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Executive Summary

Kuwait's capital markets have been hogging the limelight in recent times, drawing
the attention of global investors after securing consecutive emerging market
inclusions from renowned index providers. The reforms that preceded the inclusion
and the potential outcomes of the inclusion bode well for both the development of
the country's capital markets and the economy. The reforms initiated by Capital
Markets Authority and Boursa Kuwait began to bear fruits as they prompted major
index providers across the globe to reconsider the Kuwait's market classification.
Within a span of two years, Kuwait was upgraded to an emerging market by FTSE,
S&P and J.P Morgan. In addition, it is in contention for a potential reclassification by
MSCl in 2019.

With the development of capital markets being a key part of Kuwait's vision for the
future, the index inclusions would be a major feat. The resultant fund flows from
foreign investors would be sizeable as the assets that track emerging market indices
are much larger than that of frontier market indices. The quantum of foreign funds
that could flow into Kuwait's markets from the upgrades would be huge. The inclusion
of Kuwait in addition to four of its GCC neighbours into the JP Morgan Emerging
Market Bond Index (EMBI) is expected to bring in cumulative inflows of close to USD
30-60 billion (KD 9-18 billion) into the GCC region. FTSE's upgrade of Kuwait into
emerging markets is estimated to have brought in passive inflows of close to KD
240-280 million. According to our estimates, the potential inclusion of Kuwait into
MSCI EM with a weightage of 0.3% will bring passive inflows in the range of KD 700-
1,730 million. Inclusion into globally tracked indices will lead to wider investment
participation, thereby driving demand for the country's local assets. Furthermore,
the visibility of Kuwait's economy and Capital Markets would improve, as the market
upgrade would result in more research houses tracking the country's developments.
Additionally, pricing of assets would also be more rational due to the improvement in
visibility of the market. These factors would help in increasing market participation
of global and domestic investors, which would in turn contribute positively towards
the development of Kuwait's economy.

Marmore MENA Intelligence
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Kuwait is one of the oldest and historically significant capital markets in the Arab region. Despite the rich
history, Kuwait's capital markets have had their fair share of challenges in the past. There has been a growing
need to address longstanding challenges such as low liquidity, lack of sizeable institutional participation and
the dearth of foreign fund inflows. In order to overcome the challenges that have been grappling the country's
markets, Kuwait's capital market authority initiated a series of reforms that have set the country's capital
markets on a path of continuous development. It began with the transfer of management of Kuwait's stock
exchange to Boursa Kuwait Securities Company, followed by sizeable changes such as improvements to
settlement cycle, lifting restrictions on foreign ownership, introduction of market segmentation etc. Boursa
Kuwait adopted a phased approach in tackling the issues and launched a Market Development Program that
was executed in three phases.

The direct and indirect benefits attained though the inclusion would provide the impetus for Kuwait's capital
market to grow further. However, it does not denote the end of the road for improvements. Taking cue from
the case of Qatar and UAE whose fortunes were mixed after the emerging market upgrade, it is safe to say
that the index inclusion does not guarantee everything. It provides the platform for Kuwait's market to build
upon and introduce further reforms that would significantly improve the markets. There are still areas of
improvement that need to be addressed. The role of capital markets must also extend to making capital
raising for companies easier, encouraging more companies to list, channelizing household savings into
domestic financial investments, improving corporate governance, increasing transparency and ensuring
stability of the markets. While an upsurge in liquidity and improved foreign participation is expected out of
the upgrade, holding onto those levels is another story altogether. Therefore, index inclusion despite being a
major feat must be considered as a part of the journey for further reforms rather than the ultimate destination.

6 | Kuwait Economic Society Marmore MENA Intelligence



Chapter 1

Kuwait Capital Markets —
An Overview

Kuwait is one of the oldest and historically significant capital markets in the Arab
region. It holds the distinction of hosting the first ever-public offering in the Middle
East, dating back to August 4, 1968, when it issued bonds worth KWD 15 million.
Although the issuance was initially planned to be a private placement to the Kuwait
Fund for Arab Economic Development, the director of the Kuwait Fund requested
it to be completed as a public offering in the interest of developing the Kuwaiti
capital markets. During the period, Kuwait issued a set of regulations in line with
international standards to allow issuance and trading of shares. This resulted in the
establishment of an official but loosely regulated capital market in the country. The
influx of oil revenue led to an economic boom in the early 1970s, creating substantial
wealth. Therise in wealth led to intense speculation in the capital markets, eventually
resulting in a market crash in 1977. The government had to intervene and bailout
the investors after the event. Consequently, regulations were tightened to avoid the
occurrence of any such incidents in the future. However, the decision to enforce
stricter regulations led to the development of an alternative informal market. The
highly speculative informal market grew in size at a rapid pace, attracting funds
from retail and institutional investors. Eventually in August 1982, the bubble met
a disastrous end after one of the post-dated cheques bounced, triggering a series
of defaults. The event severely damaged the country's financial system, leaving all
large banks and financial institutions insolvent with the exception of National Bank
of Kuwait.

The government had to intervene again to rescue investors and reconstruct the
financial system. In 1983, the Kuwait Stock Exchange was established, initially acting
as both the exchange and the market regulator. Subsequent events such as the Gulf
war, economic boom of the 1990s and the subsequent global financial crisis went
on to shape Kuwait's capital markets. During the years, Kuwait has always shown
eagerness in adopting technology to supplement its capital markets. Notably, Kuwait
also holds the distinction of being the first country in the Gulf region to introduce
electronic trading in its capital market.

