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INTRODUCTION

The war in Yemen has left a trail of repercussions on various fields and facets of
life. Damage to the country’s infrastructure has caused the economy to shrink,
andindicators of the economy’s performance to decline, starting from export and
import, to internal trade movement, or production and manufacturing.

Yemen's financial sector was the most prominently affected by the war, suffering
significant issues and complications, including the collapse of the national currency, the
liquidity crisis, the division of monetary policy, and the conflict of authority between the
two parties to the conflict.

Prior to the conflict, the Yemeni financial sector was witnessing a major breakthrough,
whether in terms of automation, diversification of financial services and electronic
payment methods, or the availability of a wide range of financing alternatives and
prospects. Nevertheless, across the Middle East, Yemen continues to have the smallest
banks in accordance to size.

Despite this shift toward diversifying financial and financing services, many commercial
banks invested the vast majority of their customers’ deposits and savings in public debt
instruments (treasury bills - Islamic instruments - repurchase - certificates of deposit),
which upped the stakes and existentially threatened the state in light of Yemen’s war.

The effects of the war on Yemeni banks varied according to the way executive
administrations handled the emergency situations. While several banks were on the
verge of bankruptcy, other banks have been able to establish a successful banking
model, evidenced in the banking performance indicators and the financial statements of
those banks.

In this paper, the Media and Economic Research Forum will discuss, in depth, the nature
of the challenges that faced the Yemeni banking sector, how the war affected Yemeni
banks, and the way banks dealt with these challenges to define the indicators that
banking leaders use during their management of this vital sector in the country,.
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THE BANKING SECTOR

ORIGIN AND DEVELOPMENT

m The first economic conference was held in northern Yemen on the 25th and 26th of
October, 1962, with the participation of the country’s major merchants at home and
abroad. The conference made a number of decisions and recommendations in the
interest of a successful future role of the national economy. The most important of said
decisions was the directive to establish the first national bank called the “Yemeni Bank
for Reconstruction and Development.’ In this conference, the constituent assembly of
the bank was announced and its statute was issued, and the President of the Republic
issued a republican decision to sign the establishment of a national bank and name it
the Yemeni Bank for Reconstruction and Development.

m The Central Bank of Yemen was created on July 27, 1971, following the accession of
the northern portion of Yemen to the International Monetary Fund in 1970. With its
establishment, the first legislative and functional building blocks for an economically-
aligned banking system in Yemen'’s former north (i.e. before the unit) were laid,
wherein the bank began to exercise all central bank powers, acquiring the financial
and monetary powers carried out by the Yemeni Monetary Committee, the Monetary
Operations Control Authority, the Yemen Bank for Construction and Construction, the
Treasury, and the Ministry of Economy.

m In 1972 the Banking Law was issued, but the Central Bank of Yemen had granted many
licenses.

m In 1979, the number of commercial and foreign bank branches reached six, and the
banks expanded and rose in number, as did their branches.

m In 1973, the Central Bank issued a regulation for exchange business, as there were
134 offices, of which 80 were licensed. The regulation prohibited the practice of money
exchange without the bank’s approval and specification of the criteria under which the
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THE BANKING SECTOR

m The independent state’s financial system in southern Yemen was only a fixed extension
of the prior system. Eight banks have branches in the area, including the South Arab
Bank, which is a combined British-Indian bank, one Jordanian bank, and six international
(British, Indian, and Pakistani) ones. Under the direction of the Board of Directors and
the oversight and control of the South Yemen Monetary Agency in 1968, these banks
carried on using the same operating procedures and frameworks as they did prior to
their independence. For agencies and insurance businesses, the same held true.

m OnJune 22, 1969, with the National Front's seizure of power in the south, the new
authority embarked on socialist economic transformations based on the state’s control
over the means of production and central planning, and this was reflected in the
banking system, which began to develop on the basis of grouping and unity of banking
institutions instead of pluralism previous.

