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I. INTRODUCTION

L. An International Monetary Fund (IMF) mission visited Kuwait during

April 18-30 to hold discussions for the 2012 Article IV consultation."” > Discussions
focused on near-term economic policies; medium term fiscal policy and the efficiency of
government expenditure; and measures to enhance the business environment and maintain
financial stability. The mission benefited from interactions with the Central Bank Governor,
Minister of Commerce and Industry, Undersecretary of Finance, the Chairman of the
Parliament’s Economic and Financial Committee, other government and central bank
officials, and representatives of the private sector and civil society.

2. Kuwait had strong macroeconomic outcomes in recent years, but it still faces
challenges to improve its physical and social infrastructure and to diversify its economic
base. Kuwait has posted fiscal and external surpluses for thirteen years in a row, and
maintained a largely stable macroeconomic environment. Nevertheless, it fares relatively low
vis-a-vis international comparisons as regards the quality of its infrastructure, health, and
education, taking into account its GDP per capita level (Figure 1). The economy remains oil
dominated and the private sector is largely dependent on government spending and expatriate
labor.? The labor market is highly segmented: Kuwaiti nationals work primarily in the public
sector—about 80 percent of the Kuwaiti labor force is employed in the public sector—and
constitute only 7 percent of the private sector labor force, while expatriates are employed
mostly in the private sector.”

3. A four-year Development Plan (DP) was launched in FY2010/11. The DP is the
first of a series of plans based on a strategic vision for 2035 that emphasizes investment in
infrastructure, health, and education, and envisages significant co-participation of the private

" The mission comprised Ms. Khamis (Head) and Messrs. Katayama, Medina, and Rodriguez.

* This document presents the preliminary findings of the mission. These findings will serve as input to the Staff
Report on the Article IV consultation, which will provide the basis for the Board discussion of the 2012 Article
IV discussion.

* Oil GDP constitutes over 60 percent of total GDP, and oil receipts account for around 85 percent of
government and external revenues. The central government (public sector administration and defense)
contributes approximately 15 percent to nonoil GDP, in addition to contributions through expenditures in
education and health, among other sectors.

* About 29 percent of total expatriate workers are employed as domestic workers and 64 percent work in other
private sector activities. The remaining 7 percent are employed in the public sector.



sector through the establishment of public shareholding companies. In addition, the DP aims

at diversifying Kuwait’s economy by transforming the country into a regional financial and
trade hub.

Figure 1. Kuwait: Education, Health, and Infrastructure Indicators
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1/ A global standardized test of students in grade 8.



II. RECENT DEVELOPMENTS

QOil sector has expanded, but nonoil sector recovery is still moderate

4. The budget expansion in 2011 was more than offset by the increase in oil
revenues. Government expenditure continued to increase in FY2011/12 (8 percent),
reflecting, among other things, a significant increase in the wage bill (19 percent).
Nevertheless, Kuwait benefited from an increase in oil prices in 2011, which, together with
higher production intended to offset the loss of Libyan oil, resulted in a significant increase
in oil receipts (35 percent). Overall, fiscal and external surpluses are estimated to have
reached over 30 percent and 41 percent of GDP in 2011, respectively, and fiscal support to
the economy—measured as the nonoil deficit to nonoil GDP, after adjusting for investment
income and transfers to the pension fund—remained above historical figures, at 63 percent.

5. Notwithstanding significant fiscal support, the pace of recovery of nonoil
economic activity has been moderate. The mission estimates nonoil growth in 2011 at
about 4.5 percent, with still weak, although improved, growth of banks’ credit to the
nongovernment sector of 2% percent in 2011. Nevertheless, corporate earnings declined in all
sectors with the exception of

. .5 . Figure 2. Corporate Earnings: Sectoral Performance
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remained moderate, supported by subdued domestic inflation.°
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Source: National Bank of Kuwait.

> Based on data for listed companies.

% Recent international oil prices did not have an impact on the CPI because Kuwait has generous oil-related
subsidies (fuel, electricity, and water) and retail oil-related prices are not adjusted with international price
movements. The cost of these subsidies is reported explicitly in the budget.



Figure 3. Kuwait: Recent Economic Developments
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1/ After adjusting for investment income and pension fund capitalization.



The banking sector is strong but investment companies’ conditions continued to worsen

6. Banks faced a mixed environment in 2011. On the one hand, liquidity conditions
remained favorable and lending to some sectors strengthened compared to 2010 (e.g., credit
to industry and to households) (Figure 4). Profits of the banking sector remained largely flat
vis-a-vis the previous year because of a buildup in provisions, and banks continue to be well
capitalized. On the other hand, investment companies (ICs) continued to face difficulties—
coupled with a lack of improvement in the real estate companies sector and a decline of

16" percent in the domestic stock market—forcing banks to take large provisions. Banks’
equity prices declined five percent in 2011, a much lower drop compared to the overall index
(Figure 5).
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7. Investment companies came under renewed pressures. ICs have been under

pressure since the beginning of the global financial crisis given their exposure to domestic,
regional, and international equity and real estate markets and their dependence on short-term
foreign lending.” While there was some initial progress in ICs restructuring in 2009—10, the
sector has hit renewed setbacks due to adverse market conditions in 2011 and the
reemergence of global liquidity strains. Furthermore, nine companies were delisted from the
Kuwait Stock Exchange (KSE) in Q1 2012 and 12 other companies that have been already
suspended from trading were given final warnings to address their financial conditions by

" The 2010 FSAP indicated that at end-2009, ICs held 35 percent of their assets in stocks (of which, 43 percent
was domestic and 43 percent in the GCC), and 20 percent in real estate (of which, 38 percent was domestic and
55 percent in the GCC). Six percent of ICs’ assets were invested in private equity, the majority of which in
Europe (83 percent). Overall, conventional investment companies depend on foreign operations more than their
Islamic counterparts, with their foreign assets and liabilities constituting 54 percent and 24 percent of their
balance sheet size, while those of Islamic ICs amount to 36 percent and 15 percent, respectively.



end-June 2011 or be delisted.® The creditor protection clause under the 2009 Financial
Stability Law has only been utilized in one case so far;’ only one restructuring was
completed under the law, but it is yet to be seen if the restructuring plan will be executed
successfully. Average equity prices of ICs declined almost 27 percent in 2011, which brings
the cumulative decline vis-a-vis August 2008 to almost 79 percent.

III. OUTLOOK AND RISKS

Economic recovery expected to strengthen, but low DP implementation rates and
legislative bottlenecks could dampen the recovery

8. Economic recovery is expected to strengthen, led by high government
expenditure. Nonoil economic activity is expected to expand about 5% percent in 2012 as
the expansion in government expenditures—particularly wages and capital expenditure—
continue to filter through the economy. In addition, due to the persistence of high oil price
and production levels, Kuwait is expected to attain fiscal and external surpluses of over
30 percent and 40 percent of GDP, respectively, for the second year in a row. Inflation is
expected to moderate slightly in 2012 to about 4.4 percent, due to a decline in global food
inflation.

0. Low capital budget implementation rates could hamper the recovery and
undermine the objectives of the DP. Cross-country comparison indicates that Kuwait’s
overall investment levels are relatively low (Figure 6), which points to the need for an
increase in investment rates if Figure 6. Average Total Investment, 2005-11
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Sources: Country authorities; and IMF staff calculations.

8 Out of the nine delisted companies, one was liquidated, two lost their licenses, and one changed its core
business. Two of the remaining five companies already posted negative equity in their Q3 2011 financial
statements and the rest are suspected of being in a similar position. Of the 12 other companies, one company
has already been delisted and another raised paid-in capital and the suspension has been lifted.

? Two more companies have applied for creditor protection recently, and the CBK is evaluating their financial
condition in order to present a recommendation to the court.



generally delayed by red-tape and bureaucracy, an outdated legislative base, deficiencies in
laws that have been passed in recent years, and holdups in passing new legislation. Overall,
slippage in capital expenditures could hamper the recovery— capital expenditure has high
growth multipliers and also helps catalyze private investment, particularly in the context of
the DP.

The economy remains exposed to external and domestic risks

10. Similar to other countries, Kuwait is exposed to external risks, including the
intensification of the European debt crisis.

e Kuwait has accumulated a significant stock of financial assets, which provides it with a
financial cushion to smooth out the impact of a temporary decline in oil prices.
Nevertheless, a worsening of the sovereign debt crisis in Europe could result in a tail risk
event of a protracted period of low oil global demand and prices and a further tightening
of global financial markets. A materialization of this risk could impact Kuwait’s fiscal
and external revenues and the private sector’s debt roll-over risk, further weakening the
financial situation of investment companies.

e Adverse external shocks could also affect Kuwait’s cross-border investments. Kuwait has
sizable wealth held abroad. In addition to the Kuwait Investment Authority’s (KIA)
assets,'° Kuwait’s cross-border private sector investments were estimated at over

$51 billion in 2010
Kuwait: Private Sector Investments Abroad

(41percent of 2010 GDP)."!
In this context, a regional or US$ (billion) As % of Total As % of GDP
global event could affect Total investment abroad 51.4 100.0 41.4
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allocation of Kuwait’ private sector cross-border assets is as follows:

- The majority of investments are in the GCC (about 40 percent of portfolio investment
and 50 percent of FDI). The large share of private sector investment in the GCC

' The value and geographic and asset class allocation of KIA’s assets are not published. Accordingly, the
assessment noted below on geographic exposure risks is limited to private sector assets invested abroad.