Marmore MENA Intelligence
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A huge step in the development of Kuwait's capital market was taken in April 2016 when the management
of Kuwait stock exchange was handed over to Boursa Kuwait Securities Company, which was established in
2014. This was the inflection point for several capital market reforms that went on to reshape the country's
capital markets. The reforms resulted in the country's inclusion in global index. These reforms bode well in
the grand scheme of things where Kuwait plans to end its reliance on oil revenues. Capital markets are often
used as a venue toraise capital, both debt and equity, for riskier activities that would traditionally not be served
by the banking sector, and by doing so contribute significantly to risky entrepreneurial ventures or innovation
in an economy. As SMEs characterize the private sector entrepreneurial base and are the backbone of
long-term economic growth, capital market reforms bode well for the economy. As the establishment of a
strong capital market is the foundation to ensure economic growth and increase financial resources in the
economy, Kuwait's timely focus on pursuing initiatives to uplift its capital markets to international standards
Is a step in the right direction. These reforms are also aimed to help the markets overcome longstanding
issues such as low foreign investments and low institutional participation that have been grappling the
market for several years.

Kuwait Equity Market — Overview

Index Name - Kuwait All Share Index

2018 Change (%) 7.8%
P/ETTM 147
Dividend VYield 3.5%
Listed Companies 175
No of Large Cap Companies 15
No of Mid Cap Companies 32
No of Small Cap Companies 128
Market Capitalization (KD million) 29,178
Large Cap - Mcap (KD million) 20,574
Mid Cap - Mcap (KD million) 5914
Small Cap - Mcap (KD million) 2,690
Turnover Ratio 14%

Source: Reuters; Data as of 2018-year end;

| Kuwait Economic Society
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Chapter 2

Global Capital Market Indices

A gradual shift from active investing to passive investing has been evident in the past

‘ ‘ decade. In Asia, the share of assets in passive equity funds has risen from a meager

|| | | || 16% in 2007 to nearly 48% in 2018". The case has been similar in other markets
[ N — across the world. The market for index or passive funds have grown to an extent that
B they have found a prominent role in shaping investment strategies worldwide. As the

affinity of investors grow towards passive funds, it becomes imperative for markets
to associate themselves to globally tracked indices that have assets worth trillions
of U.S. dollars tracking them.

Kuwait and other GCC markets have shown cognizance to these developments and
started to lay more emphasis on developing their markets to secure an inclusion in
global indices. Kuwait has been a part of the frontier markets along with Bahrain
and Oman until FTSE decided to upgrade Kuwait's status to emerging markets.
Kuwait has also been added to the watch list by MSCI for an upgrade as part of its
2019 Annual classification review. If Kuwait secures an emerging market status in
all renowned indices, it would lead to passive and active inflows into the country. In
addition, JP Morgan also included Kuwait, along with other GCC countries as part of
the JP Morgan EMBI in 2018, a boost for the regional fixed income markets.

Overview of GCC countries in global indices

Country MSCI FTSE S&P JPM EMBIGD™
UAE Added to the MSCI ~ Weightage in Index - 1.0% Weightage in Index - 0.8% Included in 2018
EM Index in 2014 No. of companies inindex - 20 No. of companies in index - 24 review with a
weightage of 2.6%
Saudi Will be included Will be included into FTSE S&P has a standalone index Included in 2018
Arabia into MSCI EM EM from March 2019 with an that captures 80% of KSA's review with a
from May 2019 expected weightage of 2.7% local Mcap. weightage of 3.1%
with an expected
weightage of 2.6%"
Kuwait Has 23% Weightage in Index - 0.6% Will be included into Emerging Included in 2018
weightage in No. of companies in index - 7 Market indices from Sep 2019.  review with a
MSCI FM Index. Currently has a weightage of weightage of 0.8%
Part of market 16.9% in Frontier BMI index with
reclassification 36 companies.

watch list for 2019

Note * - Saudi Arabia is currently a standalone index in the MSCI, ~* - EMBIGD — Emerging Bond Index Global Diversified

! Morningstar
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Country MSCI FTSE S&P JPM EMBIGD
Qatar Added to the MSCI  Weightage in Index - 1.3% Weightage in Index - 1.2% Included in 2018
EM Index in 2014 No. of companies in index - 18  No. of companies in index - 22 review with a
weightage of 2.6%
Bahrain Part of the MSCI Classified as Frontier Market Weightage in Index - 3.4% Included in 2018
Frontier Market but is not part of the FTSE No. of companies inindex - 14 review with a
Index Frontier Index Series weightage of 2.1%
Oman Part of the MSCI Weightage in Index - 3.7% Weightage in Index - 2.5% Already part of

Frontier Market

No. of companies in index - 17

No. of companies in index - 16

the index with a

Index weightage of 2.7%

Source: MSCI, FTSE, S&P and JPM;

Emerging Market Frontier Market Standalone Index

FTSE Emerging Index (FTSE EM)

FTSE Russell, based out of London, is a leading global provider of benchmarks, analytics, and data solutions
with multi-asset capabilities. FTSE specializes in providing stock market indices. The group operates more
than 250,000 indices calculated across 80 countries. Their indices are tracked worldwide by several investors
and have approximately more than USD 16 trillion (KD 4.85 trillion) worth of assets benchmarked under
them?. FTSE Russell is a unit of London Stock Exchange Group's (LSEG) information Services Division. FTSE
Russell is a wholly owned subsidiary of LSEG.