m On November 27, 1969, the Nationalization Law was issued, which called for the
subjection of all branches of commercial banks, insurance, and reinsurance companies
operating in the country to public ownership, and the establishment of a body with
legal personality and financial and administrative independence, called the Banking
Authority, based in the city of Aden. The law also included the establishment of the
Yemen Monetary Agency.

m In 1971, the National Bank of South Yemen was established on the basis of merging the
eight nationalized banks with a capital of 1.5 million dinars paid in cash.

m In 1972, the banking system law was issued, which included the establishment of the
Central Bank of Yemen, which assumed all the duties, functions, and tasks of the central
bank of the state, and stipulated the abolition of the Banking Authority and the Yemen
Monetary Agency. The Board of Directors of the banking system undertook the task of
following up on the implementation of the policy on the role of the banking system in
development; it remained in effect until the establishment of unity.

m Currently, the Yemeni banking sector consists of 20 banks divided into 9 local
commercial banks, three local Islamic banks, four microfinance banks, and four
branches of foreign banks, including four state-owned banks.
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CHALLENGES FACING THE BANKING SECTOR

m Since the outbreak of the war, the banking sector has faced crises that have nearly
decimated it, including the severe liquidity crisis, the economic downturn, the decline
in the value of the national currency, and the additional repercussions of the conflictin
monetary policy management, bank supervision, and the obstacles that prevented the
free transfer of liquid cash inside and outside Yemen. The broad decline in private sector
trust in the banking sector has prompted the monetary cycle to shift from the formal
economy to the informal money markets and networks.

m The challenges contributed to the weakening of commercial and Islamic banks in Yemen,
in contrast to the massive increase in black market activity, the destabilization of the
exchange rate, and the increasing difficulty of financing imports by traders and importers.

I CASH LIQUIDITY CRISIS

m Yemen is a country that depends primarily on direct cash in its dealings, as electronic
payment methods are limited. The total cash issued in the local market is estimated at
3802.7 billions riyals by the end of the year 2021. Attempts are still being made to launch
electronic currency, payment methods via Visa, or similar means; however, such attempts
have not been successful, making the market highly dependent on banknotes.

m Despite the high degree of risk, particularly in exceptional situations such as Yemen'’s,
dealing with banknotes as a form of payment is the norm in impoverished nations.

m The banking sector faced a stifling liquidity crisis due to several reasons, including:

1. Overdraft.

2. Banks' investments in public debt instruments.

3. The Central Bank squanders the legal reserves of the existing commercial and Islamic
banks.

4. The state’s foreign currency revenues from oil and gas export sales are declining.

5. Inflation of state public expenditures through indiscriminate employment outside the law.

6. Zeroing the external reserves of the Central Bank of Yemen in Sana’a by liquidating the
balances of the Central Bank abroad for the benefit of traders and importers.

7. Violation of laws and legislation regulating the work of the Yemeni banking sector.
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OVERDRAFT

m Following the war's intensification in early 2015, the country saw a severe fall in
economic activity, resulting in a major increase in the state budget deficit. The main
source of concern for government expenditure was the cessation of oil exports, which
had been the country’s largest source of government revenue and foreign currency until

2015.

m The Houthi authorities used the external hard currency reserves of the Central Bank of
Yemen to finance imports, and after they ran out, they resorted to overdrafts to finance
public expenditures. They also spent the legal reserves that commercial and Islamic
deposited with the Central Bank of Yemen in Sana’a. As a result, the central bank's
balances of domestic cash, which exceeded one trillion and 174 billion riyals, were

drained.

m In 2015, the Houthi authorities were forced to draw overdrafts from the Central Bank
of Yemen, resulting in the overdraft balance rising from 761 billion riyals at the end of
2014 to one trillion and 524 billion riyals at the end of 2015, two trillion and 228 billion
riyals at the end of 2016, and four trillion and 200 billion by the end of 2021.

m In Aden, the overdraft balance reached five trillion and 816 billion riyals by the end of