" Private sector assets invested abroad are based on data provided in the IME’s Consolidated Portfolio
Investment Survey (CPIS) and the Consolidated Direct Investment Survey (CDIS). The results of the two
surveys can be found at www.imf.org.



renders Kuwait specifically vulnerable to financial market fluctuations in the
.12
region.

- The private sector’s exposure to the rest of the MENA region is relatively small
(7 percent of portfolio investment and 20 percent of FDI). Accordingly, the impact of
developments in Arab countries undergoing transition on Kuwaiti private sector
investments is estimated to be limited in view of relatively small exposures.

- A confined event in the GIIPS (Greece, Ireland, Italy, Portugal, and Spain) would
have a limited impact on Kuwait’s private sector investment as its exposure to these
countries is relatively small.

e Geopolitical events that could impact Kuwait’s oil export lines also constitute a risk.

11. A reversion to domestic political gridlock could hamper the recovery. The
overarching issue for Kuwait is the ability of the government and parliament to push an
agenda that improves the investment climate and promotes sustainable and inclusive growth.
A lack of progress on this agenda could continue to slow down the implementation of the DP
and, therefore, weaken the government-led recovery. 13 Private sector investment would also
be affected, both on account of the private sector’s co-participation in several DP projects
and the likely worsening of the business environment.

12 For example, the intensification of the European debt crisis could spill over to the rest of the world, including
the GCC—the correlation between global and GCC regional financial markets has increased significantly since
the global crisis because of high volatility.

" In a recent report, Fitch has argued that “marked frictions between an elected Parliament and the appointed
government will continue to weigh on the reform agenda and hamper political effectiveness” and that
“difficulties in reaching agreement at the political level will continue to affect economic reforms, including the
implementation of the four-year Development Plan.”



Kuwait: Risk Assessment Matrix

Nature/Source of
Main Threats

Likelihood of realization in the
next three years

Expected impact on the
economy if risk is realized

Large and prolonged
decline in oil prices

The economy remains
highly dependent on oil
for its fiscal and
external revenues.

Mission assessment: Low

A global recession followed by a
protracted slow growth would
depress demand for energy and
could lead to a sharp fall in oil
prices.

Mission assessment: Medium to
High

While the government has
buffers, some consolidation in
expenditure would be required,
which would affect nonoil
activity.

Worsening global and
regional markets and
financing conditions

Kuwait’s private sector
(particularly ICs) and
government have
sizable external
financial and real
exposures. ICs continue
to be dependent on
foreign financing.

Mission assessment: Low to
medium

Stress in the Euro zone and
regional developments could
affect market valuation and
financing conditions.

Mission assessment: Low to
medium

ICs could be significantly
affected by this scenario. Banks’
provisions would need to increase
further, tightening domestic
lending conditions due to higher
risk aversion. But the banking
system would likely remain
sound, as banks have been
provisioning for their lending to
ICs for several years now. Impact
on government’s assets is
expected to be manageable.

A slowdown in the
implementation of the
DP

Nonoil growth is highly
dependent on
government
expenditures,
particularly in the
context of the DP.

Mission assessment: Low

There have been significant
delays in the implementation of
the DP in the first two years of
the plan. Furthermore, a number
of recently-passed key laws
proved to be deficient and now
require amendments, and other
needed legislation has been
delayed.

Mission assessment: Low to
Medium

Nonoil economic growth is
dependent on government
expenditure and further delays in
the implementation of the DP and
structural reforms would slow
growth.
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IV. PoLICY DISCUSSIONS
A. Near-Term Macroeconomic Policy Mix

12. Overall, the near-term fiscal policy stance is expected to remain supportive.
Compared to the previous fiscal year, there is likely to be a fiscal stimulus of 4.7 percentage
points in the non-oil primary deficit (Figure 7) and the deficit will remain significantly above
pre-crisis levels. While the supportive fiscal stance is appropriate and has been called for in
recent years in view of still moderate economic growth and low inflationary pressure, the
composition of these increases,'® including in 2012/13, raises concerns both as regards

medium-term fiscal sustainability Figure 7. Fiscal Impulse, 2007/08-2011/12

(see Section B below), and short- 15 15
term fiscal management. On the .EZ?an)ein nonoil primary deficit to nonoil GDP (percentage

latter, the recurrent nature of these 10 10
expenditures complicates the ability

of the government to withdraw fiscal s
stimulus, if needed. While inflation is .
projected to remain low, inflation e .
risk is on the upside and the L

authorities should be ready with a

strategy for fiscal adeStmel’lt if K 2007/08  2008/09  2009/10  2010/11 2011712  2012/13 ’
inflationary pressures were to build Sources: Country authorities;and IV stff esimates.

up. This strategy should safeguard the capital budget as much as possible. '’

13. Monetary policy and liquidity conditions remain supportive. Policy interest rates
are expected to remain historically low—consistent with Kuwait’s high degree of free capital
mobility, the currency basket peg, and low international interest rates. e Currently liquidity
conditions are appropriately supportive of a strengthening of private sector credit growth.

In view of the limitations of monetary policy in the context of the exchange rate peg,
macroprudential policies (e.g., loan-to-deposit ratio, liquidity ratios, household debt-service
ratio) gain importance in managing domestic liquidity and credit conditions, when needed.
Nevertheless, in current conditions where inflationary pressures are likely to emanate from
wage increases with still weak credit growth, the capacity of macroprudential policies to
moderate these pressures would likely be limited.

14 . . . . . . . .
Namely, increases in public sector wages and the associated increases in social security transfers.

' Leaning on capital expenditure for fiscal adjustment would reduce the productivity of government
expenditure.

1 1t should be noted, however, that a 2009 study on GCC monetary policy, Bova and Senhadiji find that, given
the basket peg, Kuwait followed the U.S. monetary palicy less closely than the other GCG countries.



11

14. Assessments of the real exchange rate suggest that the Dinar is broadly in line
with fundamentals. The methods based on current account assessment give mixed results, as
the underlying current account: (i) is somewhat higher than the norm suggested by the
macro-balance approach (hence suggesting an undervaluation), but (ii) is smaller than the
norm suggested by the external sustainability approach (hence suggesting some
overvaluation). The method based on a direct assessment of the real exchange rate (i.e., the
equilibrium real exchange rate approach) suggests a slight undervaluation. Taken together,
this evidence suggests that the real exchange rate is in line with fundamentals, as the
deviations of the real exchange rate and the current account from their benchmarks are low or
moderate.

B. Maintaining a Sustainable Medium- to Long-Term Fiscal Envelope While
Improving the Efficiency and Welfare Impact of Government Expenditure

15. Kuwait’s has significant fiscal space. Kuwait has a sound fiscal buffer, thanks to
thirteen consecutive years of fiscal surpluses. In addition, while the FY2011/12 fiscal break-
even oil price of $44 per barrel is much higher than the fiscal break-even price of $17 per
barrel just before the global financial crisis (FY2007/08),"” the ratio of the break-even price
to current market prices remains similar to historical standards.

16. Nonetheless, rising public sector wage and pension costs and rapid population
growth are expected to exert pressures on public finances. The average real and nominal
growth rate of the public sector wage bill has more than doubled in the last six years
(2006/07-2011/12), to 8 percent and 13 percent, respectively (Figure 8). The continuation of

such a trend could put significant Figure 8. Wage Bill Growth Rate, 2000/01-2011/12
pressures on government finances— 7" )
via hlgher Wage payments, B Nominal wage bill growth rate

government pension contributions, 20 R wage bil growth rte 20
and an increase in the unfunded

liabilities of the pension system—

and would be difficult to reverse if 10 10
oil prices were to decline . .

significantly in the future. The cost I I IE Ig Ig g g I I

to the pension system is onerous for 0 E 5 = E 0

Kuwait, particularly given its low Sl S o 6 0 o o o

retirement age (See AnneX 1) and Sources: Country authorities; and Fund staff estimates.

15 15

' Fiscal break-even price calculations include investment income and profits from some public sector agencies
not included in the budget (Kuwait Investment Authority, Kuwait Petroleum Corporation, and the Central
Bank). An alternative calculation that accounts for transfers to the Future Generations Fund as an expenditure
and excludes investment income from oil revenues results in a fiscal breakeven price of $36 and $66 for
FY2007/08 and FY2011/12, respectively.
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generous benefits.'® Finally, rapid population and labor force growth—about 60 percent of
the Kuwaiti population is under 24 years—is likely to put increasing pressures on public
sector employment and the provision of public services going forward.

