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Customer Deposits
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Shareholders Equity
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3,013
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Net Income

Earnings Per Share

Return on Average Equity

SR millions

Saudi Riyals

Percent

Return on Average Assets Improved to 4.2 percent in 2006.
Ratio of Shareholders Equity to Assets Improved to 15.4 percent in 2006.
Capital Adequacy Ratios Tier 1 (core capital) 25.6 percent and Tier 2 (core and supplementary capital) 26.8 percent.
Ratings In 2006 Fitch maintained NCB s long-term rating at A. Standard & Poor s raised its rating from A- to A.
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OPERATIONAL HIGHLIGHTS

Individual Banking

Corporate Banking

The conversion of NCB’s branch network to being Shariahcompliant was completed.

NCB’s Corporate sector was reorganized to better reflect
the needs of key customer segments.

In-branch research showed that customers now experience
more efficient and friendly handling of their business.

Cash Management continued to grow rapidly, becoming the
largest dividend distributor in Saudi Arabia for 2006.

NCB’s Ijara-based auto leasing product was successfully
launched.

The Bank participated in eight project finance arrangements,
including the US$ 564 million funding for Saudi International
Petrochemical Company (Sipchem).

Two consumer finance centers now offer products such as
credit cards, personal finance and auto leasing.
NCB received the Euromoney award for Best Private Bank
in Saudi Arabia, for the third consecutive year.
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NCB opened three dedicated Regional Operations Centers to
provide enhanced services for corporate clients.

Asset Management

Strategic Enablers

A milestone was NCB’s receipt of licensing from the Capital
Market Authority to form its new subsidiary, NCB Capital.

NCB’s newly formed Islamic Development Group now leads
the Bank’s development of innovative Islamic financial
solutions.

Several new structured products were brought to market:
Oryx Asia, a hedge fund of funds; a Collateralized Debt
Obligation (CDO) junior note; and a Shariah-compliant CDO.
Two mutual funds were launched: the AlAhli Saudi Secured
Trading Equity Fund and the AlAhli Emerging Markets
Trading Equity Fund.

The recruitment of proven talent continued to be a high
priority and today NCB employs staff of the highest quality
throughout the organization.
The Bank will be fully compliant with those elements of
Basel II required by the Saudi Arabian Monetary Agency
(SAMA) by the end of 2007.

NCB’s market share in the brokerage area grew with
80 percent of trading conducted online.
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CHAIRMAN’S STATEMENT

The National Commercial Bank (NCB) looks back on 2006
as a year of great progress, distinguished by significant
achievements on many fronts. Most notably, we enhanced
the quality of our people and services, expanded our
scope of activity, and increased our earning power. We
also continued to refine the execution of our strategy
through restructuring and expansion, while providing
customers with innovative products, including a
growing array of Shariah-compliant solutions.
On behalf of the Board of Directors, I am delighted to present the
Bank s 2006 annual review, which shows NCB s financial
performance continuing to reach new heights. The main highlight
was a record level of net income at SR 6,273 million, 25.2 percent
higher than 2005 and a threefold increase over five years.
Shareholders return on equity was 27.5 percent, a relatively good
return bearing in mind the Bank s capital increase. Return on
average assets increased to 4.2 percent, from 3.6 percent the
previous year.

In 2006, NCB became the first bank to receive a license from the
Capital Market Authority for our new entity, NCB Capital. In February
2007, the Board of Directors agreed to a memorandum of
understanding for NCB Capital to pursue a strategic alliance with
Goldman Sachs International. Activities to be conducted include
asset management, brokerage, investment banking and principal
investing within the MENA region. Robust domestic and regional
economies augur well for this new entity in its drive to become a
major player in its field.

In support of the strategy to expand NCB s activities, the Board of
Directors proposes that no final dividend be paid for 2006. A
recommendation will be made to the General Assembly in early 2007
that the Bank s capital be again increased by way of a bonus issue,
further strengthening our capital base.