2021.
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PUBLIC DEBT INSTRUMENTS

m At the end of 2021, the value of treasury bills in Sana’a climbed to 1800
billion riyals, government bonds to 1600 billion riyals, and Islamic bonds to
120 billion riyals. These funds represent the savings of the three pension

funds.

m The total public debt in Sana'a at the end of 2021 is about 7720 billion
Yemeni riyals.

m The value of Sukuk Islamic bonds in Aden amounted to 100 billion at the end
of 2021, bringing the balance of public debt in Aden to 5916 billion riyals.

m The total internal public debt in Sana'a and Aden was estimated at 13,636
billion riyals at the end of 2021.

m The total overdraft, in addition to the total value of treasury bills, Islamic
instruments, and government bonds, is outside the framework of the
monetary cycle of the banking sector. It is also double the total cash issued,
which caused a stifling and complex crisis in the liquidity of banks as the
government'’s financial liquidity crisis affected the cash liquidity in the
banking sector, exacerbating the situation in banks.

m In light of this, commercial banks began to reduce withdrawals by
customers, which made merchants and depositors reluctant to let banks
keep their money, and requests for cash withdrawals from the banking
sector increased. This represented the beginning of capital flight, and a mass
exit of cash flow from the banking cycle and into the black market.
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m There were numerous pressures on the riyal during the post-war period, beginning with
the general economic decline and the decline in Yemen'’s foreign exchange resources,
as represented by foreign oil and gas sales, foreign direct investment flows, expatriate
remittances, tourism revenues, and grants and foreign cash subsidies. All of these factors
contributed to an increase in the balance of payments deficit, which resurrected the black
market and provided a chance for speculators to manipulate riyal exchange rates.

m The two governments in Sana'a and Aden made a grave mistake in relying on currency
printing to finance the deficit in the state’s general budget, which hastened the collapse
of the value of the Yemeni riyal against foreign currencies. This procedure is in violation of
many provisions of the Central Bank Law No. 14 (2000).

m The currency issued in Sana’'a and Aden increased from 854 billion riyals at the end of
2014 to 3740.2 billion riyals in August 2022, an increase of 2886.2 billion riyals. This
explains the significant decline in the Yemeni riyal exchange rate, as this money mass was
printed without a legal cover in exchange for withdrawing the legal cover for the issued
currency until the end of 2014.

m The instability of the Yemeni riyal has exacerbated the liquidity crisis in the banking
sector. The Yemeni riyal has lost many times its value in relation to the dollar, and it has
continued to depreciate until it reached a record low of over 1152 riyals against the dollar
in Aden and 560 in Sanaa in October 2022.

m The decline and rapid fluctuations in the value of the local currency led depositors to
withdraw their savings from banks and convert them, through informal markets, to
foreign currencies, especially the US dollar and the Saudi riyal, to maintain their value and
benefit from the growing purchasing power of foreign currencies.

m The depreciation of the riyal caused some commercial banks to lose their foreign assets,
especially banks whose foreign currency obligations exceeded their assets.

m As aresult of the collapse of the value of the local currency, the local market witnessed a
process of dollarization. The population in Yemen turned to the use of the dollar and the
Saudi riyal as means of payments due to their stability in value, and savings were turned
into foreign currencies, precipitating the deterioration of the value of the Yemeni riyal.
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m On September 18, 2016, former Yemeni President Abd Rabbo Mansour Hadi

issued Presidential Decree No. 119 to transfer the Central Bank of Yemen from
Sana'a to Aden, which marked the beginning of the monetary policy division and
created additional pressures to the banking sector due to the consequences of not
implementing the decision correctly. As a result of poor application, there were
two competing authorities in charge of monetary policy, issuing inconsistent and
conflicting orders and resulting in monetary instability.

m The decision to transfer the bank to Aden was supposed to be accompanied by
the transfer of all debit and credit balances to the accounts of the Central Bank
in Sana'a, to the Central Bank in Aden for absolute control over monetary policy.
Howeuver, the fragmented and incomplete application created two monetary
authorities, and created a number of repercussions that affected the monetary
situation.

