Kingdom of Saudi Arabia - Country Review

Background

With a current sustainable capacity to produce 11 million barrels of oil a day, Saudi Arabia is the single largest producer of oil in the world and is home to twenty five percent of earth’s known hydro carbon reserves, which at current rate of production would last many decades. In addition, the Kingdom has the largest minerals deposits in the Gulf, including about 20 million tons of gold ore, 60 million tons of copper, 10 billion tons of phosphates and million of tons of other elements; uranium, bauxite, coal, iron, tungsten, zinc and silver. Since early seventies oil revenues have helped to transform the Kingdom, it has now a world-class physical and technological infrastructure and a GDP per capita of more than US$ 25,000/-. Oil revenues account for more than seventy percent of government revenue and oil related economic activity contributes almost 45% to the GDP total.

US$

	
	2008*
	2009*
	2010*
	2011*
	2012**
	2013F

	GDP Nominal in Billions
	476.3
	376.7
	455.9
	5917.1
	653.9
	657.7

	GDP Per Capita
	22,927
	22,442
	23,176
	24,545
	25,529
	26,393

	Population in millions
	25.5
	26.3
	27.1
	28.0
	28.9
	29.8

	Inflation -% change
	9.9
	5.0
	5.4
	4.9
	4.4
	4.4

	Exchange Rate SR / 1US$
	3.75
	3.75
	3.75
	3.75
	3.75
	3.75


Source: EIU Dec ’12 (* Actual, ** EIU Estimate, F EIU forecast)

Kingdom has used five year development plans to allocate its petroleum income to transform its relatively underdeveloped, oil-based economy into that of a modern industrial state while maintaining traditional Islamic values and customs. The economy has progressed rapidly, and the living standards have improved impressively. Dependence on oil revenue continues but manufacturing industry, agriculture and services now account for an increasingly large share of economic activity.

In last few years, Kingdom has overhauled its investment laws to encourage foreign investment in almost all sectors of the economy. A one-window operation has been initiated under The General Organisation for Investments and to date dozens of licenses have been issued with investments running into billions of US dollars. The multinational leasing companies in operation were licensed under the new investment rules. A new Securities Market Law and new Tax Law were introduced in 2004 with the objective of speeding up the development of capital markets and streamlining tax rules and structure with a single tax rate of 20%.
Leasing in the Kingdom- The Historical Prospective

Leasing called Ijara in Arabic is not a new product in the Kingdom it has been around for many hundreds of years. Initially it began as a trading activity and was used for the hire of assets, labor and services, it was much later that it became a mode of finance. The practice of hiring or renting which was prevalent in Arabia before Islam was brought within the principles of Shariah (Islamic Law which covers human rights, property rights, contracts, work ethics, wealth and the role of State) from the Prophet’s time. The guiding principles of Ijara as practiced in the early period of Islam 1400 years ago were:

1) Written contract Mandatory

2) Ownership does not pass to the user

3) Asset should exist at the time of the contract

4) Consumable items cannot be hired

5) User must have delivery of goods

6) Total loss is owner’s responsibility

7) User responsible for damage through misuse

8) Contract is cancelable

9) Contract is void if one party dies

These principles have not changed much and in its pure form Ijara contract is the same as a modern operating lease with lessor retaining title, residual risk and for being responsible for maintenance, insurance and total loss. Over a period of time the Ijara contract was gradually altered and evolved to become a quasi finance lease called Ijara WA Iktina. The main differences between a standard finance lease and Islamic Ijara contract as applicable in the Kingdom are:

1) Lessor retains the risk of total loss (where the loss is not the fault of the lessee)

2) Hell and high water type clauses are not permissible

3) Lessor can not pass all responsibility for maintenance

4) Late payment surcharge application questionable

5) Assignment of the lease not permissible       

Development of Leasing
Prior to the year 2000 leasing was exclusively classified as a trading activity and did not come under the purview of Saudi Arabian Monetary Agency (the Central Bank).  In the year 2000 the scope of leasing was enlarged in line with the expansion and liberalization of investment laws and for the first time permission was given to two multinational leasing conglomerates to establish joint venture leasing companies in the Kingdom. The first company to be given permission was Saudi ORIX Leasing Company, a joint venture of ORIX Corporation of Japan, International Finance Corporation – the private sector arm of the World Bank Group, Trade Development and Investment Group of Saudi Arabia and Saudi Investment Bank. This was immediately followed by a joint venture of Ford Finance called Al Amthel with Saudi Fransi Bank and the local Ford dealer as partners. Both these companies are classified as financial institutions and come under the supervision of Saudi Arabian Monetary Agency (SAMA).