Licencing was also obtained for AlAhli Takaful, which will be a
partnership between NCB, the International Finance Corporation
(a division of the World Bank), and a number of other international
partners. AlAhli Takaful is aiming to list on the Saudi Stock Exchange
in 2007, enabling the public to participate in the Kingdom s
developing insurance market.

An improved performance management process led to greater
productivity during the year. It also enabled NCB to improve the quality
of service to customers while increasing shareholder value. Added
emphasis was placed on hiring proven talents, bringing a variety of
skills to the Bank and contributing to the year s stellar
performance.
The Bank also continued to strengthen its corporate governance policy
with transparency, clarity, and operating efficiency as the cornerstones.
The Board is fully committed to complying with all guidelines and
disclosures mandated by the Kingdom s financial regulators. In
2006, a new framework of Board committees was implemented
with dedicated Credit, Compensation and Nomination, and Risk
Management committees added to the existing Executive and Audit
committees. These measures made the Bank s decision-making
process more streamlined and transparent, enabling it to bring new
products to market faster.

On behalf of the Board of Directors, I would like to take this
opportunity to express our sincere appreciation to the Custodian of
the Two Holy Mosques, King Abdullah Bin Abdulaziz Al-Saud. I also
thank His Royal Highness Prince Sultan Bin Abdulaziz Al-Saud, the
Crown Prince, Deputy Prime Minister, Minister of Defense and
Aviation, and Inspector General, along with all Government ministers
for their ongoing support of the Saudi banking sector. I would also
like to thank the Ministry of Finance, the Ministry of Commerce and
Industry, the Saudi Arabian Monetary Agency, and the Capital Market
Authority for their guidance and assistance throughout the year.
In closing, I thank our shareholders for their continued support and
our customers for their invaluable input that has helped make NCB
the quality institution it is today. I also extend my appreciation to all
our staff for their continued dedication and professionalism.
Abdullah Salim Bahamdan
Chairman
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BOARD OF DIRECTORS

Abdullah Salim Bahamdan
Chairman
Chairman of the Executive Committee, the Credit Committee, the Risk Management Committee and the
Compensation & Nomination Committee
Board Member, The National Gas and Industrialization Company, Yamama Saudi Cement Company, Saudi Petrochemicals
Company, The Saudi Research and Marketing Group, and Al-Jazirah Corporation for Press, Printing and Publishing.

Mutlaq Abdullah Al-Mutlaq
Member of the Executive Committee and the Credit Committee
President, Al-Mutlaq Group. Chairman of the Board, Al-Jazirah Corporation for Press, Printing and Publishing.

Abdullah Mohamed Al-Ghelaiqa
Member of the Audit Committee and the Compensation & Nomination Committee
Former Governor of the Saline Water Conversion Corporation. Member, Majlis Al Shoura (The Consultative Council).

Abdul-Aziz Abdullah Al-Zaid
Member of the Executive Committee and the Credit Committee
Assistant Governor for Investment, General Organization for Social Insurance (GOSI). Chairman of the Board,
Granada Center. Board Member and Executive Committee Member, Al Qassim Cement Company.

Abdullah Mohammed Noor Rehaimi
Member of the Risk Management Committee and the Compensation & Nomination Committee
President of the General Authority for Civil Aviation. Board Member, Saudi Arabian Airlines. Board Member and Chairman
of the Executive Credit Committee, the Saudi Credit Bank. Board Member and Chairman of the Audit Committee,
The Eastern Cement Cooperative Insurance. Advisory Board Member, the Saudi Entrepreneurship Development Institute
and Singapore Aviation Academy. Former Board Member, the Saudi Arabian Turkish Investment Company.
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Custodian of the Two Holy Mosques
King Abdullah Bin Abdulaziz Al-Saud

His Royal Highness Prince Sultan Bin Abdulaziz Al-Saud
Crown Prince, Deputy Prime Minister, Minister of
Defense and Aviation, and Inspector General

Abdul-Aziz Ibrahim Alomar
Member of the Executive Committee, the Credit Committee, and the Compensation & Nomination Committee
Financial Advisor, Public Investment Fund (PIF). Board Member and Member of the Executive Committee, Stusid Bank
(Tunis). Member of the Audit Committee, Saudi Telecom Company (STC).

