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Gulf diversification on hub services and
spillovers from abundant liguidity

Non-oil activities gain share along with increasing energy prices, but
the pace of diversification seems to lose momentum in the aftermath of
the global crisis

After the collapse of oil prices in the early 80s, the real value of an oil barrel remained at
minimum levels for 15 years (below 40 constant 2012 USD). Thereafter, rapid growth in
the emerging world since the beginning of the 21% century has pushed up energy prices
back to high records (@above 90 constant 2012 USD). During this time, GCC have started
to engage in other activities. However, while the importance of activities other than oll
had increased steadily before the crisis, adding 15pp on average to its share between
2000 and 2009, the upward trend stopped in the aftermath of the crisis. In some
countries, such as Qatar or the UAE the share of activities other than oil to GDP has
actually fallen up to 2012 (Chart 1).

Chart 1
Non-oil GVA/GDP in GCC countries and oil real prices (1980-2012) (% of total real GDP/GVA and
constant 2012 USD per barrel)
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Note: 3-year centered moving average
Source: BBVA Research, Haver and IMF/WEO

o Trade surpluses feed money creation, which is behind growth of

construction activities, real estate and financial services

Favorable terms of trade and strong demand from emerging markets have provided the
GCC countries with abundant international reserves. The stock money (M3) has strongly
accelerated growth in the 00s (around 10% annual real increases for Kuwait and Saudi
Arabia and close to 20% for Qatar), doubling rates from references in the 90s. This
process of money creation is behind the boom of not only the financial sector as
intermediary but also of quite leveraged activities such as construction and real estate.
For instance, the construction sector explains in Oman 7 out of the 20pp gain in the
share of non-oil activities between 2000 and 2012 (Charts 2 and 3).
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o« Governments have reduced their participation in non-oil production but
fiscal support recently increased and so did risks to energy shocks

The share of government services in total GDP has decreased on average since the
beginning of the century. The loss of relevance is much more acute relative to non-oil
activities; around 7pp for Saudi Arabia, Qatar and Oman, while the UAE is a noticeable
exception since it recorded an increase in both ratios (Charts 2 and 3). Despite its
decreasing trend, the role of the government has increased during the last years. Public
expenditure has grown fast on the impact of the crisis and the Arab Spring, in particular
through the wage bill. In addition, two thirds of national employees work today in the
public sector. On the risk side, break-even oil prices have substantially increased and thus
exposure to shocks'.

Chart 2 Chart 3

Industry composition of non-oil GVA/GDP in Change in share of non-oil industries in GCC
GCC countries (%): average for 2000-02 and countries between 2000-02 and 2010-12 (pp
2010-12 of total GVA/GDP)
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o« UAE has become a regional trade and transport hub supported by good
quality infrastructure

Abundant financial resources from oil exports and availability of skilled foreign workforce
are behind extensive infrastructure investments during the last decade. According to the
WEF, the quality of overall infrastructure in the GCC countries is much better than the
world average and shows developed standards. This is even truer in the UAE, which
ranks 6" out of 144 countries; by 2015, Dubai is expected to have the world's busiest
airport and Emirates to become the largest wide-bodied carrier. In addition, its
geographical position, the development of the financial system and, last but not least, the
political will have boosted the area as a regional hub for service activities such as trade
and transport. Accordingly, “transport, storage and communication” industries gained an
average share of 4pp over total GDP since 2000, whereas “wholesale and retail trade,
restaurants and hotels” services also increased by more than 2pp. The process has been
particularly intense in Saudi Arabia (Charts 2 and 3).

" IMF Regional Economic Outlook for Middle East and Central Asia, November 2013.
http://www.imf.org/external/pubs/ft/rec/201 3/mcd/eng/pdf/mreo1113 . pdf
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Increasing purchasing power channeled through higher consumption
and investment, although domestic manufacturing remains marginal

Imports of consumer and capital goods by GCC countries more than tripled in the 0OOs,
increasing from USD 38bn in 2000 to 131bn in 2010 for the aggregate of Oman, Qatar,
Saudi Arabia and the UAE. During that period, reliance of imported goods remained high,
especially in the smallest economies, while the share of manufacturing activities is still low
in international standards (15% of non-oil activities and 10% of total GDP) and even
declined in Qatar and the UAE (Charts 2 and 3).

Further export diversification is harder to achieve and needs reform
momentum

As pointed out at the beginning, diversification in the Gulf seems to be facing difficulties in
moving up to the next milestone. At this point some questions arise beyond the
economic impact of the crisis and some particular financial problems in the region. Are
spillovers from the oil price shock in the 00s fading away? Or is it that oil prices have
reached such high levels that incentives are stronger to exploit further their endowment
comparative advantage? Asian rapid growth will be (and keep) contributing to these
incentives” °.

In any scenario, productive structures in the GCC countries need continuous reform
momentum. In particular, malfunctions in the labor market need to be addressed,
including the improvement of the education system and turning neutral for nationals the
choice between private and public jobs. The hub role that the area already plays in
financial, transport and trade should be used to generate non-oil value, while enormous
resources managed by SWFs could be decisively contributing to a healthy diversification
strategy. It's not about losing the energy comparative advantage but to reinforce their
benefits.

2 “EAGLES increasing demand turns energy security into a South-South issue”, BBVA Research, May 2013.
www.bbvaresearch.com/KETD/fbin/mult/EW_EnergyMay13_i tcm348-386066.pdf?ts=20112013

“Asia-driven South-South trade intensifies specialization patterns in the rest of the emerging regions”, BBVA Research,

May 2013. http://www.bbvaresearch.com/KETD/fbin/mult/EWSouthSouthTrade i tcm348-

390302.pdf?ts=20112013
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya
Argentaria, S.A. (hereinafter called “BBVA") to provide its customers with general information regarding the date of issue of the report and are
subject to changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other
instruments, or to undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or
decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account
to prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such
specialized advice as may be necessary. The contents of this document are based upon information available to the public that has been
obtained from sources considered to be reliable. However, such information has not been independently verified by BBVA and therefore no
warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct
or indirect losses arising from the use of the document or its contents. Investors should note that the past performance of securities or
instruments or the historical results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors
should be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities
can involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may
exceed the amount of initial investment and, in such circumstances; investors may be required to pay more money to support those
losses. Thus, before undertaking any transaction with these instruments, investors should be aware of their operation, as well as the
rights, liabilities and risks implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the
said instruments may be limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments
referred to, directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party
account in those securities, provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies
related thereto or to their shareholders, executives or employees, or may have interests or perform transactions in those securities or
instruments or related investments before or after the publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies
to its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading
and investing businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this
document may be () copied, photocopied or duplicated by any other form or means (i) redistributed or (i) quoted, without the prior written
consent of BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or
entities in the same) in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant
jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling
within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (@s amended, the “financial promotion
order”), (i) are persons falling within article 49(2) (@) to (d) (‘high net worth companies, unincorporated associations, etc.”) Of the financial
promotion order, or (iii) are persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of
the financial services and markets act 2000) may otherwise lawfully be communicated (all such persons together being referred to as “relevant
persons”). This document is directed only at relevant persons and must not be acted on or relied on by persons who are not relevant persons.
Any investment or investment activity to which this document relates is available only to relevant persons and will be engaged in only with
relevant persons. The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues
obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment
banking business; nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to
prevent and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for
Security Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain
with number 0182.