FTSE employs a methodology known as the Quality of markets matrix that help them objectively classify
markets based on a wide range of parameters. Markets are classified into four segments namely Developed,
Advanced emerging, secondary emerging and Frontier based on how they meet a minimum set of criteria
assigned to each of these segments. The parameters for classification are grouped under four categories:

+ Market and Regulatory Environment
+ Custody and Settlement

+ Dealing Landscape

+ Derivatives

A watch list of markets that are eligible for promotion or demotion of status is drawn down after evaluating
whether they meet or close to meeting the necessary criteria. This is followed by constant interaction between

2 FTSE Russell website
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FTSE and the stock exchange, where suggestions are made to make the markets eligible for promotion.
Subsequently, a decision on reclassification of markets and the amendment of the watch list is taken during
an annual meeting that takes place in the month of September.

The Quality of Markets Matrix shows the criteria used by FTSE for evaluating markets. As of March 2017,
Kuwait satisfied only eight out of nine criteria for secondary emerging market, with clearing and settlement
being the only hurdle. After the first phase of market development reforms, Kuwait satisfied all criteria
required for a reclassification into secondary EM. In fact, Kuwait has passed eleven out of fifteen criteria
required for an Advanced EM.

Quality of Markets Matrix - FTSE

Advanced  Secondary Frontier Kuwait's score
Emerging Emerging (Sep '17)

Criteria Developed

Market and Regulatory Environment

Formal stock market
regulatory authorities actively
monitor market (e.g., SEC,
FSA, SFC)

X X X X Pass

Fair and non-prejudicial
treatment of minority X X Pass
shareholders

No or selective incidence of

. . . X X Pass
foreign ownership restrictions

No objection to or significant

restrictions or penalties

applied to the investment of X X X X Pass
capital or the repatriation of

capital and income

Free and well-developed

_ X X Restricted
equity market
Free and well-developed .
. W velop X X Restricted
foreign exchange market
No or simple registration _
P g X X Restricted

process for foreign investors

Marmore MENA Intelligence Kuwait Economic Society | 11



Custody and Settlement

Settlement - Rare incidence

of failed trades X X X X Pass

Custody-Sufficient
competition to ensure high X X X Pass
quality custodian services

Clearing & settlement -

+
T+2/T+3 X X . X 3

Settlement - Free delivery

. X Not Met
available

Custody - Omnibus account
facilities available to X X Not Met
international investors

Dealing Landscape

Brokerage - Sufficient
competition to ensure high X X X Pass
quality broker services

Liquidity - Sufficient broad
market liquidity to support X X X Pass
sizeable global investment

Transaction costs - implicit
and explicit costs to be X X X Pass
reasonable and competitive

Stock Lending is permitted X Restricted

Short sales permitted X Restricted
ff- i

0 egchange transactions X Not Met

permitted

Efficient trading mechanism X Pass

Transparency - market depth
information/visibility and X X X X Pass
timely trade reporting process

Derivatives

Developed Derivatives Market X Restricted

Source: FTSE
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In September 2017, FTSE announced that it has reclassified Kuwait as a secondary emerging market and
will incorporate the country into the FTSE EM index in two tranches (50% in Sep 2018 and 50% in Dec 2018).
After adjusting the settlement and clearing cycle in May 2017 as part of CMA's reforms, Kuwait became
eligible for an upgrade from FTSE to a secondary emerging market. As announced, the index provider has
already incorporated 12 Kuwaiti stocks into its emerging market index with its two-phase implementation
completed on December 2018. This will result in a weighting of just over 0.5 percent in its FTSE Emerging
All Cap index. Kuwait's inclusion has brought in passive inflows of approximately KD 240-280 million in
addition to active inflows. Kuwait currently falls short in four areas in terms of its eligibility for advanced
emerging markets. Out of the four criteria, the one that is 'not met' is related to custody where omnibus
account facilities need to be made available to foreign investors. The other three criteria related to market
accessibility needs minor changes.

MSCI Emerging Market Index (MSCI EM)

The Morgan Stanley Capital International (MSCI) is an independent provider of research-driven insights and
tools for institutional investors. They are also well known for providing and maintaining indices across asset
classes and geographies. Equity assets of more than USD 14.8 trillion (KD 4.49 trillion) are benchmarked
to the MSCI equity indices globally. MSCI also provides a series of equity indices for emerging markets that
are popular among investors to measure the performance of global emerging markets. It is a float-adjusted
market capitalization index, which consists of 24 emerging economies and covers nearly 10% of the world's
total market capitalization. MSCI has over USD 1.8 trillion (KD 0.55 trillion) in assets benchmarked to its
emerging market index suite.

The MSCI has its own market classification framework that is used to classify economies into different
markets varying between developed, emerging and frontier. MSCl's classification methodology primarily
looks at criteria pertaining to economic development, market accessibility, size and liquidity. Every year, in
the month of June, MSCI consults with the investor community and reviews the position of all the markets
that are part of its indices. Based on meeting or not meeting the pre requisite criteria, countries are either
added into or removed from the index. Before reclassification of a market, MSCI places it under a watch list
and reviews the market for a period of time.