Abdallah Yahya Al-Mouallimi
Member of the Audit Committee and the Risk Management Committee
President, Dar Al-Mouallimi Consulting. Advisor, Olayan Group. Former Mayor of Jeddah. Former Chairman of the Board,
Jeddah Chamber of Commerce and Industry. Former Member, Majlis Al Shoura (The Consultative Council).

Saleh Abdullah Alnaim
Member of the Risk Management Committee
Former Director General, Saudi Industrial Development Fund. Board Member, the Syrian Saudi Company for Industrial
& Agricultural Investment. Chairman of the Board of the Saudi Bangladesh Company for Industrial & Agricultural
Investment. Member of the Economic Offset Committee. Board Member, Gulf International Bank. Chairman of the
Board, Saudi National Shipping Company. Chairman of the Board, The Saudi Company for Pharmaceutical Industry &
Medical Appliances. Member of the Audit Committee, Saudi Fransi Bank. Board Member and Chairman of the Audit
Committee, Power & Water Utility Company for Jubail and Yanbu (MARAFIQ).

Fouad Mohammad Nour Abu Mansoor
Member of the Audit Committee
Chief Executive Officer, International Company for Communications Systems Operation. Member of the Saudi Syrian
Committee, and the Saudi German Committee. Former Deputy Minister of Post, Telephone and Telegram.
Former Member, Majlis Al Shoura (The Consultative Council).
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OUR VISION AND CORE VALUES

NCB is the premier financial
services group in the region
Our mission is to be:
THE LEADING ISLAMIC RETAIL BANK
Excelling in service quality, convenience and innovation for highest customer satisfaction
THE MARKET LEADER IN CONSUMER FINANCE
Excelling in risk management, innovative marketing, distribution and processing
THE PREFERRED PROVIDER OF FINANCIAL SOLUTIONS FOR TARGETED BUSINESS CLIENTS
Excelling in risk management, products, speed and service quality
THE LEADING WEALTH MANAGER
Excelling in offering trusted, expert advice, a comprehensive product range and service quality
THE FIRST CHOICE INVESTMENT HOUSE IN THE REGION
Excelling in performance, innovation and placement
EXPANDING GEOGRAPHICALLY IN SELECTED MARKETS

NCB’s purpose is to increase shareholder total return and support the development of the country.
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NCB s core values focus on people, customers and flawless execution.
PEOPLE
We insist on personal integrity
We value and recognize teamwork and collaboration
We practice open communication
We commit ourselves to learning and self-development
We reward for performance
We practice delegation and empowerment
CUSTOMERS
We are market-oriented and customer-driven
We deliver superior customer service
We anticipate and meet customer needs better than competition
We maintain absolute confidentiality
EXECUTION
We insist on flawless execution in everything we do
We insist on personal ownership and accountability
We fight complacency and act with a sense of urgency
We improve productivity continuously
We demand managers to lead by example
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CEO REVIEW

2006 was a year of adjustment for all banks in Saudi
Arabia. Many changes took place that affected the
financial services industry, including the Kingdom’s
admission to the World Trade Organization and the arrival
of new competitors. While becoming more complex,
the market is growing rapidly and this new business
environment provides many opportunities for NCB.