17. Fiscal consolidation is therefore needed in the medium term if current spending
trends continue. The mission estimates that government expenditure will exhaust all oil
revenues by 2017, which means that the government will not be able to save any portion of
these revenues for future generations (Figure 9)."° In this context, medium-term benchmarks
for government eXpenditU—re can help Figure 9. Oil Fiscal Revenues and Total Government Expenditure,

the government determine its fiscal 1980/81-2017/18

envelope in order to target . .

intergenerational equity in the 3 —Oil revenues (KWD billion) |
1 1 1 1 25 25

dlStI‘lb'utIOI’l of 011 I'.GSOUI'CGS. o == Total Expenditure (KWD billion) //"

Kuwait’s nonoil primary deficit is 20 20

already above the estimated baseline 15 15

benchmarks (based on the permanent 10
income hypothesis), and some fiscal 5
consolidation would be needed in the o
medium to long term (Figure 10,

upper panel). In this context, an
adjustment of at least 12 percentage
points of the nonoil primary deficit to GDP (or KD 7 billion against a projected expenditure
of around KD 25 billion in 2017) would be needed by 2017 to ensure long-term fiscal
sustainability. The need for fiscal consolidation is larger and more urgent in a scenario of
lower oil prices (Figure 10, lower panel).
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Sources: Country authorities; and IMF staff estimates.

' The last actuarial assessment based on 2007 data indicated unfunded liabilities in the order of KD 11 billion
(23 percent of 2011 GDP). While, the central government has paid already over two-thirds of that liability,
recent wage increases will certainly add new unfunded liabilities.

" Projections assume a trend decline of oil prices in the medium term, from an average of $113 per barrel in
2012 to $91 per barrel by 2017.
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Figure 10. Fiscal Sustainability Scenarios
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Note: The baseline calculations assume long-term values of the real rate of return of
assets, inflation, and population growth of Kuwaiti nationals of 4 percent, 2 percent,and 2
percent, respectively. Oil reserves are assumed to be depleted in 65 years and the oil
price to be at $91 per barrel in 2017 and remain constantin real terms thereafter. The
alternative calculation assumeslong-term population growth of 1.4 percent(as forecasted
forthe whole population [i.e., nationals and expatriates] by the 2008 United Nations World
Population Prospects for the period 2010-50).
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18.

14

Overall, there is need to improve the productivity and welfare impact of

government spending. In particular:

Reallocating government expenditure towards capital expenditure, which has higher
growth multipliers, would enhance nonoil GDP growth and improve the long-term
sustainability of the fiscal accounts, while improving the productivity of government
expenditure. In addition to containing the growth of the public sector wage bill, the
authorities could consider increasing individuals’ pension contributions to avoid a
further buildup of unfunded liabilities, and should avoid adopting any measures that
would further burden public finances. Furthermore, while capital expenditures have
been budgeted to increase significantly in the context of the DP, actual
implementation has been lagging, indicating a need to improve the government’s
implementation capacity, accelerate and improve the quality of legislative reforms,
and enhance the business environment (below).

Expenditure under the DP should focus on social and key physical infrastructure
projects, keeping in mind project viability.

Revisiting general energy subsidies. About 20 percent of government expenditures
are in the form of untargeted oil-related subsidies (electricity, water, and fuel) and
benefits.”® While the mission recognizes the challenges of implementing subsidy
reforms, the phased withdrawal of these subsidies should be part of a medium- to
long-term fiscal reform program, particularly in view of Kuwait’s medium-term fiscal
vulnerabilities noted above. In this context, the mission estimates that Kuwait’s per
capita energy consumption would decline by 25—40 percent in the long term if
domestic oil prices reflected international levels.?' Savings that accrue to the
government from the elimination of subsidies (about 7 percent of 2011 GDP or

140 percent of capital expenditures in FY2011/12) could be partly used to provide
targeted subsidies to the lower income segment of the population.*” The authorities
are now well-equipped with data from the recently completed national census—and
are in the process of implementing a new household income survey—that could
provide guidance for the design of a system of targeted subsidies to the poorest
segment of the population.

2 These subsidies have low growth multipliers, encourage excess consumption, and are received
disproportionally by high income population groups.

21 US. retail prices excluding U.S. taxes, which are around 180 percent of Kuwait retail prices, are used as an
international benchmark for the calculations.

*? It should be noted that the full impact of higher oil prices on consumption patterns would not materialize
immediately. Rather, the adjustment would be expected to take place over the medium term.
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19. Medium-to-long-term fiscal reforms should also include the tax system.
Introduction of a VAT, which the authorities are currently targeting for FY2013/14 in
conjunction with the planned GCC-wide VAT implementation, would be a step forward.
Progress made so far in this area is welcome, but the authorities would need to further build
the institutional capacity to ensure its effectiveness. Although the proposed rate (5 percent) is
estimated to increase government revenues only by 2—-3 percent of GDP in the short term, it
could progressively contribute more as the nonoil sector continues to expand.* The
authorities are also undertaking preparations for the introduction of a comprehensive income
tax system, but it is not clear whether they will be able to implement it in the near future.

20. A fiscal rule could be useful for medium-term fiscal management. Despite high
savings rates in recent years, government expenditure remains largely driven by oil revenues
(see Figure 8 above). In this context, while the authorities have made progress in
strengthening the institutional and analytical underpinnings for fiscal policy—including
through the establishment of a macro-fiscal unit, the planned adoption of the GFSM 2001
standards, and ultimately a move to a performance-based budgeting—the adoption of a
medium-term budget framework and a well-designed fiscal rule could help contain pressures
to increase government expenditure and improve the management of future oil cycles.

C. Improving the Business environment

21. Kuwait ranks relatively low on business environment indicators. In general,
inefficient government bureaucracy and restrictive labor and education conditions are quoted
by market participants as the most problematic factors for doing business in Kuwait. Most
notably, Kuwait lags significantly on the burden and transparency of government regulation,
which indicates red tape and bureaucracy. Furthermore, in the areas of labor market
regulation and education conditions, two essential elements for competitiveness, Kuwait lags
the rest of the GCC in the quality of the education system and availability of high-quality
specialized training services, among other weaknesses. Another area that needs immediate
attention is Kuwait’s ability to attract foreign direct investment. This limits to a great extent
the benefits that could accrue from the transfer of technology and knowhow that foreign
ownership could bring about.

22. Kuwait also lags in regards to basic corporate governance indicators, such as the
strength of auditing and financial reporting standards, the efficacy of corporate boards of
directors, and the protection of minority shareholders’ interest. On the ICs front, weak
corporate governance practices contributed to the buildup of vulnerabilities of ICs during the
pre-crisis boom years and have resulted in significant challenges for the sector after the
global crisis. The recently-established CMA has issued bylaws and new listing requirements

 In coordination with the World Bank, FAD has provided technical assistance to Kuwait on VAT policy and
administration in FY2011/12 (the World Bank is providing extensive TA to Kuwait in this area).



16

that seek to strengthen corporate governance. Nevertheless, challenges remain in view of the
nature of the ownership structure of ICs (largely family owned) and the generally weak risk
management practices and oversight role of the boards. On the banking sector side, the CBK
has made important steps in improving corporate governance, including by focusing on risk
management practices in banks, and is currently in the process of drafting new corporate
governance guidelines for banks with a view to strengthen the oversight role of bank boards.

23.  Public sector wage policy is inconsistent with the government’s labor policies
and objectives of the DP. Despite the imposition of minimum quotas for Kuwaiti
employment in the private sector and the provision of financial incentives for Kuwaitis
working in the private sector, Kuwaitis constitute only about 7 percent of the private sector
labor force. This reflects the attractiveness of public sector employment for Kuwaitis (higher
wages and benefits and lower working hours) and the mismatch between the Kuwaiti labor
force skills and the needs of the private sector. Given the high rates of growth of the Kuwaiti
labor force projected in the short-term, such a growth-employment model would undermine
economic diversification and impose additional budgetary costs. The mission estimates that
about 74—112 thousand Kuwaitis will enter the labor force in the next 5 years (2012-16),
while the private sector is projected to create only about 17 thousand jobs for Kuwaitis. This
would put pressure on the government to absorb about 5695 thousand Kuwaiti youth (11-19
thousand per year), further straining government finances.