After endorsement of laws by the Council of Ministers, In July 2012, SAMA issued new laws to regulate finance companies businesses which cover areas related to finance lease, real estate mortgage, enforcement law and the law on supervision of finance companies. These laws require licensing for each business segment. Later in Q1 2013 SAMA issued executive regulations for implementation of new laws. These regulations mainly cover the following areas:
· Minimum Capital Requirement
· Accounting and reporting guidelines

· Corporate governance and risk management

· Single party exposures 

· Relationship between the lessor and lessee

· Debt to equity guidelines

· Registration of lease contracts
Prior to enactment of above laws, there was no specific law in the Kingdom to govern leasing transactions; normal contract law under Shariah applies. The lessor is treated as the owner of the leased property with the lessee having the right to possession and use of the property in accordance with the terms of the lease contract, as long as the leased asset is for utilization and not consumption. In case of default, the lessor has access to Shariah court and to the Commercial Paper Committee in addition to arbitration. In the case of banks and leasing companies licensed by SAMA, recourse is available to Banking Dispute Committee, which adjudicates cases on the basis of agreement between the parties without taking into account Shariah implications on a particular type of contract. This legal framework is applicable until full implementation of the new laws and regulations.
Market Potential 

Leasing as a finance product is currently delivered by:

· Commercial Banks in the Kingdom.  Almost all the banks have Islamic desks and are able to write finance lease transactions. Noteworthy in this group is Al Rajhi Banking & Investment Corp., a full service Islamic bank with assets in excess of US$ 70 billion. Saudi British Bank has tied up with a property developer to provide lease financing for homebuyers. In addition, cross border business is written in the Kingdom by international and regional banks.

· Leasing companies under SAMA. Currently there are two licensed leasing companies however with the enactment of new laws new companies are expected to enter the market.
· The informal sector which consists of over a dozen installment finance and leasing companies, not under SAMA, and dealers and suppliers of motor cars, transportation, construction and earth moving equipment, cranes and other heavy equipment, computers and office technology equipment and printing machinery, etc. In the case of a number of large dealers and suppliers, the financing business is run through well structured divisions or separate companies and can provide sizable finance running into millions of US$s. 

No statistics are available on the volume of leasing business written or on the percentage of gross fixed capital formation funded by leasing, (Saudi ORIX Leasing Company estimates the market as close to US$ 1 billion) but there is no doubt that the leasing market in the Kingdom is the biggest in the region and, with gross capital formation running into many billions of dollars, has substantial potential for growth. The market for leasing in the Kingdom exists across a range of business sectors including manufacturing, oil and gas, construction and contracting, Hajj and tourism, agriculture, medical, transportation and trading. Businesses in these sectors find, and would find, leasing attractive not only because of the known advantages for leasing but also because of the compatibility of leasing to the Islamic Shariah law. 

There are, however, some impediments in the growth of leasing business in the Kingdom, some of these were identified by International Finance Corporation (IFC) during a review of equipment leasing in the Kingdom a few years back:

· Potential abuse of the Good Faith Buyer Principle:

The Opinion is that under the existing law of Saudi Arabia, a lessee in possession of a non-registerable leased asset (i.e. assets other than motor vehicles plying on the roads and land & buildings) can sell and convey ownership of the leased asset to a good faith buyer who gives value. This impairs lessor’s ownership rights and increases the credit risk, as the lessor may not be able to access the leased asset, as a potential source of recovery should the lessee default in payment. 

· Lack of a self –help remedy:

There is difference of opinion whether self help repossession by lessors is permitted under existing Saudi law. Any repossession can only be effected with the assistance of Ministry of Interior under a court order.

· Proceedings in Shariah Courts:

Given the methodology of pleadings and a compromise-seeking objective of the Shariah courts in civil cases the court proceedings can be complicated, lengthy and can produce uncertain results. Furthermore, Shariah courts do not operate on the basis of legal precedent and there are no official reports of court judgments, therefore, it is very difficult to predict outcome of a case.

The overall outlook for leasing business is positive given the encouragement of the government who realize the contribution that leasing can make in enhancing financial intermediation in the economy and in extending and expanding the credit delivery mechanism in the Kingdom. 
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