In light of these developments, NCB is pursuing its strategy of
transforming from a commercial bank to a fully diversified financial
services group. A milestone in this regard was the receipt of two
licenses during 2006. The first was for NCB Capital, our autonomous
capital markets arm, that will soon be established with its head
office in Riyadh. NCB is now in a position to comply with the Capital
Market Authority s requirement for all such business to be
managed through a separate entity by July 2007.
The second license was granted to AlAhli Takaful for setting up
a Shariah-compliant insurance business in partnership with the
International Finance Corporation and a number of other
international insurers. Once AlAhli Takaful is listed, it will launch
a range of life insurance products.
Corporate governance and compliance will continue to command
close attention in the coming year. The Bank will be fully compliant
with those requirements of Basel II stipulated by the Saudi Arabian
Monetary Agency (SAMA) to be in place by the end of 2007. Early
in 2007, the Bank s shareholders agreed to further strengthen the
Bank through another capital increase.

Our People
NCB emphasizes the need for its people to possess the skills to
consistently add value and to demonstrate professionalism and
efficiency in product and service delivery.
During 2006, a reconfiguration of the Bank s human resource
function focused on driving change from the top down, spanning
the entire process of hiring, training, motivating, developing, and
empowering staff. The recruitment of proven talent continued to
be a high priority, and today NCB employs staff of the highest
quality throughout the organization.
At the end of 2006 the Bank employed 5,126 people, compared
to 4,796 a year earlier. The Saudization level increased from
86.1 percent to 87.5 percent over the same period.
The changes of the past 12 months have helped to ensure that
NCB s people management process remains at the forefront of
Saudi Arabia s financial sector. Well-trained and motivated
personnel, working effectively as individuals and as a team, have
enhanced the Bank s ability to meet customer needs in terms of
service provided and products offered.

NCB s underlying business strategy recognizes the value chain that
links skilled and effective people to the provision of outstanding
customer service, leading to improved financial performance and
stimulating growth. Strengthening this value chain is therefore a
key determinant in achieving our goals.
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CEO REVIEW continued

Customer Service
2006 saw NCB become more market driven, sharpening its focus
on service quality and anticipating the future needs of customers.
The process of converting the Bank s branch network to being
Shariah-compliant was completed. Another significant move was
forming the Islamic Development Group, mandated to ensure the
Bank s continued leadership in Shariah-compliant services and
spearhead the development of new Islamic solutions.
Individual Banking

A major focus of 2006 was improving service quality across the
retail network. The success of this effort was confirmed by
extensive in-branch customer research that placed NCB s service
levels among the highest in the sector. Major contributors to this
success were the training and certification of branch staff and a
number of technological developments focusing on expanding
alternative channels.
Enhancing customer convenience and satisfaction is a guiding
principle of the Bank. In this regard, a new 300-seat call center was
opened in 2006 to form a vital point of contact with customers,
servicing their needs, handling enquiries and complaints, and
becoming an additional generator of new business.
A number of consumer finance initiatives included the high-profile
launch of auto leasing through Ijara financing. This proved highly
successful, marketed in conjunction with automobile dealers nationwide
and with the Bank s sales representatives present in showrooms.

A related activity was the opening of two consumer finance centers.
Open 14 hours a day and seven days a week, these centers
conveniently offer products such as credit cards, personal finance,
and auto leasing to new and existing customers. A direct sales force
was also recruited, tasked with establishing new customer
relationships across the Kingdom.
For the third consecutive year, NCB received the Euromoney award
for Best Private Bank in Saudi Arabia. NCB now has the largest private
banking team in the Kingdom with fully certificated specialists
maintaining the expected high levels of service, while offering clients
a wide range of products including private equity funds and
alternative investments.
Corporate Banking