Marmore MENA Intelligence Kuwait Economic Society | 13



MSCI Classification framework

Frontier Emerging Developed
Economic Development

Country GNI per
capita 25% above
Sustainability of economic development No requirement No requirement the World Bank high
income threshold for
3 consecutive years

Size and Liquidity Requirements

Number of companies meeting the

following Standard Index criteria : : >
Company size (full market cap)” USD 797 mn USD 1,594 mn USD 3,187 mn
Security size (float market cap)” USD 71 mn USD 797 mn USD 1,594 mn
Security liquidity 2.5% ATVR* 15% ATVR® 20% ATVR®
Market Accessibility Criteria

Openness to foreign ownership At least some Significant Very high
Ease of capital inflows / outflows At least partial Significant Very high
Efficiency of operational framework Modest Good and tested Very high
Competitive landscape High High Unrestricted
Stability of the institutional framework Modest Modest Very high

Source: MSCI; ATVR — Annualized Traded Value Ratio: AVTR methodology is used by MSCI to calculate liquidity;

The GCC region currently has two markets, Qatar and the UAE as part of the MSCI emerging market index.
Their entry into the emerging market space was announced by MSCI in 2013, while their inclusion in the
index was completed in 2014. Recently, Saudi Arabia became the third economy to be classified as an
emerging economy, securing a place in the MSCI EM index with the process of integration expected to be
completed in mid-2019.

MSCI also proposed in 2018 to reclassify Kuwait as an emerging market and has currently placed it under
review for the 2019 annual reclassification. The decision is expected to be announced in June 2019, while
the integration is expected to be a one-step process in May 2020. The MSCI Kuwait Index was launched on
January 23, 2006 and has been part of the MSCI Frontier Markets Index since its inception. Kuwait currently
has a weightage of 16.8% in the MSCI FTSE FM index. It could potentially enter the MSCI EM index with a
weightage of 0.3% in 2020, if successfully upgraded in 2019.

14 | Kuwait Economic Society Marmore MENA Intelligence



S&P Emerging Broad Market Index (S&P Emerging BMI)

The S&P Dow Jones is one of the world's renowned index providers headquartered in New York, United
States and is home to some of the most iconic indices such as the S&P 500 and the Down Jones Industrial
Average. In July 2012, S&P Indices and Dow Jones Indexes joined to become the world's largest provider of

financial market indices.

The S&P Dow Jones uses a two-step process to classify markets. First step is based on quantitative criteria
that produces a list of countries that come into consideration for being classified into one of the categories.
Then the countries that meet minimum criteria are included in the list of countries for an Annual country
classification consultation. Second step involves a consultation process, following which a decision is made
to place the country under a category.

S&P Dow Jones Indices’ Country Classification Criteria

Frontier Emerging Developed

Initial Eligibility Criteria

Full domestic market capitalization greater v v
than USD 2.5 bn

Domestic turnover value greater than USD Minimum of two L P
1bn criteria satisfied

Exchange development ratio greater than 5% v v

Additional Criteria

Full domestic market capitalization greater
than USD 15 bn

(\

Settlement period of T+3 or better

Sovereign Debt rating of BB+ or above Minimum of three
criteria satisfied

Non-occurrence of hyperinflation

No significant foreign ownership restrictions

NI NI IR

Freely-traded foreign currency

Additional Criteria

GDP (PPP) per capita of greater than
USD 15,000

Source: S&P Dow Jones;
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The S&P Emerging Broad Market Index is one of the major EM equity indices maintained by the S&P
Dow Jones. As of now, the UAE and Qatar are part of the emerging market indices while Saudi Arabia has a
standalone index maintained by the index provider. Kuwait is now part of the S&P Frontier BMI index with a
weightage of 16.9%. According to S&P's Country Classification Consultation that took place in June 2018,
Kuwait was placed in the shortlist that contains candidates for a potential upgrade. As the reforms initiated
by Boursa Kuwait have been in place only for a short span of time, the index provider chose to monitor the
developments further. In December 2018, S&P Dow Jones decided to upgrade Kuwait's status to Emerging
markets ahead of FTSE's second trench of integrating Kuwait into its EM index. The index provider cited
the progress Kuwait had made in trade clearing and settlement, including changing to a T+3 settlement
cycle, meaning trades are settled within three days of execution, and establishing a delivery versus payment
system. These changes prompted S&P Dow Jones to upgrade Kuwait effective before the market open on
Sept. 23, 2019. As things stand, Kuwait has secured an upgrade from two of the three major equity index
providers, with the MSCI decision pending until June 2019.

J.P. Morgan Emerging Market Bond Index (EMBI)

J.P.Morganis one of the leading developers of fixed income indices that are being tracked by asset managers
worldwide. One of their primary indices developed for the emerging market sovereign instruments in the
J.P. Morgan Emerging Market Bond Index (EMBI). The emerging markets bond index is a benchmark index
for measuring the total return performance of international government bonds issued by emerging market
countries that are considered sovereign (issued in something other than local currency) and that meet
specific liquidity and structural requirements.

J.P. Morgan's emerging market fixed income indices are widely tracked by several institutional investors
across the globe. Therefore, any alterations in the benchmark constituents and weightages could result in
sizeable change in fund flows within, into and out of emerging markets. The constituents of the index are
selected in two steps. Initially, the universe of eligible countries is defined, followed by the selection of fixed
Income instruments.

Defining the universe of eligible countries for EMBI index:

+ A country must be classified as having a low or middle per capita income by the World Bank for at least
one of the past three years, based on data lagged one year.