24.  Legislative and other reforms are therefore strongly needed. The authorities are
largely aware of the need to enhance the business environment in Kuwait. Nevertheless,
action has been slow. Specifically, there is need to upgrade the education system to improve
the quality of education and make it attuned to the needs of the business sector. On the
financial and corporate sector sides, strengthening institutions’ board member composition
and role (for example by requiring a larger share of independent members), and enforcing the
appropriate implementation of auditing and reporting standards should be a priority. On the
legislative side, the authorities’ should proceed with modernizing key legislation in a way
that enhances the business environment and increases the efficiency of government
procedures, taking into account best international practices. In this respect, care should be
taken to strengthen and preserve the independence of the CBK, taking into consideration the
special nature of its operations (see paragraph 29). Furthermore, the authorities should avoid
the pitfalls of recent legislative experience, where a number of laws that were passed proved
to be deficient and now require amendments. Finally, the authorities are encouraged to
undertaken a comprehensive review of business procedures and requirements with the view
to streamline them.
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D. Maintaining Financial Sector Stability

25. The CBK has made significant progress in implementing the 2010 FSAP
recommendations. Specifically: (i) the CBK has completed the establishment of a financial
stability office; (i1) the onsite supervision function has been strengthened;24 (ii1) the transition
to risk-based supervision has now been completed;? (iv) seven ICAAP assessments have
been completed so far, one is under review, and only two assessments remain to be done; (v)
in addition to the stress tests that are conducted by the banks themselves, the CBK now
conducts periodic stress tests that model stress events vis-a-vis credit, market, and liquidity
risk and take into account scenarios with graduating severity; and (iv) off-site surveillance is
now used systemically to identify risk areas and the work program for onsite inspections.
Furthermore, emphasis has been put on improving banks’ corporate governance and new
guidelines that are based on the World Bank’s 2009 corporate governance assessment and
Basel Committee recommendations are planned to be issued no later than June 2012.

26. The newly established CMA has commenced its supervisory role in September
2011. All ICs are now under dual supervision by the CBK* and CMA pending the
separation of ICs’ activities (i.e. lending versus other investment banking activities), and the
CBK and the CMA meet regularly to ensure coordination based on the MoU that they have
concluded on this issue. The CMA faced significant challenges in assuming its role initially,
including due to the gridlock caused by the suspension of three of its commissioners in 2011
and the lack of adequate staffing, both in number and expertise. Nevertheless, the CMA
appears to have resumed its activities at a normal pace more recently and has been active in
enforcing its bylaws.

27. The financial soundness indicators for the banking sector remain strong.27
Although they have slightly declined in 2011, Banks’ capital adequacy and leverage ratios
remain strong, owing to capital injections and subordinated debt issuance in 2010. The risk-
weighted capital adequacy and Tier 1 ratios were 18.5 percent and 16.9 percent at end-2011,
respectively, compared to 18.9 percent and 17.3 percent in 2010. Bank liquidity has
improved substantially due to a combination of high retail deposit growth and still moderate
lending growth. Profitability is still moderate, at less than half the rates experienced in the

* Twelve new staff have been hired and the inspection cycle has been shortened to 18 months.
2 Importantly, an inspection work program related to risk management is at an advanced stage.

2 CBK supervision only covers lending activities. In this regard, the regulations that have been issued in June
2010 on liquidity, leverage, and FX borrowing for implementation by June 2012 have been suspended.

?7 Stress tests conducted last year by staff indicated that the banking system could reasonably withstand
significant credit and liquidity shocks. Single factor stress test results still underscored the vulnerability of the
banking sector to exposure to the real estate and equity markets, but the recapitalization needs under the severe
scenarios in these tests appeared manageable.
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pre-crisis years, with the average return on equity and the average return on assets around
8.1 and 1.1 percent, respectively. NPL ratios have continued to decline in 2011, reaching

7.3 percent in 201 1compared to their peak of 11.5 percent in 2009. The decline continues

to be largely on account of write-offs of ICs loans and loan repayments related to loan
restructurings. The write-off of bad loans in 2010—11 has resulted in a decline in the specific
provisions’ coverage of NPLs, from 38 percent in 2009 to about 30 percent in 2011.

28. The financial conditions of ICs appear to have worsened further.?® The sector
faced renewed pressures in 2011 and, as a result, posted losses in 2011 as opposed to slight
profits in 2010.%° Only about half of the listed ICs published their annual financial statements
at end-2011, suggesting that actual losses in the sector might be higher than what has been
published so far.

29. The authorities should continue to be vigilant regarding existing and emerging
risks. Specifically, the authorities should maintain their strategy of building precautionary
provisions and retained profits by banks, continue to enhance ICs supervision, and develop
the needed tools for ICs resolution. In this context:

o Banks should continue to build precautionary provisions and retain profits, both
against ICs loan portfolio and also vis-a-vis other volatile sectors, particularly real
estate and lending for the purchase of securities—the latter two sectors constitute
26 percent and 10 percent of banks’ total loan portfolio, respectively.*® Real estate
companies have posted losses three years while both domestic and regional stock
markets have not yet recovered from the decline experienced as a result of the global
financial crisis.

o The authorities are strongly encouraged to modernize the legal framework for
companies’ restructuring/resolution, with special attention to financial institutions. In
the absence of an adequate legal framework, the timeframe and the legal process for
the restructuring of distressed but viable ICs, or the exit of unviable ICs, is unclear.
The current legal framework under the Companies Law is tilted toward liquidation
(which tends to be a protracted process) and the creditor protection clause under the
financial stability law has had a limited impact in facilitating the restructuring of
distressed ICs. In this relation, the formation of a committee, led by the Ministry of
Commerce and Industry with the membership of the CBK and the CMA, to study

% Stress tests conducted by staff in 2011 for 11 investment companies indicted that the companies tested had
limited capacity to absorb adverse shocks.

%% Based on data for listed companies only.

3% The Central Bank requested banks in the last two years to build up precautionary provisions against ICs
portfolio, creating an additional cushion to absorb potential future losses.
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proposals on this issue is welcome. The quick resolution of distressed ICs and the exit
of unviable ones will help ensure least cost resolution for all parties involved
(including banks), limit negative spillovers within the ICs sector,”' reduce banks’ risk
aversion and encourage lending, and strengthen investor sentiment. At the same time,
the bail out of unviable ICs should be avoided to limit moral hazard.

The CMA has made substantial progress since its inception and has already overcome
important challenges. In this regard, it should continue to build up its staffing
capacity to enable it to meet fully its supervisory responsibilities. The CMA’s
intention to seek expertise in designing a strengthened framework for ICs regulation
is welcome.

The CBK and the CMA should continue to have effective discussions and
coordination as regards the supervision of ICs.

The independence of the CBK should be strengthened and preserved. In

developing a new and improved national legislative base, the authorities should continue to
take into account the specific nature of central bank operations and the need to strengthen
and preserves its operational independence. Specifically, international experience points to
the following:

Central bank audit procedures. Due to the need of specialized technical expertise, a
qualified external auditor with experience in sophisticated financial instructions should
audit the central bank’s financial statements. Government audits, if at all required, should
be limited to ex post audits of the efficiency of the use of resources in nonpolicy-related
operational expenditures.

The budget of the central bank. The central bank should be free to determine its annual
budget and to be held accountable for it on an ex post basis. Ideally, the bank will
formulate its budget under an agreed framework, the board will approve it and the bank
will table it with parliament for information purposes. The annual report will contain
some commentary of the bank’s performance to budget. In setting up a framework for
expenditure accountability, it is important to differentiate between functional (direct
policy related) and operational expenditures, to be clear about the independent role of the
bank’s board in discharging its fiduciary duties in this area.

Public sector tendering regulations. Procurement accountability is best carried out
through a strong central bank board and an active audit committee with clear lines of
accountability within the central bank. Public procurement laws do not make allowances

*! The lack of confidence in the sector as whole has had a negative impact on otherwise healthy ICs as the sector
saw substantial investor withdrawals and a significant impact on fee-based operations.
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for the special nature of the central bank and could thus unduly complicate procurement
by the central bank.

31. Developing the domestic capital market should help diversify financing sources.
The authorities have recently hosted an IMF/AMF TA mission on this subject. In this
context, the mission encourages the authorities to follow up on the recommendations of the
TA mission, in particular to establish a public-private sector Task Force to produce an action
plan on the way forward.

E. Other Issues

32. There has been significant progress in improving Kuwait’s statistical system, but
further improvements are needed. In particular, the authorities have improved the
timeliness of the CPI data, strengthened balance of payments, external debt, and IIP statistics,
completed the 2011 national census, caught up with delays in the production of the national
accounts at constant prices, and are currently in the process of implementing the new Balance
of Payments Manual (BPM6) and strengthening national accounts statistics. The authorities
are currently receiving technical assistance from the World Bank in the area of national
accounts and are encouraged to provide the needed resources to achieve further
improvements in Kuwait’s statistical system.