The Corporate Banking sector was reorganized in line with the
Bank s strategic vision to provide tailored financial solutions to each
customer segment. By offering the right products, on-time delivery,
excellent quality of service, and improved risk management, the
Bank is poised to grow its share of corporate business.
Cash Management continued to grow rapidly during the year and
became the largest dividend distributor in the Kingdom. NCB
continued to expand its activities in project finance and participated
in eight high-value project finance arrangements, including the
US$ 564 million funding for Saudi International Petrochemical
Company (Sipchem) and the US$ 1,977 million financing for the
Shuaibah Independent Water and Power Project.
NCB now has Regional Operations Centers in the Kingdom s three
main business locations — Jeddah, Riyadh and Dammam. These are
dedicated to corporate customers, aimed at improving speed and
efficiency.
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A MAJOR FOCUS OF 2006 WAS IMPROVING SERVICE
QUALITY ACROSS THE RETAIL NETWORK. THE SUCCESS
OF THIS EFFORT WAS CONFIRMED BY EXTENSIVE INBRANCH CUSTOMER RESEARCH THAT PLACED NCB’S
SERVICE LEVELS AMONG THE HIGHEST IN THE SECTOR.

Asset Management

In preparation for the establishment of NCB Capital in response to
regulatory changes, emphasis during 2006 was on building capability
and strengthening Asset Management s infrastructure and team.
Most of the region s stock markets experienced major corrections
during 2006. Nevertheless, NCB increased its market share of assets
under management and continued to support customers seeking to
diversify their interests. For instance, 2006 saw the introduction of
Oryx Asia, a hedge fund of funds, and two fixed income products, a
Collateralized Debt Obligation (CDO) junior note and a Shariahcompliant CDO — the first of its kind. Saudi Equity Discretionary
Portfolio Management was launched offering customers a high level
of customization in terms of portfolio construction. Two new mutual
funds were launched: The AlAhli Saudi Secured Trading Equity Fund is
a low-risk closed-end fund providing capital appreciation over three
years with a guaranteed maximum downside; the AlAhli Emerging
Markets Trading Equity Fund is a higher risk open-end fund seeking
long-term capital growth.
NCB s investment products, including the world s largest portfolio
of Shariah-compliant funds, were sought by a variety of international
banks. By the year-end, institutions from Bahrain, the UAE,
Luxembourg and Indonesia had placements.
NCB continued to be a major player in the IPO market. Substantial
progress was made during the year to strengthen the Bank s
investment banking capabilities, as evidenced by the Sipchem IPO
where NCB assumed the roles of lead financial advisor and
underwriter.
The Bank made significant investments in providing a user-friendly and
efficient brokerage service. As a result, 80 percent of brokerage activity
was conducted online, compared to 40 percent the previous year.
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CEO REVIEW continued

Job Opportunities programs

Training and Employment program
Small Business program
Productive Families program

Education programs

Health programs

316 Saudis, both male and female, were trained and employed.
How To Start Your Small Business: 105 out of 223 graduates started their own businesses.
How To Start Your Home Business: 68 out of 184 graduates started new home-based businesses.
386 of 476 ladies trained have become the main source of income for their families.

Educational Development program

Three new laboratories were installed at Saudi universities and three more were renovated.
The four participating universities each received 30 personal computers per lab complete
with software, furniture, and network servers.
Four sponsored students graduated from Dar AlHekma Girls College.

Medical Equipment program
Medical Units program

25 kidney dialysis systems were donated to government hospitals.
Two intensive care ambulances were donated to the Saudi Red Crescent Society.

PC Laboratories program

Social programs

Financial Performance
NCB performed exceptionally well in 2006, achieving increases in all
financial performance indicators, with profitability again among the
highest in the region. Strong growth in a number of areas of activity
resulted in net income reaching a record SR 6,273 million, an increase
of 25.2 percent on the previous year. Earnings per share improved to
SR 6.97 in 2006 from SR 5.57 in 2005 (adjusted retrospectively for
the issue of bonus shares and shares split). The return on average
shareholders equity reached 27.5 percent, while the return on
average assets reached 4.2 percent, compared to 3.6 percent in
2005.
Total operating income rose 24 percent to SR 9,292 million. A major
contributor was net special commission income of SR 423 million,
an increase of 8 percent on 2005 and the result of expansion in
lending activities and investments. The Bank also generated a one-time
gain in non-trading investments of SR 633 million. Fees from banking
services grew significantly to SR 459 million, up 27.4 percent as a result
of higher earnings from local brokerage activities in the first quarter
of the year.
Operating expenses, before provisions, were well managed during
the year, rising 9 percent over 2005. Due to the increased levels
of operational efficiency, the revenue to expense ratio (excluding
provisions) improved to a multiple of 3.7, compared to 3.3 the
previous year.
During 2006, the provision expense for credit losses increased by
SR 405 million, while SR 359 million in doubtful loans and bad debt
was recovered.