m Since September 2016, there have been two central banks in Yemen in Sana'a and
Aden, both of which have failed to fully perform the role of a central bank, creating
inconsistency in the country’s fiscal and monetary policies, while the Yemeni
banking sector was caught between the two.

m The Central Bank of Yemen in Aden requested data on commercial and Islamic
banks’ clients as one of the prerequisites for participation in the auction system or
documentary credits. Meanwhile, the Sana'a Bank threatened and cautioned the
financial industry not to engage with the Bank of Aden, putting the banking sector
in a tough position between responding to the bank in Aden and acquiescing to
the Sanaa Bank.

m The conflict of monetary policy has contributed to the creation of two main
centers for the majority of commercial and Islamic banks, both of which operate
independently of the other and have separate accounts from those located in the
other region.
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FROZEN STOCKS

m Since the division of the Central Bank, the two branches in Sana’a and Aden have

implemented similar mechanisms for handling commercial bank balances within
their accounting systems and in restricting cash withdrawals.

m Deposits made prior to September 2016 and transferred from Sana'a to Aden can
only be used to settle payments related to accounts maintained in the central
bank and banking system, but not for any other purpose, such as countering cash

withdrawals for customers.

m The Central Bank in Sana’a has followed a similar mechanism since early 2017,
as it does not allow commmercial banks to use cash balances accumulated before

2017, which represent the bulk of most banks’ financial assets.

m The separation of cash and non-cash transactions has undermined the use of
non-cash payment instruments, such as checks, and has discouraged the general
population from conducting financial transactions within the banking sector.

m The central bank in Aden requires banks wishing to make partial cash
withdrawals on deposits that have become non-withdrawable to transfer these
assets — including treasury bills — from the central bank in Sana’a to Aden, which
is not allowed by the central bank in Sana'a.
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LETTERS OF CREDIT

Following a two-billion-dollar Saudi deposit, the Central Bank of Aden issued
documentary credits to commercial and Islamic banks and their clients in return for
prohibiting Houthi authorities from dealing with documentary credits issued by the bank
in Aden. A process of prosecution and interrogation was carried out against leaders in the
banking sector.

In June 2018, the Central Bank of Yemen in Aden issued instructions related to the
implementation of the mechanism for importing major food commaodities, withdrawing
from the $2 billion Saudi deposit provided by Riyadh in the first quarter of 2018.

The Yemeni government issued Resolution No. 75 in September 2018 to regulate the
importation of fuel and basic goods. As a result, merchants were required to open letters
of credit with commercial banks in Aden to guarantee imports as well as deposit funds
in Yemeni riyals equal to the value of the letters of credit in accounts managed by the
Central Bank in Aden.

In an effort to stop the flow of paper money outside of the regions they control, the
Houthis issued directives to commercial banks instructing them to use checks to cover
letters of credit in response to the government'’s action in Aden.

The Houthis warned the banks against complying with the directives issued by Aden.
On the other hand, the commercial banks were threatened with fines by the Central
Bank in Aden if they failed to furnish the required cash to cover the value of imports of
commodities opened under bank letters of credit.

In response to the central bank in Aden’s import financing mechanism, which requires
importers to deposit cash with the central bank in Aden to ensure the opening of letters
of credit, the Houthi authorities imposed new restrictions in December 2018 to prevent
funds from being transferred outside their territory.