33. The recent AML/CFT assessment indicates that there are a number of
shortcomings in Kuwait’s AML/CFT framework. The assessment, which was published in
September 2011, highlighted among the main shortcomings: the lack of criminalization of
terrorism financing and loopholes in the AML/CFT preventive, institutional and supervisory
frameworks. The authorities have requested technical assistance from the Fund in this area.
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Table 1. Kuwait: Selected Economic Indicators, 2007-13

(Quota: SDR 1,381.1 million)
(Population: 3.58 million; Dec. 2010)
(Per capita GDP: $37,039; 2010 estimate)
(Poverty rate: n.a.)
Main exports: oil and gas

Oil and gas sector
Total oil and gas exports (billions of U.S. dollars)
Average oil export price (U.S. dollars/barrel)
Crude oil production (millions of barrels/day)

National accounts and prices
Nominal GDP (market prices, in billions of Kuwaiti dinar)
Nominal GDP (market prices, in billions of U.S. dollars)
Real GDP (at factor cost)
Real oil GDP
Real non-oil GDP
CPl inflation (average)
Unemployment rate (Kuwaiti nationals)

Investment and savings
Investment
Public
Private’
Gross national savings
Public
Private '
Savings/investment balance

Budgetary operations?
Revenue
Oil
Non-oil, of which:
Investment income
Expenditures
Expense *
Capital
Balance
Domestic financing
External financing
Total gross debt (calendar year-end)®

Money and credit
Net foreign assets®
Claims on nongovernment sector
Broad money
Kuwaiti dinar 3-month deposit rate (year average; in percent)

Stock market unweighted index (annual percent change)”

External sector
Exports of goods
Of which: non-oil exports
Annual percentage change
Imports of goods
Annual percentage change
Current account
Percent of GDP
External debt including private sector
International reserve assets 8/
In months of imports of goods and senices

Memorandum items:
Exchange rate (U.S. dollar per KD, period average)
Nominal effective exchange rate (NEER, period average)
Real effective exchange rate (REER, period average)
Sovereign rating (S&P)

2007

59.1
68.4
2.57

2008

82.6
92.2
2.68

2009

48.9
61.5
2.26

(Annual percentage change

32.6 39.6 30.5 35.6 47.2
114.7 147.4 105.9 124.3 171.2
6.4 4.3 -7.8 2.4 8.3
-4.7 54 -12.9 0.7 14.9
15.3 2.7 -4.8 3.4 45
5.5 10.6 4.0 4.0 4.7
6.1 4.9 3.6 2.9
(Percent of GDP at market prices)
20.5 17.6 18.0 19.1 16.3
3.3 3.5 4.8 5.3 4.9
16.9 14.1 13.2 13.8 11.4
57.2 58.5 44.7 49.9 57.7
55.2 46.8 50.6 49.3 50.7
2.1 1.7 -7.6 0.7 7.0
36.8 40.9 26.7 30.8 41.4
(Percent of GDP at market prices)
68.0 64.3 63.2 64.0 66.2
51.6 52.8 52.2 51.8 54.9
16.4 11.5 11.0 12.2 11.3
13.1 8.7 8.1 8.8 8.5
28.1 48.6 35.0 4.7 35.6
24.0 44.1 30.4 36.4 30.7
4.1 4.4 4.6 5.3 4.9
39.8 15.8 28.2 22.3 30.6
-3.1 4.6 -1.7 2.0 -0.5
-36.7 -11.2 -26.4 -24.3 -30.2
7.0 5.3 6.7 5.7 4.3
(Changes in percent of beginning broad money stock)
1.1 10.0 8.3 0.1 7.5
35.6 19.2 71 2.0 2.8
19.3 15.6 13.4 3.0 8.5
5.2 3.3 1.4 0.8
247 -38.0 -10.0 -0.7 -16.4
(Billions of U.S. dollars, unless otherwise indicated)
62.6 87.0 54.4 67.6 104.3
3.5 4.4 5.5 5.8 7.6
6.4 251 26.5 5.7 30.0
-19.1 -22.9 -18.5 -20.1 -22.0
17.7 20.0 -19.2 8.3 9.4
42.2 60.2 28.3 38.3 70.8
36.8 40.9 26.7 30.8 41.4
57.6 60.5 45.5 31.1
15.9 16.7 17.7 18.7 23.0
5.9 5.3 6.6 6.4 7.0
3.52 3.72 3.48 3.49 3.63
2.1 2.9 -3.6 -0.3 0.3
-0.2 7.9 -1.2 0.9 1.5
AA- AA- AA- AA- AA

Prel.
2010

61.8
.7
2.31

Proj. Proj.

2011

96.7
103.3
2.66

2012

114.4
113.4
2.90

, unless otherwise indicated)

54.3
195.3
6.6
8.4
55
4.4

16.7

5.4
1.3
61.0
51.5

4.2

2013
105.4

109.0
2.80

19.3
12.7
58.8
50.0

39.5

Sources: Data provided by the authorities; and Fund staff estimates and projections.

' Also includes government entities.

2 Kuwaiti fiscal year ending March 31, e.g. 2007 refers to fiscal year 2007/08.

3 In 2006/07 KD 2 billion was transferred to partly cover the actuarial deficit of the Public Pension Fund.

In 2008/09, KD 5.5 were transferred. KD 1.1 billions are budgeted for each year from 2010/11 to 2014/15.
4 Excludes investment income and pension recapitalization, and after transfers for FGF.
5 Excludes debt of Kuwait's SWF related to asset management operations.

8 Excludes SDRs and IMF reserve position.
7 Change in the KSE as of December 29 2011 for 2011.

8 Does not include external assets held by Kuwait Investment Authority.
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Table 2. Kuwait: Summary of Government Finance, 2007/08-2013/14

Est. Budget, Est. Proj.
2007/08 2008/09 2009/10 2010/11 2011/12  2012/13 2012/13 2013/14

(Billions of Kuwaiti Dinars)

Revenue (includes grants) (A) 23.3 24.0 20.1 24.7 324 13.6 36.8 35.0
Taxes 0.4 0.3 0.3 0.3 0.3 0.0 0.4 0.4
Social contributions
Grants
Other revenue 23.0 23.7 19.8 243 32.1 13.6 36.4 34.6

Oil and gas 17.7 19.7 16.6 19.9 26.9 12.8 30.4 28.2
Investment income and transfer of profits of public

entities' 4.5 3.2 2.6 3.4 4.2 0.0 4.9 5.3
Other 2 0.8 0.7 0.6 1.0 1.0 0.8 1.1 1.1

Total expenditure (B=C+D) 9.7 18.1 11.1 16.1 17.4 221 20.0 21.5

Expense (C) 8.2 16.5 9.7 14.0 15.0 18.0 16.8 17.9
Compensation of employees 2.8 3.4 3.5 3.7 4.4 5.6 5.1 5.6
Purchases/use of goods & senices ° 1.8 1.9 1.9 2.1 2.4 3.2 2.9 3.2
Interest * 0.1 0.1 0.1 0.0 0.0 0.0 0.0
Subsidies and social benefits * ° 2.4 9.7 3.1 5.7 6.7 7.7 7.2 7.3

Subsidies 1.5 2.6 1.8 25 24 2.8 2.8
Oil-related subsidies 1.4 2.6 1.8 2.5 2.4 2.8 2.8
Other subsidies 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Social benefits 1.0 71 1.3 3.2 4.2 4.4 4.6
Payments to social security fund 0.7 6.4 0.8 1.8 2.5 2.7 2.8
Transfers to social security fund 0.7 0.8 0.8 0.7 1.5 1.6 1.7
Fund recapitalization 0.0 5.6 0.0 1.1 1.1 1.7 1.1 1.1
Other social benefits 0.3 0.7 0.5 1.4 1.7 1.7 1.7
Oil-related 0.0 0.3 0.1 0.9 1.0 1.2 1.2
Others 0.3 0.4 0.4 0.4 0.7 0.5 0.5

Grants
Expense not elsewhere classified 1.1 1.5 1.0 2.5 1.5 1.6 1.6 1.7

Net acquisition of nonfinancial assets (D) 1.4 1.6 1.5 2.0 2.4 4.1 3.1 3.6
Purchases of nonfinancial assets 1.4 1.6 1.5 2.0 2.4 41 3.1 3.7
Sales of nonfinancial assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Gross operating balance [=A-C] 15.1 7.5 10.4 10.6 17.4 4.4 19.9 171

Net lending / borrowing [=A-B] 13.7 5.9 9.0 8.6 15.0 -8.5 16.8 13.4

Non-oil balance 4.0 -13.8 -7.6 -11.4 -11.9 -21.3 -13.7 -14.8

excluding investment income -8.5 -17.1 -10.2 -14.7 -16.0 -21.3 -18.5 -20.1

excluding recapitalization of pension -8.5 -11.4 -10.2 -13.7 -15.0 -19.6 -17.5 -19.0

excluding oil-related subsidies and benefits =71 -8.6 -8.3 -10.3 -11.5 -13.4 -15.0

Financing -13.7 -5.9 -9.0 -8.6 -15.0 8.5 -16.8 -13.4
(Percent of GDP)

Revenue (includes grants) 67.9 64.3 63.2 64.0 66.2 251 67.9 65.3

Total expenditure 28.1 48.6 35.0 41.7 35.6 40.8 36.9 40.2

Gross operating balance 43.9 20.2 32.7 27.6 35.5 -8.2 36.8 31.9

Net lending / borrowing 39.8 15.8 28.2 223 30.6 -15.7 31.0 25.1

Non-oil balance -11.8 -37.0 -24.0 -29.5 -24.3 -39.3 -25.2 -27.6

excluding investment income -24.8 -45.7 -32.1 -38.3 -32.8 -39.3 -34.3 -37.5
excluding recapitalization of pension -24.8 -30.6 -32.1 -35.4 -30.5 -36.3 -32.3 -35.4

excluding oil-related subsidies and benefits -20.5 -23.0 -26.0 -26.6 -23.5 -24.8 -28.0
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Table 2. Kuwait: Summary of Government Finance, 2007/08-2013/14 (concluded)