NCB undertook sponsorship and donation programs that benefited orphans, mothers,
and institutes for the disabled, as well as hospitals, mosques, universities, and community
service organizations.

NCB remained the largest Saudi bank at the end of the year. Total
assets grew by 6.8 percent to SR 155,706 million. Investments increased
by 9.4 percent to SR 57,994 million, and net loans and advances
grew by SR 1,908 million to SR 77,245 million. Customer deposits
rose 12 percent, reaching SR 117,499 million at the year-end.
Total shareholders equity reached SR 23,999 million, rising SR
3,563 million (17.4 percent) after the 2005 dividend. The capital
adequacy ratio of the Bank reached a very healthy 26.8 percent.
The major international rating agencies recognized NCB s strong
financial performance. Standard & Poor s upgraded the Bank s
rating from A- to A, Capital Intelligence from A to A+, while Fitch
maintained its A rating. At these levels, NCB is one of the highest
rated banks in the Kingdom.
Corporate Social Responsibility
NCB is a proactive and responsible member of the Saudi Arabian
community. For more than five decades, NCB employees,
management and shareholders have made meaningful contributions
to improving lives in the society they serve. The underlying aims of
the Bank s efforts are to create job opportunities, contribute to the
development of the education and health sectors, to promote the
concept of voluntary social initiatives, and to support social service
organizations across the spectrum of beneficiaries.
NCB s dedicated Corporate Social Responsibility (CSR) unit designs
and coordinates a range of specialized community programs. Many
of these are pursued through strategic cooperation with other
like-minded Saudi companies and non-profit organizations.
In 2006, the Bank undertook 100 CSR projects, benefiting 14,274
citizens and 297 organizations.
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EXECUTIVE MANAGEMENT

From left:
Abdulrazzak M. Elkhaijy Islamic Development Group Head
Ahmed Farid Al Aulaqi Asset Management Sector Head
Abdulkareem A. Abu Alnasr Chief Executive Officer
Abdulrahman R. Addas Corporate Banking Sector Head

Donald P. Hill Support Sector Head
AlSharif Khalid AlGhalib Individual Banking Sector Head
Saud S. Sabban Head of Human Resources
Faisal Al-Sakkaf Chief Financial Officer

Sami A. Bin Mahfouz Head of Risk Management
Adel Al Howar Consumer Finance Sector Head
Chet Galpin Head of Marketing
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REVIEW OF THE SAUDI ECONOMY

Sector share of mega-projects total value (SR 1.0 trillion)

Oil & Gas
Petrochemical

19.9%

Industrial
Water & Power
39.7%

Development
24.8%

11.0%

Saudi Arabia s economy experienced another year of strong growth
in 2006, on the back of record oil prices, sustained government
spending and steadfast private sector growth. Gross Domestic
Product (GDP) expanded by an impressive 12.4 percent in nominal
terms, amounting to SR 1,301 billion (US$ 347 billion). In real terms,
GDP growth rose by 4.2 percent as the oil sector contracted due to
the supply/demand dynamics of the global oil markets. Nevertheless,
the Saudi oil sector registered year-on-year growth of 16 percent in
2006, while the private sector grew by 7.9 percent.
The most distinctive feature of the Kingdom s current economic
expansion is the growing role of the private sector. This contrasts
with previous oil-driven booms where growth, induced by government
expenditure, was unsustainable after subsequent downturns in the
oil price.
Major reforms have been introduced to promote sustainable
economic development and diversification. These reforms include
the Kingdom s accession to the World Trade Organization (WTO) in
December 2005, reduction of tariffs and import duties, in addition
to enhancing transparency, predictability and due process. The
overall impact of these and other reforms is the creation of a
pro-investment environment in the Kingdom that offers significant
business opportunities. Over the medium term, a wave of megaprojects — currently valued at SR 1.0 trillion (US$ 267 billion) — will
serve to further diversify the economy away from the oil sector.
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4.7%