+ Regardless of the World Bank defined income level, countries that have restructured either their external
or local debt during the past 10 years or currently have restructured external or local debt outstanding will
also be considered for inclusion in the index.
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Once the EM universe is defined, fixed income instruments are selected based on the following criteria:

Issuer type classification
+ Currency denomination
Current face amount outstanding
+ Remaining time until maturity
+ Settlement method
* Quantifiable source of cash flow return
Quoted price availability
Recently, J.P. Morgan announced that they would be including GCC countries into their index, increasing
the tally of countries in the index to 72 and increase the index-eligible universe of emerging market dollar

denominated sovereign bonds by 14%. The combined weight of GCC countries is expected to exceed 12%,
providing diversification in the index, reducing its volatility and credit risk.?

Kuwait, Saudi Arabia, UAE, Bahrain and Qatar will join Oman, which was already part of the index. The five
GCC countries will have a weightage of 0.8%, 3.1%, 2.6%, 2.1% and 2.6% respectively, taking their combined
tally to 11.2%. They are expected to be integrated into the index by the end of January 2019 and anticipated
to bring huge passive inflows of between USD 30 billion (KD 9.1 billion) and USD 60 billion (KD 18.2 billion).

3 Ashmore Group
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Chapter 3

Kuwait Index inclusion -
How do things stack up?

3.1. Kuwait's road to index inclusion — A status check

Ever since the management of Kuwait stock exchange was transferred to Boursa
Kuwait, several reforms have been initiated to uplift Kuwait's stock exchange status
to match global standards. There was a need to address longstanding challenges
such as low liquidity, lack of sizeable institutional participation and the dearth of

foreign fund inflows. Boursa Kuwait launched a Market Development Program that

was executed in three phases to address these key challenges. The reforms that

were planned as part of the program were tailored with an eye to address underlying

issues such as improving transparency, removing barriers for listing and enhancing

the market infrastructure.

Timeline of Key events for Kuwait's capital markets

@—

Jul 2014 ——(®)

Some provisions of Law No. 7 of 2010
regarding the Establishment of the
Capital Markets Authority and Regulating
Securities Activities were amended.

®—
May 2017 +——(®)

Boursa Kuwait launches first phase of
©—

Market Development reforms

Feb 2018 ——(®)

CMA announced it had expanded the
team of companies overseeing the
exchange's privatization.

Feb 2010

Law No. 7 of 2010 regarding the Establishment of the
Capital Markets Authority and Regulating Securities
Activities was issued.

Apr 2016

Boursa Kuwait takes over the management of the Kuwait
Stock Exchange

Sep 2017

FTSE announces Kuwait's upgrade from Frontier Market
to Secondary Emerging Market

18 | Kuwait Economic Society
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@)—0 Apr 2018

CMA launched a bidding process for an equity stake

in Boursa Kuwait capital stocks of between 26% and
44%, with the initial public offering of the stake set to be
launched in early 2019.

Apr 2018 0—@)

Boursa Kuwait launches second phase
of Market Development reforms

(®— Jun 2018

MSCI puts Kuwait in watch list for Annual revision 2019
Sep 2018 ——(®)

Kuwait and other GCC members to enter
key JP Morgan bond indexes

(®— Sep 2018

Phase | of FTSE inclusion commenced

Dec 2018 ——(®)

Phase Il of FTSE inclusion commenced

(®— Jan 2019

Boursa Kuwait launches final phase of Market
Development reforms

Jun 2019 ——(®)

Announcement of MSCI country
reclassification decision

(®— May 2020

Possible inclusion of Kuwait into MSCI EM Index,
depending on Annual Classification Review

Source: Boursa Kuwait, MSCI, FTSE, Capital Markets Authority of Kuwait
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The first phase of Market Development (also called as the Post-Trade Model project) included changes that
were primarily focused on the post-trade model, which comprises processes that followed the execution of
exchange transactions. This would ensure that the areas of clearing and settlement, custody and reporting
could be improved in line with international practices. The first phase was key in reducing the number
of default rate in transactions and helped improve investor confidence. Notably, FTSE Russell upgraded
Kuwait's status to emerging markets after the initiation of the first phase.

The second phase of Market Development included key changes such as reclassifying the markets based
on liquidity and capital of listed companies. The phase also included launching of new indices, regulating
trading fees, activating mechanism of circuit breakers, reclassifying companies into sectors based on
international benchmarks and launching new listing procedures. As of now, the second phase of market
development reforms has been completed successfully.

Time-frame for the third phase of market development has been announced by Capital market authority
and the whole phase is expected to be completed by the end of 2019 in two stages. First stage will include
products such as short sale, off-market trading and improving the fund-trading platform. Testing of the first
stage commenced on January 2, 2019 and ends on February 3,2019. Based on the successful completion of
testing, the aforementioned products are expected to be launched tentatively by March 2019. Other complex
changes that involve extensive preparation time are expected to be tested in the second stage, starting on
May 2019 and running until September 26. This stage includes changes in cash settlement through DvP-
2 (Delivery versus payment) system, applying Central Counterparty (CCP), qualifying brokers, trading on
margin by qualified brokers, repurchase agreement (repo), and dividing client's accounts into subaccounts
and numbering them.

Scope of Kuwait Market Development Reforms

S. No. Changes Phase | Phase Phase Il
1 Unify and move settlement cycle to T+3 4
) Apply Brokerage Collateral system %

(Independent from IPTM 1 timeline)
New Corporate Actions mechanism %
(International-Style Corporate Actions)
4 Trade Amendment v
. Apply Collaterals provided by Custodians %
and KCC
Introduce Custodian Rejection
6 v

(Cut-off time: T+2, 10:00 am)
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S. No. Changes Phase | Phase Phase Il

Introduce all necessary arrangements to
7 support the operation of Market Maker v
(Short-selling, stock lending and borrowing)

Apply the following market initiatives:

8 o . , o v
Change in tick-size Change in trade limits
Conduct brokerage through the

9 , v
“Qualified Broker" model

10 Apply Delivery versus Payment (DvP) v

. Settle cash side of securities transactions %
through settlement banks

Segregation of sub-accounts within omnibus
12 accounts, using numbering mechanism to 4
identify end beneficiaries.