Est. Est. Budget, Est. Proj.
2007/08 2008/09 2009/10 2010/11 2011/12  2012/13 2012/13 2013/14
(Percent of nonoil GDP)

Revenue (includes grants) 157.8 158.8 133.1 147.7 176.6 68.0 184.0 160.6
Taxes 2.4 2.3 2.0 1.9 1.8 0.0 1.8 1.7
Other revenue 155.4 156.5 131.2 145.8 174.8 68.0 182.2 158.8

Oil and gas 119.8 130.3 110.0 119.5 146.5 63.9 152.4 129.6
Investment income 30.3 21.4 17.1 20.2 22.6 0.0 24.5 24.2
Other 5.2 4.8 4.1 6.0 5.6 4.1 5.3 5.0

Total expenditure 65.3 119.9 73.7 96.2 94.9 110.7 100.0 98.9

Expense 55.7 109.0 64.1 84.0 81.8 90.3 84.3 82.2
Compensation of employees 18.8 22.2 23.2 22.3 24.0 27.8 25.6 25.8
Purchases/use of goods & senices 12.1 12.6 12.9 12.3 13.2 16.2 14.6 14.7
Interest 1.0 0.6 0.4 0.3 0.3 0.0 0.2 0.2
Subsidies and social benefits 16.5 63.9 20.8 34.0 36.3 38.3 36.0 33.6

Subsidies 9.9 17.2 12.2 14.9 13.2 0.0 14.1 12.7

Social benefits 6.6 46.7 8.6 19.1 231 0.0 21.9 20.9

Payments to social security fund 4.5 42.3 5.2 11.0 13.9 0.0 13.3 12.9

Other social benefits 2.1 4.4 3.4 8.1 9.3 0.0 8.6 8.0
Grants

Expense not elsewhere classified 7.4 9.7 6.7 15.2 8.0 7.8 7.8 7.8

Net acquisition of nonfinancial assets 9.5 10.9 9.6 12.2 13.1 20.4 15.7 16.7

Gross operating balance 102.0 49.8 69.0 63.6 94.8 -22.2 99.7 78.4

Net lending / borrowing 92.5 38.9 59.4 51.4 81.8 -42.6 84.1 61.7

Non-oil balance -27.3 -91.4 -50.6 -68.1 -64.7 -106.6 -68.3 -68.0

excluding investment income -57.7 -112.8 -67.7 -88.3 -87.4 -106.6 -92.9 -92.1
excluding recapitalization of pension -57.7 -75.5 -67.7 -81.8 -81.4 -98.3 -87.4 -87.1
excluding oil-related subsidies and benefits -47.7 -56.8 -54.8 -61.5 -62.7 -67.2 -68.8

Memorandum items:

Expenses excl. recapitalization of pension fund

(percent of nonoil GDP) 55.7 7.7 64.1 77.5 75.9 78.8 77.2

Oil-related subsidies and benefits (percent of nonoil

GDP) 10.0 18.7 12.9 20.3 18.7 20.2 18.3

Kuwait Crude oil price, USD per barrel 74.4 84.5 65.5 84.1 105.8 65.0 112.3 107.2

Sources: Ministry of Finance; Central Bank of Kuwait; and Fund staff estimates and projections.

' Excluded from the national budget presentation. Estimated by Fund staff.

2 Includes UN (Iraq) compensations

3 Includes other miscellaneous expenditures in FY 07/08 and 08/09.
4 Covers interest payments on the treasury bills and bonds, and on the DCP bonds. Only the latter is included in the national

budget presentation.

5 In 2006/07 KD 2 billion was transferred to partly cover the actuarial deficit of the social security fund.

In 2008/09, KD 5.5 were transferred. KD 1.1 billions are budgeted for each year from 2010/11 to 2014/15.

5 The 2006/07 budget reflects KD195 million on account of a KD 200 one off grant transfer to each Kuwaiti citizen. The 2010/11
budget reflects KD 1,120 million on account of a KD 1,000 one off grant transfer to each Kuwaiti citizen.



24

Table 3. Kuwait: Summary Balance of Payments, 2007-13

Prel. Proj.
2007 2008 2009 2010 2011 2012 2013
(Billions of U.S. dollars, unless otherwise indicated)
Current account 42.2 60.2 28.3 38.3 70.8 86.4 76.2
Goods (trade balance) 43.4 64.0 35.9 47.6 82.4 98.4 88.3
Exports 62.6 87.0 54.4 67.6 104.3 121.7 113.2
Oil exports 59.1 82.6 48.9 61.8 96.7 114.4 105.4
Non-oil exports including re-exports1 3.5 4.4 5.5 5.8 7.6 7.3 7.8
Of which: re-exports 1.2 1.7 1.6 1.8 2.3 2.2 2.4
Imports -19.1 229 -18.5 -20.1 -22.0 -23.3 -24.9
Senices -3.2 -3.8 -2.3 -5.6 -7.5 -7.9 -8.4
Transportation -0.1 -0.6 -1.4 -1.1 -0.7 -0.8 -0.8
Insurance -0.1 -0.1 0.0 0.0 0.0 0.0 0.0
Travel -6.4 -7.3 -5.8 -6.2 -7.9 -8.4 -9.0
Other senices 3.4 4.3 4.9 1.6 1.1 1.3 1.4
Investment income 12.4 10.7 7.7 9.4 11.1 11.8 13.8
Receipts 16.3 14.0 8.9 10.6 11.4 12.9 14.9
General government2 8.5 8.8 6.3 7.4 8.8 10.6 12.4
Other sectors® 7.8 51 2.6 3.2 2.6 2.3 2.4
Payments -3.9 -3.2 -1.2 -1.2 -0.3 -1.1 -1.1
General government 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other -3.9 -3.2 -1.2 -1.2 -0.3 -1.1 -1.1
Current transfers* -10.5  -10.7 -13.0 -13.1  -151 -16.0 -17.5
Capital and financial account -33.4 -49.6 -25.6 -44.4 -59.8 -84.6 -74.5
Capital account® 1.5 1.7 1.0 2.1 3.5 3.6 3.7
Financial account -349 -51.3 -26.6 -46.5 -63.4 -88.2 -78.2
Direct investment 9.7 -9.1 -7.5 4.7 -8.3 -10.1 -8.9
Abroad® -9.8 -9.1 -8.6 -5.1 -8.7 -10.4 -9.3
In Kuwait 0.1 0.0 1.1 0.3 0.4 0.4 0.4
Portfolio investment -34.9 -28.1 -8.2 -16.9 9.3 -16.2 -8.7
Other investment (net) 9.7 -141 -10.9 249 457 -62.0 -60.6
Net errors and omissions’ 5.5 -10.0 -1.0 6.7 -6.7 0.0 0.0
Overall balance 3.3 0.7 1.7 0.6 4.3 1.7 1.7
Memorandum items
Current account/GDP (in percent) 36.8 40.9 26.7 30.8 41.4 44.2 39.5
Current account (excl. oil)GDP (in percent) -14.7 152 -195 -189 -15.2 -14.3 -15.1
Investment income/GDP (in percent) 10.8 7.3 7.3 7.6 6.5 6.1 7.1
WEO oil price (dollars per barrel) 711 97.0 61.8 79.0 104.0 114.7 110.0
Import growth (in percent) 17.7 20.0 -19.2 8.3 9.4 5.9 6.9
International reserve assets (billions of U.S. dollars)® 15.9 16.7 17.7 18.7 23.0 24.8 26.5
In months of imports of goods and senices 5.9 5.3 6.6 6.4 7.0 7.1 7.1

Sources: Central Bank of Kuwait; and Fund staff estimates.
' Also includes unrecorded oil exports.

2 Kuwait Investment Authority, Kuwait Petroleum Corporation, Kuwait Fund for Arab Economic Development, Public Institute

for Social Security, Kuwait Airways Corporation, and Bank of Savings and Credit.

3 CBK, local banks, investment companies, exchange companies, insurance companies, and the nonfinancial private sector.
4 From 2007, based on a new, more comprehensive methodology to estimate outward workers’ remittances.

5 Includes UN war compensation.

8 For 2010, includes a projection of the net inflow from the sale for $10.6 billion of a foreign asset owned by a Kuwaiti company.