Private sector participation in the economy is already accelerating.
2006 saw it expand by 6.3 percent in constant terms, accounting
for 44.8 percent of GDP. This trend is widespread, with the non-oil
industrial sector rising 10.1 percent, construction 6.3 percent,
utilities 5.5 percent, communication and transportation 9.5 percent,
commerce and hotels 5.2 percent, and finance, insurance and real
estate 5.1 percent.
The Kingdom also registered its highest twin surpluses during
the year, supported by rising crude oil prices, which are expected to
remain buoyant through the end of the decade. The current account
surplus soared to an all-time high of SR 358 billion (US$ 95 billion) as
the price of Saudi export crude rose by 24 percent. The fiscal surplus
reached SR 265 billion (US$ 71 billion) representing roughly 20.4
percent of GDP. Government revenues accelerated 16.1 percent to
SR 655 billion, and expenditures 12.6 percent to SR 390 billion.
Of the total surplus, SR 100 billion (US$ 27 billion) was used to
strengthen the Kingdom s foreign reserves. SR 105 billion (US$ 28
billion) was directed towards retiring public debt, and SR 20 billion
(US$ 5.3 billion) was injected into the Public Investment Fund (PIF).
The remaining SR 40 billion (US$ 11 billion) will be allocated to
additional development projects. Consequently, public debt is
believed to have declined to SR 375 billion (US$ 100 billion). By the
end of 2006, the Kingdom s debt to GDP ratio fell to 29 percent,
down from 41 percent a year earlier.

Budget balance and current account as a percentage of GDP

Growth in private sector credit vs. TASI
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The Saudi government s expansionary budget for 2007 projects a
surplus of SR 20 billion (US$ 5.3 billion). Revenues and spending are
expected to reach SR 400 billion (US$ 107 billion) and SR 380 billion
(US$ 101 billion) respectively — based on an average Brent crude
price of US$ 34 per barrel. As in 2006, these conservative projections
should overshoot the announced figures by a wide margin, resulting
in another enormous surplus.
The improved fiscal outlook will provide both opportunities and
challenges over the medium-term. The key challenge will be to
effectively execute the large increase in planned social and capital
expenditure while managing the sizeable surpluses.
In 2006 the Saudi Riyal depreciated 9.5 percent against the Euro and
12 percent against Sterling, mirroring the US Dollar s weakness
against both currencies. The Dollar s depreciation is a doubleedged sword for the Kingdom, with the earning power of exports
diminishing while the cost of imports from Europe and Japan rises.
As a result, inflation in 2006 edged up by 1.8 percent, a level not
seen for over
a decade. While the impact of a depreciating Dollar did not pose a
serious threat to the Saudi economy in 2006, it remains to be seen
whether the current pegging policy of the Saudi Riyal will be
reviewed to safeguard the local economy from rising inflation.
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Speculative behavior played a key role in the Saudi bull market,
where retail investors were driven by expectations of short-term
capital gains on their portfolios. Market valuation at the time had
touched around 46 times earnings multiple (PE) and the price-tobook value had climbed to around 11 times.
Early in 2006, the full-year corporate results for 2005 showed the first
signs of slow-down in five years. Suddenly the stock market s bull
run came to a halt. The market then fluctuated violently for the
remainder of the year with the TASI losing 55 percent of its value
from the 2005 closing level. The correction was broad-based and
pushed the market back to latter 2004 levels. Nonetheless, the
correction was expected as the market was in need of breathing
space.
Although market corrections of such a magnitude do have adverse
economic implications, the strength of the ongoing economic boom
cycle and robust growth across the non-oil private sectors are more
than compensating for the downturn. Aside from the short-term
impact on investor confidence — which will take a few quarters to
rebuild — there will be no long-term damage. Although the Capital
Market Authority (CMA) has introduced several measures to restore
investor confidence and improve liquidity, further enforcements are
likely to come.