13 Market Segmentation

14 Apply Circuit Breakers and Dynamic Limits v

15 Settle cash side of securities transactions %
in Central Bank money

16 Introduce CCP v

Introduce Clearing Members

17
(GCMs, DCMs, NCMs)

- Introduce Settlement Guarantee Fund based %
on international standards

Introduce new products:
« ETFs
19 + Derivatives v
+ Exchange-traded bonds and sukuk
Margin trading

Short selling

20 Complying with all PFMI v

Source: Boursa Kuwait;

Note: CCP - Central Counterparty, PFMI - Principles for Financial-Markets Infrastructures, GCM - General Clearing Member, DCM - Direct
Clearing Member, NCM - Non-Clearing Member, KCC — Kuwait Clearing Company - the central clearing, settlement and depository entity for
the Kuwaiti securities market.

Marmore MENA Intelligence Kuwait Economic Society | 21



Market Segmentation

Market segmentation is one of the key reforms effected as part of the second phase of CMA's market

development initiatives. In April 2018, Boursa Kuwait issued a rulebook that contains a regulatory and

organizational framework that covers the entire operation of the Stock Exchange. As part of the rulebook,

new segmentation rules reclassified the markets into three categories: Premier market, Main Market and the

Auction market based on capital and liquidity.

Similarly, Boursa Kuwait also introduced new indices based on this segmentation, replacing the Kuwait Price

Index & Kuwait 15 Index that were previously in existence. Market segmentation will enable the investors

to distinguish between different issuers listed in the exchange on qualitative and quantitative aspects.

Initiatives including market segmentation that were a part of the second phase of market development are

in tandem with the requirements of MSCI, improving the chances for Kuwait's upgrade to emerging markets.

+ The Premier Market index includes 19 companies that are relatively large and have high liquidity. The

index currently accounts for over 67.3% (KWD 19.7 Billion) of the market capitalization of listed companies

in Kuwait. It will be the primary indicator of Kuwait equity market replacing Kuwait 15 index. The listing to

Premier market also requires the company to mandatorily disclose financials in both Arabic and English.

+ The Main Market Index on the other hand currently constitutes of 144 companies that make up 32.5%

(KWD 9.5 Billion) of the total market capitalization. The only requirement for the Main markets is to achieve

and maintain the minimum liquidity threshold as set by the Boursa Kuwait on the annual review.

+ The Auction Market contains the least liquid companies of the market that do not qualify for either the

Premier or the Main market because of their low liquidity levels irrespective of their market capitalization.

Currently there are 12 companies classified under Auction market. The three market segments are

mutually exclusive and collectively exhaustive.

Market Segmentation Filters, 2019

Changes 2017 (Year 1) 2018 (Year 2)
Kuwait Total Value traded (Annually) KD 5.72 Billion KD 4.13 Billion
Trading Days 249 245
2-Year Annualized Turnover Ratio 16.51% 17.30%
Minimum Market Cap for Premier Market KD 144 Million KD 154 Million
Minimum Liquidity (ADTV) for Premier Market KD 90,000 KD 109,000
Minimum Liquidity (ADTV) for Main Market KD 22,500 KD 27,250

Source: Boursa Kuwait;
ADTV: Average Daily Traded Value; Turnover Ratio = Value of Share traded/ Avg. Market Capitalization
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OTC Market Platform

Boursa Kuwait added the introduction of an Over-the-Counter (OTC) market as a part of the long list of
reforms planned to transform Kuwait's capital markets. The OTC market will act as a trading platform for
unlisted companies that do not meet the requirements for listing. A first-of-its-kind initiative in the GCC
will not only help the local investment community, but also position Kuwait as one of the most progressive
markets in the region. The new platform will provide an opportunity for buyers and sellers to carry out trading

in a transparent and well-regulated environment.

The OTC services will provide potential trading opportunities for an estimated 1,800 companies outside
the exchange. The migration to an electronic platform would provide transparency in price discovery and
could contribute towards improving the overall liquidity of the market. Unlisted companies could enter the
OTC platform upon simply submitting the company's shareholder records to a clearing company and the
completion of the trading prohibition on the founders. This will help simplify the procedure and create a liquid
market for private companies, start-up businesses and companies that do not fulfill the criteria to be listed
on the major exchanges.

Industry Classification benchmark

Boursa Kuwait pushed ahead with the adoption of FTSE Russell industry classification benchmark (ICB)
as part of the initiatives taken in the second phase of its market development plan to strengthen Kuwait's
markets to regional and international levels. This follows the transformational changes which included a
three-tiered market segmentation, the introduction of market-capitalized indices and the revision of listing
requirements implemented earlier as part of the second phase. The new industry classification system has
kicked in during June 2018 and will help align the stocks listed on its markets to international standards,
thereby enhancing transparency and visibility.