7 Includes other unclassified private sector flows.
8 Includes SDRs and IMF reserve position.
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Table 4. Kuwait: Monetary Survey, 2007-13

Prel. Proj.
End of period 2007 2008 2009 2010 2011 2012 2013
(Millions of KD)

Foreign assets (net) ' 5,718 7,610 9,441 9,466 11,380 12,531 13,806
Central bank 4,327 4,510 5,009 5,183 6,397 6,880 7,354
Local banks 1,392 3,100 4,432 4,283 4,983 5,651 6,453

Domestic assets (net) 13,269 14,341 15,455 16,169 16,444 17,694 19,195
Claims on government (net) -968 -2,675 -3,227 -2,441 -2,678 -3,226 -3,524

Central bank (net) -920 -1,124 -1,165 -533 -682 -832 =727
Claims 0 0 0 0 0 0 0
Deposits 920 1,124 1,165 533 682 832 727

Local banks (net) -47 -1,550 -2,063 -1,908 -1,996 -2,394 -2,797
Claims 1,912 1,985 1,922 1,910 1,887 1,887 1,887

Government debt bonds 0 0 0 0 0 0 0
Public debt instruments 1,912 1,985 1,922 1,910 1,887 1,887 1,887
Other claims 0 0 0 0 0 0 0
Deposits 1,959 3,535 3,984 3,818 3,883 4,281 4,684
Claims on nongovernment sector 21,822 25,460 27,019 27,527 28,237 29,455 32,161
Credit facilities 20,139 23,660 25,108 25,201 25,612 26,716 29,170
Local investments 1,683 1,800 1,911 2,326 2,626 2,739 2,991
Other items (net) -7,585 -8,444 -8,336 -8,918 -9,115 -8,536 -9,443

Broad money 2 18,987 21,950 24,896 25,634 27,824 30,225 33,001
Money 4,147 4,370 4,714 5,625 6,630 7,202 7,864
Quasi money 14,841 17,580 20,182 20,009 21,194 23,023 25,137

Of which: Foreign currency deposits 1,710 1,899 2,753 2,119 2,141 2,326 2,539

(Annual percentage change)

Foreign assets (net) 3.1 33.1 241 0.3 20.2 10.1 10.2
Central Bank 26.6 4.2 11.1 3.5 23.4 7.5 6.9
Local banks -34.6 122.8 43.0 -3.4 16.3 134 14.2

Domestic assets (net) 27.9 8.1 7.8 4.6 1.7 7.6 8.5
Claims on government (net) -953.4 176.4 -20.7 24.4 -9.7 -20.4 9.2
Claims on nongovernment sector 35.1 16.7 6.1 1.9 2.6 4.3 9.2
Other items (net) -28.9 11.3 1.3 -7.0 2.2 6.4 -10.6

Broad money 19.3 15.6 13.4 3.0 8.5 8.6 9.2
Money 16.8 5.4 7.9 19.3 17.9 8.6 9.2
Quasi money 20.0 18.5 14.8 -0.9 5.9 8.6 9.2

Of which: foreign currency deposits -23.8 11.1 45.0 -23.0 1.1 8.6 9.2

(Change in percent of beginning of period broad money stock)

Foreign assets (net) 1.1 10.0 8.3 0.1 7.5 4.1 4.2
Central bank 5.7 1.0 23 0.7 4.7 1.7 1.6
Local banks -4.6 9.0 6.1 -0.6 2.7 24 2.7

Domestic assets (net) 18.2 5.6 5.1 2.9 1.1 4.5 5.0
Claims on government (net) -6.8 -9.0 -2.5 3.2 -0.9 -2.0 -1.0
Claims on nongovernment sector 35.6 19.2 71 2.0 2.8 4.4 9.0
Other items (net) -10.7 -4.5 0.5 -2.3 -0.8 21 -3.0

Broad money 19.3 15.6 13.4 3.0 8.5 8.6 9.2
Money 3.7 1.2 1.6 3.7 3.9 21 2.2
Quasi money 15.5 14.4 11.9 -0.7 4.6 6.6 7.0

Of which: Foreign currency deposits -3.4 1.0 3.9 -2.5 0.1 0.7 0.7

Memorandum items:

Non-oil GDP/M2 77.0 69.6 58.9 63.5 64.6 64.6 64.6
Foreign currency deposits/M2 9.0 8.7 11.1 8.3 7.7 7.7 7.7
Private credit/non-oil GDP 135.5 151.2 166.8 154.8 143.6 137.9 137.9

Sources: Central Bank of Kuwait; and Fund staff estimates.

' Excludes SDRs and IMF reserve position.
2 Excludes deposits with financial institutions which are marginal.



Table 5. Kuwait: lllustrative Macroeconomic Baseline Scenario, 2007-17

Prel. Projections
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
(Percentage change, unless otherwise specified)
Production and prices

Nominal GDP (KD billions) 32.6 39.6 30.5 35.6 47.2 54.3 53.6 53.6 54.6 56.4 58.9
Nominal GDP 10.6 21.6 -23.1 16.9 32.5 15.0 -1.3 0.0 2.0 3.3 4.3
Nominal non-oil GDP 20.3 4.4 -3.9 10.9 10.5 8.6 9.2 8.8 8.8 9.0 9.1

Real GDP 6.4 4.3 -7.8 2.4 8.3 6.6 1.8 3.3 3.9 3.9 4.0
Real oil GDP -4.7 5.4 -12.9 0.7 14.9 8.4 -3.4 0.5 2.2 2.2 2.3
Real non-oil GDP 15.3 2.7 4.8 3.4 4.5 5.5 52 4.9 4.9 4.9 4.9

Kuwait crude export price (U.S. dollars per barrel) 68.4 92.2 61.5 7.7 103.3 1134 109.0 102.0 96.6 93.0 90.8

Crude oil output (millions of barrels per day) 2.57 2.68 2.26 2.31 2.66 2.90 2.80 2.82 2.88 2.94 3.01

Consumer price index 55 10.6 4.0 4.0 4.7 4.4 4.1 4.0 4.0 4.1 4.1

(Percent of GDP, unless otherwise specified)
Public finance '

Revenue, of which: 68.0 64.3 63.2 64.0 66.2 67.9 65.3 63.0 61.4 60.5 60.9
Oil and gas 51.6 52.8 52.2 51.8 54.9 56.3 52.7 49.5 46.8 44.5 42.7
Investment income 2 13.1 8.7 8.1 8.8 8.5 9.0 9.8 10.7 1.7 13.2 15.5

Expenditure 281 48.6 35.0 41.7 35.6 36.9 40.2 42.9 42.7 44.4 45.8
Expense ® 24.0 441 30.4 36.4 30.7 31.1 33.4 35.3 34.6 35.9 37.0
Capital 4.1 4.4 4.6 5.3 4.9 5.8 6.8 7.6 8.1 8.5 8.8

Fiscal balance (deficit -) 39.8 15.8 28.2 22.3 30.6 31.0 25.1 20.2 18.6 16.1 15.2

Exchange rates

Exchange rates (U.S. dollar per KD, period average) 3.52 3.72 3.48 3.49 3.63

Nominal effective exchange rate -2.1 29 -3.6 0.3 0.3

Real effective exchange rate -0.2 7.9 0.9 1.5 1.9

(Percent of GDP, unless otherwise specified)
Balance of payments

Exports of goods and senices excl. re-exports 59.7 62.4 56.9 61.9 66.9 67.8 64.6 61.9 59.7 57.6 55.6
Of which: oil and refined products 51.5 56.0 46.2 49.7 56.5 58.6 54.6 51.3 48.7 46.4 44.3

Imports of goods and senices excl. re-exports -24.6 -21.6 -25.2 -28.2 -23.2 -21.4 -23.2 -24.7 -25.7 -26.6 -27.3

Investment income (net) 10.8 7.3 7.3 7.6 6.5 6.1 71 8.4 9.7 11.8 14.7

Current account 36.8 40.9 26.7 30.8 41.4 44.2 39.5 35.8 33.2 31.7 31.5

Current account (excluding oil exports) -14.7 -15.2 -19.5 -18.9 -15.2 -14.3 -15.1 -15.6 -155  -14.7 -12.8

(Percent of GDP, unless otherwise specified)
Saving-investment balance

Final consumption 44.4 41.5 51.9 471 39.9 36.9 39.2 41.5 43.9 46.3 48.0
Government 14.0 13.4 18.5 16.7 13.9 14.2 16.1 17.7 18.9 19.9 20.8
Private 30.4 28.1 335 30.4 26.0 22.7 23.1 23.9 25.0 26.4 27.2

Gross domestic investment 20.5 17.6 18.0 19.1 16.3 16.7 19.3 21.2 221 22.7 23.7
Government 3.6 3.5 4.8 5.3 4.9 5.4 6.6 7.4 8.0 8.4 8.8
Private 16.9 14.1 13.2 13.8 11.4 11.3 12.7 13.8 14.2 14.3 14.9

Savings 57.2 58.5 43.0 50.0 57.7 61.0 58.8 57.0 55.4 54.4 55.1
Government saving 55.2 46.8 50.6 49.3 50.7 51.5 50.0 46.2 43.0 40.9 40.2
Private savings 2.1 1.7 -7.6 0.7 7.0 9.5 8.8 10.8 12.3 13.4 15.0

Sources: Kuwait authorities; IMF World Economic Outlook; and Fund staff estimates and projections.

" Fiscal year ending March 31.
2 Includes profits of public enterprises.