Expanding money and credit growth have fueled the equity
market, so a correction was inevitable following the astonishing
capital gains of recent years. The Tadawul All Shares Index (TASI)
climbed from 2,518.08 points in 2002 to 16,712.64 points by the
end of 2005, gaining nearly 564 percent. The rally extended
through the first six weeks of 2006, bringing another 23.5 percent
on top of the 104 percent gain seen in 2005.

19

REVIEW OF THE SAUDI ECONOMY

Y-o-Y monthly monetary growth (attribution) vs. 3M deposit rate

26%

6.0%

Currency outside banks
Demand deposits

22%
5.0%
18%

Time and savings deposits
Quasi-monetary deposits

4.0%
14%

3M deposit rate

3.0%

10%

6%
2.0%
2%
1.0%

Sep 06

Nov 06

Jul 06

May 06

Jan 06

Mar 06

Nov 05

Jul 05

Sep 05

Mar 05

May 05

Jan 05

Sep 04

Nov 04

Jul 04

May 04

Jan 04

Mar 04

Nov 03

Jul 03

Sep 03

Mar 03

May 03

-6%

Jan 03

-2%
0.0%

The most positive aspect of the equity market in 2006 — despite
the massive decline — was the flotation of 10 new IPOs, the largest
number of public offerings in a single year to date. The three-time
oversubscription to the SR 10.5 billion capital asked for, demonstrates
investors healthy appetite for Saudi stocks. With the momentum
picking up since 2005, the Bank Albilad IPO, which placed 30 million
shares and was oversubscribed 51 times, had resulted in nearly half
of the population subscribing, consequently triggering further
interests in IPOs and promoting a retail equity investment culture.

WTO membership will help attract more foreign investments and
advanced technologies in the non-oil sectors. While oil remains the
major contributor to economic activity, the government is
heightening efforts to diversify the economy away from oil through
the development of new economic and industrial cities, primarily in
petrochemicals, energy-intensive industries, and information
technology. The Kingdom s thriving petrochemicals industry is well
placed to attract even more foreign investments because of cost
advantages, a result of the vast amounts of inexpensive gas feedstock.

Given the size of the planned mega-projects, Saudi banks will shortly
run up against capacity constraints on further long-term lending,
arguably boosting the Saudi equity market s role as an alternative
source of funding. With major privatization initiatives in the pipeline,
it is imperative to have financing alternatives to the existing banking
sector. The hope is that the equity market will provide that option.

Not surprisingly, the Kingdom was awarded the highest sovereign debt
ratings in the Middle East, on a level comparable to several OECD
member countries. The Kingdom s creditworthiness reflects not
only its fiscal prudence, but also its sound macroeconomic
management, growing twin surpluses, and booming foreign direct
investments with strong institutional capacity. Accordingly, Standard
& Poor s (S&P) and Fitch upgraded the Kingdom s rating to A+
during 2006.

Moving forward, the Saudi economy is becoming better attuned to
the ever-competitive global marketplace. Over the last five years,
the Kingdom has carried out major reforms that facilitated its
accession to the WTO. These measures included improving foreign
direct investment laws, devising a new attractive tax code, revising
commercial laws, reducing import tariffs and removing non-trade
barriers, and implementing intellectual property rights. In addition,
private capital has now been allowed into the water and power
sectors, the financial services industry has been liberalized, and
new insurance and capital market laws have been passed.
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