The banking sector has resorted to transferring banknotes through informal networks,
but this process may result in high costs and risks due to the rising instability in times of
war. Indeed, the expense of delivering banknotes to Aden has become unsustainable, and
the financial system suffers at every stage of the conflict between the two banks.
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BAN ON NEW BANKNOTES CIRCULATION

m In the context of the monetary policy division, the Central Bank in Aden approved the
printing of large quantities of local currency in its old and new forms, in return for the
bank branch’s refusal in Sana’a to circulate these newly printed papers by citizens, calling
them forged. This deprived banks of the possibility of receiving new depositors and new
deposits, and exacerbated the liquidity crisis, in light of high inflation, the collapse of the
exchange rate, and the increase in monetary mass.

m The Houthis prevented circulation of the new banknotes printed in Aden in their areas of
control, which led to the existence of two different prices for the same commodity and
service.

m The Houthis regularly carry out inspections of bank vaults and cash chests in their areas
of control to ascertain that the banks are not dealing with the new riyals that are being
printed in Aden, and sometimes they take measures to confiscate any new banknotes
they find.

| BANK SANCTIONS

m Since the beginning of 2018, the Houthis have penalised commercial banks under the
pretence that said banks want to relocate their headquarters to Aden or undertake
financial transactions in order to issue letters of credit through the central bank in Aden.

m The managers of some banks and their senior employees were subjected to interrogation,
arrest, and detention under the pretext of the banks’ dealings with the Central Bank in
Aden. The Houthis interfered in the managers’ business and obligated them to sell parts
of their financial centers for the benefit of the group’s merchants or those close to them.

m The banking sector tried to distance itself from the ongoing conflict, and banking leaders
called for the necessity of neutralizing the banking sector, but the division of monetary
policy made this sector the target of targeting by both sides of the conflict.

m The most significant ramifications of the Central Bank’s split are the transfer of banking
work from the organised sector to the unorganised sector—the banking sector—which is
impossible to monitor or derive any data or information from.
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ANALYSIS OF BANKING SECTOR INDICATORS

The war and its repercussions had a significant impact on various indicators of the
banking sector, including the volume and quality of deposits, the volume of aggregated
assets, and profits and losses.

The staggering growth of the aggregated assets confirms the existence of an imbalance
in the banking sector’'s management of the monetary mass in Yemeni riyals. In general,
the aggregated assets of the banks were digitally inflated, but lost in value.

The foreign assets of Yemeni commercial and Islamic banks decreased from $2.346
billion in 2014 to $1,200 billion in 2021.

Prior to the outbreak of the conflict, commercial and Islamic banks were major
investors in the local public debt instruments issued by the Central Bank of Yemen on
behalf of the Ministry of Finance. Commercial banks owned 72% of all treasury bills,
while Islamic banks invested heavily in “sukuk’ bonds.

The investment of Yemeni banks in public debt instruments heightens their
vulnerability to crises, such as the liquidity crisis or exposure of the state’s public
finances. Such appeared on the indicators of the financial statements of the banking
sector.

Total deposits in the Yemeni banking sector amounted to 3660.3 billion riyals at the
end of 2021, compared to 2225.7 billion riyals in 2014, a growth of 1434.6 billion, an
increase that is not commensurate with the large increase in the supply of cash from
the local currency.
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DEPOSIT STRUCTURE IN YEMENI BANKS

S N N
1 Demand deposits 269.3 850.9 910.5
2 Term deposits 861.9 838.8 859.2
3 Savings deposits 205.3 276.3 286.9
4 Dedicated deposits 53.12 531.1 50.9
5 | Deposits in foreign currencies 825.19 1496.9 1552.7
6 Government deposits 10.6 0 0
Total 2225.41 3994 3660.2

m However, this growth in the volume of deposits was small compared to the size of the
money supply and the deterioration of the Yemeni currency.

m The Media and Economic Research Forum team analyzed the financial statements of a
sample of local banks, all of whose financial data were available during the period from
2014 - 2020, to analyze the nature of the impact that the war had on the indicators and
performance of Yemeni banks.

m The growth rate of deposits with various banks varied depending on the nature of the
other banking indicators. The volume of customer deposits at Al-Kuraimi Bank in 2020
contributed to approximately 6.2% of total banking sector deposits, compared to 10.9%
for Al-Tadamon Bank, the two largest banks that recorded growth in customer deposits.