3 In 2006/07 KD 2 billion was transferred to partly cover the actuarial deficit of the Public Pension Fund.
In 2008/09, KD 5.5 were transferred. KD 1.1 billions are budgeted for each year from 2010/11 to 2014/15.
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Table 6. Kuwait: Financial Soundness Indicators of the Banking Sector, 2006-11
(Percent unless specifed otherwise) '

2006 2007 2008 2009 2010 2011
Capital adequacy
Regulatory capital to risk-weighted assets 20.2 19.3 15.6 16.7 18.9 18.5
Regulatory Tier | capital to risk-weighted assets 17.7 17.2 14.3 14.9 17.3 16.9
Capital to assets 12.6 12.3 10.9 11.4 12.6 12.4
Loan composition and quality
Qil/gas 0.7 0.8 0.9 1.2 1.2 1.1
Trade 11.8 10.4 10.2 10.6 10.0 10.5
Industry 5.0 5.9 6.8 6.5 7.0 71
Construction 13.4 12.6 11.9 11.4 12.7 12.1
Real estate 17.5 19.2 18.1 20.6 20.0 19.6
Equity purchase loans (corporate) 54 4.5 5.8 5.9 5.7 5.8
Agriculture/fishing 0.2 0.1 0.7 0.3 0.4 0.2
Financial Institutions 14.6 15.9 12.8 12.7 14.1 13.1
Of which: investment companies 5.3 7.9 7.5 8.0 8.7 6.1
Of which: banks 0.0 0.0 0.0 0.0 4.6 3.7
Public senices 1.6 2.2 1.9 1.6 1.6 1.7
Households 20.3 19.1 16.0 16.1 16.3 17.0
Of which: credit card advances 1.0 0.8 0.6 0.5 0.5 0.5
Of which: installment loans 13.7 121 10.9 12.7 121 12.9
Of which: consumer loans 3.7 4.1 25 1.0 22 22
Of which: equity purchase loans (individuals) 1.8 21 2.0 1.9 1.4 1.4
Other 9.6 9.2 14.8 13.3 1.1 11.8
Gross non-performing loans to total loans 4.6 3.8 6.8 11.5 8.9 7.3
NPLs net of specific provisions to total loans net of specific provisions 2.5 2.1 4.9 7.4 6.1 5.3
Specific provisions to gross NPLs 47.4 47.2 29.0 38.3 33.9 29.5
NPLs net of specific provisions to Tier | capital 12.6 10.8 31.5 46.2 33.8 28.7
Loans to shareholders, parent companies, & directors to total loans 4.9 4.2 4.9 6.4 2.0 2.3
Large exposures to Tier | capital 147.6 141.6 212.4 165.1 124.3 105.3
Specific provisions to gross loans 2.2 1.8 2.0 4.4 3.0 2.1
Profitability
Return on Average Assets (ROAA) 2 2.7 3.3 0.8 0.7 1.2 1.1
Return on Average Equity (ROAE) 2 20.1 243 6.5 6.1 9.1 8.1
Net interest income to gross income 33.9 29.0 36.6 44.5 49.9 47.6
Non-interest income to gross income 29.0 29.0 21.6 25.3 24.6 33.1
Trading and foreign exchange income to gross income 13.7 15.1 6.7 6.0 4.1 10.0
Non-interest expenses to gross income 27.6 23.9 26.4 36.9 37.7 36.1
Non-interest expenses to average assets 2 1.4 1.5 1.6 1.9 1.6 21
Personnel expenses to non-interest expenses 50.7 49.6 48.0 42.9 48.7 36.8
Liquidity
Core liquid assets to total assets * 29.3 26.9 20.8 20.4 17.7 221
Core liquid assets to short-term liabilities 38.6 34.1 28.0 28.6 27.8 36.3
Liquid assets to total assets 34.5 32.9 28.4 279 22.8 26.5
Liquid assets to short term liabilities 45.3 41.7 38.4 39.2 35.7 43.7
FX- loans to total loans 19.7 23.3 24.9 25.8 255 25.8
FX- deposits to total deposits 28.8 34.9 35.1 32.7 30.7 33.8
FX- liabilities to total liabilities 23.2 27.8 24.2 22.6 1.2 11.4
Deposits to assets 59.3 56.4 59.2 58.8 56.7 58.3
Loans to deposits 96.1 103.1 109.0 113.0 116.5 110.9
FX- loans to FX-deposits 65.5 68.9 77.3 89.1 96.8 84.6
Sensitivity to market risk
Net open FX position (overall) as percent of Tier | capital 0.0 0.0 11.2 10.7 8.7
Off-balance sheet operations as percent of assets 32.1 34.7 32.5 25.3 26.2 25.4
Gross asset position in derivatives as a percentage of tier | capital 77.9 90.9 71.1 46.9 33.6
Gross liability position in derivatives as a percentage of tier | capital 77.9 91.0 711 46.8 39.4
Equity exposure to capital 40.6 42.4 471 45.4 39.1 43.7

Source: Central Bank of Kuwait

" Data is on consolidated basis.

2 averaging was not applied in 2006 indicators.

3 Core liquid assets include: cash and cash equivalents, deposits with CBK, government securities, CBK bills,
deposits with banks, certificate of deposits with other banks which mature within three months. The data was
extracted from CBK prudential report.
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Annex |. Cross-country Statutory Retirement Ages and Life Expectancy at Retirement

Statutory Life expectancy after Increase in statutory Life expectancy after
Earliest retirement age statutory retirement retirment age by 2030 statutory retirement
eligibility age 2010 age, 2010 (planned or legislated) age, 2030

Advanced economies:
Australia 65.0 65.0 17.4 2.0 19.2
Austria 60.0 65.0 17.9 18.6
Belgium 60.0 65.0 17.7 19.4
Canada 60.0 65.0 18.2 20.0
Cyprus 63.0 65.0 14.3 16.7
Czech Republic 58.8 61.8 18.8 3.2 22.0
Denmark 60.0 65.0 16.5 2.0 18.5
Finland 58.0 65.0 16.4 19.6
France 56.0 60.0 22.9 24.8
Germany 63.0 65.0 18.3 2.0 19.1
Greece 55.0 65.0 17.7 19.5
Iceland 60.0 67.0 15.4 16.9
Ireland 65.0 65.0 16.0 17.9
Italy 58.0 65.0 18.4 19.5
Japan 60.0 65.0 18.0 21.5
Korea 55.0 60.0 19.8 5.0 23.0
Luxembourg 57.0 65.0 17.8 18.7
Malta 61.0 61.0 19.6 4.0 23.6
Netherlands 65.0 65.0 15.9 2.0 18.3
New Zealand 65.0 65.0 17.3 18.6
Norway 67.0 67.0 15.2 16.6
Portugal 45.0 65.0 17.6 19.4
Slovakia 60.0 62.0 18.9 213
Slovenia 62.5 62.5 19.0 0.5 213
Spain 61.0 65.0 17.8 2.0 19.2
Sweden 61.0 65.0 17.0 19.4
United Kingdom 65.0 65.0 17.4 1.0 18.7
United States 62.0 65.8 16.3 1.0 17.3
Emerging market economies:
Argentina 60.0 65.0 16.6 18.5
Brazil 53.0 65.0 13.3 15.2
Bulgaria 63.0 63.0 16.5 20.2
China 50.0 60.0 18.1 19.2
Estonia 58.0 63.0 18.3 21.2
Hungary 60.0 62.0 18.6 3.0 215
India 50.0 58.0 18.2 20.1
Indonesia 55.0 55.0 22.6 24.6
Latvia 60.0 62.0 18.9 211
Lithuania 62.5 62.5 211 223
Malaysia 55.0 55.0 22.9 25.1
Mexico 60.0 65.0 16.3 17.2
Pakistan 55.0 60.0 17.0 17.9
Philippines 55.0 60.0 17.4 19.4
Poland 60.0 65.0 16.1 19.1
Romania 58.3 63.3 16.9 1.8 19.2
Russia 50.0 60.0 211 22.9
Saudi Arabia 55.0 60.0 19.0 19.9
South Africa 61.0 61.0 16.4 19.8
Turkey 60.0 60.0 17.3 19.4
Ukraine 58.0 60.0 20.5 22.6
Average: 58.9 63.0 17.9 0.6 19.9

Advanced 60.1 64.2 17.7 1.0 19.7

Emerging 57.1 61.2 18.2 0.2 20.3

G20 57.8 62.4 18.2 0.6 20.0

Advanced 60.4 64.0 18.5 1.2 20.3
Emerging 58.9 63.0 17.9 0.0 19.7

Other GCC Countries:
Bahrain 60.0
Kuwait 55.0

Sources: Cross-country data taken from the IMF paper From Stimulus to Consolidation: Revenue and Expenditure Policies in
Advanced and Emerging Economies, page 65. The sources cited in that paper are: Country authorities, European Comission (2009),
ILO (2010) UN (2010), OECD (2009¢), Social Security Administration (2010), and IMF staff estimates. Data for Bahrain

comes from country authorities.

Notes: Earliest eligibility age for pension benefits, including protected groups such as those in arduous
or unhealthy employment that applies for new entrants to the labor force (some countries might have
even earlier ages of eligibility for grandfathered groups). Legislated and planned increases in statutory
retirement ages are included in the calculations for 2030.
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