The Industry Classification Benchmark (ICB) is a globally recognized standard which is managed by FTSE
Russell for categorizing companies across four levels of classification which include 10 industries, 19 super-
sectors, 41 sectors and 114 sub-sectors. As a consequence of this reclassification, banking, insurance,
real estate and financial services companies, which were previously classified separately, will come under
a single industry i.e. Financials. Furthermore, all the companies will be allocated to their appropriate sub-
sectors that closely represent their nature of business based on their primary source of revenue and other
publicly available information. The FTSE Russell ICB is adopted by several prominent indices around
the world.
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Lifting Foreign ownership limits

Kuwait made a decision in December 2018 to allow foreign investors to own and trade shares in the country's
banks ahead of MSCI's reclassification in 2019. The move will be a boon for Kuwait's stock market, which
has seen low foreign inflows over the years. Kuwait's banking industry was earlier subject to a 49% foreign
ownership limit, which affected more than 26% of the Kuwaiti equity market. As Kuwait's equity market
large cap space is dominated by banking stocks, the decision to lift the cap on foreign ownership limits is
expected to increase the attractiveness of Kuwait's market and increase inflows from foreign investors. The
decision will also help Kuwait's chances to secure an emerging market upgrade from MSCI, which earlier
highlighted the ownership limit to be a bottleneck.

3.2. Benefits of index inclusion

Kuwait's inclusion into emerging market indices provides several benefits to both the capital markets and
the economy as a whole. The prerequisites required for inclusion into the index would drive changes that
would align Kuwait's market more in line with international standards. As visibility among investors grows,
Kuwait's CMA is expected to follow up with several reforms that include new products and regulations that
would encourage more companies to list in the markets.

Increased capital flow

The influx of capital into Kuwait's market would be the major benefit arising from index inclusion. As Kuwait
becomes part of global emerging market indices, funds that track the index would have to buy into Kuwaiti
stocks, thereby increasing inflow of foreign funds. The positivity in the markets will allow Kuwaiti companies
to raise capital at favorable rates, thereby helping the development of the private sector in the country. As
the development of private sector is high on the agenda of Kuwait plan for the future, the increase in capital
flow arising out of the index inclusion would be a boon for non-oil growth.

Enhanced liquidity

Index inclusion will help in enhancing liquidity in Kuwait's markets. The inflow of foreign funds, which has
been a pain point for the market, is expected to improve with the upgrade of Kuwait's status into emerging
market. The rise in investor confidence associated with an upgrade would result in active foreign investor
participationand alsobring passive inflows. Theimprovementin liquidity and increase ininvestor participation
in both trading and investing would be a positive sign for the market, as it would encourage the introduction
of new products and services from Boursa Kuwait.

Exposure to ETFs

The entry to emerging markets would open up the world of ETFs for Kuwait. As the assets tracked by
Emerging market ETFs are larger than Frontier market ETFs, it would increase the amount of funds that buy
into Kuwait's stocks. The upgrade to emerging market would also help in the uptick of the number and value
of country specific ETFs for Kuwait.
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Better integration with global markets

As the requisites of major indices are standardized, it ensures that Kuwait's markets are in line with other
global markets. The improved visibility among investors would push Kuwait to continue reforms pertaining
to the introduction of new products, increasing mandatory disclosures and improving the regulatory
framework. These reforms would encourage more players to list themselves in the exchange and spur
corporate debt issuances. As more and more global institutional investors begin to enter Kuwait's capital
markets, price discovery and price stability of securities will be greatly improved, owing to the better risk-
reward understanding brought in by global institutional investors.

Better risk profile

The entry into emerging markets warrants improvements in corporate governance, disclosures and
regulations. This improves the transparency and visibility of listed companies and their activity, which in
turn reduces the risks and uncertainties associated with the capital markets, giving more confidence to
investors. In addition, the number of global investment research companies tracking Kuwait will see an
uptick, increasing the visibility of the country's markets among global investors. Traditionally, Frontier
markets have witnessed far more volatility when compared to emerging markets. Therefore, an upgrade to
emerging markets will improve the risk profile of Kuwait and reduce uncertainties in the market.

3.3. Limitations of index inclusion

Index inclusion, despite being a prominent milestone for the capital markets, cannot be considered as the
cure all for Kuwait capital markets, as it does not guarantee the improvement of market conditions. Taking
cue from its neighbors UAE and Qatar, the benefits of the inclusion could be short-lived. The upsurge in
market conditions needs to be supplemented by continual reforms that are aimed to improve the capital
markets. Failure to do so will bring the markets back to square one.

Geopolitical and macroeconomic climate

Improvement in macroeconomic climate is necessary for the development of capital markets. Reforms
pertaining to improvement in market framework alone are not sufficient as investors look beyond that while
considering investing in markets. Business environment must encourage companies to stay competitive and
improve profitability as ultimately the growth in earnings would drive the market forward. The government
must continue its initiatives to stimulate the growth of non-oil industries and the private sector. Consistency
in policy from the Government and the Central Bank is also of paramount importance to retain Flls in the
capital market, as it ensures stability and transparency. Geopolitics is a major risk factor considered by
several foreign investors before looking at Middle Eastern markets. Therefore, a broad improvement in
conditions is also necessary for the development of Kuwait's capital markets.

Marmore MENA Intelligence Kuwait Economic Society | 25



Ownership restrictions

The MSCI during one of its earlier notes specified the ownership restrictions being a bottleneck for investors to
enter Kuwait's market. Kuwait's market, which is dominated by large banking stocks, had a 49% cap on foreign
ownership for domestic banks. Despite recently lifting the restriction on ownership, the free float adjusted
market cap for Kuwaiti stocks is on the lower side. The 175 stocks that are listed in Kuwait cumulatively have
59% of their total market capitalization as free float, with certain companies (market capitalization of over
USD 1 billion or KD 0.3 billion) having the ratio as low as 7%. The restriction in ownership reduces both the
investment universe and the amount of foreign funds that enter the market. High share of promoter holdings
in certain cases avoids sharing of public resources given to say cement and mining companies with public
shareholders, puts companies prospects at risk due to lack of professional managers in family managed
companies, increases cost of management as stock options as a means of compensation is less in closely

held companies.