BANKING SECTOR IN 2020

THE VOLUME OF DEPOSITS COMPARED TO THE TOTAL DEPOSITS OF THE YEMENI I

- [ e
( Amount in billion Yemeni riyals ) sector deposits

1 Al-Tadamon Bank 435.78 10.9%

2 Al-Kuraimi Bank 249.67 6.2%

3 Yemen Kuwait Bank 176.08 4.4%

4 Qatar National Bank 17.5 0.4%

5 Central Bank of Bahrain 38.8 0.9%

m During the measuring period 2014-2020, Al-Kuraimi Islamic Bank had the highest

growth rate in customer deposits (with 714.1%) among all Yemeni banks, with total
customer deposits increasing from 30.59 billion riyals in 2014 to 249 billion riyals in
2020.
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THE GROWTH STRUCTURE OF BANKING SECTOR DEPOSITS 2014-2020

( AMOUNT IN BILLION YEMENI RIYALS )

N R T e

1 Al-Kuraimi Bank 30.59 249.06 M4.1%
2 Al-Tadamon Bank 452.4 435.78 0.3%-
3 Yemen Kuwait Bank 87.25 176.08 101%
4 | Central Bank of Bahrain 28.25 38.84 37.4%
5 Qatar National Bank 26.94 17.57 34%-

m Some banks saw a decline in deposit volume during the period as a result of war-related
factors and others linked to how governments responded to the emergency conditions
imposed by the conflict.

m Bank deposits recorded a growth of 1434.97 billion riyals during the period 2014-2020. The
share of growth in deposits was distributed to banks as follows:

GROWTH PERCENTAGE OF TOTAL BANK DEPOSITS GROWTH DURING THE PERIOD 2014-2020 I

o R g ey
1 Al-Kuraimi Bank 30.59 249.06 218.47 15.2%
2 Al-Tadamon Bank 452.4 435.78 -16.62 1.1%-
3 Yemen Kuwait Bank 87.25 176.08 88.83 6.1%
4 Central Bank of Bahrain 28.25 38.84 10.59 0.73%
5 Qatar National Bank 26.94 17.57 -9.37 0.6%

m The decline in the growth rate of other banks’ deposits reveals the volume and value of funds
that left Yemen during the period 2014 - 2020.

m Despite the great challenges that Yemen faced during the years of war, especially the
challenges facing the economic sector, the Yemeni banking sector remained consistent and
continued to provide financial services, to varying degrees, depending on the way these banks
are managed.

m At atime when the liquidity crisis pushed some banks to the brink of bankruptcy, some banks
continued to fulfill their obligations towards customers and managed liquidity professionally,
especially Al-Kuraimi Bank.

m Most of the Yemeni banks approved procedures to restrict customers’ withdrawal of their
deposits on the basis of freezing balances in accounts before 2017, while Al-Tadamun and Al-
Kuraimi Banks continued to deliver customers’ deposits and consider all deposits and balances
as cash payable at any time.

m Islamic banks relied on investing in less risky tools compared to those adopted by commercial

banks that invest in public debt instruments.
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RECOMMENDATIONS:
m Developing a national guide for banking governance to be prepared by the Association

of Yemeni Banks or the Central Bank.

m Establishing an effective internal control system in banks to encourage more

accountability and transparency in dealing with investors and depositors.

m Establishing a stricter system in the field of combating money laundering and terrorist

financing, and training all bank employees associated with this field.

m Improving the capabilities of employees when executing operations in a way that
achieves quality, accuracy, speed, and control, and in a way that protects them, the

bank, and customers from bearing any financial, legal, or reputational risks.

m Raising the level of employee performance and relying on them to innovate the best
methods to improve performance, such as producing new services and applying
distinctive control methods that limit the error margin that may cause the bank or its

customers to incur unnecessary losses.

m Qualifying senior bank employees and those responsible for important departments
such as risk management and liquidity and credit management, and training them to

work in light of disasters and crises.

m Diversifying financial services and developing electronic payment services to overcome

the liquidity crisis and achieve financial inclusion.
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