cassation has not rendered a
decision. If we don’t agree to an out of court settlement, we don’t expect
any recoveries on this account in 2020.

Dalal:

Thank you Kevin. I believe we have covered the majority of the topics and
questions that were raised today during the call. The remaining questions
are either already covered during the presentation or are forward looking.
And with that, we would like to conclude our call for today.
If you have any further questions, you may visit our investor relations
page at our website. You can also reach us at our dedicated investor
relations email.
Thank you all very much for your participation.
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