Boursa Kuwait listed companies — Market Capitalization

Total Companies  Total Mcap (KD Bn) Free Float adjusted Mcap (KD Bn) % Free float

175 29.18 17.22 59%

Source: Reuters; As of Jan 2019

Further capital market reforms required

The role of capital markets does not end with index inclusion. They must ensure that corporate governance
standards and disclosures are improved. Stricter regulations need to be enforced to improve transparency of
market participants. Steps must be taken to encourage and incentivize more companies to list themselves
rather than remaining as privately held companies and family businesses. Capital market authorities must
also ensure that the listed companies could raise capital easily. From the angle of investors, new products
must be introduced so that liquidity remains strong, thereby increasing investor confidence. Capital market
authority needs to make equity as an attractive asset class for domestic investors.
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Chapter 4

Impact on Kuwait's capital
markets — A Quantitative take

Kuwait's inclusion into some of the popular indices will be a major boost to the
country's capital markets. The major implication for Kuwait's economy with regard
to the index inclusions would be the inflow of funds from foreign investors. Kuwait's
capital markets have a lot to contribute to country's overall vision for the future,
which aims to reduce the country's dependence on oil. As the capital markets move
towards matching international standards, the outlook of foreign investors towards
the country could become more positive. This positivity would translate into greater
fund flows into the market and the economy, which bodes well for its development
in the end. The move will also encourage domestic companies to come forward
and list their companies in the stock exchange. Considering the difference in assets
tracked between frontier market indices and emerging market indices, an upgrade to
emerging market would result in sizeable passive inflows into its market. In addition,
the upgradation of Kuwait is also symbolically a sign of approval from the index
provider's side, which would improve the confidence of foreign investors towards
the market. This would ensure the inflow of active funds on a regular basis moving
forward, based on the performance of the market and the economy.

The quantum of funds that could flow into Kuwait's market from the index upgrades
would be huge. The MSCI said that it is considering upgrading Kuwait from Frontier
Market to its Emerging Market index and will review its decision to do so in its
Global Market Accessibility Review June 2019. Since we do not have a confirmation
from MSCI yet, we can estimate the weightage that Kuwait might be assigned by
comparing the market capitalization of its GCC peers, like UAE and Qatar, and the
weightage they have been assigned by MSCI. Qatar and UAE have a weightage of
1.34% and 1.04% respectively in the FTSE EM index and a weightage of 0.47% and
0.58% in the MSCI EM index. Taking into consideration that FTSE EM index recently
included Kuwait with a weightage of 0.5%, we estimate that Kuwait can end up
with a weightage of approximately 0.30% in the MSCI EM index. This can lead to an
estimated fund flow of KD 0.7-1.7 billion from passive investors into the country.

Marmore MENA Intelligence
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Expected Fund Flow into Kuwait after MSCI inclusion

A. Funds benchmarked to MSCI EM Index USD 1.9 Trillion / KD 575.9 Billion
Best Case Normal case Worst Case
B. Expected Weightage of Kuwait in the index
0.40% 0.30% 0.20%
C. Expected Fund Flow in (KD billion), (A*B) 2.3 1.7 1.2
Passive inflows at 60% (C* 60%), KD bn 1.4 1.0 0.7
Passive inflows at 40% (C*40%), KD bn 09 0.7 0.5

Source: MSCI, Marmore Analysis
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Chapter 5

Conclusion

Kuwait's capital markets have come along way in the past few years, starting from the
transfer of management of the country's stock exchange to Boursa Kuwait Securities
Company. It spurred a series of reforms that have set Kuwait's capital market on a
path of continuous development. The improvements made by Kuwait has caught
the attention of investors worldwide and prompted major indices to reconsider the
country's classification. The subsequent inclusions of Kuwait by FTSE, S&P and JPM
in their emerging market basket in addition to MSCI's potential upgrade due in 2019
are all feathers in the cap for Kuwait's regulatory authorities that have strived to
achieve this feat. The direct and indirect benefits attained though the inclusion would
provide the impetus for Kuwait's capital market to kick-on and grow further. With
the development of capital markets being a key part of Kuwait's vision for the future,
the index inclusions are a step in the right direction. However, it does not denote the
end of the line for improvements. Taking cue from the case of Qatar and UAE whose
fortunes were mixed after the emerging market upgrade, it is safe to say that the
index inclusion does not guarantee everything. It provides the platform for Kuwait's
market to build upon and introduce further reforms that would significantly improve
the markets. There are still areas of improvement that need to be addressed. The role
of capital markets must also extend to making capital raising for companies easier,
encouraging more companies to list, moving household savings into investments,
iImproving corporate governance, increasing transparency and ensuring stability
of the markets. While an upsurge in liquidity and improved foreign participation is
expected out of the upgrade, holding onto those levels is another story altogether.
Therefore, index inclusion despite being a major feat must be considered as a part
of the journey for further reforms rather than the ultimate destination. Having stated
that, the feat of achieving an index inclusion is undoubtedly a positive sign for the
capital markets and the economy, and a step in the right direction for Kuwait in the
years to come.
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